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Abstract 
 
The Pilbara region of Western Australia is at one of the epicentres of the global resources boom driven by the rapid 
economic growth in China. This paper presents the Pilbara as one of the ‘spaces of global capitalism’ and analyses 
how this affects the people who live in the region.  In order to explore this concept, Harvey’s (2006) matrix of 

spatialities is employed to analyse the various and sometimes conflicting needs and aspirations of the Pilbara 
community. An examination of the primary data collected indicates that the largely unmediated engagement with the 
system of global capitalism has had a profound effect on the local communities within the Pilbara region. Rather than 
reaping the benefits of the wealth being generated in the region, participants in this study describe significant 
economic, social and political problems. It is argued that Harvey’s matrix is a useful analytical tool that presents 

opportunities for the development of alternative visions of the future. 
 
Introduction 
 
During the mid-1990‟s the US and UK models of neo-liberalism focussing on introducing the principles of free-
market ideologies, competition, deregulation and privatisation were defined by OECD nations and major global 
financial institutions as providing the answer to global economic, social and political problems (Held and 
McGrew, 2007).  The effect of this has been to embed neo-liberalism within the policy settings of national 
governments around the world (Harvey, 2005).  According to Beck this means the pursuance of a political 
project involving the elevation of global capitalism to pre-eminent status.  For Australia this meant a rapid 
development of global demand for natural resources, particularly from China.  As the Chinese economy boomed 
so did the Australian economy.  In Western Australia it was iron ore extraction and natural gas production in 
remote regions such as the Pilbara that drove rapid economic growth throughout the 2000s.  This was an 
enormous success for the State, but booms turn to bust and since late 2008, demand for natural resources has 
rapidly declined leading to mine closures, retrenchment of workers and the emptying of government coffers 
calling into question prevailing government policies in many areas including regional policy.  This paper 
examines the Pilbara Region of Western Australia as a case study that illustrates the ways in which neo-liberal 
inspired regional policy has generated simultaneously landscapes of wealth and poverty, growth and decline.  
Now the boom is over it seems that serious doubts now hang over the assumption made by neo-liberalism that 
by stimulating and facilitating business interests over all others, growth and innovation will occur leading to the 
eradication of poverty and the delivery of higher living standards. 

The Pilbara is in the remote north west of Australia, 1500km north of the city of Perth.  The region 
covers an area of over 500,000 square kilometres and has a population of around 40,000 (Department of Local 
Government and Regional Development, 2006a).  The Pilbara rose to national prominence in the 1960s with the 
development of very large iron ore deposits.  Since then a range of large and very valuable natural resources 
have been discovered and exploited. Since the beginning of the 1990s, there has been a steady increase in the 
value of production of iron ore (approx 60 percent), oil (400 percent), liquid natural gas (270 percent), and 
natural gas (70 percent) (Department of Local Government and Regional Development, 2006b).  The region 
makes a significant contribution to the Western Australian and Australian economies through the export of 
natural resources, predominantly to Asian markets.  The primary production of Western Australia accounts for 
approximately one-third of national merchandise exports (Department of Industry and Resources, 2006) and the 
Pilbara is one of the major sources of these exports producing 55 percent of the state‟s major export 

commodities (minerals and energy) and accounting for virtually all crude oil, petroleum condensate, liquefied 
natural gas, and natural gas production.  The region is also the production centre for 97 percent of national iron 
ore output (Department of Local Government and Regional Development, 2003a). The Australian economy is 
heavily dependent on Western Australian mineral and resources development and this turns to a large extent on 
the continuing exploitation of natural resources located in the Pilbara region. 
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The Pilbara case is located in the national context of direct global engagement and in turn to the wider 
neo-liberal policy reform agenda that has been employed by successive Australian governments over the past 
two decades. It is argued that studying policy allows for a consideration of the autonomous effects of 
rationalities of government on shaping the possibilities of policy and invoking different forms of power. 
Important for this understanding is a view of the changing role of society and the underpinning rationalities of 
government. Therefore, it is argued that global market forces and economic growth can be understood as aspects 
of the emergence of a neo-liberal rationality of government. Although the form of economic growth in Western 
Australia is part of the wider picture of macro-Western development, it differs in its underlying logic on account 
of its isolation, micro ideologies and the personal impact it has on individuals.  In this paper the Pilbara of 
Western Australia region is conceptualised as occupying one of the „spaces of global capitalism‟ in that it is at 
one of the epicentres of global natural resource extraction.  In doing this, the aim is to subject regional 
development policy in Western Australia to critical attention and comment on neo-liberal regional development 
policy in general and in a way that moves towards developing alternative visions.  

Using Harvey‟s general matrix of spatialities, it is possible to comprehensively examine the causes, 
characteristics and consequences of neo-liberalism in regional development.  This matrix is composed of 
different conceptualisations of space.  Along one axis are three notions: absolute space, relative space and 
relational space and along the other are material space, representations of space and spaces of representation 
(Table 1). 

 
TABLE 1: A GENERAL MATRIX OF SPATALITIES (AFTER HARVEY 2006) 

 
 Material space 

(experienced space) 
Representations of space 

(conceptualised space) 
Spaces of representation 

(lived space) 
Absolute space Physical boundaries of 

and barriers 
The Pilbara region as a 
location for policy 
intervention 

Placement and 
positionality 
The „framing‟ of the 

region as a discrete sub-
national space 

The main sources of power 
and influence that shape 
the region 
Sense of security and 
sense of power from 
ownership 

Relative space (time) Flows:                          
Capital               
Migration         
Commodities          
Energy and resources 

Engagement of the region 
with the global economic 
system 
Command and control 
difficult - Inability of 
government to control this 
space 

Sources of anxiety 
Social breakdown  
Transience 

Relational space (time) Social relations – ethnic 
tensions and relationships 
Relationship between 
tiers of governments and 
between people and 
government 

Various perceptions of the 
region as experienced by 
the various groups 
Relations/tensions and 
alliances between these 
groups 

Competing desires, visions 
of the future, memories, 
frustrations 

 
Absolute space applies to all discrete and bounded phenomena including individual people.  It is the 

space of private property and other bounded territorial designations such as states, regions, local governments, 
etc.  Relative space is multiple in that it depends on the object being relativised and the observer themself.  In 
the former sense there are various ways of observing locations (cost, time, energy expended, etc) and the latter 
depends on the standpoint of the observer – their perceptions of particular spaces.  For example, some observers 
will focus on the flows of natural resource exports – which types of resources, where they go to and how much 
revenue is generated.  Others will focus on the costs and benefits of various types of resources extraction 
practices, transport issues or employment arrangements.  Each perspective will bring quite different ideas about 
regional development and as such the absolute space of the region can be recreated as a multiplicity of locations 
depending on the standpoint of the observer.  This can create tensions between apparently incompatible stances, 
for example mine development versus environmental protection. 
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In relational space, processes do not occur at a particular location but define their own spatial frame.  
Therefore, locations are conceptualised as being embedded in or internal to process.  This means that 
understanding a location means examining everything that is going on around it.  External processes get 
internalised by internal processes in ways that are particular to whom or what is doing the internalising.  In 
terms of the region, there are a wide variety of influences that congeal around it and define its nature, role and 
function.  For example, the ways in which the views and actions of governments and large corporations affect 
and are affected by the ways in which a region is represented and how it develops. 

So, do regions occupy absolute, virtual, relative or relational space?  It may well be argued that it exist 
in all three simultaneously, though not equally so.  For example, through their actions, policy makers will end 
up favouring one or another at particular times for particular reasons.  For example, in response to the recent 
closure of a nickel mine in the State‟s South East the Western Australian government is focussing its attention 
on supporting economic activity in that area.  Therefore in this case policy makers are favouring absolute space.  
Government policy makers are also suffering the anxiety of covering the threats to the State budget brought 
about by a steep decline in income from the royalties gained from regional resource extraction industries as the 
global economic recession unfolds – in this sense it is favouring relative.  Furthermore, in the North West, the 
State government is attempting to facilitate the development of a gas processing hub but is facing significant 
resistance from communities there concerned about environmental damage – in this respect relational space 
becomes an important consideration. 

Regions do not though simply exist as the above three types of locations.  As Harvey argues, the 
postmodern turn exposed the possibility that understandings are a product of discursive strategies that create 
locations rather than people perceiving material places.  This calls attention to the notion that regions are social, 
cultural, political creations as much as they are physical locations.  This gives rise to considering material space 
(places as they are experienced), representations of space (locations as conceived and represented) and spaces of 
representation (the lived places of imagination and emotions).  In terms of the region we can experience it as 
residents, visitors, employees or investors among other categories.  These experiences are often quite different 
and exist in quite different fields of perception and are mediated to some degree by how the region is 
represented.  People get to know some parts of a region better than others by their work or where they live and 
find their way around first of all by using maps and later by their experience.  This surfaces the relationships 
between each of the three conceptions of space.  The experience of a location is shaped by the way it is 
represented.  For example the soaring price of property in the Pilbara led to wide negative publicity about people 
living on squalid camp sites and the high cost of living there.  This led to a change in the experience of the 
region which began to be represented in the media as a place where the possibilities of a high standard of living 
there had evaporated.  People became less inclined to live, work and do business in the Pilbara as a result.  
Previously the region had been represented as a place where people could enjoy a combination of high wages, a 
relaxed „country‟ lifestyle and reasonable living costs but these feelings had been compromised.  Local business, 
government and community groups lobbied the State government „to do something‟.  They responded through 
inquiries and reports trying to maintain an image of „action‟.  The above example demonstrates that whilst 
material space, representations of space and spaces of representation are separate elements they are dialectically 
related in that the experience of a place influences how it is represented and lived but also how that place affects 
our emotions and affects how it is experienced. 

In the matrix each of the different conceptualisations are placed up against each other where points of 
intersection suggest different modalities of understanding the meanings of locations.  In this case it is the region.  
For the purposes of this paper, key intersections are found by reading down the right-hand column of the matrix.  
While other intersections refer to manifestations of neo-liberalism (eg the emergence of managerialism and 
marketing), in spaces of representation we find expressions of people‟s experience of living in the region and 

pointers to causative factors.  In the next sections these key intersections will be examined and discussed as they 
relate to the Pilbara region. 

 
Methodology 
 
This paper employs data from two sources.  The first is published State and Federal government policy 
documents relating specifically to regional development and more generally to issues closely related to this 
policy area (eg privatisation, housing and health care). In spite of government‟s rhetoric towards greater 

integration and partnerships within the levels of government towards regional development as well as creating a 
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sustainable community, these documents demonstrate the market driven neo-liberal perspective that has been 
adopted by Australian governments at State and Federal levels. The second source of data is reliant on the semi-
structured, tape-recorded interviews with 21 members of the Pilbara community with direct interests in regional 
development.  Interviewees were small business owners, officers from Local and State government agencies, 
members of regional development agencies, representatives of non-governmental organisations (NGOs) 
working in the region, local educators, representatives of multi-national corporations (MNCs) operating in the 
Pilbara and representatives of private business organisations. They were selected on the basis of their positions 
as decision-makers, policy advisors and people in prominent positions within the community, in the private, 
public and NGOs in which they work and their close connection to the Pilbara region. The interviews focussed 
on the issues and problems of regional development and regional development policy as it is being played out in 
the Pilbara.  The analysis is located within the theoretical terrain of spatialities to analyse the influence of neo-
liberalism on regional development and its correlation to a larger-scale political, social, cultural and economic 
phenomena.  It also enables questions to be raised about the extent to which regional development in the 
Australian context is capable of bringing about sustained development beyond the boom – bust cycle.  

 
The lived (representational) space of the Pilbara region  
 
Absolute space 
In examining absolute space it is best to begin by examining the sources of power in regional development.  In 
the case of the Pilbara it is the Western Australian state government and the Federal government who are at the 
centre of regional development influence.  In terms of the policy setting of state and federal governments across 
Australia regional development has, since the 1980s, tended to favour the role of market forces, as opposed to 
direct intervention in regional development resulting in a political strategy based on deregulation of the 
economy, privatisation, a reduced commitment to social welfare, and a focus on international competitiveness 
(O'Connor et al., 2001), (Beer et al., 2003), (Cocklin & Dibden, 2004).  For regional development, this resulted 
in putting on hold state programmes aimed at ensuring socio-spatial equity, decentralised industrial 
development, and investment in non-metropolitan infrastructure and services (Tonts,1999). The emphasis was 
placed on local and regional competitiveness, economic efficiency, and entrepreneurialism and self-help 
development strategies (Herbert-Cheshire, 2000). However, by the 1990s, the negative social and economic 
impacts of these approaches contributed to an adjustment in the direction of regional development policy.  The 
obvious shortcomings of market based solutions to regional problems which had contributed to social 
disadvantage and economic upheaval (Alston, 2004) was realised, in spite of this limited government guidance 
became embedded into the prevailing policy framework (Tonts & Haslam-McKenzie, 2005). 

In Western Australia, the neo-liberal discourse is reflected in regional policy.  For the Pilbara, this 
means that natural resource regions such as the Pilbara are seen as little more than large quarries.  Since 2000, 
Western Australian regional development policy emphasised the role of government as a facilitator of economic 
development whose role was in ensuring access to resources for exploitation, improving business support, and in 
planning and coordination the development of economic activity in the regions.  This is echoed in current policy 
in which the rhetoric of state government regional policy emphasises governance underpinned by partnering 
(between governments and business), diversification (economic), communities (education, health and safety), 
and environmental management.  

 
Western Australian regional communities will have strong and effective local leadership and 
decision-making processes.  They will be healthy, safe and enjoyable places to live and work, 
offering expanded and improved educational and employment opportunities for their residents 
and a high standard of services.  Regions will have robust, vibrant economies based on the 
sustainable use of economic, social and environmental resources and a strong partnership 
approach within and between regional communities, industry and Government (Department of 
Local Government and Regional Development, 2003).  

 
Regional policy has thus continued to move towards market-oriented practices and allocation, rather 

than through any other form of organization.  The rationale for such practices is the contention that privatization 
raises revenue for governments, provides new sources of investment capital for expensive infrastructure, thereby 
reducing the role of government in the economy. The proponents of neo-liberal policy argue that, market forces 

http://www.metapress.com.dbgw.lis.curtin.edu.au/media/m3t1fpvttr7rp6t7cqwy/contributions/q/q/5/5/qq554537kkx71627_html/bib.htm#CIT0042
http://www.metapress.com.dbgw.lis.curtin.edu.au/media/m3t1fpvttr7rp6t7cqwy/contributions/q/q/5/5/qq554537kkx71627_html/bib.htm#CIT0011
http://www.metapress.com.dbgw.lis.curtin.edu.au/media/m3t1fpvttr7rp6t7cqwy/contributions/q/q/5/5/qq554537kkx71627_html/bib.htm#CIT0017
http://www.metapress.com.dbgw.lis.curtin.edu.au/media/m3t1fpvttr7rp6t7cqwy/contributions/q/q/5/5/qq554537kkx71627_html/bib.htm#CIT0059
http://www.metapress.com.dbgw.lis.curtin.edu.au/media/m3t1fpvttr7rp6t7cqwy/contributions/q/q/5/5/qq554537kkx71627_html/bib.htm#CIT0029
http://www.metapress.com.dbgw.lis.curtin.edu.au/media/m3t1fpvttr7rp6t7cqwy/contributions/q/q/5/5/qq554537kkx71627_html/bib.htm#CIT0004
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typically unleash growth, innovation and efficiency, whereas government regulations and expenditures typically 
impede growth, stifle entrepreneurship, and generate inefficiencies in both private and public sectors (Head, 
1988). With the trend towards privatisation, the private financing and operation of infrastructure projects has 
been a natural progression.  State Governments also joined forces with the private sector in the financing, 
construction and operation of infrastructure projects, especially in the provision of roads.  

In particular the extreme impact of privatisation and untamed capitalism was experienced with the 
housing and health sectors. The Department of Housing in its Housing Strategy for Western Australia outlined 
the provision of incentives to the private sector to invest in, and provide affordable rental housing (Department 
Housing Works, 2006). However, figures indicated that 90,000 households in WA were already experiencing 
rental or mortgage stress (Australian Bureau of Statistics, Census 2006). In some regional areas one in every two 
households was spending a third of gross income on rent (ABC News, 2007a)   

Such housing stress has impacted on the experiences of people in the Pilbara compromising their sense 
of ownership and security arising from the difficulties in gaining housing.  Beer, et al. maintain that housing 
stress is experienced by many households at various stages of the housing market cycle but it has become 
especially acute over the past four years, fuelled by escalating property prices and a buoyant market.  Parker 
reports that the housing shortage in the Pilbara is forcing people to live long-term in tents and in caravan parks 
and rents are very high at over $A200 for a camp site and over $A1000 per week rental for a house. 

Attempts to respond to such regional issues have recently been announced by the new Western 
Australian (centre-right) Liberal/National government.  Elected in late 2008, the State government has 
implemented a policy under a „Royalties to Regions‟ banner that involves allocating the equivalent of one 
quarter of the state's mining royalties to spending on projects in regional areas. One example is A$56 million 
hospital redevelopment in the mining town of Kalgoorlie-Boulder.  However, this policy seems already 
compromised as government revenues from mining decline with the deepening global recession.  Doubts are 
now being raised as to whether the State government is able to fulfil its promises especially given its 
announcement in February 2009 that State debt is likely to rise to A$16.7 billion by 2011-12.  It seems that the 
major players in regional development are unlikely to be able to fulfil their promises of enhancing regional 
development. Indeed given the looming recession, the sense of ownership and security of those living and 
working in the Pilbara and other Western Australian regional areas in general will perhaps only get worse. 

 
Relative space 
At the intersection between representations of space and relative space, the major factors that influence the lived 
experiences of people depend on the standpoint of the observer.  In the Pilbara this may be demonstrated by 
referring to two major sources of anxiety: „fly-in/fly-out‟ employment practices and health care provision.   

Those interviewed in the course of this research people expressed concern about „fly-in/fly-out‟ 

employment where people live in the state capital city of Perth and „commute‟ to the Pilbara to work for a short 

period, usually fourteen days, then have a seven-day break.  This practice is common company policy in the 
mining industry and allied services.  According to Watts, 1 in 7 people working in the Pilbara are employed on a 
fly-in/fly-out basis and The Chamber of Minerals and Energy of Western Australia recently revealed additional 
regional-based fly-in fly-out operations which the industry prefers as it provides a ready supply of labour all 
year round (ABC News, 2007).  This arrangement is also preferred by employees because they can earn the high 
salaries associated with working in the resources sector.  However in the Pilbara, it has led to the development 
of a transient community with few local connections.  As participants explained, 

 
The bigger recourse to fly-in fly-out workforce I think is a disastrous setting in terms of developing 
that permanent population that starts to generate generations of local people and all the [other 
things] that makes the fabric of society. (Interview J) 
Most people have an idea of how long they are going to be here for and it is that transient nature of 
the community. That makes it hard. People do not have long terms plans of being here. Most people 
are on a five year plan so people are not putting down their roots here. They come here with the 
belief that it is a temporary thing. It‟s hard to predict the abilities for the future. (Interview M) 

 
You might have a group of six people that are all good friends and then suddenly you‟re four or five 
or three and then other people come in so there‟s not. Some women seem to hold back on forming 

good relationships with people because they don‟t want to be hurt, because It‟s happened to them 

before, because their friends have gone you know. (Interview R) 
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Furthermore, institutions such as the Chamber of Commerce and the Pilbara Area Consultative 

Committee which is part of the Australian Government's key regional network recommend the fly-in/fly-out 
work arrangement which they believe eases the housing shortage.  However, people interviewed saw it quite 
differently. 
 

Fly in-out is the worse thing that could ever happen to a rural place like this. It is anti-social. We 
have eighteen suicides a year here. That is a pretty high statistic; it is so strong that Life Line has 
put an office here and that is caused directly from fly-in fly-out. It is easy for the Chamber of 
Commerce to say “Haha, fly in-out is a good thing”. They are representing industry. They are not 

representing people and people are what make this whole thing work. (Interview N) 
 

A further source of anxiety for people in Pilbara is access to health care.  The Pilbara region is 
characterised by isolation that is geographical, social and professional.  There is a dispersed and highly mobile 
population and everyday life.  This creates challenges of access as well as sustainability for example, high staff 
turnover resulting in poor continuity of programs. 

 
The other day I got a letter saying your child is up for immunisation. Yes she is, so I rang them up 
and said “no worries”. All you have to do is go into the website and print it off and go down to your 

local Medicare office and I said, „My local Medicare office is in Geraldton [800km away].  That‟s 

the nearest one.  Young families and new mums and often they seem to move here just after they 
have had their babies or during the late part of their pregnancy, so they put themselves in quite an 
isolated situation. (Interview F) 
 

Relational space  
Perhaps the most relevant dimension of the intersection between relational space and locations as they are lived 
relates to the various visions of the future that exist.  Harvey (2005) points out that one of the main justifications 
for neo-liberalism is simply that there is no alternative (the TINA argument).  The rhetoric of State policies 
refers to maintaining strong partnerships within regions: 

 
Regions will have robust, vibrant economies based on the sustainable use of economic, social and 
environmental resources and a strong partnership approach within and between regional 
communities, industry and government (Department of Local Government and Regional 
Development, 2003. p.10).  
 

However, the frustrations of people in the Pilbara with regional development policies are clearly 
expressed by those who participated in this research, suggesting that there is a gap between the policy rhetoric 
and reality. 
 

Probably 60% of my life is spent dealing with people in resource companies and state government 
agencies that are outside the region. At the end of the day, a lot of government agency and decision 
makers are not based in the region. ….  [For example] banks will take businesses details and what 
happens is they get sent into a computer and the decision-making occurs anonymously in 
Melbourne or Sydney which becomes difficult for small businesses. (Interview A) 
All that industry that is down in [metropolitan Perth] are all paying rates on the land. Here, 
[nothing] and that‟s the sad part about it.  Industry is just not paying anything to the shire. The State 
Government is getting all the resources and should be reimbursing the shire. At the moment, they 
are pressed for money and more so than other local councils, because they have the same problems 
as we have. It costs more to do things here. (Interview N) 
 
The question about Local Government? Well they can‟t do anything. But the State Government can 

do something and they have this huge revenue coming from here and they are just putting nothing 
back. They might say they are putting back, but it would be hard pressed to find it. We can‟t see 

anything and that is a feeling that is very strong in this town. The Government just gives nothing. I 
can tell you, I have been politically very angry. (Interview N) 
 

During the boom period, the resources industries in the Pilbara provided both state and federal 
government with significant financial revenues.  In contrast, the micro effects within the Pilbara have largely 
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been destabilizing, competition for resources/royalties between the tiers of government and has contributed to a 
risk society.  Furthermore, evidence suggests a clear and profound lack of social capital, public private 
partnerships and a systemic intergovernmental relationship building. At the federal level there has been little 
evidence of moves to improve the integration of economic and social policies; to enhance the role of social 
policy as a productive factor; or to develop a new role for the state in mediating the relationship between 
markets, social and economic spheres. It seems that the lived experiences of people in the Pilbara have improved 
little as a result of two decades of neo-liberal-inspired regional development.  However, to suggest that there is 
no alternative to neo-liberalism is a dangerous oversimplification. Through critical analysis such policy 
directions can be shown to be less than rational, less than necessary and less than effective.  The current so-
called „crisis of capitalism can be used to call attention to the possibilities of developing new approaches to 
regional development.  This depends on the creation of new development trajectories that break away from and 
go beyond neo-liberalism.  It may be necessary for regional communities to re-invent themselves from within 
rather than having changed forced on them from the outside. The future is still up for grabs; regional 
development has not been completely lost to the neo-liberal project.  Harvey‟s matrix provides a way of pulling 

together critique and analysis together in a way that provides a coherent account of neo-liberalism and allows 
policy to be seen as contested terrain leaving open possibilities for developing alternative visions. 

 
Conclusion 
 
This paper employed Harvey‟s general matrix of spatiality‟s, to examine the causes, characteristics and 
consequences of neo-liberalism in regional development.  Using the case of the Pilbara region a deeper 
understanding of the challenges faced by society, communities and families in the face of such broad scale 
global practices, economic trends such as booms and busts and market oriented policies was made possible.  
Whilst it is recognized that single case study may be limited in its generality, this paper illustrates the increasing 
complexity of global relationships within the context of uncertainty and change.  It also highlights the 
contradiction between the rhetoric of state and federal regional development policy and the lived experiences of 
people in the Pilbara. 

In calling for a broader policy intervention that goes beyond the narrow economic focus of neo-
liberalism Harvey‟s matrix is employed as a way of pulling together critique and analysis in a way that provides 
a coherent account of neo-liberalism and allows policy to be seen as contested terrain leaving open possibilities 
for developing alternative visions of regional development.  This is especially relevant given the looming global 
recession that threatens national economies in ways not seen since the 1930s and seems likely to overturn the 
neo-liberal orthodoxy that has been accepted around the world for the past three decades.  
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Abstract 
 
This paper investigates the relatively neglected and under theorized area of ethical mindsets, and reports on research 
in the Australian services sector examining whether ‘Spirituality’ and ‘Aesthetics’ are components of ethical 

mindsets. The analysis employed a mixed-method approach based on an online survey and focus group interviews. 
Quantitative data was collected through online survey of sixty-six items. Qualitative data was collected by focus 
group interviews with participants (N = 20), a cross-section of survey respondents. Initial analysis of the survey data 
(N = 223) suggests ethical mindsets exist. Eight components were identified. Qualitative analysis of data collected 
from focus group interviews allowed the refinement of these components. This research potentially adds to the 
developing business ethics literature generally and more specifically to the evolving theoretical perspectives on ethical 
mindsets. This research also contributes to the methodological debate about the efficacy of online surveys and the 
mixed-method approach. 
 
Introduction 

 
The increased number of transgressions and ethical indiscretions seem to be a global phenomenon. Bishop 
(posits that late 2008 may well be seen by historians as a pivotal moment, when „credit crunch‟ a part of 

everyday language, and governments around the world intervened to pump billions of pounds, euros and dollars 
into their national banking sectors in a co-ordinated effort to restore order (Balakrishman & Kollewe, 2008) 
became. As contended by Bishop these rapid decisions might be storing up trouble for the future. This delicate 
time entails on scholars and practitioners to think beyond the temporary solutions, and dig deep to identify what 
might be the reason behind what took place in an attempt to generate pertinent solutions.  

Long before the recent events, Transparency International postulated that the scale of human suffering 
and poverty around the world remains immense as a direct consequence of corruption and greed. This is a 
fundamental challenge (Doren, 2007). Gini and Marcoux argue that self-absorption, self-centeredness, self-
involvement are not traits limited to the individuals‟ private lives, these traits spill over into the public actions as 

well. Getting free of the emotional fortress of self may also have contributed to the failings and ethical 
indiscretions in the realms of business. Currently the financial markets have placed the whole world in an 
economic downturn. In August 2008, the effects began to be felt in Australia with a market slump. One notable 
event occurred at Australia and New Zealand Bank (ANZ) where executives were forced to resign as the bank 
reeled from exposure to the sub-prime mortgage crises in the USA.  

In many respects, the events of 2008 may be seen as an extension of the past decade of significant 
corporate scandals around the world. Enron, and Worldcom in USA, HIH, National Australia Bank, and OneTel, 
in Australia, Societe Generale in France, Parmalat in Italy, the poisoned milk scandal in China, and other major 
UK and USA financial institutions are well known examples. As a result, people from different industries, 
societies, cultures and countries are struggling with emerging issues such as lack of security, uncertainty, risk, 
stress, individualism, nihilism, relativism, and subjectivism, as well as ambiguity and suffering (Mansueto & 
Mansueto, 2005), (Arisian, 1993).  

A number of studies and surveys of the scandals and transgressions in the Australian context have been 
conducted over the past decade. The latest available results published by The Australian Business Governance 
Committee suggest that fraud, including corporate scandals, and institutional corruption cost the Australian 
economy at least $3 billion p.a. The impact of these transgressions does not stop at Australia, Hevesi estimates 
that the corporate scandals have contributed a US$260 million loss to New York City alone in the fiscal year 
2002-2003. This figure seems to be on the increase with September 2008 events on world markets unfold. 
Indications so far that the central banks of the G8 have injected trillions of dollars to revive investors‟ 

confidence and curb the negative effect that overtaking the markets. In addition, expectations are that in the 
USA alone some US$700 billion will be pumped to isolate the toxic bad debts from investment banks‟ balance 
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sheets, which has been the subject of debate at the legislative authorities. Unlike past scandals (e.g., 1869, 1873, 
1929), today‟s scandals have a global impact on societies, corporations, markets, and individuals. This trend is 
also evident through the extensive research on corruption carried out by Transparency International (TI). Doren 
TI‟s annual report involve different countries, and governments giving an indication of their tolerance towards 

corruption. The 2007 Corruption Perceptions Index – or CPI – does not measure corruption itself. Rather, it 
looks at expert perceptions of the level of corruption in a given country‟s public sector, and in 2007, it does so 

for 179 countries, the highest country coverage of any CPI to date. The CPI of the Asia Pacific region ranks 
thirty-two countries including Australia, which indicates that corruption remains a serious problem globally. 
However, Australia ranks three on this scale, indicating that it is low on corruption when compared to the other 
twenty-nine countries ranked in this scale. In launching the 2007 index, Labelle (2007) argued that the civil 
society has an essential role in strengthening the accountability of governments, bringing expertise on technical 
issues and helping to stimulate demand for reform. Labelle goes on stating that corruption seems to be 
systematic, incorporated into daily business life, seen as a way of doing business, cynically cast as respect for 
local traditions by companies that would never behave similarly at home. Recent corporate corruption cases 
show that the phenomenon can persist despite a strong anticorruption regime in home countries, which are 
perceived as „clean‟.  

The above indicate that there is a need to look beyond the obvious, to seek what might be the cause of 
such deterioration in the ethical standards around the world despite the tighter regulations being introduced by 
the official bodies. Bragues posits that when a series of corporate scandals erupted soon after the collapse of the 
1990s bull market in equities, policy makers and reformers chiefly responded by augmenting and refining the 
checks and balances surrounding publicly traded corporations. Through measures such as the Sarbanes-Oxley 
Act of 2002, securities regulations were intensified and corporate governance was tightened. Bragues goes on 
stating that in essence, reformers followed the tradition of modern political philosophy, developed in the 17th 
and 18th centuries, in its insistence that pro-social outcomes are best produced through institutional mechanisms 
that harness self-interest. The empirical evidence gathered by Bragues, however, suggests the institutional 
approach will do little to prevent future ethical breakdowns (Bragues, 2008).  

While struggling to find solutions to these problems might assist in the short term, and might relieve 
markets from stress, this will not solve the root causes of the problem, indeed those who defaulted, committed 
fraud, and manipulated the system will continue to be there. Therefore, such measures might not be the solution 
to curb the number or the magnitude of such unethical transgressions worldwide. Hence, there is an urgent need 
to investigate the roots of these problems and endeavor to generate answers as to how individuals might become 
responsible for their actions and act ethically. This paper investigates the relatively neglected and under 
theorized area of ethical mindsets, and reports on the results of research in the Australian services sector 
examining whether „Spirituality‟ and „Aesthetics‟ are components of ethical mindsets. The analysis employed a 
mixed-method approach based on an online survey followed by focus group interviews. 
 
Literature Review 
Aesthetics and Spirituality  
 
In this paper, the issues outlined above are addressed by employing two separate literatures. The first is 
„Aesthetics‟, which is characterized by a number of emotional and cognitive properties (Tateosian, 2004). 
Taylor and Hansen contend that organizational research has long focused on the instrumental sphere with its 
questions of efficiency and effectiveness and in recent decades there has been interest in the moral sphere with 
its questions of ethics. However, within the last decade there has emerged a field that draws on the aesthetic 
sphere of individuals‟ existence in organizations. By the same token, Hansen suggest that „Aesthetics‟ relate to 

felt meaning generated from sensory perceptions, and involves subjective, tacit knowledge rooted in feeling and 
emotion. However, Hansen also acknowledge that while „Aesthetics‟ is important in the workplace, especially in 

relation to leadership, it is little understood (Hansen, 2005). 
The second literature refers to „Spirituality‟. Konz and Ryan argue that „Spirituality‟ in general, and in 

the workplace in particular, has become an important topic in recent years. „Spirituality‟ in the workplace is 

more than a passing fancy; it is changing the fundamental nature of work. Individuals are searching for meaning 
in their work, a meaning that transcends mere economic gain. These individuals are looking to their 
organizational leaders to help them in their search, and organizations in turn are being challenged to maintain 
„Spirituality‟ which emphasizes support, integrity, compassion and honesty (Reave, 2005). Similar to 
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„Aesthetics‟, there is some doubt over its exact meaning. Post argues that it is an ambiguous term, but most 
writers define it as referring to a transcendence over the self and a discovery of the meaning and worth of others 
for their own sake. This ambiguity is best illustrated in the development of two distinct perspectives. The first is 
that „Spirituality‟ is closely associated with religion. Delbecq (1990) provides examples of executives whose 
personal, (mainly Christian) spiritual traditions significantly inform and shape their way of doing business. The 
second is that „Spirituality‟ is derived not from religion or any religious backgrounds but is more to do with an 
ability to find peace, tranquility, justice, and a capability to foster these in a fast-moving world (Griffiths, 2008). 
However, regardless of whether the „Spirituality‟ is defined as being religious or non-religious, Giacalone and 
Jurkiewiez conclude that the degree of individual „Spirituality‟ influences whether an individual perceives a 

questionable business practice as ethical or unethical. In addition, Ashmos and Dunchon (2000) indicate that 
there is increasing evidence that a „Spirituality movement‟ is gaining momentum in businesses. It is a movement 
that is sometimes referred to as „wellness management‟ (Griffiths, 2008).  

In view of the dissolving certainties of modernity, there is a little guidance for individuals on how to 
act (Hoijer, Lidskog, & Uggla, 2005). In late modernity, individuals and organizations are forced to take 
standpoints and make choices based on uncertain knowledge and diverse views, simply individuals in this 
contemporary world are confronted always with dilemmas. The point of departure of the research from which 
this paper is derived was the several calls by different scholars. Swanson and Frederick point out that 
American authorities changed corporate regulations (e.g. Sarbanes-Oxley 404) following the 
transgressions in the early 2000s (e.g. Enron, Worldcom and Tyco) that significantly tightened-up 
reporting requirements in the financial sector which should have provided assurance in relation to the 
way business is conducted. In spite of this Ramos (2008) argues that recent events have demonstrated, 
such legislation has been ineffective. In addition, Swanson and Frederick point out that whilst the focus 
has been on the financial business world, little attention was paid to business schools and the relationship 
between ethical transgressions and the way business schools educate their students. Indeed Ghoshal 
argues that it is the boards of business schools and business academics who are responsible for corporate ethical 
failure because it is they who are „propagating ideologically inspired amoral theories, [that] have actively 
freed their students from any sense of moral responsibility’. Biberman maintains that businesses have to 
focus, and individuals within those businesses need to widen their concepts of the purpose of business. This 
purpose is set out by (Ackoff, 1981 cited by Biberman, 1999) who maintains that individuals in search of ideals 
have developed five recognizable foci (with each corresponding body of theory and academic disciplines in 
parentheses) as follows: Truth (Science), Beauty (Aesthetics), The Good (Ethics, Philosophy), Plenty 
(Economics), and Justice (Law). The ideals are the governing variables, the indicators of success, of the 
associated disciplines. While Gini and Marcoux argue from a different perspective stating that the 
modernist idea of separation of religion and science overturned centuries of marriage between the two. 
The modernist project ignored the deeply spiritual search for meaning. Gini and Marcoux contend that 
many are searching to find some spiritual core in themselves, a way of reconnecting to meaning, and the 
sense of wholeness and holiness that once, in another age, permeated the everyday lives of ordinary 
individuals. Now more than ever, there seems to be an urgent need to heed the calls of different scholars 
(e.g., Ashar & Lane-Maher, 2004; Ghoshal, 2005; Lane & Klenke, 2004; Ramirez, 2005) and go beyond the 
obvious to examine what might lie behind those transgressions and misdeeds to investigate the minds of 
the individuals on both the educational and business levels. This might be achieved with the proposition of a 
tool that might assist in the investigation of the individuals‟ ethical mindsets with the backing of Reave work on 
„Spirituality‟, add to this the work done by Tateosian (2004) in relation to „Aesthetics (Reave, 2005).‟  
 
Business Ethics and Ethical Mindsets 
 
The main concern of the research is with business ethics. Donaldson, looked at key issues in business ethics, and 
generated a simple definition of ethics (moral philosophy), as “the customs or standards which a particular 
group or community acts upon (or is supposed to act upon)”. De George states that business ethics should have 
as a goal not only the teaching of moral reasoning and the presenting of moral arguments in defense of moral 
practices; it should also encourage thought among those in business, as well as among legislators and the 
general public, about the changes that are needed to promote morality. While Velasquez contends that business 
ethics is a specialized study of moral right and wrong. It concentrates on how moral standards apply particularly 
to business policies, institutions, and behavior. Trevino and Nelson want to take the mystery out of business 
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ethics. Nevertheless, organizational ethics (or in other words business ethics) is not mysterious. It is about 
individuals, about people making decisions in organizations every day. While, Stanwick and Stanwick defines 
business ethics as the collective values of a business organization that can be used to evaluate whether the 
behavior of the collective members of the organization are considered acceptable and appropriate. Gini and 
Marcoux suggest a definition of business ethics stating it has to do with the authenticity and integrity of the 
enterprise. To be ethical in business is to follow the business as well as the cultural goals of the corporation, its 
owners, its employees, and its customers.  

There are a number of similar concepts to „mindset‟ used in the literature, namely: worldview, 
perspective, schema and frames. The significance of mindsets to business ethics is illustrated by the work of 
Gosling and Mintzberg, who argue that in organizations, it is not uncommon to find a disconnection between 
“action” and “reflection” which they refer to as leading to either “thoughtlessness” (action without reflection) or 

“passivity” (reflection without action). In both cases, this can lead to the compromising of ethics through either 

deliberate action or inaction. Considering these, Gosling and Mintzberg, propose five different mindsets that 
apply in a business context: Managing Self: the reflective mindset; Managing Organization: the analytic 
mindset; Managing Context: the worldly mindset; Managing Relationships: the collaborative mindset; Managing 
Change: the action mindset. Further, although they did not directly examine ethical dimensions and did not 
specify such a mindset. Yet, an examination of their descriptions of the reflective and action mindsets reveals 
that emotions, motives and the inner-life of the person is a consideration. Whilst Gosling and Mintzberg, focus 
on managers, however, this research concentrates on all employees, not just managers or leaders. 

 
Spirituality and Aesthetics - a business context 
 
This research takes the work of Ashmos and Dunchon, Boudreau , Reave , and Tateosian as a point of departure 
with the goal of developing greater understandings of „Aesthetics‟ and „Spirituality‟ as they are manifest in the 
Australian services sector. This comes especially with the understanding that only few studies have examined 
both „Aesthetics‟ and „Spirituality‟ in the business context. One notable exception is the work of Lane and 

Klenke who examine the influence of uncertainty on business leaders. They suggest that „Spirituality‟ and 

„Aesthetic‟ (judgment) along with creativity and mindfulness are important components for leading under 

uncertainty. Further, Lane and Klenke indicate that „Spirituality‟ and „Aesthetic‟ judgment are not separate from 

the lives of the organizations, and need to be researched further.  
In response to calls from different scholars in several disciplines including the field of Management to 

look beyond traditional models and synthesize how individuals behave and ultimately take decisions. These 
calls come as an ultimate outcome of ongoing techno-economic development coupled with globalization 
bringing a focus on individualism. As a result, individuals are struggling with emerging issues such as 
uncertainty, risk, ambiguity, suffering and, in severe cases, alienation. This is in line with Mukherjee (2008) 
who argues that the phenomenon of techno-economic progress in the twenty-first century has captivated and 
narrowed the vision which has limited the notion and scope of business in modern organizations.  

This paper will address the practical and theoretical gaps defined by several scholars. For example 
Reinemund argues that there is a need to differentiate between the abstract and the concrete in today‟s ethics and 

tomorrow‟s workplace. In addition, Weick,  calls for an internal focus, as he contends there is a need for deeper 
awareness when theorizing for organizations through intuition, feeling, stories, experience, awe, vocabulary, and 
empathy, and most importantly the ability of attentive listening that will assist in the definition of new paradigm, 
and proper theories to deal with the current turbulence. Thus, heeding scholars‟ calls, the research from which 
this paper is derived aims to explore the individuals‟ ethical mindsets in the Australian services sector and 

examine the presence of „Spirituality‟ and „Aesthetics as two of its components. In addition, this research will 
have its influence in both the corporate and higher education worlds. The outcome of the research from which 
this paper is derived has the potential to contribute to the corporate world better selecting and training 
employees through the offering of a better understanding of ethical mindsets and its components in the 
Australian services sector. The research from which this paper is derived, and for the first time in the Australian 
literature, offers an empirical examination and evidence allowing the connection between mindsets to 
„Spirituality‟ and „Aesthetic‟ in an Australian business context, which result in providing a research tool and 

template to replicate in different industries.  
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Methodology 
 
Through the examination of the literature it became evident that a suitable research tool for the examination of 
both concepts; „Spirituality‟ and „Aesthetics‟ and their existence in the ethical mindsets in an Australian 
business context is unavailable. It is argued that „Spirituality‟ and even „Aesthetics‟ as inner values, are difficult 

concepts to measure especially with the sole use of either quantitative or qualitative method. Underwood, who 
examined spirituality as part of her research, had addressed the challenge of identifying items that control the 
underlying constructs through qualitative methods, both in the development and testing of the instrument, which 
allowed the use of both qualitative and quantitative methods. Data could be collected using the mixed-methods; 
however, how to make sense, interpret and be mindful of this data depend on the paradigm that could be applied 
for such a massive task. The challenges are in two folds (1) the development of a suitable research tool for the 
examination of the two concepts within an Australian business context (2) the application of the most 
appropriate paradigm and research methodology that might assist in the testing and the examination of these 
concepts generating answers to the research questions. 

Guba and Lincoln posit that in recent years, strong counter pressures against quantification have 
emerged. Two critiques, one internal to the conventional paradigm, and one external to it, have been mounted 
that seem not only to warrant a reconsideration of the utility of qualitative data but also to question the very 
assumptions on which the putative superiority of quantification has been based. Guba and Lincoln conclude that 
questions concerning matters of aesthetic or moral significance, fall outside the realm of legitimate scientific 
inquiry and need to be handled and interpreted carefully. In the same context, McIntyre argues that the 
responses to surveys need to be regarded cautiously as they are often an artifact of the design of the research and 
the construction of the sample. Romm sheds some light on Churchman‟s epistemological and ethical proposals, 

stating that Churchman calls on those involved in inquiry endeavors, to work across disciplines and in the 
process to be more reflective about the possible consequences in society of their very way of framing research 
questions for investigation. This is because, in his view, the way of „doing science‟ already delimits options for 
practically addressing issues of concern. He proposes that individuals express a commitment to ethical 
thought/practice in their way of thinking/living - which he calls ‘conducting ourselves properly’. Further, 
Habermas had developed the „Habermasian Inquiring System‟ that has parallels with Urlich‟s work. Guo and 
Sheffield proposed a framework for inquiry that supports diversity and integration through a synthesis of 
concepts from Churchman‟s inquiring systems and Habermas‟s critical social theory. All this seminal work 

ultimately calls for interpretive research approach that is the most appropriate approach for the practical interest 
in ethical mindsets. Figure 1 exhibits Guo and Sheffield take on Churchman‟s way of operationalizing 

epistemological thinking, through a framework of the three-level structure describing their relationship with the 
four other designs, for inquiry that supports diversity and integration through a synthesis of concepts which 
shows „interpretivism‟ generated from the relationship between „critical pluralism‟ and „postivism‟. This allows 
for „interpretivism‟ to keep the virtues of each of those two research paradigms thus reducing the shortfalls of 
each if used solely.  
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FIG 1: HABERMASIAN INQUIRING SYSTEM – (GUO & SHEFFIELD, 2007 P. 622)  
 
McIntyre posits that knowing is based on a range of experiences, senses, and on communication, so 

knowing is a process. McIntyre goes on stating that to know has transformative and recursive relationship is not 
merely about representation, but about change. McIntyre conceives that Churchman‟s work contributes to 

assisting researchers to address the current complexities and paradoxes by means of a number of tools for better 
thinking and practice. Churchman and Van Gigch and before them Midgley make the link between knowing and 
caring, because the links between individuals‟ identity as researchers, practitioners and responsible human 
beings cannot be denied from a systemic approach. Therefore, and as recommended by Lewin researchers, and 
practitioners for that matter, who are guided by the principles of complexity science, need not only pay attention 
to the business itself but to the people within that business, need to engage the soul at work. This can easily be 
achieved through talking to people, listening to people, responding to them, which should not be considered as 
wasting time. Rather, this is creating a context where people are more willing to change and to adapt, which in 
turn makes the organization or the research more adaptable. This human centered context allows people to 
further the aims of the organization or the research while retaining their personal integrity and gaining greater 
personal fulfillment. Further, Kuipers calls upon researchers no matter which position they take in their 
interpretation or analysis to give deeper explanation of their data. Therefore, the data generated from any online 
survey need to be supported by other type of data, and interpreting those together using an appropriate 
interpretative paradigm might allow for a proper understanding of the complexities of the contemporary 
situation. In view thereof, this paper adopts a „pragmatic interpretive mixed-method approach‟ to allow the 

interpretation and analysis of the data collected using a combination of quantitative and qualitative data 
collection methods.  

Thus, a suitable research tool is not available, for the identification of ethical mindsets, and the 
examination of the importance of „Spirituality‟ and „Aesthetics‟. It is argued here that „Spirituality‟ and 

„Aesthetics‟ as inner values, are difficult concepts to measure especially with the sole use of quantitative 
methods. Several scholars indicated that the use of either quantitative or qualitative method solely might not 
allow the proper examination of any similar research, and is associated with several shortcomings. For example, 
Christie et al, warn that there are common disadvantages with the sole use of self-assessment surveys. 
Respondents tend to rate themselves as being much more ethical than they actually are, as there is a tendency to 
present themselves in a socially acceptable manner. Therefore, the collection of qualitative interview data will 
provide an additional source of evidence that is less vulnerable to this problem.   

While explaining these approaches and the values that applying any of them might add to a similar 
research, Richardson and Fowers contend that social scientists aim to be as accurate and unbiased as they can, 
getting their facts straight and reasoning correct to the fullest extent possible. Therefore, they considered that an 
interpretive social science or hermeneutic viewpoint offers a relatively coherent view, which might assist in 
incorporating the virtues and avoiding the limitations of other approaches. Further, Richardson and Fowers 
(1998) deriving from diverse number of scholars conclude that contemporary philosophical or ontological 
hermeneutics offers a framework for thinking about social science that tries to go „beyond scientism and 
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constructionism‟ or beyond individualism and postmodernism. More specifically Pick identified the interpretive 
approach as being a powerful tool for researching people‟s experiences in organizations. In view of this, an 
interpretive mixed-method approach is used for this research.  

 Denzin and Lincoln point out that interpretive research is endlessly creative and requires the 
application of sophisticated data management methods and computer-assisted models of analysis. This research 
commenced with the collection of quantitative data through an online survey consisting of four sections with 
sixty-six items, and a five point likert-type scale with five response options from Strongly Agree to Strongly 
Disagree. This was followed by the collection of qualitative data from focus groups. The focus group questions 
were based on the results gained from the quantitative phase. This provided greater breadth and depth to the 
explanations gained from the empirical evidence (Bergman, 2008). 

 
Analysis 
 
As stated by Hair et al. (1998) „Analysis such as means, central tendency, standard deviation, interquartile 
ranges, skewness, kurtosis and variance in the data were considered important for generating useful preliminary 
information and for data screening purposes.‟ Scholars examining similar variables, yet in different industries 
(e.g. tourism, medical) used different sorts of multivariate analysis; Fennell & Malloy analyzed their data 
through the use of factor analysis, while Marnburg employed the multivariate analysis such as P-score, and 
Cronbach Alpha. Cronbach Alpha is used in this research to ascertain the validity of the items considered, and to 
allow the proper reduction of data when applying the factor analysis. Therefore, the data analysis started with 
the generation of descriptive data, with the assistance of the appropriate software (i.e. SPSS V.13.0); this 
followed by the more complex multivariate analysis, „factor analysis‟ and correlations. While the focus groups 
qualitative data, was audio taped, then, according to Lewis, transcribed to provide a complete record of the 
discussion and facilitate further analysis. The second step was to analyze the contents of the discussions 
searching for trends and patterns. These steps were done with the use of appropriate software (i.e. NviVo 8©), 
generated constructs to further improve the newly developed survey tool.  

In line with Hair et al.‟s suggestion to allow the analyses of the interrelationships among this large 
number of items thus allowing the explanation of these items in terms of their common underlying dimensions 
(factors), with a minimum loss of information. Cooksey outlines the uses of factor analyses (1) to condense a set 
of items into a small number of composite factors; (2) to establish the dimensionality of a survey measure; (3) to 
test whether there are specific factors underlying a specific scale. Further, and according to Leech, Barrett and 
Morgan this method of analysis is also called exploratory factor analysis (EFA) and principal components 
analysis (PCA) both are methods that are used to help investigators represent a large number of relationships 
among interval-level variables in a simpler (more parsimonious) way. Further, and according to Hayton, Allen 
and Scarpello in general, factor analysts should retain factors until additional factors account for trivial variance; 
however, different methods of specifying the number of factors to retain often lead to different solutions. Field 
states that Kaiser-Meyer-Olkin measure of sampling adequacy (KMO) can be used to evaluate the 
appropriateness of the components generated through the calculation. While Cooksey posit that exploratory 
factor analysis is classified as multivariate; correlational; and parametric analysis. Cooksey gives simple 
definitions of different methods within the factor analysis stating that exploratory factor analysis is „the type of 

analysis used to summarize and represent the interrelationships amongst a set of variables using a much smaller 
number of composite variates‟ (Cooksey, 2007). While principal component analysis attempts to accomplish 
this task by explicitly combining variables in a weighted fashion to form „components‟, which account for the 

maximum amount of variability in the variables‟ scores‟ (Cooksey, 2007). According to Hayton, Allen and 
Scarpello there are different opinions as to what might be the best method to apply, and there does not seem to 
be an agreement amongst statisticians as which method might be the best to apply in order to extract and retain 
components. However, Hayton, Allen and Scarpello (2004) suggest that KMO would be one criteria to meet, 
followed by the eigenvalue of more than 1 followed by the screeplot, with an attention paid to the sample size.  

Therefore, and in line with the literature, the factor analysis with principal component analysis option 
considered the best to allow the proper reduction of the data. Following five runs, to allow the best fit between 
the number of items in the tool, the sample size, the KMO value, and determinant value, these runs coupled with 
the examination of their Cronbach-alpha, generated eight components. These analyses were conducted using 
SPSS (V. 13.0). With the use of this software, several options available that would assist in the reduction of the 
data and the generation of the components that represent the interrelationships between the variables. In 
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addition, as there are great criticisms of social scientists always reporting on principal component analysis (e.g., 
Conway & Huffcutt, 2003), the results were subjected to factor analysis with the option principal axis factoring 
which generated five components. However, on comparing the results it was considered more prudent to use the 
components generated through the principal component analysis. This had reduced the number of statements in 
the online survey from sixty-six down to thirty-five statements divided on eight components.  

 
Research Findings 
 
As indicated earlier, this research adopted an interpretive mixed-method approach that applied both quantitative 
(i.e. online survey) and qualitative (i.e. focus groups) techniques. The data from the online survey was gathered 
from 223 respondents derived from the Australian Services Sector with 39% male and 52% female. The data 
analysis were carried out adapting the seven data analysis stages derived from Burke Johnson and 
Onwuegbuzie. These seven stages have been reformed to meet the requirements for proper data analysis as 
suggested by Leech, Barrett and Morgan, therefore, and prior to the inferential statistics the first statistical 
procedure was exploratory to allow the facilitation of the description and the summarization of the data. In 
addition to the sixty-six statements that made up the online survey, the respondents were given the chance to add 
their comments, under each of the survey sections. Analysis of the survey responses indicated an attitude that 
there is no room for spirituality in the work place, and spiritual values as identified in the majority of the 
literature are not considered important at the workplace in an Australian business context. In this regard, some 
respondents qualified their responses with comments, including,  

 
I do not believe spirituality should be an important part of a workplace - it is a 
personal factor that should remain on personal time. 

 
Spirituality is a non-question at my workplace. 

While some did not understand what is really meant by meditation in the context of the online survey, others 
had their own definitions of prayer that included meditation. From these comments:  
 

Unsure of what YOU mean by meditation. 
 
My personal definition of prayer is meditation and quiet contemplation, rather 
than proscribed "traditional" prayers. 

The above might suggests that there is some confusion of understanding of meditation and prayer but may also 
indicate that the idea of „prayer‟ is no longer confined to its traditional meaning of being related to the religious 
practice. The majority of the comments that accompanied the data of the online survey demonstrated a negative 
attitude towards religious flavor of prayer, miracle, spiritual and the divine. 

 
I believe in a 'spirituality' but do not believe it comes from an institutional 
source such as Catholic or Protestant... 
 
Spirituality is a [expletive deleted] and has no business in the workplace. 

 
I work in what is considered a spiritual environment but I find the emphasis 
on faith and trust in our fellow human is often lacking, in fact it is the one part 
of my work situation that makes me very sad. I would have felt my work place 
would be a place of open discussion and understanding of a wide view of 
spirituality but this is not so. The leadership is not interested in my beliefs 
which I would have thought is the essence to my role 
     

In spite of being provided with a definition of spirituality in the survey, the results still pointed to some 
confusion between „Spirituality‟ and religion. This should not be surprising as some of the expert literature on 
the topic also referred to „Spirituality‟ interchangeably with religiosity or religion (e.g., Ashmos & Dunchon, 
2000; Thorell, 2003). However, in a study from New Zealand, which can be identified as being of similar 
culture to that of Australia, Lips-Wiersma conclude that „Spirituality‟ influences career purpose, sensmaking 
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and coherence. She found that „Spirituality‟ inspires four purposes of developing and becoming self, unity with 

others, expressing self and serving others. Spirituality was also found to influence an ongoing process of 
sensemaking through discovering prioritizing and balancing of individual‟s purposes over a lifespan, in response 

of ongoing tensions between being and doing as well as self versus other orientation, „Spirituality‟ furthermore 

influences perceived career coherence as individuals align their careers with perceived spiritual orderings 
outside of themselves. These findings however, have not yet been replicated in the Australian context. 

In addition Lips-Wiersma who derives „Spirituality‟ or relates „Spirituality‟ to religion conducted a 
further study concerned with eliciting work meanings of spirituality oriented individuals and whether 
„Spirituality‟ would influence work behaviour. The results confirmed the diversity of New Zealand society, 
however, despite this diversity, participants in her research expressed a desire to express their spiritual life 
purposes of „developing and becoming self‟, unity with others, expressing self, and serving others in the 

workplace. This reconfirms her findings of 2001, but what came through this study was that respondents wanted 
to balance these over time. Lips-Wiersma concluded that „Spirituality‟ influences work behaviour as 

respondents in her study claimed that they would make career change if they could not express „Spirituality‟ in 

the workplace.  
The above results raised questions as to what are the characteristics of a spiritual individual and those 

of an aesthetic individual, whereas the components that were generated through the quantitative analysis had 
demonstrated a connection between the two concepts „Spirituality‟ and „Aesthetics‟ in the mindsets of the 

individuals in the Australian services sector. Was this confusion resultant from the misunderstanding of the two 
concepts; or the misconception that „Spirituality‟ can only be explained through the religious lens. This might 
have fueled the rejection that was implied in the responses that aimed at the lower end of the Likert scale of the 
online survey items, and the accompanying negative comments that in the majority did not accommodate any 
relationship between the term „Spirtiuality‟ or any of its dimensions with the religious experience.  

This was followed by the run of the factor analysis using the method of principal component analysis, 
with extraction of Eigenvalue of more than (1), and maximum iteration for convergence of (25) with Varimax 
rotation. This factor analysis was followed by the application of the relevant statistical procedures to ensure the 
internal validity and reliability of the components. These initial analysis of the survey data (N = 223) suggests 
that ethical mindsets exist in that individuals responded positively to items that include values such as integrity, 
honesty, compassion, support, harmony, truth seeking, and balance amongst others. These values resonate with 
being ethical, and in turn maintaining an ethical mindset. A Principal Component Analysis identified eight 
components of ethical mindsets namely: „aesthetic spirituality‟, „religious spirituality‟; „optimism‟, „harmony 

and balance‟, „pursuit of joy, peace and beauty‟, „truth seeking‟, „making a difference‟, and „professionalism‟. 

Table 1 outlines the components and their dimensions. 
 

 

TABLE 1: ETHICAL MINDSETS COMPONENTS 
 

Component 1: Aesthetic Spirituality 

 "INTEGRITY" is a value I care to see apparent in my Boss 
 "INTEGRITY" is a value I care to see apparent in my co-workers 
 "HONESTY" is a value I care to see apparent in my Boss 
 "HONESTY" is a value I care to see apparent in my co-workers 
 "SUPPORT" is a value I care to see apparent in my Boss 
 "COMPASSION" is a value I care to see apparent in my Boss 
 "COMPASSION" is a value I care to see apparent in my co-workers 

Component 2: Religious Spirituality 

 Prayer is an important part of my life 
 I am in continuous search of divine truth 
 I consider myself a spiritual person 
 I believe in miracles 
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Component 3: Optimism 

 I have a belief a self-centred person can grow in compassion for those suffering 
 I believe that a dominating person can grow in sensitivity 
 I have a belief that a selfish person can grow out of selfishness with time 
 I have a belief a negative person can develop a positive attitude 
 I have a belief that a cautious person can, with time, become more adventurous 

Component 4: Harmony and balance 

 "HARMONY" is a value I care to see apparent in my co-workers 
 "BALANCE" is a value I care to see apparent in my co-workers 
 "BALANCE" is a value I care to see apparent in my Boss 
 "HARMONY" is a value I care to see apparent in my boss 

Component 5: Pursuit of joy, peace and beauty 

 I am a person searching for joy in life 
 I am a person searching for peace in life 
 I am a person searching for beauty in life 

Component 6: Truth Seeking 

 It is my belief that searching for truth is a virtue that should be appreciated by my boss 
 It is my belief that searching for truth is a virtue that should be appreciated by co-workers 
 I value knowing truth behind any decision taken by my boss 
 "PURSUIT OF TRUTH" is a value I care to see apparent in my boss 

Component 7: Making a difference 

 I feel, I make a difference to the people with whom I work 
 I feel personally responsible for my development as a person 
 I believe others experience joy as a result of my work 
 I feel personally responsible for my own behavior 

Component 8: Professionalism 

 I feel comfortable with the way I treat others at my work place 
 I always act in a professional manner towards others in my work place 
 I readily acknowledge the contribution of my co-workers 
 I do enjoy working in a team 

 
Based on these components, questions were developed and explored through focus groups interviews 

that were held with 20 individuals from the Australian services sector. As a result of the focus group interviews 
the patterns, trends and themes identified in the quantitative analysis were developed and refined. The eight 
components were refined, dimensionalised, modified and were given a great depth, and a slightly different 
picture emerged: (1) aesthetic spirituality, (2) religious spirituality, (3) optimism, (4) contentment, (5) making a 
difference and, (6) interconnectedness (Table 2).  
 

 

TABLE 2: MODIFIED ETHICAL MINDSETS COMPONENTS FOLLOWING THE FOCUS GROUPS INTERVIEWS 
 

Component 1: Aesthetic Spirituality 

 "INTEGRITY" is a value I care to see apparent in my Boss 
 "INTEGRITY" is a value I care to see apparent in my co-workers 
 "HONESTY" is a value I care to see apparent in my Boss 
 "HONESTY" is a value I care to see apparent in my co-workers 
 "SUPPORT" is a value I care to see apparent in my Boss 
 "COMPASSION" is a value I care to see apparent in my Boss 
 "COMPASSION" is a value I care to see apparent in my co-workers 



21 

 "HARMONY" is a value I care to see apparent in my co-workers 
 "BALANCE" is a value I care to see apparent in my co-workers 
 "BALANCE" is a value I care to see apparent in my Boss 
 "HARMONY" is a value I care to see apparent in my boss 

Component 2: Religious Spirituality 

 Prayer is an important part of my life 
 I am in continuous search of divine truth 
 I consider myself a spiritual person 
 I believe in miracles 
 It is my belief that searching for truth is a virtue that should be appreciated by my boss 
 It is my belief that searching for truth is a virtue that should be appreciated by co-workers 
 I value knowing truth behind any decision taken by my boss 
 "PURSUIT OF TRUTH" is a value I care to see apparent in my boss 

Component 3: Optimism 

 I have a belief a self-centred person can grow in compassion for those suffering 
 I have a belief that a selfish person can grow out of selfishness with time 
 I have a belief a negative person can develop a positive attitude 
 I have a belief that a cautious person can, with time, become more adventurous 

Component 4: Contentment 

 I am a person searching for joy in life 
 I am a person searching for peace in life 
 I am a person searching for beauty in life 

Component5: Making a difference 

 I feel, I make a difference to the people with whom I work 
 I feel personally responsible for my development as a person 
 I believe others experience joy as a result of my work 
 I feel personally responsible for my own behavior 

Component 6: Interconnectedness 

 I feel comfortable with the way I treat others at my work place 
 I always act in a professional manner towards others in my work place 
 I readily acknowledge the contribution of my co-workers 
 I do enjoy working in a team 

 
The changes to the components were made as follows. First, the dimensions of harmony and balance 

that were previously included under the fourth component that resulted from the factor analysis have been 
moved to be included under the first component. This better reflects the literature that would combine some of 
the themes and components that were identified by both that denoted „Spirituality‟ and „Aesthetics‟ separately. 
Table 2 outlines these modified six components of ethical mindsets with „Aesthetic spirituality‟ and „Religious 

spirituality‟ as the first two components, thus responding to the major research question that „Spirituality‟ and 

„Aesthetics‟ are two of the main components of ethical mindsets in the Australian services sector. Second, the 

deleted item under the third component „I believe that a dominating person can grow in sensitivity‟, participants 

argued that in the business world there is a need for that dominating individual to exist, despite the ethical level 
of the organization or its employees. They argued that the existence of this individual would assist the 
organization‟s top management achieve business goals. Some went further with their argument stating that the 
business world would need a dominating person to accomplish the business goals. 

  
The others ok… but not the dominating person perhaps… it might be difficult 

to change… 
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Dominating person – you cannot change…their ethical mindset is set in 

concrete … these guys have to be in the organization… the organization does 

not want them to change. They need them as harsh as possible. 
 

Top management will appoint Middle level person….to sort out the dirty work.  
 

Third, focus groups participants generally considered as incongruous the use of such a wide-ranging 
term as „professionalism‟ to describe one of the components. An alternative term, „interconnectedness‟ was 

suggested that better reflects the „connecting relationships‟ implied by the features identified in the quantitative 

analysis. This comes in compliance with the literature where „Spirituality‟ and the search of meaning in the 
workplace are tied up with interconnectedness (e.g., Cacioppe, 2000; Gehrke, 2008; Karakas, 2008; Lerner, 
2006; Marques, 2008). The qualitative analysis also produced themes relating to a „delusion of morals‟ and 

„moral blindness‟ in the workplace. These extended the analysis to a consideration of the motivations of 
individuals in that there was a perception amongst participants that individuals were more motivated by their 
personal goals than arising from the aims of organizations they worked for or the interests of their clients.  

The final components and their dimensions generated from the analysis of the quantitative and 
qualitative data, as outlined in Table 2, provide a strong evidence that ethical mindsets exist in the Australian 
services sector, and both „Spirituality‟ and „Aesthetics‟ are two of this form of mindsets‟ major components. 
This in turn demonstrates the possibility of measuring this complex and rather abstract concepts such as 
„Spirituality‟, „Aesthetics‟ and ethical mindsets. While the results confirm the existence of two school of 

thoughts in relation to „Spirituality‟ (1) derived from religion, and, (2) has nothing to do with religion, yet this 
research confirmed that both „Spirituality‟ and „Aesthetics‟ are for some individuals in the services sector 

recognized through similar terms of words like „harmony‟, „integrity‟, „balance‟, and „compassion‟. These 

terms, which in the literature were identified as components for these concepts separately, implies the possibility 
of diluting the religious meaning of these terms by applying them to the secular understanding, thus divorcing 
these terms from their religious origin. In the literature, there is a supporting evidence of such possibility. 
Edwards contends that the real source of several concepts that now form a major part of the organizational 
theory language is not acknowledged. For example „enthusiasm‟ literally means „God within‟. Charisma comes 

from a Greek word meaning divine gift. While organizations are keen and want their leaders and employees to 
be enthusiastic and spirited contributors to the success of the organizations, yet they do not want to acknowledge 
the source of such positive traits and values. This might be the outcome as some individuals in the services 
sector are keen to acknowledge that they pray, understand or believe in miracles, but try to define these two 
concepts in a way well away from their religious connotations. This is interpreted as an attempt of the modern 
individual to find meaning in life, which is not found through the mere attachment to material aspects of life.  

In addition to these components and their dimensions, the focus group participants argued although the 
individual holding an ethical mindset might display „integrity‟, „harmony‟, „honesty‟ and the like, which might 

be derived from being spiritual, or aesthetics would generally indicate fairness, yet this should be coupled with 
firmness. Being firm will assist this individual to deal with others on an ethical basis deriving from an ethical 
mindset, simultaneously demonstrating authority, and achieving results in a professional manner that would 
ultimately make a difference in the workplace through optimism. Being spiritual does not denote weakness, but 
as identified by Bloch, Davidson, Dimitov and Hulbert, being spiritual signifies this individual is in contact with 
the soul/spirit which is tandem to the human being existence, that generates wisdom. Wisdom weaves together 
the logic of mind and the passion of heart with the longings of soul and the might of spirit, and thus help 
individuals move beyond the physical limitations of their bodies. Another argument came about in relation to 
the impact of „spirituality‟ on the ethical mindset, that individuals might change, but they need an awakening to 

which they will respond thus creating a change in their mindsets through their awakening to a major event in 
their lives and more specifically in their business lives. 

 
There is a lot of people… sometimes you need an awakening… there are 

people who are not spiritual at all… they need some awakening or some event 

that will actually bring them back…to what is reality. 
 

By the same token, aesthetics is identified by Dobson as the ultimate justification for business activity. 
Aesthetics, loosely defined as the appreciation of beauty, subsumes both ethics and economics within a holistic 
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justificatory mechanism for business decisions. The quality of aesthetic judgement, exercised by the individual 
through the organization, will determine the extent to which business activity enhances quality of life. Thus, 
being wise, spiritual and aesthetic would allow the individual to act ethically as indicated from the ethical 
mindset that has both „Spirituality‟ and „Aesthetics‟ as its main components. 

While the findings of this research are limited to the Australian context, the results indicate the 
existence of an ethical mindset and provide pointers to its dimensions. This research also clearly demonstrates 
the context dependency of mindsets. Furthermore, a number of issues and questions are raised that are worthy of 
further examination, particularly in relation to the influence and importance of ethical mindsets and to varying 
and sometimes conflicting understandings of the term spirituality. The results from this research conducted in 
the Australian services sector, allowed the development of a relevant framework and a measuring tool of ethical 
mindsets. This would be appropriate for further research in different industries and different parts of the world 
with a consideration of the cultural sensitivity especially when applying these tools for countries other than 
Australia.  

Finally, this research goes some way to answering the calls for a multi-dimensional operational 
framework needed to develop complex and indeterminate concepts such as „Spirituality‟ and „Aesthetics‟. The 
results generated have limitations but future research can be conducted to further examine the role of spirituality 
and aesthetics in ethical mindsets. 

 
Conclusion 
 
The main aim of this paper was to investigate the relatively neglected and under theorized area of ethical 
mindsets, and to report on the results of research in the Australian services sector examining whether 
„Spirituality‟ and „Aesthetics‟ are components of ethical mindsets. This paper commenced with a brief of the 
prevailing economic situation coupled with an overview of the point of departure for the research from which 
this paper was derived. This was followed by an overview of the literature in relation to the concepts that are 
entailed in this research. Furthermore, this paper gave a summary of the design, methodology and analysis tools 
with an outline of the significance on the current research through its theoretical and methodological 
implications. 

The results of this research indicate that in the Australian services sector people might be „spiritual‟ but 

this is not necessarily religious; it is more likely to be derived from „aesthetics‟. This challenges some of the 
spirituality literature, (mainly from the USA), that, until recently, associates spirituality with religion and often 
equates spirituality with religion. In portraying a picture of complex interplay between „Aesthetics‟ and 
„Spirituality‟, this research raises more questions than it answers. There is still more research to be done to 
further examine the dimensions of these concepts and develop more theoretical and conceptual clarity. These 
results when placed alongside Gosling and Mintzberg‟s five mindsets, may generate a greater understanding of 
ethical mindsets.  

Further interpretive mixed-method research will prove fruitful in generating more insights into 
aesthetics, spirituality and ethical mindsets. However, researching this topic is a complex issue requiring subtle 
and sensitive analysis and theoretical understandings. Thus, further investigation deploying mixed-method 
techniques that includes the gathering of quantitative survey data and more detailed qualitative data.  
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Abstract 
 
The role of knowledge management (KM) in change-management is an issue of contemporary interest, given the 
recognition of explicit and tacit, individual and collective, knowledge as significant contributors to organizational 
growth and competitiveness (Prahalad & Hamel 1990; Wheelwright & Clark 1992; Teece 1998). In association with 
clear change-management objectives; targeted and ongoing communication of these to stakeholders; appropriate 
human resource management implementation strategies; and comprehensive evaluation techniques, KM has the 
potential to facilitate the achievement of the desired change-management goals (Kirkpatrick and Hawk 2006). This 
paper explores the change-management strategy adopted by a large Australian services organization, which was 
primarily driven through technological change and a significant knowledge transfer initiative, but without the 
accordant strategic objectives, communication and participatory mechanisms, HRM processes, or ongoing evaluation 
systems suggested in the relevant literature. It reveals the limitations of knowledge transfer alone in ensuring the 
effective implementation of the desired organizational change, and suggests ways in which it might be better 
integrated with other strategies and processes.  
 
Keywords: change-management, knowledge management, knowledge transfer  
 
Introduction 
 
The literature on change-management is diverse, and has emerged from a range of perspectives, including 
studies of organizational capabilities and competencies (Prahalad & Hamel 1990), competing resources, 
“innovation and new product development” (Wheelwright & Clark 1992), and organizational learning (Argyris 
1991). All perspectives recognize the need for synergies between clear and well-communicated change 
objectives, integrative human resource management strategies, and ongoing program evaluation processes 
(Kirkpatrick & Hawk 2006). 

This paper analyses the effectiveness of a change-management strategy within a large Australian 
services organization which was predicated largely on technological and knowledge transfer initiatives, in the 
absence of the other significant factors reported in the associated literature. It explores the limitations of such an 
approach, and suggests ways in which change-management might have been more effective. It begins with a 
brief literature review, followed by an analysis of its applications in the organization, and ends with some 
general conclusions.   
 
Literature Review 
 
Knowledge has been variously defined as “a process, a product, and an outcome” (Hellstróm and Jacob 2003: 
56), “a cognitive state, a process, or an object” (Chen and Chen 2005: 381), and “… a fluid mix of framed 

expertise, values, contextual information and expert insight that provides a framework for evaluation and 
incorporates new experiences and information” (Prince and Stewart 2002: 796). They originate from and reflect 
such factors as organizational history and experience, product and market data, industry intelligence, 
management and employee expertise and competencies, customer trends and feedback, amongst other sources. 
As Chen and Chen (2005) suggest, “the importance of managing knowledge is a critical source of competitive 
advantage” (p.381). Knowledge management (KM)  includes the „creation, conversion, circulation, and 

completion‟ of knowledge (Chen and Chen 2005: 381), whilst Prince & Stewart (2002) suggested that KM is 
“…any process or practice of creating, acquiring, capturing, sharing and using knowledge, wherever it resides, 

to enhance learning and performance in organizations” (p.798).  
 Strategic knowledge management is thus considered as “…first, a vital source of value to be added to business 
products and services, and a key to gaining strategic competitive advantage…second, explicit and tacit 
knowledge vary on their transferability…(and) third, tacit knowledge rests within individuals who have a certain 
learning capacity” (Papoutsakis 2006: 3). Hellstróm and Jacob (2003) agreed  that strategic knowledge 
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management has become “…one of the most cited organizational technologies for improving a company‟s 

bottom line – performance, agility, and prospects for survival in the market”(p.56).  
Other authors such as Hellstróm and Jacob (2003: 56) emphasized the need for “well-articulated 

goals”, close links between “business objectives and learning interventions” (Barron 1998: 193), or “…an 

evaluation strategy with the overall purpose of building organization capability to increase the performance and 
business value of the training investment…essentially an organizational learning approach that is well-aligned 
with the overall training mission” (Brinkerhoff 2006: 305). (Brinkerhoff 2006) added the importance of shifting 
focus from a sort-sighted view of training program evaluation towards “an evaluation of how effectively the 
organization uses (knowledge management) systems and resources, and leverages them into improved 
performance that in turn drives business results” (p. 305).  

The effectiveness of knowledge management in change-management strategies may be reinforced or 
restricted by contextual issues (Torres 2004; Boverie, Mulcahy and Zondlo 2006). As Brinkerhoff (2006: 303) 
noted, “the reality is that (unrelated KM) performance system factors are the principal determinants of its 
impacts, and can, if they are not aligned and integrated, easily overwhelm even the very best efforts”(p. 303). 
Skinner‟s (2004) empirical study of several service organizations supports this view, as do authors such as 
Bober and Bartlett (2004: 365) who divided the relevant factors as political (internal rivalries, power struggles) 
and personal (leadership, commitment). These contextual factors include the roles of trainers and managers in 
reinforcing or restraining knowledge transfer (Boverie et al. 2006: 6); organizational “networks and 

partnerships”, overall “people processes”, and knowledge “systems and processes” (Prince and Stewart 2002: 
805); workload demands and accountability processes (Brinkerhoff 2006: 304); and importantly, the extent of 
stakeholder participation in the design and evaluation of learning strategies.   

Thus, organizational contexts and cultures can reinforce or constrain knowledge transfer, and therefore 
need to be factored into knowledge management strategies (especially those which aim to effect change-
management), and perhaps the most crucial component of these is the nature of and organizational commitment 
to post-training program evaluation systems. Whilst Kirkpatrick‟s (2005) Learning Evaluation Model (four 
levels – learner reaction, learning results, learned behavior, business results) is the most common of these, Chen 
and Chen‟s (2005: 382) three main methods (qualitative and quantitative; financial and non-financial; internal 
and external); and Hellstróm and Jacob‟s (2003: 57-58) outcome- and process- oriented evaluations, are also 
utilized. In practice, levels 3 and 4 of Kirkpatrick‟s model provide the best available measure of effective 
knowledge transfer, and are considered to be especially suitable for “training programs for employees whose 
jobs have well-defined expectations (standards, goals, quotas) …because performance measurement systems 
already exist” (Barron 1998: 202). In similar vein, Brinkerhoff (2006) and Boverie et al. (2006) have asserted 
that increased employee capability and subsequent job performance are the “best result” that can be achieved 
from knowledge transfer interventions. As Skinner (2004) explained, “a planned, systematic and rigorous 
evaluation process (is) the key part of successful change-management” (p.7). Citing Preskill and Torres (1999), 
Skinner further argued that comprehensive KM evaluation strategies “help organizations to reduce uncertainty, 
clarify direction, build community, and ensure that learning is part of everyone‟s job” (p.6), thus emphasizing 
the underlying principles of strategic knowledge management. 

 
The Case Example – An Australian services organization 
 
The organization studied in this paper is a large Australian services company with national operations. Since its 
transition from a public sector entity to a private company, the organization has reduced its workforce by more 
than half through retrenchment programs, has listed on the Australian stock exchange, and is at the cutting edge 
of global technological change. Increasing competition, ongoing technological change, and a new executive 
management team in 2005, laid the foundations for a comprehensive transformation of the company to better 
meet the needs of its internal and external stakeholders. The transformation strategy encompassed significant 
organizational restructuring, further redundancies, and emphases on service and product quality and customer 
responsiveness. 

The transformation strategy was developed by the executive management team, with its initial focus on 
providing knowledge transfer to its technical staff at the company-customer interface. They include employees 
with significant organizational experience (some have 20-30 years service) who are overwhelmingly on 
Enterprise Agreements (EAs), together with a cohort of newer technicians who are employed on Australian 
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Workplace Agreements (AWAs). Most employees on EAs are union members, and those on AWAs are not, but 
the power of the relevant union has diminished greatly over recent years.  

The “transformative” elements of the knowledge transfer initiative were associated with a relatively 
major shift in technicians‟ focus from depot-based manual job scheduling, fault diagnosis, data retrieval, and job 
completion times, towards a personal computer-based mode of operation run from individual technician‟s work 

trucks. Technicians were also provided with global positioning systems (GPS) to facilitate their travel between 
jobs, and to permit their managers to track and record their daily movements. Grumblings about the efficacy of 
the new personal computers and the GPS, and suspicions about the surveillance potential of the GPS (principally 
by those technicians employed on EAs) were frequent, and reflected both an underlying distrust of their 
immediate and more senior management, and their concerns about the transformation strategy as a whole, given 
their previous experience of serial restructuring and associated retrenchments, and a degree of technophobia 
combined with perceptions of their loss of team camaraderie and support. None of these issues have been 
formally addressed by the organization either prior to, or following, their participation in the described 
knowledge transfer initiative. Team leaders, whilst generally supportive of the changes, have not been directly 
involved in the program, although this was originally intended and may occur in future.  

The specific knowledge transfer initiative involved the provision of a two day technical skills training 
program at custom-built facilities in two Australian cities, with technicians from urban, rural and remote 
locations paid to attend. The overall training design and content, and the instructors, were outsourced to a 
prominent learning solutions consultancy on a five year contract with an internal “Learning College”. The latter 
was established independently of the national Human Resources Section, which provides staffing, leadership 
and management training across the whole organization. There are internal political tensions between the 
College and HR, due partly to their competing managerial sponsors. 

 
Methodology 
 
The project was undertaken as a case study analysis of the organization, involving the negotiation of objectives 
with relevant stakeholders, ethics approval from the author‟s institution, and copyright agreements with the 

organization and the external service provider. It was conducted in two stages – the first involved a series of 
semi-structured interviews with senior managers from the Operations Division of the organization itself and the 
external service consultants, together with several focus groups of technicians; the second stage will entail 
comprehensive e-surveys of technicians who have completed the training program and their team leaders, 
coupled with statistical analyses of technician job performance prior to and following program completion. This 
paper reports on the first stage of the project.  

In total, ten organizational managers, two of the consultants, and forty three technicians participated in 
this first stage of the project, representing a relatively small sample of both groups. Kirkpatrick‟s (2005) 

Learning Evaluation Model was used as the conceptual basis of the evaluation, with particular emphasis on 
levels 3 and 4 – namely, learned behavior and business results. 
 
Research Findings 
 
The main goal of the study was to explore stakeholder perceptions of the purposes, goals, expectations, benefits, 
strengths and weaknesses, and overall effectiveness of the knowledge transfer program, with a view to exploring 
its contributions to the organizational change-management strategy. The findings are grouped under five broad 
themes- development of the knowledge transfer program and its infrastructure; aims and anticipated outcomes; 
strengths and weaknesses; the role and contribution of the learning consultant; and perceived contributions of 
the program to change-management. 

Change had been continuous in the company between 1996-2006, during which period its employee 
numbers had reduced by more than half from a peak of 102,000 in early 1991.The specific change-management 
strategy aimed to realign the company‟s culture more closely with its competitive imperatives, stakeholder 

demands, and the facilitating new technologies which it had embraced. The latter promised efficiency and 
productivity gains which would have significant implications for the company‟s competitiveness, as well as for 
the capabilities of its leaner field services workforce. The new technologies, based upon personal computers and 
new Global Positioning Systems (GPS), facilitated complex and comprehensive on-line functions, including job 
scheduling, technician access to aggregated customer service and fault data, process compliance, and technician 
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tracking via the GPS. However, many of the managers and the technicians reported difficulties with the new 
personal computers (“always connected isn‟t always connected”) and the latter were often highly suspicious of 
the surveillance aspects of the GPS. Whilst newer technicians, especially those on performance-based Australian 
Workplace Agreements (AWAs), appear to have welcomed the potential incentive points associated with higher 
productivity from the new technology, some disgruntled longer-term employees feared its consequences (“it‟s 

just another reason for me to leave”). Many managers, on the other hand, felt that “the magnitude of the change 
was managed well.”   

The Learning College (LC) was responsible for the “job-ready” training of technicians in a strategic 
partnership with the learning consultancy, and a director was appointed to manage the College. Its overall aim 
was to raise the former “learning centers” to a more professional level, as well as contributing significantly to 
the overall change-management process. The learning consultancy perceived its key roles in the College as “to 
facilitate the end-to-end process necessary to create the desired outcome, and to make sure that things get 
implemented in ways that maximize business outcomes…a key enabling function.” Some managers suggested 
that whilst the subsequent Learning Document was “very articulate in every aspect”, the training needs analysis 
was “not done well”; the negotiated contract price was too high; and that there needed to be more focus on 
knowledge management rather than merely technical training. At a broader level, some managers criticized the 
“fragmented learning model” in the organization as a whole, which they felt reflected the lack of organizational 
integration between the Learning College and the Human Resources Division. Presently, the former provides 
only the technical training, whilst the latter conducts associated leadership and management development 
programs, due to historic “turf wars.”  

Other comments included the need to more appropriately measure, align, and promote, LC training 
with subsequent technician performance; revisions to the rewards system to provide more accurate performance-
related incentives; and greater involvement of team leaders in LC programs (“technicians are way ahead of team 
leaders….it‟s mandatory for team leaders to do the LC training, but difficult to force”) as coaches and mentors.  

All senior managers interviewed acknowledged that the LC training project is only one component in 
the overall change-management strategy – “productivity and quality is everything”- involving a change from “a 
hierarchical to a self-directed culture”, with new technology as an enabler, and a host of “key metrics” to assess 
knowledge transfer back to the workplace. They include job times, fault reductions, individual and team 
productivity targets, and performance-based rewards – the incentive points system (“a ticket to make money”). 
However, many managers expressed a desire for a more strategic knowledge management focus to the program, 
including greater organizational communication and customized change-management processes to complement 
the LC courses, and closer alignment between the technologies-training- team leader components of the 
transformation strategy. Some managers also suggested that there should be a clearer alignment between the 
technical training, leadership skills, and employee performance, whilst others were sanguine about the 
transitional problems caused by “generational issues”- “we can‟t refresh the workforce overnight, but have to 

make do with a fair slab of our existing workforce.”  
The focus groups of technicians revealed a variety of views regarding the aims and objectives of the 

LC, ranging from “on-time, met customer expectations‟ and it‟s supposed to make our lives easier”; through 

“more work less productivity…everybody doing everything themselves, no administrative support, it takes 
longer to do anything”; to seemingly counter-productive opinions such as “to get more out of us…sackings”, 
and concerns about the surveillance role of the global positioning system – “a tracking device…most people 

worry that one day they‟ll be screwed by the GPS…need to cover your arse.”  
However, the LC was generally recognized as an important part of the change-management strategy, 

and that it is “a joint venture to develop and deliver learning solutions to the technical workforce…in 
conjunction with the businesses.” Others suggested that its charter is “to transform skills sets among technicians 
to the skills sets needed for the future”, especially in relation to IT competencies, and broader aims of technician 
behavioral change (“flexibility…change-acceptance…self-learning…self-management”). The learning 
consultants summarized the intended outcomes as “the best person in the workplace with the right skills and 
great tools at the right time.” Some focus group participants agreed, suggesting that the program offered the 
opportunities to learn how to use personal computers more efficiently, job-ready skills, and better use of the new 
technology, whilst others cautioned that the latter “isolates us more and more…no staff meetings.”    

Most managers interviewed were generally positive about their experience of the LC, and many 
welcomed its contribution to the change-management strategy, suggesting that it has brought a new focus on 
learning. Comments such as “the LC has put training back on the agenda”, “it has made remarkable progress in 
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shaping the learning framework”, and “it is a value creator, not a cost center are reflective of such views. All 
agreed that the ongoing support and enthusiasm of senior management sponsors is a key factor in its success to 
date – „we‟ve had more resources and more training events in the last 15 months than over the last five years.”   

Specific criticisms of the LC program fell into three main areas – namely, course development and 
delivery; skills assessments and measures; and the “management” of the relationship between the organization 
and its in-sourced service provider. 

Problems with the initial development and delivery stages of the LC, including lengthy and sometimes 
inadequate course design processes, misperceptions about the service provider‟s experience and capabilities – “I 
thought that it would have very strong processes, but they didn‟t…moved too slowly”; course and participant 
scheduling problems; limitations of instructional materials; some instructors not turning up to courses; and 
technical problems with web-based and self-paced learning modes – “they don‟t work, so we had to go back to 
instructor-led learning.” The latter comment reflects the unpopularity of e-learning amongst some older 
technicians, due to their lack of computer literacy or concerns about having to undertake the training in their 
own time. Most managers felt that the majority of these issues have already been resolved, but that a review of 
the mix between web-based and instructor-led learning would be useful. In addition, some felt that the LC 
should be extended to provide such complementary courses as personal computer and basic IT skills, customer 
service training, and team leadership programs, implying more strategic linkages between the LC and the 
Human Resources Division.  

There was considerable expressed dissatisfaction with the course assessment measures (“100 % pass 
rates with an average 97% result”) amongst both the organizational managers and the learning consultants, with 
many managers suggesting that they should be reviewed in consultation with organizational stakeholders. The 
general belief appeared to be that the LC should reassume responsibility for levels 1 and 2 of Kirkpatrick‟s 

Learning Evaluation Model, and also develop a more systematic approach to its levels 3 and 4. As one manager 
explained, the LC needs to justify “how it has helped to achieve business outcomes…demonstrating the LC‟s 

value, not just metrics, but how we have changed behaviors.” Not only would this require deeper learning 
measures, more focused KPIs, and more direct evaluative feedback from team leaders, but also behavioral and 
leadership training for technicians and their team leaders.   

The final perceived weakness concerned the management of the LC‟s relationships with the business 
and with the learning consultancy. The former refers to more ongoing consultation and communication with all 
management levels, in order to further facilitate knowledge transfer, and the latter derives from the concerns of 
many managers that the relationship between the organization and the learning service provider should be 
realigned – “it sometimes forgets that the organization is its client, and sometimes the organization behaves like 
we‟re not the client…we‟re looking for outcomes, they‟re looking for commission…they think it‟s a 

supermarket, we think it‟s a boutique.”   
An important interviewee theme echoed in the focus groups is that the effectiveness of the knowledge 

transfer process will be dependent on the synergies consequent from the enabling technology, the training 
intervention, and the reinforcing roles of the technicians‟ team leaders. The following excerpts from managerial 
interviews clearly reflect this theme: 

“The loop of knowledge and information transfer from the LC course to practical application is not 
closed…is it the training organization‟s job to complement the technical training with behavioral training, or is 
it the team leader‟s job?...the loop isn‟t closed yet, as the rate of adoption of new skills is low, and there are no 

incentives…a good start, but the deeper question is do technicians feel more confident and competent over 
time?” 

With respect to the LC‟s contribution to knowledge transfer, some managers felt that it might adopt a 

more strategic approach in assisting to create an “environment of learning” (“trainers as advocates, technician 
motivation”), including the addition of behavior modeling, closer consultation between the LC and team leaders, 
team leadership and customer service courses, change-management and motivational programs, review and “re-
in sourcing” of LC assessment techniques. The consultants also questioned the effectiveness of the links and 
timing between knowledge development and change-management, suggesting that the emphasis appears to be 
“getting new technology in place first and organizational changes will come later”, rather than a more 
integrative approach. The roles of team leaders in the creation and reinforcement of competent and motivated 
technicians with demonstrated knowledge transfer to their jobs were discussed frequently by interviewees and 
focus group participants. Some were seen as “fantastic…but some need to be pushed into how to support their 
people.” Most believed, however, that team leaders should be more involved in the LC training programs.  
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Discussion 
 
The above findings suggest that change-management in this company is likely to be constrained by the failure to 
align the generally successful knowledge transfer program with clear and well-communicated strategic change 
imperatives and goals, associated HRM processes, and comprehensive and iterative program evaluation systems. 
It certainly does not meet Prince and Stewart‟s (2002) definition of knowledge management as “...a fluid mix of 
framed expertise, values, contextual information and expert insight, that provides a framework for evaluation, 
and incorporates new experiences and information” (p. 796). This section explores the research findings against 
the backdrop of the earlier literature review. 

Thus, whilst one of the strategic goals – “a new IT platform for work and a more customer-centric 
service”- is admirable, rather than developing an organization-wide approach to the “creation, conversion, 
circulation, and completion of knowledge” (Chen and Chen 2005: 381), or recognizing that “knowledge creation 
takes place within individuals (and) in their interactions with other individuals” (Davenport and Prusak 1998: 
796), the knowledge transfer program was confined to one section of the organization; reduced solely to the 
transfer of “job ready” technical skills („technicians properly equipped, properly trained, and back with the 
business”), without accompanying links to the associated broader transformational competencies; and in the 
absence of clear consultation with either the technicians‟ team leaders or their direct customers. Whilst there 
were attempts to incorporate change aspects in the program, including an emphasis on shifting the technicians‟ 
focus from depot-based to personal computer-based mindsets, and the use of the enabling technology to 
facilitate this shift, the limitations of the latter and intense suspicion of the surveillance potential of the GPS, 
combined with the expressed lack of involvement and support from some team leaders, weakened these links 
with the knowledge transfer program. In addition, the opportunity to effect culture change through the 
associated retrenchment of the reluctant converts (mainly technicians on Enterprise (collective) Agreements, or 
those with a degree of technophobia), was missed.  

From a strategic perspective, change-management is effected through the combination of clear and 
well-communicated objectives; senior management commitment; ongoing participatory mechanisms; human 
resource management processes, including but not restricted to job design, training and development, 
performance management, and reward and incentive systems; and ongoing evaluation techniques. As 
Papoutsaksis (2006) explains, the outcomes can be “first, a vital source of value to be added to business 
products and services, and a key to gaining strategic competitive advantage (and) second, (whilst) explicit and 
tacit knowledge vary on their transferability, tacit knowledge rests within individuals who have a certain 
learning capacity” (p. 3). Hellstróm and Jacob (2003) agree, suggesting that strategic knowledge management 
enhances “performance, agility, and prospects for survival in the market” (p. 56).  

The organization‟s missives often matched these expectations, including a desire to realign its culture 
with its competitive imperatives, stakeholder demands, and new technologies, variously expressed as “a change 
from a hierarchical to a self-directed culture”, “a joint venture (with the learning consultant) to deliver learning 
solutions to the technical workforce‟, in conjunction with the business”, and “one touch, one keystroke”.  
However, the “fragmented learning model”, due to the separation of the Learning College from the Human 
Resources Section; generational (“we can‟t refresh the workforce overnight, but have to make do with a fair slab 
of our existing workforce”) and ideological issues (Enterprise Agreement versus AWA technicians); and the 
relationship between the organization and its learning consultants, have served to undermine the achievement of 
the strategic objectives. 

On the positive side, the executive team has been extremely supportive, in both public encouragement 
of the change-management strategy and ongoing funding (“we‟ve had more resources and more training events 

in the last fifteen months than over the last five years”) for the knowledge transfer program and the Learning 
College, and the latter is considered to be “a value creator, not a cost center”, which has helped to “put training 

back on the agenda”. Despite the initial difficulties in the relationship between the organization and the learning 
consultants, most managers felt that positive changes had occurred, with the rider that “the loop of knowledge 
and information transfer from the Learning College to practical application is not closed…a good start, but do 

technicians feel more confident and competent over time?” This of course is one of the fundamental issues, from 
the perspectives of the technicians themselves, their team leaders, their customers, and the business 
stakeholders, and may only be properly determined by levels 3 and 4 of Kirkpatrick‟s (2005) Learning 
Evaluation Framework, within the organizational context. As Brinkerhoff (2006) indicates, all of these aspects, 
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and the associated internal political issues, can undermine even the best strategic knowledge management 
imperatives – “performance system factors are the principal determinants of their impact, and can, if they are not 
aligned and integrated, easily overwhelm even the very best efforts”(p. 303).  He also emphasizes the crucial 
roles of trainees‟ immediate managers, and the nature of organizational commitment to post-training evaluation 
systems, in the effective transfer of knowledge. 

On this last issue, of post-program evaluation, the organization has been significantly lacking in vision. 
Apart from the maligned levels 1 and 2 program assessments, neither its senior managers nor the consultant had 
designed or implemented the kind of deep evaluation suggested by authors such as Skinner (2004) – “a planned, 
systematic, and rigorous evaluation process (which) is the key part of successful change-management” (p.7) - 
and Brinkerhoff (2006) – “the evaluation of how effectively the organization uses (knowledge transfer)…how 

well it uses knowledge management systems and resources, and leverages them into improved performance that 
in turn drives business results”(p. 305). This will be the aim of the second stage of the author‟s research project.  
 
Conclusion 
 
This paper analyses the role of knowledge transfer as a key driver in a change-management strategy adopted by 
a large Australian services organization in an attempt to reposition itself within a dynamic and highly 
competitive industry sector. Drawing from the literature on strategic knowledge management, the paper 
questions the foundations of a change-management strategy based largely on a knowledge transfer program 
without the concomitant corporate objectives, communication and consultation mechanisms, integrated HRM 
processes, and evaluative techniques; and suggests that the organization‟s failure to align these elements is 
likely to undermine its ultimate effectiveness. Lessons may be learnt from this organization‟s experience which 
will assist other companies to better address the immense challenges of change-management. 
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Abstract 
 

Smaller Western companies internationalizing into a transition country are often challenged by an unfriendly 
business environment there. A number of studies have indicated a hostile environment, though there is little work 
exploring the constraints systematically. The present paper contributes to the understanding of barriers affecting the 
development of Western SMEs in transition countries. The work has been motivated by the premise that, in order to 
formulate advices for entrepreneurs and the SME sector, it is necessary to understand the environmental conditions, 
and comprehend how different constraints affect SME performance and development. To archive these objectives, a 
new framework is developed on basis of an extensive literature review to identify and to cluster the potential barriers 
systematically. The emerging framework consists of financial matters, formal rules and informal constraints as well as 
a task issue and can serve as a valuable guide for further analysis. First results indicate the high practical relevance of 
financial barriers, and the need to adopt a task orientation.  
 
Key words: Transition Countries, SME development, Barriers, Constraints, Business Enviroment, Emerging 
Markets, Internationalizing 

 
Introduction 
 
Many entrepreneurial small and medium sized enterprises (SMEs) are no longer passive victims of 
globalization. On the contrary, they more and more act as active players in the international context. According 
to the mainstream of literature on SMEs’ internationalization, firms – except for Born Globals (Oviatt, 
McDougall 1994) – increase their international involvement in small, incremental steps and frequently start in 
markets with a low degree of physic distance, gain knowledge there, and then enter more challenging markets 
(Ahokangas 1997; Johanson, Vahlne 1990; Ruzzier et al 2006). However, little research is done on SMEs 
internationalizing into emerging markets – at the first sight, who would consider an environment which is called 
unfriendly or even hostile as an excellent chance for internationalization?  

With a so-called third wave of internationalization, internationalization has thus become more complex 
(Jansson, Sandberg 2008) as companies domiciled in mature Western markets realize the potential and try to 
establish themselves in emerging markets such as Central and Eastern Europe (CEE), Russia, China and India. 
The emerging economies may offer big opportunities – for MNCs, but also increasingly for SMEs (Ghemawat 
2001). But emerging markets are not easy markets, they are considered to be unstructured, even hostile. 
Nevertheless, some Multinational Corporations (MNCs) face the challenge and start doing business there, either 
in order to use the first movers advantages or simply to “mark their territories” (Kogut 1983). There are also 
several smaller companies that succeed. Despite all barriers, they master the entry challenges and thrive in a 
difficult environment. Recent research on SME internationalization in transition markets is examinded in greater 
detail in the following paragraphs, with special emphazis on external barriers the enviroment imposes on the 
development of the company.  

The recent developments in the world and in Europe in particular create an excellent opportunity to 
study the internationalization process of SMEs. The collapse of Communism in 1989 crated a new group of fast-
growing emerging markets in Central and Eastern Europe (CEE) – the so called transition countries. As they are 
also on their way to strengthening their market mechanisms through liberalization, stabilization and the 
encouragement of private enterprises, they are normally considered as emerging market economies (Hoskisson 
et al. 2000)1. As economic research shows, each country traverses a different transition process in terms of pace 
and direction. One of the essential characteristics of emerging markets is that their economy is dynamic - it is 
necessary to take account of changes in the environment. The way a nations´s economy develops is influeced by 
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its historical and cultural background which often also leads to different implications for entrepreneurial and 
SME development in the transition country (Kusnezova 1999; Smallbone, Welter 2001; Welter 2006). However, 
not only the historical and cultural background, but also the implications of the multifaceted business 
environment on a firm is underlined in recent research (Oreja-Rodriguez, Yanes-Estevez 2006; Rialp 2008; 
Pasanen 2005; Verdu; Gomez-Gras 2006). In the present paper, the term environment is used in a holistic way 
that encompasses all relevant surroundings a company is embedded in.  
Due to the above stated opportunities for companies in emerging markets, the business environment in transition 
economies is of growing interest in theoretical studies. Following Meyer and Peng (2005), research in transition 
economies can be clustered in three lines of theorization: organisational economics theories, resource-based 
theories and institutional theories. In the present paper, as the focus lies on external environemental barriers to 
the company, institutional theories provide a solid base for further analyse. Some chosen theoretical aspects that 
are relevant for the topic are presented in the latter to underline the importance of this stream of research. 

As for the importance of the institutional concept for research on the business enviroment, the creation 
and improvement of the institutional quality of host governments (eg. in terms of property right protection, rule 
of law, competition and financial systems) can cause a transaction cost reducing effect (Gelbuda et al. 2008; 
Jansson et al. 2007). There is empirical evidence that weak institutions can also hinder the development of 
entrepreneurship (Aidis et al. 2008). But there are also some critical remarks on this comprehensive theoretical 
concept. In recent research (Dunning, Fortantier 2007; Estrin 2007), institutions are even considered to be a 
“somehow fuzzy” notion. Nevertheless, this concept provides a solide base for the study of barriers in the 
transition context. In the course of the present paper, this base will be extended by adding specific constraints 
for SMEs in the transition context.  

Despite all barriers, international entrepreneurship is becoming increasingly important in the new 
competitive landscape of the 21st century (McDougall, Oviatt, 2000; Simon, 1996; in: Leversque, Shepherd 
2004). Now, important decisions are less likely to be “whether or not” to enter foreign markets, but when and 
how it should be done (Leversque, Shepherd 2004). The question of the optimal timing – “when to enter a 

market” – has received considerable scholarly interest. This emerges in the possible conclusion that the entry in 
an industry in the early stages of industry development might give greater profit potential (DeCastro, Chrisman 
1995; MacMillan et al 1995; in: Leversque, Shepherd 2004). On the other hand, early entrants might face a 
greater mortality risk (Carroll, Delacroix 1982; Mitchell 1991; in: Leversque, Shepherd 2004). Additionally, 
case evidence (Bridgewater et al. 1995) suggests that some first-movers in CEE failed to realise expected 
benefits. Second-Movers can sometimes build larger market share or more profitable operations. Research 
suggestes (McDougall et al 1994; in: Leversque, Shepherd 2004) that the relationship between timing of entry 
and performance depends on the conditions of the external environment facing the new venture – the need for 
further study on environmental issues is underlined.  

Barriers and constraints are factors that affect the emergence, structure and behaviour of firms. 
However, there is more than one answer to the question regarding a definition of barrier. Analyzing export 
barriers, Leonidou (2004) defines these as follows: “Barriers (…) refer to all those constraints that hinder the 

firm´s ability to initiate, to develop, or to sustain business operations in overseas markets”. In relevant research 
(Aidis, Sauka 2005; Fogel, Zapalska 2001; Leonidou 2004; Pissarides et al. 2003; Wright 2008), the terms 
barriers and constraints are used without differentiation; additionally, the expression problem is used often. For 
this paper, all three terms are used interchangeably.  
  Relevant research on barriers employs diverging categorizations. Enviromental problems include 
economic, political-legal and socio-cultural constraints – but this is only one possibility to cluster the existing 
barriers. Fogel and Zapalska (2001) cluster them in financial, non-financial, socio-economic environment issues, 
business skills and policy barriers. Leonidou (2004) mentions external (export) barriers and classifies these in 
procedural, governmental, task and environmental related issues. Environmental problems include, according to 
Leonidou (2004), economic, political-legal and socio-cultural constraints. Systemic and historical factors, 
cultural and societal factors, as well as economic and political factors are highlighted by Danis and Shipilov 
(2002). Peng (2003) differentiates barriers in formal rules and informal constraints. Aidis and Sauka (2005) 
present a comparative analysis clustering barriers in the four categories formal, informal, economic and others. 
For our aim of research, these frameworks are analyzed, and a new holistic framework is developed on this 
basis. The purpose of the present work then is twofold: First, to extract and to consolidate existing knowledge 
on the nature of barriers, especially in a given transition economy. Second, to analyze each of the barriers 
individually regarding their characteristics and their specific influence of the Western SME interested in doing 
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business in a certain transition market. As example, this article examines barriers hindering Western SMEs on 
their internationalization path into Ukraine.  

The paper is structured as follows: Section one introduces the major issues in the transition context 
regarding the business enviroment, the importance of institutional development in for both MNCs and the SME 
sector, and an introduction of research on barriers. Section two presents the conceptual background, including 
theoretical issues of the business environment and institition research, the importance of the country contxt and 
relevant research on SMEs in the transition context, followed by a comprehensive review of studies on barriers 
in the transition context. The new conceptual framework is developed in section three. The present study is 
limited to the viewpoint of Western SMEs, and the focus of literature review is on barriers for SMEs in the 
transition countries´context. Section four describes data and methodology, and in section five, first conclusions 
can be drawn, and limitations of the new framework are presented. 
 
Conceptual background 

 
In this section, the main theoretical concepts used in the context of the study are presented and analysed. 
Therefore, the lens of smaller Western companies internationalizing into a transition country is used. In a first 
step, the presentation of the concept business enviroment underlines that “context matters”. The section includes 
considerations on the firms´ enviroment that show the scientific relevance of this concept. Additionally, relevant 
lines of research on the business environment in transition countries are presented including studies on MNCs, 
the development of SMEs in general in the transition context, and the impact of this new and fast changing 
environments on existing SME theories which were mostly developed in a Western country context. Studying a 
country´s business enviroment, insitutions require further consideration. A short introduction in this complex 
concept is given as it will be used as base for the new framework in this paper, showing the concept´s assets as 
well as introducing some critical remarks. The fast changing environment of transition countries challenges 
institution research, and uncertainty, maybe due to the rapid changes in the business enviroment, is cited to be 
an essential problem.  

Studying the business enviroment, it is essential to consider the country context as transtion markets are 
not a homogenous group due to historical and political reasons. General studies on the business enviroment in 
different transition countries are presesented to underline the differences between these countries, and to show 
the need to adopt a single-country focus for the present research. Ukraine, the country which will be later used 
as example for the new framework, is presented shortly to emphasis the countries particularities among the 
transition countries. The challenges of the business enviroment in transition countries can be shown by the 
numerous problems that might hinder SMEs development in these markets. The antecessor of research on 
barriers, Stephen Hymer, presented an approach to cluster the different constraits. In order to get a basis for a 
new framework, his work as well as later research on this topic is presented, clusterend and analysed in this 
section.  

To develop a new and cohesive framework, several previous representative studies to categorize 
barriers are consolidated, discussed and their usefulness for the new framework is analysed. The first approach 
of Leonidou (2004) clusters barriers according to their origin in internal and external barriers. The second study 
by Neupert et al (2006) uses a time-related approach stating that problems are different in the start-up phase to 
the problems that occur in the on-going daily business. The classification in formal barriers and informal 
constraints forms the mainstream of recent research on barriers labelled institutional based approaches 
represented by three studies from Danis and Shipilov (2002), Peng (2003), and Aidis and Sauka (2005). Two 
different approaches by Pissarides, Singer and Svejnar (2003) and Fogel and Zapalska (2001) represent an 
eclectic approach which can provide interesting additional insight in problems in the transtional context. A 
pragmatic approach which is used in international strategic management theory is presented in apprach to 
complete the comprehensive overview on the different methods to cluster barriers. This overview is the basis 
used for the development of a new framework for Western SMEs internationalizing into transition countries, 
which is developed in section three.  
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External Business Environment  
“Environment is everything that is different to the organisation”. (Mintzberg 1979) 
 
General considerations on the environment 
In research on organization and environment, the implication of the business environment on a firm are taken as 
granted (Oreja-Rodriguez, Yanes-Estevez 2006; Rialp et al. 2008; Pasanen 2005; Verdu; Gomez-Gras 2006). 
Found in strategic management research, Duncan´s definition (1972) can be useful: “Environment is the totality 
of physical and social factors that are considered directly in the individuals´ decision making in organisations” 

(in: Oreja-Rodrigues, Yanes-Estevez 2006). Findings from organizational research indicate (Oreja-Rodrigues, 
Yanes-Estevez 2006), that the concept of business environment does not represent an objective reality for the 
firm as the perceptions of the members influence its interpretation. Generally speaking, academics distinguish 
between objective and perceived environment. For the objective viewpoint, authors argue (Verdu, Gomez-Gras 
2006), that only the objective environement provides information that is relevant to the organisation. Though, 
taken a subjective viewpoint, the environment is regarded as the one perceived as relevant by the individual. 
Adopting a twofold base allows, on the one hand, the introduction of the personal view of the entrepreneurial 
person, and on the other hand, to take into account environment facts to give additional insight on the business 
environement. Existing studies (Leonidou 2004; Neupert et al. 2006; Rasheed 2005; Werner et al. 1996) 
underline the practival relevance of this twofold proposition. In deeper analisis of the possible perceptions of the 
environment, the dimensions of dynamism and complexity are introduced. Dynamism consists of the extent to 
which environmental factors remain the same over time (low level of dynamism) or are in a continuous process 
of change (high level of dynamism); while complexity is regarded as the heterogeneity and broadness of the 
external factors (Oreja-Rodrigues, Yanes-Estevez 2006, Verdu; Gomez-Gras 2006). 
  In the present paper, the term environment is used in a broad sense to describe the general surroundings 
a company is embedded in. Following Fogel and Zapalska´s (2001) concept, “the external environment is 
intended to include forces and elements external to the organizations´s boundaries that affect and are affected by 

an organization´s actions as well as more general economic, socio-cultural, political-legal, and technological 
influences which provide the broader context for the business”. Slightly modifying this comprehensive 
viewpoint, I adopt a twofold approach which consists of both the meaning that the relevant environment is the 
one the individual perceives, and the viewpoint of an objective environment mentioned above. Adopting a 
twofold base has the following advantages: The introduction of the individual´s perspective allows adopting the 
viewpoint of the entrepreneurial person. The idea of an objective enviroment goes in line with other authors 
(Oreja-Rodrigues, Yanes-Estevez 2006) who suggest to separate a given environment into segments and treat 
them as objects. This allows a classification in a general and a task environment. However, the central matter is 
not whether environment should be considered to be subjective or objective, since both positions are relevant 
from a strategic point of view (Bourgeois 1980, in: Verdu; Gomez-Gras 2006). Useful in this context is 
Leonidou´s approach (2004) who details that the impact of barriers is situation-specific, additionally, it depends 
on the environmental, managerial and organizational background of the firm.  With this viewpoint, the 
importance of task orientated research is introduced, which will be discussed later.  
 
Lines of research on business environment in transition countries 
 
Many aspects of internationalization into transition markets have been studied taking an economic lens. Much of 
the existing research concerns MNC entry and their operations in transition markets and focuses on the 
incentives used by host governments to attract foreign investment (Doh et al. 2004, in: Wright 2008) or the 
effects that foreign direct investment may have on transition economies (Brouthers et al. 1996, in: Wright 2008). 
More recent research evaluates the theoretical line of existing literature (Meyer, Peng 2005) or the 
organizational learning in the transition context. Companies are influenced by the environment, but this also 
works vice-versa. A popular example shows that MNCs in the financial sector can also influence the host 
country; banks and insurance companies for example can help establish a structure of financial incentives and 
then promote entrepreneurship (Dunning, Fortanier 2007). Another study (Meyer 2002) suggests that early 
entrants in CEE may have been able to influence the local regulatory environment to their advantage. 

Studying the development of both the host country SME sector and the foreign SMEs heading for the 
transition market, the historical context must not be forgotten. The SME sector was under-developed in the 
countries of the former USSR for a considerable period (Filatotchev et al. 1999). Furthermore, entrepreneurs 
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were considered as inferior individuals for a long period of time (Hisrich and Grachev 1993, in: Filatotchev et 
al. 1999). It is argued (McMillan, Woodruff 2002, in: Minniti, Lévesque 2008), that the success or failure of a 

transition economy can be traced in large part to the performance of its entrepreneurs. For context related study 
on SMEs in the transition countries, it should always kept in mind that a legal SME sector has to be developed. 
Under the central planning system, the SME sector was restricted (Aidis, Sauka 2005).  

It is argued (Gebauer 2006, in: Wright 2008) that developing specific capabilities to address features of 
the emerging markets is positively related to success. The literature about strategy in emerging markets goes in 
line with these findings and suggests that local learning and adaptation are determinants of performance 
(London, Hart 2004, in: Wright 2008). In adapting to a complex environment, as Verdú-Jover et al. (2006) 
show, SMEs can have advantages due to a typically higher environment-flexibility compared to larger firms. 
Moreover by learning from previous experiences, a firm can deal with a number of problems that occur in its 
business environment (Cyert, March, 1963, in: Hulten 2006). This viewpoint goes in line with the incremental 
learning theories of to the Uppsala and other Nordic models. Nevertheless, the content learned als has an impact. 
Hulten (2006) states that for post-Soviet companies, their experience-based learning became less valuable, as 
radical changes in the macro-environment altered preconditions for managements. Their experiences with the 
old structures are loosing importance. Though this article focuses on Western SMEs, the lesson learned in the 
pos-Soviet context is of importance here since in transition economies, the legislation also my be unstable and 
unpredictable economic development that characterize the transition process could quickly render issues learned 
outdated.  
 
Institutions 
 
Institutions, for the present paper a specific type of external environment of companies, are defined as  “the 

humanly defined constraints that structure human interaction”, that also “determine the performance of 
economies” (North 1994). According to North (1994), the concept of insititution includes formal constraints (eg. 
rules and laws), informal constraints (eg. norms or behaviour, self-imposed codes of conduct), and the 
enforcement mechanisms of those constraints. Research in the transition context (Aidis et al. 2008; Aidis et al. 
2007; Dunning, Fortanier 2007; Estrin 2007; Gelbuda et al. 2008 ; Jansson et al. 2007; Meyer, Peng 2005; Peng 
2003) also highlights the role of high quality institutions, which generally spoken is closesly related to the 
development of firms in the transition context. Furthermore, it is stated (Dunning, Fortanier 2007) that the 
extend and quality of a country´s institutional infrastructure and social capital is considered as one of the main 
determinants of successfully creating and effectively deploying resources, capabilities, and markets. The 
creation and improvement of the institutional and governance quality of host governments (eg. in terms of 
property right protection, rule of law, competition or/and financial systems) can cause a transaction cost 
reducing effect. There is empirical evidence that weak institutions can hinder the development of 
entrepreneurship (Aidis et al. 2008). Additionally, the level of institutions development is important in order to 
analyze the potential barriers created by them (Aidis, Sauka 2005). 

Whilst the importance of institutions is clear, there are some critical remarks on the comprehensive 
concept described above. In recent research (Dunning, Fortantier 2007; Estrin 2007), institutions are even 
contributed to be a somehow fuzzy notion. For studying  the implications of institutions on companies, research 
(Dunning, Fortantier 2007; Estrin 2007) implies that there are measurement problems. Estrin (2007) argues that 
measuring institutions by one or a few aggregated indicators is not sensible. This goes in line with the 
concluding remarks of Peng (2003) who warns of an “overgeneralization” in institutional change research in 
transition economies. He adds that the role of national and regional cultures should be taken into account. 
Basing on Peng´s view, the need for a new framework hat reviews the role of insititions with regard to specific 
issues can be argumented.  
 
Uncertainty 
 
In research on the transition environment, uncertainty is cited to be an essential problem of organisations 
(Thompson, 1967, in: Oreja-Rodrigues, Yanes-Estevez 2006). Perceived uncertainty is the lack of information 
about events external to the organization (Oreja-Rodrigues, Yanes-Estevez 2006) and  can be related to the 
above mentioned dimensions of dynamism and complexity (Oreja-Rodrigues, Yanes-Estevez 2006). In their 
article on environmental perception, Oreja-Rodrigues and Yanes-Estevez (2006) assume that in dynamic 
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environements, individuals tend to segment thir external environment into homogenous groups. Therefore, due 
to limitd rationality, they can face uncertainty.  

In institutional research (Peng 2003), the question “how do organizations play the new game when the 
new rules are not completely known” is asked in the search for strategic choices in institutional transitions. 
Research has found that in some industries in a new and foreign market, the presence of rivals reduces the 
perceived market uncertainty, as firms with similar backgrounds appear to be successful (Gielens, Dekimpe 
2004, in: Wright 2008). Uncertainty regarding the rules in the new business environment was also the problem 
most mentioned in a study from Aidis and Adachi (2007) for companies´ barriers in Russia. It is assumed that 
by structuring and analyzing the obstacles for Western SMEs wanting to internationalize into transition markets 
in a comprehensive way, the percived uncertainty can be reduced, and barriers can be overcome. In the course of 
the present paper, a deeper analysis of the factors affected by uncertainty is in the centre of interest.  

In order to structure the business environment, and to avoid any overgeneralization as mentioned 
above, the country context must be taken into account. Transtion markets are not a homogenous group due 
various reasons which are presented in the following presentation on general studies on the business enviroment 
in different transition. Moreover, the need to adopt a single-country focus for the present research is emphasised. 
Ukraine, the country which will be later used as example for the new framework, is presented shortly to 
underline this counties particularities among the transiton countries.  
 
The country context 
 
Previous transition country-specific studies (Smallbone et al. 1998; Yan, Manlova 1998) describe the influence 
of the business environment as “complex”. There are different initial conditions (e.g. geographical and cultural 
factors, former institutions), and the route for transition also varies (Aidis, Sauka 2005). Therefore, including the 
concept of transition stages, a country specific viewpoint is adopted in more recent research. The country 
specific context is taken into account in studies on general problems SMEs can face in the respective country: 
Belarus (Ivanova 2004), Bulgaria (Yan, Manolova 1998), Bulgaria and Russia (Pissarides et al. 2003), the Baltic 
Sea Region (Jansson, Sandberg 2008), Hungary (Fogel 2001) or Russia (Aidis, Adachi 2007). Comparative 
studies analyze the relevance of different contextual factors like the historical background or the level of 
institution development on SME or entrepreneurship development in Hungary and Ukraine (Danis, Shipilov 
2002) or Hungary and Poland (Fogel, Zaplalska, 2001).  

 
 
Ukraine 
 
The country analyzed in detail was selected according to two criteria: First, it was decided to investigate a 
country with a really unfriendly environment for Western SMEs. Second, the country chosen should be 
interesting for new business ventures in economic terms regarding country size, industry ect.  as well as 
theorietical issues : Ukraine is considered to be a delayed transition country, and following Meyer´s and Peng´s 

concept (2005) that the transition countries can provide societal quasi-experiments for testing and probling 
existing theories and hypothesis, this lead to new insights for academic reserach (Aidis, Adachi 2007). 
Moreover, this could shed a new light on practical implicatoins and help give advices to SME owners and 
managers.  Ukraine fits all the criteria mentioned, and hwy exactly is this market often called unfriendly is 
expolred in the subsequent paragraph.  
  After the dissolution of the Soviet Union, the economic liberalization and the dismantling of the 
planning mechanism have shaken the local markets´ former institutional foundations (Hulten 2006). In the case 
of Ukraine, which gained its independence on 1st December 1991, the whole country was shaken. The 
privatization process went on very slowly, and Ukraine still has a continuing weak market system (Akimova 
2000; Filatotchev et al. 1999). One of the major obstcles is that privatization and restructuring of former state-
owned enterprises have taken place in regions with a historical hostility towards private business (Hultén 2006). 

The privatization process in Ukraine is shortly described by Filatotchev et al. (1999) as follows: “In Ukraine, the 
government has exhibited an intermediate, stop-start commitment to privatization. Moreover, it seems likely that 
in Ukraine (…), companies to be privatized were carefully selected by incumbent managers with strong political 

contacts. Rather than engaging in entrepreneurial actions to improve efficiency, these managers entrench 
themselves and resist reform by relying on their contacts in government and a continuing weak market system. 
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This continuation of slack rules of the game (...) may mean that such managers initiate destructive 
entrepreneurship involving the personal appropriation of the firm´s resources”. Pleines´ work (2005) on 

informal influences of the Ukrainian economic policy in the period from 1992-2004 gives a good insight in the 
privatization process, and confirms Filatotchev´s findings nearly 10 years later. Moreover, Ukraine has failed to 
attract foreign investments and is considered to be Europe’s forgotten economy (Dean 2000, in: Hulten 2006). 
“The country turned into a command economy with capitalistic characteristics” as a result of half-hearted and 
contra-productive reforms by the self-perpetuating interests of reformers (Dean 2000, in: Hulten 2006).  
 
Barriers highlighted in literature 
The introduction of the particularites of the business enviroment in Ukraine shows the need for research on the 
numerous problems that might hinder SMEs development in a transiton market. The antecessor of research on 
barriers, Stephen Hymer, presented an approach to cluster the different constraits. In order to get a basis for a 
new framework, his work as well as later research on this topic is presented, clusterend and analysed in the 
follwing section.  
  In the late 1950´s, Stephen Hymer introduced the expression of “barriers to international operations” – 
which in other words means the issues a company from abroad has to overcome in order to effectively compete 
with national companies (Kutschker, Schmid 2002). His work focuses on foreign trade as well as foreign direct 
investment (FDI) and can be seen as forerunner of the resource based approach of strategic management. In 
Table 1, some of the main barriers ton international operations identified by Hymer are presented. 
 

TABLE 1: MAIN BARRIERS TO INTERNATIONAL OPERATIONS,  
ADAPTED FROM HYMER (HYMER 1976, IN: KUTSCHKER, SCHMID 2002). 

 
Barriers in the foreign market Description 

 Lack of information The entering company may have minor information 
regarding the economic, political, legislative, cultural 
and socio-cultural background of the host country. 

 Restrictions by authorities the foreign country might impose restrictions on 
entering firms; relationship with clients and suppliers 
have to be created. 

 Risk of exchange rate  
 Higher information- and communication 

costs for foreign companies 
 

 

 Misunderstanding costs Due to a lack of intercultural and language expertise, 
problems might emerge. 

 
 

Nearly 60 years later, Stephen Hymer´s concept may need some refinements due to new insights from 

research. Moreover, there currently is no overall framework available which would allow a cohesive 
classification of barriers. It is suggested (Leonidou 2004) that research on the subject suffers from a number of 
deficiencies due to that reasons: First, it is too fragmented; which means thatit gives only a partial examinaton of 
barriers, neglecting in many cases other barriers which can also effect on firm´s development. Second, no 

detailed understanding of the specific nature and the relative impact of each barrier on development is given.   
 
Clustering of barriers 
To develop a new and cohesive framework, several previous representative studies to categorize barriers are 
consolidated in Table 2 for a first overview. The different studies are then discussed and their usefulness for new 
framework is analysed. The first approach of Leonidou (2004) clusters barriers according to their origin in 
internal and external barriers. His analysis provides a first starting point for further analisis of external barriers 
according to the focus of the present paper. The second study by Neupert et al (2006) uses a time-related 
approach stating that problems are different in the start-up phase to the problems that occur in the on-going 
daily business. This approach is useful for the present paper which focuses on problems in the business 
development of SMEs, because it shows the relevance to distinguish between entry and ongoing problems. The 
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classification in formal barriers and informal constraints can be seen as the mainstream of recent research on 
barriers. Three representative theories labelled institutional based approaches have been selected to present on 
the one hand, the development of theories in this category, on the other hand to underline both the theoretical 
and practical implications of institutional based concepts. Study (3) presents the work of Danis and Shipilov 
(2002), study number (4) from Peng (2003), and the complex model by Aidis and Sauka (2005) is presented in 
approach number (5). The studies number (6) by Pissarides, Singer and Svejnar (2003) and number (7) by Fogel 
and Zapalska (2001) represent the (for this paper) so called eclectic approach. These studies provide interesting 
additional insight in problems of SME development in the transition context, as, on the one hand, the clustering 
of barriers was developed according to the results of the conducted research, or, on the other hand, a different 
framework which allows the introduction of numerous constrainst, is used. A pragmatic approach is used in 
international strategic management theory to select and rank markets according to their attractiveness and risk. 
The Business Enviroment Risk Index (BERI) as one of the most popular concepts is presented in approach 
number (8) to give additional insight, althoght the practical relevance (and the scientific support) of these index-
related practical methods for SMEs varies. The comprehensive overview on the different methods to cluster 
barriers forms the basis for section three in which a new framework for Western SMEs internationalizing into 
transition countries is developed. As already stated above, Table 2 introduces the following analisis of relevant 
studies with a general overview.  
 

TABLE 2: WAYS TO CLUSTER BARRIERS IN EXISTING RESEARCH.  
 

N
o
. 

Author(s) When Name of 
approach 

Focus/ Barriers 
expolored 

Origin of 
barriers 

Method Journal 

1 Leonidou 2004 Origin - 
orientated 

Internal/ External 
Barriers 
(Barriers hindering 
SME export) 

Origin: 
Internal vs. 
external 

Review of 32 
empirical 
studies. 
“rankings” 

JN of Small 
Business 
Management 

2 Neupert et 
al. 

2006 Time-related Initiating vs. on-
going problems  
(SME export 
challenges in EM) 

Time-
related 

29 cases, 
comparative 
cases 

JN Small Business 
and Enterprise 
Development 

3 Danis, 
Shipilov 

2002 Institution-
based 
approach 
(formal vs. 
Informal 
barriers) 

Systemic and 
historical/ Cultural 
and societal/ 
economic and 
policy 

Origin:  
External 

Search for 
factors that 
influence 
entrepreneurial 
development in 
Hungary and 
Ukraine; 
comparative 
study  

JN of 
Developmental 
Entrepreneurship 
 

4 Peng 2003 Institution-
based 
approach 
(formal vs. 
Informal 
barriers) 

Regulative/ 
normative/ 
cognitive pressures 

Origin: 
external 

Conceptual 
paper focusing 
on the influence 
of institutional 
development on 
strategic choices 

Academy of 
Management 
Review 
 

5 Aidis, 
Sauka 

2005 Institution-
based 
approach 
(formal vs. 
Informal 
barriers) 

Formal /Informal/ 
Economic/ Other 
barriers 
(Constraints on 
SME development 
in transition eco.) 

Origin:  
external 

Review of 35 
empirical 
studies; 
analyzes  which 
constraint is 
most important 
at different 
transition stages. 

2nd Inter-RENT 
Online Publication 
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N
o
. 

Author(s) When Name of 
approach 

Focus/ Barriers 
expolored 

Origin of 
barriers 

Method Journal 

6 Pissarides 
et al. 

2003 Eclectic 
approach 

Current production 
and expanding 
production 
(Barriers in 10 
areas of operation; 
clustering acc. to 
the results of 
survey 

Origin: 
external 

Ranking of 
absolute and 
relative 
importance of 
constraints; 
empirical study 
in Krasnodar 
Region (Russia) 
and Bulgaria 

JN of Comparative 
Economics 

7 Fogel, 
Zapalska 

2001 Eclectic 
approach 

Financial / non-
financial / socio-
economic / 
entrepreneurial and 
business skills/ 
policies and 
procedures  

Origin: 
Internal/ 
external 
(Business 
environemn
t for 
entrepreneu
rs) 

Comparison of 
SME 
development in 2 
CEE countries 
regarding 
selected external 
envriomental 
factors 

Comparative 
Economic Studies 

8 BERI-Index  Other, 
practical 
approach 

Operation Risk/ 
Political Risk/ 
Remittance Factors 

Origin: 
External 

Country-Risk 
Rating based on 
objective data 
and subjective 
opionion of 
selected experts 

Private Institution in 
Geneva 

 
(1) Internal vs. external problems 
In early SME internationalization research, the focus lied on analyzing firm-specific, “internal” problems which 
were though to lead to financial deficiencies. Miesenböck (1988) was on of the first defining export problems 
for SMEs with regard to resource constraints, organization deficiencies, and managerial limitations. Later on, 
did a comprehensive classification of export barriers, analyzing 39 barriers extracted from a systematic review 
of empirical studies,. In his work, a distinction between internal and external barriers is given. Internal barriers 
are associated with exporting organization´s resources and capabilities as well as their approach to exporting. 
External barriers include constraints caused by the home and/or host environment. Foreign rules and regulations, 
tariff barriers, and different customer habits are included. Additionally, internal barriers were divided into 
informational, functional and marketing barriers; external barriers are clustered being either procedural, 
governmental, task, or environmental orientated (Leonidou 2004).  

For the presesent study with the focus on external environemental problems, Leonidou´s analysis 

provide a useful basis and therefore, a more detailed description is required. Procedural barriers include three 
items: First, unfamiliarity of the prospective entrant with techniques and procedures, mainly documentation, in 
the host market. Second, problematic communication with foreign customers could pose certain chellenges. This 
might be due to large geographic and psychological distance with goes hand in hand with cultural divergence 
and thus promotes misunderstandings. Furthermore a sometimes poor communication infrastructure (telephone 
connections,...) might be problematic. Finally, a major issues is the potentially slow collection of payments from 
abroad. Governmental barriers refer to actions or interactions of the home government of the internationalizing 
firm. Including lack of home government assistance/ incentives for exporting, and unfavourable government 
rules and regulations in the home country, home government barriers are also part of the international 
environment. In recent research (Armario et al. 2008), this is, on the one hand, shown by comparative analyses 
of different home countries´ s environment. On the other hand, the necessity to distinguish between home and 
foreign country´s governmental barriers becomes more obvious.  
 In his analysis of task barriers, Leonidou (2004) adopts an export orientated approach and focuses on 
different customer habits and attitudes plus competition in the foreign market. The arguments for including the 
very specific cluster “task” barriers in his cluster appears in his summary, when he states that “the impact of 
export barriers is shown to be situation-specific (…)”. Environmental barriers include eight barriers, referring 
mainly to the economic, political-legal and socio-cultural environment.  
 
Environmental barriers include eight subjects, referring mainly to the economic, political-legal and socio-
cultural environment of the host country. These are summarized in the Table 3. 
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TABLE 3: ENVIRONMENTAL BARRIERS, ADAPTED FROM LEONIDOU (2004) 

 
1. Poor economic conditions in the 
host country 

 High foreign depts 
 High inflation rate 
 High level of unemployment 

2. Currency exchange risk  Unstable exchange rate 
 Revaluation of exporter´s currency 
 Unconvertible foreign currency 

3. Political instability in the host 
country 

Economic factors:  
 Low per-capita income 
 Inflationary trends 
 Foreign debt 

Societal factors:  
 Religious fundamentalism 
 Ethnic tensions 
 Corruption 

Political factors:  
 Authoritarian regime 
 Conflicts with neighbours  
 Military control 

4. Rules and Regulations  Entry restrictions by the host nation 
 Price controls 
 Special tax rates 
 Exchange controls 

5. Tariff and nontariff barriers  Administrative subtleties (uncontrolled customs: arbitrary tariff 
classification) 

 Quotas and embargos 
 Customs administration (uncontrolled customs: uplifting 

invoice value) 
6. Business Practice  Reluctance to take risks 

 Ways to negotiate 
7. Socio-cultural particularities  Religion 

 Values 
 Attitudes 
 Manners and customs 
 Aesthetics 
 Education 
 Social organization 

8. Verbal and Non-verbal 
language differences 

 Communication problems 

 
(2) Initiating vs. on-going problems 
In barriers-related research with the focus on export companies, it is shown that the problems faced by Western 
SMEs at different stages of involvement in emerging markets vary. At first, overseas opportunities have to be 
identified, export plans have to be documented, and start-up costs have to be taken into account. During the 
process of establishing the company in the new market, problems include representation, servicing, differences 
in consumer behaviour and standards, securing payment, and the costs caused by these matters (Tesar, Tarelton 
1982, in: Neupert et al. 2006). Albaum and Bannock as well as Scharf et al. support these findings (Albaum 
1983, in: Neupert et al. 2006; Bannock 1987, in: Neupert et al. 2006). Finally, Scharf et al. Presented the 
distinction between initiating problems and on-going problems (Scharf et al. 2001, in: Neupert et al. 2006).  

Neupert, Baughn and Dao (2006) based their study on the literature cited above. They used a 
qualitative approach involving the in-depth investigation of a critical incident. Managers were asked about the 
“worst nightmare” they experienced in conducting international business. They found that for the most part of 
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problems in the starting phase, such as understanding logistics or customs documentation, it is to state that once 
these problems have been encountered, they are not likely to be repeated, since managers adjust their policies 
and procedures to anticipate and to avoid such problems in the future. For permanent potential pitfals such as 
foreign government bureaucracy, cultural differences and business risk, companies can only adjust their policies 
and procedures to abetter foresee these situations. In case they cannot be avoided, managers have to learn how 
to effectively deal with them when they occur (Neupert el al. 2006).  

For the present paper, the focus of interest lies on ongoing problems likely to come up in daily 
business, excluding market-entry related issues, since it is assumed, that entry problems appear in the start phase 
only and can be solved, but the ongoing problems are challenging the company every day.  
 
Institution-based approaches (formal vs. informal barriers) 
The classification in formal barriers and informal constraints, based on North´s (1990) institutional theory, can 

be seen as the mainstream of recent research on barriers. The development of theories in this category can be 
retraced by analyzing the work of Danis and Shipilov (2002) and Peng (2003), followed by the complex model 
by Aidis and Sauka (2005). Further variations of this concept include attitudes, values and culture (Van de 
Mortel 2002, in: Aidis, Sauka 2005) or demand and supply conditions, the degree of competition and the state of 
the infrastructure (Acs, Karlsson 2002, in: Aidis, Sauka 2005). The institutional concept has various practical 
implications, too, as it is also used for the creation and analysis of indicators by the European Bank of 
Reconstruction and Development (EBRD).  
 
(3) Institution-based approach by Danis and Shipilov (2002) 
For a comparative study on entrepreneurial development in Hungary and Ukraine, Danis and Shipilov (2002) 
grouped the influencing factors regarding formal and informal barriers into three categories. Altought they admit 
that these categories may overlap, they use their framework as a useful starting point to consider the issues at 
hand. Their categories are described in Table 4.  
 

TABLE 4: CATEGORIES OF BARRIERS, 
ADAPTED FROM DANIS AND SHIPILOV (2002) 

 
Category Type Barriers 

1. Systemic and 
historical factors 

Political system 
Economic system 
Key historical legacies 

 Bureaucracy, slow decision making 
 Minimum resource perspective 
 Non-market forms of competition 

(taxation,...) 
 Lack of experienced people 

2. Cultural and 
societal factors 

Deep-seated values 
Beliefs 
Assumptions 
Societal characteristics 

 Negative stereotypes of entrepreneurs 
 External locus of control 
 High level of uncertainty avoidance 
  

3. Economic and 
Political factors 

Economic events 
Economic circumstances 
Economic policies 

 Short term orientation of entrepreneurs 
 Information as a scarce resource 
 

 
Whilst the table above shows the theoretical foundation and general explanations on their findings, Danis and 
Shipilov´s (2002) results clearly indicated that there are notable differences in the development of 
entrepeneursip in Hungary and Ukraine, with the latter being country of interest in this paper. This study was 
presented in 2002 and can be seen as a predecessor of later research where the different transition stages are also 
taken into account.  
 
(4) Institution-based approach by Peng (2003) 
Peng (2003) develops a two-phase model of market-oriented institutional transitions. This model focuses on the 
longitudinal process, which develops from a relationship-based, personalized transaction structure (network-
centered) to a rule-based, impersonal exchange regime (market-centred). The three main pillars of his concept 
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are presented in Table 5. He follows the theories of North (1990) with the definition of institutions as the 
humanly devised constraints that structure human interaction. They are devided in formal rules (laws, 
regulation) and informal constraints (customs, norms and culture).  
 
 
 
 

TABLE 5: THREE TYPES OF INFLUENCING FACTORS OF THE BUSINESS ENVIROMENT, 
 ADAPTED FROM PENG (2003) 

 
Classification Types of barriers 

 Regulative Pillar 
 Normative Pillar 
 Cognitive Pillar 

Formal rule system 
Legitimate means to pursue valued ends 
Believes and values of social actors 

 
Peng (2003) assumes that in different stages of institutional development, the influence of regulative, normative 
or cognitive pressures on different types of firms varies. For the present paper, his focus on foreign entrants 
seems to be interesting. For the early stage of transition, foreing entrants coming from developed economies 
have a strong cognitive pressure to follow the same market-oriented competition as they are used in their home 
countries. The regulative pressure for foreign entrants in EM is assumed to be moderate, but higher than for 
resident companies, as the host nation governments typically pay attention to the role of foreigners. The biggest 
influence on foreing entrants in this stage is the normative pressure: the companies are used to follow their 
home-country norms, and also want to be within the host country norms.  
 
(5) Institution-based approach by Aidis and Sauka (2005) 
Aidis and Sauka (2005) focus on barriers that hinder SME development in transition countries. Transition 
economies develop at different pace. Therefore, the authors state that cross-country comparisons have to be 
handled carefully. As already mentioned, at different transition stages of the host country, SMEs are confronted 
with different barriers. The cornerstones of this study which are presented in Table 6 are based on institutional 
classifications in formal and informal barriers and adds economic factors. A further category to include factors 
that do not fit in the other three categories is labelled as other.  
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TABLE 6: CATEGORIES OF CONSTRAINTS, ADAPTED FROM AIDIS, SAUKA (2005) 

 
Type of Barriers Barriers 

Formal barriers   High taxes 
 Government intervention in economy  
 Policy instability/ uncertainty 

Laws and regulations:  
 Frequent changes 
 Non-transparency 
 Unpredictability 
 Operation, customs and trade regulations 
 Accounting standards 
 Business registration 
 Business inspections 
 High social security payment 
 Poorly functioning state 

Lack of state support: 
 Information for SME 
 Need for specific consulting advice (Marketing, 

financial, psychological) 
 Lack of SME policies 
 Financing structure 

Informal barriers  Payment behaviour of clients 
 Rent-seeking through inspections 
 Motivation/ quality ethics 
 Bureaucracy 

Poorly functioning state:  
 Business security 
 Organized crime, mafia 

Implementation of business regulations:  
 Consequences of responsible officials attitudes 
 Lack of state support (attitude state towards business) 

Economic factors  Macroeconomic instability (inflation)  
 Old equipment 
 Shortage of qualified workers 
 Shortage of qualified managers 
 Cost of loans, interests 
 Loan application 
 Unfair competition 
 Strong competition 
 Low product demand 
 High input prices 
 Procurement problems 
 Business training 

Other All barriers that do not fit in the 3 categories above 

 
Danis and Shipilov (2002) as well as Peng (2003) can be seen as the ancetessors of following works on these 
topics. They provided a stable background which was used and amended by following research. While 
implications for further research can be drawn (Aidis, Sauka 2005), there are several limitations to the 
comprehensive concepts. In the classification of barriers, a barrier can sometimes belong to more than one 
category – in this case, in-depth qualitative studies would help. Furthermore, it is hard to make cross-country 
comparisons, due to a difficult clustering in transition stages, which may be somehow not correct. To sum up, 
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there is much ground for future research. Aidis and Sauka (2005) suggest implementing a more quantitative, 
meta-analysis approach base.  
 
Eclectic approaches 
To structure the potential barriers for SMEs in transition economies, Pissarides, Singer and Svejnar (2003) use 
an eclectic approach for their work on objectives and constraints in Russia and Bulgaria. As they asked for the 
most severe constraints in ten areas of current operations, they did their clustering according to the results of 
their research. Fogel and Zapalska (2001) develop for their research focus on SME development in transition 
countries a different framework which, comparable to Pissarides approach, also allows the introduction of a 
numerous different constraints. These approaches labelled eclectic approaches in the present paper are described 
below, as the provide interesting additional insight in SMEs problems in the transition context.  
 
(6) Eclectic approach by Pissarides, Singer and Svejnar (2003) 
Pissarides, Singer and Svejnar (2003) asked for the factors that affect the ability of the firm to carry out existing 
production in the respective country as well as for the issues that influence the firm’s ability to expand 
production. Their results indicated, that several constraints are viewed almost uniformly as greatly restricting 
SME operations in the transition country, with the lack of an efficient banking system or/and high cost of 
external financing being ranked at the top of the list. The most frequently cited constraints in current operations 
are shown in Table 7.  
 

TABLE 7: RANKING OF CONSTRAINTS IN AREAS OF CURRENT OPERATION.  
ADAPTED FROM PISSARIDES ET AL. (2003) 

 
Area of current operation Barriers 

Production  Suppliers are not ready to deliver 
 Equipment is too old 

Expanding Production  Financing problems 
 Taxes 

Obtaining technology  Level of interest rates 

Procurement of non-labour inputs  Prices of local goods change unpredictably and frequently, prices 
of imported goods are too high 

Sales   

Obtaining financing  Level of interest rate 

Securing infrastructure  Getting land, office space, building 
Regulation and Taxation  Value added taxes 
Labour  Labour regulations: trade unions 
Business services   
 
This approach helps to extend the somehow theory-centred approaches from the authors cited above. It is shown 
that in specific country contexts, this eclectic approach could give useful additional insights by including 
subjects relevant for operative tasks. Furthermore, this concept shows the practical importance of the factor 
finances. This issue emphasizes to be neglected or considered with minor interest in other studies, although 
practical evidence might still show a different picture.  
 
(7) For a comparative study of SME development in Hungary and Poland, Fogel and Zapalska (2001) use a 
concept integrating five groups of external variables of the business environment that influence SMEs. These 
are shown in the Table below.  
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TABLE 8: FACTORS INFLUENCING THE ENTREPRENEURIAL DEVELOPMENT.  
ADAPTED FROM FOGEL AND ZAPALSKA (2001) 

 
Influencing Factors on SME development Barriers 

 Financial Lack of venture capital 
Few alternative sources of financing 
Hardly any access to low cost loans 
unwillingness of financial institutions to finance SME 

 Non-financial Few general support (for R&D,…) 
Strong network structures 
Few tax incentives and exemptions 
Inefficient transport and communication facilities 

 Entrepreneurial and Business Skills Lack of training 
Lack of business education 
Difficult access to information 

 Socio-Economic Condition for SME Negative public attitude toward entrepreneurs 
Lack of presence of experienced entrepreneurs 
extent of economic growth 

 Policies and Procedures Requirement for many registrations and licensing 
High numbers of institutions to report to 
Rules and regulations in general 
Inefficient laws to protect property rights 

 
This concept also includes a financial perspective. The authors underline the importance of this factor in the 
results of their study. High interst rates, the problem of high inflation which contributes to a lack of confidence 
in the value of money, or banks that are reported to be extremely inefficient in their transfer of money are key 
factors for daily business. In some transition countries, simple bank transactions may take several weeks and 
banking regualtions might be unsatisfactory. A poorly developed and inefficient banking system was, according 
to their study, one of the main obstacles for SMEs in Hungary and Poland to grow and develop further. The lack 
of venture capital and unfavorable credit terms to SMEs are ranked among other important difficulties.  
 
Other approaches 
 
When clustering barriers, researchers adopt different methods. A pragmatic approach is used in international 
strategic management theory to select and rank markets according to their attractiveness and risk, for example 
the Business-International-Country-Rankings, Institutional-Investor-Country-Rating, Political-Risk-Services-
Ranking, (Kutschker, Schmid 2002), the Corruption Perceptions Index (CPI) or the Growth Competitiveness 
Index (GCI) (Welge, Holtbrügge 2006), to name but a few. Some of the indices are also used for scientifical 

research, e.g. the Business Environment Performance Survey” (BEEPS). This comprehensive set of indicators, 
and also the World Bank´s Doing Business Indicator, have both been used in former work on barriers (Aidis, 
Adachi 2007). The usefulness of these instruments for a SME is limited: there is an overflow of information 
which is not relevant for a SME, and the measurement methods focus on market-entry related problems but not 
that much on problems encountered in daily business. Furthermore, some indices are created by using the 
subjective opinion of experts only. Nevertheless, in order to complete the overview on methods to cluster 
barriers, one of the indices is described as example in the next paragraph.  

 
(8) Other approaches: the BERI-Index 
The Business Environment Risk Index (BERI) is one of the most popular concepts. The system focuses on 
numerical assessments (historical, present, and future) of selected countries for international executives. The 
rating standards employed were refined in the 1960s and 1970s and offer comprehensive assessments of 
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operating conditions, political risk, and the foreign exchange/ external accounts position for 50 countries. Three 
perspectives are combined in a composite score: The Operation Risk Index (ORI), the Political Risk Index 
(PRI), and the Remittance and Repatriation Factor (RF), combining 20 quantitative and 29 qualitative variables. 
(www.beri.com; Kutschker, Schmid 2002; Welge, Holtbrügge 2006). However, the BERI is also criticised since 
it is neglecting the importance of the industry and company-related aspects. The main elements of the BERI are 
shown in the table below. 
 

TABLE 9: PRACTICAL APPROACH TO CLUSTER BARRIERS ACCORDING TO THE COMPOSITE 
SCORE OF THE BERI. ADAPTED FROM WWW.BERI.COM 

 
Perspectives of the index Type Barriers 

Operation Risk Index (ORI)  General 
background 

 Economic 
growth 

 Bureaucracy 

Political Stability 
... 
 
 

Political Risk Index (PRI)  Political 
leadership 

 Religion 
 Mentality 
 Parties 

 
 
 
 

Remittance and Repatriaton Factor  Transfer risk  
 
1. Developing a new framework  
Judging from the different approaches in the previous section, a general agreement of the importance of the 
institutional factors formal rules and informal constraints can be found. Table 10 gives an overview of this 
comparison. But are these two factors reflecting all of the various influences on foreign SMEs in the transition 
context? Critical voices have to be raised against generalizing institutional problems as the concept is too 
comprehensive and somehow fuzzy (Dunning, Fortanier 2007; Estrin 2007), or overgeneralized (Peng 2003). 
Various authors (see section 2) then amended this concept; nevertheless, there remains some criticism. Table 10 
provides an overview of the different methods, highlighting the factors that they have in common. This table is 
also used to underline the emphasis of two additional factors in the newly developed framework.  

 
TABLE 10: OVERVIEW OF METHODS TO CLUSTER EXTERNAL BARRIERS. 

 
Leonidou  
2004 

Procedural 
Governmental 

 Task 
Environmental: Economic, political-legal and sociocultural 

Danis, Shipilov 
2002 

Systemic and historical 
Cultural and societal 
Economic and policy 

Aidis, Sauka 2005 Formal  
Informal 
Economic 
Other barrier 

Peng 
2003 

Regulative 
Normative 

 Cognitive pressure 
Pissarides et al. 
2003 

Eclectic: Barriers in 10 areas of operation; acc. to the results of survey 
 Financial issues being first.  

http://www.beri.com/
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Fogel, Zapalska 
2001 

 Financial 
Non-Financial 
Socio-economic environment 
Policy 

BERI-Index  Operation Risk 
Political Risk 

 Remittance Factor 
 
As shown in the eclectic (Fogel and Zapalska 2001; Pissarides et al. 2003) and practical approaches (different 
indices, e.g. BERI), financial issues play an important if not crucial role regarding the entry and further 
development of Western SMEs into a transition country. A poorly developed and inefficient banking system, 
unsatisfactory banking regulations, high interest rates, and the problem of high inflation, which contributes to a 
lack of confidence in the value of money, would place critical constraints on daily business life. Therefore, a 
newly developed framework for Western SMEs has to include the factor financial issues.  
 
Additionally, in order to prevent against the overgeneralization problem, a task issue is introduced in the new 
framework. This goes in line with the suggestions of Peng (2003) who suggests a task-oriented viewpoint. The 
theoretical concept of perception of the enviroment (Oreja-Rodrigues, Yanes-Estevez 2006) presented in the 2nd 
section also underlines this approach – enviroment is segregated into segments. These smaller parts of the 
general environment comprehend macro-economical and political issues as well as issues that influence 
company’s business life directly.  
 
Table 11 presents the shortened conceptual framework to examine barriers to Western SME development in 
transition economies derived from the analysis above. The model integrates four groups of variables of business 
environment: (1) Financial factors, (2) Formal rules, (3) informal constraints, and (4) task issues.  
 

TABLE 11: BARRIERS CLUSTERED ACCORDING TO THE NEW FRAMEWORK 
 

Barriers that affect Western SME 
development  
 

 Financial Factors 
 Formal Rules 

 Informal Constraints 

 Task related Issues 

 
This framework is explained below using the example of Ukraine, by frequently drawing on comparable 
findings in Russia.  
 
(1)Financial Factors 
Financial services (e.g. getting credit or the protection of investors) are considered to be underdeveloped. 
Bankruptcy laws are unclear, e.g. high costs for bankruptcy might hinder foreign SMEs to enter a country. 
Further, for Russia it is stated that bakruptcies are often used not to carry out the closure of an insolvent firm but 
rather as a means for hostile takeover2 (Aidis, Adachi 2007). For Russia, it is to state that corruption seems to be 
on the increase. Business owners frequently have to make some irregular payments or bribe for activities related 
to customs, taxes, licenses, regulations and services (Aidis, Adachi 2007).  
 
(2)Formal rules 
Formal rules include business regulation and administrative control. The taxation and legal system are also 
subsumed in this cluster. A multitude of different inspection agencies such as fire, health or sanitary is allowed 
to inspect business at any time and in different frequency and duraton. On average, various inspecting organs 
inspected a Russian small enterprise approcimately seven times a year (Aidis, Adachi 2007). In Russia, the Back 
tax bill allows tax inspectors a free hand to collect back taxes from any existing business for up to a 10 year 
period. Although it is argued that this law is limited to  - in the central government´s point of view- rogue 
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oligarchs, the signal for SMEs is not positive (Aidis, Adachi 2007). Another – for Western firms unknown – 
practice of Russian law allows tax authorities to take money they consider owed to them from the taxpayer´s 

account – without prior permission of the account holder (Aidis, Adachi 2007). Tax evasion which is practised 
in Russia is a good example for a malfunctioning legal enviroment. Under President Putin, the tax rate for small 
enterprises has decreased to a 15% flat tax on profits. Although this is lower than in many Western countries, 
business owners complain about it; on the one hand, they do not receive anything for their tax payment, on the 
other hand, tax evasion is quite simple to carry out while corrupt practices are tolerated (Aidis, Adachi 2007).  
 
(3) Informal constraints 
Informal constraints are usually customs and habits that can influence a firm´s development negatively. For 
Ukraine, the factors corruption and bribery belongs to this cluster. Informal constraints are also rooted in 
cultural factors and include elements of the social and historical environment to the extent as they influence 
business life. In the post Soviet Countries, for example, private ownership is still regarded negatively. As a 
legacy of the historical background, mistrust between market actors is also noted. Nowadays, career 
opportunism is high and the loyalty of employees toward companies is low.  
For Ukraine, this set of barriers includes a high degree of political instability. SMEs´ owners feel uncertainty 

due to the opportunistic behaviour of the government. The slow pace of reform and the fear to pull the country 
back to its isolationist past are barriers in this cluster.  
  Aidis and Adachi (2007) state, that in Ukraine, the informal economy will probably continue to form a 
substantial amount of the non-registrated entrepreneurial acivity. This leads to distorted official data on SME 
activity as well on hiding of output and tax evasion. Even foreign firms need business networks in order to 
operate successfully in Russia – these connections can be obtained by hiring a government relationship officer. 
This officer use his connections and give bribes in order to facilitate business operations (Aidis, Adachi 2007).  
 
(4) Task barriers 
This cluster comprises factors referring to the macroeconomic instability – as long as they concern the company 
in question. A deficient infrastructure, the lack of market information or a scarcity of certain key resources are 
subsumed in this cluster. The factors included in this section are situation-specific, which underlines the paper´s 

subjective and perception-orientated approach.  
 
2. Data and Methodology 

 
Research regarding the transition context 
Research in transition economies faces some difficulties (Akimova 2000; Hallen, Johanson 2004; Hoskisson et 
al. 2000; Wright 2008). For empirical research, researchers (Hallen, Johanson 2004; Hoskisson et al. 2000; 
Wright 2008) state that there can be sampling and data collection problems, difficulties in measuring firm 
performance, and some timing issues. Conventional sampling techniques can pose problems due to questionable 
data, which is why great care is required in assessing their accuracy. Researchers in transitional countries 
(Filatotchev et al. 1999) may find that e.g. in Russia there is no institutional body collecting data, publishing 
statistics of the industries, their size, the regional distributions of privatized enterprises, ect., which means 
information for market analysis is not available. And even if data exists, performance measurement may not be 
based on conventionally used market standards (Hoskisson et al. 2000). For Ukraine, Akimova (2000) found 
that “hard data across measurement of performance for a large number of enterprises is unavailable3

”. 

Furthermore, it is to state that management theories designed for developed market economies may not be 
appropriate for emerging economies (Hoskission et al. 2000). Hoskission (2000) mentions Theory development 
can be problematic when tests of hypotheses and research instruments developed and used in developed markets 
are used in emerging economies. Then, transition economies are not homogeneous or a clearly identifiable 
group (Hoskisson et al. 2000) – in recent research, the importance of single country studies is emphasised. 

In summary, it is to state that the different country context must be taken into account (Hoskisson et al. 
2000). Additionally, as the essential characteristics of emerging markets is that their economy is dynamic and 
that it is generally necessary to take account of changes in the environment, a major need for longitudinal 
studies is observed (Hoskission et al. 2000). Hoskisson et al. (2000) also state that “there is an important need 
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for the  development of a case study approach in research in emerging economies”. According to Yin (1994), 
case stuudies are useful when the researcher starts from explorative questions such as how and why, which 
woould be the case in throughouly investigating how deeply the different barriers influence the performance, 
growth and development of foreign SMEs in Ukraine. As for theory development based on the date generated 
by case studies, Eisenhardt and Graebner (2007) provide theoretical background that might be useful in an 
emerging market context.   
 
Literature review 
 
The multitude of approaches to research in transition countries has been shown in the previous sections. The 
different foci´ include: the origin of the problem (internal/ external), the timeline in the process of 
internationalization (obstacles in the start-up period or later), or company related problems. Concerning the 
environmental context, of the possibilities of research include single country studies, comparative studies of two 
or more countries and studies of problems for national SMEs and foreign SMEs. To synthesize the findings, the 
most appropriate way seems to be a systematic literature review.  

To grant the robustness of the developed framework developed in this paper on the basis of an 
extensive literature review, the following actions have been taken: a prospective study design has be chosen 
which includes a detailed documentation of the research process. Relevant journals were chosen in advance, and 
analyzed according to the guideline stated above. In order to generate a systematic literature review, the 
guideline was used to structure the problem. The reviewed journals and the criteria for the In/out decision were 
be pre-defined, which is described in the latter.  

The studies and articles used as basis for the present paper were taken from academic journals 
specialized in the fields of Small Businesses and Emerging Markets: Multinational Business Review, the 
Journal of Business Venturing, the Journal of Small Business Management, the Journal of East-West Business, 
the International Journal of Business and Emerging Markets, the International Journal of Business 
Environment, and the Journal of Internaional Business Studies. The issues of the last three years were revised 
completely, while the rest of the journal were searched by keywords: Barrier,Obstacle, Constraint, Emerging 
Market, Transition, Ukraine, Business Environment, Small Business, and Entrepreneur. Moreover, basic works 
on the subject of highly regarded academics in the field were added. The papers included were analyzed 
critically. The barriers that are described in these papers were catalogued in a first steop. Their in-depth analysis 
according to the questions stated below forms the basis for the new framework. 
 

 Which studies exist in specific literature? 
 Which barriers are mentioned? 
 What is the centre of interest in the studies: country (single-country study, a comparison of different 

countries,…), institution, industry? 
 Are the barriers encountered clustered, and, if yes,how? 

 
3. Conclusions and Limitiations 
 
The aim of the present paper was twofold: first, to provide a strucured overview of the relevant literature on 
barriers, and second, to develop a new, cohesive framework for the analysis of barriers for Western SMEs 
entering transition countries. After conductiong an in-depth literature review, a systematic structur of the 
barriers mentioned in existing research was created.  

The new framework classifies barriers into financial barriers, formal rules and informal constraints, 
and a task issue. There is a multitude of barriers for SMEs in the transition context, and the relative importance 
of each barrier varys from case to case. However, recent results indicate the importance of financial barriers, and 
the need to adopt a task orientation. 
  Additionally to the challenges of economic research in transition countries mentioned above, it is to 
state that due to the lack of studies on foreign Western SMEs into transition countries, studies on barriers for the 
SME sector in general in these countries have been used. This can cause problems, maybe there are different, 
additional problems. 
  Due to the method employed, it should be noted that the anaysis has an exploratory character. Since 
there are a wide variety of possible scenarios regarding barriers on intry in the context presented in this article, 
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further resarech using in-depth case studies may provide useful insight sinto the complexity of ths subject. 
Additionally, as the essential characteristics of emerging markets is that their economy is dynamic and that it is 
necessary to take account of changes in the environment, the need for lonitudinal studies is obvious.  
 
 
 
General Studies on Barriers in Transition Countries – at a glance 
 

 First studies on barriers appeared in the mid-1960, with a “peak of research” on export in the 1980s and 

1990s. Research on transition economies started after the collapse of communism and the fall of the 
Berlin Wall in 1989. 

 Internationalization research in transition economy mostly focused on MNCs, with a shift of interest to 
SMEs in the last few years.  

 SME research in transition economies was started with mainly economic interest.  
 For reserearch on the internationalization of SMEs, basing on the popular stage concept, export lies in 

the centre of interest. 
 There are comparative studies between countries, few interest lies on the difference between industries.  
 The transition country “of most interest” cannot be identified. Three groups of countries appear: the 

new member states of the European Union, research with focus on Russia, and research on the other 
remaining countries of the former Soviet Union.  

 Growing interest lies in the home country background of the internationalizing firm; there are studies 
on SMEs from transition countries into other countries.  

 Data collection problems and measurement difficulties are characteristic. This leads to support 
qualitative analyse. 

 Research instrument was the questionnaire.  
 Sample size: varied. 
 The number of barriers identified ranged widely, depending on the framework and method used, and 

the research question. 
 Barriers were measured according to different measurement systems, including check-list and rankings. 
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End Notes 

 
1 In 2007, the EBRD Transition Report identifies 29 emerging economies. There are 8 countries in Central Eastern Europe and the Baltic 
States, 8 countries from South-eastern Europe and 13 countries in the Commonwealth of Independent States (CIS) and Mongolia. Transition 
Report Update 2007, London, EBRD, www.ebrd.com/pubs/econo/tru07.htm 

 
2 Following the World Bank doing business indicators 2006, Ukraine takes compared to Russia and other CIS countries the last position 
(Aidis, Adachi 2007). 
 
3 To solve the problem of unavailable hard data, subjective measures of performance are commonly used in research (Akimova 2000).   

http://www.ebrd.com/pubs/econo/tru07.htm
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Abstract 
 
This paper explores linkages between economics, society and nature as complex adaptive systems in a world of 
uncertainty. To understand that these self organizing systems exist in equilibrium, dependent on feedback loops, is to 
understand that as humanity destroys system equilibrium we push the entire system to the edge of criticality and 
perhaps chaos.  
Thoughts of some environmental thinkers are reviewed for a perspective on the meaning of true sustainability, where 
it may lead and how we must redesign human systems to adapt to a sustainable world.  The authors believe holism 
exists; that similarities with other fields of study exist in the environmental issues of today; and, that ideas and 
solutions may be also found in unexpected places. Although no recommendations are made it is hoped that interest is 
stimulated in answering the question when are we going to act collectively to address some of the present day myriad 
issues.  
 
Keywords: Sustainability, systems thinking, holistic management, cradle to cradle, the natural step, ecology of commerce, 
economic feedback loops, wealth indicators 
 
“The earth belongs to the living ... no man can by natural right oblige the lands he occupied, or to the persons 
who succeed him in that occupation, to the payments of debts contracted by him. For if he could, he might, 
during his own life, eat up the usufruct of the lands for several generations to come and then the lands would 
belong to the dead and not to the living”. - Thomas Jefferson, 1789 
 
Introduction 
 
Warnings of ecological catastrophe, brought about by mankind‟s influence on the biosphere, have been with us 

since Thomas R. Malthus (1798) wrote “An Essay on the Principle of Population.” Forecasts of imminent doom 

have been avoided using human ingenuity to forge new technologies and exploit new frontiers; however, as we 
enter the 21st century concerns for the biosphere are common. The United Nations (1972, p. 1) Stockholm 
Conference is now a quarter century in the past, yet the following portion of the 3rd Proclamation illustrates how 
little has changed. 

“We see around us growing evidence of man-made harm in many regions of the earth: dangerous 
levels of pollution in water, air, earth and living beings; major and undesirable disturbances to the ecological 
balance of the biosphere; destruction and depletion of irreplaceable resources; and gross deficiencies, harmful 
to the physical, mental and social health of man, in the man-made environment, particularly in the living and 
working environment.”  

This paper examines issues and ideas associated with sustainability: the complexity and 
interrelationships of sustainability, and similarities with other scientific issues. The fact that ecological problems 
persist indicates a relationship with the workings (and failings) of the individual and collective (societal) human 
mind.  It is the view of the authors that unless determined leadership combined with grass roots demand drives 
appropriate solutions ecological crises are inevitable.  We believe holism exists; that similarities with other 
fields of study exist in the environmental issues of today; and, that ideas and solutions may be also found in 
unexpected places. The pressing questions remains unanswered - “when will we act collectively, as a society, to 

address the sustainability issue and what will be our approach?” 
However, in spite of inaction or slow progress today there is cause for optimism, for in the end, a 

sustainable biosphere is possible. Necessary ideas and technologies exist; reluctance to face the forces of change 
and the uncertainties involved holds us back. Among reasons for optimism perhaps the best is the thought by an 
unknown author that „the best a pessimist can hope for is that his prognostications come true‟. The thought must 

surely motivate many dedicated environmentalists and greens, including those mentioned in this paper.  
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1a. Outline and Scope 
 
The topic is vast and diverse, the themes and sub-themes debateable and there is always a chance to miss an 
important contribution. Therefore, at the very outset, we would like to shed some light on how we selected the 
papers we reviewed in an attempt to find an answer the question above.  

We believe that the time is past that mankind can separate social, economic and ecologic factors; if we 
do not find and utilize a method on unifying their action we imperil our world. For this very reason various 
diverse issues are explored in this paper and a holistic approach suggested. 

It might appear that the selection of the papers was random and to some extent that is true. There is no 
dearth of literature and researchers who have predicted the environmental crisis that we face today decades ago. 
The signs were there and the advice was available, but we failed to act and we continue to watch from the 
sidelines. Why do we find ourselves in such a situation where decisions to be sustainable are not taken? We 
examine this issue by delving deeper in the following sub-themes: 

 Is it because the definition of “sustainability,” though introduced over 30 years ago, has failed to get 

translated in a way that provides guidance to individuals, businesses, government, society (in general)? 
Or is it just too complicated to be understood? Or the definition fails to integrate the effort required to 
be sustainable? 

 Do we need to understand sustainability from a systems perspective to achieve the integrated response? 
Perhaps true because when we have encountered a disruption in our environmental systems, we have 
acted. One could think of a number of incidents that led to corrective actions. 

 Some believe that corrective actions can be driven by markets. But the track record of market forces is 
in question. One of the reasons being that markets are economic constructs and still measure their 
success through economic results. Profits and the bottom line are critical measurement tools for 
markets and businesses.  

 Is it lack of measurement tools for the environment that acts as an obstacle? A review of literature 
reveals that this is not the case. While some tools have existed for a while, new ones are emerging as 
the pressure to measure the environmental impact increases. 

 All these issues deliver one message – we have a complex problem in hand which is surrounded by 
uncertainty and risk. How does mankind react to this kind of a situation?  

 In the final section, the paper examines some different approaches to dealing with uncertainty and risk 
and concludes that in spite of unresolved issues and unanswered questions, change is inevitable. We 
cannot delay this for long and for that we need to acknowledge the complexity, establish and monitor 
feedback loops from various systems (environmental, economic and social) and start moving forward. 

The above sub-themes form the basic structure of the paper and reflect the line of thinking adopted in this 
paper to urge readers (decisions makers) to act quickly and to consider a holistic approach as an important 
option.  

There is no denying that the paper is aimed at management students and researchers and for that very reason 
we have reviewed and based our discussions on academic papers and articles accessed most often by business 
students and scholars. We certainly agree that there are other scholars and hope that this paper proves to be a 
building block for more intense and detailed discussions on issues identified here. 
 
Defining Sustainability 
 
“Sustainable development” has many connotations. The Brundtland Commission on Sustainable Development 
(1987) defined it as: “Development that meets the needs of the present without compromising the ability of 

future generations to meet their own needs” (The World Commission on Environment and Development, 1987).  
In his paper, “What is Meant by Sustainability?” Basiago (1995) regards sustainability “as tantamount to a 

new philosophy, in which principles of futurity, equity, global environmentalism and biodiversity must guide 
decision making.” He further describes “particular meanings in different disciplinary settings: 

 In biology, sustainability has come to be associated with the protection of biodiversity. It concerns 
itself with the need to save natural capital on behalf of future generations. 

 In economics it is advanced by those who favour accounting for natural resources. It examines how 
markets, as conventionally conceived, fail to protect the environment. 
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 In sociology it involves the advance of environmental justice in situations where some groups make 
decisions over the use of natural resources and other groups are affected in their daily lives. 

 In planning it is the process of urban revitalization where there is a pursuit of a design science that 
will integrate urbanization and nature preservation. 

 In environmental ethics it means alternatively preservation, conservation or „sustainable use‟ of 

natural resources. This probes the domain where humans ponder whether they are part of, or apart 
from, nature, and how this should guide moral choice.” 

While the Brundtland definition is concise it is an idealistic oversimplification of reality; Basiago‟s view 

reflects differences in meaning within different disciplines. If we view the biosphere as a single complex 
system, all disciplines must be integrated into a singular understanding of critical ecosystem processes before 
sustainability is possible.  
 
Sustainability from a Systems Perspective 
 
The life supporting biosphere is a complex system that has evolved over millennia and is based on integrated 
cycles of water, nutrients, materials and energy, largely fuelled by solar energy. Resiliency is dependent on 
feedback loops; some relatively direct others complex and poorly understood. Weak correlations and extended 
feedback loops lead to delays in adaptation, concerns of irreversible shifts and uncertainty. While mutation, 
recombination and selection drive evolution at microscopic scale, economic and societal systems deal with 
macroscopic elements that are dependent on cumulative services of the microscopic whole. The authors believe 
that human economic and societal systems are complex adaptive systems similar to and dependent on global 
ecosystems as described by Levin (1999, p12) who states “the concept of self organization is a unifying 
principle of an overwhelming array of diverse phenomena and structures.” 

Passionately written from a biological perspective, Levin‟s book “Fragile Dominion” examines self 

organizing ecological communities as complex adaptive systems (CAS) interwoven with complex adaptive 
human systems dependent upon critical ecosystem services.  While he believes ecosystems will adapt to 
environmental stresses he has concerns: “what is fragile, however, is the maintenance of the services on which 
humans depend” (Levin, 1999, p. 15). He argues that “we must study the Earth as an integrated physical and 
biological system” (Levin, 1999, p. 1).  

Levin (1999, p. 12 - 14), lists essential features of CAS as: 
1.  “Diversity and individuality of components”, continually refreshed by mechanisms such as mutation, 

and recombination. Heterogeneity of organisms or sub systems fulfilling similar functions provides a 
basis for selection. 

2.  “Localized interactions among the components”, including competition, predation and reproduction. 

These interactions are typically non-linear where small changes in critical variables lead to situations 
where “cause and effect are disproportionate”.  

3. “An autonomous process that uses the local outcomes to select a subset of the components for 
replication or enhancement.” Self organized into hierarchical structures “multiple outcomes typically 
are possible depending on accidents of history.” 

Ecosystems, economies and communities form CAS existing in overlapping hierarchies. Diversity is 
ubiquitous at all scales and equates to redundancies that allow systems to adapt and function in the face of 
changing environmental conditions. In these adaptive developments successful behaviours and patterns are 
determined by feedback loops, not goal seeking.  Such stability is called homeostasis, and is a foundation of all 
adaptive systems whether biologic or economic.  

Stuart Kauffman, quoted in Fragile Dominion (Levin, 1999, p. 55) argues that “self organized criticality is 

manifest in an evolutionary tendency for ecosystems to reach the edge of chaos – a world in which extinction 
and speciation are constantly occurring, maintaining the variation needed for adaptability - and that it is in this 
precarious balancing that ecosystems achieve a form of stability”. Viewing the environment, human society and 

economy as a unified, complex adaptive system poised on the edge of chaos, should create concern about 
sustainability as mankind continues to increasingly disrupt those systems, pushing them out of equilibrium ever 
closer to the edge of chaos. It is this disruption that has pushed the extinction rate far beyond „normal‟ values.  

Buchanan, a theoretical physicist, also illustrates that criticality theory and power laws can be applied to 
evolution and extinctions, business cycles and warfare – which he describes as ubiquitous. He expresses his 
view of history as “This may be why history is interesting: it is neither static nor changing randomly, but 
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balanced precariously in some middle way between the two, and so always poised, like the sand pile, on the very 
edge of dramatic upheaval” (Buchanan, 2000, p. 209). He states (2000, p. 16) “The ubiquity of the critical state 
may well be considered the first really solid discovery of complexity theory.”  

Perhaps the study of systems thought to have little relation to the environment will hold key ideas for 
understanding it.  

The cumulative effect of mankind on the biosphere is due to two factors: population and the collection of 
goods / wealth especially in developed countries. Resource extraction and pollutant releases are but activities 
that support population and consumption. 

Human population is a key determinant of increasing demands upon the biosphere for food, fibre and fuel. 
Future population is expected to fall if present birth rates continue; however, substantial population growth, to 
over 9 billion people by 2050, is expected in this century (United Nations, 2003). From the projected global 
population in 2050 small variations in fertility levels have enormous impacts long-term. One-quarter of a child 
below / above the two-child norm results in world population ranging from 2.3 billion to 36.4 billion in 2300 
(United Nations, 2003, p. 1).  

Unless mankind rapidly moves to different technologies, conservation of resources, and reduced emissions / 
cycling of toxic substances human impact on the biosphere will increase. Even with predicted population 
declines late in the 21st century, it is clear that action must be taken now to sustain the planet through the next 
century.  
 
Disrupted Environmental Systems 
 
With  economic activity from growing population and technological capability mankind has trusted Kuznets‟ 

curve (an empirical relationship that shows pollution to increase, then decline as gross domestic product (GDP) 
grows)  to apply to the environment (Daly, 2005). Although this relationship has been valid in the past, as 
developing countries with large populations increase their GDP one wonders if the biosphere can withstand the 
„early‟ increase in pollution;  the economy is after all only a subsystem of a finite biosphere.  Daly (2005, p. 

100) states “When the economy‟s expansion encroaches too much on its surrounding ecosystem, we will begin to 

sacrifice natural capital (such as fish, minerals, and fossil fuels) that is worth more than the man-made capital 
(such as roads, factories and appliances) added by the growth. We will then have… uneconomic growth, making 

“bads” faster than goods – making us poorer, not richer.” Two examples of such „bads‟ follow, a. coal and b. 

world fisheries. 
 
a. Coal and Air 
 
In Coal: A Human History, Barbara Freese (2003) documents how coal and associated technological 
developments enabled the industrial revolution, growth of the British Empire, the world economy and 
population. An economic limit was illustrated during the „Black Fog of London‟, December 5-9 of 1952 when a 
thermal inversion trapped smoke close to the ground such that a white fog on the first day gradually became so 
black that on the last day visibility was 11 inches. “Many of the 4,000 or so people killed by this episode never 
made it to the hospital but died on the streets; fifty bodies were removed from one small city park. In 1956, after 
nearly 700 years of complaints about the coal smoke in London, Parliament finally banned the burning of soft 
coal in the central city and the air immediately improved” (Freese, 2003,  p. 168). Sulphur dioxide was thought 
to be largely responsible for the deaths.  

Change in technology and fuel has allowed growth to continue but concerns with coal remain. Global 
warming (CO2), acid rain (SO2), impeded visibility from particulates, nitrogen oxides (NOx) and mercury 
pollution are the 5 major concerns associated with burning coal. Freese (2003, p. 172) states “a recent report 
from the National Academy of Sciences warns that 60,000 babies born in the United States each year may have 
been exposed to enough mercury in utero to cause poor school performance later in life… It is estimated that 

power plant emissions are killing over 30,000 people a year…. Tens of thousands of hospitalizations, hundreds 

of thousands of asthma attacks and millions of lost work days yearly….If these estimates are even close to 

accurate, then coal burning is a public health threat of the first order.” According to Freese (2003), pollution in 

China, largely from coal burning is responsible for as many a million deaths a year, largely due to SO2 but also 
mercury, arsenic and fluorine. Pollution from China now reaches North America, occasionally at levels high 
enough to violate U.S. air quality standards and contributes significantly to Arctic pollution. 
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b. World Fisheries 
 
Safina (1995) documents technological advancements such as navigation, sonar, net technologies and aerial 
spotting, which have allowed man to pursue and find fish in coastal and ocean environments worldwide. The 
ability of fish stocks to regenerate is biological; a catch greater than this rate can not be sustained. Dwindling 
catches are the result of excessive catch in all parts of the Atlantic, Mediterranean and Pacific. The worldwide 
catch peaked in 1989 at 82 million metric tons, in some areas it peaked as early as the 1970s. Canada‟s Grand 

Banks and George‟s Bank have seen dominant fish stocks collapse to where sustainable catches are small or the 

fishery is closed. 
It is not only over-fishing that is damaging, clear cut logging and agriculture damage spawning streams 

and produce habitat destroying sediment; hydroelectric dams and water diversions alter or destroy habitat.  
Human sewage upsets ecosystem nutrient balances and fisheries by-catches exceed catch retained.  

Safina (1995) sees the economics of fisheries as driven by a paradox. As supply declines first world 
prices have not risen as they are constrained by competition from other meats and fish imports from poorer 
countries. The international fish catch, worth $70 billion annually incurs costs of $124 billion. Subsidies of $54 
billion include tax exemptions; low interest loans and outright grants reflect the desire of governments to 
preserve employment. In 1990 the fishing fleet was double (in tonnage) that required to make the global catch. 
This creates a trap for those owning vessels in that the only hope of repaying loans is to continue fishing. 
Economic and environmental hardships result.  

Danger to global fisheries is not limited to fishing issues.  About 1/3 of the CO2 released from fossil 
fuel combustion is stored in oceans.  Doney (2006) describes CO2 reacting with water to become carbolic acid in 
with subsequent ocean pH declines, as documented in data accumulated by Revelle and Suess since  1956.  In 
100 years the most severely affected parts of the ocean may be acidic enough to dissolve mollusc shells. Within 
a few centuries the acidity will become more widespread, affecting corals, calcareous phytoplankton and 
zooplankton. Understanding of change this dramatic is highly uncertain, as are environmental implications and 
possible adaptations.  Doney  (2006, p. 65) concludes “that the current episode of acidification is taking place 
more rapidly that anything that has transpired in the past; leaving oceanic species no time to adapt… dramatic 
alterations in the marine environment appear to be inevitable.” 

The international fisheries example illustrates a CAS in a finite biosphere where environment, 
economy and social well being are inextricably linked. As Daly (2005) suggested, past management has created 
a situation where growth has made humanity poorer not richer yet environmental exploitation and degradation 
continues. Daly (2005, p. 102) considers one of the main impediments to sustainability to be the fact that 
neoclassical economists are “overwhelmingly committed to growth.”  

There are individuals and organizations that recognize threats to the biosphere and work diligently to 
find perspective and solutions to issues while educating the sceptical. 
 
Sustainability from the Perspective of Environmental Thinkers / Leaders 
 
What has driven man to damage the planet he depends on for life, and why do market forces not prevent 
continued destruction?  

The science of industrial ecology was born when Rachel Carson published her book Silent Spring 
(1962). That mankind is no longer a subject of evolutionary forces, but a major driving force of climatic, 
geological and biological change is accepted by many brilliant people who have dedicated their lives to the 
environment and a sustainable future. Environmental thinkers reviewed in this paper are those most familiar to 
the authors, none are radicals but work within normal business guidelines, expanded to include the Triple 
Bottom Line: economics, environment and ethics/equity (1993, p. 22).  
 
a. Alan Savory  
 
Raised in Rhodesia, Savory‟s passion was the African bush and its big game. A biologist with the Northern 

Rhodesia Game Department at the age of twenty he recognized what he loved was doomed, “not to poaching 
and exploitation… but because of our own ignorance”; and that what he “saw in the destruction of wildlife 

reflects the condition of humanity and all other life on this planet” (Savory, 1999, p. 3).  
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Savory was ahead of his time in his recognition that it is the way man makes decisions that is the key to 
the sustainable management challenge… “[a]lthough our fate as a civilization is tied to the land and its health, 

and although millions of ordinary people in making their living from the land control that fate to a large degree, 
unless these people have the support of the hundreds of millions of others who depend on their efforts, they 
cannot succeed” (Savory, 1999, Preface). 

Savory (1999) concluded the major flaw in the decision making process for sustainable management was 
that it lacked a framework that allowed people to recognize that in any situation some of their goals and 
objectives are in conflict.  Economic, social and environmental factors need to be considered simultaneously if 
pursuit of human goals are not to be at the expense of the natural environment. Four insights which were key to 
the development of Savory‟s Holistic Resource Management (HRM) Model (1999, p. 16) are: 
1. “A holistic perspective is essential in management. If we base management decisions on any other 

perspective, we are likely to experience results different from those intended because only the whole is 
reality.  

2. Environments may be classified on a continuum from nonbrittle to very brittle; according to how well 
humidity is distributed throughout the year and how quickly dead vegetation breaks down. At either end of 
the scale, environments respond differently to the same influences. Resting land restores it in nonbrittle 
environments, for instance, but damages it in very brittle environments.  

3. In brittle environments, relatively high numbers of large, herding animals, concentrated and moving as they 
naturally do in the presence of pack-hunting predators are vital to maintaining the health of the lands we 
thought they destroyed.  

4. In any environment, overgrazing and damage from trampling bear little relationship to the number of 
animals, but rather to the amount of time plants and soils are exposed to the animals.”  
Designed to restore deteriorating environments on the land, the recognition that economic and social 

consequences of decisions determine the ability to make progress, allows the model to be used by any group or 
organization.  The Holistic Resource Model “involves no elaborate or costly technology or specialized 

knowledge, but  rather some new insights and a new decision-making process that gives us the ability to design 
and to plan the future we want while insuring that the environment can sustain it” (Savory, 1999, p. 3).   The 

HRM decision making process is scalable and as in any complex adaptive system, a feedback loop must exist; in 
HRM one always assumes error, monitors for deviation, then re-plans before damage is done.  

The Savory system, which challenged existing paradigms of range management in the early 1980‟s, is 

primarily used in land and grazing management worldwide.  However, the effectiveness of the HRM model is 
also applicable to conflict resolution, especially in complex and divisive environmental situations. Savory 
claims the duplicity of the HRM model exists because “Holistic Management empowers people to identify and 
to achieve what is best for them” (1999, p. 9). 
 
b. William McDonough and Michael Braungart  
 
“Consider this: All the ants on the planet, taken together, have a biomass greater than that of humans. Ants 
have been incredibly industrious for millions of years. Yet their productiveness nourishes plants, animals and 
soil. Human industry has been in full swing for little over a century, yet it has brought about a decline in almost 
every ecosystem on the planet. Nature doesn‟t have a design problem. People do.” (McDonough et.al., 2002, p. 

16).  McDonough sees a world of design problems and great possibilities, “a world of abundance not 
limits…What if humans designed products and systems that celebrate an abundance of human creativity, culture 
and productivity? That are so intelligent and safe, our species leaves an ecological footprint to delight in, not 
lament” (McDonough et.al., 2002, p. 16). 

McDonough, a past Dean of Architecture at the University of Virginia, recognized early that simple 
building designs utilizing local materials and energy flows were often safer and more environmentally friendly 
than „advanced‟ designs, whilst remaining culturally relevant.  
Braungart is a PhD Chemist and a founding member of Germany‟s Green Party. Trained in analysis rather than 
synthesis, Braungart believed industry and the environment were destined to be in conflict.  Following an 
environmental incident at Ciba-Geigy in Basel, Braungart and friends chained themselves to the smokestacks in 
protest.  Coming down, however, they were met by a director of the company who surprisingly was interested in 
speaking with Braungart.  This meeting was the catalyst of Braungart‟s realization that collaborative solutions 
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were superior to protest alone.  Shortly thereafter the Environmental Protection Encouragement Association 
(EPEA) was created and Ciba-Geigy became a client.  

Braungart met, and began working with McDonough while preparing for the 1992 Earth Summit. 
Working collaboratively on McDonough‟s „beautiful design theory‟, the idea of „Waste equals Food‟ became a 
guiding philosophy in Braungart and McDonough‟s joint understanding of sustainability, referred to as the 

„Cradle to Cradle‟ concept.  
 „Cradle to Cradle‟ is the idea that the waste from one process becomes the input for another (waste 
equals food).  „Cradle to Cradle‟ is contrasted with modern landfills which McDonough et.al. (2002) depict as a 

„Cradle to Grave‟ economy, where the linear design of modern manufacturing funnels raw resources to 

discarded products.  They describe „Cradle to Grave‟ as “a consequence of outdated and unintelligent design…” 

(McDonough et.al., 2002, p. 43- 44).   The result of unintelligent design is increasing global homogeneity, the 
opposite of Nature‟s response in complex adaptive systems. 
 
c. Karl-Henrik Robert  
 
In the foreword to The Natural Step for Business (Natrass et.al., 1999), Robert, a Swedish medical doctor and 
cancer researcher, describes himself as obsessed to understand how people who, en masse seemed oblivious to 
the environment and motivated by wealth accumulation, could individually be so concerned with the future 
welfare of their children.  To reconcile such conflicting interests and apparent paradoxes within a single broad 
perspective, the Natural Step was started in Sweden in 1989 and has since spread internationally.  

Robert‟s logic for sustainable development requires an overall framework for ecological, economic and 

social sustainability for the entire ecosphere.  From this, individual corporations can recognize and deal with 
layers of complexity while planning and evaluating future activities. To exemplify his framework, Robert uses 
the metaphor of a tree where the trunk and branches are system „wholes‟, and the leaves are the thousands of 

specific concerns/ issues. “In the midst of all this chatter about the „leaves‟, very few of us have been  paying 
attention to the environment‟s trunk and branches. They are deteriorating as a result of processes about which 

there is little or no controversy; and the thousands of individual problems that are the subject of so much debate 
are, in fact, manifestations of systemic errors that are undermining the foundations of human society” (Robert, 

as quoted in The Natural Step for Business, Natrass et.al., 1999, p. 21).  
The Natural Step framework has three components (Robert, 2002): 
1. “The funnel”: As affluence increases and technology spreads, the declining productivity of renewable 

resources and the capacity of natural systems, coupled with increasing population and increased 
resource demand, equals a loss (funnelling) of the ecosystem services on which our civilization 
depends.  As a global civilization we must deal with the constrictions of this funnel or perish. 

2. “Four system conditions”: There are four components to the funnel, three create the walls of the 
funnel and define its opening, the fourth makes the other three possible:  

i. “Nature is not subject to systematically increasing concentrations of substances 

extracted from the earths crust”. e.g. heavy metals 
ii. “Nature is not subject to systematically increasing concentrations of substances 

produced by society”.  e.g.  dioxins, CFC, plastics, hormones 
iii. “Nature is not subject to systematically increasing degradation by physical means. 

e.g. over fishing, deforestation, desertification” 
iv. “Human needs are met worldwide”. 

Where the fourth condition (basic human need) is not met, then the previous three 
become irrelevant in the face of survival.  Only where the fourth condition is achieved, 
can the first three be accomplished.  If we consider the world a single global 
environment, human needs worldwide must be met or the efforts of a few rich nations 
are mute.  

3. “A strategy to avoid the funnel walls and reach its opening”: Useful in this task are upstream thinking 
(cause and effect vs. symptoms) and backcasting (thinking back from a point of sustainability to find 
direction; what is realistic today can only determine pace, not direction.)  This typically involves: 

i. A step by step approach through system conditions 
ii. Flexible platforms link short and long term activities so blind alleys are avoided. 
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iii. Take low hanging fruit: use flexible platforms that give return on investment first 
(Robert, 2002, p. 245). 

The above philosophical underpinnings of the Natural Step are also economically viable.  They have 
been successfully applied by business such as IKEA, Scandic Hotels, Interface Carpets, and Collins Pine to 
continuously decrease their environmental impact while increasing productivity and profit (Natrass et.al., 1999). 
 
d. Paul Hawken  
 
Hawken (1993) believes that businesses, as dominant institutions on the planet, must lead sustainability.  
Hawken claims "Ecology of Commerce" can no longer be an oxymoron, because “[w]e know that every natural 
system on the planet is disintegrating. The land, water, air, and sea have been transformed from life-supporting 
systems into repositories for waste. There is no polite way to say that business is destroying the world” (1993, p. 

3).   If we want to truly address environmental sustainability we need not ask “[h]ow do we save the 
environment?” but, “how do we save business?”(Hawken, 1993, p. 17). 

Within the "Ecology of Commerce", Hawken takes a frank and damning look at vested interests 
between business and politics.  According to Hawken (1993), to resolve such conduct, we must first eliminate 
the origin of environmentally and socially corrupt business/ political dealings.  Secondly, Hawken believes we 
must address issues of environmental sustainability.  To do so we must understand three intimately connected 
dilemmas confronting business and society “what [we] take, what [we] make and what [we] waste” (1993, p. 

12).  Hawken believes posing such questions can change altruistic environmentalism into system driven 
thinking.   

Remembering that efficient system design utilizes closed loops, renewable energy, and promotes 
diversity, Hawken envisions a world where system design seamlessly integrates environmental and social 
factors into the marketplace and politics; "[in] a restorative economy… corporations can compete to conserve 
and increase resources rather than deplete them… [thus] complex and onerous regulations will be replaced by 

motivating standards” (1993, p. 13).  If we are to embrace the concept of 'restorative economy', then Hawken 
claims we must also accept that "[i]ndustrialism is over…[and then ask ourselves]… how we organize the 

economy that follows. Either [industrialism] falls in on us and crushes civilization, or we reconstruct it and 
unleash the imagination of a more sustainable future into our daily acts of commerce” (Hawken, 1993, p. 212).  

Cunningham (2002) delves more deeply on  the restorative economy in his 2002 book The Restoration 
Economy. 
 
5e. Environmental leaders – In Summary 
 
Today's "environmental leaders", as defined herein, are geographically and professionally diverse individuals 
who have come to environmentalism by critically analyzing their own realities.  From within these individual 
realities, however, exists a common theme:  a threat to the entire biosphere is emerging.  Our economy remains 
driven by growth, much of which is unsustainable, despite the fact that ideas and options for sustainability exist. 
All agree society must change the way it makes decisions and measures progress, yet all have optimism for the 
future.  
 
Planning sustainability 
 
Adam Smith's 19th century belief that the economy is guided by an 'invisible hand', was created in a world of 
infinite resources and waste absorption capacity, and as a result, this purely economic focus has, for over a 
century, elicited self interested consumption.  As a result, we have cumulatively caused agricultural land 
desertification and erosion, the plunder of forests and fisheries, accumulations of toxic materials in ecosystems 
and greenhouse gases in the biosphere.   

With the advent of the 21st century, looming environmental crises, and the realization that we exist in a 
world of finite resources and waste absorption capacity, new theories suggest that the invisible hand has been 
replaced by a crushing, environmentally degrading 'invisible elbow' (Jacobs, 1993, chapter 3).  Corporate value 
driven by growth alone causes environmental degradation.  To eliminate the crushing blows of such an  
'invisible elbow', we must realize that positive financial growth can exist if driven by non-consumptive or even 
consumption reducing technologies – the closed loops of McDonough et.al. (2002). The problem therefore, may 
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be seen as one where even environmentally concerned individuals have little ability to affect global trends. 
Levin (1999, p. 143) describes this: “to get people to think globally but act locally, one really needs to get them 

to think locally …[the] most effective ways to do this are to close feedback loops so that the consequences of 

individual or corporate behaviours rapidly come home to roost.”  
Schumacher (1973) probably was the first to attempt to define “sustainability” as we understand today. 

He called it “permanence” explaining it as “nothing makes economic sense unless its continuance for a long 

time can be projected without running into absurdities.” In his work Schumacher (1973) not only points to finite 

resources but also that ecosystems are closed systems. He chastises that our economic planners who treat all 
systems as if they were open systems and economic growth can be pursued with no end. As long as we can add 
one to a number, we can keep getting richer, he says. 

If we do not accept that we exist in a finite world, we will ultimately be unable to avoid „the tragedy of 

the commons‟, where market forces induce individual behaviours that are collectively irrational. Therefore, 
economic planning must move beyond a focus of pure economics; it must incorporate a triple 'E' perspective of 
economy, environment and social equity.  If economic decisions are the cause of the problem then economic 
feedback loops must reflect and promote required change. 
 

Elkington (1998) predicted in Cannibal With Forks that “bottom line” of modern day business would 

require environmental responsibility and the question left to be answered is how these businesses will achieve a 
positive balance on “triple bottom line” of “financial profitability, ethical acceptance and environmental 

sustainability.”  
Twenty years after  the Brundtland Report, the idea of sustainability might best be considered a global 

dialog in session and a still-evolving, sometimes messy social experiment. Some pioneers whose work informs 
this debate at a philosophical level include E.F. Shumacher's Small Is Beautiful, Wes Jackson's New Roots for 
Agriculture, David Orr's Earth in Mind, McKibben's End of Nature, Ian McHarg's Design with Nature, Sim Van 
Der Ryn and Stuart Cowan's Ecological Design, and Frances Moore Lappé's Diet for a Small Planet. 

Measurement tools / Economic Feedback Loops for Sustainability  
 
In the Green Economy, Jacobs (1993, Ch. 18) examines economic measurement tools used to scrutinize 
environmental progress.  Jacobs does so, by differentiating between economic objectives, where you want to go, 
and economic indicators, where you are at.   This differentiation is important because economic indicators used 
today are self defeating if we do not also consider the environmental objectives of environmental health and 
sustainability.   If rising wealth and income allow higher consumption and create higher standards of living, we 
have generally assumed people are better off and therefore conclude economic policy as successful. This 
assumption is now challenged by Jacobs, and other members of the “green economic movement” who claim 

traditional economic indicators are flawed.  Instead, they advocate a „Triple E‟ measurement.   
 
a. GNP and GDP 
 
In order to understand „Triple E‟ measurement, one must closely examine how the environment and social 

equity are influenced by what may be seen as “basic” economics.  For example, Gross National Product (GNP) 
is the traditional economic measure of monetary flow in an economy, and is used as a measurement/ indicator of 
relative wealth and success when comparing regions, communities, or countries on a per capita basis. In GNP 
calculation, the reason behind the flow of money receives no consideration; even where there is environmental 
damage.  In fact, GNP further increases if money flow is created by mitigation, cleanup or rebuilding. In 
resource based economies, large GNP increases can be attained by rapid (and unsustainable) depletion of the 
resource. In these calculations, environmental and social good (equity) is not distinguished from bad, so long as 
monetary flow is increased.  Thus, only a single „E‟ (economics) of the „Triple E‟ equation is measured.  Green 
economists argue that such “basic” economic indicators, like GNP calculations, must allow for „Triple E‟ 

measurement.  
In 1991 the GNP standard was changed to Gross Domestic Product (GDP), giving green economists 

further reason to call for adjustments to “basic” economic equations.  As described by Redefining Progress 
(2000):   
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Under the old measure, the Gross National Product, the earnings of a multinational firm were 
attributed to the country where the firm was owned and where the profits would eventually return. 
Under the Gross Domestic Product, however, the profits are attributed to the country where the factory 
or mine is located, even though they won‟t stay there. This accounting shift has turned many struggling 

nations into statistical boomtowns, while aiding the push for a global economy. Conveniently, it has 
hidden a basic fact: the nations of the North are walking off with the South‟s resources and calling it a 

gain for the South.  
Adjusting the single „E‟ of economics to reflect environment and social equity is subjective yet 

essential.  We have to assign monetary values to subjective ideas and ideals to make them applicable in 
economic equations.  Liepert (quoted in Jacobs, 1993, p. 230) describes five such categories where cost 
allocation is needed:  

1.  “Direct environmental expenditures” (i.e. clean drinking water and air or the value of an 

environmental asset such as a forest) 
2. “Spatial concentration of production and urbanization” (i.e. the cost associated with commuting 

for work/ recreation) 
3. “Expenditures of protecting against insecurity and industrialization” (i.e. crime prevention) 
4. “Expenditures caused by car traffic growth” (i.e. the cost of accidents and medical costs) 
5. “Expenditures from poor living and working conditions such as unhealthy consumption and 

behavioural patterns” (i.e. drug addictions etc.)  
For these reasons, it is understood that a Triple E value may be inaccurate because social and 

environmental values are not shared universally and disagreements on costing multiplies other inaccuracies. It is 
nevertheless a meaningful and relative as a measure of sustainability. 
 
b.  Ecological Footprint 
 
Created by William Rees and Mathis Wackernagel, the Ecological Footprint (Global Footprint Network, 2006) 
concept is a resource management tool to promote sustainability - ecological, social and economic. Based on 
National Resource Balance accounts (Global Footprint Network, 2006, Overview) it “measures how much land 
and water area a human population requires to produce the resources it consumes and to absorb its wastes 
under prevailing technology”.  The excess demand that humanity places on the planet is termed „ecological 

overshoot‟; today this is 23%. This overshoot is possible only by liquidating earth‟s renewable and non 
renewable resources; depleting them and passing the deficit on to future generations or imposing it upon other 
societies and nations in the world. Although capable of graphically illustrating and comparing resource use, 
footprint analysis does not produce a financial number useful in planning and analysis at local levels. 
 
c. Sustainability Dashboard 
 
The International Institute for Sustainable Development (2006) has developed a “Sustainability Dashboard” that 
allows relative comparisons of social, environmental, economic and institutional indicators among countries. 
The individual items used to compile any single sustainability index are comprehensive; some having definitive 
measurements, others only relative. It is a good indicator of relative performance and need but it does not yield 
details for planning and analysis.  
 
d. Genuine Progress and Genuine Wealth Indicators  
 
Redefining Genuine Progress Indicators (Redefining Progress, 2005) and Genuine Wealth Accounting 
(Anielski, 2006) are accounting methods which consider all the assets of society: human, social, natural, built 
and capital. By using multiple categories as separate balance sheets each account can be evaluated for physical 
condition, monetary flows and value. The assets in the accounts can be allocated to measure or improve well 
being and sustainability. The system is scaleable and can be used at individual, local or national levels to 
appraise sustainability and give early warnings of emerging risks and liabilities to any account. When an 
individual account is eroded in the interest of maximizing profit, a capital asset decline in that account will 
reflect the loss. If a forest is cut natural assets and services provided by them will decline and offset the value of 
product derived from the forest and labour paid. Similarly lack of investment in infrastructure will be reflected 
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as a decline in built capital. Using over twenty positive and negative aspects of the economy the GPI indicates a 
diverging story from that told by GDP; applied retroactively to the GDP of the United States GPI has actually 
declined somewhat in recent decades (Cobb et.al., 2004, p. 11). 
 
e. Measurement Tools – In Summary 
 
It is obvious from the above discussion that there is no deficiency in measuring and decision making systems. 
Effective systems exist but are generally unused. Independent of scale, from individual to world trade 
organizations, from small business to multinational, from local government to national, regardless of political 
philosophy, humans make decisions based on short term benefits.   
 
Why Humans Focus On the Immediate and Hesitate to Embrace the Change to 

Sustainability? 
 
If our society wishes to choose success over failure the question arises: Why do we not reappraise our core 
societal values?  
 
 In his book Collapse: How Societies Choose to Fail or Succeed, Jared Diamond (2005, p. 486-526) 
sees three issues as critical to societal success and survival: 

1. “Success or failure is related to available environment and human population”.  There are 
indications of system stress in both these areas across the planet. Long term planning must 
recognize and deal with these issues. 

2. “Insulation of elites from the majority of the populace: When elites do not deal with the realities 

experienced by average citizens and do not realize the scale or detail of problems faced”. This 
occurs in the world today when wealthy northern countries fail to understand the poverty of the 
south and developing world, its effects on the environment and the extent to which we take 
resources from them for our benefit while leaving related problems behind. 

3. “Refusal to reappraise core societal values when conditions change and long term planning”. The 
global Ecological Footprint illustrates changed conditions. 

That new realities must be recognized and factored into long term planning is obvious in the business 
economics, yet human society struggles to consider extended time frames and adopt measurement tools of the 
Triple E economy. There is an obvious human tendency to focus on short term rewards and stability. 

When using magnetic resonance imaging to measure neural coordinates of monetary time discounting 
and the response of humans to rewards, McClure et.al. (2004) showed that “all future rewards are uniformly 
downweighted relative to immediate rewards.” McClure et. al. conclude their study (2004) with the comment 
“Within the domain of intertemporal choice, the idiosyncrasies of human preferences seem to reflect a 
competition between the impetuous limbic grasshopper and the provident prefrontal ant within each of us.”  

Sadly, human neural wiring favours immediacy.  In contemporary game theory humans also try to 
reach optimum situations and hesitate to disturb existing equilibriums when the possibility exists that they may 
possess less in any subsequent equilibrium. Economics, environment and social equity are intertwined in global 
trade. For the time being there is the illusion of stability although the equilibrium can not last indefinitely as 
many trends are unsustainable over long terms. Mauldin (2006) cites Nobel Laureate Hyman Minsky who,  
discussing economics, points out that stability leads to instability: “The longer the period of stability, the higher 
the potential risk for even greater instability when market participants must change their behaviour”. If 

parallels with the environment are accurate, risks of future instability grow as behaviours go unchanged and 
environmental problems are ignored. The situation is reminiscent of the „self organized criticality‟ of Levin and 

Buchanan.    
Human neural wiring and game theory support the economic and environmental status quo, especially 

in the wealthy west, even as equilibria and stability are threatened or upset elsewhere. In his book The Ingenuity 
Gap, Homer–Dixon (2000,  p. 11-19) draws the analogy of „flying‟ a world that is amazingly complex with 

critical systems damaged and becoming too fast paced to manage. The ingenuity gap is defined by Homer-
Dixon (The Ingenuity Gap: Can Poor Countries Adapt to Resource Scarcity (1995), as “the critical gap between 
our need for ideas to solve complex problems and our actual supply of those ideas”. Like Diamond, he is 

concerned about society in the future as “Most importantly, their supply of social ingenuity (in the form of new 
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and reformed institutions) will be vulnerable to stresses generated by the very scarcities the ingenuity is needed 
to solve. Scarcity often causes intense rivalries among interest groups and elite factions that impede the 
development and delivery of institutional solutions to resource problems. A society with a serious and chronic 
ingenuity gap will face declining social well-being and perhaps civil turmoil.”  

As the gaps between institutional capacity, technological capability, and the balance of human and 
ecological needs are complex and uncertain, one might ask: How can society design institutions/systems that 
keep up, and what should be done in the interceding time interval? 
 
Comparative Approaches to Uncertainty: Dealing with Complexity, Uncertainty and 
Risk  
 
It is interesting to compare how humans deal with uncertainties in various endeavours: 

In Mathematics, risk is mathematical and can be determined statistically as odds; uncertainty is 
ambiguous and can not be calculated. In the case of the environment the game of odds is new – there is no way 
to calculate probability, for in most scenarios, frequencies of occurrence have never been observed (extinction 
being a notable exception).  

In Business, consideration of the external environment is critical to formation of strategies that 
contribute to business success. Daft (2004) suggests that sectors of the external environment be analyzed from 
three perspectives; change, complexity and need for resources; and that total uncertainty for the business is the 
sum of that in each of the sectors. He describes a framework for assessment where a complex and unstable 
environment equates to high uncertainty. Environmental issues are no different! Recommended responses to 
high uncertainty (Daft, 2004) are: 

1. decentralized teams inside an organic organizational structure 
2. many departments with extensive boundary spanning 
3. many integrating roles, extensive forecasting and planning with high speed responses  
It is unclear how most businesses (and government) deal with the ecological environment other than to 

resist change and regulation, preferring continuation of the status quo.  
In Science, uncertainty is ubiquitous at all scales from ecology to nuclear physics. Falk (2002) 

describes how Werner Heisenberg, winner of a 1932 Nobel Prize, discovered the „uncertainty principle‟ of 

quantum mechanics. Studying wave – particle duality, Heisenberg discovered that it was impossible to know a 
particle‟s position and its speed at the same time; as more is known about one, the other becomes ghost-like and 
intangible. Schrödinger (Nobel Prize in 1933) and Heisenberg developed the theory of Quantum Dynamics and 

according to Falk (2002, p. 130) the predictable field of physics was “left with an all- pervasive uncertainty.”  

In fact it seems that a particle can be superimposed, or in many states at once. Stephen Hawking is quoted by 
Falk (2002, p. 132) “It seems that even God is bound by the uncertainty principle…All the evidence points to 

him being an inveterate gambler, who throws the dice on every possible occasion.”  
A tool of scientific logic known as Ockham‟s Razor (after a 14

th century monk) (quoted in Falk 2002, 
p. 3) states “entities should not be multiplied unnecessarily.” It refers to the logic of „keep it simple‟ when 

searching for explanations of bewildering amounts of data. Physics began with little understanding of principles,  
accumulated huge amounts of bewildering data (and  corresponding dissent) yet has progressed to where 
Stephen Hawking says of string theory (quoted in Falk 2002, p. 158) “we are on the tracks of the right theory of 
the universe.”   

Perhaps the sciences of economics and ecology are in their infancy. Bewildering amounts of often 
conflicting data exist but there is no simple unifying theory in sight; a problem perhaps compounded by 
constrained time.  

In his 1969 book, The Structure of Scientific Revolutions, Kuhn, is quoted by Buchanan (2000, p. 177), 
as “distinguishing a revolution from normal science by its tradition shattering as opposed to tradition 
preserving character.” Is this not the same concept as the business concept of „disruptive technology vs. 
sustaining technology‟ described by Christensen in his book The Innovators Dilemma (1997)? Kuhn (quoted in 
Buchanan 2002, p. 171) describes paradigms as structures of science “law, theory, application and 
instrumentation together” that are overturned by revolutions of scientific thought.  Perhaps the constraints of 

Robert‟s “funnel” are analogous and when the funnel opens out it will be due to a unifying principle or a 

revolution in scientific thought. 
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Political and economic systems are similarly complex and adaptive; in reality both depend upon and 
coexist with the biosphere. It is intriguing that such complexity and criticality exists in physics, politics and 
economics.  Buchanan (2002, p. 185) describes power laws as ubiquitous; first ascribed to earthquakes  he 
wonders “ when a new idea comes along, what is the  typical size of the intellectual earthquake it triggers?... the 
fabric of scientific knowledge, like the earths crust and so many other things is also poised in a critical state.” 
He describes „fingers of instability‟ stretching throughout all human and natural systems that are responsible for 

the difficulty in forecasting the future. 
The wait and see attitude that pervades large segments of society, when confronted with environmental 

uncertainty and the need to change, has resemblances to „Schrödinger‟s cat‟ of 1930 as described by Michio 

Kaku (2004, p. 169). To illustrate the uncertainties of quantum theory Schrödinger described a uranium atom - 
which under quantum theory may decay, not decay, or seemingly exist in both states simultaneously, and 
created the metaphor of a cat in a box. Via a Rube Goldberg apparatus if the atom decayed the cat in the box 
perished, if it did not it lived, or in theory exist in both states simultaneously. The only way to know the state of 
the cat was to look in the box; the time interval was irrelevant – a classic wait and see situation. As we witness 
natural systems slide towards disequilibrium and chaos, society, at best, makes small adjustments which 
population and material growth soon overwhelm. 

We debate uncertainty and the amount of degradation systems can endure before collapse. Are we 
choosing to wait and see if our environment (cat) collapses before we are motivated to radical design change? 
 
Conclusion – Adjusting for sustainability 
 
The final message in this paper is crafted selectively to be attractive to those who manage and make decisions 
about resources and sustainable development. 

The environmental leaders discussed refer to the need to rethink how we make decisions as individuals 
and society, and how we design  systems (finance, trade, employment, government and taxation etc) to reflect a 
finite world. Daly (2005) recognizes the difficulty of the politics involved but thinks a political impossibility 
easier to attain than a biological one.  

The creativity of business and its ability to break through barriers necessitates business commitment to 
solving ecological problems. Jacobs (1993) believes that true free markets do not exist, as all are subject to some 
of the planning tools of regulation, tax, subsidy and licensure. He describes the planning of government policy 
as a macroeconomic force, whereby government directs the outcome of market forces on economic activity. The 
change in markets is due to influence of those plans upon the collective reaction of millions of microeconomic 
choices. The challenge of formulating policy is described by Hawken (1993, p. 82) as cost /price integration. He 
suggests using Pigovian Taxes where „spillover costs‟ to environmental and social commons and costs to future 

generations are taxed so producers bear full cost. This will stimulate innovation and creativity on the part of 
business and alters consumer purchase patterns.  Longer product lifetimes and closed industrial nutrient cycles 
would also be encouraged. This could be applied to global trade so that sustainability goals are equalized 
worldwide.   

Homer-Dixon (2000, p. 293) quotes Peter Drucker, a leading business thinker over the last six decades, 
“Effective government has never been needed more than in this highly competitive and fast changing world of 

ours, in which the dangers created by the pollution of the physical environment are matched only by the dangers 
of the worldwide armaments pollution. And we do not have even the beginnings of the political theory or the 
political institutions needed for effective government in the knowledge based society of organizations.” The 
politics of international trade and competition will be challenging. 

The politicians today must consider addressing issues such as poverty. The very poor are often forced 
by Maslow‟s hierarchy of needs to impoverish and damage their environment to live. Warfare is a common 

contributing factor to poverty; damage done affects equilibrium of the entire biosphere and invites chaos. 
Focus must be removed from material wealth to well being. Helliwell (2005) describes more trusting 

relationships with family, community and government as better indicators of happiness than wealth once a basic 
standard of living is attained. 
  A holistic view to planning at all levels of society would be required. Smuts (quoted in Hancock, 1968, 
p. 187) created the concept of wholes and considered it to apply to biology, human society, physical sciences 
and even spirituality “…They were not simple but composite of many parts; they were not an aggregation but a 
synthesis of those parts: in short, they were wholes.”  
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Reductionism in science has allowed great progress, yet where systems are involved the reductionist 
approach has failed miserably and can be expected to continue doing so. The world is composed of innumerable 
interdependent systems, biological, physical, economic and social; those who consider components individually 
do so at their peril.  Complexity must be considered and feedback loops monitored closely. 

For business leaders the concept of conservation and increasing efficiency in use of resources cannot 
but be over-emphasized.  
 
Epilogue – Reasons for optimism 
 
McDonough et.al. (2002, p. 117) use shock therapy to motivate readers: “Insanity has been defined as doing the 

same thing over and over expecting a different outcome. Negligence is described as doing the same thing over 
and over even though you know it is dangerous, stupid or wrong. Now that we know, its time for a change. 
Negligence starts tomorrow.”  

As more people recognize the hazards to the biosphere, a groundswell of support for the environment is 
building, poorly organized perhaps and poorly funded in comparison to industry lobbyists; however, eloquent 
leaders are emerging and possibilities of environmental crises gain credibility with political leadership as 
education reaps its rewards.  Savory (1999, p. 566) believes that “By definition, democratically elected leaders 
cannot lead, other than in crisis or war, but must always follow the will of the majority.” Also true is the 
rationale “slowing down will not prevent you from driving your car over a cliff… you have to change direction 

altogether” (Savory, 1999, p. 559).   Physicist James Langer is quoted in Ubiquity (Buchanan 2002, p. 212) as 

saying: “For the first time in history, we have the tools – the experimental apparatus and the computational and 
conceptual capabilities – to answer questions of a kind that have always caught the imagination of thoughtful 
human beings… I cannot remember a time when I have felt more optimistic about the intellectual vitality of 

physics than I do now.” The capabilities Langer speaks of can be applied equally to the ecosystem; information 
flowing from environmental system analysis combined with incredible communication possibilities can lead to 
intelligent decisions.  Brandes (quoted in Savory, 1999, p. xv) claims “that an outgrowth of the current 
Information Age will be the Decision Making Age.” 

Let us hope that the human anthill can learn to be as environmentally benign as those described by 
McDonough and that the „Decision Making Age‟ comes before humanity follows the course of Aesop‟s limbic 

grasshopper. Tonight, it appears that humanity neglects the prefrontal ant behaviour as our collective actions 
best fit the indecisiveness of the Schrödinger cat analogy. Necessary change will bring uncertainty and 

turbulence to many; however the risks that follow preservation of the status quo may be chaotic extremes. 
We end with a quote from Tagore (Wikipedia, 2007), winner of the 1913 Nobel Prize in Literature, 

“Gross utility kills beauty. We now have all over the world huge production of things, huge organizations, huge 
administrations of empire - all obstructing the path of life. Civilization is waiting for a great consummation, for 
an expression of its soul in beauty. This must be your contribution to the world.” 
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Abstract 
 
Processes of monitoring the corporate environment are defined as sensemaking-processes which both, create the 
reality of transborder activities and relations in the corporate environment, and orient managers towards particular 
actions. From this derives the risk that redundant patterns of thinking and interpretation become constitutive for 
cross-cultural business thought. G-words such as ‘global’ and ‘globalization’ do not denote a physical or material 

world but ways of thinking and perceiving. In current corporate language use, transcultural patterns of perception 
and meaning production are localized. That points to a corporate community that responds to sensemaking 
frameworks which predate a post-industrialized and a post-national globalizing world. From this derives the risk that 
these redundant patterns of thinking and interpretation undermine the cultural sustainability of globalization 
processes. The possible impacts of these findings for cross-cultural management are discussed.   
 

Introduction 
 
The terms „global‟ and „international‟ are widely used to denote cross-border-activities and relations. The 
debates on the current economic crisis is one out of many examples that illustrate that both, “global” and 

“international” are used in ways which suggest that these terms are synonymous. A very recent example from a 
Danish weekly is that the statement that the development in global industrial production and trade” is illustrated 

by a chart which “shows the very extreme decrease in the global industrial production and in the international 

trade.” Additionally, this article also illustrates that globalization is perceived to be synonymous with export, 
that is foreign trade. To this last point I will return later. 1 
 The synonymous use of “globalization” and “internationalization” may be found in business literature 
(for instance Djursaa and Kragh 1998). However, the distinction of international and global is widely 
acknowledged as important to all strategy development (Lynch 2003:692). Additionally, as researchers in 
globalizing processes point out, globalization has several meanings; internationalization is one of the redundant 
meanings of globalization. Globalization is not about cross-border relations; rather, globalizing processes are but 
about transborder activities. Internationalization denotes „increases of interaction and interdependence between 

people in different countries” (Scholte 2000:44). Moreover, „globalization‟ – as is „global‟ or “worldwide” - is 
one of the “g-words” (Scholte 2000); g-words are widely used in undefined and in taken-for-granted kind of 
ways: globalization “is a much discussed yet poorly defined concept” (Bestor, Theodore C. 2003).  

 Several researchers have pointed out (for instance Jan A. Scholte (2000)), that g-words do not denote a 
physical or material world. That means that g-words do not denote a condition of the corporate environment or 
indicate the character of its „nature‟. Rather, g-words are concepts. As concepts, g-words denote ways of 
thinking and perceiving transborder activities and relations which are organized in corporate language use. An 
analysis of g-words in Danish or English language use by Danish corporate actors has revealed cultural patterns 
of perception and meaning production within the corporate community. These patterns direct the way cross-
border activities and relations are perceived, expressed and even translated into categories of strategy 
development. The use of g-words like the ones pointed out above, are not accidental; rather, they are indicators 
that allow for tracing cultural patterns. In the case of the Danish material, the findings are that cross-border 
activities and relations, and here especially single- or dual relational activities, are understood as global.  

 Language is used by people. People are no “cultural tabula rasa” (Goffee & Jones 1995:249) who 

“leave their socially installed values at the doorway when they enter the workplace” (Linehan & Hanappi-Egger 
2006:231). I do not see a point in perceiving those belonging to the corporate community, such as business 
people or corporate managers, as an exception to that. By applying g-words to transborder activities and actions, 
corporate actor‟s cultural patterns allow to make sense of the global corporate environment.  

 Sense making is a concept used in organizational studies. It has been “given different definitions in 

organizational actors‟ interpretation processes” (for an overview, see Søderberg & Holden 2002:115). 

Sensemaking is an ongoing process. Existing studies, like for instance Søderberg & Holden (2002), see 
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sensemaking as “grounded in shifting identity constructions“of individual actors, such as for instance top 
managers.  

 Individual interpretations of the corporate environment, however, are not my concern. I do not 
concentrate on how individual actors differ; rather, I am looking for shared or partly patterns in their use of g-
words. These maps cannot be separated from the perception and communication of facts in language. Cultural 
patterns are at play when actors are in need of orientation and make sense of transborder activities and relations. 
Sensemaking processes are “enactive” (Søderberg & Holden 2002:115). My concern is the “conceptual maps” 

(Hall 1997:18) which corporate actors share as well with other people. I focus on cultural sensemaking 
processes, defined as meaning production based on perception and interpretation of corporate transborder 
relations and activities and enact iconic and linguist representations of the corporate environment. Corporate 
actors do the globalizing environment with (g-) words. 

 Even “hard” facts, such as for instance documented on a company homepage or the outcome of 
corporate environmental analysis, do share cultural components. Therefore, the global outcome of an analysis of 
the corporate environment is a representation of transborder activities and relations. Representation is defined as 
“the production of meaning of the concepts in our minds through language” (Hall 1997:17). That means the 
global corporate environment is produced in the conception of cross- or transborder activities and relations and 
therefore does not “mirror” (Potter 1996) a factual corporate environment; rather, they construct and shape it.2 
Shared or partly shared patterns of meaning production impact what is conceived of to be the drivers of 
globalization, global competitive advantage and value added in global trade. An example for that is the 
perception of a corporation and its environment in terms of binary, consequently distanced relationships. In this 
corporate language, the g-words both are concepts which indicate a certain perspective on drivers, competitive 
advantage and value added and culturally conditioned signifiers, which add and give meaning to drivers, 
competitive advantage or value added. What meaning, depends on the context of their use. It is the purpose of 
this paper to investigate into the cultural pattern which allow for corporate interpretations of globalization.  

 
Approach 
I take an interdisciplinary constructionist approach where I combine globalization theories from a variety of 
fields with strategy development and a cultural perspective. I apply a process-oriented, de-territorialized 
understanding of globalization. I work with culture as a tool of analysis. Therefore, I am not interested in 
transborder relations as relations between cultures. Rather, I use “an emergent, dynamic approach to the 

conceptualization of culture” as “made up of relations” and “based on shared or partly shared patterns of 

meaning and interpretation” (Søderberg& Holden 2002:112).  
 With Appadurai‟s (1990) concept of global multidirectional cultural flows in mind, I define these 

cultural patterns as clusters which may be localized on various spots on the inhabited earth; they cross well 
known interpretations of boundaries as those of territorial units (such as nations) to which they neither are 
limited to nor do derive from. With that, these patterns are none-geographical, none-territorial and postnational. 
They can clearly be identified; however, they cannot be pointed out on a map and have neither borders nor 
boundaries. Thus, the cultural patterns of „g-words‟ found in a Danish language context can neither be presumed 
to be limited to a specific geographical area nor to derive from a specific national culture. These patterns I am to 
introduce and discuss are shared or partly shared in both, corporate Danish and corporate English language use 
and in both, national and wider contexts. Moreover, they are shared or partly shared across different industries, 
languages, and in different spheres of society, that is private enterprises and University scholars, as well as 
European and the US. Consequently, these patterns are not specific for Denmark or for Danish corporations. My 
concern is to present my findings on those patterns of meaning construction and interpretation that emerge in the 
corporate use of g-words, hereunder the relation between the categories of globalization and internationalization. 

 The reality of transborder relations and activities in the corporate environment exist; however, since we 
do not have access to objective reality, and since our understanding of transborder relations and activities cannot 
be differentiated from our perception and interpretation of them, we always create reality in terms of social and 
linguistic actions. Langue use is one of the actions creating the reality.  

 With outset in Austin‟s (1997/ 1962)
3 language action theory, I take the stance that languages use is a 

corporate activity itself. It does not mirror reality, but is the result of perceptions and interpretations of the 
corporate context and as such inflicted by shared or partly shared cultural patterns. Language use is a linguistic 
act which both, changes and creates reality and which causes further changes, for instance a change of the 
mental picture of a corporate context situation. As such not the modern subject - in terms of either individual 
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actors, or companies or stakeholder groups – ought to be the focus for cross-cultural management, but cultural 
patterns. 

  
Hyperreal figures and geographical units 
 
I want to point out that by „Europe‟, I do not refer to a homogeneous culture or an unbroken intellectual tradition 

of a region of this world. There “is no such thing as an unchanging core of European culture, no fixed European 

identity” (Arts & Bijsterveld & Veraghtert 2003:81) of corporate executives. Rather, I refer to cultural patterns 

and concepts which “bear the burden of European thought and history” (Chakrabarty 2000:4) rather than derive 

from and articulate some dominant “discourses of the West” (Tomlinson 2007:148). These patterns and 
concepts are not limited to a geographical area. Analogously, also „East‟ and „West‟ represent very complex 

concepts not primarily about place and geography (Hall& Gieben 1992:276ff.). Like “culture” or “Europe”, they 
have no simple or single meaning.  

 In the following, I exemplify some of my findings with a random example of corporate language use: 
the webpage of the Danish based company Christian Hansen4: A continental map of worldwide locations for 
corporate activities is shown. Focus on fixed territorial locations rather than activities This map, however, is 
“hyperreal”: it refers to “figures of imagination” (Chakrabarty 2000:27), for instance the “imagined 

communities” of nations (Anderson 1991), rather than to geographical units. Whenever I refer to a corporate or 

geographical entity in this paper, I refer to hyperreal rather than physical entities, with unequivocal meanings 
negotiated in multidirectional relations and dependent on their respective contexts.  
 
Subject of the paper 
 
G-words as concepts denote ways of thinking and perceiving which follow patterns of meaning production and 
interpretation that cross boundaries. In this paper, I present and discuss patterns of meaning and interpretation I 
identified in case analysis.5 I concentrate on the pattern of signifiers and interpretations at play, which denote the 
relations between company and environment in terms of binaries, which are cross-border relations. Each pattern 
is highlighted as a subheading of this paper. Their representations of the „g‟-words comprise an archive of 
information on globalization in terms of patterns of meanings and interpretations. In that, corporate language use 
contributes to the regulation of cultural knowledge on globalization.  

 The identified patterns are the outcome of a qualitative analysis of the „g‟ – words in language use. The 
sources were representations of globalization collected by the author and derive from corporate representations 
of globalization in Danish language use. I found that some of these patterns transcend languages, industries, 
business and scholarship, Europe and the US. As stated above, I will exemplify some of my findings with 
reference to a specific company homepage. The page and the meanings conveyed in it are an effect of the 
cultural patterns which allow to make sense of corporate activities and cross-border relations in the visual and 
linguistic language displayed on this page:  
 
Company homepage to be found at:  
http://www.chr-hansen.com/contact/worldwide_locations.html 
 
 
 
The internationalized and liberalized company as the ‘global’ company 
 
The worldwide locations indicate the global condition of the company; however, this is actually a company 
which international cross-border relations that span more than two countries on several continents. I found that 
most of these countries have in common that they are members of the WTO6. In 1995 set up to administer the 
GATT (Lynch 2003:706), the aim of WTO and of GATT is to reduce restrictions on and to liberalize 
international trade. Liberalization means “a world without regulatory barriers to transfers of resources between 

countries” (Scholte 2003:45). Internationalization has been defined above.  
 This is not accidental, but points to a well-known pattern. Both, internationalization and liberalization, 

rank among the four concepts identified by Scholte (2000:44ff.) as widely used, but nevertheless “redundant 

http://www.chr-hansen.com/contact/worldwide_locations.html
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concepts” of globalization: a new word is used on old phenomena not in need of new terminology. As redundant 
concepts of globalization, they do not open “substantial new insights that have not been available through pre-
existent terminology”. Following this line of argumentation, worldwide could just as well be entitled „the 

liberalized company‟ or „the internationalized company‟. The g-word „worldwide‟ is giving meaning to 
companies‟ cross-border relations and makes sense, since it follows a pattern for meaning production pervaded 
by the cultural maps imposing possibilities for the interpretation of companies by their cross- border relations.  
 
Europeanization, westernization and modernity 
 
The term „globalized‟ does not denote multidirectional trans-border relations; rather, it denotes dual cross-
border relations between the corporation and its home country, alternatively the country locations of it 
headquarters, and its environment. This conceptualization of a worldwide company is not value free – certain 
aspects are highlighted at the expense of others. In the following only briefly want to touch upon three cultural 
patterns of minor importance to my findings: the culture-nature divide, visibility and the objectification of 
stakeholder activities. 
 
The nature-culture divide  

 
Worldwide maps of corporate activities as the ones mentioned above are visualizations of a nature-culture 
divide. Although this is a world map, the focus is only on land, more specifically on populated land - the oceans, 
atmosphere and space are left out in this understanding of globalization. In consequence, aspects like climate 
issues (for instance with regard to C02-emission or to so-called natural resources) are often conceptualized as 
“nature”. They are not covered by this understanding of globalized or worldwide companies. There exist ways 
of visualizing a company of global reach as integrated into a transworld space, the world understood as a single, 
undivided unit; the advertisement of the international Arab airline „Emirates‟ (2008) serves as one example for 

that.  
 
The focus on the visible 
 
Furthermore, the page reflects the focus by European societies on the visible. By our senses – eyes – we gain 
access to a factual reality of geographical units such as continents, countries and towns. Both, globalized and 
worldwide, denote the visible presence of the corporation at different territorial locations.  

 
The objectification of stakeholder activities  
 
Thus, we find a version of reality existing outside and apparently independent of humans. The objectification of 
globalized relationships distances stakeholder relationships from human activities and turns them into processes 
beyond the making, the reach and the control of humans. These three patterns contribute to making either 
Europe or a European country like Denmark the center of globalization – they Europeanize globalization.  

 All three patterns contribute to the constitution of the „modern„. The concept of „the modern‟ and the 

concept of “the West” have identical meanings (Hall& Gieben 1992:277). The concepts of East and West are 

here used in a way which resembles the pre-1989 polarized world view of a first, second and third world 
(Huntington 2002/ 1996:47) which contributes to making Europe the center of this globalized company. 
 
The West = the Modern = the West 
 
The European continent is made both, the visual centre of a world map, and the visual centre of globalized or 
worldwide companies. Combined with the headquarter localization in a European country, a dual direction from 
Denmark to other countries, from Europe and the West to the „outside‟ is given. That has twofold implications: 
a single direction is implied, and transworld relations and activities are reduced to cross-border activities and 
relations. As a consequence, this is not about global activities, since those are multi-relational transworld 
activities. However, it is perceived, interpreted and visualized as global activities.  
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 An onion-skin relationship (Holliday 1999, 239) of the local, national and worldwide localizations is 
visualized. In terms of corporation, Denmark and Europe appear to be the “parent culture” (Holliday 1999, 239) 

of a company unfolding into the world. The meaning attached is not one of mutual relations. Accordingly, the 
non-West is made the non-modern and the periphery of globalization, imprinted by a Western company but not 
a driving force of globalization itself. This indicates that these mapped corporate relations to various locations 
denote Europeanization and Westernization as a force of worldwide relations. Westernization is a further 
concept pointed out by Scholte (2000:45) as redundant understanding of globalization.  

 Even if signified as worldwide locations, the page maps Westernization, Europeanization, 
internationalization and liberalization. Therefore, the slide may be said to be a redundant conceptualization of a 
company as global. If globalization is a term to refer to new phenomena, this is not what is visualized by this 
page. In the following, I focus on patterns of meaning and interpretation burdened by European thought that are 
constitutive of the term globalization themselves.  
 
The condition of being global: worldwide locations 
 
The homepage points towards a condition of the company, and at the same time to the subjection of the 
company to a global condition. Thus, globality is the adequate term to describe this condition of worldwide 
relations. While globalization refers to the process of becoming more global and thus globalizing activities and 
processes, globality refers to the condition of being global (Scholte (2000:42). Globality may be understood as 
the „having‟ of globalization, i.e. the having‟ of worldwide locations, while globalization may be understood as 
the making of globalization, i.e. the corporate activities and multidirectional relations in a corporate transworld 
space. As is “the having and making” of culture (Gerd Baumann 1999), so is „the having‟ and „the making‟ of 

globalization mutually related. In order to be global, the condition of being global – the having of globality - has 
to be created in processes of meaning construction like those referred to above. The term worldwide denotes that 
the company‟s process of globalization is concluded, and that the actual locations spread over several continents 
derive from or are rooted in that condition. The map centers globalization around a Western capitalist enterprise, 
at the same time subordinating it. This reinforces the condition of the West – represented by the company - as 
the driver of globalization, and prevents the possibility of drivers outside the West.7 

 So far, these points to another meaning produced in my sources: that of homogenization, in that the 
world becomes more “Western, modern” and, in the case at hand, more capitalist and European and modern. 
However, as „the West‟ is a construct and not primarily about place and geography (Hall 1992:276ff), these are 

redundant patterns of thinking constitutive of this knowledge on global corporate activities.  
 
Territorialism  
 
Globality is a meaning produced of corporate relations translated into spatial locations. The company and these 
spatial locations connect separate units of territory. As such, territorialism is at the heart of the corporate 
understanding of being global. Territorialism denominates a perception of macro social space as wholly 
organized in terms of unit such as towns, countries, religions (i.e. „the Muslim world‟) and continents (Scholte 
2000:46). The territorial units of nations and towns make the prime stakeholders of this company. In this 
context, a corporate thinking is revealed caught in “the „territorial trap‟” (Agnew and Corbridge, in: Beck 
2005/2000:25) in which society, corporations and their stakeholders are understood as representatives of 
localizations.   

 As continent, nations and cities denote the prime stakeholders, the localizations are not global. As 
several scholars have stressed (Scholte 2000; Beck 2005/2000; Sassen 2001),  globalization ought to be thought 
of not as condition, but as transworld activities, defined as new activities that may be localized on various spots 
in a transworld space. However, what constitutes this company‟s global condition is a national and continental 
cross-border reach.  

 Since territorialism is not an adequate concept in terms of capturing global corporate activities, these 
spatialized corporate relations may rather be said to conceptualize of a world company. Territorialism – in terms 
of the nation state, „the West‟, Europe, continents – thus may be said to be a concept constitutive of redundant 
conceptions of globalization.  
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Originating in time and space 
 
Root-thinking is another pattern I could identify. (Deleuze & Guattari 1987:5). Root-thinking is related to the 
European idea that everything has to be seen as a condition, as a “unity” – here we have the territorial units and 
the units of company locations and the invisibility of humans and their activities – “and in its historical 
development” (Chakrabarty 2000:6). Corporate multidirectional activities and relations are not only translated 
into spatial locations and conditions, but also into hierarchical spatial (Denmark/ Europe) as well as 
chronological (headquarters as origin) relationships denoting an originally European/ Danish company 
developed into a global one. The concept of cultural distance, for instance between the West and Asia, is related 
to the ideas of spatial distance and historical time.  

 Johannes Fabian (1983, in: Eriksen 2007:43) shows that the West has an intelligible tendency to think 
of people elsewhere as somehow belonging to another time. That which is distant in space is distant in time as 
well, meaning: less developed, less modern, less global. The page is a translation of the historical development 
from an originally Danish company to a worldwide company spread over Europe, Asia, the Americas and 
Africa, into spatiality and thus of corporate relations to more and more distant units of territory. This root-
thinking places Danish corporate relations at the place and time of origin and thus at the center for bridging this 
distance as a facet of the condition of being a worldwide company. This is intertwined with the organization of 
the visual design of the map and the link list of locations to the right which follows the onion-skin relational 
model of culture; also this cultural pattern directs initiatives towards a national corporate center.  

 The page produces a well-known master narrative in the visual and linguistic language of the page. 
This historicist narrative makes both, the modern and capitalism, look as “something that became global over 
time, by originating in one place”, namely Europe, “and then spreading outside it”. This “‟first in Europe, than 

elsewhere‟ structure” (Chakrabarty 2000:7,8) creates Europe and its nations as „first in time‟, conceptualized as 
being „modern‟, the driver of globalization, or producing original products. As Chakrabarty argues, this 
narrative exists in the humanities and the social sciences; as these findings show, they transgress these spheres 
as they also are incorporated into Danish corporate language use. There are further examples of this structure in 
corporate thought, for instance in publications by “Dansk Industri”. I think of titles such as „From Denmark to 

Dehli‟, or a press release titled „EU sticks to it: globalization is the future path‟.8  In the case of this page, 
globalized then means a company – initially Danish, European, of the West - has gone global, spreading to the 
Middle East, Asia and Africa. Root-thinking leads to the assumption that it is important to look at where the 
company has its origins, or who the founder of the company is, in order to understand the nature of this 
company.  
 
 
 
 
The condition of nation-ness9  
 
Several aspects point to the interrelatedness of worldwide, global, national and nation based cross border 
relations in the corporate understandings of a global condition.  

 At this particular point I ask the reader to have another look at the page: Imagine that there are no 
locations in the East, that there are no corporate relations to for instance China, or India. Other patterns than 
those at play would be needed in order to point out, not the West as a driving force of globalization, but driving 
forces of globalizing processes within the West. In our case concerning transborder activities and relations, 
however, it is of relevance to consider the following question: If this page only visualized locations on the 
European and the American continent, or indicated relations between European and American nations and 
locations – would we then make sense of this company as a global company? I do not think so. 

 The importance of nation-ness for this understanding of the worldwide company makes it necessary to 
ask these two questions with regard to both, the number of nations, and the kind of nations at its heart. A global 
company may be expected to embrace a larger territory and thus denote a larger number of nations than a merely 
international company. The crucial questions to ask would then be: How many nations are needed on order to 
achieve the condition of globalness? How many nations, in numerical terms, are needed in order to talk 
globalization? Is the number of nations indicated to the right sufficient in order to obtain the condition of being 
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global? This question, however, cannot be answered. Altogether, it is not the number of nations which is crucial 
here. Rather, the harder question, but also the more relevant question to ask, is: Which nations and continents 
have to be included into the visual and linguistic language of the page in order to produce the condition of being 
global?  
 
The condition of the Oriental 
  
The condition of being global presupposes the presence of at least Eastern countries. The presence of African 
countries alone would not qualify for „global‟. Like “the West”, “the East” is a further crucial element in making 
sense of company by interpreting it as global. In order to support my argument, I briefly historicize the concept 
of globalization itself. 

 Globalization is the flipside of Orientalism, since globalization emerged as a critique of „Orientalism‟ 
(Hastrup 1999:213ff.). Both concepts are burdened by European thought. Globalization developed as a critique 
of the tendency to turn the unknown into a different and exotic other. Globalization is built on the assumption 
that this dissimilar other is merely a variation of the already known. As such, the basic approach to globalization 
was to critically point out that a „them‟ actually is not unlike, but does resemble an „us‟, that „the other‟ actually 

resembles „the European‟ and Westerner. The „oriental‟ other resembled the European by the time it is included 
into a global condition. However, the character of this resemblance is not absolute. Since the global condition is 
defined in relation to the West, the resemblance of the oriental is relational. As that, it also has to be context-
related. Therefore, to me is the question of interest: What is the nature of this resemblance in contemporary 
corporate Danish language use?10  

 „Orientalism‟ is a well-known and widely recognized concept introduced by E. Said in 1979, denoting 
a political vision of reality. Briefly, Orientalism is “ an archive of information”, bound together by “a family of 
ideas and a unifying set of values”, “a set of constraints upon and limitations of thought” (Said 2000:42) 

Orientalism denotes the imperial gaze, which looks at disparity and dissimilarity as entirely different from and 
inferior to itself. “The essence of Orientalism is the ineradicable distinction between Western superiority and 
Oriental inferiority” (Said 2000:42). Moreover, a feature of “oriental European relations was that Europe was 
always in a position of strength, not to say domination”, and the essential relationship was seen in the West “to 

be one between a strong and a weak partner” (Said 2000:40). In addition, Orientalism is based on the perception 
of the Orient as not being able to speak for itself and therefore to be understood from the outside. As I argue 
below, Orientalism is a cultural pattern at play in contemporary visions of the global corporate environment, as 
displayed by the signifiers. 

 Said (2003:13) rightly points out that Orientalism is not to be dismissed as a “cultural and political 
fact” limited to Western imperial gaze upon the world of past epochs: Orientalism is also at the heart of 
contemporary corporate perceptions of cross cultural management needs, for instance when requesting 
applicable knowledge of unknown cultures for cross-cultural management. A report recently published by DEA 
(2007:12) shows that Danish corporations approach researchers with a request to supply an understanding of 
“culturally distant and different” markets. They request an outside understanding of the dissimilar, and an 
understanding of the other given on behalf of the other. The „culturally distant and different‟ „other„is neither 
asked to nor considered to provide these insights itself. Orientalism is strongly linked to the „the West first‟ 
structure first pointed out by Said.  

What this report also reveals is a territorialized understanding of markets equated with countries and their 
„national‟ culture. Nation-ness and Orientalism are linked when research is to speak for the Oriental in order to 
make the unknown known and the distant accessible for national businesses when placing a nation in a position 
of strength by making it understandable and accessible for „us‟ and ultimately the object for cross-cultural 
cultural management strategies. This is even strengthened, since „distant‟ markets requests of knowledge of the 

Danish market or on each other are excluded from the picture of corporate needs. These “distant” markets are 

made the weak part, the part to be conquered and made accessible by superior knowledge creation. 
 Orientalism is also at play in the page. „Oriental‟ designates Asia or the East (Said 2003:31), but also 

Arab countries. In the page, the Asian and Middle East countries constitute the oriental other. However, in the 
context of staging a global company, I suggest that East Asian countries like China and India constitute the 
necessary „other‟ as well. These countries are a necessity in order to signify the company and its relations as 
global; so is the Europe-centeredness of the presented worldmap. United with Europe, the Americas, Africa and 
the middle East as locations of and united by the worldwide company, the East-Asian countries alter between 
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being the Europe-centered - „exotic other‟ (distant and different) and an „other‟ made in Europe, resembling the 
European or Western (hosting some of the company locations). Therefore, this corporate perception is not about 
the ongoing processes of globalization. It is about the European condition of being global. Orientalism is one of 
the crucial elements of creating this condition.  

 With Europe made the center of and the condition of being global, how is the resemblance of the East 
achieved? It is generated by the territorialized spatial corporate relations, pointing to stakeholder interests whom 
both the European and the Oriental have in common. The relation between Europe and its corporation on the 
one hand, and Asia on the other hand, is structured by the arrangement of the contact information to be accessed 
to the right, arranged by continents, nations and cities.11 When you first enter the company‟s side of “worldwide 
locations”, the Danish placed headquarter is at the very top of the list of contact information and locations, 
privileging Europe. They create dual differences between the continents as well as distances, among them 
between Europe and Asia and the Middle East, and organize them in a hierarchical manner.  

 This creates the effect of Asia and the Middle East as a continent at the periphery of Europe, and of 
Europe as the center of a global condition. Thus, resemblance becomes an issue of dominance and subordination 
and leaves the none-European continents and countries at the periphery of globalization. „Global‟ means that 
„the exotic other‟ resembles „us‟ – Danes, Europeans – but at the same time that the other is inferior to us – the 
page does not show globalization as mutual multidirectional transborder processes independent of territorial 
units also to be found within Europe, within the corporate headquarters. The perception of European superiority 
and a respective Eastern or Oriental inferiority are core elements of Orientalism, linked to Europe as the 
symbolic modern with her companies both, acting representative of this modernity, at the same time enacting 
modernity. As I will discuss below, it is precisely this relation and its interplay with other cultural patterns 
which allows to make sense of a particular nationness - the condition of being Danish - as a competitive 
advantage and as global value added.  
 
Patterns of thinking boundaries 
 
Cultural patterns giving meaning to and interpreting phenomena as a global condition are not limited to the 
corporate community; partly, they can be traced in business related scholarship in the US and in Denmark. 
Examples exist of an orientalized conceptualization of globalization which rests on Asia and Arab countries in 
the image of similar, but inferior corporate relations: inferior in terms of not being a driver of globalization, but 
a subject - as well as subjected - to modernization. An image of globalization as the successful adaptation by the 
East to the West, and here to corporate Europe, is thus created.  

 A scientific publication by Djursaa and Kragh (1998) may serve as an example for that the cultural 
divergence of core values is signified as degrees of modernization and resistance to globalization in the Middle 
East. The authors conclude that peripheral consumptions contexts are more easily accessible for international 
marketing approaches, signified by the authors as less likely “to resist globalization”.  

 However, their comparison of consumption data collected in Saudi Arabia and the United Arab 
Emirates on behalf of the Danish Agricultural Council may also be said to be Euro-centered and to stay within 
the Orientalist discourse. The „Europe first‟- structure is reinforced in a single-edged report on the ability of 
„European‟ products to penetrate the cultural systems of „Arab‟ consumption contexts. Accordingly, only the 
European products denote global products. Any resistance against these products is explicitly deemed to be a 
resistance to both, globalization and modernization. The authors explicitly interpret the differences in the 
purchase patterns of American and European products – signified as global – as varying degrees of 
„modernization‟: “the process of modernization in [three Arab cities] is accompanied by certain consumption 

contexts – resistance of „globalization‟ parallels resistance of “modernization” (Djursaa& Kragh 1998:13, 26, 
34).  

 The extent of Arab consumption of Western products is understood in a hierarchical way, as a degree 
of the oriental resembling „us‟, the modern, thus establishing a notion of inferiority and superiority. The degree 
of use of Western food products “suggests that the general level of openness to change by a society is reflected 
in the degree of modernization of the consumption situations in general, but also that the effect of modernization 
depends on the cultural importance of each of the particular consumption situations” (Djursaa& Kragh 1998: 
34). The self -evident understanding of globalization applied here is that of „our‟ Western products entering 

„their‟ territory, which then turns into „our‟ market. Thus modernization comes down to the degree of the 
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resemblance of „our‟ consumption patterns. A territorialized understanding of markets is applied, also 
complying culture. Space is paralleled in time when it is translated into degrees of modernization.  

 The pattern of Orientalism and the need for Asia in order to establish a global condition is found in 
another piece of business related research. Also, globalization and internationalization are understood 
synonymously. A Danish book on personal management as a strategy tool (Nordhaug& Larsen& Øhrstrøm 

2004:480) includes a chapter on international manager recruitment. On the one occasion where „global‟ is used 

to denote a company, specified nations come into play: In this book, the label „global‟ is applied when nations 
explicitly are mentioned, among them Western and at least one East-Asian country: Hongkong. 

 In the Danish corporate community, and in Danish research related hereto, both redundant concepts 
constitutive of a global condition (Euro - centrism, comprising nation-ness and Orientalism), and the four 
redundant concepts of globalization pointed out by Scholte, do exist. However, the redundant concepts of 
globalization are neither limited to the corporate community nor to Denmark. So states Scholte (2000:46) that 
the four redundant concepts of globalization “cover most academic, official, corporate and popular discussions 
of things „global‟”.  

 Scholte seems to be a scholar with limited access to the g-words in English language use only. As this 
contribution shows, they also apply to understandings of globalization in Danish language. If languages are 
understood in terms of belonging to clearly defined cultural units, these patterns do criss- cross them. 
Consequently, the cultural patterns of perception, interpretation and meaning construction discussed here are 
transcultural patterns. Further research has yet to show the range of the redundant concepts and of the patterns 
constitutive of globalization in the use of languages not signified as European. Consequently, even if localized 
in Danish language use neither of the redundant concepts of globalization discussed here thus can be 
territorialized and be said to derive of Danish culture or society. As a consequence, and considering the fact that 
Said‟s book shows that Orientalism crosses several languages as well as the fields of literature, philosophy and 
administration, Orientalism seems a transcultural pattern widely shared across languages, times and professional 
fields. Its impact therefore should not be ignored in cross-cultural management, either.    
 
 
 
 
 
Strategic categories as signifying categories 
 
Strategic concepts such as “driver” or “front player” are applied as signifiers of perceptions and interpretations; 
they construct their meaning. As such, strategic analysis and monitoring of the environment can be said to be a 
cultural practice.  

 Transcultural patterns facilitate a global condition of a Danish community, at the same time reinforcing 
the imagination of such a community. My point is that the corporate community - or parts of it -operates with 
cultural patterns and conceptions of the corporate environment which are burdened by European thought, and 
that they also strengthen nation-ness. This impacts on corporate understandings of global drivers and of global 
value added which are tied to such patterns of thinking and interpretation. The following example supports my 
argument that Orientalism is a pattern which structures a widespread understanding of the condition of being 
global while also pointing to the strong link between Orientalism and nationalism. I want to suggest that the 
redundant concepts constitutive of globalization contribute to the notion of a nation – in this case Denmark - as a 
distinct brand and value-added of global trade. 

 A thematic issue on globalization published the stakeholder magazine of a Danish bank illustrates how 
the orientalist pattern of Asia meaning the resembling other and of Europe meaning the driver of globalization is 
interpreted and translated into economic thought: It starts out by defining globalization in terms of 
“standardization”, that is “the fast duplicating of products in China”, and cheap products either in return, like 
“cheap t-shirts from China” (Hammeken 2007:2, 13), or for the Chinese home market. This understanding of 
globalization is structured by the „Denmark first, then the outside‟ line of thought, and signifies Denmark as the 
stronger part in Danish/ Chinese relations. This thinking crosses boundaries of corporate and published domains; 
similar conceptions make the headlines in daily newspapers: “The Chinese copy Danish cookies” (Mathiasen 

2008). This pattern of thought goes hand in hand with the time dimension: globalization develops from a point 
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of originality, of original products to be sent to Asia, for there to be copied and the copies to be shipped back. 
Orientalism as a redundant concept constitutive of the notion of a global condition, globality, is an inherent part 
of this staged inferiority of the East. It is not original, but duplicating, and not producing original products, but 
cheap copies. Globalization is dated back to “Columbus”: “These were scary times - just like now” (Hammeken 
2007). The patterns interpreting globalization add to the imagination of a national community and to the 
perception of the Danish nation as a distinct value added in a global environment. 

 The imagination of a unique national community is characterized by unique national innovative 
qualities interpreted as natural capital of global value. Orientalism goes hand in hand with a nationalist discourse 
(re-) producing the tale of eternal nation-ness. Their intertwining creates Denmark‟s position at the centre of 
globalization and a dominant player explicit in the relation to China.  

 The condition of Danish- ness as sustainable natural capital consists of the eight myths Smith 
(1999:192) points to as constitutive of the imagination of the ethnic origin of nation- ness: The myth of origin in 
time (“always”) roots Denmark in the mist of ancient times, simultaneously pointing to the timelessness of an 
eternal past and to an eternal future. The myth of origins in space links Danishness to a state territory on a world 
map and organizes macro social space in terms of the territorialized units, in the example at stake „Muslims‟ and 
„China‟. The meaning of ancestry as a third myth is literally linked to „grandmothers‟ and by the ancient craft of 
knitting. Products travelling between nations point to the myth of migration. The myth of liberation lies in the 
confirmation of nation-ness not being threatened by globalization, but continuing to be an asset in a global 
market consisting of Denmark, China and Muslims. A fifth myth on greatness is inherent in the making of 
uniqueness and originality and a central characteristic of the imagined community and its corporate 
representatives. This is reinforced by the pattern of „us‟ and „them‟: „our‟ national products are so good that they 

are copied by „them‟ at the far end of the world. Orientalism and the very “Denmark first”- construction of a 
global condition creates dependencies and inferiority: the original Danish product comes first, the Chinese copy 
is only second; the compass comes first, Muslims depend on it for their prayers; moreover, „we‟ give „them‟ 

directions. Globalization denotes processes of standardization; standardization is kicked off by and in need of 
originals and single-directed “initiative” (Dannesø Jensen 2008); originality, “inventiveness” and “lifelong 

learning” (Dannesø Jensen 2008) is made the very core of an essential Danish-ness; globalization becomes a 
function of it: China is not only in need, but even dependent on Denmark. Thus, Denmark appears to be 
essentially global, an indispensable and irreplaceable engine of globalization.  

 A strong competition of cheap Chinese copies on a global and a local trade market represent the thread 
of national decline which is the seventh myth in the creation of the ethnic origin nation. It may be turned down 
and the greatness of nation essentially restored by making original products which are less easy to copy, or even 
may not be copied at all – rebirth being the eighth myth of nation-ness. Since originality is at the core of Danish-
ness, the solution to major changes may be said to become even more Danish. All eight elements are tied 
together by an evolutionary structure of linear development, utterly strengthened by a number of businesses 
portrayed as both, the representatives of Danish-ness, and the heroes on which the reality of nation depends. The 
challenges of globalization are met – not by addressing the impact of multirelational transworld relations and 
processes – but by Danes becoming even more Danish.  

 Putting nation-ness at the heart of globalization may indicate a strong corporate need to be in control of 
the pace and the extent of all changes which impact society. Moreover, it is an indicator for what Appadurai 
coins production-fetishism. By production fetishism, he means an “illusion created by contemporary 
transnational production which masks translocal capital, transnational earning flows, global management and 
often faraway workers in the idiom or spectacle of local control, national productivity and territorial 
sovereignty” (Appadurai 1990:6). In the particular case, one might as well speak of innovation fetishism.  

 Orientalist patterns make China and Denmark the respective representatives of the Orient and the West. 
They re-interpret distance and hierarchy as national differences between a superior „us‟ and an inferior „them. 

The perception of a relationship between Denmark and Asia is one of dependency and makes Denmark a strong 
and China a weak global partner. Therefore, the imagination of a global Denmark may be said to be an 
orientalized version of nation. Denmark denotes a traditional society where the past is honored and valued, 
conveyed in symbols of time, vicinity, womanhood and craftsmanship. As a result, Denmark is highlighted by 
the lights of modernity and as such a self-evident driving force of globalization.  

 The elements which help define Europe and its corporations as a driver of globalization and Denmark 
as a global value added are the same that help redefine Europe as the modern. These elements do not belong to 
the European cultures only; they are burdened by European thought, but neither rooted in nor limited to 
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geographical area and thus not territorial. These cultural patterns perpetuate the making of Europe in general and 
Denmark in particular, as the modern, and as such the center of relations interpreted as globalization. This is 
made a fact in corporate langue use by adding the strategy concept “driver”. This pattern gives meaning to 

Denmark as a driving force of globalization. Driving force is a meaning established in effect of patterns of 
interpretation and perception 

 These patterns transcend time; perceived as the eternal first, Denmark is associated with the natural 
country of origin of global products due to recurring practices of supplying value-added. This is underscored by 
a parallel Christian pattern of thought, namely the parable of David (Denmark) winning over Goliath (China), 
like the small over the large economy, the small over the huge country.  

 Redundant patterns of meaning and interpretation constitutive of globalization allow for the perception 
of Denmark as a driver of globalization. Nation-ness and not the state is at the heart of this perception of 
globalization in this example of Danish corporate language use caught in the territorial trap as well, since 
society, corporations and their stakeholders are thought as nations. The condition of nation-ness and intern-
national relations is intertwined with the condition of being global and seems to prevent to think of globalization 
in terms of transnational processes. Since nation is a product of nationalism (Anderson 1991), nationalism may 
be said to be at the heart of this understanding of a global market condition.  

 In effect, Denmark as a nation appears as important player of globalization and a successful global 
front player. Rooting this success in nation-ness characterized by inventive ingenuity, more specifically in 
national characteristics, makes it both, unique, unchallenged and unchangeable. Authority, here in the shape of 
an expert and a bank, validates these orientalized truths of Western and Danish supremacy as external to the text 
(Said 2003:21-32).  

 Territorial thinking, nation-ness and Orientalism make a pattern of thinking China as a less developed 
nation and China‟s global condition inferior to a Danish global condition and in need of a helping hand by 
Denmark, which is a nation leveraging master consumer-products for copying.  

 The findings of cultural patterns I discussed here transgress so many conventional units, such as 
language and professional fields, that I actually want to label them “transcultural patterns”. They facilitate the 

translation of multi polar global processes and relations into mono polar power relations of – in these contexts – 
a global Western dominance.  
 
Nation as a global competitive advantage  
 
Patterns of meaning and interpretation burdened by European thought make China the imaginary second in 
terms of a lack and an absence of originality. The condition of globalization then is about the fulfillment of this 
incompleteness by Danish products, meaning original products. Thus, China is put into “an imaginary waiting 

room” (Chakrabarty 2000:8) of globalization – without Danish products, no Chinese global market activity. The 
lack of the original product, which they have to wait for in order for them to be copied and sold, makes the 
eternal pre-globalness of China. The original is by the time of its arrival in Asia an already well-known product, 
“something which already has happened elsewhere, and which is to be reproduced mechanically or otherwise 

with a local content”. In copying original Danish products, China turns into the resembling other. China, 
however, also is the necessary other in order to establish globality. Due to the structural patterns of this 
corporate story, China is here made the representative None-European, which forever is left with the task of 
“reproducing „the project of positive unoriginality‟” (Morris 1990, in: Chakrabarty 2000:39).  

  The superiority of the West and oriental inferiority (Said 2003:41) are inherent to Orientalism. The 
notion of communities being homogeneous, either in terms of manufacturers of original products, or in terms of 
manufacturers of cheap copies, also illustrates that corporate conceptualizations of globalization rest on “the 

classic, essentialist concept of culture” (Søderberg, Holden 2002:112; Holliday, Hyde and Kullmann 2004: 4ff.)  
understood in terms of a condition. Reducing the complexity of globalization to “shorthand descriptions” 

(Osland & Bird 2000:66) of the condition of nation-ness, Orientalism and globality means to neglect the 
complex patterns of meaning production and interpretation which cross linguistic, corporate and scientific 
boundaries. The descriptive and empirical concept of culture is inadequate of capturing transworld processes 
and activities. Corporations operating across cultures run the risk of building strategies on imaginative 
competitive advantages when anticipating of products and markets as representatives of nation-ness signified as 
a natural global competitive advantage and drivers of success.  
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 In the following, I want to consider the possible impact of these findings for the field and the practice 
of cross cultural management.  
 
Implications for cross cultural management 
 
The above discussion points towards the need for new approaches to cross-cultural management. The 
transcultural patterns discussed above are not adequate for interpreting and sense-making of the globalizing 
world as well as of the global conditions of companies and societies, since they are out of phase with globalizing 
processes in terms of multirelational postnational transworld activities. Nation states and companies are 
impacted by these globalizing processes, but are not in control of them, as the current financial crisis illustrates 
and as scholars of globalization have pointed out (Appadurai 1990; Beck 2005/2000). Moreover, an essentialist, 
descriptive and functionalist understanding of culture in terms of onion-skin-relationships, favoring the idea of 
national cultures, is out of phase with a globalizing world. The simple expansion of conventional market 
definitions to embrace a larger and larger territory does not fit contemporary global realities were the nation 
state no longer is a major player: “[i]n a world of 200 countries, fifty-one of the largest one hundred economies 
are corporations rather than nation-states” (Quelch and Deshpande 2004, 4).  

 Søderberg & Holden (2002:113) perceive of cross-cultural management as the management of multiple 
cultures, such as national or professional cultures. The core task for cross-cultural management is then “to 

facilitate and direct synergistic interaction and learning interfaces, where knowledge, value and experience are 
transferred into multicultural domains of implementation.” Still, learning and interaction are to bridge the 

distance between different cultures. Since my findings indicate that patterns do cross these definitions of 
separate and distant cultures, this approach will not bring problems in a globalizing world.  

 In a globalizing world, cross-cultural management needs to shift focus away from distance and 
difference. Instead, cross-cultural management ought to refocus on shared or partly shared cultural elements. 
Therefore it is worth considering whether cross-cultural managers ought to act as transcultural managers. Since 
their analysis has to be communicated in language, this would require knowledge on shared and partly shared 
transcultural patterns of thinking, interpretation and meaning construction. Transcultural managers then would 
be in need of new corporate practices: one would be pattern recognition; the other would be the management of 
patterns of meaning construction and interpretations. Both competences are necessary in order to facilitate 
sustainable modes of perception in particular settings, contexts and situations. It includes the individual 
manager‟s awareness of the impact of cultural patterns on their decisions and actions as well as those of co-
managers.  The point of acting like that is to make something change within their company and in their 
company‟s relation, possibly to redirect the company. This way, managers could facilitate the cultural 
sustainability of their companies in a globalizing environment.  

 Since globalizing processes not only occur between nations or companies, but also within them, and 
since these are multirelational and transworld processes, not only international or worldwide companies are in 
need of transcultural management. As all communication is intercultural communication, so could all 
management be said to be transcultural management, since there is no social or linguistic corporate action which 
is free of these cultural patterns. Cultural patterns are translated into categories of strategy development. That 
makes strategy development a cultural practice. Chakrabarty (2000) argues that imaginary Europe is built right 
into social sciences; this points to the need to investigate to what extend it is build into existing cross-cultural 
management and strategy development practices.  

 Also there exists an acknowledged need to draw on culture with regard to globalization strategies (for 
instance Lynch 2003:712), these results point to the corporate need not to apply a territorialized, descriptive and 
functionalist understanding of culture which facilitates cultural perceptions to remain blind spots in strategy 
development. A point which is supported by scholars of who agree that the new phenomena we try to capture 
and understand as globalization actually are independent of national units. These phenomena “cannot be situated 

at a fixed territorial location. They operate largely without regard of territorial distance” (Scholte 2000:46ff.). If 
cross- cultural corporate strategies stick to territorialized thinking of dual differences, distance and boundaries, 
they run the risk to build on imagined competitive advantages in a „multipolar world‟ (Huntington 2002/ 1996) 
of multiple drivers which cannot adequately be captured by transcultural patterns outlined above. Global 
relations are supranational relations, transborder exchanges without distance, transcending geography. This 
includes the geography of the corporation, for instance it‟s headquarter functions.  
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 I advocate for cross- cultural management to draw on a process oriented understanding of culture in 
order to develop the competence of transcultural pattern recognition,  since “the processes of meaning 

construction inform, inspire and direct individual and collective actions which themselves are consequential” 

(Tomlinson 2007: 151, in: Held& McGrew). That points to the need for future research to investigate into 
emergent processes of monitoring the corporate environment in terms of sensemaking processes and into how 
“[c]ultural signification and interpretation… orient people… towards particular actions” (Tomlinson 2007:151). 

The „cultural origin‟ of managers‟ “derive from more complex sources than „national identity‟ alone” (Goffee& 
Jones1995:250).  

 The development of transcultural management practices could open up for diverse ways of value 
creation, diverse drivers of globalization, the localization of stakeholders in a transworld space instead of acting 
on a territorialized understanding of markets and stakeholders. This might turn out to be a more sustainable 
approach to the analysis of the corporate environment. Further research with an emergent dynamic approach to 
culture and a focus on culture‟s impact on strategic analysis of transworld relations might turn out to be of 
strategic importance not only for multicultural corporations. 
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End Notes 
                                                 
1 Vestergaard, Frede, Vækstpakker. Weekendavisen nr. 08, 20. Februar 2009, p. 3. “udviklingen I den globale 

industriproduktion og varehandel” is illustrated by a chart, which “viser det meget voldsomme fald I den globale 
industriproduktion og den internationale varehandel”.  This article also illustrates that globalization is thought 
synonymous with export, that is foreign trade. 
2 Jonathan Potter (1996:97ff) introduced the terms „mirror‟ and „construction yard‟ as two opposed ways of 

dealing with the operation of factual accounts. 
3 According to Austin, language use is a linguistic act consisting of three partial actions: You have to use words 
which are accepted in the particular language and correct sentences which make sense in a particular situation 
(locutionary handling); you have to conduct the linguistic act (illocutionary action) where one expresses an 
intention and where one obliges oneself. This one does change reality, makes new rules and is the „missing link‟ 
between locutionary acts and perlocutionary acts. The point of acting is to make something change. The acts 
which lead to changes additional to those which are illocution already has facilitated is what Austin labels 
perlocutionary. These changes are not conventional and may be specific physical actions as well as 
psychological changes, that is move something in another person and make her/ him change his or her mental 
picture of the situation. All three actions do happen at one time – they are not different, only analytically to be 
separated! That is HOW language is used is at the focus of this.  
4 The map may be accessed at http://www.chr-hansen.com/contact/worldwide_locations.html 
5 Rittenhofer, Iris (forthcoming), Divorcing Globalization from Orientalism. In:  Primecz & Romani & 
Sackmann & Topcu, Cross-Cultural Management in practice. Culture and negotiated meanings.  
6 Apart from China, who entered the organisation in 2001, all countries on the map entered in 1995, when WTO 
was set to administer the GATT.  
7 Chakrabarty (2000:7) critically points out that nobody sees “„late capitalism‟ as a system whose driving engine 

may be in the third world”.  
8 DI is the confederation of Danish Industries. www.di.dk publication from 21.09.2007 (also to be found on DIs 
homepage for schools www.skole.di.dk)  and a press release from 14.12.2007. 
9 Anderson, Benedict (1991/ 1983), Imagined communities. Verso. 

10 However, Hastrup does not differ between the processes of globalization and the condtion of being global. 
As Orientalism does not denote activities, but only naturalized conditions, I will argue that Orientalism is 
constitutive of the condition of being global.  
11 The entire arrangement of the webpage „worldwide locations‟ follows the pattern of the onion-skin 
relationship of parent cultures. 

http://www.chr-hansen.com/contact/worldwide_locations.html
http://www.di.dk/
http://www.skole.di.dk/
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Abstract 
 
Many of the recently established markets in Central and Eastern Europe and Central Asia have rapidly ageing and 
relatively poor populations. In many of these societies the process of creating effective long-term policies and 
mechanisms to counteract the negative prospects of ageing has hardly begun. Ageing may also turn out to be a major 
business issue. Particularly in the new/emergent markets, the elderly are often marked by economic vulnerabilities. 
They can hardly add any particular value to the local market structures, but place their trust in the odd pension 
funds. Enterprises need to take this demographic transition into account in their strategic planning and overall 
positioning in markets with different demographic structures. This paper discusses the ways how a Finnish tire 
manufacturer might assess some of the key new markets. It is asked here if it is possible to establish a relationship 
between societal demographic indicators and industry sales prognoses. 
 
 
Introduction: decades of dynamism 
 
Many of the recently established and still partly emergent markets of Central and Eastern Europe and Central 
Asia have struggled to find a new challenge, referred to by the World Bank in 2007 as the “third transition” now 

taking place in the territories of the former Soviet Union and its immediate neighborhood (Chawla et al., 2007). 
As noted by the WB analysts, many of these societies are in a unique conjunction of rapidly ageing and 
relatively poor populations. The issue at stake is basically demographic: the constant transition of age-cohorts 
with young generations replacing the old ones.  

With demographic phenomena we speak about social change probably at its most predictable, as far as 
the succession of a given (national) population is concerned. At least in principle, that is. Basically we “know” 
of the elderly and the ageing of the future, because they are already among us, in their peak working ages. Thus, 
we are easily lured to believe that it is possible to quite reliably predict the volumes of these cohorts during the 
years to come. Consequently, we should be on a relatively safe ground predicting the probabilities of the 
retirement of these generations as they reach certain threshold years. Finally, we seem to be able to turn this 
knowledge into explicit policies according to our ideas of the desirability of one alternative over another.  

However, even if the demographic fundamentals as biologically induced phenomena are mostly – and 
particularly in the European welfare societies – immune to systemic fluctuations that the economies inevitably 
face, the policy dimensions associated with the governance of demographic transition are not. Actually, the 
historical volatility of demographic developments, have time and again astonished forecasters by their volumes 
(Alho et al., 2006, 8). Even if the demographic basic processes are relatively transparent and even if the 
demographic phenomena have been extensively studied, developments that escape all predictions emerge. One 
message for policymakers is obvious: as demographic developments cannot be foreseen accurately old-age 
related policies must be sufficiently robust so that the unexpected developments do not undermine their 
foundations (ibid, 6). 

The current financial crisis only underlines the massive scale of designing long-term policies for 
meeting the ageing challenge, threatening the jobs of the senior labor force in particular and putting the pension 
schemes under a serious pressure. To give but one example Dagens Nyheter, the largest and most influential 
newspaper of Sweden, the genotypic universal welfare state par excellence, had in its February 5 2009 issue no 
less than three different articles, one of them the leader and the two other backed up with related Internet 
resources, on the troubled pension schemes and how they have suffered in the tumultuous financial market 
(Gunnarsson, 2009; Hedenborg, 2009; Rör…, 2009). They warned of the inevitable pension cuts that loom 
ahead of the pensioners, not somewhere in the distant future but in the forthcoming financial year of 2010.  

News of that sort of financial hardships that are so quickly turned from systemic dysfunction into 
individual hardships hit the basic feeling of personal security, clouding the expectations of the future. With the 
same inevitability they feature a major negative market force. Nowhere else in or around Europe is the potential 
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for problems that stem from the troubled market as noteworthy as it is in the transition economies. In many of 
these societies, particularly those that are not members of the EU1, the process of creating effective mechanisms, 
such as financially durable pension schemes, to counteract the negative prospects that the third transition stands 
for has hardly begun. On the other hand, repercussions of the fading trust in the prosperity and stability-creating 
mechanisms are becoming visible. As an example, during the winter of 2008/09, the Latvian public has shown 
gravest discontent and distrust to the government since the end of the Soviet occupation (cf. Mardell, 2009). A 
tide may be turning in the societal development of at least some transition economies that have during the last 
two decades featured the hallmarks of European institutional dynamism. Their rapid GDP growth rates have 
been accompanied (if not necessarily brought about) by reliance on a neo-liberal agenda of separating state and 
market with a variety of “shock-therapy” applications (Smith & Swain, 1998, 26). 

As the pace of the economic dynamism slows down, some structural weaknesses such as the 
biologically unambiguous demographic profiles and the inadequate policy frameworks to come into terms with 
them put transition economies in a stress. However, as the Swedish case shows, ageing with its due 
repercussions are far from issues to touch solely the transition economies. Throughout the old EU Member 
States the natural population growth, an underlying force to contribute to economic growth, has also come to a 
virtual standstill. In most of these economies, population still does grow, but that is largely due to immigration 
exceeding remarkably the loss of population caused by out-migration. Old EU Member States have some crucial 
advantages over New Members and other transition economies. Owing to their higher wage levels they have 
remained competitive destinations not only to immigrants from other regions and continents but from the New 
Members themselves, their citizens’ willingness to migrate not generally bounded by restrictive migration 
regimes to the old Member States. For instance in Switzerland, with its traditionally large immigrant population, 
the question of setting restrictions is a political issue of totally other magnitude (cf. fig. 1). In the February 2009 
referendum the Swiss voted over the topic of extending the free movement agreement with the EU to encompass 
the Union’s newest members, Bulgaria and Romania (Waterfield, 2009). 

 

 
 

FIG 1: SVP 2009 CAMPAIGN POSTER. www.telegraph.co.uk 
 
What makes the question of ageing particularly interesting from the perspective of the transitionary 

developments is timing. Indeed, realization of the forthcoming ageing shock could be portrayed as a prime 
example of practical kairology with particularly interwoven events making a per se neutral point in time as 
meaningful for a variety of actors involved in transition processes and its dynamics. It certainly has a touch of 
irony that the economic downturn was being felt with its full force within a year after the publication of the 
somber WB report, a period all too short to accommodate a turn in the policies to get ready for the shock even if 
the resources would still have been there. Now, with the resources to start the necessary reforms largely gone 
the situation is even worse.  

Due to the great volumes of foreseeable population losses and the systemic imbalance between ageing 
and old-age related financial, economic and social policies, ageing may cause unpredictable societal outcomes 
in transition/post-transition economies. Thus, in these societies more clearly than anywhere else in the 
industrialized or relatively developed world aging has become a grave financial and business issue. Whereas the 
senior populations of the established Western market democracies are expected to stand for – and in fact already 
do stand for – a major consumer and shareowner force to be duly segmented in terms of their presence in the 
market, the elderly and the ageing of New/emergent markets are generally marked by remarkable economic 

http://www.telegraph.co.uk/
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vulnerabilities. They can hardly add any particular value to the local market structures, but place their trust in 
the odd pension funds or ultimate retirement schemes as they might be to eventually facilitate a rudimentarily 
soft landing. Thus, it is appropriate to assume that the decades of dynamism that witnessed aggressively 
growing newly designed market economies, hungry for the level of living available in the West, has been 
replaced with globally slower growth and demand for regulatory mechanisms to protect what has already been 
reached. 
 
Demography: a source of vitality and doldrums 

 
In an intermediate term of some 25-30 years, Nordic welfare societies may be heading towards a “Golden 

Decline” – provided that work pension schemes can match the expectations built thereupon. “Provided that.” It 
is obvious that an aspect to be attached intimately to ageing, seen both as an individual and a collective 
experience, is an inherent need to protect what has been reached during the equally “golden” past. It is these past 

events that have enabled the accumulation of resources needed for the soft-rolling present and the wishfully 
envisioned future, and how “just” they are experienced a posteriori, largely depends on the volume of amenities 
the individual, nation or society in question has managed to collect. 
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FIG. 2. DEMOGRAPHIC TRENDS IN VARIOUS CULTURAL SPHERES. 

 

Adopted from S. Huntington: The Clash of Civilizations and the Remaking of World Order. 
Original sources: UN, Population Division, 1994-95. Reproduced as the graph appears in Karppi 2007. 

 
Societies at such a stage of demographic decline, either golden or even hastily gilt, have become 

increasingly dependent on regions with an abundance of members in younger age cohorts. If decline is an 
appropriate way to describe the ageing population structure, the latter group can certainly be called “vital”. The 

differences in the age structures of different populations, among many other parameters of societal development, 
caught a concerned eye of Samuel Huntington (2002) in his much-acclaimed Clash of Civilizations. Indeed, it is 
possible to identify entire expanding and contracting cultural spheres in the world, based on something as 
fundamental as a policy issue as demographic development. Based on the certain deterministic element in 
demographic developments, trends based thereupon help one not only to assess where do the young cohorts 
come from today, but also to identify the future homebases of the global youth. The following graph is 
redesigned from the one that appears in Huntington’s volume. 

It is obvious that societies with young rather than old population stand for totally different potential for 
economic expansion, innovations, and radicalism. The young individuals that jointly make the “vital” societies 

youthful have much to gain from a world-order marked by negligible limits set to their mobility and the overall 
pursuit of prosperity, welfare and happiness, wherever in the broad expanse of the world that might take place. 
Other way round, by grossly simplifying the demographic complexities one could maintain that individuals in 
the stagnant ageing societies have the clearest vested interest in keeping the international status quo. While 
doing so they are in defense of the setting forged since the 19th century when these societies used to be the 
industrial powerhouses boosted by the then transformation of demographic profiles. Decreasing child mortality 
and longer spans of active/productive age made investments in human development profitable, as the 
educational levels rose, division of labor took gigantic steps and, indeed, urban consumerism was born. This 
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certainly features as a glorious retrospective. More than that, it is exactly against this backdrop of experience 
that we should understand how the dynamically evolving societies have the clearest interest in restructuring the 
global institutional settings so that they would better match their vibrant development and vitality. 

In this instance it is good to bring back the notes in the introductory chapter that virtually all nations of 
Europe fall to the group of stagnant, ageing societies. Even the relative youthfulness of the Russian Federation, 
as depicted in Figure 2, is to some extent a trick of statistical figures. The graphs show relative phenomena, 
shares of young people, and the rise during the first decade of the 21st century can be explained with low life 
expectancies in the post-Soviet societal environment with harder economic and social pressures aimed at adult 
breadwinner cohorts. The meandering of the Russian graph can also be read as a portrait of the toll taken by 
alcohol and other stimulants to help entire communities to muddle through the late-Soviet/early-transitionary 
hardships. At the moment, as the graph clearly shows, young cohorts have taken over the ones having 
succumbed on the way, causing the relative number of those in the early adulthood increase. Yet, however 
wishfully one reads the figures, the numbers of people with “Western” or “European” origins constitute a 

downward trend, as can be seen from absolute numbers. 
As a labor market argument derived from that finding it is obvious that, Europe needs fresh workforce 

from the outside. And it is at this stage that the absolute figures come into the view – if we are to cherish an idea 
that the age-related challenges could be faced by any kind of (however hypothetical) optimal distribution and 
“delivery” of population with Eurasian origins according to the actual needs in different societies. This is more 

or less what the designers of free mobility of labor force had in mind while setting the founding liberties for a 
single European market. That may sound colonial or even degrading if we think about the core labor force 
(typically in administrative and managerial/technical “classes”) that should enjoy the stability of their working 

life and social networks in a given societal circumstances and the fringe labor force that should be expected to 
move from one region or country to another by demand. For a lengthy period any extensions of such spheres of 
free mobility for migrants that would use their right to move without prior demand of new workforce was the 
stark nightmare vision for regulators of international mobility, and the entire debate on immigrant labor force 
was geared towards restrictions that were deemed necessary (cf. Karppi et al., 2006). 

Now the same regulators have struggled to realize that there are not too many – or, more to the point 
enough – to move in with education and other skills looked after in the most highly developed countries. The 
extremely alarming World Bank projections from 2007 reminds that the Russian Federation with an estimated 
loss of population during the first 25 years of the 21st century by ca. 10 percent, or over 17 million, is certainly 
no exception (Chawla et al., 2007). This fact needs to be combined with a truly transnational finding in the 
research on international migration that migrants remain members of at least two communities, the sending and 
the receiving one. Moreover, their lives across national boundaries bring two societies, “host” and “home” into 

one social field (Wilson & Peters, 2005, 396). This challenges all political ideas that wish to keep ageing 
European societies “national”, or avert multiculturalism. 

For Russia and the entire European sphere of the former Soviet Union there is still a particular 
demographically weighted civilisational feature to focus on. As indicators taken in Table 1 show, the 
Europe/Asia boundary is generally distinguished by different demographic profiles. Europe is “turning grey” 

while Asia remains vibrant. However, this feature is particularly pronounced at the interface, between the 
European and Asian cultural spheres. Part of the region used to be included in the former Soviet Union. The 
2004 figures showing the share of the elderly in the region defined by the UN as “Eastern Europe”

2 do not look 
particularly bleak compared with Europe in general, but smaller youthful cohorts are to follow the huge majority 
now at the peak working age, soon turning the old age dependency3 ratios to be briefly remarked in the 
subsequent section as particularly worrying. 

 
TABLE 1. ESTIMATES OF POPULATION AND ITS DISTRIBUTION BY AGE IN SELECTED REGIONS, 

2004. 
 

Source: Demographic Yearbook 2004. UN, Statistics Division, 2007. Reproduced as the table appears in Karppi 
2007. 
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REGION Pop. tot. %
1 000 -15 15-64 65+

Europe 729 16.1 68.2 15.7
  of which

  Eastern Europe 299 15.8 70.1 14.0

Asia 3 860 28.3 65.4 6.3
  of which

  Middle East &  210 34.2 61.3 4.5
  Central Asia

 
 
The figures for Asia give food for thought as well. Middle East and Central Asia4 – classified by the 

UN as “Western Asia” – as the most immediate geographical neighbor to the entire transitional and post-
transitional Europe constitutes the particularly youthful part of Asian geographical entirety. Thus, and with only 
slight exaggeration in the expression, the extremely old of the future are bound to face the extremely young on 
the two sides of the fence. Moreover, “the old” are increasingly in the need of the workforce of “the young”, and 

hopefully receptive to their visible and all the more central roles among the “national” populations. 
The overture to this sort of development is less than promising. Not only are the ethnic relations 

extremely explosive, in European terms, in several transitional and post-transitional countries, Latvia as 
discussed above being a good example. Moreover, the historical and geopolitical rivalries and tensions in 
Central Asia have make the region complicated as an arena for civilisational interaction (e.g. Meyer & Blair 
Byscak, 2001, 568-569). The Soviet imperialist policies in the region (e.f. Kapuscinski, 2003) was an integral 
part of this history, buoyed more recently by Western politicians’ willingness to accept Moscow’s agendas to a 
degree verging on acquiescence, as the late Anna Politkovskaya (2003, 7-188) angrily notes. In sum, an obvious 
civilisational boundary exists on the transitional fringes of Europe. Time will tell the extent of which it will 
challenge societal development of societies, communities and networks on its two sides, with the Russian 
Federation and its strategies to manage its relationships with the post-Soviet neighbors particularly at stake. 
 
“From Red go Gray”: emerging business concerns 
 
Who are the future Europeans, where do they come from, how do they think and what do they consume? For 
decades such a range of questions was easy to come into terms with. The Europeans would be more or less who 
they had “always” been, to a great extent comfortably confined within the sphere s of their national boundaries, 
raised in the spirit of their national cultures and jointly shared genealogies. These Europeans would consume 
most of what they earned as a function of material level of living and commercial messages, a regulatory 
machinery of creating demand for what industrial mass production might see fit to turn out. While starting his 
seminal work on the impact of national cultures on organizational decision-making in the 1960s, Geert Hofstede 
(2001) had a relatively simple task of differentiating national spheres of decision-making in business from each 
other. 

But not anymore. International mobility is the key demographic factor that has turned global economy 
into a transnational scene of encounters, interactions and assemblages. In his situationalist treatise Drainville 
(2004) goes as far as working on major phenomena that stem from the “global” dynamics of economic processes 

identified and analyzed as they appear to take place in the form of keenly localized urban conflicts, staging thus 
the scene. Cultural spheres overlap and their boundaries blur, but despite all clamor on transnationalism the 
share of humans living outside their country of origin measures in a few percent of world population. Yet, their 
importance in turning global space into a “transnational place” is qualitative rather than quantitative. A few 

trendsetters are in charge of this transnationalization, even if their share of all internationally mobile is small. 
Thus, despite of a small even if increasing community of new entrants the future Europeans are to the 

great extent all the more elderly Europeans. But the future elderly Europeans have dramatically differing event 
histories behind themselves in terms of financial security in the face of whichever contingencies may unfold. 
Many of them have resorted to private pension schemes to complement public old-age pension schemes. Many 
can rely on regular work-based pension schemes, with public old-age pension systems still as last resorts. All of 
these mechanisms are affected by the liberalization/privatization nexus as well as economic downturns of early 
1990s and 2000s, and how different economies have chosen to let them see in their old-age related 
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policymaking. However, it is to be assumed, as Chawla et al. (2007) do, that most specifically several if not 
most of the transition economies will constitute a particular group of countries with scant prospects of 
safeguarding their citizens in meeting the challenge of ageing. 

From this it follows that the ageing Europeans of the not too distant future will comprise dramatically 
different communities also in terms of their potentials as consumers – and particularly as consumers of durable 
goods. The following graph (Fig. 3) will illustrate the issue, as did the Member of the Executive Board of 
European Central Bank, José Manuel González-Páramo in March 2006. His assessment is stabbing: Europe will 

have to cope with high old-age dependency ratios, lower GDP growth, and all the more significant international 
capital flows from “old countries” to the “young” ones

5 with its due repercussions. Probably most importantly 
he notes that the entire discussion on the topic is marked by a large degree of uncertainty: we do not know for 
sure what will loom ahead. 

 

    
FIG. 3. OLD-AGE DEPENDENCY RATIO TRENDS FOR THE EU, 1960-2050. 

Source: EUPHIX: EU Public Health Information & Knowledge System 
http://www.euphix.org/object_document/o4581n27010.html 

 
But how have the transition economies fared this far? The following two sets of graphs feature 

developments as have taken place based on the UN/ECE data. They show a steady deterioration of old-age 
dependency ratio in the New Member States, candidate countries and most potential next candidates (Fig 4) and 
in the successor states of the Former Soviet Union om Eutope and in Central Asia. They clearly show how 
Turkey constitutes a dramatically different case compared with virtually any transition economy with a Soviet-
related past. 

 

http://www.euphix.org/object_document/o4581n27010.html
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FIG. 4. BUILDING-BLOCKS OF OLD-AGE DEPENDENCY RATIO.  
Shares of population with the age of 65 or more in the New Member States of the EU, candidate countries and 

other most potential new entrants as percentage of the total population. Data Source UN/ECE. 
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FIG. 5. BUILDING-BLOCKS OF OLD-AGE DEPENDENCY RATIO.  
Shares of population with the age of 65 or more in the successor states of the former Soviet Union as percentage of 

the total population. Data Source UN/ECE. 
 

The trends confirm the standard story circulated even before the launch of the World Bank “Red to 

Gray” report, showing how the Russian Federation together with the Ukraine, Belarus and Georgia have already 

moved to the East European averages (cf. Table 1) – as is the case with the Baltic Countries or the Czech 
Republic, to take just a handful of examples. Table 2 shows some comparative data on old-age dependency in 
the current EU Member States, Norway and Switzerland. They show how dramatically the old-age dependency 
rations deteriorate throughout Europe during the next 50 years, and how the Central European New Member 
states are seen to be particularly effected. A related graph on population development in more general will be 
provided in Appendix 1. 

 
TABLE 2. ESTIMATES OF THE SHARES OF OLDER POPULATION AND OLD-AGE 

DEPENDENCY RATIOS, EU27, NORWAY AND SWITZERLAND 2009. 
 

Source: Eurostat Population projections 2008-2060. 
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Wheels on Fire: Nokian Tyres in the emerging markets 
 
From the viewpoint of an enterprise active on a market that depends on consumption typically represented by 
the active working-age population ageing requires to pose an elementary question: how to deal with the third 
transition and the way it differentiates one emerging market from another. A good example in this instance is 
automobile industry, and possibly an even better example is industry whose products are used for fitting an 
automobile for higher security, comfort and possibly even status. This section sheds some light on the ways how 
a Finnish manufacturer, Nokian Tyres plc, assesses and approaches some of the key new markets, particularly in 
the southern fringe of the former Soviet Union. Is it possible to establish a relationship between societal 
demographic indicators and corporate/industry level sales prognoses on the one hand, and estimated changes in 
social policy mechanisms on the other? 

During the first post-socialist decades the emergent markets seemed to be highly dynamic “wheels on 

fire”, to quote the old Bob Dylan song. Treated roughly by the current recession, it can well be asked if they are 
now simply “rolling down the road” with their dynamism lost to the waning vigor of graying populations. The 
relationship between automobile industries and some key regions in transition economies started intensively. In 
the mid-1990s, with the country’s international reputation badly obscured by the national/ist policymaking, 

many liberal-minded Slovaks referred to newly established Volkswagen plants at the outskirts of Bratislava as 
particular source of esteem and crafts-based pride, providing them with internationally credible social capital – 
something that the national government was widely seen not able to do. During the decade that followed, these 
lines of thinking were greatly affirmed as subsequent producers followed the suit, founding their branch plants 
in Slovakia. In the beginning of 2009 the country joined the Euro zone as number two of the New Member 
States, a show of macroeconomic strength and good financial governance hardly envisioned in mid-1990s. 

Not only automobiles but also their vital components and accessories are now produced with 
6internationally recognized brand names in the transitionary parts of Europe. One of these producers is Nokian 
Tyres, Its history starts from 1898 with founding of the Finnish Rubber Works some twelve years after the 
successful manufacturing of the first automobile powered by internal combustion engine. A few years after the 
start of businesses, in 1904, a factory was built in the town of Nokia in Southwestern Finland. Some sixty years 
later, in 1967, the factory was merged into a new entity known internationally with the corporate name Nokia. 
The Nokia connection ended in 2003 as Nokia Corporation ceased to be a Nokian Tyres shareholder. Since the 
late 1990s Nokian Tyres has had its own outlets or an entire tyre chain in Sweden, Latvia and Estonia, a factory 
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in Russia and sales companies in Ukraine and Kazhakstan. Put simply, Nokia has headed towards the heart of an 
ageing Europe. 

The current financial turmoil has caused Nokian Tyres pressures to adapt its operations and 
manufacturing to the market situation. This has taken place as lay-offs and redundancies, while the Russian 
plant has now been given a larger relative share of the production. However, the volume of the firm’s Russian 

operations needs must not be over-exaggerated. Recent figures given by the company representative in an 
interview indicate that the volume of sales from Nokian Tyres’ Russian plant to the Western market is slightly 
under one million tyres per year, the same amount exported from Finland to Russia alone annually. The 
company estimates that between 100 000 and 150 000 tyres are imported from the Russian plant to the Finnish 
market annually, which apparently is enough to shock some loyal Finnish Nokian Tyres customers with the 
“Made in Russia” mark in a product with a predominantly Finnish brand identity (cf. Happonen, 2009, 9). 

But what are the prospects of Nokian Tyres in the emerging market, whose growth potential obviously 
stems from a major hunger for new automobiles and an eventual evolution of private-car centered consumer 
cultures after the decades of scarcity. Cars, as it was mentioned above, are merchandise of certain passion, and 
car-sales are an age and sex dependent phenomenon. The gender issue, even if it is of tremendous importance, is 
left aside from this discussion, as the decisive factor to be focused upon in this paper is age. However, we may 
start with an assumption that a “genotypic customer” to buy a car, if there ever is one, is a male in his active 
working age. The potentials for acquiring a car exist, and Table 3 illustrates the estimated volumes of car sales, 
all categories included, in the East and Central European region. 

 
TABLE 3. ESTIMATES OF CAR SALES IN SOME EAST AND CENTRAL EUROPEAN NEW MARKETS. 

Source: Nokian Tyres, spring 2008. 
 

SALES BY COUNTRY (RANKED BY ESTIMATED 2008 VOLUME)

2008 2010 2012 2018
RUS 2 779 868 3 171 323 3 475 859 3 577 669
UKR 645 228 690 510 752 927 878 473
TUR 353 578 393 092 342 179 335 804
POL 325 382 373 209 421 083 540 261
ROM 305 538 301 569 328 585 393 530
HUN 176 009 182 914 193 051 213 541
CZE 139 794 161 880 172 641 209 640
HRV 85 823 83 264 84 064 99 932
SVN 70 572 75 004 75 805 81 087
SVK 66 893 72 153 76 035 85 605
UZB 60 046 67 160 71 540 79 407
SRB 59 715 64 008 64 717 76 633
KAZ 48 930 65 917 73 727 83 757
BGR 42 792 48 963 50 723 58 023
LVA 37 218 42 322 43 358 52 017
EST 32 675 31 370 34 864 37 535
BLR 30 025 37 470 40 265 48 277
LTU 24 999 25 650 26 784 30 127

TOTAL 5 285 085 5 887 778 6 328 207 6 881 318  
 

N.B. Graphs showing the sales growth, divided in four market areas are shown in Appendix 2 

The figures are certainly impressive and give credibility to the ca. 1 million tyres sales figure from 
Nokian Tyres to the Russian market alone – even if the current economic downturn may require some 
adjustments. Moreover, as indicated by a corporate representative while interviewed for this paper, the tyre sales 
now have clearly differing profiles in the East and West of Europe. Whereas the sales of tyres to heavy vehicles 
falter throughout Europe as a repercussion of the downturn, there is still a marked demand for passenger car 
tyres in the New Markets. What seems to be a real question, however, are the time-scales applied in the 
corporate strategic planning if the demographic developments are taken into account. 

The genotypic car purchaser grows older, as do his fellow car purchasers in their millions. Their 
attachments to acquiring an automobile may change, as may their motivations to fit it with prestigious parts such 
as premium tyres. Car tuning as a cultural feature may change its form, scope and motivation, but it may remain. 
However, it may be regarded as an extremely age-dependent phenomenon. Not only a search of distinction but 
also a search of comfort and security vary as motivations for fitting a car with parts that serve in giving prestige 
to the ownership and the experience of driving. It is possible to envision how these motivations change as the 
customers are ageing. This should call for a clear linkage to be made between the corporate strategic planning 
and the demographic profiles of the sales regions. 
 
Towards conclusions 



91 

 
As this paper deals with a work very much in progress, it should be appropriate to substitute proper concluding 
remarks with an attempt to feature demographic transformations as a fundamental that differentiates one market 
from another. In the following EU Member States will be used as a “test bench” due to the availability of well-
grounded long-term population projections that Eurostat has produced. Keeping in mind all the risks associated 
with attempts to predict demographic developments, the following is a rough typology based on a set of basic 
characteristics of changing European population. The raw material of the typologisation comprises projected 
old-age dependency ratios calculated by the Eurostat by five-year intervals from the year 2010 over to 2060. In 
order to differentiate countries from each other a few basic features need to be known: 

 
• The position of an individual EU member state relative to the EU27 average in 2010 
• The first projected year when the old-age dependency ratio exceeds 50 percent 
• The relationship between the 2010 and 2060 projections 
 

Based on these very rudimentary indicators the Member states can be divided in various groups. For 
the first, there are countries with remarkably low dependency ratios in 2010, such as Ireland, Slovakia and 
Poland. On the other hand, there are countries with remarkably high dependency ratios in 2010, such as 
Germany, Italy or Greece. Furthermore, there are countries with extremely high projected dependency ratios in 
2060, such as Bulgaria and Latvia, and here again Slovakia and Poland. Finally, there are countries with 
relatively high dependency ratios all the way from 2010 to 2060, but in a rate that is not projected to exceed 50 
percent, such as France, Finland and Sweden. The statistics are shown in Appendix 3. 

The old-age dependency profiles can be featured as follows: 
 

Age competitive:  countries with lower than average dependency ratio from 2010 to 2060 
Stable:  countries with higher than average dependency ratios during the 2010 to 2060 period but ratio 

never exceeding 50 percent 
Standard cases: countries starting below the average dependency ratio and exceeding the 50 percent rate 

approximately at the same time as the EU27 average 
Deep structured ageing: countries with high dependency ratios in 2010 and that in 2060 exceed the 50 percent level 
Fast deterioration: countries that start with below average dependency ratios but exceed the 50 percent level by 

2045 
Radical transformation: countries with very feasible 2010 dependency ratios that turn close to 70 percent marks by 

2060. 
 

Classified by this manner the New Members can be put in the following groups: 
 

Age competitive:  none out of 6 in that class in EU27 [-] 
Stable:  none out of 4 in that class in EU27 [-] 
Standard cases: 3 out of 4 in that class in EU27  [Lithuania, Hungary, Romania] 
Deep structured ageing: 3 out of 8 in that class in EU27  [Bulgaria, Latvia, Estonia] 
Fast deterioration: 2 out of 3 in that class in EU27  [Czech Republic, Slovenia] 
Radical transformation: 2 out of 2 in that class in EU27  [Poland, Slovakia] 

 
An important finding to be made on concerning the comparison of the sales estimates and demographic 

profiling is the difference in time-spans. Whereas the sales estimates yield over a timescale of some ten years, 
many of the most dramatic transformations in old-age dependency ratios seem to become visible only after a 
time-span of 20 to 30 years, a very long term for corporate strategic planning. However, the complex 
demographic processes leading to extremely high dependency ratios are already underway, in the form of 
diminishing cohorts of the young and gradual shrinking of the adult population in its peak working age. 

For a societal long-term financial and macroeconomic management the post 20-30 years is a reasonable 
if not even short timescale. Remarkable resources need to be collected if a soft landing to the seniority is to be 
provided, particularly in the New Member States and other emerging markets. Moreover, in a situation with the 
65+ age cohorts comprising 55-70 percent of the volume of those in their most active working ages, between 15 
and 64 years, safeguarding their purchasing power becomes a vital interest of the business community. 
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Appendix 1. Population estimates and estimated growth figures for the EU area and the 2009 Member States, 
Norway and Switzerland, in 1000s. 
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Appendix 2. Actual and estimated growth in car sales in some of the key New Markets, 2006-2018. 
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Appendix 3. 
 
Projected old-age dependency ratios for the EU27, Member countries, Norway and Switzerland, 2010-2060. 
 

  
Source: Eurostat 
http://epp.eurostat.ec.europa.eu 

 
                                                 
End Notes 
 
1 It is good to keep in mind that despite of a long and sometimes heated debate on building a social dimension to 
the European Union, social policy remains outside the competence of EU and, hence, the acquis communautaire 
process the prospective entrants to the Union need to go through prior to their eventual accession. However, in a 
genuine Neofunctionalist credo one is guided to believe that spill-overs take place and, hence, areas that are not 
yet within the range of common European regulation, may enter it. Thus, the multiple contacts established 
though co-operation among New and Old Member States may be conductive to the transfer of innovations and 
approaches even in issues where a “European” policy level has not been deemed necessary as of being put into 

existence. 
2 Belarus, Bulgaria, Czech Republic, Hungary, Poland, Republic of Moldova, Romania, Russian Federation, 
Slovakia, Ukraine. Of these countries Ukraine, Bulgaria and Belarus are presumed by the Word Bank (Chawla 
et al. 2007) to face by 2025 more severe population losses than the Russian Federation. 
3 Old age dependency ratio is typically calculated as follows: 

number of people aged 65 and over

number of people aged 15-64
x 100

number of people aged 65 and over

number of people aged 15-64
x 100
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4 Armenia, Azerbaijan, Bahrain, Cyprus, Georgia, Iraq, Israel, Jodan, Kuwait, Lebanon, Occupied Palestinian 
Territory, Oman, Qatar, Saudi Arabia, Syrian Arab Republic, Turkey, United Arab Emirates, Yemen. Of these 
countries Georgia is presumed by the Word Bank (Chawla et al., 2007) to face by 2025 more severe and 
Armenia a slighter population losses than the Russian Federation. 
5 Owing to the fact, as González-Páramo notes, that young people borrow against their human capital, the 
middle-aged build up savings and the elderly draw down their savings to finance consumption during their 
retirement. 
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Abstract 

 
Government action to address global warming has been very varied and industries, especially that which are energy 
intensive, are increasingly concerned about the potential negative impacts on their global competitiveness of 
abatement measures. Initially most concern was expressed in Europe. However, as the adoption of serious efforts to 
address global warming in the US appears to be inevitable, concerns are increasing in US industry and with it calls for 
action to avoid loss of competitiveness and ‘carbon leakage’. 
This paper looks at the potential for border tax adjustments (BTAs) to address these competitiveness concerns, firstly 
in terms of feasibility and legality, but also in terms of the potential impacts on trade. It finds that, although there 
seems to be consensus that BTAs could be instigated, their potential competitiveness impacts are likely to be limited 
and potential negative side effects on both carbon emissions and developing countries cannot be ruled out.  

 
Introduction 
 
Global warming is a key challenge which threatens the future economic growth of the world and its population. 
This has galvanised governments and industrialists globally to seek to reduce emissions of greenhouse gases 
(GHGs), particularly the key gas contributing to global warming – carbon dioxide. There is an international 
framework for action – the Kyoto Protocol - however the extent to which governments have taken firm and 
biting action is very varied. The EU has generally been the most active region. An emissions trading system has 
been set up, on the basis of a ‘cap and trade” approach, although so far it has not resulted in a very high price for 

carbon emissions (Oberndorfer et al, 2006). The latest proposal from the European Commission aims to ensure 
that the limits on carbon emissions ‘bite’, which would result in a consequent increase in emissions prices (CEC, 
2007). At the same time, although the US never ratified the Kyoto Protocol, there is increasing awareness in 
political circles there that active measures must be taken and two senate bills have recently been debated aimed 
at addressing the issue (Brewer, 2008). 

The impending increase in carbon emissions prices in the EU and the possibility of action in the US 
have raised fears that stricter regulation will result in reduced competitiveness for their industries and re-location 
to countries where emissions are less heavily restricted – effectively exporting the emissions in a form of 
environmental dumping (Oberndorfer et al, 2006, DG ENTR, 2006). Given that we are dealing with a global 
problem, where it makes little difference whether the carbon is emitted in Bonn, Bejing or Bangalore, such 
developments would clearly be counter-productive. 

In reflection of these concerns several actors on both sides of the Atlantic have been suggesting that 
trade policy could be used to neutralize any tendency to export environmentally destructive industries. The 
French government has been particularly supportive of such ideas and has proposed a carbon tax to be 
implemented at the EU border on countries which have not ratified the Kyoto Protocol (Damian and Abbas, 
2007). The initial reaction of the European Commission to this proposal was that it would be impossible to 
implement and would, in any case, not be compatible with the WTOs rules (Mandelson, 2006).  

Some observers disagree with the Commission’s assessment. Pauwelyn, in one of the most exhaustive 
legal analysis done so far, contends that there are WTO compatible means to implement a tax on the carbon 
emissions of imports at the border (Pauwelyn, 2007). Ismer and Neuhoff (2007) reach the same conclusion and 
provide some ideas on how such measures could be effectively put into place.  

However, there is quite some debate not only on the WTO compatibility of such measures but also on 
their desirability and likely impacts.  Lockwood and Whalley (2008) argue that such BTAs will not necessarily 
be effective in redressing competitiveness impacts and that other approaches could achieve the same objectives 
in a more neutral way. The whole issue of using trade policy instruments which impact on specific production 
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processes and methods (PPMs) to environmental ends has been very controversial and WTO law is far from 
clear. This issue will be discussed in more detail below.  

At the intersection of the debate on competitiveness, globalization of production and climate change, 
this issue is key for businesses operating in the international context. This paper will explore the debate so far 
and the potential implications of concrete action for trade. A key question is the extent to which calls for such 
carbon taxes are objectively justified or, as is often the case for new trade taxes, protectionism in disguise? In 
other words are proponents attempting to ‘greenwash’ their desire to protect EU industry from low cost 

competition through manipulation of the issue of climate change, as Lockwood and Whalley (2008) imply in 
their recent article? 

The decision by any key country to move towards BTAs for carbon intensive inputs seems likely to 
have significant impacts for business decision making on investment and by implication, for the geography of 
production. It should not, therefore, be taken lightly. Restrictions on trade always result in winners and losers 
and those analysis which have been undertaken of the European ETS itself already indicate that such will be the 
case (Oberndorfer et al, 2006). The implications for developing countries, developed countries and climate 
change itself need to be carefully considered if potential negative, and probably unintended, externalities are to 
be avoided. This paper will seek to highlight some of these potential impacts. 

It is not the objective of this paper to argue that BTAs should not be part of the fight to tackle climate 
change. Rather it seeks to highlight some key potential impacts of such a tax and argue that extensive analysis is 
needed in advance to ensure that this is really the most efficient means of achieving the underlying objective of 
reducing carbon emissions. Analysis should look, not only at potential WTO compatibility and implementation, 
the focus of the debate thus far, but also at potential impacts – intended and unintended. This is the area where 
this paper will concentrate. 

 
The political context  
 
There is now almost universal consensus that climate change is a reality, that mankind’s actions are at least 
partly responsible and that the need for action is urgent (IPCC, 2007). The Kyoto Protocol, signed in December 
1997 set up a international system for combating climate change through the reduction in the emissions of the 
greenhouse gases (GHGs) which cause them (UN, 1998). The most prevalent of these gases is carbon dioxide. 
At last count 183 countries have ratified the protocol, but not all are required to take action as a result of that 
adherence. Only countries identified in Annex B of the protocol are required to reduce their emissions by 
specified amounts. These countries make up most of the developed world, together with transition economies 
including Russia and the Ukraine. In this context the EU agreed on a reduction of 8% of its 1990 GHG emissions 
by 2012. The other (non-Annex B) adherents to the protocol, mostly developing countries, have no binding 
obligations to reduce emissions.  

The Kyoto Protocol was undermined early on by the failure of the US to ratify the accord. This has left 
the EU as the largest economic bloc making a serious effort to address its obligations. Nevertheless some US 
states have made efforts to reduce carbon emissions and the incoming democratic administration is committed to 
action (Brewer, 2008). Thus it seems very likely that the two major developed country traders will soon both 
have established a clear framework for reducing emissions. 

On an international level, discussions to renew the Kyoto Protocol are on-going. There is a strong 
feeling amongst many in the industrialized world that developing countries, or at least the largest and most 
polluting amongst them, must be required to take concrete action within any new agreement. This is both 
because of the danger of free-riding and carbon leakage and because most of the increases in GHG emissions in 
recent years as well as their projected future growth are from these countries (World Bank, 2007). Some 
observers have pointed out that actual, or threatened BTAs could be counter-productive in this context as they 
could provoke large developing countries producing a ‘poisoned atmosphere’ which would rather serve to 

frustrate progress (Cosbey, 2007).     
Concerns about the impact of the Kyoto Protocol on industry have been widespread. The basis for 

concerns is that, in the absence of a worldwide effort to address greenhouse gas emissions, costs associated with 
carbon emitting activities, especially power generation, will rise for industry, undermining their competitiveness 
compared to companies based in countries where emissions are unregulated  (POST, 2004, CEC, 2008a).  
Politicians on both sides of the Atlantic have proposed action to avoid the potential negative impacts of efforts to 
reduce carbon emissions on industry. Although EU politicians such as Dominique de Villepin have made 
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supportive statements on the issue, there are not yet any serious proposals on the table to bring in any kind of 
restrictive trade measure or border taxes in the EU (Damian and Abbas, 2007). Indeed there are discussions 
underway which could result in the exemption of industrial sectors which are vulnerable to ‘carbon leakage’ 

from carbon payments through allotting free allowances (CEC, 2008b). This would in effect side-step the issue, 
as the impacted sectors would not be subject to the increased costs which BTAs seek to address. In proposing 
this approach, however, the Commission left open the possibility of trade related action, indicating that a review 
will be taken of the approach currently proposed ‘which could lead to proposals such requiring importers to 
enter ETS auctions to purchase allowances alongside European competitors, as long as such a system was 
compatible with WTO commitments.’ (CEC, 2008a) p.11. The potential nature of such measures and their effect 
will be discussed below. 

In the US, on the other hand, where climate change has not, until recently, been seriously addressed at 
Federal level, two bills currently under debate propose, not only to effectively bring the US into the Kyoto 
Protocol, but also to offset the negative effects of this decision by adopting special measures against imports 
from countries which are judged not to be addressing global warming (Brewer, 2008). The most prominent of 
these bills is the Climate Security Act, introduced by senators Lieberman and Warner. It proposed a cap-and-
trade approach, with binding limits on carbon emissions from 2012 onwards. The emissions caps were proposed 
to be applied to electricity, transport, natural gas and certain industrial sectors. Initially emissions would be 
allocated free of charge (so called grandfathering) but with increasing percentages subject to auctioning over 
time (Jordan-Korte and Mildner, 2008). In June the Bill failed to secure enough votes to move forward, however 
the debate surrounding it, and the fact that it was a bipartisan approach, means that it is likely to set the basis for 
the future proposals of the new administration. 

The Lieberman-Warner Bill addressed the competitiveness impacts of the proposed new system through 
border adjustment measures for GHG-intensive products from countries which have no or insufficient climate 
change commitments. These measures were not proposed as tariffs or taxes, rather the bill would have forced 
importers of such products to buy international reserve allowances from the federal government or obtain other 
certified emissions credits from a US GHG regulatory program (Jordan-Korte and Mildner, 2008). In other 
words the bill would have forced importers to rebalance their costs in importing carbon-intensive goods by 
imposing new costs upon them which would contribute to the reductions of US or global emissions. Because 
these proposals are not a tax, observers have suggested that their design may avoid violating the WTO’s rules 

(Cosbey, 2007).  
As indicated above, such specific measures have not yet been put forward in Europe. However the 

American debate is being watched with interest. The new administration has indicated that it will take serious 
action on climate change and a big question will therefore be the extent to which any proposals will take 
inspiration from the existing bills in terms of the approach to the issue of competitiveness impacts.  

The US context is however rather different to that of the EU. Discussions in the former relate to a 
hypothetical future federal effort to reduce emissions. The EU, on the other hand, has already adopted a clear 
strategy to reach its Kyoto targets which includes a cap on emissions and the capacity to trade emissions 
allocations – the so called Emissions Trading Scheme (ETS). Installations from key polluting industries are 
allocated emissions and required to buy further permits from other sources if they wish to exceed their limits. 
The affected installations are in the power generation, refining, ferrous metals, minerals (cement, glass, 
ceramics), pulp and paper industries (CEC, 2003). It should be noted that these industries are not the only ones 
likely to be impacted by the future increased cost of emissions. This is because the knock-on costs of higher 
energy costs will also have competitiveness impacts on less polluting industries which are themselves indirect 
polluters through their intensive use of energy. Key examples of such industries are aluminum and chemicals. 

In the first few years of its operation the EU’s ETS is generally considered not to have had a major 
impact on industrial competitiveness. This is primarily because the cost of emissions permits has been very low, 
mainly due to, what environmentalists consider to have been rather lax allocation (Oberndorfer et al, 2008), 
although others have argued that the key objective of the first few years was simply to establish a credible 
system, which can now be built on to secure significant reductions (Ellerman and Josow, 2008). Recent 
commitments from EU governments to reduce emissions by 20% by 2020 will certainly involve more biting 
targets. 

Furthermore, the fear that a post-Kyoto agreement will put still further competitive pressure on EU 
industry is ever present. The EU’s recent communication on the iron and steel sectors, while confirming that 
these sectors are likely to receive free permits, contains very vague language on future developments:  
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‘In light of international negotiations of a global climate change agreement for the period post 2012, the 
Commission will further assess the situation of energy-intensive industries and might propose adjustments in 
particular in terms of free allocation or inclusion of imported products in the Community's Emission Trading 
Scheme.’ (CEC, 2008c, p.9, emphasis added). 

How imported products ‘might’ be included in the ETS is left unclear, however the most obvious way 

would be to make adjustments on the basis of direct and indirect emissions effects at the border. 
Although this paper will mainly address the situation in the EU and the US, the two biggest world 

economies, the dilemma that they face on this issue is also faced by other Annex B nations. Australia, which has 
the highest emissions per capita in the OECD, long resisted ratifying Kyoto, mostly due to competitiveness 
concerns. However, the recently elected government has now ratified the protocol and launched a comprehensive 
emissions reduction strategy, based on a review commissioned from a university professor (Garnaut, 2008).  

This review recommended that the risk of carbon leakage could be reduced through the establishment of 
international sectoral agreements whose aim would be to ensure that similar costs be imposed on energy 
intensive sectors. It points out that, to be effective such agreements would only have to involve a limited number 
of non Annex B countries. To cover 80% of developing country emissions only three countries would need to be 
included in an iron and steel agreement, for example, with the most dispersed sector being chemicals where the 
number is still only 9. In the interim period until such agreements can be established a system of emissions 
credits for companies vulnerable to carbon leakage is proposed.  
The debate on climate change abatement and competitiveness 

Even before the international community reached agreement on the Kyoto Protocol an extensive debate 
had begun on the potential impacts of efforts to reduce carbon emissions on industrial competitiveness (e.g. 
Burniaux et al, 1992). This debate has been most vibrant in Europe, where the effects on industry were most 
likely to be felt in the short term, especially once it became clear that the US would not ratify the protocol. 
Lobbying groups have been very active in drawing attention to the potential difficulties for industry due to the 
costs of carbon abatement efforts, even going so far as to talk of the impending ‘de-industrialization’ of the EU

i.  
The above mentioned Garnaut Review in Australia referred to the issue as ‘a dreadful problem’.  

So far, academic studies which have looked into the effects of environmental regulation on industrial 
competitiveness have not found a great deal of support for the hypothesis that such regulation leads to de-
industrialization. In their analysis of ‘dirty industries’ in the world economy over the final decades of the 20th 
century, Mani and Wheeler (1997) found some evidence that such industries have tended to develop more in 
developing regions than in more environmentally regulated OECD countries – the so-called ‘pollution haven’ 

hypothesis. However the effect is both limited and self-limiting in the sense that any advantage is transient. 
More recently Cole (2003) posed a similar question using a different methodology and reached 

strikingly similar conclusions. He concluded that, although there is some evidence for the pollution haven 
hypothesis, the effects are neither large nor widespread compared to those of other explanatory variables. He 
concludes ‘…pollution haven effects are not found for all pollutants and even when found, their economic 

significance appears limited.’ (Cole, 2003, p. 79). One of the key reasons he put forward for this fact is the 

relatively low impact of environmental regulations on actual company costs (usually less than 2%).  
The above studies looked at the effects of environmental regulation in general. Although this is relevant 

to the debate on carbon abatement, it could be that the effects in this particular case of environmental regulation 
could be more significant, especially given that its impacts will be felt across all industries. Several studies have 
looked specifically at the potential impacts of efforts to address carbon emissions on competitiveness. Given the 
fact that the EU has developed its own scheme to address emissions – the ETS – most of these studies have 
looked at the EU context. They have generally found that overall impacts are limited. However certain sectors 
are vulnerable to more significant price increases. 

Early studies by the OECD indicated that the impacts of OECD wide efforts to reduce carbon emissions 
would be limited (Burniaux et al, 1992). They forecast a reduction in output of 1.2% in energy-intensive 
industries in the OECD over the period 1990-2050 as a result of such efforts. The cost to the EU of a unilateral 
effort were forecast to be only 0.5% of GDP by 2010. However these forecasts were based on carbon taxes on 
fuel, rather than the more complex system of cap and trade which exists within the ETS. More recent analysis by 
the OECD reviewed the many studies which have been made of the economic costs of abatement policies 
(specifically the cost in 2050 of the policies required to stabilize carbon concentrations at 550pmm). Calculated 
costs vary widely from over 5% of world GDP to positive effects of over 1%. The average is a 0.7% reduction in 
GDP by 2050 (Burniaux et al, 2008).  
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Although such studies indicating overall limited impacts may be re-assuring, concerns persist in Europe 
and elsewhere, as these costs will not be distributed equitably worldwide. Specifically, in the EU, industry’s 

costs seem certain to increase due to the implementation of the ETS. The Carbon Trust (2004) has identified 
three factors which determine the impact of the ETS on competitiveness – the energy intensity of production, the 
ability to pass on higher energy costs and the ability to avoid CO2 production or replace CO2 intensive inputs. 
Clearly different industrial sectors vary in relation to these factors, thus the ETS will have very variable effects. 

In their review of studies for the WWF, Oberndorfer et al (2006) concluded that the evidence suggested 
that the impact of the ETS on EU competitiveness and employment would be limited. Various studies which 
have looked at the issue using a variety of methodologies have identified both winners and losers from the 
scheme at sectoral level, but rarely at levels which are likely to be economically significant. The sector where 
there seems to be almost universal agreement that impacts will be important is aluminum. One study forecast an 
increase in costs of 3.7% and a reduction in demand of -2.7%, while another forecasts a reduction in profits of -
30%. The report points out that the sector is in a difficult competitive position, having little options to reduce its 
high level of dependence on electricity in the production process, making profits highly dependent on electricity 
prices (Oberndorfer et al, 2006).   
 
Border Tax adjustments – a means to address the competitiveness issue?  

 
This section will explore the proposal to adjust for differences between the production costs of imports due to 
differences in pricing of carbon inputs by taxing these products at the border on the basis of the real or assumed 
carbon emissions involved in their production. The three key issues that the proposal raises are its legality, its 
feasibility and its impacts. The first question has been much debated, as indeed has the whole question of the 
extent to which trade policy can be used as a lever to implement environmental protection policies. The second 
question has been less extensively discussed. While the final question has, rather curiously, been largely absent 
from the debate. 
Are such measures legal? 

Both the EU and the US are World Trade Organization (WTO) members. Membership of the WTO 
brings with it the requirement to conform to its rules in terms of the treatment of the goods of fellow members. 
Specifically, the WTO requires its members to provide equal treatment for ‘like products’ from other member 
states. Clearly measures which sought to treat those imports from countries not considered to be taking action to 
pass carbon costs onto their industries would violate this requirement. A key question then, when considering 
whether it is possible to establish a system which levels the playing field between tradable energy-intensive 
goods subject to abatement costs and those that are not, is the extent to which trade measures imposed at the 
border would conform to WTO rules. 

There are several other elements of WTO law which justify derogations from the equal treatment 
principal, which could constitute a legal basis for trade measures in this case. Most observers are in agreement, 
however that there will be no certainty on what is acceptable under WTO rules until a member imposes a trade 
measure and is subsequently challenged in WTO (Cosbey, 2007, Pauwelyn, 2007). Only then will a panel of 
experts rule on the line between protectionism and legitimate trade practice in this case. 

However there has been extensive discussion on what a WTO panel might conclude. Pauwelyn (2007) 
has produced a comprehensive analysis of the types of trade measures that could reasonably be expected to pass 
WTO scrutiny and those that could not. Within the latter category are bans or punitive tariffs on imports from 
free-riding countries as well as anti-dumping actions or countervailing duties against such products. Border tax 
adjustments, however, are more likely to pass scrutiny, either on the basis that they are the  import equivalent of 
domestic taxes (as for taxes on cigarettes or alcohol) or that they are required for environmental protection 
purposes.  

In relation to the argument that BTAs would be simply the import equivalent of domestic taxes, several 
analysts consider that such a justification is quite compatible with WTO rules (e.g. Pauwelyn, 2007, Hoerner, 
1998, Ismer and Neuhoff, 2004). They base their judgment on Article II:2 of the GATT which states that 
imported products should not be subject to taxes ‘…in excess of those applied, directly or indirectly to like 

domestic products.’  Hoerner (1998) argues that the clear intent of the original GATT negotiators was to enable 
charges on production as well as products themselves to be border adjustable. In addition, under this article of 
GATT, equivalent tax rebates on domestic production subject to such taxes are allowed, so the BTA could apply 
equally to imports and exports (Pauwelyn, 2007). In this paper, to simplify the analysis, we will only look at the 
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case of BTAs on imports, however it is clear that certain arguments can also to applied to ‘leveling the playing 

field’ on the export market, although the legal base may need to be different (Ismer and Neuhoff, 2004). 
The extent to which a carbon tax or charge on emissions could be seen to be a tax applied on domestic 

products is a bone of contention. A complicating factor is the question of the extent to which taxes on production 
processes as opposed to products themselves can be adjusted at the border. As Pauwelyn (2007) has pointed out, 
we find it normal that we adjust for differences on taxes on cigarettes (product taxes), but not on the labor costs 
of production (producer taxes). It is not at all clear in the absence of a panel ruling, or WTO Committee 
clarification, which category a carbon tax would fall into.  

Hoerner (1998) argues that the WTO has already legitimized BTAs on production process taxes in the 
US Superfund Chemical Excises case. In this case, the US imposed domestic taxes on certain chemicals in order 
to raise revenue for the cleanup of toxic waste sites and BTAs on imported goods produced using substantial 
amounts of these chemicals (at least 50% of the chemicals used in production) in order to counteract any 
competitiveness effects.  Taxes were calculated either on the basis of the reported use of the chemicals in 
question by the importer, the assumed amount of chemicals used based on US predominant methods of 
manufacture or, where neither of the former was available, on the arbitrary basis of 5%. The WTO panel into the 
case ruled that the BTAs were legal, with the exception of the fallback tax of 5% (GATT, 1987). However, the 
extent to which these taxes affected trade was minimal; indeed this was part of the US’s defense of its actions (a 
defense which was rejected). Whether a much wider application of BTAs to a large swathe of imported products 
would be judged in the same way is unclear and current GATT/WTO rules on the issue remain open to 
interpretation (Pauwelyn, 2007) 

For this reason other observers have argued that a better case for BTAs could be made under the 
GATT’s environmental provisions, specifically Article XX (Frankel, 2005, World Bank, 2007). The two relevant 
articles are XX (b) which enables member states to justify exceptions from the rules on the basis of the need to 
protect human, animal or plant life and XX(g) which relates to the conservation of exhaustible natural resources. 
Both arguments would seem relevant to the case of action to prevent global warming, however the articles also 
require that there is no arbitrary or unjustifiable discrimination between countries nor any disguised barriers to 
trade (World Bank, 2007). Until recently, WTO rulings on environmental regulations have tended to take a 
rather restrictive attitude in terms of what is permitted, however the recent shrimp-turtle case is seen by many as 
a move towards legitimizing trade measures to protect the environment (World Bank, 2007, Cosbey, 2007). The 
US initially lost a case against its ban on shrimp caught in a way that did not protect turtles because they were 
found to discriminate unfairly between countries. However, they adapted their system in the light of the ruling 
and, in a subsequent appeal, the panel ruled that the US could discriminate against shrimp producers that did not 
take adequate measures to protect sea turtles as long as they did so in a non-discriminatory way. Although 
legitimizing the measures, the panel nevertheless underlined that an international agreement to protect sea-turtles 
would be a better option and called on the US to seek to conclude one (WTO, 2001). 

Pascal Lamy the Director General of the WTO has indicated that, although the trade rules may indeed 
allow for such tools as BTAs, they are certainly not the best solution. For those who take comfort from WTO 
jurisprudence he states that ‘…as important as the Shrimp-Turtle Case may be, it dealt only with shrimps and 
turtles.’ (Lamy, 2008). He indicated that a similar ruling in a case which covers large swathes of industry would 
have quite different implications and called on WTO members to establish a comprehensive international 
agreement to address climate change rather than seeking to address their differences through the WTO. Other 
observers have called for an agreement within the WTO on a ‘code of good practice’ on GHG rules to avoid 

systematic recourse to the dispute settlement mechanism (Hufbauer, 2008). 
The overall conclusion that seems to emerge from the work that has been done on this issue so far is 

that, although any BTAs are almost certain to face challenge at WTO, certain types of BTAs could be WTO 
compatible provided that they are transparent, nondiscriminatory and clearly achieve their purpose. This latter 
proviso is perhaps the most difficult to assess, particularly given the practical difficulties likely to be experienced 
in setting up such as scheme as outlined in the next section. 
Are such measures feasible? 
A question which is equally important to the legality of BTA is their feasibility, however this question has 
attracted much less attention. This is curious because the legality of the measures is irrelevant if they cannot be 
feasibly implemented. Observers have pointed out that there are huge difficulties involved in adjusting for the 
‘carbon footprint’ of imports, given the global nature of production chains, the very different nature of 
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production systems both within and between countries and the sheer weight of administration involved in 
calculating and monitoring carbon usage (Jordan-Korte and Mildner, 2008).  

On the other hand, the alternative approach of taxing imports on the basis of their origin is hugely 
problematic legally, given that being a signatory to the Kyoto Protocol does not, in any sense, guarantee that a 
country has taken serious action to reduce global warming. Both China and India are signatories to the Protocol, 
yet together they are likely to be the key sources of future growth in global emissions (World Bank, 2007). 

There are precedents for the imposition of BTAs which have sought to level the playing field in relation 
to the industrial costs of environmental measures. Hoerner (1998) describes how BTAs have been used in the US 
both in the case of environmental taxes on certain chemicals, including where they were used in production of 
other products and on ozone depleting chemicals, again, including those used in production. The former system 
was challenged in the GATT and found to be compliant, the latter was never challenged. Given that, in both of 
these cases, taxes were levied on imports, not just of the chemicals themselves, but also on those products which 
used the chemicals in their production processes and may not even contain the chemicals in their original form 
on import, Hoerner concludes that such a system has been shown to be, not only legal, but feasible. 

However, the imports in question were limited in scope and the economic impacts in most cases so low 
as to make them insignificant. The practical difficulties of calculating the level of taxes applicable to imported 
products was addressed by using the production process in the US as the benchmark. In the absence of detailed 
information from the importer on taxable substances used in production, this was the basis on which the level of 
taxed chemical within each product was calculated. At least in theory a similar approach could be used to 
address CO2 emissions embedded in imports. However, in the EU a likely counter argument would be that given 
that the EU is the most advanced region in terms of reductions in the carbon intensity of production, it is not a 
relevant benchmark for calculating likely emissions from imported products. In any case, although the US 
schemes do, at least in theory, indicate that such BTAs are feasible to implement even when based on imbedded 
products, their scale was nothing like as extensive as what would need to be envisaged in the case of the ETS 
impacts or similar impacts in the US. 

A key question which needs to be addressed if BTAs are to be feasible is which sectors or sub-sectors 
would be targeted. Clearly it is not feasible or even desirable to seek to tax every export coming from any non-
Annex B country, regardless of the level of emissions associated with it. There is broad agreement that only 
certain sectors are likely to be heavily impacted by efforts to reduce emissions and that only they are in a 
position where political efforts are required to address the competitiveness impacts. However exactly where the 
cutoff point would be between affected sectors and non-affected sectors is both a practical and a political 
difficulty. A recent paper by Frankel (2005) suggested that there is a good case for BTAs in the case of 
obviously carbon intensive goods like coal or heavily carbon emitting cars and a reasonable case for those 
sectors which large carbon content like aluminum. However he held that at subsequent stages of production 
carbon content is too indirect to justify BTAs. Such vague distinctions are of little use to policy makers. 

What efforts have been made to define vulnerable sectors more concretely have, in essence, focused on 
energy intensive industries (EIIs) (where energy makes up more than 3% of costs) which are subject to 
international competition. Those sectors which are carbon intensive, but not subject to international competition 
(the most obvious example being energy production) are clearly not exposed to the same competitive pressures 
as a result of higher carbon costs. As their customers have limited alternative sources, they have little choice but 
to pay the extra costs. Some studies have even suggested that the sector may even benefit from the ETS 
(Oberndorfer et al, 2006). However, in a sense higher energy costs are part of the strategy to reduce emissions as 
they encourage a virtuous spiral of increasing energy efficiency as customers seek to reduce their fuel bills and 
with them carbon emissions. 

Producers of tradable goods are in a much more exposed position. Sectors like paper and pulp and 
cement use large amounts of energy in their production, but can be traded across frontiers (although the extent of 
trade varies greatly between energy intensive sectors as we will discuss below).  Thus the added costs which 
higher carbon prices will bring can credibly be seen as a competitive disadvantage which could, not only lead to 
decreased EU production and increased imports, but also to higher global GHG emissions as cleaner EU 
production is displaced by more polluting production from elsewhere. This is certainly the argument espoused by 
the EIIs themselves. 

The EU has already defined a series of sectors subject to emissions control in the Emissions Trading 
Directive. There are energy production, ferrous metals, cement, glass, ceramics and pulp and paper (CEC, 2003). 
Within these sectors, however, there is a varied level of both price impacts from carbon prices and competition 
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from non-EU sources. In addition, there are sectors, such as aluminum, whose vulnerability to price impacts is 
not related to direct emissions, but to the high level of energy used in production (Oberndorfer et al, 2006).  

The European Commission is working on the definition of a list of EEI sub-sectors ‘vulnerable to 

carbon leakage’ at 4 digit level of the harmonized system of classification, although this is not yet available 
(CEC, 2008b). The sectors currently being analyzed are aluminum, iron and steel and cement, although other 
sectors as diverse as tires, starch and textiles have expressed an interest in being involved in the assessment. For 
this paper I will look at the categories broadly defined, although clearly future work should look at the sub-
sectors defined by the EU. 
 
The potential impacts of BTAs 

 
As indicated above, there has been little work on the likely impact of BTAs. The most comprehensive work done 
so far is that of McKibbin and Wilcoxen (2008). Their paper estimates how large BTA tariffs for carbon 
emissions would be in practice and their likely impacts on trade. They find that tariffs would be modest in most 
cases, would reduce carbon leakage only very modestly and would do little to protect import-competing 
industries. Tariff equivalents in the EU were computed to be below 1% for tradable goods, although they were 
considerably higher in the US case – up to 4%.  

The paper computed the impact on carbon emissions and found that leakage effects are limited – EU 
emissions reduce by 53MMT in 2010 under an EU only scenario, but world emissions fall by only 48MMT. 
Adding BTAs does address this leakage affect, as well as encouraging broader reductions - world emissions 
reductions increase to 69MMT. The biggest impact is in Eastern Europe and the Former Soviet Union where 
emissions fall by 18MMT, compared to a rise of 2MMT without BTAs. The cost for the latter region is a 
reduction of 0.5-0.7% in their GDP. The global effects of BTAs in the US case are much lower – a fall in global 
emissions of 297MMT with BTAs compared to 293MMT without. The authors point out that much of the gain 
in global emissions from BTAs comes from the straightforward reduction in GDP associated with a reduction in 
trade. 

The World Bank undertook a study of the impact of a ‘Kyoto’ tariff on US products imported to the EU. 

They found a loss of about 7% of US exports to the EU, with sectors like cement and steel particularly hit, with 
losses of up to 30% (World Bank, 2007). However, the level of the tariff modeled was very high (10-30%), well 
above the levels suggested by Mc Kibbin and Wilcoxen. At the lower level of 10% - still very high in relative 
terms – losses were ‘only’ 2% for all trade and 10% for energy-intensive trade. The report did not undertake any 
similar simulations for developing countries as it considered that the debate in Europe was still mainly targeted 
at the US.  

These studies provide interesting indications of the order of magnitude of effects, but both acknowledge 
that in treating trade in terms of large, sometimes very heterogeneous sectors (for example ‘durable 
manufactured goods’ in the Mc Kibbin and Wilcoxen study), they miss out on potentially much larger sub-
sectoral effects. The following section will look at actual trade flows to establish the extent to which impacts can 
be expected at sectoral level and which sources are most likely to be impacted. 
Trade flows in energy intensive industries 
In order to assess the size of the potential issue for the EU and the US, data on trade values in Euro for key 
energy-intensive industries was extracted from Eurostat (for the EU) and the UN’s Comtrade (for the US) 
databases. The industries chosen were the non-energy sectors included in the ETS (ferrous metals, cement, glass, 
ceramics, paper and pulp) plus aluminum which has been identified in both academic studies and the 
Commission’s most recent paper as vulnerable to carbon leakage (Oberndorfer et al 2006, CEC, 2008) and 
chemicals (excluding pharmaceuticals), identified in several reports as energy intensive (e.g. Schipper, 2006). It 
should be noted that these are not exactly the same as the sectors analysed in the World Bank’s work (World 
Bank, 2007) which was based on a list of ‘dirty industries’ which includes industries which are pollution 
intensive in pollutants other than GHGs.  The HS codes used here are Aluminum (76), Cement and Lime (2523 
and 2522), Ceramics (69), Chemicals (28,29, 31-34, 38-40), Glass (70), Iron and steel (72 and 73).The level of 
EU and US imports energy intensive sectors between 1999 and 2007 are shown in Table 1. Annex B countries 
which have ratified the Kyoto protocol are underlined in this and the following tables. 

TABLE 1 - IMPORTS OF ENERGY INTENSIVE PRODUCTS 
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EU imports (€m) 
 

US Imports (€m) 
 

  1999 2007 
Average 

annual growth 
1999/2007 

  1999 2007 
Average annual 

growth 
1999/2007 

                
World 85 488 199 727 11,2 World 108 519 174 001 6,1 
                
China 6 038 31 691 23,0 EU 34 536 48 987 4,5 
USA 20 948 31 046 5,0 Canada 22 811 34 098 5,2 
Switzerland 11 820 17 934 5,3 China 7 569 27 224 17,4 
Russia 5 116 14 236 13,6 Mexico 6 379 10 183 6,0 
Japan 6 994 9 827 4,3 Japan 10 824 10 138 -0,8 
Norway 5 402 9 234 6,9 Korea 2 959 4 540 5,5 
Turkey 2 172 8 722 19,0 Taiwan 3 390 4 489 3,6 
Singapore 1 659 7 154 20,0 Brazil 2 144 4 177 8,7 
India 1 283 5 857 20,9 Russia 2 350 3 462 5,0 
Ukraine 1 069 4 885 20,9 India 997 2 989 14,7 

Source Eurostat and Comtrade. 
The figures show that fears of ‘carbon leakage’ are probably exaggerated, at least in as much as we can 

judge from historical trade flows. In the EU, with the exception of China (an important exception, as discussed 
below), the key sources of imports of energy intensive products are Annex B signatories to the Kyoto Protocol 
(although of course the US industry is not bound by the targets). On the US side, the top two exporters (which 
together make up almost half of total imports) are the EU and Canada, both of whom are bound by the Protocol, 
although of course the second two, China and Mexico, are not.  

Hufbauer (2008) has argued that the fact that many US competitors are Annex B countries means that 
any trade measures will not provide significant relief to producers. Although this may be so at present, if we look 
at the growth rates of imports, however, we could find cause for concern. China’s growth rates and the high level 

of their overall exports in both markets, in particular could be seen as evidence that countries where pollution 
controls are less binding are reaping competitive advantage from the restrictions in the Protocol.  However the 
growth rate of all of China’s trade has been high in the period covered (20% for the EU and 15% for the US), 
thus trade in carbon intensive products is not developing significantly differently to all trade. Mani and Wheeler 
have pointed out that just as some industries have moved South due to the pull of lower wages, heavy industry 
will naturally tend to move to developing countries for a variety of reasons, including, but by no means limited 
to, lower environmental costs (Mani and Wheeler, 1998). Other countries not bound by Kyoto which have seen 
strong growth include India, on both markets and Turkey and Singapore in the EU market.  

Looking at the figures at sectoral level, certain sectors are little traded at present and thus impacts are 
likely to be low. Total cement imports, for example were only €1bn in the EU and €1.3bn in the US in 2007. 

Impacts are most likely in the key traded sectors are iron and steel, inorganic chemicals and plastics and in 
aluminum, where fears of negative impacts are strong. These sectors will therefore be considered briefly. 
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TABLE 2 - IMPORTS OF IRON AND STEEL (HS 72) 
EU Imports (Mio euro) US Imports (Mio euro) 

        

  1999 2007 
Average annual 
growth 
1999/2007 

  1999 2007 
Average 
annual growth 
1997/2007 

                
World 7 857 40 528 22,8 World 13 108 19 758 5,3 
                
China 168 7 093 59,7 EU 3 626 4 022 1,3 
Russia 1 357 6 495 21,6 Canada 2 074 3 371 6,3 
Ukraine 624 3 366 23,4 Brazil 1 068 2 028 8,3 
Turkey 514 2 510 21,9 China 230 1 649 27,9 
South Africa 621 1 879 14,8 Mexico 1 021 1 635 6,1 
India 168 1 807 34,5 Russia 385 838 10,2 
Brazil 487 1 701 16,9 Korea 792 782 -0,2 
Korea 361 1 687 21,3 Japan 1 187 778 -5,2 
USA 339 1 611 21,5 Taiwan 367 773 9,8 
Norway 735 1 195 6,3 S. Africa   582 - 

Source Eurostat and Comtrade. 
Iron and steel is a sector in which fears are high that more binding restrictions on GHG emissions will 

undermine competitiveness (Ecorys, 2008, CEC, 2008). In this sector China is clearly increasing its market share 
at an impressive rate, especially in the EU (although given the increase in steel prices over the period, the real 
increases is slightly less impressive). Russia, the Ukraine and Turkey are also making progress on the market. 
Although the latter two countries are committed to reductions in GHGs under the protocol, in practice the 
collapse of many highly polluting heavy industries after the fall of communism means that neither is effectively 
constrained in real terms. However, both were restricted in their exports to the EU by quotas over the time period 
covered, although those on Ukraine lapsed with their membership of WTO in mid 2008 (Ecorys, 2008).  

The situation in the US is rather different. Trade levels are half those in the EU and the two key 
suppliers, the EU and Canada, who together make up almost 40% of the import market, are both Annex B 
countries. The situation is complicated, however, by the fact that the sector has been protected by a series of 
quotas, anti-dumping actions and safeguard actions for decades. Although research indicates that, apart from 
quotas, such protection has had only limited impact on the US market (Bloningen et al, 2007), it is likely to 
distort to some extent the level and provenance of trade flows. Clearly the iron and steel sector is one in which 
trade is decided not only by competitiveness factors, but also by a series of other measures including as 
safeguard measures (such as the tariff quotas imposed on US steel by the EU in 2002 (CEC, 2002) and punitive 
tariffs (such as those adopted by the US at several stages in recent history) (Blonigen et al, 2007).  

Another key metals sector where fears have been expressed about competitiveness impacts is aluminum 
(Oberndorfer et al, 2006, CEC, 2008b). In the case of the EU the top three sources of imports, making up over 
40% of imports are Annex B countries, although again China’s exports have seen impressive growth. In the US 

half of imports come from Canada, an Annex B country, although again, the growth rate of China, the second 
supplier is impressive. 

There is a feature of the aluminum market which makes it distinct from that of iron and steel and that is 
the relative importance of relatively small developing country suppliers. That China should be an important 
supplier in several heavy industries is not surprising. It is a large, rapidly growing export-led economy. 
However, the aluminum sector is also important to Mozambique, one of the world’s Least Developed Countries 

(LDCs), with a GNI per capita of just over $300ii (World Bank, 2009) as well as South Africa (RSA) and 
Venezuela, both middle-income countries with relatively small economies.  

TABLE 3 – IMPORTS OF ALUMINUM AND ARTICLES THEREOF (HS 76) 
EU Imports (Mio euro) US Imports (Mio euro) 
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  1999 2007 
Average annual 

growth 
1999/2007 

  1999 2007 
Average annual 

growth 
1997/2007 

World 8 314 18 834 10,8 World 8 106 13 556 6,6 
Norway 2 376 4 363 7,9 Canada 3 922 6 824 7,2 
Russia 1 691 2 482 4,9 China 147 1 317 31,5 
Switzerland 856 1 325 5,6 EU 953 1 237 3,3 
China 85 1 205 39,3 Russia 1 148 1 100 -0,5 
Mozambique 0 1 169 539,1 Mexico 325 579 7,5 
Brazil 393 903 11,0 Brazil 127 282 10,5 
Turkey 157 828 23,1 RSA   265 - 
Iceland 265 754 13,9 UAE 28 239 30,8 
USA 703 712 0,2 Japan 212 190 -1,4 
Canada 203 598 14,5 Venezuela 248 158 -5,5 

Source Eurostat and Comtrade. 
The other key EII where trade flows are high (well over €30bn in both markets) is organic chemicals. In 

this sector the EU and the US are each other’s key trading partners. The EU accounts for almost 60% of US 

imports, while the other two key sources are both Annex B countries. In the case of the EU, the US and 
Switzerland together account for 42% of imports, with the third source being Singapore. China is the fourth 
source in both markets. This sector appears to be one where Annex B countries, including the US are retaining 
their competitiveness and although developing countries, led by China and India, are making significant 
progress, they have some way to go before they threaten the bigger players. It is notable that in this sector too 
there are several smaller middle income suppliers like Trinidad and Tobago and Venezuela which would be 
vulnerable to any changes in the trade regime 

TABLE 4 – IMPORTS OF ORGANIC CHEMICALS (HS 29) 

EU Imports (Mio euro) US Imports (Mio euro) 

        

  1999 2007 
Average 
annual growth 
1999/2007 

  1999 2007 
Average 
annual growth 
1997/2007 

                
World 19 768 39 707 9,1 World 22 712 33 669 5,0 
                
USA 6 356 10 203 6,1 EU 14 140 19 497 4,1 
Switzerland 3 930 6 486 6,5 Canada 1 248 2 830 10,8 
Singapore 1 386 6 349 21,0 Japan 2 289 2 173 -0,6 
China 1 110 3 435 15,2 China 615 2 170 17,1 
Japan 2 200 2 685 2,5 India 207 903 20,2 
India 479 1 476 15,1 Singapore 550 880 6,0 
Saudi Arabia 161 1 293 29,8 Trinidad 110 807 28,4 
Russia 377 1 249 16,2 Korea 231 605 12,8 
Norway 379 815 10,1 Brazil 296 464 5,8 
Secret extraiii 503 688 4,0 Venezuela 180 320 7,4 

Source Eurostat and Comtrade 
.  

 
TABLE 5 – IMPORTS OF PLASTICS AND ARTICLES THEREOF (HS 39) 

 EU Imports (Mio euro) US Imports (Mio euro) 
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  1999 2007 
Average 
annual growth 
1999/2007 

  1999 2007 
Average annual 
growth 
1997/2007 

World 13 669 25 647 8,2 World 16 511 26 603 6,1 
USA 4 154 5 411 3,4 Canada 5 425 7 959 4,9 
China 1 881 4 793 12,4 China 2 567 6 651 12,6 
Switzerland 2 068 3 050 5,0 EU 3 222 4 120 3,1 
Japan 1 102 1 526 4,2 Mexico 969 2 016 9,6 
Saudi Arabia 251 1 265 22,4 Japan 1 592 1 417 -1,4 
Korea 511 1 066 9,6 Taiwan 979 1 020 0,5 
Turkey 169 1 050 25,6 Korea 469 731 5,7 
Norway 635 865 3,9 Thailand 130 377 14,3 
Israel 463 794 7,0 Indonesia 101 220 10,2 
Taiwan 463 725 5,8 India 104 209 9,1 

Source Eurostat and Comtrade 
Finally, in the plastics sector, the other sub-sector of chemicals that is heavily traded, we see that, 

although the US is the biggest import source for the EU and Canada for the US, China is the second supplier to 
both markets and its exports are growing significantly quicker than those of the first supplier. In this sector too 
there are several small or medium sized middle income countries amongst the key suppliers including Thailand 
and Indonesia. 

Obviously the levels of trade today are not necessarily indicative of potential levels of trade in a world 
where EU or US production becomes significantly more expensive. However they do give us an idea of the 
extent of the ‘problem’ and therefore the extent to which a solution is urgently required. Trade figures indicate 
that, at this point in time, most competition in energy intensive industries in the EU and US comes from Annex 
B countries. This is true also at sub-sectoral level, although there are some sectors which seem to be more 
vulnerable to developing country competition than others, especially from China. Finally, it needs to be kept in 
mind that many energy intensive industries are capital intensive and thus involve high levels of sunk costs. This 
will mean that production and trade patterns are unlikely to change overnight. 

 
Likely impacts of a ‘carbon tax’ adjustment at the border 
 
Leaving aside the legal and practical issues of whether and how BTAs could be established, this final section 
will seek to summarize the potential impacts on the basis of the above analysis. History is littered with trade 
measures which, in addressing one objective, created extensive, often unintended, side effects in other areas. The 
US requirement to avoid killing turtles when catching shrimp is one case in point. The design of the regulation 
had the effect of largely excluding shrimp from certain countries from the US market (WTO, 2001). The quota 
system set up under the Multi-Fibers Arrangement (MFA) is another. Quotas limited exports to developed 
country economy from the most competitive producers, such that new low cost suppliers entered the market and 
over the period of the agreement clothing and textiles production spread over the developing world. As a result 
when the agreement lapsed one of the key actors to lose out were these new developing country entrants to the 
industry (Curran, 2008). Overall trade taxes or restrictions tend to impact, not only on the countries at which they 
are aimed, but also on other countries, often in unintended ways. 

Imposing a border tax adjustment on the CO2 content of imported goods into the EU or the US would 
have three key effects on trade. Firstly it would make such imports from non-Annex B countries more expensive, 
thus reducing their volume. Secondly it would reduce the competitive pressure on domestic producers, enabling 
them to maintain their market share. Finally, as we have seen above, in many of the sub-sectors most likely to be 
affected, the key suppliers to both the EU and US markets are Annex B countries, which we can assume would 
be unaffected by the BTAs.  The taxes would have similar impacts on them to those felt by EU industry.  

There is, however, a danger that a BTA system would have the contradictory affect of undermining 
efforts to reduce GHG emissions within the EU, the US and other Annex B countries. This may seem unlikely at 
first sight, but in reducing the competitive pressure on companies in GHG emitting industries it is possible that 
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the BTAs would reduce the incentive to keep their emissions to a minimum in order to avoid potentially 
expensive extra emissions credits, thus undermining the objective of the scheme. Of course it could equally be 
argued that the reduction in competitive pressure will give the firms breathing space to invest in what are often 
capital-intensive pollution reducing technologies. However, as is always the case when forecasting the potential 
future behavior of economic actors, there is no guarantee that the tax would encourage the type of virtuous 
behavior which the state seeks to ensure. 

In terms of the impacts on non-Annex B countries, it seems clear that the China will be the most 
important target country for BTAs. Mexico and India are also exposed, but on a more sectoral level. China is 
exposed in almost all sectors and both markets. China is under heavy pressure to commit to efforts to reduce 
global warming and indeed a series of policies to address climate change were recently enacted there (WRI, 
2007). However, Chinese leaders continue to insist that the bulk of the responsibility to address the problem lies 
with the developed world (BBC, 2007).  

A key question in the post-Kyoto framework will be the responsibilities of emerging nations like China. 
Clearly, if the US accedes to Kyoto, it is China that will have the most to lose from large markets imposing 
BTAs as it is largely their goods which will be targeted. On the other hand they also have a strong moral 
argument that most of the damage to the climate is the fault of the developed regions and they should not be 
made to pay the price. The extent to which an agreement on the differentiated responsibilities of the emerging 
nations can be established in the UN context will to a large extent decide whether political pressure for such 
measures as BTAs persists. If there is a feeling in the post-Kyoto context that the division of responsibilities is 
somehow ‘unfair’ to OECD industry, pressure for action will continue, and WTO members may chose to 

instigate BTAs and risk a challenge. 
In practical terms, one of the key impacts of BTAs would be to increase the complexity of trade policy. 

Pascal Lamy has heavily criticized the calls for unilateral action indicating that ‘… the consequences for 

international trade of conflicting national approaches could be dire — with exporters finding themselves 
confronted with a web of potentially conflicting requirements to fulfill.’ (Lamy, 2008). Certainly BTAs which 
required detailed documentation on production processes and associated carbon emissions would add a further 
barrier to the development of companies from less developed regions. 

Finally, above and beyond the administrative barriers, BTAs would have effects, not only on the large 
emerging developing countries, but also on those which are less developed. The potential impacts on these 
countries need to be taken into account in the debate on BTAs. For example one of the EU’s key sources of 

aluminum is Mozambique. Their success on the market is likely to be at least in part due to the fact that, as an 
LDC, they have preferential access to the EU market and thus do not have to pay the tariffs which, although 
relatively low in the sector, can reach 7.5% and have been calculated in earlier work to average 6% (Curran et al, 
2007). The imposition of new taxes on these imports in the form of BTAs would be likely to have a significant 
negative impact on Mozambique’s exports and would certainly be heavily criticized by development 
organizations.  

Any agreement to impose BTAs seems likely to exempt LDCs for this reason. However, the situation of 
non-LDC developing countries will be more difficult to address. Special treatment for LDCs is sanctioned in the 
WTO under the enabling clauseiv negotiated in 1979 (although Jordan-Korte and Mildner (2008) have expressed 
skepticism that exclusion from BTAs for this group would be sanctioned). However differentiated treatment 
between developing countries at different levels of development is certainly not sanctioned. Thus, at least in 
theory, all developing country exporters of, for example, inorganic chemicals, who have not taken measures to 
abate carbon emissions, would be subject to similar BTAs.  

This list would include both China and India, which, although certainly poor in per capita terms, are 
industrial powerhouses and highly successful exporters. However it would also include Jamaica and Trinidad 
and Tobago, which are significantly smaller and less successful exporters. Potential negative impacts on such 
relatively small and underdeveloped countries, several of which are likely to be heavily dependent on one or a 
few key exports, need to be taken into account in the discussion on BTAs.  

 
Conclusion 
 
This paper has sought to explore the extent to which BTAs could be a feasible, legal and effective means to 
address the potential negative effects of government efforts to reduce carbon emissions on developed country 
industry. It finds that such tools may indeed be both feasible and legal, although they would be complex to 
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administer and their legality remains uncertain in the absence of a WTO panel ruling. However, the extent to 
which they would be effective is certainly debatable.  

With the exception, of China in the EU market, most current trade in the energy intensive industries 
most likely to be subject to BTAs is between Annex B countries. Although for the moment the decision of the 
US not to ratify the protocol means that an important competitor is not limited by the need to reduce carbon 
emissions, it seems very likely that the US will take action very soon to move into line with other OECD 
countries. In this case, most competitors in international trade will be similarly constrained and so the carbon 
leakage argument seems overstated. Looking at the figures in these terms, the accusations of ‘green-washing’ of 
protectionism by industry seeking means to reduce competition on their home markets seems justified.  

However the rapid rate of growth of certain developing countries trade in certain energy intensive 
sectors, for example iron and steel in the EU, does give cause for concern. There certainly seems to be a danger 
that reductions in competitiveness amongst OECD countries could be exploited by large emerging countries, 
particularly China, to expand their market share further. Looking at trade in terms of growth rates rather than 
absolute levels, particularly at sectoral level, does give greater credence to the concerns of OECD industry. 
Nevertheless, given the overall importance of Annex B countries in most sectors, actual impacts of BTAs are 
likely to be limited.  

Trade figures also reveal that one potential impact of BTAs could be to reduce trade for certain small, 
vulnerable or very poor economies, including Mozambique, Jamaica and Trinidad. This potential effect cannot 
be ignored in the debate. BTAs, however they are administered would need to treat all exporters in the same 
situation in the same manner. Treating certain developing countries differently for development related 
objectives could prove very difficult to justify, but treating all the same will certainly be very unpopular with 
development organizations. 

Thus although BTAs may indeed be feasible and legal, the arguments for their imposition are not 
entirely convincing given that most trade in EII’s is between Annex B countries and thus the real impacts of such 
measures are likely to be limited. In addition there are likely to be negative side-effects on certain small 
developing countries which may be difficult to justify.  

Overall the conclusion of this paper provides further support to the work of others such as the World 
Bank (2007), Jordan-Korte and Mildner, 2007) and Pascal Lamy (2008) that the best solution to the difficulties 
raised by differentiated efforts to address carbon emissions is a multilateral agreement which binds all parties to 
efforts to address climate change, while respecting their differentiated responsibilities and capacities. Trade 
measures which seek to level the playing field are certainly a second best measure which risks having little real 
impact on the market, while having the side effect of negatively affecting certain smaller developing countries. 
The paper also provides some support to the proposal of Garnaut (2008) and others to establish sectoral 
agreements, as it indeed seems to be the case that in most sectors, trade is concentrated in a few key countries. 
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Abstract 
 
This work aims to propose an interpretative model - “configuration of firm” - to explain the strategic management 
process of firm in a network and global context. This model is based on global advantage theory which strictly linked 
the availability of competitive advantage in firm’s activities to the presence of comparative advantage in location 

choice. The firm’s configuration concerns the organization of activities and processes in a network dimension and it is 
resource and value based. It implicates the choices of what activities to develop, how to control them and where to 
localize the same. These choices are defined, on one side, by the better match between in house or shared distinctive 
resources and direct or shared control of activities and on the other side by valuable “site specific” resources with 

regards to localization of activities and exchanges’ market. Framing configuration in more complex management 

processes in network allows the possibility to put into effect some firms’ activities as part of the value firm’s network 

in order to strive for advantage in global competition. 
 
 
Introduction 
 
The global competition has been one of the dominant themes in academic and business studies for the past three 
decades. From traditional comparative (Smith 1776, Ricardo 1817) and international competitive advantage 
theory (Vernon 1966), many authors - who have addressed the management of firms operating across national 
boundaries - have posited firm‟s global competitiveness as being based on two sources of advantage: ownership 
or firm-specific and location-specific (Ghoshal 1987, Kogut 1985, 1989, Dunning 1980, Roth 1992). Porter 
(1986) firstly formalized two dimensions as key elements of international competitive strategy: 1) configuration, 
that is geographical dispersion of firm‟s activities and 2) coordination, that is the links across activities.  

Consolidated changes in the business and academic world call for rethinking the international 
competition according new perspectives:   
- on business front it is widely accepted that the evolution of technologies exposes each firm  - indipendently 
from its dimensions – to the international competition; as (Werner 2002) has pointed out, thinking globally has 
become necessity more than an opportunity.  
- on theoretical developments, Resource Based View stresses the new role of the resources in international 
competition (Collis 1991). Referring to the main elements of global competition: comparative and competitive 
advantage (Andersen and  Kheam 1998, Peng 2001 Fahy 2002) it has been underlined that the competitive 
advantage comes form distinctive resources owned by the firm (Collis 1991), while  the comparative advantage 
of specific areas comes from market resources available for each firm, not only in terms of cost reductions by 
mainly as a  support to value generation (Cantwell and Piscitello  1999, Chung et. al 2002, Buckley et al 2005).  
- on an other side the networking emerges as the real challenges of global economy and all network scientists 
point out the importance of relations in the competitive dimension of firms, extending the focus of competitive 
analysis to the complex relationships both internal and external to firm‟s organizations (Håkansson and Snehota, 
1995, Fjeldstad et al 2006). 

These evolutions show all the limits of Porter‟s configuration framework. Its limits can be summarized 
in the following way: 1) it considers the single firms as the elementary units of the analysis; 2) it focuses on 
international activities only within the boundaries of firm‟s value chain reducing its explicative power towards 
many small and medium firms which compete through well-established international network; 3) it considers 
the comparative advantage of specific areas often in terms of contribution to the cost reductions and not as a 
support to value generation processes.  

Based on empirical case studies, this work proposes an interpretative model of configuration of firm to 
explain the strategic management process of firm in global and network context which characterized the new co-
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opetitive dimension of business (Brandenburger and  Nalebuff  1996). We adopt the global advantage theory 
(Bartlett et al. 1989, Collis, 1991) within network lens to explain the firms‟ configuration for global advantage. 
Configuration is framed within the network lens as a result of a complex strategic processes including firm‟ s 

value creation process and concerning three main contents: what – the activities firm develops -, how –  the 
degree of control- and where – the decisions about localization. The choices about the firm‟s configuration are 

strictly related to the resource set of the firms and the value generation processes. We assert that the consistency 
between firm‟s configuration and its value generation processes allows different firms to compete in a global 
context. 

The paper is organized as follows. Firstly we introduce a short review of the international and 
organizational studies about configuration theme. Then we frame configuration in a network perspective: this 
implicates more articulate configuration‟s choices and their link to strategy and value propositions. Three case 
studies are carried out to analyze configuration  and its link to value creation processes. Finally the paper ends 
with discussion about findings and main managerial implications. 
 
1. Literature review and theoretical background 
 
In the managerial literature the theme of configuration was approached according two main research streams. 
The first one concerned the international studies which analyzed, according to different perspectives, the 
configuration as a choice of foreign market, entry mode and organization of multinational activities. The second 
one instead, nearest to organizational theory, considered the study of configuration as a wide strategic 
perspective.  
 
1.1 The international studies  
 
The international business research studied in depth the relationship between the strategy of firms and the 
configuration matter from the studies of economic school (Hirsh 1976, Rugman 1986). The central role of 
configuration was stated by Porter (1986) who pointed out configuration as one of the main strategic choice in 
the international contexts. It concerned with geographical location of the organization‟s functional activities and 
integration of these activities across locations (Collis 1991). This is because the geographic specification or 
configuration of functional activities set the capacity to exploit location-specific advantage and the linking of 
these activities across location - or coordination - was fundamental to capture cross-national scale, scope and 
learning economies (Collins 2001). The configuration aspects were analyzed in a context of multinational 
expansion that is the engagement in cross border activities through internalization choice motivated at first by 
rational economic considerations. As Buckely  underlined (2005) the economic school (Buckley e Casson 1976, 
Dunning 1980, Rugman 1986) was tremendously influential in framing internationalization business research 
within internalization benefits of transaction cost theory. Recently following the reasoning of economic school 
Buckley et al (2005) have proposed an extension of Hirsch‟s model (1976) including simultaneously foreign 
market and foreign country‟s abundant resources variables, and introducing different kinds of costs in order to 
explain the internalisation choice. Defining configuration “as the location of and control over value adding 
activities” (pag. 657), Buckley‟s analysis focuses on three main firms activities: R&D; production-activities and 
marketing. According to the author the firm‟s location and the decisions of control are both determined by the 
relation between three typologies of costs: 1) costs of executing the activities in various locations, 2) costs of 
knowledge flow between activities and 3) costs of product flow to the market. Both configuration choices - 
where to locate each value activities and which value activities to be internalized (own or control) or to be 
externalized (performed outside the firm‟s boundaries through  transaction, licensing or outsourcing) - are 
influenced by the need to minimize the overall costs of operations and of knowledge flow. The author highlights 
that often  these costs counteract each other e.g. when production is cheaper in a specific foreign country, but  
knowledge flow costs favour proximity of production to R&D, or when externalisation is cheaper but knowledge 
flows to externalised activities are more expensive (Buckely 2005 pag. 657). 

In the set of international management studies (Mellin 1992) many other researchers have analyzed the 
role of knowledge in order to explain the configuration of international firms. Also these studies have been 
concerned with multinational company (MNC) which has been seen as a social community specialized in the 
creation and transferability of knowledge. Firstly Kogut (1985) and then  Kogut and Zander (1993) have focused 
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on the link between the international expansion of the firm's boundaries and knowledge transfer capacity. 
According to them the organizational failures related to the inefficiency of knowledge flows were enough to 
explain internal transmission and therefore the existence and configuration of multinational firms.  

Among other results the focus on competitive advantage as an outcome of multinational development 
arose as the main topic of international research (Prahalad and Doz, 1987; Bartlett and Ghoshal, 1989, Ghoshal 
and Nohria, 1989; Gupta and Govindarajan, 2000). A common theme in these studies is that MNCs both 
exploited existing firm-specific advantages and generated new firm specific advantages through international 
operations. In this perspective the strategic choices about the configuration and the management of international 
activities concerned firstly the management of firm‟s resources asset. This implicated not only the 
considerations about efficiency but, mainly strategic evaluations concerning with the generation of new 
resources. Within this perspective a renewed conceptualization of configuration was defined: from MNCs, seen 
as set of headquarter-subsidiary relationships to a more complex system with reciprocal interdependencies 
between units in different countries (Hedlund 1994). The network-based conception of the multinational 
corporation (Hakansson and Johanson 1993) understood and appreciated subsidiaries as potential sources of 
MNC-wide strength (Holm and Pedersen 2000). In line with this assumption other researchers focused on 
location advantage according to new perspective which stressed its critical role as variable affecting the global 
competitiveness of firms (Erramilli et al. 1997, Chen and Chen 1998). Dunning (1998) pointed out as the 
location configuration of a firm‟s activities may itself be an ownership specific advantage, as well as affecting 

the modality by which it augments or exploits its existing ownership advantages (Dunning et al 1998). So 
Belderbos and Sleuwaegen (2005) argued that the location of foreign direct investments is of major importance 
not only from an efficiency perspective but also as an integral part of the competitive strategy of multinational 
firms. The localization choices became part of a more strategic issue related to configuration of firm‟s value 

chain on an international basis. 
 
1.2 The organization theory 
 
Organizational literature uses the expression configuration in order to describe methods or models of 
management and organization. The development of term “configuration” in the organizational theory was 

mainly attributed to the studies of Miller (1986, 1987). He developed a configurational approach identifying 
patterns and relationships within the complexity of organizational elements such as  strategy, structure and 
processes. Based on systems thinking -according to which the meaning  of an entity can be derived only 
understanding the whole – Miller argued the need to understand the interdependency of the numerous complex 
dimensions of organizations in order to derive sets of configurations. Rather than trying to explain how order is 
designed into the parts of an organization, configurational studies try to explain how order emerges from the 
interaction of those parts as a whole (Meyer 1996).  

Configuration was defined as the degree to which an organization‟s element were orchestrated and 

connected by a single theme. In general, the configuration approach identified observable characteristics or 
behaviors which appeared to lead the firms towards a particular performance outcome (success or failure). 
Miller (1996) explained that competitive advantage resided in the coordinated and integrative mechanisms that 
ensured complementarities among the various aspects of a firm.  One of the most well-known typologies was 
the Miles and Snow (1987) typology of strategic types in organizations, distinguishing between defenders, 
analyzers, prospectors and reactors. Each of these configurations was the results of the interdependence of 
different variables (market position, resources, management system, and entrepreneurship) which was shaped by 
a central goal and hence complements one another. Configurations consisted of many mutually supportive 
elements that fitted together and acted as a structure of resistance against change (Miller and Friesen, 1984). The 
differences between configurations were caused by a stable and complex form of interdependency, referred to as 
coherence, among the variables. In a  similar vein Mintzberg(1983) argued that `a limited number of 
configurations explained most of the tendencies that drive organizations‟ to structure themselves as they do. 

Even Miller and Freisen (1984) in their studies  founded that most of firms‟ group was driven by central theme 
such as innovation and pioneering that aligned many aspects of strategy and structure (Van de Ven and Drazin 
1985). These configurations represented complex synthesis of multiple, interdependent, and mutually 
reinforcing strategy, structure and process characteristics which enabled firms to achieve their goals (Ketchen, 
Thomas, and Snow 1993; Miller 1996). 
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1.3 Network perspective 
 
The recent developments of network studies offer more interesting insights to the configuration discussion. 
Starting from the concept of value constellations developed by Normann and Ramirez (1993) many researchers 
have emphasized aspects of interdependence and interaction between different actors involved in the process of 
value creation. Moving away from the traditional value chain and value system notion they developed 
alternative models of firm such as value net, value network or value creating networks (Håkansson et al. 1995; 

Fjeldstad et al. 1998; Fjeldstad et al. 2006). Based on interactive perspective these models have framed the 
business analysis in continuous competitive-cooperative dynamics - co-opetition - according to which firm both 
compete and collaborate for acquisition, sharing and development of resources (Normann et al. 1993; 
Kothandaraman et al. 2001). Firm competed through specific relational systems (network) which, on one side, 
directly reflected the nature of activities and processes developed, and on the other side shown a functional link 
with the development of firm‟s potential (Dyer et al. 1998; Hammer, 2001). Firm can identify different 

relational systems, regards to customers and to resources acquisition front; all of them corresponde to a different 
structure of costs and value generation processes. Many author highlighted that  the value creation process of 
firm happens outside the firm‟s traditional organizational boundaries (Matthyssens et al 2006). The firm 
becomes embedded in many networks (Gummesson 2006) and gains advantages from the relational systems on 
which it based the generation and the development of its assets. The firm, through the generation and 
exploitation of the  resources can select the actors and to influence to its advantage the rules of competitive 
interactions (Moller 1999). The evolution of the firm as a networked organization and its ability to leverage the 
resources of its strategic partners, are posing new challenges to the analysis of configuration dimension. The 
configuration becomes a strategic choice in the wider context of the  network perspective. It strictly contributes 
to the definition of firms‟ relational space and it is strictly related to the structure and the development of firm‟s 

resources asset (Stampacchia, Mele, Russo Spena,  2007). 
 
2. Management processes in network and configuration: a  proposal for a model 
 
The previous concise literature review highlights several limits to the developments of the configuration debate. 
Referring to international literature the configuration is often reduced to MMC choice of distributing tasks and 
responsibilities between the differentiated set of subsidiaries. The international configuration of small firms or 
the analysis of configuration including the internationalisation of firm‟s relational dimension are not fully 
developed.  
The organisation studies offer an interesting insight linking and intertwining configuration as a complexity of 
firms‟  elements - strategy, structure and processes-even if these works strictly confine the analysis to the 
boundaries of a single firm. 

The perspective of the value network appears more suited to frame the configuration dimension within 
more complex and differentiated nature of the actual business context.  However even if there is a long history 
of research on network particularly focused on the analysis of content and structure (Moller et al  2005) more 
recent studies cope with the firm‟s management question and its correlated aspects of organisation of  process 

and activities in a network context. 
With regards to management question the network literature speaking about the 

competitive/cooperative dynamics which occur in the co-creating value network perspective stress the need to 
address and finalize the development of virtuous co-creating value processes through an appropriate 
management system. According to Peppard and Rylander (2006) leaders must view the health and well being of 
their network and the individual partners are as important as their own company. (p. 6).  This view widens the 
field of observation from the internal dimension to the network to which firms belong to an external one.  The 
art of managing in a network context is, however complex and difficult to be defined, not only considering the 
difficulty of identifying the same object of management (the network), but also for the variety of meanings and 
aspects that it involves. As Ritter (2004)  highlights the debate about the nature and possibility of managing in a 
network can be divided into two different perspectives: some authors refer to the manageable nature of network 
in term of being controlled and directed by a single participant firm (hub firm) while others speak about network 
as a self-organized system where the order emerges in a bottom–up manner from the interaction among firms. 
This second perspective offers more interesting insights to focus the attention on the management of firms in a 
network and some researches recently explain the importance of relationships management capability (Moller et 
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al 1997, Moller 2005, Moller et al 2007). Notwithstanding this last contribute, very little efforts instead emerge 
in literature about the analysis of process and contents dimension of management in a network which details the 
organizational aspects of process and activities.  

This work is a first attempt to define an interpretative model of configuration within firm‟s 

management  in network context. This model posits at the base of management the activities of firms and not 
firm as whole concept; it is oriented by end-customer‟s needs and value, and include four main strategic choices 
where configuration represents one of these.  These dimensions refer to; 1) the “positioning" that firms assume 
in the customer‟s oriented value creating network,  2) the “value proposition models” that firms offer to active 

and to sustain the exchanges with customer and other stakeholders, 3) the “configuration” that concernes the 
definition of the “space" that firm occupy and how they occupy it; 4) the “renewing of resources‟ assets” for the 

sustainability of firms‟ activities. In this perspective the configuration assumes a key role in the management 
processes in network for its impact on the organization of firms‟ processes and on the definition of 

collaborative/competitive space. In the following we explain each of the main strategic choices which 
characterize the management of a firm in a network. 
 
Positioning 
In network studies positioning question is referred mainly to the role played by the firms and to the influence 
that they have or receive within the network (Huemer 2006). In our perspective the network is seen as an 
intertwined system of activities, resources and actors organized in order to satisfy human needs (Stampacchia 
2007). The characteristics of end-consumers and their evolutions guide and finalize the interaction among 
activities and actors and so the organisation of process and distribution of activities among network‟s partners  
(Walters and Rainbird 2004). In the proposed model “positioning” concerns the distance between firm and the 

end-consumer (Heikkila 2002, Juttner et al. 2007). It defines the firm‟s role and participation with its activities 

to complex processes carried out in order to design, realize and delivery value to end-consumer. The positioning 
implicates the firm‟s choices of the specific value creating network defined on end-consumer‟s needs and its 

role in term of contribution to end-consumer satisfaction. These processes start by firm‟s awareness of its direct 

customers‟ needs and their relation with customer of customer needs until to reach end-consumer as final object 
(Gummesson 2006). 
 
Value proposition models 
According to previous positioning definition the process of creation, development and communication of value 
proposition to customers assumes a crucial role. In literature a value proposition has been defined according to 
customer perspective as a firm‟s promise to create and deliver customer value (Chapelet and Tovstiga, 1998). 

The value is a complex and multidimensional construct which includes functional and emotional social benefits, 
as perceived by the consumers (Chernatony et al. 2000, p. 49) according to their value systems. The definition of 
the company‟s promises of value creation to customers concerns the total business offer and it refers to the 
widest and complex relationship between the enterprise and the customer. Based on this assumption the “Value 
proposition models” are concerned with basic features of value proposition offered by a firm to different 
customers and all other stakeholders which are the firm‟s network context. Referring to recent Service dominant 
logic (Vargo and Lusch, 2008) speaking about value proposition as a potential value that is actualized by 
customer usage, we conceptualize the relationship among firm and customer (and other stakeholders) as 
exchange and integration of resources.  The value proposition models define the different mix of resources 
(functional, emotional, social, monetary) promised to and demanded from customers (and other stakeholder). 
The nature of this mix depends on customer (and stakeholder) perception of value in use of promised resources 
and on his/her evaluation of value in use of demanded resources. The value proposition models can act 
differently on this two components in order to catch the customer (and other stakeholders) preferences. 
 
Configuration  
Referring to previous literature review the “configuration choices” concern with the activities of firms and 

localisation even it is framed within different approaches. The configuration concept is far by 
localization/coordination choice of international studies which refers only to ownership choice and even far by 
all inclusive business models of configurational approach. It is strictly interrelated according to a circular 
process to positioning choices concurring with this latter to define the extension of firm‟s domain on the 

customer oriented value creating network.  It concerns at first the definition of activities needed to deploy the 
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value proposition choice for customer and its contribution to end-consumer value proposition. In the second 
aspects it concerns the definition of internal and external firm‟s contractual boundaries. This involves the choice 
of activities to be developed directly by firms, to be realized in partnership with other firms and to be delegate to 
other firms according to market governance mechanism (Madhok 1998). Finally it concerns the localisation of 
activities and of exchanges‟ market in the spatial context. The configuration‟s choices are framed within global 
advantage theoretical framework (Bartlett et al. 1989, Ghoshal et al 1990, Collis, 1991) integrating competitive 
and comparative advantage. According to resource and competence-based theory competitive advantage is 
founded on distinctive resources. These constitute the "heritage" of the firms acquired through and developed by 
firm‟s activities and its learning processes (Cohen and Levinthal 1990, Nonaka et al 2000). The term 
"distinctive" refers both to the relative strength of  resources compared to those of competitors and the relative 
advantage that they may arise by the value attributed by the market (Sanchez and Heene 2004). Even 
comparative advantage is resource-based but these resources are external to the firm and imperfectly mobile 
across geographical borders so that  they can only be availed of through some forms of presence in the site 
where they are held (Dunning, 1977, 1998). Consistently with more recent international studies (Porter 1990, 
Chung et. al 2002, Buckley et al 2005) the comparative advantage is not limited to factors that traditional 
economists admitted in the production function (labor and capital) but includes soft resources concerning the 
knowledge systems, effectiveness of social, economics and political organisation and so on.  

Firm‟s configuration choices are directly related to resources‟ set of firm and its value generation 
processes. The choice of activities to be carried out is competitive advantage-based: firm realizes by it self the 
ones for which it has all needed distinctive resources and it realizes in partnership the ones for which it shares 
distinctive resources‟sset. Referring to Collis analysis (1991) firm has to initially understand its distinctive 
resources and then builts global strategy around the location and firms specific advantages through the activities 
associated with those distinctive resources. Partnership, instead, occurs in order to complement and reinforce a 
firm‟s resources based (Mody, 1993, Madhok 1998). Collaborative governance modes should not be regarded 
simply as a cost-efficient alternative to markets or wholly owned subsidiaries but as an alternative to other 
modes of resource acquisition and deployment (Hamel, 1991). Finally, localization of activities is driven, 
instead, by the comparative advantage, through realizing activities or buying in areas where not-transferable 
market resources are more copious than elsewhere. It recalls the “location bound resource” concept formalized 

by resource-based international studies (Peng 2001, Fahy 2002) against “nonlocation-bound” resource in order 

to express the different degree of transferability of resources (Rugman and Verbeke, 2001). 
The configuration choices define the resource‟s set available to firm. On these choices the sustainability 

of value proposition models of firms depends; that is the possibility to support their value propositions with 
suitable global advantage conditions in order to guarantee the continuity of firm‟s activities. 
 
Renewal of resource assets 
Resources‟ value is the main driver of firm‟s value generation processes (Stampacchia 2007). However 
resources‟ value is not a static but a dynamic concepts. It is constantly eroded by many factors: its use, imitative 
and innovative actions ((Ilinitch et al. 1996) changing in consumer (and other shakeholders) values and 
evolution of customer (and other shakeholders) value generation processes (Stampacchia 2007). In accordance 
with these aspects the firm has to be involved in a resources‟ renewal process, whose main aim is keeping the 
economic value at least unchanged. The resources economic value is the capability of resources‟ assets in 
supporting value generation processes. It describes the need to conceptualize the firm as an open system of 
resources “stocks and flows” being  able to attract, exploit and explore resources in order to support firm‟s value 

processes on an ongoing basis. Only this upgrading processes can assure that firm has effective processes for 
proposing and co-creating value to customer and to all others providers of resources who are essential to 
maintain resources‟ building and leveraging processes. 
 
4. Empirical research 

 
Method  

A case study approach was adopted as this method is suitable to gain insights into phenomena characterized by 
complexity in a wide sense (Gummesson, 2000). The aim is to develop theoretical insights through analysis and 
description of new phenomena (Baker et al., 2003). In details this research can be categorized as „interactive 

research‟ (Gummesson 2000, 2003) with the researchers going back and forth between theory and empirical 
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evidence as the research process evolves (Forsström 2005). The aim is not to reach an objective truth, but to 

create an understanding of the phenomena. 
We chose to investigate in depth three firms selected for the wide accessibility to information and according to 
three main criteria: strong commitment to internationalization, high value offering and strong marketing success 
proved by a high percentage of increase in revenues in the last three years (Table 1).  
 

TABLE 1: OVERVIEW ABOUT FIRMS 

Firm Intercos Kuvera  Villa Massa 

Business Cosmetics 
bags and fashion 
accessories 

Liquors 

Activity 
Global producer 

and distributor of 
cosmetic products 

International retail of 
bags, leather goods 

and luggage 

International producer 
of liquor-based 

products 
Employee 1.600 120 30 
% of turnover 
increase in the last 
three years (2006-
2008) 

+24% +67% +30% 

 
Data collecting and analysis 

A lot of sources were used to collect data. Multiple interviews involving different managers were 
supplemented by any relevant secondary information in form of company reports, brochures, business literature, 
etc.   

In order to separate relevant from irrelevant questions and to organize the collecting and analysis of 
information about cases, we drew a document guide structured around three main question items: 1) firms‟ 

positioning and value proposition; 2) configuration of firm‟s activities 3) renewal resource processes. In terms 

of data analysis we conducted an intra-case study according to the above mentioned question items to evaluate 
each firm‟s approach to the management of the investigated phenomena. Subsequently a cross-case analysis was 
conducted to analyze similarities and differences among cases in order to provide more confidence in the 
findings and to develop theoretical and managerial implications. 
 
5. Findings 
 
5.1 Intercos  
 
The Intercos Group is one of the leading worldwide‟s operators in the creation, development and production of 

make up for the cosmetic and skincare industry. Since 1972 when the firm was founded, the Group has been 
engaging in the research, development and manufacture of make-up products for all the main international 
players of cosmetics industry. 10 of the first 15 global cosmetic companies are Intercos‟ customers and use 

formula patented by the Group.  
Diversification in the skin care market was achieved in 2006 through the acquisition of Swiss enterprise 

(CRB) a company operating in the development and manufacture of skincare cosmetics. Actually the Intercos 
Group operates through companies and production plants (in Italy, the US, Malaysia and China), as well as 
through eight commercial offices in strategic countries such as the US, France, Italy, the UK, Russia, Spain, 
Malaysia and China. 

A wide mix of product/services - in order to satisfy every market segment (mass market, prestige, 
specialty stores and direct sales) - is at the basis of positioning strategy of Intercos: to be a “full outsourcer” in 

the Cosmetics industry. As integrated provider Intercos can develop innovative make-up concepts, tailor-made 
products and packaging, trend forecasts analysis as well as advertising project for the all the differentiated 
customers‟ needs. This gives to the customers the opportunity to be the partner of a single supplier choosing 

different combinations of products and services - from ideas to product until packaging and marketing solution - 
which create unique value for each customer. The full commitment to customer‟s value creation are well 

summarized by firm‟s full outsourcing strategy: to provide solution with an offering tailored-made that 
embraces every aspect from new raw materials formulations to finished packaged products. Stemming for this 
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important statement Intercos has embrace innovation with the primary goal of creating and improving 
customer‟s value and consequently driving of firm‟s growth and value.   

The firm has built its reputation both on research and design competencies and on manufacturing and 
marketing ones. The huge investment in R&D, the development of product and the marketing innovations are 
seen by firm as the main factors to be on the cutting edge of fashion trends, both on a local and global level, 
anticipating market evolutions and creating value for customers. More that 400 people corporately are focus and 
dedicated to innovation. In the figure 1 some results of firm innovation efforts are summarized. 

FIG.1: INNOVATION RESULTS (YEAR 2006) 
 

Innovation is an ongoing process defining every aspect of the business: from value proposition to 
configuration and resources development. The Company as a whole will always fight to be innovative in every 
sense of words (trends, research products production, service ) and in every aspect of its organization (a quote 
from Company‟s document). An intertwined network combining resources and value activities of multiple 
actors, internal and external, is structured around this aim.  

The Intercos configuration has evolved in time toward a global integrated industrial network structure 
able to manage and control a complex combination of high challenging requirements: short time to market, 
customers‟ and suppliers‟ contiguity, optimized logistic high level of product innovation and quality. Today it 
includes four plants in Italy, two of them focused on pencil, the US site in Congers NY, the two Chinese 
Factories in Suzhou - dedicated to the domestic and export market respectively - the Malaysian facility, which is 
gaining greater strategic importance in the South Eastern Asian Market and the Swiss-based CRB, the newest 
acquisition specialized in skin care product. The evolution of a global network emphasizes the importance of the 
development of synergic factors: each Intercos site is part of a network exchanging goods and intangible value 
and competencies (a quote from Company‟s document). To this aim the implementation of SAP was been a 
fundamental milestone for firm‟s need to integrate the organization‟s processes and information. The SAP 

project is not only a technological project but it is a business project aimed at harmonizing strategies, policies 
and best practices in the Intercos Group but even at consolidating and improving business relationship by B2B 
comakership processes. The effectiveness of firms strategy is assured by very strong interactions with customer 
and supplier networks which cover university research department, innovative firm even of other sectors, trend 
setter business of  all beauty filed (fashion, art, design), etc. On the customer front, the firm is awareness that the 
importance of marketing competence for development of customer-oriented innovation requests a strictly 
interaction with customer and market in order to understand not only customer‟s strategies and needs but even 

the final users‟ behaviors and attitudes and evolving markets trend and changes. The customer‟s viewpoint and 

the value expected by customer and by consumer are taken into account throughout all the firm‟s processes. In 

this perspective the firm recently has extended its activities from B2B to B2C with the launch of firm‟s brand 

“Madina” and the opening of Madina stores. Strategically situated in the most important cities around the world, 
Madina stores are conceived as makeup ateliers fostering the firms to capture new trend around world and 
directly to test new formulations and product concepts. Monitoring the needs in the end-consumer market the 
firm can not only respond to the explicit requirements of its business customers but also anticipate innovation 
and quality needs of end-users.  
 
5.2 Kuvera  
 
Kuvera s.p.a, owner of Carpisa brand, was set up in 1999 by the joint venture of two important family firms 
with a consolidated tradition in textile and clothing industry of Campania district. Putting together their 
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distinctive competences respectively in leather production and trade activities they give life to a real winning 
project. In a few years the brand Carpisa spreads as a trading phenomenon in the bags and accessories business 
able to offer a fashionable product with an absolutely unique price-quality link. Paying attention to the more 
complex market developments, Kuvera strengthens its success with a very interesting customer value 
proposition: offering trend products at extremely competitive prices in their quality range.  The continuous care 
in the stylistic search and the attention to the new fashion trends characterizes the Kuvera collections wide and 
rich of new proposals. The Carpisa world includes different product categories: four seasonal collections of 
fashion bags, luggage and small leather goods for women and men, in addition the professional briefcases, the 
fashion accessories and the newness baby and school line. The offer, based exclusively on Italian design, is 
proposed through 4 seasonal collections, with a high differentiation of products, continuously renewed in order 
to follow the evolution of trend and taste. The winter collection is divided into 50 different lines, which become 
80 in the spring-summer. Sets to the shops are limited as the rapid renewals.  The products are divided into 5 
different price ranges that start from 10-16 euro to reach the 121-200 euro. 10-35 euro range products represent 
about 90% of production in volume while high top ones belong exclusively to the traditional line (luggage and 
business). 

This dynamic and fashion value proposition deploying on marketing front with a strong ability to 
mobilize brand and distributive levers is the business formula at the base of Kuvera strong growth. By 2005 the 
turnover of Kuveras has an increase of 67% (from 66 million euro in 2006 to 110milion euro valued in 2008) 
positioning the firm at the fourth step of the Italian list of firms in the leather industry.  

In his market segment – bags and accessories of medium-low price the Kuvera proposition has been a 
real breakthrough. This segment was traditionally characterized by propositions of unbranded product 
distributed by generic retailers, hawkers, or great distribution able to communicate a product poor with regards 
to qualitative, imagine and experiential contents. Kuvera has strategically positioned itself in this segment filling 
up a gap between the range top and products of common use without a brand identity. Carpisa is among the few 
one brand stores in medium-low price segment with a widespread distributive network. Its products by eye-
catching design are directed to satisfy not a generic consumer‟s need but the fashion demand at low price. This 
also explains the constant renewal and updating of Carpisa products.  

Referreing indeed to a more known international success case history in fashion industry such as Zara, 
Kuvera on more little scale and according to a different production choice (detailed in the following) has forced 
the market with its brand thanks to an efficient and effectiveness communication and distributive choices 
centered on the franchising formula. The importance of this strategic formula is well summarized in the 
statement of firm mission: create and support a qualified selected distribution network of trendy handbags 
suitcases and fashion accessories with frequently alternating new products that can meet the need of a wide and 
varied target. 

By the opening of first store in Naples, where there is the company‟s headquarters, Kuvera has built a 
wide spread franchising network to which it adds stores owned by the company too. With more than 450 stores 
Kuvera and its turtle (Carpisa logo) constantly increase their presence both in Italy with new franchising stores 
opening up every month and abroad. The franchising international project started in 2004 has seen until now 
twenty shops opened all around the world (Greece, Japan, UK, Switzerland, Russia, Saudi Arabia, Israel, Costa 
Rica, India, South America). In 2007 the firm opened the first foreign property store in the Oxford Street (UK) 
followed by second one opened  at Shopping Centre White City in London managed by a commercial company 
controlled at 100% by Kuvera with the aim to develop the commercial presence in European market. 

The franchising formula has allowed Kuvera, in a few years, at creating a loyal distribution network 
that ensures the well control of the image, brand and services with low distribution investments. The winning 
features of this formula are based on some key elements as strong brand, store identity image, high products 
rotation  which characterize the organization of all firm‟s processes.  

On product front, the high number of collections constantly renewed in their fashion contents in order 
to foster the sell out results are assured by specific organization of formulation and deployment of firm‟s 

proposal. The concept creation phase involves directly the firms where a specific organization unit of Product 
Department - style office - works on generation of new ideas, concept development and product design. This 
unit which counts  more than 30 designer often supported by external stylists works at strictly contact with other 
units of same department (quality, suppliers, technical) marketing management and firm‟s property. On 

production front, instead, the firm totally makes a use of foreign outsourcers localized mainly abroad (East 
Europe and China). In particular for leather line, more expensive, selected subcontractors both in Italy and in 
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East countries work Italian origin leather according to firm‟s design project details and products prototypes. 
Synthetic line, which includes all other firm‟s products, is produced in China, by suppliers engaged on exclusive 
contracts. Even if these producers work exclusively on Kuvera design which however keeps a direct quality 
control on production through headquarter in Shanghai. For its strong quality commitment Kuvera also supports 
their manufacturing partners with technological and know how transfer. 

Regards to store image Kuvera is directly engaged at promoting the identity of its concept store with a 
particular attention to its constant renewal according to more effectiveness levers of visual and experiential 
communication. With this aim Kuvera commits itself through its Marketing and Franchising Department to 
support the franchisee with a specific service at no cost (pre-opening and opening staff training, selection of 
stores locations, institutional and in-store communication advertising) in addition to other benefits (regular 
upgrading staff competence both at the store and at the firms, support to implementation of technology for 
integrated sell-in/sell-out management, technical assistance).  

The brand strategy is supported by effective and high funded communication‟s activities (10% of 
firm‟s turnover) which include different media, sponsorship and comarketing choices with a particular attention 
not only to end-consumer but also to its franchising partners. By recent business report (2006) Kuvera is among 
the five companies that have invested more to support the brand and products, exceeding the high-top 
competitors such as The Bridge, Prada and Versace. 

 
5.3 Villa Massa 

 
Villa Massa is a small enterprise fondata nel 1991- localized in “Piano di Sorrento”a city in the South of Italy – 
producing and marketing citrus-based liquors with the brand “Villa Massa”. The firm‟s main success is the 

product “limoncello Villa Massa”, a liquor made with the exclusive use of Sorrento‟s fresh lemons which have 

obtained the European recognition of " Protected Designation of Origin " (P.D.O). The firm‟s 

internationalisation is a strategic goal, as it contributes to the knowledge and diffusion of a product linked to 
specific traditions and local consumption. 

The market value proposition concerns the developing of a product with unique characteristics, whose 
distinctive content is perceived and appreciated by the consumer. 

The attention to consumer and the commitment in satisfying his/her requirements, analysing the 
evolving tasts and habits in order to remain a reference of goodness and genuineness are persecuted within a 
wider guideline of the stakeholder satisfaction. Various subjects express, indeed, detailed requests with the 
enterprise and are able to influence the business‟ result and development, according to their level of satisfaction 
and degree of involvement (Stampacchia, Mele, Russo Spena 2008 ).  

Coherently with such vision the enterprise is engaged in the valorisation of the territory and the local 
food culture as well as in the valorisation and the continuous improvement of its products and processes: Villa 
Massa acts as a first promoter of a Consortium for the protection of the Sorrento lemon P.D.O. The Solagri 
Cooperative joins the Consortium: it is the exclusive supplier of PDO Sorrento Lemons for the main producers. 
This cooperative reunites 350 agricultural enterprises that work on the basis of rigid disciplianaries about the 
application of specific ways to collect and cultivate lemons in order to guarantee the uniqueness of the raw 
materials. 

The Villa Massa‟s principles find an important reference in the organisational and owner configuration 

which, in spite of the small dimensions (the enterprise counts about 30 employees) has connotations and 
degrees of articulations typical of more complex enterprises planned on the basis of process orientation. The 
ownership, indeed, although of a family type is engaged directly in a strategic role,  entrusting, however, the 
management and the garrison of the main business activities to a team of managers. For the service activities 
the company, moreover, takes advantage of the resources and competences of a connected firms, the Agrigest 
involved in the management of some supporting activities such as administration and finance, human resources 
management, system information management.. An other linked company (Massa family‟s ownership) is 

Agritalia a trade enterprise operating in the import-export of typical products made in Campania. 
The company Villa Mass is a perfect example of abilities in the comparisons of the entire agricultural 

and food- row of which it belongs part: it has started important partnerships with suppliers and traders, 
widening the process logic from an inside dimension to an external one. A first agreement has been undertaken 
with the cooperative of the direct cultivators of Sorrento lemon PDO, the Solagri, with the aim to optimize the 
productive chain of the lemons. Other partnerships have been realized with the suppliers of raw materials, of 
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primary and secondary packing, of intermediate materials: they are based on the continuous modernization 
coming out from the specialization of the partners in the manufacturing of exclusive products and from the 
engagement to respect the demanded characteristics; as an example, the enterprise acquires special bottles of 
glass personalized from the supplier according to declared requirements. 

The relational approach is also at the basis of the contacts with the distributors: the sales and the 
marketing are planned and realized with the national and international support of partners. The more important 
partnership is the one with Diego Zamora a Spanish distributor which has perceived the opportunities of 
development of Villa Massa brand, while Villa Massa wants to benefit of the distributor‟s know how linked to 

its access in more than sixty countries. Further relationships are a series of commercial agreements (also 
agreements of co-branding) made with several enterprises with the aim to reach the consumer with a rich and 
compound offering.  
 
6. Discussion and conclusion 
 
All the case studies frame configuration choices in the more complex management process in network and show 
their  strictly correlation with positioning, value proposition models and the resources‟ renewal processes.  

In the first case - Intercos -  the positioning in the network was defined by its strategy of being a full 
outsourcer to provide tailor-made solutions to bigger global cosmetic companies. The firm posits innovation at 
the base of value proposition models and configures interrelated and coordinated activities and resource systems 
all over the world. The effective system for acquiring, developing and using resources to maintain its innovative 
processes required a strong commitment both on research and design and on manufacturing and marketing 
activities. The huge investment in R&D, the development of product and the marketing innovations are seen by 
the firm as the main factors to be on the cutting edge of fashion trends, both on the local and global level. Global 
activities widespread all over the world and integrated both within firm‟s organization and with network 

partners are the winning asset for company allowing it to seize the best opportunities in terms of customer and 
supplier contiguity, innovation and quality effectiveness and cost and logistic efficiency. 

In the second case - Kuvera - the firm‟s positioning in the fashion bags and accessories business with 

its breakthrough value proposition based on fashion at very competitive price is sustained with different 
configuration choices. The firm with a strong distribution and market knowledge background chooses to focus 
on higher value-added activities in the specific end-consumer value creation network: design, delivery and 
communication activities. These activities were carried out according to the hierarchical governance (brought 
into firm‟s boundaries) and intermediate governance mechanisms (Patterson and Rolland, 2002) whereas 
complex contracts and forms of strategic alliance are used (franchising and exclusive manufacturing contracts). 
On location front the firm shows an increasing internationalization in order to reduce its dependence on 
domestic market. Regards to production activities the foreign outsourcing in low cost countries (China and 
Bulgaria) - at standard quality guaranteed by strictly firm‟s control - assure the sustainability of low price 
content of the firm‟s proposition. On market front the entry into new strategic countries - in some cases 
managed according to the ownership decision - is not only a result of commercial aims but it expresses the need 
to broaden marketing intelligence and marketing sensing resource. Continuous scanning of trend setter markets 
contributes to keep up the fashion contents of firm‟s proposition. The configuration of Kuvera allows the firm to 
sustain the development of its core capabilities through the leveraging of key strategic partners‟ complementary 

resources (Matthyssens et al 2006). This implicates  the importance for the firm to update and renewal both its 
competence in order to assure its role of network shaping and those of the same partners through know-how 
transfer and partner training programs. 

In the latter case – Villa Massa – the firm‟s positioning was defined by the aim to develop a market 

value proposition concerns the developing of a product with unique characteristics, whose distinctive content is 
perceived and appreciated by the consumer. To reach this aim the firm has built strong relationships with 
network‟s partner.  

There are an internal network formed by companies owned by Massa family and an external network 
with several partners such as agricultural enterprises, distributors, suppliers of raw materials, of primary and 
secondary packing, of intermediate materials  and so on. Relationships and networks shape Villa Massa‟s 

configuration choice where the small dimension is a precise preference of the management in spite of growing  
internally, taking into account the needs and the expectation of each partners.   
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The key characteristic of the different configurations in the case studies are consistent with more recent 
resource and competence-based view of international business (Peng 2001, Fahy 2002) which consider more 
and differentiated paths to international competition. The competition is a resource matter and firms operating in 
an international environment potentially have access to a large and diverse resource pool. The realization of 
such a benefit is not automatic but depends on complex management process concerning the organizational 
factors and processes. The configuration of the firm‟s processes, activities and resources and the ability to 

manage and use these resources effectively are crucial element for competition in global context. The earliest 
applications by Collis (1991), who used the RBV to assess sources of advantage in the global bearings industry 
found that the performance of firms was related to their possession of key resources, that structural aspects are 
functional to resource use and development and that the organization‟s heritage constrained its strategic choices.  

The model of configuration here proposes offers a wider perspective contributing to a further step into 
the resource view to global strategy. It starts by considering the specificity of the resources that enable the 
network of activities in a value creating system, their firm and location specificity and firm‟s endowment whit 

these resources. We argued that configuration concerns with the organization of activities and processes in a 
network dimension and it is resource and value-based. Both the three configurations dimensions, (what, how, 
and where) are defined, on one side, by the better match between in house or shared distinctive resources and 
direct or shared control of activities and, on the other side, by valuable “site specific” resources with regards to 

localization of activities and of the exchanges‟ market. Configuration‟s choices involve all typologies of firms 
not only multinational and they doesn‟t consider the firm as a whole identified by specific ownership 
boundaries. Framing  configuration in a more complex management network processes stresses - in accordance 
with the theory of firm as networked organization - the importance of firm‟s ability to leverage internal and 

external resources. The case studies show as value creation process occurs outside the firm‟s traditional 

organizational boundaries involving customer (Vargo et al. 2008) and all other stakeholders (Gummesson 2006) 
which are characterized by more international dimension. The increased collaboration among the firms and their 
network at global scale has as result to encourage the division of labor and the specialization among firms. The 
companies become embedded in several networks of firms and their management has to be framed in a network 
context where configuration plays a strategic role supporting firm‟s global competition. As cases studies well 

show the configuration‟s choices allow the firm at sustaining the development of core capabilities through the 
leveraging of relational space. The configuration choices are, therefore, the matrix of reference for more 
complex strategic decisions in which the capacity to know how to organize the involvement of multiple 
resources, both internal and external, and how to determine and promote their improvement is the basic 
assumption to guarantee the sustainability of the processes of value generation. 

The sustainability of firm‟s competitiveness in a global context is strictly related to the capability of 

supporting with suitable advantage conditions the value proposition of firms: consistency between firm‟s 

configuration and its value proposition allows at different business models to compete in a global context.  
The definition of business models for the global competition reflects, therefore, the need to make 

configuration‟s choices that, on the one hand, express a link with the models of value generation, based on the 

traditional assumption of consistency strategy-structure, declined, however, with a wider network of value, and, 
on the other hand, that support the search for sustainability of such models, through appropriate selection and 
governance of the relational space in order to ensure the sustainability  of firm‟s activities and growth.  

It is apparent that managers should become acquainted with the concept of competition through 
configuration. The analysis of only three case studies emphasizes the necessity for subsequent studies. We call 
for further researches on the general question of whether configuration provides a useful framework for 
management processes in network global context. 
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Abstract 
 
Globalization has engendered a variety of societal stress on human society, as exemplified by the growing economic 
disparity between nations, as well as within nations, in recent years. This trend has been attributed to the global 
espousal of free-market capitalism, which is a prominent characteristic of globalization. However, in order to enhance 
resilience against such societal stresses and globalization’s sustainability, it is important to focus on another 

characteristic, i.e., the unprecedented geographical expansion of human interaction. This paper presents a prospective 
conceptual framework of reference to develop strategies for such enhancement. It elucidates that sophistication in 
human interaction has been achieved by coherent development of facilities and control for interaction. Current 
globalization has developed a sophisticated global economic system, but failed to institute adequate control. Thus it is 
imperative to restore the balance by enhancing the system’s governance, and this paper offers some prognoses. 
 
Enigma of Globalization 
 
As a technical term, globalization is a relative newcomer. Wikipedia, for example, dates the term‟s appearance in 
the early 1980‟s. Ever since, what globalization means has been debated widely in academic circles. Such debate 
may be futile as the impact of globalization continues to evolve. Nonetheless, nations and communities, and even 
individuals have to cope with its impact. Thus it is imperative to understand the impact and design strategies for 
sustenance. This entails characterization of the changes that today‟s globalization has engendered. Indeed some 
attempts have been made, and it has been characterized as; (a) unprecedented geographical expansion of human 
interaction, and (b) global espousal of free-market capitalism.(Tanahashi, 2005) Although the second 
characteristic is widely appreciated as a dominant feature of globalization today, it is the first characteristic that 
is more critical in appreciating its societal impact. 

One of the most controversial issues pertaining to globalization is whether it leads to a brighter economic 
future for the world community of nations as a whole, or it further compounds the economic deprivation among 
the world‟s poor. Nobody disputes the claim that free-market capitalism is effective for wealth creation, or that 
economic growth means more opportunities for employment or better livelihood for people in general. A 
growing number of wealthy people, both in the developed world and in thhe developing world, is a convincing 
proof of globalization at work. At the same time, there are growing numbers of people whose livelihoods are 
threatened, or who feel marginalized by widening economic disparities. In short, oppositions to governments and 
their policies in support of globalization are increasing in both number and intensity. This is an enigma of 
globalization today. 

Such enigma cannot escape journalistic interest, and Thomas Friedman has made an important 
contribution by helping lay people have better appreciation of globalization, with his publication of “The Lexus 
and the Olive Tree.” (Friedman, 1999) He has claimed that globalization heightens two basic human desires; 
namely, the desire for better living (Lexus), and the desire for humanitarian bond (olive tree), and that sustainable 
globalization depends on realizing the society that can balance those two human desires. However, his 
appreciation of globalization is fundamentally positive. In the book he describes globalization positively as a 
triumph of democratization in technology, finance, and information. He then envisions that such 
democratizations emancipate individuals, and that, in turn, promotes democratization of decision-making and 
decentralization of political power. Such a vision is further expounded in his second book, entitled “The World is 
Flat.” (Friedman, 2005) 

His argument for, and positive view of, globalization seems to assume that democratic polity and 
emancipated individuals are two essential ingredients for a viable society. While his theory may apply to the 
American society, it has not been tested in the global scale, or even in other societies. In fact, counterexamples to 
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his theory abound. For example, emancipation of individuals does not always lead to emancipation of 
community or society. Instead, it could have just the opposite impact on some community or society. This reality 
is best illustrated by two kinds of societal rift that has become increasingly notable today. One is the growing 
urban-rural division or disparity, and the other is the growing economic rift between the capitalist and the 
proletariat. These trends are observable within a nation, as well as between nations. This is another enigma of 
current globalization. 

In order to appreciate the nature of this enigma, it helps to have a historical perspective of globalization 
that stems from its first characteristic mentioned above; i.e., the unprecedented geographical expansion of human 
interaction. As a “social animal” humans have always interacted with one another, to enhance their safety or 

sustenance. Of course, not every interaction is constructive or socially productive. Instead, interaction can be 
aggressive or destructive, and aims at achieving gains at the expense of others. Human wisdom has, however, 
helped to learn that such vitiating interaction is unstable and often counterproductive, and that it is possible to 
foster constructive or productive interaction for mutual benefit, by developing suitable social compact. In doing 
so,mankind has formed communities and societies, or even nation states, while developing various means to 
increase sophistication and improve productivity of their interaction. (Tanahashi, 2006) 

Friedman characterizes today‟s globalization by two key words; namely, “free-market capitalism” and 

“global competition.” Indeed, emancipation of individuals fosters competition among themselves, and also 
competition among business entities or even among nations for talents. Competition inevitably begets winners 
and losers. This is why and how the above-mentioned social rifts have increased and intensified today. The 
antonym of “competition” is “cooperation.” Evolution of social compact in human society over time embodies 
the human wisdom to promote cooperation among its members, and to enhance the safety or sustenance of the 
community or society at issue. This wisdom and tradition remain strong in some communities and societies. In 
such a community, emancipation of an individual may also imply his or her dissociation from the existing 
communal compact for mutual help. If such individuals increase in numbers, then that would lead to communal 
emaciation, instead. 
 
Conceptual Framework of Reference for Globalization 
 
It is not very productive to present one argument against another, to find some clues for resolving the above 
enigma. Instead, it is more useful to construct a conceptual framework of reference for such arguments. One is 
illustrated in Figure 1 below, in order to explicate socio-economic dynamism of globalization. 

 

Human 

Society 

Globalization 

Instrument

<Facilities> 

Control 

<Governance> 

FIG.1: ILLUSTRATED CONCEPTUAL FRAMEWORK OF REFERENCE FOR GLOBALIZATION 
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It is worth noting in the figure that human society is represented by a big circle and placed at the center of the 
illustration, while the ellipse representing globalization is placed over the circle. This human society is not a 
static concept. Instead, it embodies the dynamic world of human interaction. The position of globalization ellipse 
indicates that it is a primary driving force for the society‟s dynamism today. Two ellipses, representing 
instrument and control respectively, are placed underneath the circle of human society. Their significance is 
obvious. Here the society is a conceptual or collective expression of human interaction. Such interaction can be 
as premodal as the encounter of two individuals and their exchange of greetings. Nowadays such greetings could 
be exchanged over a mobile telephone system.  

As this example suggests, human interaction is normally effected by engaging some instrument and 
control in its usage. Automobile is a popular instrument for transportation. However, without traffic control, 
driving could be hazardous, to say the least. This is a good reminder of the fact that sophistication in human 
interaction comes hand-in-hand with the advance in instrument and control. Their positions signify that the two 
together support and stabilize human society. 

The wording in this conceptual framework may be misleading in this day and age, and they may be 
replaced by facilities and governance, respectively, as illustrated in Figure 1. However, it is useful to emphasize 
the fundamental nature of the conceptual framework. History shows that mankind started to invent or develop 
tools to enhance its physical ability. Over time human interaction expanded both in scale and scope, with 
attendant development of sophisticated instruments. Their production and usage were, more often than not, 
designed not for individuals, but for a group of people. Securing water supply is probably an early example of 
such group efforts. As this example, suggests, mankind concurrently started to organize itself and formed a group 
to facilitate interaction for improvement of its livelihood. 

Such a group may have been a tribal group in the Stone Age, but over time it has also grown in scale 
and scope, as corroborated by the emergence of communities, townships, and nations. Implicit in this evolution 
of human society is the attendant sophistication in control or governance. It is easy to imagine that, the larger the 
membership of a group or society, the higher the chance of competition or conflict engendered among its 
members. In short, human society cannot help but occasionally beget competitions and conflicts among its 
members. Therefore, the presence of some institutional entity is essential for exercising control or governance 
over the stakeholders in such competition or conflicts, and for channeling their energies to productive 
cooperation. 

This symbiotic relationship between facility development and good governance has been well 
demonstrated by histories of great civilizations. Consider, for example, ancient Egyptian civilization, in order to 
appreciate this relationship. It is known for monumental construction of temples and royal tombs. They are 
impressive technological and organizational feats even by modern day standards. They were constructed by royal 
decree and finance, and their scale and sophistication reflect the monarchical power and authority of their times. 
In other words, such royal authority enabled the governance of sophisticated construction operation, including 
logistics of manpower and material supply. The Ancient Egyptian civilization is not all about monumental 
buildings. It also achieved sophisticated levels in writing and mathematics, which were put to good use for 
governance. For example, regular flooding of the Nile over cultivated land made it necessary to develop what we 
now call geometry, in order to restore the subdivisions of the flooded agricultural land. Altogether, this 
civilization well exemplifies the important fact that sophistication in human interaction is achieved by the 
coherent development of physical and metaphysical facilities on the one hand, and that of governance system. 
This system of physical and metaphysical facilities developed in close association with a society is collectively 
called civilization. 

Modern day development or sophistication of facilities is not much different from the Ancient 
Egyptian time, except for its stakeholders. Nowadays, the principal stakeholder is not a king or royalty, but often 
the public at large. Unlike a monarchic authority, the public includes different stakeholders, and this makes 
governance more complicated. Take, for example, construction of a bridge over a river to link two communities 
that have been separated by the river. Its construction entails careful planning and adequate financing, as well as 
organization, for the construction work. Neither community is likely to volunteer and complete the bridge 
construction project on its own, while knowing fully well that the other community will equally benefit from the 
bridge. For successful management of the project, therefore, cooperation is necessary and that in turn entails the 
communities concerned to resolve any existing conflict of interest. Inter-communal conflict is hard to resolve 
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without a strong leadership over the contesting communities. In a democratic society, and a higher governing 
authority is usually called upon to mediate or resolve their conflict, if necessary, by providing some economic 
incentives. This is a typical role of contemporary government. Indeed, government has been an essential 
institution for a democratic society to foster productive interaction among its various members and stakeholders. 

 

Conceptual Framework of Reference for Societal Fabric 
 

The above argument leads to an interesting question; “Will globalization help turn the world into a cohesive 
society in due course?” Friedman clearly sees that way. If one listens to Huntington‟s arguments that is doubtful. 
(Huntington, 1996) If one pays attention to societal upheavals that have taken place in many of the multi-racial 
or multi-cultural nations in recent years, one may become even more skeptical. Such empirical argument aside, 
logical and deductive reasoning entails elucidation of the transformation of societal fabric under globalization. 
The term, societal fabric, is introduced here to represent the whole system of facilities and governance in which 
human interaction takes place. In other words, Figure 1 may be regarded as a structural illustration of societal 
fabric itself. 
This fabric is interwoven with both physical and metaphysical material. However, in the discussion of its 
evolutionary transformation under globalization, it is useful to focus more on its metaphysical aspect, than on its 
physical aspect, because globalization has not brought any material innovation to the latter. Accordingly, another 
term, social compact, is introduced here to give emphasis to the fabric‟s metaphysical aspect. This social 
compact can be theoretically defined as, “a systemic whole of responses and solutions that a group of people has 

developed in order to best adapt their interactions to the existing natural and societal environment.” (Tanahashi, 
2006) In this definition the phrase, the existing natural and societal environment, implies that the presence of 
whatever physical facilities available to a society is assumed. 

Social compact is what people accept and conform to as a norm in conducting their affairs in society. 
This interpretation is inclusive. It can include not only mutual understanding for communal cooperation in a 
primitive society, but it can also include a modern legal system that stipulates and enforces rules to all members 
of the society under a government. Generally speaking, the larger the society becomes, or the more sophisticated 
its interaction becomes, the more formal and institutional its social compact becomes. For example, in a religious 
society, religious teaching may provide much of its social compact. In comparison, a multi-racial or 
multi-religious society will have to rely more on the legal system administered by its government. 

One critical term in the definition is; “a group of people.” This term may apply to a voluntarily formed 
group of people, who are bound by some common interest, or who wish to make their interaction among 
themselves more effective, with little concern for those outside the group. Equally, it may be applied to a social 
entity that is bound by some geographic characteristics or specific polity. Suppose that the group is the former 
type. They have formed a group to facilitate interaction among the group members; i.e., to enhance efficiency 
and productivity of their endogenous interaction. The group‟s social compact is, by definition, interwoven with 
the physical facilities used in such interaction. Some of them may be developed uniquely for the group, while 
others are borrowed from the societal environment. This combination of social compact and physical facilities 
represents a culture in the societal fabric.  

Suppose now that the group represents a social entity that is bound by some geographic characteristics 
or specific polity. Even for this group, its social compact is interwoven with the physical facilities that are 
available to them. Although their use by individual members may not be obligatory, their modus operandi is 
obligatory. In other words, the interaction among the group members is characterized by the physical facilities 
and social compact that it has collectively developed to enhance the group‟s livelihood as a whole. This 
combination of social compact and physical facilities thus represents civilization in the societal fabric. 
The above definitions do not suggest a dichotomous relationship between culture and civilization. In fact, they 
indicate a continuum that is related to the group‟s size. If the group is inclusive of all the members in a society, 
its culture is by definition equivalent to its civilization. Society, however, contains various groups of different 
sizes, each with its own culture. An interesting case, which is by no means rare, is that one group of people 
constitutes an overwhelming majority in a society. In such a case, this majority will, intentionally or 
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unintentionally, exert peer pressure on the minority to accept their cultural practice as the society‟s norms. This is 
a normal process for endogenous development of civilization. A reverse process may also occur. If a group is 
fairly large, it may find a subgroup that wants to interact differently and eventually develops its own subculture. 
Such subculture could be distinctively different or incompatible with the original group‟s culture or the society‟s 
civilization. In that case, the society will suffer from inherent stresses, or even occasional social strife. 
Nevertheless, such stresses and strife are vital in the evolutionary process of culture or civilization. 

It is now in order to shift the focus from the instrument or facility aspect of societal fabric onto the 
control or governance aspect, of societal fabric. No interaction can produce its expected outcome unless the 
interacting parties behave according to the assumed social compact or behavioral norms in the interaction 
concerned. (Smith, 1759) Once again, how widely such behavioral pattern is acknowledged as a norm in the 
society is a critical issue. At the most basic level, a norm stems from the individual‟s morale. In any society 
important interaction and its outcome cannot be left to the vagaries of individuals‟ personalities or sentiments. 
The more important the interaction or its outcome is to the interacting parties, the less likely they would take 
such risk. Indeed, it is very likely for them to stipulate all the conditions that they should adhere to, in order to 
effect the expected outcome. 
It is, of course, inefficient for the society if any important interaction between members requires such a 
stipulation or contract each time. Hence, the society inevitably forms a code of conduct to minimize such 
requirements. Similar practices may also develop in a group of people who engage in certain interaction of their 
own, and who want to conduct it efficiently. This means that the individual‟s morale and the societal code of 
conduct represent the two ends of a continuum in the control aspect of societal fabric. 

The above discussions on the structural characteristics of societal fabric is summarized and illustrated in 
Figure 2 below. The use of the terms like morale and code of conduct may run a risk of misunderstanding that 
they are all metaphysical. However, they are key elements of social compact, as well as societal fabric. As such 
they do have some attendant physical components as well. Existence of such components as an integral part of 
this control or governance aspect is easily appreciated in relation to its means or system of enforcement. As a 
willful creature, human being can be tempted to break off some moral codes if the gain from doing so is large 
enough. It is not unusual for a society to find unscrupulous individuals and organizations which are ready to go 
out of steps from the society‟s norms for extra gains. Against such eventuality the society institutes some 
mechanism for preventing or punishing such unscrupulous acts. The government in a democratic society 
performs this role, as well as the role of promoting development of facilities. 
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Transformation of Societal Fabric under Globalization 
 

It is time to use the above conceptual tools to elucidate the impact of globalization on societal fabric. This 
requires the dynamic view of human interaction, besides the static structural argument. In such a view culture 
may be described as the collective name of activities and products which enrich human mind and thought. As 
such, its effect or appreciation is largely subject to the individual‟s perception. Of course, such an activity or 
product may become widely accepted within the society, or eventually integrated into the society‟s fabric. If that 
happens, it becomes an element of civilization. Capitalism is a culture and economic practice that suits the 
people with wherewithal. It works best in the market with minimal government intervention or control. 
Globalization, or the global espousal of free-market capitalism, has thus provided the opportunity for it to 
establish itself as an integral part of global civilization today. Now the question is what impact this change has 
brought on the societal fabric of the human society as a whole. 

The change has two features in this regard. Firstly it has materially globalized economic interaction. 
Secondly, it has done so with little regard for control or governance in such interaction. In history, remarkable 
geographic expansions of human interaction took place and some of them did so in very short periods of time. 
However, they are different from today‟s globalization in one important respect. The past expansions were 
preceded by the expansion of governance system, as the expansion of Roman or Mongol Empire exemplifies. 
The best contemporary example of such expansion is that of the European Union. History also indicates that 
without adequate institutional system of governance, productivity of human interaction inevitably declines and 
the societal fabric emaciates. This applies regardless of the nature of interaction, whether it is economic, social, 
or political for that matter. Lack of governance also means possible increase of competitive or conflicting 
interaction, and attendant social stresses. This mechanism may be easier to appreciate by referring to Figure 3 
below. 
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FIG.2: STRUCTURAL ILLUSTRATION OF SOCIETAL FABRIC 
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In this figure, societal fabric is described by four major components; namely, culture and civilization in 

the facility aspect and moral sentiment and governance system in the control aspect. They do not exist 
independently from each other, and this relationship is illustrated by the waving or rather amorphous borders 
between them in the figure. Globalization is symbolically illustrated as international/global civilization, and as 
an augmentation to national/indigenous civilization. These civilizations have significant overlap, to reflect the 
presence of significant commonality between them. What is worth noting here is the reality that this degree of 
commonality between the two civilizations varies significantly from one country to another. If a nation has not 
had a mature economic system for capitalism, this overlap is rather small. This means, in reality, that such a 
nation‟s societal fabric will experience considerable difficulties in controlling some economic activities that 
globalized capitalism engenders. Russia provides a rather dramatic model of such societal upheaval after the 
collapse of communist regime. However, Russia is by no means an exception. Any nation, which has immature 
governance system or moral sentiment for social justice, will experience societal instability. 

The above examples raise an interesting question; “Does globalization aggravate the global instability in 

governance?” The answer is apparently “Yes.” Globalization accelerates the development of a global economic 
system. That in turn accelerates the development of physical and metaphysical facilities for international 
economic interaction. By their very nature, these facilities and their modus operandi have to transcend national 
differences, in order to be effective. If a nation wishes to establish effective linkage between its national 
economic system and the global economic system, then the national government has to adapt the former‟s 

national facilities to be compatible with the latter‟s facilities. This is the phenomenon that Friedman termed as 
golden straightjacket. (Friedman, 1999) As this term implies, the adaptation process may not be free of stress. 
The reason is obvious. The existing national economic system usually consists of the facilities that are highly 
compatible with the nation‟s traditional business practice and culture. Thus, the adaptation entails deviation from 
such practice and culture. It should be no surprise, therefore, that a clear division into two camps has become 
apparent in recent years; namely, one camp consisting of people who see merit in globalization, and the other of 
people who see globalization as encroachment on their accustomed livelihood and culture. This clear division is 
now institutionalized, with the establishment of the World Economic Forum for the former, and the World Social 
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FIG.3: ILLUSTRATION OF INHERENT INSTABILITY IN GLOBALIZATION 
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Forum for the latter. 
It is not difficult to appreciate that such a division within a nation will cause a serious stress in its societal 

fabric, sometimes with dire consequences. One such example is the on-going internal strife or civil war in some 
African nations. Many African countries are known to be richly endowed with mineral resources, and 
globalization has increased their values and expanded their markets. Lacking established governance system, 
exploitation of such resources inevitably fall in the hands of capitalists and power elites, often leaving the rest of 
the nation deprived of any economic opportunity to share the nation‟s wealth. The societal fabric of such an 
African nation is illustrated, as the African Model, in Figure 4. 

This illustration shows that the existence of national societal fabric is illusory, and that what really exists 
is the aggregate of ethnic societal fabrics. They are represented by a group of small rectangles, opposite the 
rectangle of global economic system in the upper-right corner. Their positions indicate that these ethnic societal 
fabrics have no commonality with the system. Yet a few elite class people emerge in the nation and they attach 
themselves to the global economic system out of self-interest, because the system does provide opportunities for 
considerable economic gains from the exploitation of primary resources in the nation. They are collectively 
represented in the dotted rectangle that forms a part of the system‟s rectangle, in the illustration. The dots imply 
that stable social compact may not be assumed even within this elite group. 

 
The American Model in this figure illustrates the stress of societal fabric in the United States under the 

current financial crisis. The nation has been instrumental in developing the global financial system, very much to 
suit its national interest. However, their oversight not to develop adequate governance system has now 
engendered the cleft between the system and the rest of its societal fabric, resulting in its dysfunctional financial 
system. 

As these models exemplify, the conceptual framework of reference for societal fabric is useful in 
visualizing the dynamics of globalization and its impact on different nations with different societal fabrics. 

 

Prognosis 
 

Suppose that globalization continues in the current form. In a similar illustration, this will be represented as the 
enlargement of the rectangle of international/global civilization. That leads to two important changes in societal 
fabric. One such change is that the national or indigenous civilization is obscured, if not overwhelmed, by the 

 

 

Global 

Economic 

System 

Ethnic    

Societal Fabrics 

(a) African Model 

Global 

Financial 

System 

(b) American Model 

FIG.4: DIFFERENT IMPACT OF GLOBALIZATION ON SOCIETAL FABLIC 
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international/global civilization. The other change is the encroachment of this civilization on the other basic 
components of societal fabric. This means the decline of roles that have been played by culture, moral sentiments 
and governance system in societal fabric. All these changes are illustrated in Figure 5 below. 
 

 

 

It is worth noting that the above illustration shows only an exemplary society or nation. However, the 
impact on a real society or nation is anything but so exemplary. There is no denying the claim that the 
civilization of current globalization has much commonality with the civilizations of the advanced industrial 
economies of the United States and Western European countries. Since these nations are the first group of 
nations that espoused free-market capitalism and started to interact accordingly, they were able to make 
necessary adjustments gradually. However, in recent years globalization has turned a significant number of 
nations in the developing world into major players in the global economic system. Their civilizations and 
systems of governance are diverse and often have material differences with those of the former group. 
Accordingly, their adaptation to globalization is more strenuous for their governments, and more stressful to their 
societies. 

This problem is particularly acutely felt in the Islamic World where the teaching of Islam forms the 
foundation of its societal fabric. As Friedman points out, the most significant social impact of globalization is the 
emancipation of individuals. (Friedman, 1999) Although this is no doubt a welcome change for a capable few in 
a society, the society as a whole may become emaciated by the change. Such possibilities have turned into 
disturbing realities in some African nations, and lately in some societies with advanced economies. As the saying 
goes; “Power corrupts.” As such it is no surprise to find similar societal schisms in the history. The Qu‟ran 
indicates that Mecca in the late 6th Century was such a place. The city was the hub of thriving regional commerce, 
over which Quraysh tribe had monopolistic control. This enabled the tribe to gain economic and political power, 
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and it exercised the power to subjugate not only the citizens but also neighboring tribal societies, in disregard of 
the social compact in their tribal community. (Ibrahim, 1990) 

Islamic teaching was thus born and spread in this region to alleviate the suffering of the oppressed. As 
such, the essence of Islamic teaching is communal solidarity for mutual help. Furthermore, this principle 
permeates throughout its societal fabric. (Hallaq, 2005) Its economic system is no exception, and the sharia 
compliance is stipulated for every economic interaction in the Islamic society today. (Kuroda, 2004) Thus, the 
inherent incompatibility between Islam and the movement to espouse free-market capitalism and globalization of 
attendant civilization is obvious. Their incompatibility has come to the fore on various occasions and in different 
forms. To be counted among them are the American attempts and continuing struggles in Afghanistan and Iraq. 
In societal context, they are crude efforts to replace these nations‟ traditional societal fabrics, which are steeped 
in Islam, with foreign democratic polity. 

This raises a serious doubt about the sustainability of globalization, at least in the current form. The 
above illustration suggests that the advance in international or global civilization engenders three kinds of 
problem. One is the problem of incompatibility between the global civilization and the national or indigenous 
civilization and societal fabric, as exemplified above. There are still many societies where religion plays an 
important role in people‟s lives. In such a society religion provides much of the foundation for societal fabric, 
particularly in the domains of culture and moral sentiments. This means that in its societal fabric culture and 
moral sentiments play dominant roles, while leaving governance system and civilization with secondary roles. In 
the so-called Western World, where many nations with advanced economies belong, societal fabric of quite an 
opposite characteristic is a norm. Their economic advantage has inevitably fostered the biased view that their 
societal fabric is more advanced and sophisticated and that religions are downplayed or downgraded as cultural 
oddities or societal yokes. Such mentality is consistent with a very positive perception of globalization and its 
attendant civilization. 

Sustainable globalization should have consistent societal fabric, but the above illustration indicates that 
the current situation leaves two gaping holes, or problems, towards achieving such a goal. One is the lack of 
appropriate governance system, and the other is the lack of moral sentiments, that are essential in controlling 
globalization and its attendant civilization, in order to enhance the welfare of the world community as a whole. 
The illustration has placed “International institutions for control” and “Morale of the Multitude,” respectively, 
to fill these gaps, indicating that this two-pronged effort is necessary to enhance the sustainability. The term, 
Multitude, is used here to represent those individuals and organizational entities which act independently and 
collectively control the international or global civilization. (Hardt and Negri, 2000) Although various 
international institutions already exist, they have largely remained as forums for international politics and not as 
controlling instruments of global civilization, like the United Nations‟ Security Council. 

Not all is lost, however. The recent establishment of the World Trade Organization and the International 
Criminal Court raises some hope that the world community has started to appreciate, and to act towards, the need 
of increasing international institutions and expanding their controlling power over globalizing civilization. Also 
the morale of the multitudes has taken some significant strides towards the promotion of societal fabric for the 
world community. One such step is the emergence of Ottawa Treaty that bans the production and use of 
anti-personal mines. This is a remarkable outcome from its humble origin of an international campaign that 
started in 1997 and collected 885,000 signatures, to ban landmines. This success led to the formation of Cluster 
Munition Coalition in 2003, to ban cluster bombs, and it culminated in the Oslo Convention in 2008, to ban this 
kind of munitions. 

Not to be missed in the humanitarian morale movement is the history and work of the International 
Committee of the Red Cross (ICRC). It started with the humanitarian concern and dedicated effort of the 
individual, named Henry Dunant, in the late 16th Century, and it still remains as a private institution for 
humanitarian aid, funded by non-binding donations from individuals and governments. Its declared mission is 
“to protect the lives and dignity of victims of war and internal violence and to provide them with assistance," and 
it conducts this mission according to the principles of humanity, impartiality, neutrality, independence, 
volunteerism, unity, and universality. 

The above examples collectively indicate that serious gaps in the global societal fabric exist and that 
further advance in the development of international institutions for control and in the moral sentiments and 
missions of the multitudes is required. However, the overriding importance in the effort toward sustainable 
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globalization is to alleviate the threats and damage onto many societies and nations that globalization and its 
attendant civilization brings to the societal fabric in general, and social compact in particular. Notwithstanding 
the differences in structural characteristics, their societal fabrics have sustained themselves for decades and 
centuries in some cases. As such, the diversity in societal fabrics is important for sustainable globalization, as 
mush as bio-diversity is for the earth. The illustration further suggests that culture is the cornerstone of a viable 
society, as it permeates into the other essential componets of societal fabric. In short, respect for cultural 
diversity is imperative in sustainable globalization. 
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Abstract 
 
The human behaviors are much different in different contexts.  In spite of identification by specialists – economists, 
sociologists, psychologist – of some behavior models, these are correct only for isolated cases when the hypothesis of 
applicability are mentioned from the beginning or the subject to whom it refers: rational consumer, typical subject 
etc. 
Under the conditions of economic development and of the unprecedent dynamism of the human activity, the subjects 
of the economic life get new behaviors.  Thus, we assist to attitudes and different reaction of the same subjects in 
different contexts: individuals who behave differently in different groups, even having different opinions, 
organizations with different objectives and market reactions etc. 
The diversity of behaviors is not a weakness of the modern economy, but if they become contradictory, then many 
questions come up: which attitude characterizes best the subject?  Why him/she does not communicate as good as 
with all superiors?  Which are the real arguments for his/her reactions? 
Obviously, in every society, individuals are active subjects.  The level of activity differentiates from one subject to 
another according to their capacity of making efforts and their motivation.  In other words, we assist to individuals 
with dynamic behaviors who develop intense activities and to slower reactions from other individuals.  This is why 
some do not understand the calm or the quiet state of others but as an unjustified comfort or laziness.  The others 
understand the dynamic individuals as restless, as unjustified active people, being convinced that the rhythm of the 
activity is not important to achieve the objective he/she has. 

 
The paper proposes to analyze the challenges of the higher education as global competences provider so that the 
behavior changes can be anticipated or controlled in order that the results will not be delayed or diminished. 

The principal objectives of the paper are: 
 Characterizing the higher education institution from the perspective of the national and international 

requirements; 
 Identification of the concept of global competences for the labor market; 
 Defining the life management features in order that individuals consolidate global competences and 

administrate the contradictory behaviors. 
 

Real life is an extremly complex system of processes, rules, relationships, inputs and outputs.  
Although sometimes people create simulations to train them on different tasks, nothing can be developed to be a 
lesson of life management. 

Individuals are decision-makers in their life in two different but strongly correlated level of existance: 
personal life and economic life.  This means that they make decisions that concern how to spend the free time on 
one side and the working time on the other side. 

At present, modern societies became a complex environment which reprezents a huge reserve of 
opportunities for active individuals.  Some of them dare to take advantage from the complexity of the market 
and start a career development according to their idea of succes. 
 
Living in a Global Economy 

 
Globalization is a process that affects individuals, organisations and societies.  Although there is no single 
meaning for globalisation, all specialists agree that this process consists of certain changes in the international 
economy and at national level due to the dynamic international trade and to the cultural exchanges.  Taking into 
account the huge economical and technological development, many activities expand the national borders.  In 
addition, the liberalisation of the commerce, the capital and labour mobility have created new opportunities for 
individuals and organisations. 

The main areas in which globalisation reveals are the following: 
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 economic area: the globalisation consists of international flows such as goods, labour, capital and 
technology.  Therefore, individuals have the capacity and the possibility of initiating economic 
transactions with parteners from other countries; 

 management area: the globalisation admits strategies that allow to different companies to promote the 
same products to different customers, from other countries, of different cultures; 

 software area: globalisation is a process that creates technical compatibility among several potential 
parteners, who therefore speak the same IT language. 

Living in a global economy is a new way of life that combines processes of internationalisation with 
localisation.  Positive and negative effects may be observed, such as in the Fig. 1. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

FIG. 1:  EFFECTS OF GLOBALIZATION 
 

Briefly, globalisation consist of several dimenssions, such as: 
 increases interdependency among different events.  Thus, behaviours and activities in one place affect 

more or less people and organisations in other places.  This is why globalisation is considered to be a 
combination of internationalisation and localisation; 

 consists of domination and dependency.  This view takes into account the relations between different 
subjects from different countries one influencing in only one way the other’s activity, the latter being 
dependent of the former; 

 means the world economy is becoming homogeneus.  Individuals travelling a lot discover more and more 
that people become the same over the entire world.  They assist of many universal features of different 
products and markets, so that they can even feel like home; 

 increases the diversification at the local level.  Although, the principles of organisation and function may 
be similar, the concrete way of acting is different from one subject to another, up to some extend; 

 consists of correlating the temporal discontinuity.  Thus, there are activities that do not function 
according to the local time, being dependent of activities from other countries, which means they adjust 
to a mondial time. 

Living in a global economy may be easy for some people while others find it quite difficult.  Each 
society consist of a complex of nationalities with traditional habits and imported attitudes who accept more or 
less to experience new products or new ideas or services.  Therefore, by simple observation we discover: 
 new and non-traditional restourants that become part of a different economy; 
 new products that are more wanted than the national or classical ones; 
 imported attitudes that generate new behaviors among teenagers or even proffessionals; 
 new words that are used in the national language as if they have always been part of it etc. 

In other words, one can eat in a japoneese style, dress in a american style, speak French or German 
language and be the best friend of a chinees person. 

Effects of globalization 

Positive  Negative  

 Higher economic development 
possibilities for organizations 

 Expanded social contacts 
 Greater cultural exchanges 
 Larger diversification of supply 

 Externalization of dangerous 
behaviors 

 Introduction to countries of bad 
cultural models 

 Introduction to markets of less 
quality products 
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In accepting the external/global influences, people must be integrated in one of the following 
categories: 
 innovators – those who dare to try the new product; 
 early adopters – those who begin to be identified as people who know what they buy; 
 early majority – the many individuals who follow the former and accept the product; 
 late majority – those many who decide to buy after a time; 
 late adopters – the few people who finally buy/accept the product; 
 non-buyers – those individuals who refuse to try/deny the product. 

The consumer behavior is a consequence of many influences of cultural, social and personal factors as 
in the Fig. 2. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

FIG. 2:  MAIN INFLUENCES ON CONSUMER BEHAVIOR 
 

The individuals react not only at the above mentioned factors, but at all marketing stimuli which 
include: 
 product; 
 price; 
 place (distribution); 
 promotion (communication); 

Therefore, life management in such a complex environment is a matter of decision-making. 
Although the buying decision process is a clear model containing problem recognition, information 

search, evaluation of alternatives, purchase decision and postpurchase behavior, the real life management proves 
that individuals look continuously for better off and change alternatives. 

The opportunity costs is the best alternative a person gives up when decides to prefer another one.  It 
can be expressed either in a monetary way or in a non-monetary sense.  When the regret of not buying or not 
doing something else is too high, the subject decides to change immediatly the alternative.  The purpose of 
change is the regret minimizing, ideal life being the one with no regret. 

Therefore, the life management process in the contemporary economy is a complex system of planning, 
coordinating, organizing, decision-making and control.  More than this, the life management process is a process 
that combines traditional or classical phases of any management process to modern orientations in the real life 
such as seen in the Fig. 3. 

Consumer behavior 

Factors  

Cultural   Social   Personal   

 Values 
 Perceptions 
 Preferences  

 Groups  
 Family 
 Social roles 
 Status  

 Age 
 Occupation 
 Personality 
 Life style  
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FIG. 3:  TRADITIONAL AND MODERN ELEMENTS OF THE LIFE MANAGEMENT PROCESS 
 

The life management consist of a set of individual priorities, abilities and values that are considered by 
rational actors in order to get satisfaction from their own decision-making.  In the new economy the life 
management has become more dificult for several reasons: 
 time goes too fast; 
 environment changes too rapidly; 
 values and living standards are different from one individual to another; 
 people tend to communicate to others in a negative sense, rather than in a positive one (bad information 

that are transferred cause several damages to the people involved); 
 individuals spend (waiste) too much time in traffic; 
 for active people the real life offers too many opportunities and they tend to take advantage of many of 

them and then realize that they had become overinvolved; 
 
The Role of the Higher Education Institution in Creating Competences 

 
Education is a complex process that has universally been considered a priority for the society development.  It 
consists of a huge system that no longer generates only knowledge, but also skills and competences.  Therefore, 
an important debate is the correlation between the competences and the frame of qualifications being considered 
some of the following situations: 
 the academic training is too theoretically oriented and does not offer much practical support; 
 some specializations generates graduates that are not easily finding jobs according to their training; 
 many graduates work in other area of practical activity more or less different than the domain of their 

studies; 
 several times, a master degree is not taken into consideration on the professional position, individuals 

beeing kept on the same position as before getting the degree; 
 the insertion on the labour market is a matter of individual succes that takes into account as factors: 

competences + luck + relationship; 
A professional competence is considered a qualitative characteristic of an individual which leads to 

concret activities such as: motivations, personal opinions, knowledge, cognities and behavioral aptitudes, 
atitudes. 

In other words, competence is a combination among knowledge, abilities and behaviours (to know 
what and how to do and to act). 

Life management process 

Traditional elements Modern aspects 

 Acceptance of the real life as it is 
 People act like machines in an 

environment that may change 
 Individuals take the unsatisfactions 

as part of the life and do not act to 
avoid them 

 Priorities that may change 
 Dependency of work 
 Too many opportunities of 

spending the free time 
 Many effects of one decision on too 

many subjects 



140 

The concept of competence is subject of many dialogs and debates but competence itself is a 
contradictory term: sometimes is considered as a well-known concept that does not require more explanations 
while other times it is accepted as a not yet clear concept, still looking for a general understanding (see Fig. 4). 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

FIG. 4:  THINGS WELL KNOWN AND LESS KNOWN ABOUT COMPETENCES 
 

The role of the universities in creating competences for the graduates is a huge one.  Every 
specialisation and every study program identifies a set of general competences that are specific to the domain 
and, each discipline identifies specific competences that are generated to individuals taking into account the 
content of the course and the teaching method (see Fig. 5). 

In the area of new marketing, when everything is global, but local at the same time, the universities has 
to customize their programs, like all the succesful organizations.  Therefore, the new education is student-
oriented and takes into account the changing requirements on the labour market. 

More than this, universities has to follow up two sets of standards, indicators and criteria: 
 national requirements; 
 international requirements; 

Competence 

Things well accepted Things less known 

 Competence is a capacity of getting 
value in a certain frame 

 Competence is a capacity of 
adopting behaviors and values to 
fulfill a task 

 Competence is an aptitude of 
execute/work efficiently according to 
legal recognized qualifications 

 Competence is the individual ability 
of being autonomous, flexible and 
ready for collaboration in an 
organized work 

 Professional competences are got 
through education and practical 
experience 

 When competences are not active 
they decrease and disappear 

 Competence is maintained through 
action and long life learning 

 The level of competence is 
generated by external factors 
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FIG. 5:  GENERAL AND SPECIFIC COMPETENCES 
 

Many efforts have already been done in order to make the study programs more compatable to the 
European standards; an economists may easily work abroad in a foreign company, an engeneer can easily adapt 
to a different technology in a foreign industry, a doctor or a medical staff can learn fast how to work in a foreign 
hospital and even civil servants that are trained for national conditions and legislation become more and more 
global oriented since public administration itself is changing according to European Adminstration rules. 

Global competences can be defined as general competences that prepare the individual for life.  He or 
she should be ready to behave in the same manner no matter where the working place is: in a national 
environment or in an international one.  The main characteristics of the global competences may be considered 
as the following: 
 global competences are abilities of well managing the individual life from the both perspectives: personal 

life and working life; 
 global competences change personalities (many individuals have improved their behaviors after a global 

experience or have changed for worse); 
 global competences develop the system of motivation, individuals beeing interested in developing an 

international career; 
 global competences make individuals become more flexible, understandable, cooperant, open, efficient; 
 global competences allow individuals to behave like in a continuing process, each succes beeing a new 

start and not an ending etc. 
Global competences are created only in the context of the sustainable education, which is a process of 

learning about the future, the risks of the environment, the needs of the next generations in the context of the 
scarce resources.  In other words, only the sustainable education will be a solid education for the real life, able to 
prepare individuals for an efficient life management through global competences. 

Global competences can be divided into several types, such as in the Fig. 6. 
 

Competences 

General Competences Specific Competences 

 Instrumental competences (capacity of 
analyze and synthesize, general 
knowledge, specific concept, ability of 
solving problems, of making decisions, 
of logically thinking etc.) 

 Interpersonal competences (ability of 
working in teams, capacity of 
evaluating the situations, capacity of 
behave ethically etc.) 

 Systemic competence (capacity of 
putting into practice the knowledge, of 
researching the studied area, creativity, 
ability of working independently etc.) 

 Knowledge and understanding (of 
specific concepts) 

 Explaining and interpreting (of ideas, 
projects, processes and theoretical and 
practical content) 

 Instrumental-applicative (projection, 
evaluation of practical activities, using 
special techniques and investigation 
instruments) 

 Attitudinal competences (positive 
attitude, responsible attitude, personal 
development etc.) 
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FIG. 6:  DIFFERENT APPROACHES OF GLOBAL COMPETENCES 
 

At present, global competences may be observed in a concentrated ability of career and personal 
development in a global environment. 

The dimensions of the global competences are two: 
a) external dimension; 
b) internal dimension; 

The external dimenssion of the global competences consist of the whole learning process that generate 
the set of competences: initial and continuing, acording to forming and perfectioning.  Therefore, the learning 
process is continuously developing in the sense of creating new study programs, that are most required by the 
labour market, involving in the teaching process specialists that share from their experience, defining joint 
programs and creating networks. 

The internal dimension of the global competences is not easily observed in the absence of the activity.  
It consists of a set of internal factors that make seem easy for the individual to act and make decisions.  It 
consists of the several elements that may be so-called internal propensity to work. 

The behavior of a competent person is different in the absence of the internal propensity to work.  In 
other words, an individual may have the external dimension of the competence which means that he or she had 
been trained to act in practice.  In the absence of the internal dimension, the individual is a result of the learning 
process only, and may fail in practice if it does not move to a working place where this internal dimension may 
be activate. 

Activating the internal dimension, the individual has all the chances to efficiently apply from the 
learning process, because he: 
 does what he likes; 
 has a strong motivation to work with responsiveness; 
 supports easier the stress; 
 deals better in conflict situation; 
 wants to continuously improve his activity; 

For a professor, a good training is not enough to be good in his tasks.  He also needs this internal 
dimension of the global competences which consists of the propensity to work.  For a doctor, a total competence 
include also both dimensions, and so on. 

Global competences means a better self control.  Therefore, people may control their own behaviors 
and thus, the influences to others. 

According to transactional analyse, people are able to change the behavior very quickly from one 
moment to another, from one person to another, from one place to another.  This is sometimes unfair to other 
people who interact with the individual that is behaving differently.  The basic states are „parent” (normative or 

helping), „adult” and „child”. 

A better self 
control 

Ability of facing 
life again after an 

unsucces 

Ability of 
concentrating in a new 
organizational context 

Ability of 
respect the 

others 

Capacity of 
facing the 

risk 

Ability of 
learning 

IT 
skills 

Global 
communication 

Global competences 



143 

The behaviors influence the decision-making process.  This is why the capacity of controlling the 
behavior is very important.  Therefore, the competence of controling the behavior can lead to a new attitude of 
life among the following types: 
 the winner attitude (I am OK, you are OK), sometimes it may be an unrealistic attitude; 
 the obeyed attitude (I am not OK, you are OK), sometimes it may be the attitude of a person playing the 

role of a victim who prefers beeing dependent of someone else; 
 the arrogant attitude (I am OK, you are not OK), sometimes it generates conflicts and make one subject 

dominate another one; 
 the passive attitude (I am not OK, you are not OK), sometimes this is such a negative attitude that make 

individuals to not trust anybody, being indifferent, running from responsability. 
 In this context, the global competence allows individual to control his behavior and to orientate his 

actions toward the winner attitude. 
Life management in the context of global competences and contradictory behaviors is getting more and 

more complex.  The current features of the life management consists of the following: 
 dealing with many priorities at once; 
 planning activities that may be interrupt by unpredicted factors; 
 difficulties in communication; 

The new life management able to consolidate the global competences is a new type of management 
which: 
 admits the long learning; 
 creates an equilibrium between free time and working time from an individual point of view; 
 promotes increasing the responsability; 
 combines theory with practice in an efficient manner. 

 
Conclusions  

 
Higher Education Institution are now are now considered providers of global competences.  Therefore not all 
individuals who graduate from the same university or faculty succeed on the labour market.  This happens 
because universities generate only competence of external dimenssion.  For a real succes it is also needed the 
system of global competences of internal dimenssion. 

Therefore, the universities have some challenges to take in order to succed in creating global 
competences: 
 to integrate theory into practice; 
 to orientate the activities toward students’ needs; 
 to give up at study programs that are not compatible to the changes on the labour market; 
 to become entrepreneurial; 
 to accepts partnerships and networks; 
 to promote students’ and proessors’ mobilities; 
 to promote interactive teaching methods; 
 to supports internship for the practical placements of students etc. 

Individuals are living in a global environment.  They become succesfull agents in the real life 
developing global competences which means: 
 ability to react to new marketing stimuli; 
 capacity of diminishing the opportunity cost; 
 ability of better dealing with stress, conflicts, people; 
 capacity of self control. 

To conclude, five main ideas come up: 
a) living in a global economy means both opportunities for successful people and disadvantages for less 

prepared individuals in facing the rapidly changes; 
b) higher education institutions have an increasingly role in creating competences by integrating practice 

into theory through educational strategies; 
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c) global competences consists of two dimensions: external (provided through education) and internal 
(generated by the individual his self); 

d) global competences allows individuals to better understand and face the changes of the modern society, 
of the other subjects, of the companies, of the environment and of himself; 

e) life management in the current context means to be professional trained but to controle the behavior as 
well, in relations to others, so that become succesfull. 

 
 

References 
 

[1] Adair John (2007), Develop your Leadership Skills, The Sunday Times, Creating Success, Kogan Page. 
[2] Clemmer Jim (2006), Manual de dezvoltare personala continua, Business Tech International, Bucuresti. 
[3] Philip Kotler, Gary Armstrong (2008).  Principles of Marketing, Edition 12, Pearson Prentice Hall. 
[4] Rene de Lassus (2005), Analiza Tranzactionala, Editura Teora, Bucuresti. 
[5] Stiglitz, Joseph (2008), Mecanismele globalizarii, Polirom, Bucuresti. 
[6] Zollondz Hans-Dieter (2007), Fundamentele Marketingului, Pocket Business, Bic All, Bucuresti. 
[7] http://www.e-referate.ro/referate/cinci_dimensiuni_ale_procesului_de_globalizare2005-03-18.html 



 

145 

Globalization and Effective Management in Long-Term Perspective 
 

Jana Gašparíková, jana.gasparikova@vsemvs.sk 
School of Economics and Management in Public Administration in Bratislava, Slovak Republic 
 
 

Abstract 
 

In recent period globalization and financial crises bring to foreground new claims for management in enterprises. To 
work with sudden economic changes it is necessary to find such type of management, which will help enterprises and 
organizations to find equilibrium for long-term decisions concerning not only employees in firms, but also decisions 
concerning economic prosperity of different firms and enterprises. In this sense is very helpful phenomenon of 
networking and partnership supporting not only social and human capital in firms, but also prosperity and 
innovative approach of firms themselves.. On the other hand it supports also entrepreneurial environment, where is 
necessary to build competitiveness on platform of mutual trust and cooperation. 

 
Globalization and Economic Crises 

 
Globalization is a very broad economic development influencing not only financial operations, but also 
internationalization of trade. It promotes competitiveness among domestic and foreign enterprises and firms and 
substantially influences economic wealth in one country and decreases economic wealth in other country. 
Globalization has its positive and negative aspects. Positive aspects of globalization are represented by quick 
evaluation of capital. On the other hand this process has special impact on production- it shortens cycle of 
economic use of products.  

Globalization puts to foreground importance of international companies and movement of capital. 
Transnational corporations represent 3 quarters of world trade or we may be more precise, 40-60% of world 
trade is concentrated in transnational corporations or firms networking with these transnational companies. 

On the other hand it is interesting to observe that these positive phenomena of globalization evoke also 
negative phenomena- very slow growth of GDP, growth of unemployment, rapid growth of differentiation 
among national economies - there do not exist generally accepted instruments helping to diminish these 
differences. 

This process contributes to general economic development with new features –it causes global 
development of world economy is accelerating on one hand and on the other hand starts to be more difficult and 
disorganized. One of prominent supporters of globalization Kenichi Ohmae identifies 3 tendencies in global 
political economy: first is represented by growing impact of transnational and international corporations, second 
is represented by diminishing influence of national state and third one is represented by creation of new regions 
and new territories for new economic activities. Europe starts to be Europe of regions in this sense. 

Globalization promotes also formation of knowledge economy. It means new information and 
knowledge play more and more importance in recent global economic system.  

New knowledge and economic and social changes have retroactively important impact on new 
understanding of economy. This situation in global economy raises cardinal questions as for instance, if new 
economy represents new knowledge economy or if it is still new modification of originally accepted economic 
system.  

These reflections in recent global economic development raise new discussions among economists 
about the real substance of the contemporary economic system. One of proponents of original understanding of 
economy as the complicated sophisticated system, which has still possibilities to be developed and modified is 
Czech famous economist Václav Klaus. 

We recognize two parallel economic levels in global economic development - one level is 
macroeconomic environment, which is represented by transnational corporations, and second level is 
microeconomic environment represented by individual enterprises, large, middle and small ones. One of the 
most important features characterizing large and transnational corporations is their ability to plan, organize and 
control enterprise activities in international trade. Their economic operations are much more effective in period 
of economic global crises, as are operations of small and medium firms, because 40% of small and medium 
firms cease to exist during period of 3 years and 60% of firms cease to exist during 8 years. Each year start their 
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own business 1.5 million people in European Union .These small firms have to fill gap in market and 
concentrate on segments, where production of transnational firms is not effective. 

In a way to be successful in the period of economic crises small and medium firms have to launch their 
managerial activity on organizational change management. 

 
Organizational change management 

 
“Organizational change management includes processes and tools for managing the people side and managing 
an organization side. Organizational change management processes include techniques for creating a change 
management strategy, building awareness of the need of change, developing skills and knowledge to support the 
change.” ([1]) On the other hand is necessary to concentrate also on external environment of organizational 
change “to continue to operate effectively within environmental turbulence… organizations must be able to 
change themselves in response to externally initiated change.” ([1]). 

The managerial new attitudes ask for new approach internally and externally. “It must reflect existing 

communication within a company and also with other organizations which may be affected.” ([2]) 
These organizational changes go hand in hand with changes concerning external environment of 

organizations. 
One of possibilities how to overcome turbulences in recent global economic changes are different types 

of networking among different firms characterized with different size and economic importance, which help to 
find equilibrium in management of firms for long-term period perspective. One of the most important 
instruments for keeping equilibrium among networking firms in trade is also partnerships. 

 
Partnership and Networking 
 
“Partnership is principle, relationship and also instrument of economic and social policy. This instrument is 

expression of need to unify employees and organizations to reach joint goals and aims. Partnership is based not 
on equality, but on alliances and ability to respect position and situation of other ones. Partners have different 
position in partnership- some of them are coordinators, others are initiators, others take responsibility for most 
important decisions. …Partnership is concept, helping to find consensual decisions…” ([4], p. 92-93). 

Partnership is very important economic and managerial instrument, which starts to be effectively 
applied on different economic levels- concerning economic relation among different firms or partnership based 
on special relation within an enterprise or company, or between an employee and enterprise (as is for instance 
outsourcing etc.). This type of partnership puts to foreground importance of social capital. This social capital 
promotes norms of reciprocity and trust, because especially trust is one of the most important phenomena 
developing cooperation and sustainable economic development among firms. This partnership, which is based 
on geographical location of those firms, has substantial impact on cooperation of firms. During process of firm 
clustering is possible to observe accumulation of knowledge and information, which promote local 
competitiveness of firms and possibility of their multiplicative effects.  

This multiplicative effect increases competitiveness not only of one firm, but also mutual 
competitiveness embedded in cluster of firms. This clustering phenomenon promotes effective area, which 
brings together more and more firms to cooperate. These factors help to strengthen new type of competitiveness 
among firms and enterprises. Geographical and local vicinity combined with clustering helps to increase effect 
of competitiveness and innovations among firms. 

Clusters start to be more important economic instruments in reality. They help to promote 
competitiveness among firms, and also certain importance of cooperation. Favorable geographical location of 
firms helps to achieve effective economic operations with multiplying virtual effect. Those effects are 
strengthen by possibility to find partnership among firms through networking – and also in cases when firms are 
located dispersedly and there is no geographical vicinity among them, because due partnership and networking 
is possible to strengthen their economic cooperation, in spite of it these firms are located dispersible. 

Networking could be demonstrated differently in reality. “We distinguish for instance star networking. 
This type of networking develops its activity from one center. The other types of networking are horizontal or 
vertical type of networking. If we compare those two types of networking, we observe different use of 
innovations. Preference has hierarchical type of networking, where in reality comes to complete use of 
innovations in different enterprises with different absorption“ ([5],p. 98). 
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This networking supports trade effectiveness. Especially in star type networking there we can observe 
different positions of firms, because in this type of networking is accepted central position of the most 
economically prosperous firm or monopoly. The most prosperous firm forms the centre of star type networking 
and with a time being its position starts to be stronger and stronger. 

The danger of this  type of networking is that it can help to create economic environment supporting 
economic disequilibrium. Economic disequilibrium has different manifestations in such a way, that in one 
geographical location it causes concentration of firms and in other location does not help it – this is negative 
result of geographical clustering. 

Trust and competitiveness of firms must be in this way in coincidence. 
 

Social Capital and Trust 
 

Social capital and trust are very important not only for innovations, but also for partnership negotiation, because 
they are both based on mutual trust and cooperation. 

This mutual trust and cooperation help also free market and civil society to be more effective and 
proactive. “Partnership means readiness to face dilemmas and take responsible decisions and also ability to 

accept failure” ([4], p. 93). 
According Thorston Weblen firm culture is influenced by questions of trust and effectively motivated 

social capital. “We start to realize 3 types of trust. It is elementary or fundamental trust (according Japanese 
economist Sako) which is in link with special empathy reflecting respect and understanding of abilities and 
economic or social position of somebody else s. According the second type of trust we speak about technical 
type of trust, where is important rational cooperation. The third type of trust is called goodwill- a special type of 
trust, where is necessary to find equilibrium between individual autonomy (we speak about a firm or company) 
and concentrated causality, which is caused by cluster of innovative firms” ([3] p. 78). 

It is recorded that especially during financial crises in new coming countries to EU there we may speak 
about shortage of trust or explicitly about distrust, what hinders formation and establishment of good 
functioning of free market. No doubt about it winners are countries, where is in balance a need for partnership 
and cooperation in entrepreneurial environment. From this point of view it is necessary constantly to build and 
upgrade this partnership in countries, where is lacking. 

 
Innovations and their effectiveness 

 
On the other hand, one of the important moments, what can also influence a strong competitiveness among firms 
is especially strategic interest of firms for innovations, what was slightly mentioned in section of networking. 
This strategic interest on innovations strengthens partnership among firms and sometimes may slow down 
competitiveness of firms. 

In knowledge based economy are knowledge and innovation processes intertwined together and shape 
complex processes, what are necessary to take in account and work with them. Many institutions start to work 
with these different issues and are established as incubators for those innovations. These institutions create 
networks among innovatively oriented institutions and are based for instance on partnership among universities, 
individuals, firms etc. Those relations are built on mutual trust and cooperation and new division of labor. 

This process of new use of information is based on new relation between tacit and codified knowledge 
and flexible cooperation of employees in different organizations and institutions and flexible management. One 
of such popular examples of networking is networking based on cooperation among universities and enterprises 
,which promotes indirectly development of small and middle enterprises. On the other hand this networking puts 
new claims on universities and schools for their more flexible orientation for trade and production 

Clustering of firms launched in comparison to previous period new understanding of innovations. 
Some years ago innovations were understood as the rational result of linear process. Recently especially these 
clusters help to understand innovations as new economic instruments operating in much diffused and 
multiplicative environment. 

The concept of new innovation system is influenced also by existence of national innovation system, 
which understands innovations in much broader sense in link with activity of many other institutions. This new 
understanding of innovations is based on activity of different scientific institutions as are for instance 
researches, and technological institutes, or different knowledge oriented business enterprises (for instance 
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private companies or institutions, which build their knowledge on their professional datasets). All those 
organizations exist in each national system and can mutually act among themselves with different way [6]. 

All these changes have tremendous impact on new understanding of management as well. 
 

Innovations and New Type of Management 
 

Abrupt changes in economy bring also substantial impact on management of enterprises. In real management is 
important open system, which plays more and more important role. This type of management reflects new 
situation - organizations start to be more and more independent and must concentrate on two types of 
production- on own production as are products and services and on reproduction- it means on new evaluation of 
production system, its abilities and knowledge. New concept of flexible productivity demands new flexible 
position from employee, his continuous flexibility of attitudes and decoding and deciphering constant changes 
connected with new information and knowledge. One of the most important fundaments for these 
abovementioned issues is responsibility of employee for quality of given information or knowledge. 

Organization, which operates with new knowledge, must concentrate on work with human capital and 
rely on readiness of employee to be flexible and very well informed about different issues. And especially 
informed and qualified employer helps to build new type of organization with new type of management. This 
general flexibility is influenced also by consequent virtual restructuring of organization where internal sections 
in organizations are independent and they react very promptly on changes or different situations (it means their 
behavior is possible to compare with behavior of living organisms or respectively as behavior of open systems) 
and it forms very flexible area in firm for maneuvering and decision making of qualified manager. 

 Internal cross sectional type of management is characterized by that, it has its own system of 
management supporting profit. This type of management increases new claims for decision-making processes, 
which must systematically and precisely form a special management culture. Model of this type of management 
is based on importance of information and knowledge use and possibility to combine knowledge and 
information to efficient system. Due this new attitude is possible to unify in one holistic unit strategic, 
entrepreneurial environment of enterprises. 

And especially this type of management in different enterprises puts to foreground not only knowledge, 
but also proinnovative area in firm supporting formation of new knowledge. 

 
Social capital and trust in turbulent period 

 
All those flexible and innovative approaches are very important, but without trust and cooperation all abrupt 
changes in internal and external environments of firms during crises period will only sharpen discrepancies and 
difficulties. From this point of view one of the most important things for acting positively in firms is possibility 
to make decisions on platform of partnership and trust.  
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Abstract 
 
This paper analyses the relationship between flexicurity and innovation at national level. The results of an empirical 
study to a sample of 16 European countries shows that countries with greater levels of flexicurity are also more 
innovative. The moderator effect of globalisation in this relationship is not statistically significant which indicates 
that the positive effect of flexicurity on innovation is not greater in more globalized economies than in economies less 
opened to global markets. Firms may benefit from the advantages of flexible labour markets to reduce costs without 
diminishing innovative efforts. 
 

Introduction 
 
Globalized companies and national governments are currently facing a double dilemma. On the one hand, there 
is strong demand for further flexibility in the labour markets, employment and the work organization, while at 
the same time an equally strong demand exists for providing security to employees, especially vulnerable groups 
of employees. Modernizing the way in which the labour market operates means finding a new balance between 
flexibility and security.  

This topic is important because flexibility is not the monopoly of employers in search of economic 
performance and competitiveness. Moreover, employers realize that they have an interest in stable employment 
relations and in securing employees‟ commitment to their companies. Employees and their representatives also 
show a need for a more flexible organization of work in order to meet employees‟ individual preferences and 

circumstances (e.g. in combining work and private duties and responsibilities).  
Balancing flexibility and security in labour markets has many implications for the competitiveness of 

firms. One of these implications is how the balance of flexibility and security employment affect innovation 
performance. The review of the literature is not conclusive about the relationship between labour flexibility and 
innovation: some theoretical perspectives and empirical studies support a positive relationship for some labour 
flexibility dimensions, whereas other contributions advocate for a negative influence. The impact of security 
employment on innovation has not been researched to the best of our knowledge, but it should not be analysed 
separately from the previous relationship between labour flexibility and innovation. Given that both flexibility 
and innovation are relevant sources of competitive advantage for firms in the XXI century, the analysis of their 
relationship is even more important due to increasing globalisation of trade, technology and investments. 

The purpose of this paper is to analyse the relationship between labour flexibility, globalisation and 
innovation in a sample of European countries, and within the framework of a modern concept that integrates 
labour flexibility and security employment: flexicurity. This characteristic of the labour market has been mostly 
discussed in the context of European countries. The next section explains the theoretical concepts and arguments 
that support the relationship among the variables. Then, the methodology of the study is presented, followed by 
the results and their discussion and implications 
 
Labour flexibility, labour security and innovation 
 
Flexicurity: a related flexibility concept 
„Flexibility‟ is commonly used as a general term to describe a desirable quality in a labour market, without 

specifying exactly which kind of flexibility is referred to, or which groups in the labour market are supposed to 
be flexible. Generally speaking, flexibility refers to the idea that there exist some mechanisms of adjustment in 
the labour market, which can lead to a (desired) change if the labour market is hit by outside shocks, e.g. a fall 
in demand or changes in the exchange rate.  

Since Atkinson‟s classic analyses from the mid-1980s, a terminology has developed in the research 
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community that tries to pinpoint different dimensions of the flexibility concept within the context of human 
resources (Atkinson, 1984): 

  
 External numerical flexibility refers to the scope for adjusting the number of employees at the individual 

workplace through hiring and firing or by using temporary agency workers and fixed-term contracts. 
 Internal numerical flexibility (working time flexibility) is achieved through adjusting the number of working 

hours (e.g. working overtime or part-time) and their placing (working shifts or weekends). 
 Functional flexibility is about the scope for transferring employees between job functions (horizontally or 

vertically). 
 Financial flexibility refers to the rate at which nominal and real wages respond to changes in supply and 

demand for labour. This flexibility dimension can be separated into internal and external: internal wage 
flexibility is supported by in-house company decisions whereas external wage flexibility requires the 
availability of wage cost subsidies from social policies. 
 

External flexibility measures tend mostly to affect non-core workers, with core workers remaining 
protected against market fluctuations, and covered by functional flexibility and secure employment. The extent 
to which atypical forms of employment (temporary and agency work) are used depends on the relative costs of 
each individual form. These atypical forms of employment are not automatically precarious. Nevertheless, they 
do involve varying degrees of precariousness when assessed on the basis of criteria such as income security or 
entitlement to social security benefits.  

To limit the negative impact that globalisation may have on rising rates of temporary employment, 
European governments use different policies to protect workers and unemployees. A relatively new concept 
within the European employment policy is „flexicurity‟. The European Commission in its Employment in 
Europe 2006 report describes „flexicurity‟ as an optimal balance between labour market flexibility and security 

for employees against labour market risks. As a concept, the word „flexicurity‟ is a contraction of the words-
concepts „flexibility‟ and „security‟ it was first coined in the Netherlands and implemented in Denmark in the 

mid-1990s. Flexicurity is perceived as a new way of viewing flexibility whereby employees and companies can 
better adapt to insecurities associated with global markets. One of the reasons is no doubt that flexicurity as a 
political strategy offers a potential „win-win‟ situation, bridging seemingly irreconcilable demands. On the one 
hand, the demand for more flexibility in the labour market, in the organization of work and from employees; on 
the other hand, the demand for increased security, especially for disadvantaged groups both in and outside the 
labour market. The flexicurity model is a combination of easy hiring and firing (flexibility for employers) and 
high benefits for the unemployed (security for the employees). 

Wilthagen and Tros (2004) propose the following definition of flexicurity:  
 

“Flexicurity is (1) a degree of job, employment, income and „combination‟ security that facilitates 

the labour market careers and biographies of workers with a relatively weak position and allows 
for enduring and high quality labour market participation and social inclusion, while at the same 
time providing (2) a degree of numerical (both external and internal), functional and wage 
flexibility that allows for labour markets‟ (and individual companies‟) timely and adequate 

adjustment to changing conditions in order to enhance competitiveness and productivity”.  
 

Tangian has calculated an index of flexicurity in the European countries. He depicts flexicurity in the 
plain with two axes: „Strictness of Employment protection legislation‟ (EPL) and „Social security‟

1. The first 
indicator reflects the labour flexibility in the given country. The degree of flexibility depends on laws and the 
type of the contract, so that different groups of atypically employed have different indices of EPL. The country's 
index is correspondingly weighted proportionally to the size of employment groups. The second indicator, 
„Social security‟, integrates the estimates of different aspects of social security: unemployment insurance, public 

pensions, paid sick leave, paid maternity leave, and paid holidays.   
The social utility in this measure induces the flexicurity trade-off between flexibilization and social 

security assumed by Wilthagen and Tros. The fundamental idea that the flexicurity concept rests on is that 
flexibility and security are not contradictory, but mutually supportive: flexibility is not the monopoly of the 
employers, just as security is not the monopoly of the employees. In modern labour markets, many employers are 
beginning to realise that they might have an interest in stable employment relations and in retaining employees 
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who are loyal and well-qualified. On their part, many employees have realised that to be able to adjust their work 
life to more individual preferences they too have an interest in more flexible ways of organising work, e.g. to 
balance work and family life. The mutually supportive nature of labour flexibility and labour security could be 
beneficial to innovation. Thus, Storper and Scott analysed a case study on innovation in regional economic 
systems and showed the important influence that the labour market has on innovation. 

 
Flexibility and Innovation 

 
The review of the literature reveals disagreements about the nature of the association between labour flexibility 
and innovation. Whereas some theoretical perspectives and empirical research suggest the need to build and 
sustain committed human resources with full-time and permanent contracts (Atkinson, 1984; Michie and 
Sheehan, 2003; Storey et al., 2002; Williamson, 1985), others argue that looser employment relationships could 
be beneficial for innovation because they would exert a discipline upon labour which counteracts complacency 
and rigidity. These looser employment relationships enable firms to gain access to an array of diverse 
specialists, filling identified knowledge gaps which it could not afford to engage on a full-time, permanent basis 
(Barney, 1995; Matusik and Hill, 1998; Nesheim, 2003; Newton, 1998). 

Due to the non-conclusive evidences of the relationship between human resource flexibility and 
innovation, we are going to explain the influence of each labour flexibility dimension on innovation 
performance. 

First, functional flexibility may positively influence innovation performance. Employees who possess 
broad sets of skills enabling them to accomplish a large number of diverse tasks may contribute to a wider 
dispersion of knowledge that make the deployment of individual workers to particular tasks more adaptable and, 
as a consequence, may leverage the innovative output of employees. Additionally, functional flexibility 
practices are supported by human resource policies like on-the-job training that contribute to employees 
development in the core workforce. As a consequence, the ability to be functionally flexible may contribute to 
innovation through commitment and development of core employees. 

Second, internal numerical flexibility may also contribute to innovation performance in a positive way. 
Internal numerical flexible practices like flexitime may increase job satisfaction and organizational commitment 
of core employees, which in turn may enhance innovation. The required organizational support that facilitates 
the use of internal flexible practices like flexitime may contribute to enhance the „psychological safety‟ and also 

the „psychological contract‟ and „organizational commitment‟ of employees covered by these practices. 

Employees who perceive that they are valued and respected by their organizations are likely to reciprocate with 
greater emotional engagement and dedication to ensure organizational goals are met which in turn may 
contribute to innovative behaviours. 

Third, external numerical flexibility (temporary employees) may have negative innovative outcomes 
because innovation behaviour requires organizational commitment that it is less frequently found among short-
term hired employees. Several studies find that the percentage of short-term hires is negatively related to 
employee trust, internal workers´ attitudes and to the relationships between employees and supervisors which 

may negatively influence organizational performance. Besides, the outsourcing of R&D activities may lead to 
increased risks of opportunism, especially when the R&D concerned is of a proprietary rather than a generic 
nature. This negative consequence of hiring employees for R&D activities reinforces the negative influence that 
employees with low „psychological contract‟ and organizational commitment to their employers may have on 

innovativeness. Temporary employees placed in client organizations via temporary help agencies may represent 
a threat to job security, indicating the organization can easily get someone else to do the same job which can 
affect the stigmatisation of temporary employees and negatively influence job satisfaction, commitment and 
performance behaviours in the workplace. 

Finally, the effect of financial flexibility may be comprehensively included in the already proposed 
influence of functional and internal numerical flexibility on innovation performance. Flexible compensation is 
used to incentive the adoption of functional and internal numerical flexible practices which may contribute to 
innovation performance.  

However, the influence of human resource flexibility on innovation can be affected by the level of 
security employment. Table 1 depicts combination effects of flexibility and security employment on innovation. 
The table combines four different forms of flexibility -functional flexibility, internal numerical flexibility, 
financial flexibility, and external numerical flexibility- and four forms of security. First, job security, which 
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means the security of being able to stay in the same job, and which can be expressed via employment protection 
and tenure with the same employer. Second, employment security, which means security of staying employed, 
though not necessarily in the same job; here the general employment situation, active labour market, training 
and education polices play a key role. Third, income security, which relates to being secured income in case of 
unemployment, sickness or accidents, and is expressed through the public transfer income systems, such as 
unemployment and cash benefit systems. And finally, combination security, the possibilities available for 
combining working and private life, e.g. through retirement schemes, maternity leave, voluntary-sector unpaid 
work, etc.  

These categories of security employment are relevant because they can compensate the potential 
negative impact of external numerical flexibility on innovation. Atkinson´s (1984) model of the flexible firm 

differentiates between the core employees who are most vital to the firm because they are involved in activities 
that generate core knowledge and competences, and the periphery employees who are less important because 
they perform activities that generate non-core competences. Employees in core value-creation areas are 
responsible for innovation activities, and firms seek to develop functional flexibility in its core activities “so that 

employees can be redeployed quickly and smoothly between activities and tasks” (Atkinson, 1984, p. 4). In 

order to achieve this, the firm seeks to establish long-term relations with a group of highly committed, skilled 
employees. By contrast, in the periphery, firms seek external numerical flexibility “so that headcount can be 

quickly and easily increased or decreased in line with even short changes in the level of demand for labour” 

(Atkinson, 1984, p. 4). The peripheral workforce consists of variable elements, made possible in part due to the 
use of non-standard work arrangements such as short-term hires, temporary help agencies, and contract 
companies. 

Therefore, core employees who use functional and internal numerical flexible practices 
(multifunctional teams, flexitime, etc., besides the wage flexibility that incentive their adoption) have full-time 
and permanent contracts, and are already covered by secure employment. On the contrary, periphery employees 
who are affected by external numerical flexible practices (temporary contracts, etc.) are not covered internally 
by job security employment and compensation systems. As a consequence, their organizational commitment 
may be seriously hampered by their situation in the labour market. Although there are positive arguments about 
the influence of external flexibility on innovation (e.g., temporary employees may exert a discipline upon other 
employees for continuous improvement, or sometimes flexible employment contracts may ensure the presence 
of external knowledge resources that may be beyond existing internal capabilities), the most common result 
found in the empirical literature is a negative relationship between external numerical flexibility and innovation 
at firm level. However, the level of security employment offered by national governments (unemployment and 
cash benefits) may compensate this negative relationship. Thus, table 1 proposes non-conclusive influences of 
the combinations of external numerical flexibility and categories of security employment on innovation. Given 
the non-conclusive empirical evidences and the contradictory arguments from the different theoretical 
perspectives that support the relationship between flexibility and innovation, there is an opportunity to 
contribute to the literature by analysing whether flexicurity is positively or negatively related to innovation.  
 
Research model 
 
The purpose of the paper is to test the relationships between flexicurity and innovation in a sample of European 
countries (figure 1). We follow the definition of flexicurity proposed by Wilthagen and Tros (2004), and use the 
index of flexicurity calculated by Tangian (2004). We explore whether flexicurity is positively related to 
innovation at country level. This positive relationship would suggest that countries investing in employment 
security could benefit from flexible employment in order to improve innovation performance. During economic 
downturns, firms may be forced to reduce costs to remain competitive. Flexible labour systems at national level 
give firms the ability to contract and layoff employees with low cost which diminish the probability to reduce 
other costs like research and development (R&D) or new technology investments that could hamper the firm´s 

long-term competitiveness through innovation. 
We also analyse the moderator effect of globalisation in this relationship (figure 1). Globalisation is a 

structural factor that may increase the need for flexibility in the labour market. First, globalisation increases 
competition among national economies that lead to changes in production systems of firms as well as changes in 
labour demand. New production systems that quickly adjust production and the labour force to labour market 
fluctuations increase the need of non-standard work. Secondly, the freedom of capital movement to other 
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production sites mean that workers have to compete against low wage workers in other countries, thus 
decreasing the bargaining power of low-skilled labour, especially in periods of chronic unemployment, and 
enabling firms to achieve flexibility in many ways, including employing workers on atypical contracts.  

Additionally, increased globalisation may diminish the employment protection legislation (EPL) levels, 
through increased bargaining power of employers and their need for flexibility, which will increase the 
temporary employment levels indirectly. Nevertheless, other scholars suggest that globalisation may incentive 
governments to intervene and improve their EPL standards to cope with the increase in vulnerability and 
provide some kind of security through social policy measures. An example is the flexicurity strategies adopted 
in some European countries like the Netherlands and Denmark that increase security through benefits or other 
measures for the now more „flexibilized‟ or more disadvantaged work force in their labour market.  

We focus this analysis in a period of unfavourable economic and labour market conditions because 
flexicurity strategies may be very useful and effective in times of economic downturn but may not easily be 
designed and implemented under such circumstances. Under unfavourable economic conditions the flexibility 
dimension may come to dominate the security dimension and this may hinder the consultations and negotiations 
between the social partners and the government.  

 
Methodology 

 
In order to test the relationship between flexicurity and innovation at national level, we have carried out a 
regression analysis with data from 16 European countries. The variables were measured as follows: 

- Innovation. This is the dependent variable in the regression. We use the Summary Innovation Index 
(SSI) calculated by the European Union as the indicator of innovation performance 
(http://epp.eurostat.ec.europa.eu). This index is calculated as the average value of all the re-scaled values of 29 
indicators covering seven dimensions of innovation, which are grouped in three main blocks: enablers (drivers 
of innovation that are external to the firm), firm activities (innovation efforts that firms undertake) and outputs 
(innovation outputs of firm activities). The index is by definition between 1 and 0, and higher values of this 
index mean a greater innovation performance. The value of the year 2005 is used in the regression2.  

- Flexicurity. This is the independent variable in the regression. We use the flexicurity index elaborated 
by Tangian (2004) for a sample of 16 European countries. The greatest the index, the greatest the level of 
flexicurity in the country. This index is calculated as  the level (percentage) of employment security and social 
security of atypically employed, that is, other than permanent full-time, divided by the percentage of atypically 
employment in total employment. There is a two year lag for this variable to account for the influence of 
flexibility and security measures on employment and innovation. Since there may be fluctuations between years 
the four-year average from 2000 to 2003 is used. 

- Globalisation. To measure the extent a country´s economy is globalized, we use the indicator of the 

share of trade of goods and services as a percentage of GDP (Gross Domestic Product), which indicates the 
extent of trade openness. The source of the data is the OECD (http://stats.oecd.org). There is a two-year lag for 
this variable to account for the influence of flexibility and security measures on employment and innovation. 
Since there may be fluctuations between years the four-year average from 2000 to 2003 is used.  

We also use the period 2000-2003 to introduce data for the independent variables because this period 
covers the slowdown of the global economy during those years. Economic downturns influence atypically 
employment, and high unemployment may affect the attitude of employees on innovation.  

To reduce the potential negative effect of multicollinearity after introducing the interaction term of 
globalisation, we use the residual centering technique to control this problem. In this two-stage procedure, we 
first regress the interaction term (Flexicurity x Globalisation) on its component parts (Flexicurity and 
Globalisation). We then use the resulting residual instead of the interaction term in the regression equation. This 
approach reduces multicollinearity between the interaction terms and main effects variables, yielding a 
regression coefficient for the cross-product term that can be directly interpreted as the effect of the interaction 
term in the dependent variable. The test for the effects of multicollinearity indicates that all the factors are less 
than the threshold value of 10 indicating the presence of multicollinearity. To determine if the moderation is 
partial or full, we enter the moderator variable of Globalisation as a main effect in the regression: partial (full) 
moderation is evidenced by a (non)-significant relationship between the predictor and dependent variable after 
the moderator is included as a main effect in the analysis. The next section describes the results of the statistical 
analysis and its discussion. 
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Results and Discussion 
 
Figure 1 shows the trajectories of both flexicurity and innovation indicators for the considered countries in 
selected periods (2000-2003 and 2003-2006 for each pair of indicators). The dotted line is situated in average 
values of variables for the initial period. It shows three different groups. Great Britain, Sweden, The Netherlands 
and Norway are not included in any group, because of their special variable values. 

The first group includes Poland, Portugal, Czech Republic, Italy and Spain. These countries have lower 
values than average in both flexicurity and innovation, although they have improved their innovation 
performance during the 2003-2006 period (except Spain which has not experienced any change in these 
indicators). Poland´s flexicurity index increased by 20.07%, as a result of the deep changes of its labour market 

legislation. The country´s innovation index also increased by 9.52%, which makes Poland the most highlighted 
case in our analysis. On the contrary, Portugal´s flexicurity index decreased slightly whereas its innovation 

index increased more than 19%. Perhaps the Lisbon Strategy (signed in 2000 year by European Council and its 
right Agenda application) could be responsible for this change. 

The second group of countries in figure 1 is located in a central position and it comprises Austria, 
France and Belgium. These three countries have average values of flexicurity and innovation, and they show 
insignificant changes from the initial situation, only with the Belgium exception, with a reduction of 5.88% in 
its innovation index.  

The third group includes Germany, Denmark, Finland and Switzerland with high values in flexicurity 
and innovation. The comparison between initial and final values in the analysed period does not show great 
differences except in Denmark, with a reduction of 2.34% and 5.88% in flexicurity and innovation respectively. 
Countries with a flexible and secure labour market for these periods did not experienced changes in flexicurity, 
and have not improved innovation performance either. 

The flexicurity index of United Kingdom is one of the lowest (around 34) and it has not changed at all 
whereas its innovation index is above average with a value (0.57 and 0.55 for 2003 and 2006 respectively) that 
is close to the third group. Sweden is the country with the highest flexicurity and innovation indexes but its 
innovation performance decreased by 7.32% during the last three years, although its flexicurity index decreased 
by 1.06%. The Netherlands and Norway have flexible and secure labour markets with their flexicurity index 
almost 30% above average, while their innovation performance is about average. Both countries decreased their 
innovation performance during the analysed period. 

Table 2 shows the linear regression that tests the relationship between flexicurity and innovation, 
moderated by the level of globalisation. The results indicate that flexicurity is positively related to innovation 
and the relation is statistically significant (  = 0.708, p<0.01). This means that countries with greater level of 
flexicurity are also more innovative. This way, the potential negative effect of atypically employment 
(temporary, etc.) on innovation does not materialise at national level because the positive effect that 
employment security may have on organizational commitment. Some studies highlight that there are not 
differences between the levels of organizational commitment of normal and typical employment. At the same 
time, firms may benefit from the lower costs of temporary employment and layoffs enabled by flexible labour 
markets. 
 The results of the regression also indicate that globalisation does not moderate the relationship between 
flexicurity and innovation, and it is not an antecedent of innovation either. This means that flexicurity may 
contribute positively to innovation, regardless the level of globalisation. This is an important result because at 
European level, the diffusion of flexicurity would not be limited by the degree of openness to foreign markets. 
Nevertheless, it should be taken into account that all countries in the sample are members of the European single 
market. Perhaps it could be interesting to repeat this analysis with countries from different economic areas 
(Europe, Asia, etc.) to check whether globalisation is irrelevant indeed as moderator of flexicurity and 
innovation in areas with different structural frameworks towards globalisation. Future studies could extend the 
results of this research as these data become available in other countries to calculate their level of flexicurity.  
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Conclusion 
 
This paper has analysed the relationship between flexicurity and innovation at national level. The results of an 
empirical study to a sample of 16 European countries shows that countries with greater levels of flexicurity are 
also more innovative. The moderator effect of globalisation in this relationship is not statistically significant 
which indicates that the positive effect of flexicurity on innovation is not greater in more globalized economies 
than in economies less open to global markets. Firms may benefit from the advantages of flexible labour 
markets to reduce costs without diminishing innovative efforts. 
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End Notes 
 
  
1. Strictly speaking, the flexibility should be represented by several axes, corresponding to its several 
dimensions (functional, external, etc.). Similarly, security should be represented by several axes as well. The 
given simplified model considers the relaxation of  EPL as the main flexibilization constituent, and social 
security as the most important security component. This reduction is in particular due to the lack of relevant 
data. 
2. We have regressed different years with Innovation as dependent variable but the significance of the results 
does not change. 



156 

 
 
 
Table 1. Combination effects of flexibility and security employment on innovation 

 Job security 
Employment 

security 
Income 
security 

Combination 
security 

Functional flexibility  + + + + 
Internal numerical flexibility  + + + + 
Financial flexibility + + + + 
External numerical flexibility  +/- +/- +/- +/- 

 
 
 
 
 
 
 
 
Figure 1. Research model 

 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
Table 2. Regression of innovation at national level 
Flexicurity 0.708** 

(3.266) 
Globalisation 
 
 
Flexicurity x Globalisation 

-0.060 
(0.279) 

 
-0.156 
(0.747) 

Model statistics Adjusted R2 = 0.352 
F = 3.71* 

N = 16 
Standardized beta coefficients; t-values between parentheses. 
Level of significance:   *p<0.05    **p<0.01   
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Figure 1. Flexicurity and innovation trajectories 
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Abstract 

In the emerging field of competitive advantage and sustainability one of the unsettled questions is the degree to which 
evaluating the globalisation and development strategy concepts apply at the firm level. In this paper we examine this 
issue with a particular focus on whether the current state of globalisation can reshaped firms strategy and efforts to 
enhance competitive advantage and sustainability. As we define the sustainable competitive advantage is to extend of 
profit by applying various unique asset-creating strategy relays on a unique way of organisational capabilities and 
resources. This paper’s understanding of globalization is rooted in Held’s (1995: 20) argument that globalization 

denotes the stretching and deepening of social relations and institutions across space and time (North D.C, 1990; 
Porter M. 1980, 1985, 1986, 1990,). This theory of globalization resonates with the notion of transnational spaces, 
understood as ‘constituted by the various forms of resources or capital or spatially mobile and immobile persons, on 

the one hand, and the regulations imposed by nation-states and various other opportunities and constraints on the 
other’ (Faist, 2000: 200). In recent global financial market turmoil shows that global firms are to face the biggest 

change of restructuring to move business and society towards competitive advantages and sustainability. Striving for 
competitive advantage and sustainability suffer from overuse and overexploitation (Olson, 1965; Ostrom, 1990; 
Hardin, 1982). Societies need to abstain from overexploiting communal firms resources and to practice self-control 
(Schelling, 1984, 1960) towards solely individual rent seeking behaviours. The earlier analysis of Buckley and Casson 
(1986), Hennart (1982), Rugman (1980), Caves (2007, 1971) broadly touched upon the public good nature of firm 
advantages and knowledge, although these studies did not forge a clear link between global firms and globalisation 
societies. Collective ownership of the network requires co-operation between actors in either formal or informal 
settings, where the actions of the actors are interdependent (Olson, 1965; Hardin, 1982, 1997; Sandler, 1992). 

Introduction 
 
There are many version of political globalisation for global firms. The competitive advantages of firms 
relatively depends on the political elites of the US, EU, Japan, the corporate CEO`s of `the world economic 
forum` the G8, ERI, and lobbies. We believe that the international business literature has provided a 
comprehensive synthesis on models of sustainable competitive advantage for global firms, however as a 
resource, its connection to the potential role of the state such as financial supports and bailouts and protectionist 
public policies has emerged as new phenomenon. Such realities will lead to a new political globalisation and re-
addressing questions of, ―anti-globalization‖ and what is the extent and limits to the economic and business 

elements of globalization and the future role of global firms (Dunning, 1997; Graham, 2000; Eden and Lenway, 
2001; Higgott, 1999; Prakah and Hart, 2000; Rodrik, 1997; Rugman, 2000; Vernon, 1998).  The scale of these 
political-globalization movements, have caused researchers to contemplate new global phenomena going 
beyond the research areas of global firms and foreign direct investment (Buckley, 2002; Rugman, 2003; 
Contractor, 2003; Vernon, 2001).   

The objective of the paper is to propose analytical framework models to explain the major policy shifts 
that characterised as political globalisation due to credit crises for western financial firms `i.e. banks` and some 
global manufacturers. Researchers in economic development and growth which began in the 1950‘s have now 

converged on the importance of ―political-globalisation‖ as the most critical resource for global firms‘ 
competitive advantages, (Romer, 1986; Krugman, 1991). Concurrently, the emergence of global firms from 
developing economies has become disadvantaged in their globalisation progress.   
The purpose of this paper is to provide a typology of three models that can provide an integrated approach to the 
understanding of emerging financial markets strategies as constraints as well as driving force of globalisation. 
The model posits where national and regional advantages has compared by the firm‘s human capital, efficient 

management system, technological creation and the external forces (e.g. national, regional & global policies). 
There are, however, limitations to this approach, even in advanced capitalist economies, notably an over-
emphasis on agency and neglect of underlying structural economic changes and institutional frameworks (Rath 
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and Kloosterman, 2000: 667; Kloosterman and Rath, 2003: 6). The model can be used the viability of 
sustainability resurgence and strategies. It will indicate whether competitive advantage and sustainability can be 
achieved within the current business environment of global firm(s), `GC`s, MNC`s, TNC`s`, and identify where 
potential challenges of globalisation lie`s.    
 
 
Analytical Model Process 
 
The analytical model process is extended to analyse the multi dimensional of business, government, and 
regional relationship from global perspectives. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

      
FIG. 1: ANALYTICAL MODEL PROCESS 

  
Regional Integration 
At first, regional integration stands at odds with the conventional wisdom of political science. Waltz (1979), 
Grieco (1988), and other neo-realists have argued that international cooperation is difficult to achieve in the 
anarchic world of the international system. Although the literature on regional integration and cooperation 
abound, general theories of regional economic integration are still at the nascent stage. In addition, most of these 
works either focus on European integration or were inspired by it. Theories of regional economic integration can 
be roughly grouped into three perspectives: i) neo-functionalism and neo-institutionalism, ii) neo-realism, and 
iii) domestic politics and inter-governmentalism. In the first group, neo-functionalism posits that regional 
integration arises due to increasing technological, economic, and other complexities and problems that countries 
can no longer effectively solve at the nation-state level (Haas 1958, 1964; Mitrany 1975). With respect to 
European integration, ―supranational‖ institutionalists have studied the impact of the European Union 

institutions on the decision-making process, such as the agenda-setting power of the European Parliament 
(Tsebelis 1994; Garrett and Tsebelis 1996). On the other hand, Garrett and Weingast (1993) argue that 
institutions perform other roles and are not simply the facilitators of efficiency gains in the process of regional 
integration. By extrapolating power transition theory to analyzing regional integration, scholars (Efird and 
Genna 2002) have tested the following proposition:  the level and intensity of regional integration improves 
when the power of a subordinate state exceeds the power of the preponderant state if they are jointly satisfied 
with their dyadic relationship. 

  
Systems theory (ST)  
Systems theory has had a significant effect on management science and understanding organizations. System is 
a collection of part unified to accomplish an overall goal. If one part of the system is removed, the nature of the 
system is changed as well. And is at all reasonable to operate with a national system when some nation states are 
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heterogenous and where there is so little coherence between its regions or institutions. In this analysis we focus 
on innovation systems as ‗Extended competence building systems‘ (Lundvall and Maskell 2000). 

 
Business systems relation 
Much of the prior corporate management research on government-business interaction lies in the domain of 
corporate political strategy (CPS: e.g., Baysinger, 1984; Keim & Zeithaml, 1986; Keim & Baysinger, 1988; 
Lenway & Rehbein, 1991; Schuler, 1996). Fundamental to the CPS perspective has been the contention that a 
two-way relationship exists between government and business: government impacts business, but business also 
impacts government (Epstein, 1969; Aplin & Hegarty, 1980). Research in CPS has enhanced our understanding 
of the government-business interaction concerning a number of different public policies. Management scholars, 
however, have not focused on antitrust policy or on the business-government interface concerning antitrust 
policy (Barney, 2001).  
 
 
 
Institutional theory (IT)  
Institutional theory seeks to understand the existence of international institutions, and how they operate. 
Institutions are defined as "persistent and connected sets of rules (formal and informal) that prescribe behavioral 
roles, constrain activity, and shape expectations" (Keohane 1989: 3). They can take the form of formal 
intergovernmental or nongovernmental organizations, international regimes, or informal conventions. Following 
Douglass North (1990: 4-5), organizations are conceived as actors or "players;" institutions as rules that define 
how the game is played. For purposes of analytical convenience, early institutional theory treated states as units. 
Like other research programs (including neorealism) modelled more or less loosely on economic theory, IT has 
all the limitations of research programs that take actors and preferences as given. According to the New 
Economic Sociology, institutions are shared cognitions and socially constructed rule systems by agents whose 
actions are embedded in concrete network of social relations (Granovetter, 1992; Powell & DiMaggio, 1991). 
Besides pursuing the goal of economic efficiency, actors strive for non-economic objectives as well, such as 
power, dominance, status and public recognition. In analysing rule-bounded organisational behaviour, the 
sociologist J. Thompson (1967:24) has made a useful distinction between constraints and contingencies: the 
former are fixed institutional conditions to which organisations must adapt, and the latter are not necessarily 
fixed conditions, but they are not subject to arbitrary control by the organisation. The development and 
transformation of both political and economic institutions is contingent upon ongoing interaction patterns, 
lasting cognitive frames and shared norms as well as the constraints imposed by the historical legacy of (in) 
formal rules and procedures and the overall structure of society (Scott, 1995). In their more or less deliberate 
search for appropriate institutional solutions to their problems, actors creatively select, (re) combine and modify 
already existing rules, beliefs systems and scripts, thereby creating new institutions which are different but still 
resemble the old ones. Institutional arrangements are both a dependent variable at a time t and an independent 
variable at a time t + 1 (Krasner, 1988). In interpreting the enabling and constraining effects of institutions, 
Douglas (1986) has characterised these ongoing processes of puzzling, shaping and (re) integrating various 
institutional elements in a variety of new ways as bricolage. In political science, institutions refer to ‗formal 

rules, compliances procedures, and standard operating practices that structure the relationships in various units 
of polity and economy‘ (Hall 1986:19). Central in this respect is the notion of the institution as a set of rules 
affecting the structure of particular situations at various levels and in particular ways of requiring particular 
actions, prohibiting certain other outcomes and/or allowing others (Ostrom 1986). In the political version of 
institutionalism, it is assumed that the socio-economic organisation of a country both conditions and reflects the 
distribution of power among the key stakeholders affected by particular state-society arrangements and policy 
outcomes (March & Olsen, 1989). Specific institutional arrangements shape particular kinds of politics by 
affecting the way an actor defines his own interests as well as the degree of power that any set of agents has 
over policy outcomes. As conventional institutional analysis suggests that emerging economies will transition 
from personal connections to rule-based institutions that support impersonal market exchanges—a necessary 
transition, as inefficiencies arise in the use of social institutions to govern large-scale and complex market 
transactions as compared to the use of more-formal institutions (North, 1990: 34-35; 1992: 6; and Peng, 2003). 
These institutions have evolved out of previous situations and rule setting in which human actors found 
themselves and that have caused policy makers to take certain course of action.  
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Methodology and research design 

 
Globalisations embrace a wide range of phenomena, from ideology to markets, from theory to policy and now 
facing new challenges from various form of protectionism. Methodology adapted to examine whether emerging 
political globalisation of firms is sustainable. Despite ongoing historical problems and recent financial crises 
where creating new socio-economic imbalances, most of the developed countries continue to be among the most 
attractive markets in the world and now appear to be much more risky business environment. This research 
applied multi-level study approach, and how this case relates to participatory action research. The methodology 
is based on breaking the key areas of a business system domain‘ into defined systems, the functioning of which 

are viewed from different perspectives.  
The study was conducted in largest Companies (firms), focussing on the development of theory 

through a case analysis approach (Eisenhardt, 1989; Yin, 1994). This study gathered qualitative data from 100 
largest firms in developed countries and 5-10 largest firms within each country is selected to better understand 
the practices and approaches being used from a practitioner perspective. These firms spanned diversified 
industries (e.g., electronics, computer equipment, chemicals, transportation equipment, apparel, furniture, food, 
and plastics). Using a matrix-based approach functions are defined for each system-perspective. Each function‘s 

level of functionality is measured by carefully chosen indicators, which are normalized from zero to one. A 
weighting procedure follows and upon aggregation the index for democratic functionality is produced.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

FIG. 2: RESEARCH DESIGN VARIABLE AND FUCTIONALITY 
 
 

Thus, the research has explored the dynamics of policy performance after the introduction of new 
model as (FIG 2), and aims:  
- If policy adjustment did occur, to establish the degree of coincidence with the national policy goals, and 
furthermore to determine the factors that lead to this policy adjustment i.e. to isolate the mechanism of influence 
that mature business systems evokes.  
- If policy adjustment did not occur, to determine which factors impeded the effective influence of national 
policy.  

Cases are part of the initial observations; each firm is a case, as is each community and country.  The 
results are to turn to the dynamics of nations, not just localities.   
Case analysis is developed: i) cross-national comparative case analysis, ii) national policy  (and regional policy 
initiatives) and, iii) globalisation perspectives. 

This design is aimed on integration of different disciplines in the analysis of the national and regional 
governance business environment and innovative activities thus promoting an interdisciplinary approach into the 
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developed countries. This research has tried to match the proposed explanations with actual causes and thus 
explain the propositions suggested at the beginning of this design. The purpose of the paper described as a 
descriptive and explanatory. The research has applied the qualitative nature based on a case study method. The 
study, therefore, may be divided into 3 parts: (1) first the definition of goals, identification of research questions 
and structuring the design of the study; then (2) analysis of theoretical sources and collection and analysis of 
empirical data; and finally, (3) discussion of the empirical findings and their relevance and applicability to the 
theoretical framework. 
 
Paradoxes of the Political Globalisation 

 
Political globalization consists of interplay by various institutionalisations of international political structures. 
Once again the Europe-centered world-system has been primarily constituted as an interstate system a system of 
conflicting and allying states and empires. However much of relates the power and competition in integrate 
system may not the best way of cross-state cultural consensus to operate systemically in global scene. 
This paper‘s understanding of globalisation is rooted in Held‘s (1995: 20) argument that globalization denotes 

the stretching and deepening of social relations and institutions across space and time. This theory of 
globalisation resonates with the notion of transnational spaces, understood as ‗constituted by the various forms 

of resources or capital or spatially mobile and immobile persons, on the one hand, and the regulations imposed 
by nation-states and various other opportunities and constraints on the other‘ (Faist, 2000: 200). Globalisation 
system analysis theories: International relations approaches have seen the global system as structured primarily 
by interactions in which nations are unitary actors (see Waltz 1979). The global system is presumed to be 
structured largely by the distribution of national power among the advanced nations. However sociological 
approach to global system is differs as such structured by attitudes across geographic boundaries, flows of 
resources, different ideas people and often occur without, or even in spite of national actors. The difference of 
argument how, globalisation process has been taken by Derber and Friedman (2002). The critique of 
globalisation is agued by sociologist Derber (Corporation Nation) where he believes that we can still change 
globalization's direction, eliminating its market-driven excesses to provide truly universal economic 
development. This argument has challenged by Thomas Friedman, as sees globalization as an inevitable process. 
Although both arguments have good points of view which this paper takes in account and currently there are 
many arguments and discussion about the phenomenon of globalisation. However I argue ―the globalisation is 

complex interplay of events and/or actions and interactions in any given local, national, international settings by 
various actors which reflect of many natural, evolutionary concepts and human creations‖ (O. Kayasan 2007). 
Today there are few types of globalisation: There are at least six different dimensions of globalization that need 
to be distinguished. There are also several misunderstandings and misinterpretations that need to be clarified. 
Here with some the description of globalisations. 

Globalization of information Technology and communication: As Anthony Giddens (1996) insists that 
social space comes to acquire new qualities with generalized electronic communications, albeit only in the 
networked parts of the world. In terms of accessibility, cost and velocity, the hitherto more local political and 
geographic parameters that structured social relationships are greatly expanded. It could be argued that time-
space compression (Harvey 1989) by new information technologies is simply an extension and acceleration of 
the very long-term trend toward technological development over the last ten millennia (Chase-Dunn 1994). 
Since global communications has transformed way and we communicate each other and any part of the world. 
Economic globalization: Economic globalization has altered the globe-spanning economic relationships forever. 
Global market place has full of activities where the interrelationships of markets, finance, goods and services, 
and the networks created by transnational corporations are the most important manifestations of global 
economic transformations. However there have been many diverse arguments of global capitalism and global 
society assume that this is the case, as Chase-Dunn, Kawano and Brewer (2000) put its careful in their 
comparative research. In economics, globalization is the convergence of exchange mechanism by human action 
such as prices, products, wages, capital movements, rates of interest and profits, integration of financial markets 
towards developed country norms. 
 
Cultural globalization 
The cultural globalisation reflects to the diffusion of few sets of cultural phenomena which complements each 
other. i) country of origin effects and practices, as Meyer (1996); Markoff (1996), examined, rationality, belief 
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in a law-like natural universe, the values of economic efficiency and political democracy have been spreading 
throughout the world since they were propagated in the European Enlightenment. ii) the proliferation of 
individualized values which belong any part of the world. However, these values were based on the origin of 
Western Societies, such as social constitutions that recognize individual rights and identities and transnational 
and international efforts to protect ―human rights.‖ Cultural globalism, which embodies cultural diffusion, the 

desire to use and enjoy other societies ideas and products, adopt new technology and applications, and involve 
in a "world culture." 

 
Common ecological constraints 
This globalisation involves rather negative impact due to our fragile ecosystem which encounter for the 
globalisation of ecological risks. Chase-Dunn and Hall (1997) has pointed out that anthropogenic causes of 
ecological degradation have long operated, and these in turn have affected human social evolution. 

Business Enterprises: Management scholars writing from the Corporate Political Strategy; CPS 
(Hillman & Keim, 1995) and International Business (e.g., Boddewyn & Brewer, 1994) traditions have been 
calling for researchers to note that the business-government interface is altered by different institutional 
contexts. For instance, Dunning (1997) observes that a number of different contexts exist across nations due to 
historical, cultural and political artefacts. Accordingly, management scholarship (e.g., Hillman & Hitt, 1999; 
Henisz & Zelner, 2001; Delios & Henisz, 2003) has increasingly recognized that political institutions play an 
important mediating role in the business-government interface. While the analysis here begins by assuming 
cross-national homogeneity in antitrust institutions in order to identify the primer driver of hold-up source, later 
sections allow for cross-national institutional variation. A number of management scholars (e.g., Boddewyn & 
Brewer, 1994; Khanna & Rivkin, 2001) note the importance of factoring cross-national institutional variation. 
Lenway & Murtha (1994), Murtha & Lenway (1994), and Hillman & Keim (1995) - all prod scholars by 
example to understand the institutional context through which the business-government interface takes place, 
because variation in the institutional context often explains variation in the business-government interface. 
Figure 2: Paradoxes of political globalization 
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Turmoil in Global Financial Markets  
 
The globalisation of markets has brought new dilemma in the way that national business environment is formed 
and implement. Today most unitary states no longer have an exclusive claim to national autonomy. Despite 
international regulatory system has become more complex and influential over national regulatory agencies. 
However, states are not becoming irrelevant for national interest over global markets. Ongoing reaction and 
government policies towards financial crises by most western nations have shown that states can be proactive to 
prevent lost of its national markets advantages. In recent years the relationship between states, their regulatory 
authority, the international regulatory organisations and global standard and norms are been tested to the limit. 
Many scholars argue that the notion of sovereignty has lost its influence and legal authority to global market 
power. Last two decade global markets have expanded beyond the national boundaries of any single state and 
complex business relationship between nation states. In order to understand the complex interplay and 
relationship of states and international regulatory system, the focus should be on power and authority of states.     
Currently ongoing, complex rough global trends are not the result of spontaneous development of market forces, 
but the event of corporate policies at various levels. The process of market liberalisation accelerated in the last 
two decades in the context of neo laissez-faire policies has several dimensions. The analysis social science 
research on the importance of state as a resource has new dimension and the role of multinational corporations 
in the national policy creation and dissemination process (Kogut and Zander, 1995; Rangan, 2000; Hennart, 
2003; Love, 1995).  Therefore, we complement this new dimension by the concurrent global debate on anti-
globalization, economic inequalities and development (Stiglitz, 2003; Rodrik, 1997) as well as the limits to 
globalization (Rugman, 2000; Oxley, 2001; Eden and Lenway, 2001; Spencer, 2000).  The role of the state 
(Murtha and Lenway, 1994; Stopford and Strange, 1991; Kobrin, 2001) and international public policy as well 
as the nature of international political economy and collective action (Olson, 1965, 1982, 1992; Ostrom, 1990) 
become a major issue of research also of relevance to social science researchers. We provide a typology of three 
models, `firms, state, resource` which we believe can integrate a deeper understanding of state as a resource in 
international business.   

The earlier analysis of Buckley and Casson (1986), Hennart (1982), Rugman (1980), Caves (1971) 
broadly touched upon the public good nature of firm-resource, although these works did not forge a clear link 
between MNCs and social communities. Public goods suffer from under provision. Common pool resources 
suffer from overuse and overexploitation (Olson, 1965; Ostrom, 1990; Hardin, 1982). Social communities need 
to abstain from overexploiting communal firms resources and to practice self-control (Schelling, 1984) towards 
solely individual rent seeking behaviours. Collective ownership of the network requires co-operation between 
actors in either formal or informal settings, where the actions of the actors are interdependent (Olson, 1965; 
Hardin, 1982, 1997; Sandler, 1992). This is especially the case when the members of the network are from 
heterogeneous backgrounds and value systems. 

In today‘s emerging global business environment, successful strategic networks require actors from 

different countries, regions, professional backgrounds, incorporating such heterogeneity or diversity within the 
network. These resources have much more clearly defined property rights, in the sense that ownership is 
exclusive to a particular actor and there is competitive rivalry for the resource. In the case of public resources or 
assets such as information, scientific discoveries, weather forecasts, oil reserves, they may not be subject to 
competitive rivalry or to exclusive ownership (Olson, 1965, 1982; Ostrom, 1990; Sandler, 1992). The tangible, 
supportive natures of public policies as an asset, especially in a high income or top of the pyramid context 
(Prahalad & Hart, 2002) appear to be closer to such public resources or assets.  
 
Resurgence of Sustainable Competitive Advantage 
 
Competitive advantage is a political simulation, a national strategy involving national policies, institutional 
adjustment and favourable business settings for development of business enterprises. The globalisation has 
created the notion of society-modelism, where some firms relay on characteristics o a nation sate, except for 
one; jurisdiction on its territory. And ever increasing diversity of global phenomenon‘s are present, such as 

population dynamics (O. Kayasan, 2007), strategic positioning of governments and global citizenship. The 
objective of micro is to analyse the different micro-systems and governance theories. In the first part, we present 
the micro-national theories by opposing the disciplinary view to the macro-based views. The second part of the 
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arguments with the micro-national systems theories. This paper separate the theories based on appropriation of 
the organizational rent from those attributing a dominant role to national advantages of firms (Aoki, 1980; 
Acemoglu & S. Johnson; J. Robinson (2001; G. Charreaquz (2004). This paper highlights that the advantage 
view of micro-national system is a very particular case and presents many new business settings and has limits. 

The opposition between the disciplinary and cognitive functions of business system that support the 
presentation of the different micro-national theories, could also, in the continuum, identify the analyses of the 
National Business System (NBS). This dichotomy would result, firstly, in the presentation of disciplinary 
analyses of the NBS that presume that the essential influencing factor of efficiency – often measured according 
to the productive perspective by the growth of the national economy – is based on the protection of the interest 
of the different contributors of production factors, with precedence given, under the influence of the shareholder 
view, to financial investors. This presentation would be followed, secondly, by the analyses attributing primacy 
to the cognitive aspect. Like the firms, the nations are supposed to have comparative advantages (Porter, 1990) 
resulting from their abilities and justifying an international specialization, reinforced by globalization. To 
present a clearer and more balanced presentation of the different theories of the NBS, this logic will however not 
be followed. Instead of making the distinction between the disciplinary theories and knowledge-based theories, 
we prefer to use the one, although quite similar, that opposes the theories that overlook the productive aspect of 
value creation and those that support it. The productive aspect would therefore be considered globally; whether 
it is based on disciplinary or cognitive aspects. The literature assembled comes from relatively separate fields. In 
the first approach, we find mainly law and finance literature, neoclassical economics and political theories based 
on rent-seeking. In the second approach, researches come under a larger perspective of the NBS, than the one 
effectively illustrated in the comparative institutional analysis of Aoki, presented in the first section. They 
regard, in particular, the national systems of innovation and production, and more generally, the explanation of 
the different forms of capitalism and their evolution. This micro analysis leads to a macro analysis of the 
National Systems of Governance based on the concept of a ―skill base‖ (Lazonick, 1998), deemed to be a 

determining factor in understanding the motivations of individuals to commit to a collective and cumulative 
learning process. The example of the EU domination in certain sectors leads to the conclusion that only the 
―broad and deep‖ skill bases can procure a sustainable national competitive advantage. Inversely, the Anglo-
Saxon situation, characterized by organizational methods that are based on three types of segmentation – 
hierarchical, functional and strategic – would not be the most conducive to organizational efficiencies. 
Therefore, it would result in a type of change and innovation based on ―narrow and concentrated‖ skill bases, 

unsuitable for sustainable growth. Based on this view, three categories of conditions resulting in the emergence 
of the micro-innovative firm were defined: (1) industrial (technological, market and competitive); (2) 
organizational (cognitive, behavioral and strategic) and (3) institutional (financial, employment, regulatory). The 
analysis otherwise focuses on the dynamic interactions between organizational and institutional conditions 
emphasizing four main types of institutions: (1) the ―executive‖ institutions in charge of setting out the 

responsibilities and qualifications of the decision-makers with regard to allocation of resources and returns 
within the companies; (2) the ―supervisory‖ institutions whose role it is to determine which stakeholders the 

decision-makers will be accountable to; (3) the ―consultative‖ institutions whose function is to specify the 
stakeholders to be consulted (unions, shareholders, company groups…) as well as the consultation procedures; 

(4) the ―regulatory‖ institutions that define the laws and rules for company decisions relating to the allocation of 

resources and returns. 
The analyses supporting the disciplinary perspective based on the appropriation of organizational rents 

and the protection of the financial investor‘s rights are of financial origin. They begin with the hypothesis that 

the financial system plays a central role in explaining economic growth and prosperity. Levine (1997) presents 
literature that explains and tests the role of this system in relation to information and transaction costs. Its 
influence is exercised through five functions: (1) risk management: the facilitation of the trading, hedging, 
diversification, and pooling of risk; (2) allocation of resources; (3) the monitoring of managers and control of 
corporations; (4) the mobilization of savings and (5) the facilitation of the exchange of goods and services. The 
financial system would then promote accumulation of capital and innovation (Beck et al., 2000). This positive 
effect appears to be confirmed by numerous empirical studies (Levine, 1997). Different indicators representing 
the liquidity of the financial system, the role of the central bank in relation to the commercial banks, the 
importance of credit attributed to companies, are positively correlated to growth and productivity23. The initial 
level of financial development is also a good predictor of future growth, once the effects linked to income, 
education, political stability and the monetary, trade and fiscal policies have been considered. The question of 
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the respective significance of different influencing factors for growth remains open however. Barro (1996) 
illustrates that growth is all the more greater because the superior level of education, life expectancy, quality of 
the law, control of inflation and improvement in terms of exchange are great and inversely, the birth rate and 
State taxation are low. A high performance financial system, whether it is the reason for growth or accompanies 
it, is supposed to play a significant role. And then it is a matter of knowing which institutional factors support 
the development of such a system through a corporate governance perspective. The dominant explanation 
belongs to La Porta et al. (1998) that is based on the corporate legal institutions, which certain authors (Roe, 
2003) call the quality of corporate law argument. Since this approach is of great significance, that were 
addressed to the approach by examining the explanatory theories – political, endowment-based and socio-
cultural – that are either competitors or provide completion. 
 
Constraints of emerging state-resource firm strategies  
 
The competitive advantage of western manufacturing advances into global markets with helping hand from 
various national government and society based sources has now under close scrutiny by international 
organisation. As above models (figure 2) shows that there are variety of interlinking sources which makes 
western manufacturing has competitive advantages which has been utilised. Global firms are endowed with 
sizeable financial resources to operate internationally while benefiting from direct access to the vast amount of 
state support. In increasing globalisation process where emerging global firms from developing countries are 
being disadvantaged by currently dominant of MNC`s and TNC`s which needs more radial open trade policies. 
As globalisation intensifies the arguments of the phenomena and its global impacts widens to its core. 
Identifying ―three rounds of globalization,‖ thus the Globalist article argues that ―globalization is not a new 

thing.‖ The exchange of ideas between ancient civilizations, the first round, fuelled the rise of the West with 
industrial revolution and imperialism, the second round. Likewise, the transfer of Western ideas feeds the 
present rise of India and China, the third round. By these dynamics, the world is returning towards global equity, 
where India and China have a share of world income roughly similar to their share of people as in the early 19th 
century. D`Aveni argues sustainable competitive advantage is not really possible without choosing the right 
competitive advantage for your firm by mixing with your variety resources. Ever increasing complex global 
strategies we define the sustainable competitive advantage is to extend of profit by applying various unique 
asset-creating strategy relays on a unique way of organisational capabilities and resources. 
 
Emergence of Political Globalisation of Firms 
 
Globalization continues to draw manufacturing jobs away from Western Europe to places where costs are lower, 
mainly to China and India and other developing countries. China‘s economic rise is sometimes seen as a threat 

in Europe (ECR 2006). There is growing concern that US and European business and jobs are at risk, 
investment and resources are being diverted which cause of concerns. These concerns have shifted western 
firms into a new global business strategic policy to sustain their business activities in increasing competitive 
environment of large emerging economies. As firms from emerging economies are trying to globalize however, 
financial constraints, lack of management skills, knowledge and global plan are among the broader challenges. 
In recent survey by Shanghai's Fudan University and IBM's Institute for Business Value, China, identified 60 
companies that have the potential to succeed over the next 10 years (WSJ; 2006). Nevertheless, some state-
owned and private local companies, a majority from the manufacturing sector, are progressing to international 
market place.  

Since, the comparison of developed and emerging economies where the mediating role of national state 
border regulation is particularly important in the context of the rapidly changing socio-political economy of 
world. There are, however, limitations to this approach, even in advanced capitalist economies, notably an over-
emphasis on agency and neglect of underlying structural economic changes and institutional frameworks (Rath 
and Kloosterman, 2000: 667; Kloosterman and Rath, 2003: 6). These are magnified by the particularities of 
economic and institutional changes in emerging and transition economies such as India, China, Brazil, Turkey 
and other newly developing countries. The strategic moves by emerging global firms show increasing business 
activities into global markets. Most of emerging economies are just now getting in step with its domestic 
companies, considering comprehensive regulation in support of firm‘s global business activities, including 
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possible government guarantees to corporate business relations. The latter's inward and outward investments are 
set to rise sharply, partly in response to the government's "open market" policies. By comparison, given the size 
and dynamism of emerging economies, cross-border corporate activities by emerging firms are active, relative 
to developed firms.  

This paper, which has provided the theoretical framework to academic and professionals, develops a 
conceptual model to explain the determinants of political globalisation approach of global firms. This attempt is 
likely to contribute for the field of knowledge to initiate the dynamism and effectiveness of both approaches for 
business development and growth. The model posits where national and regional advantages has compared by 
the firm‘s human capital, efficient management system, technological creation and the external forces (e.g. 

national, regional & global policies). 
The more impact of globalisation is likely to lead more complex business environment through 

migration and cross-border investment. Business activities has become far reaching the way and which markets 
are integrated, through know how spillovers and transfer of technological innovations. The common goal is 
clear: more market economy and competitive edge, more state modernisation. Social movements are a type of 
group activity such as informal and formal grouping by organisation and people to focus on specific social and 
political issues. Sociology and political science have developed varies theories and empirical research on many 
type and form of social movement.  
 
Discussion of Findings 
 
With this ultimate goal envisaged, all nations states specially emerging countries should concentrate on reforms 
needed to provide economic growth and a thorough transformation into a market economy. However, while free 
trade with emerging economies could remove significant constraints to intraregional business, the main focus 
shall remain on the overall process of integrating these countries in the open market mainstreams. There is a 
large potential to increase business volume and socio-economic cooperation between the developed and 
emerging economies, which would also establish a new business systems to help business enterprises. 
Therefore, it is important that all emerging countries move forward in various liberalizations also within the 
WTO framework, providing new business opportunities including financial market mechanism at the national 
level within regional context. There has been ongoing globalisation process, which is the engine for reform in 
global markets. This is a slow but efficient process, based on four major ideas: (1) trade liberalization through 
so-called Autonomous Trade Measures (ATMs); (2) significant financial assistance for reconstruction, 
democratisation and stabilization; (3) a new contractual relationship between nations states and the countries in 
the various region of the globe; and (4) promotion of cooperation among the countries of the emerging countries 
themselves. 

The role of political globalisation policies of firms from developed countries should be critically 
analysed, while open policies is a prerequisite for globalisation. Therefore it is important that global firms move 
forward in business advantages policies in order to create opportunities for large scale investment, business 
developments, stable financial markets at the global level. Globalisation process has been favoured for further 
cooperation between countries in various fields, including free trade agreements, providing for diagonal 
accumulation of origin, maintaining access to public procurement and regulating state aid and competition 
policies. However it is important to stimulate international corporations and partnerships to enhance towards a 
business oriented of the world, at the regional level as well as in individual countries. 
The recent financial market turmoil, having rather patriotism effects in many western economies. However these 
impacts had two opposite effect to most global firms in western countries concerns. On the one hand the global 
competition in low labour cost and production base has become competitive advantage for most global western 
firms. And ever increasing growth rates and widespread economic liberalization in many developing and 
emerging countries has created rather global competition phenomenon. And on the other, there has been a 
strategic shift of western global corporations as a country of origin specific advantages which having very 
positive effect to the overall sustainability. Also the other there has been increasing challenges of emerging 
global firms from emerging economies. 

However, unstable macro environment and straggling micro development have forced western 
corporations to rethink their strategies. Some western firms have responded by increasing reliance of national 
support and financial help, hoping to benefit from a quick economic recovery and the sale of distressed assets 
that will leave them well positioned to profit from renewed growth in the global market place. Other firms are 
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concerned that their excessive reliance on national and regional advantages has made them highly vulnerable. 
As a result, they have sought to diversify their strategic effort and have attempted to position themselves in 
newly emerging giants India and China, and elsewhere. 

The paper has examined the strategic interplay between governments and firms in developed and 
emerging countries. By systematic analysis the nature of political globalisation of firms from developed 
economies in a variety of industries in order to understand their sustainability in today complex financial market 
turmoil. 

Although firms must pursue market strategies to position themselves in a changing global economy, 
and most global corporations also interact with governments and international organisations to secure policies 
favourable to their business environment. As global corporations are interested in restricted markets and 
securing access for exports and investment, are concerned about interplay between governments, business 
environment, regional polices and globalisation processes among other issues. These interests follow by various 
involvements, in attempting to influence policy outcomes, by working with both their home and host 
governments to implement policy changes. Although, home and host governments have various national 
objectives of their own `vis-à-vis` and foreign corporations business activities. Further to understanding the 
strategies employed by global corporations, this paper intent to shed light on four key questions: Do 
corporations‘ market and "nonmarket" strategies vary more by national origin or by industrial sector? And how 

do different governments within developed countries react to the push and pull from corporations of different 
national stripes? Do national and regional policies have much effect of corporate strategies in globalisation 
process? And how globalisation impact on different national and regional strategic policies for corporations in 
developed countries?  

Our finding on development of business enterprises in developed countries was driven by four key 
factors. First, emerging countries provide examples of both successful transition towards open market economy 
and provides favourable business environment. Second, many emerging corporations (firms) pose relatively 
competitive challenge to foreign corporations. However they have close relation to governments and no 
dominant positions in nationa/, regional markets as well as international markets. Third, most of today‘s 

developed countries corporations (firms) have close ties to governments somehow. As to nature of government-
business relations is particularly intricate in the global market place context. Fourth, the developed countries 
specially US and European (with certain exceptions) have been one of the most active interplay of different 
forms of governance in terms of protectionism.  

This paper also has discussed the analytical framework and theoretical approaches that form the 
foundation of the analysis in our finding and recommendations. Here with main indicators has examined i) the 
nature of macro positional analysis and how market forces, firm competencies, and the nonmarket environment 
influence the business systems at the national, regional, or global level, ii) to micro strategic analysis, consisting 
of a firm‘s choices of market strategy, a transaction cost analysis of organization forms of market penetration, 

and a distributive politics analysis of nonmarket issues. These factors combine to influence the firm‘s integrated 

strategic choice, iii) the implementation of complementary as micro and macro strategies on tactical analysis is 
explored, iv) and finally analyse the global market, international organizational, and nonmarket tactics that firms 
must pursue to succeed with their chosen strategy 
 
Conclusion 
 
Investigating how global firms are performing within a bundle of business systems and institutional change by 
adapting national and international corporate policies. There is strong analytical evidence that global firms are 
benefiting from political globalisation where this new competitive strategies would be a contribution to the 
academic literature in international management and comparative business environment.  
There is also scope for national and regional co-operation in sharing burden of financial crises and assisting 
mainly large global firms that have more significant problems in certain industries. Furthermore, national 
business development and cooperative frameworks police as well as regional task forces has help to individual 
firms with specific problems such as financial support and rescue plans. The role of political globalisation for 
the success both nation`s and firms in achieving high economic growth and as a prerequisite in the process of 
global transparency and integration is in question. Despite ongoing financial crisis which leads slow economic 
development, developed countries have solid competitive advantages, having a well educated workforce and 
(despite varieties) rather skill labour and lean production base. Although current economic crisis is rather 
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complex but recent complementary involvement of state toward competitive advantage of firms are rather 
unpresented which may have long term consequences for global economic development. To achieve the ultimate 
goals, it is of the utmost importance that the developed countries continue to be transparent and cooperate in 
eliminating the most significant obstacles of protectionism both at national and international levels.  
The purpose in this paper is to lay out a direction that might be followed in near future, one that is likely to lead 
to a successful long-term future of global firms without state interference. The main theme is that, in the present 
world system, developing and emerging countries have an unparalleled opportunity to become extremely 
successful participants in the global political and economic integration and that developed countries should 
actively pursue this goal to achieve successful development progress. 
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Abstract 
 
Bottom of the pyramid (BOP) strategies recognise for the first time that global companies can contribute to the 
alleviation of worldwide poverty by adopting non-traditional and mostly non-western models of business 
involvement. It is now widely accepted that poverty and hunger arise not because there are no goods or food, but 
because billion of people lack income to purchase them. It also a common belief that private sector can play a 
significant role in lifting the poor from the margins of the market system. This would require strategic and mindset 
shifts in the thinking of global companies so that they are above to leverage this unique challenges. Successful 
engagement in the untapped market space at the base of the global income pyramid calls for completely new 
capabilities, responsibilities and values. Alliance-building with local and non-traditional partners, promoting bottom-
up solutions and understanding social sustainability are some of these new strategic domains.  The active pursuit of 
social capital acquisition has never been the domain of multi-national companies and therefore it is a significant new 
challenge for managers.  
This paper explores some of the critical challenges of global companies and global managers in their strategic 
engagement at the “Bottom of the Pyramid”. How new approaches of public private partnerships in reformulating 
the profit-performance links, the down-scaling of products or services without compromising their quality and 
integrity, the bridging of the information and infrastructure gap, educating and empowering the poor, together with 
innovations through technological adaptations can be managed through the embracing of new mindsets are analysed. 
 

Introduction 
 
The phrase „Bottom of the Pyramid‟ (BOP) refers to the lowest segment of the global income pyramid where 
about four billion people survive at an income of about US$2 a day. A body of literature initiated by C.K. 
Prahalad has emerged that suggests that multinational companies may find a challenging opportunity of strategic 
revitalisation and high ethical ground by serving this BOP market. (Prahalad and Hart, 2002, Prahalad, 2005, 
Gates, 2008, Vichani and Smith, 2008) A number of interesting successes as well as staggering failures have 
also become well known. These cases of multinational involvement in the BOP market are mostly in the area of 
micro-consumption, collective consumption and reciprocal consumption behaviours at the BOP level.  The 
potential of these low-resources, localised, and diverse markets around the world have a number of underlying 
assumptions. These assumptions include ambitious idea that the poor can learn to manage and become self 
sufficient, and that capitalism can be extended, to adopt an „idealism of inclusion‟ and sharing in a creative way. 
In contrast to the markers at the higher segment of the income pyramids where global strategies are focused on 
consumer demand and competitive tactics, the challenge in the BOP market is to understand the unique social-
cultural, institutional and resource constraints embedded in the context. BOP customers need to be understood 
more as producers and innovators. The companies serving them need to completely reorient their product, 
pricing, packaging and supply chain.  

The „Bottom of the Pyramid‟ concept offers an opportunity for global companies to usher in a new era 
of growth as well as to create a better world. Linking the alleviation of global poverty with strategic shifts is 
now not only being debated in scholarly research but also providing exciting examples of successful corporate 
ventures around the world. Learning to fundamentally reorient the mindset of global managers as well as 
radically changing the business models requires the acquisition and enrichment of new competencies, the 
building of alliances, the mobilisation of resources and new approaches to learning for these companies. 
Obviously the success of the BOP framework depends upon large corporations being able to build capabilities 
for grassroots solutions at the indigenous levels around the world and has profound implications for 
management education. (Rosalie, 2008) 

The key issues involved in the BOP framework are the empowering and enabling of the poor in making 
choices. Four billion people pay a „Poverty Penalty‟ as they need to pay more for everything from water to 

credit. (Mendoza, 2008) Most of the economic life in the BOP markets around the world is controlled by 
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exploitative money lenders. (Patel and Arputham, 2008) Therefore, the exploitative potential of large 
multinationals or national companies is only a moot point. It is the mediating influence of the local 
communities, NGOs and governments, as well as the emboldening of the poor, that can have a countervailing 
effect on the exploitative potential of large corporations. On the other hand, “if more companies follow the lead 

of the most creative organizations in their industry, they will make a huge impact on some of the world‟s worst 

problems to help create a world where no one has to live on a dollar a day or die from a disease we know how to 
prevent.” (Gates, 2008, p3)  In addition, BOP presents new opportunities of private-public collaborations to the 
advantage of each. 

This paper explores the shift needed in managerial mindset in understanding and engaging with the 
BOP market. A strategic framework is proposed for the creation of competencies that lead to sustainable social 
development as well as profitable economic outcomes. The experience of MNC engagement in BOP market 
over the past decade demonstrates how they can learn to leverage and extend their global capabilities. Not only 
do such strategic shifts require innovations in business models, but also in the competencies for learning 
collaboration and the building of multiple alliances. 
 
BOP as an opportunity for value creation 
 
The proposition that global poverty can be alleviated by companies in partnership with national or regional 
governments and a range of NGOs has gained widespread credibility through many successful case examples. 
These examples include the program of „Patrimonio Hoy‟ by the Mexican Company Cemex, Grameen Telecom 

in Bangladesh, kick start in Kenya, alliance of Starbucks with conservation International and Daimler-Chrysler‟s 

Brazilian outreach alliance called POEMA (Poverty and Environment in Amazonia Research and 
Development).  Nestle‟s partnership with poor dairy farmers in India is also an interesting example. The 

balancing of Nestle‟s need for reliability, quality and the exploitative distribution and information system was 

collaboratively and innovatively resolved. The bottlenecks of the current distribution system was overcome by 
supplying the rural and mostly BOP farmers with equipments and other materials needed to deliver quality milk. 
In addition, Nestle provided training to farmers. Since its initiation in 1961, Moga project has now grown to 
cover about one hundred thousand farmers. 

The idea of helping the poor of the world while ensuring corporate innovation, growth and profitability 
speaks to a completely new way of viewing corporate globalisation strategies. The widely quoted BOP figures 
of four billion people with per capita income below US $2,000 a year or $2.00 per day (Prahalad and Hart, 
2002) represents a large portion of the global population. Engagement in this market cannot be contemplated 
with a „globally standardised‟ strategic mindset. BOP engagement involves managing substantial diversity in 

technical and economic infrastructure and cultural differences. Though the BOP market is predominantly non-
urban and spread through Asia, Africa and Latin America, it may also exist even in the most economically 
advanced countries. BOP is not a homogenous segment, and the particular model that would work best in 
different regions and cultural contexts is a significant challenge. (Latelier, Flores and Spinoza, 2003) 

A number of researchers have undertaken comprehensive and in-depth quantitative studies of BOP 
spending on consumption (Viswanathan, 2007, Hammond, Kramer, Kraz, Tran and Walker, 2007). These 
studies categorise the consumer spending in various sectors as presented in Table 1 below. 

 
TABLE 1: CONSUMERS SPENDING PATTERN OF BOP 

Source: Modified and adapted from the available data of World Resources Institute, 2007. 

BOP Sectors 
Consumer Expenditure 

(%) Nature of the Market 

Food 58 National/Local 

Energy 9 Government 

Housing 7 Local 

Transportation 4 Government/Private 

Health 3 Government/Private 
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BOP Sectors 
Consumer Expenditure 

(%) 
Nature of the Market 

Finance and IT 
Information 

1 Bank Private 

Water 0.4 Government/Private 

Education 3 Government/Private 

Clothing 2 Private 

Others 12.6 Private 

 
Subrahmanyam and Gomez-Arias developed a detailed set of fifteen categories based on a study of the 

consumption patterns in the BOP market. These fifteen categories are Food and Nutrition, Energy, Housing, 
Water/Sanitation, Transportation, Health Services, Finance, Education, Information-related, Personal 
care/hygiene, Clothing, Negative Goods (for example tobacco), Cultural/Sports, and Durable items. 
(Subrahmanyam and Gomez-Arias, 2008) An example of how the BOP market may respond to innovative 
consumption is the Columbian energy company, Codensa. Legislative restrictions prevented Codensa from 
exceeding 25% of the company‟s electricity market and it needed to come up with an innovative solution. The 
company launched an easy credit card that would enable their current energy customers to buy useful electrical 
appliances with repayments to be paid through the monthly electric bills. A partnership with global electrical 
goods manufacturers in redesigning their products was also useful. (Martinez and Carbonell, 2007) Another 
example of the BOP intervention may be the example of the Honda Motor Company in India. Honda in India 
organised its BOP segment customers into groups of twenty people in buying generators at US$400.00. Each 
member of this group was required to make a payment of US$20.00 each month into a common pool for twenty 
months. A lottery system ensured that each group member had an equitable turn in the use of the generator for 
their agricultural and other purposes.  

It has to be understood that the emergent concepts of BOP do not consider a new, challenging and 
unexplored customer base where innovative products and services are delivered at the end of a value chain, but 
as a process where large corporations integrate this segment to learn cooperative value creation. For example, 
“Nestle engineered a parallel distribution system that corrected defects in the existing channel. It offered to pay 

for product at higher than currently available market rates. Adding value, it arranged to supply farmers with the 
supplies and materials needed to work at lower than market rates. The company also provided training that aided 
farmers in increasing their milk yields.” (Wood, Pitta, Franzak, 2008, p. 421) This idea of dual value creation 

for MNCs included enriching the BOP customers as producers and not merely as customers, and assisting poor 
producers to meet local or global quality standards, as well as training them. This convergence of „doing well‟ 

and „doing good‟ brought about through the BOP framework can only be continued when the managerial 
mindset has undergone a quantum shift to the view that sustainable measures lead to positive social impacts. By 
means of the employment of resources and competencies in up skilling, and including them in value creation, a 
significant contribution to social good can be achieved. 

Prahalad has been arguing that the traditional “four P model” has been inadequate in the creation of a 

sustainable society and needs to be replaced by the creation of buying power among the bottom tier consumers 
in a way that allows poverty alleviation, sustainability and infrastructural amenities in creating positive 
influences of social development. Prahalad strongly advocates moving away from four „Ps‟ and embracing the 

four „As‟ - Affordability, Accessibility, Awareness and Availability (Prahalad, 2005). 
Prahalad‟s BOP model envisages a “Four A” framework as opposed to the traditional “Four P” 

marketing gospel. These new challenges are „Affordability, Acceptability, Availability and Awareness. The 
impact of these elements on BOP may be summarised as follows.   

Affordability: The basic character of the BOP market is the low disposable income of the consumers 
and their high sensitivity to price, „single-use‟ packaging or collaborative purchasing schemes. Table 2 shows 
the 2008 unit price of Unilever‟s consumer goods in Indonesia. 
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TABLE 2: PRICE OF UNILEVER INDONESIA‟S CONSUMER GOODS JAKARTA 
SOURCE: STORE VISIT. 

Product  Brand  Size  Price (in Rupiah) Price (in US Dollar) 

Shampoo Sunsilk 12 sachets Rp 4025 $0.40 

Soap  Lux 90g Rp 2150 $0.23 

Soap Lifebuoy 85g Rp 1915 $0.20 

Toothpaste Pepsodent 75g Rp 2590 $0.27 

 
One of the more successful examples of understanding the „Affordability‟ issue was the establishment 

of „Patrimonio hoy‟ program in Mexico‟s CEMEX Company. This program allowed customers to buy cement 
through innovative credit and installments. 

Acceptability: This critical challenge reflects true „bottom up‟ contextual understanding. It is essential 

that the managerial strategic mindset is reoriented in the practice of deep listening and collaborative 
development. An example of how women‟s self-esteem and „bounded indulgence‟ in the BOP market was 

leveraged by Hindustan Lever may be relevant. The local cultural practice of using a single soap for both body 
and hair instead of using cheaper and harsh products led them to launch a very successful BOP product called 
“Breeze 2-in-1”. (Wood, Pitta and Franzak, 2008) 

Availability: This challenge of establishing the distribution system is the key foundation of BOP. 
Economic, geographical technological, cultural or political isolation often can be viewed as strong market 
participation barriers. Prahalad contended that information inadequacy often forced the local operators to work 
within the span of „bounded rationality‟. In spite of great process in the area of communication and connectivity, 

half of the world‟s population have yet to make a single telephone call. The example of NGOs in the provision 

of small scale energy solutions was specially commended by Bill Gates. (Gates, 2008) 
Recent research has suggested lowering the cost of distribution, reinventing the distribution channel 

and taking the long-term view of investing for the future as the creative market-based alternatives in enhancing 
availability. (Vachani and Smith, 2008) How a very simple mindset reorientation at Smart Communications in 
the Philippines overcame the availability barrier may be an interesting example. Recognition that the 
replacement of prepaid telephone cards by an „over-the-air‟ payment system can open up the new BOP market 
led to the minimisation of physical distribution costs and extended “availability” beyond the physical location 

and regular store hours. (Anderson and Billou, 2007) 
Awareness: Consumer education and product innovation on a global BOP scale can be shaped by 

global companies. An example could be the formidable attempt to encourage people who formerly ate „white 

rice‟ to change to „brown golden rice‟, which had vitamin „A‟ added to it, in a project to combat childhood 
blindness amongst the rural poor. Innovation in electricity, water, refrigeration, telephone, health services are all 
areas where significant contributions can be made for profit by the private sector. Unilever Indonesia‟s efforts in 
the promotion of „Black Soy Bean‟ not only ensured its brand visibility, but also ensured health awareness in 

Indonesia. (Hart, 2007) 
It is important to understand that traditional advertisement methods are usually inappropriate in 

extending product or service awareness. An example of how unusual methods in brand building in rural BOP 
areas can be achieved was demonstrated by Hindustan Lever in India. The company tapped into the Indian 
culture of love for music, drama, and village-level performing arts. Local magicians, singers, dancers and other 
performers were employed in the extension of the awareness of their products. 
Aligning business, earth and humanity 
 
In his recent book titled, „Capitalism at the Crossroads‟, Hart calls on global companies to radically reorient 
their conception of globalisation and strategy. He asserted that MNC‟s new focus at the base of global income 

pyramid can not only lift billions of people out of poverty and desperation but can also establish the creative 
alignment of Business, Earth and Humanity (Hart, 2007). The potential of the low-resourced and disorganised 
market of four billion people with per-capita equivalent purchasing power less than US$2,000 per year living 
mostly in rural areas or urban slums was explored by Hart and Prahalad as the „Bottom of the Pyramid‟ (BOP) 
market (Hart and Prahalad, 2002).  With earnings less than US $2 a day, it was not surprising that this particular 
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market was ignored as a profitable market space for MNCs. However, it has been pointed out, “The spending 

power of Brazil‟s poorest 25 million households amounts to $73 billion per annum, while China‟s poor residents 

account for 286 million households with a combined annual income of $691 billion. India has 171 million low-
income households with a combined $378 billion in income. But the success of multi-national corporations in 
penetrating those low-income segments has been limited at best, with most companies based in the developed 
world choosing to focus on the middle and upper income segments of the developing world.” (Anderson and 

Billou, 2007, p 14) 
In spite of this, a number of strategies arising out of the 4P framework have been successful in 

redesigning and adapting products for the BOP market. For example, washing machines designed for the top of 
the Pyramid by Haier were able to be re-engineered to be useful as vegetable washers and cheese makers in 
China. (Anderson and Billou, 2007) Other examples include „Nirma‟ washing powder, Danone‟s yogurt, and 
HP‟s South African „i-community‟. The alignment of the BOP market in uplifting poverty requires the framing 
of a new network of stakeholders. There is a need to learn from the BOP entrepreneurs in developing innovative 
products, pricing, promotion and distribution strategies. Nielson and Samia (2008) suggested attention to a 
number of essential elements in preparing an organisation for successful BOP engagement. These essential 
elements include an emphasis on economic opportunity, income generation, human capability building, and 
community development. Wang (2000) argued that private public partnership needed strong community 
support, stability of the political context as well as a regulatory framework which is followed and enforced. 
Government, bureaucracies are increasingly finding „for-profit‟ sector attractive as it brings market level 

innovations and administration efficiencies. It is also evident that these many NGO‟s whose motives in 

partnering with the „for-profit‟ may have doubtful reasons as in a number of countries local NGO‟s are 
established by political interest in accessing funding from the state or multilateral agencies. 

Actors in the BOP arena may include individual entrepreneurs, employee and enterprise partners, small 
businesses, national firms, NGOs and multinational firms. The challenge of moving away from the traditional 
underpinnings of capitalism to a creative and inclusive capitalism needs a mindset change. The one way transfer 
of low-cost imports into developing countries or the use of „outsourcing‟ for a cheap talent pool cannot be the 
content of true globalisation, as serving the poor presents the most complex of business operations and this 
inevitably requires a quantum shift in strategic mindset as well as the competencies of global managers. (Hart 
and Sharma, 2009) 
 
Multinational companies and the bottom of the pyramid 
 
The emerging role of multinational companies in markets where marginalized poor can participate either as 
consumers or as producers can be of considerable momentum in achieving global poverty alleviation. As 
consumers poor pay the poverty penalty in terms of quality, price, non-access, and socio-economic burden. As 
producers, they encounter this penalty in terms of low-pay, asymmetric information and a number of other 
obstacles. This advantage of the poor in terms of poverty premium (the ratio of the price of a product or service 
that the poor need to pay as compared to the non poor) have been illustrated in various market areas like health 
services, education, water, telephone, credit as well as basic products such as rice, wheat or meat. (Prahalad and 
Hamond, 2002). In an empirical research in this area of the disadvantage of the tier 4 poor in the market 
participation initiatives, Mendoza contended that poverty penalty index (PPI) can act as an indicator of where 
the needs of the poor are more critical. He suggested, “Based on the data collected to calculate poverty 

premiums across different markets and countries, it might also be possible to develop consolidated country level 
indicators of the price related aspect of the poverty penalty. One potential approach would be to construct a 
poverty penalty index (PPI) which could be used to track trends in the poverty penalty premiums in certain 
markets over time and across boundaries. It could also serve as a bell weather indicator of how inclusive these 
markets are (or could be) in different parts of the world.” (Mendoza, 2008) 

As the context of corporate Imperialism becomes an urgent global issue and leaders around the world 
attempt to find a harmonious response to an unprecedented global economic meltdown, multinational 
corporations need to play their part more imaginatively. Linkages, costs of market building, product policy, 
design and packaging, supply-chain, distributions system and many other fundamental are a pre-requisite for 
success. Strategic platforms of acquiring and building new resources, techniques, capabilities and forging a 
multitude of local partnerships are the primary pre-requisites of this new challenge. Establishing meaningful 
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relationships between economic returns and social development of the market is of paramount importance. 
(Hahn, 2008; Perez-Alemand and Sandilands, 2008) 

The core beliefs and assumptions about the tier four customers and markets can change as the 
innovations and business designs are allowed to blossom in a centripetal direction rather the traditional 
centrifugal imperial mindsets. The typical separation of production and consumption are not relevant to the BOP 
context. Understanding of the market needs, possibilities of payment, potential partners is essential. The degree 
of micro-credit access and the developmental potential in people‟s standard of living can guide the global 

managers in their approaches to BOP markets. (Landrum, 2007) 
Learning to conceptualise challenges in a new light may come from this new thinking. Investments in a 

business ecosystem, contributing to market space creation, collaborations with stakeholders like government, 
NGOs as well as other MNCs, are critical to success. The creation of enabled consumer bases through increased 
access to credit and income generation, understanding local needs through innovation of sustainable products 
and facilitating two way distribution systems where suppliers and customers work in tandem, are also crucial. 
The critical issue of the price-performance lies in innovative distribution and supply-chain arrangements where 
alleviating poverty becomes the main goal. Views on quality are understood in terms of durability and 
operational capability even in hostile geographic, climate or other conditions. Profitability is measured not only 
by margins and volume but also by sustainable social development. It needs to be understood that operating in 
the lowest income segment (or BOP) is much more complex than serving the high income segments. Three key 
platform shifts are needed by MNCs in making their BOP engagement a success and are represented in figure 1. 
The critical focus on mindset and competency re-orientation leads to the leverage and arbitrage “dividend” 

which in turn has the potential to make a significant global dent on poverty, unsustainability and greed-based 
corporate strategies.  

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

FIG. 1: MNC STATEGIC PLATFORM SHIFT FOR BOP MARKET 
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does not apply in the BOP market. (London and Hart, 2004) Bartlett and Ghoshal‟s transnational model relies on 

the existing product, process, technology and other related metrics with the ability to adapt these elements to 
various local environments. (Bartlett and Ghoshal, 1989) This “top-down” strategic approach is not relevant in 

the BOP space as success in the BOP market is dependent on “Bottom-up” learning where sharing existing 

knowledge without grass roots learning would prohibit true absorption of context-specific information and 
knowledge. “This capability is also substantially different from the ability to leverage worldwide learning, 

which assumes that the appropriate knowledge already exists within the firm.” (London and Hart, 2004 p 366) 
The initial idea of buyer power creation was conceptualised around grassroots cooperatives and micro 

credit. A number of initiatives around the provision of small loans to get the disadvantaged out of poverty and in 
many instances to make them accept entrepreneurial responsibilities were central considerations. In recent times, 
four areas of attention for global companies and global managers have emerged in this area. They are firstly, the 
unearthing of the real needs of customers‟ deep contextual probing of the underlying issues of poverty and 
converting that understanding to the superior global- scale innovative processes of a multinational company. 
Secondly, achieving a sustainable business model by designing products and particularly packaging to minimise 
their ecological impact. Thirdly, e-inclusion, whereby technology is used to achieve subterranean goals to 
improve BOP‟s access to both social and economic opportunities. The South African HP i-community initiative 
is such as example. Fourthly, and most importantly, the role of global companies in the BOP market is 
increasingly seen in terms of their ability to co-create a leading partnership platform. This involves bringing 
together government, local community, local and international NGOs and political actors. Strong interests and 
commitments from all these parties are the best guarantee of long-term BOP performance. This aligning of 
interests offers protection from the risks associated with each stakeholder‟s narrow goals and information 
inadequacy. In short, BOP value creation can only be achieved when all the stakeholders are aligned and their 
complementary skills and resources are mobilised. (Rondinelli and London, 2003) 

Jaipur Rugs, an Indian BOP company in the state of Rajasthan, was cited as an example by Prahalad in 
explaining how „Value Adding‟ can occur through BOP‟s integration into global supply chains. “They receive 

wool from as far as Australia, New Zealand, China and Argentina. It is then blended with wool from Rajasthan 
in India. 40,000 women in rural India create classical and contemporary handmade carpets that are then sold in 
United States. This is the ultimate global supply chain, where the poor are woven into the supply chain.” 

(Gouillart, 2008, p 227) 
The emergence of Grameen Phone and Grameen Telecom in 1997 in Bangladesh through a joint 

venture between Grameen Bank of Bangladesh and Norwegian telecommunications company Telenor was a 
staggering example of value-creation at the grass roots level. While Grameen Telecom was set up with an 
objective of providing an administrative interface to Grameen Bank, Grameen Phone adopted the strategic 
objective of social business. In 2009, Grameen Phone is one of the largest private companies in Bangladesh and 
possibly the largest private taxpayer in the country. (Seelos and Mair, 2007; Prahalad and Lieberthal, 2003) 
 
Is BOP a mirage? 
 
A number of critics have argued that BOP is more of a theoretical hype than a reality as the severely constrained 
low income base cannot make any product or service viable except some basic survival products. In contrast, 
optimists contend that the BOP model presents a real road map for poverty alleviation through the extension of 
creative capitalism at the grassroots. A number of case studies have demonstrated that the generation of a new 
group of micro-producers, micro-producers, micro-consumers and micro-innovators can at least signal a global 
move to bridge the poverty gap. (Mendoza and Thelen, 2008) 

One powerful critic of this BOP concept described it as at best a „harmless illusion‟, and at worst a 

„dangerous delusion‟. He criticised multinationals for attempting to view the poor as „potential customers‟ rather 

than productive partners. He contends, “The private sector can help alleviate poverty by focussing on the poor as 
producers. One way to do this is to make markets more efficient such that the poor capture more of the value of 
their outputs. Certainly the best way for the private forms to help eradicate poverty is to invest in upgrading the 
skills and productivity of the poor and to help create more employment opportunities for them.” (Karnani, 2007, 

p 109) This can only be achieved through a process of true embedding of a multinational to the local context.  
As Hart suggests, “competitive advantage based upon a deep understanding of and integration with the 

local environment companies earn it by creating a web of trusted connections with a diversity of organisation 
and building on the available social infrastructure.” (Hart, 2007, p 220). For a multinational company, the 
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mirage can become reality if global managers are able to understand the limitations in the environmental 
infrastructure and institutional support base, such as the existence of distribution networks or the rule of law, 
and creatively craft strategies that build, extend and enrich the indigenous capabilities and resources. 
(Varadarajan, 2009) 
The BOP protocol project launched in 2003 by Cornell University and a number of multinational corporations 
crafted a radically new business process as a special kind of research and development. “As with traditional 

R&D, the potential for innovation is greatest when the initiative is supported by patient capital, has full license 
to experiment outside of the current corporate modus operandi, and is evaluated against long term milestone that 
emphasize learning.” (BOP Protocol, 2009, p 13) 

The framework presented in Figure 2 explores the reshaping of the managerial landscape needed for 
BOP engagements by multinationals. The key here is the search for the ways and means of indigenous 
embeddings. As the extending of the strategic scope, development of new models and enrichment of the 
corporate purse open up a new hope for the marginalised people at the bottom of the pyramid. 
 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

FIG. 2: EMBEDDING A GLOBAL COMPANY TO A GLOBAL CONTEXT 

 
Figures 1 and 2 highlight the need for a paradigm shift from the „top-down‟ approach endemic in large 
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incorporate the notion of breakthrough models of sustainable development into its core strategy, as it cost 
products, programmes and people in pursuit of business-as-usual quarterly profits. The introduction of the HP 
multi-user 441 was a prominent example of genuine breakthrough in sustainable development, yielding 
environmental and social benefits, and marked a brief success in the HP – i-community story, before it was 
pulled from the market as a threat to entrenched corporate interests.” (McFalls, 2007, p 95-96) 
 
Conclusion 
 
The United Nations Millennium Development Goals of 2015 have been actively co-opting the leadership role of 
major multinational corporations in promoting a more equitable world. The opportunities of social partnerships 
and private-public collaborations are some of the new areas through which Millennium goals can create exciting 
possibilities. The models presented in this paper highlight the need for the building of social capital as a 
prerequisite of BOP success. The richness of this capital allows the essential precondition of „Bottom-up-
learning‟ in innovating at the grass roots levels. As has been pointed out earlier, multinationals like Unilever and 
P&G have demonstrated their willingness to commit to social embeddings in countries like Vietnam and India 
and to perform quite well in the market. In contrast, the global agricultural giant Monsanto was unable to 
understand the value of locality and embeddness in its business model and therefore failed. Monsanta‟s strategic 

platform did not have sufficient mindset reorientation to understand the main theme. Though there is debate on 
the speed, efficiency, and approaches that the private sector can adopt in poverty alleviation, there is certainly 
less agreement that global companies can indeed become active partners in poverty alleviation. 

It has to be understood that the role of global companies in the BOP context can only be of relevance 
when other stakeholders have the ability and conviction of performing at their peak levels. The synergy with the 
competency and commitment of co-actors and especially local and national governments is critical to its 
success. The provision of basic education, healthcare, infrastructure and public security are preconditions for the 
BOP idea to be of any significance. In spite of a wide discussion on the rise of micro-entrepreneurship in 
Mumbai‟s slum areas, the BOP market potential is limited by a very limited availability of education, healthcare 
and infrastructure. It is reported that there is only one toilet facility for about 800 people. The presence of such 
basic human services and a clear and powerful „human value‟ watch by NGOs are prerequisites for the 
generation of employability and productivity at the BOP level. 

The role of large corporations and the new generation of global managers in BOP kindle a new 
possibility of a dramatic increase in living standards of four billion people on earth. Appropriate strategic effort 
of intensity comparable to the upper income segments is needed to grasp the hopes, fears, aspirations and doubts 
associated with such transformative goals. This subject is going to become increasingly dominant in 
Management education and needs more thoughtful and vigorous scholarly attention. 
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Abstract 
 
A particular continuing issue for the governments of Australia is the perpetual unemployment of Indigenous 
Aboriginals in remote communities, and the associated socioeconomic disadvantages suffered by these people. Whilst 
the employment rate can be expressed as a number, the persistent low level of participation in the labour market 
manifests as poor education status, cultural discrimination, and a raft of social issues. These social features exhibit as 
a range of health issues, high incarceration rates, high levels of poverty, and poor learning standards compared to 
non indigenous people. This paper recognises a number of these features and reports an education vocation initiative 
that is being conducted in a remote region of Australia, and delineates outcomes of the programme in terms of 
pathways to meaningful jobs. The findings are discussed to illustrate the differing predictors for securing 
employment in remote Australian communities between Indigenous and non Indigenous Australians.  
 

Introduction  
 
There is widespread evidence attesting that Indigenous Australians experience substantial labour market 
disadvantage relative to non Indigenous people. For instance, Daly and Smith (1999) conducted a study into the 
socioeconomic characteristics of Australian sole parents (Indigenous and non Indigenous), their work 
opportunities and welfare dependency. The authors found that sole parent families constituted 34 per cent of 
Indigenous families, compared to non Indigenous families representing 18 per cent of Australian families with 
children. Moreover, Indigenous sole parents were younger; they had lower educational status, were less likely to 
be employed, and had more children to support than other Australian sole parent families. Later, Gray and 
Hunter (2002) presented a comparative review of the labour force participation of Indigenous and non 
Indigenous Australians for the period 1981 to 1996. Expectedly, this quantity of longitudinal data provided an 
excessive number of observations, which the authors endeavoured to summarise as “… the determinants of 

labour force status differ between the Indigenous and non Indigenous populations …” (Gray and Hunter: p. 
319). In fact, there has been a constant stream of literature since the early 1990s relating the vulnerability of 
Indigenous Australians to obtain mainstream jobs, their reliance on welfare, and the disadvantages they 
experience in addition to lower levels of 1) employment, 2) income, and 3) labour force participation rates 
(Taylor and Hunter, 1997; Altman, Gray and Sanders, 2000, Altman, Biddle and Hunter, 2005).  

In addition to being persistently unemployed in mainstream work, Indigenous people in remote 
communities are amongst the nation‟s most educationally disadvantaged. Compelling evidence was presented 
by Bradley et al. (2007) from their study of all Queensland primary school children who were enrolled in 2001. 
Overall, these results revealed that Indigenous students at the age of 12 years had substantially lower numeracy 
and literacy competencies than non Indigenous students of the same age. Furthermore, Indigenous students in 
remote areas of the State generally, had worse outcomes. And strong support was provided by Hughes (2008) 
who scathingly attacked the Northern Territory education system, claiming that there has been a failure to teach 
basic skills, and particularly to Aboriginal children. Of particular relevance to this manuscript are her comments 
about the Nhulunbuy primary school.  

An absence of a history of paid work and a low educational status often manifests as multiple problems 
for Indigenous people in remote regions. Often Australian Aboriginals are likely to experience cultural 
discrimination, are considered as lazy, untrustworthy, and unreliable (Borland and Hunter, 2000; Gray and 
Hunter, 2002). And a lack of income has been linked with poverty (McGrath, Armstrong and Marinova, 2006), 
and a lower quality health in remote Aboriginal communities (Mak and Straton, 1997; Tsey, 1997; Rowley, et 
al. 2000 ;). Recognition of other complications, such as higher incarceration rates, greater mortality rates, and 
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trends of increasing cardiovascular diseases among Indigenous Australians (compared to non Indigenous 
people), may have triggered the introduction of the Community Development Employment Projects (CDEP) 
that allow Indigenous people to work for the „dole‟ (unemployment benefits) on a continuing basis.  

This paper broadly explores the relativity of socioeconomic elements within an educational vocational 
programme (EVP) for Aboriginal Australians. Specifically is delineated how these social elements are endorsed 
in the programme with Yolungu, who are the Indigenous inhabitants of Arnhem Land of the Northern Territory 
of Australia. The EVP is conducted by personnel of Rio Tinto Alcan, a multinational mining corporation, which 
operates the largest alumina refinery in the southern hemisphere, at Nhulunbuy.  
 
Aboriginal employability – myth and reality  
 
The pastoral industry and mining operations are two activities that have potential to provide mainstream work 
for Aboriginal people in remote areas. While the pastoral industry initially, effectively restricted the movement 
of Aboriginal people, and the involved Church and Mission provided job skilling and education facilities 
(Smith, 2006), advances in technology (e.g., mustering helicopters, motor vehicles) have led to reductions in job 
opportunities. Also, by the late 1960s mass unemployment began to emerge in the pastoral industry with 
escalating labour costs. Thus, mining, which was always at the forefront of providing jobs in the interior of 
Australia, has been identified as a source of greater Indigenous representation (Barker, 2006). However, an 
assumption that Indigenous people will acquire greater personal wealth as workforce members, as lessees of 
mining tenements, or from employment in auxiliary businesses attracts further investigation.  

A perpetual myth is that Aboriginal people will be readily employed in useful mainstream jobs in 
mining ventures. The reality is that few have the necessary educational attributes (numeracy and English 
literacy) to be engaged and rapidly trained in relevant skills so they can begin work. There is compelling 
evidence (Tripcony, 2000; Bradley, et al. 2007;) that in spite of attending post secondary education institutions 
for several years some 80 per cent of Adult Aboriginals of the northern regions of Australia have numeracy and 
literacy levels little better than normal grade two primary school children. Furthermore, Hughes (2008: p. 9) 
claims that mainstream high schools of the Northern Territory are graduating Aboriginal students “… with 

„dumbed down‟ Certificates of Education …” She then advances the 2006 Australian Census which revealed 
that a high proportion of some 50, 000 Aboriginals in the Northern Territory, who are within commuting 
distance of jobs, remain unemployed. The link between poor educational status and a low participation in the 
labour market has been previously reported for cohorts of Indigenous Australians (Henderson, 1975: Daly and 
Smith, 1998; Gray and Hunter, 2002 ;).  

Expectedly, knowledge about Aboriginal educational prowess has led to intense screening of Yolungu, 
who have presented for involvement in the EVP.. For instance, the second programme of 2008 required a 
nominal 15 participants from the 160 adult Yolungu who presented, and from these a nominal 25 were chosen 
for further assessment. Those Yolungu who were excused at the initial screening exhibited attributes of 
substance abuse, alcohol dependency and extremely low numeracy and English competencies (i.e., could not do 
elementary calculations, did not know the alphabet, could not read relatively simple words such as „stop‟). In 

fact, few of the rejected Yolungu could do little more than write their name, and most, while fluent in a local 
language, could only speak in what Hughes (2008) identifies as „ Aboriginal English‟. Clearly, only a small 

number of the Yolungu were ready to begin work related training so they could work at the refinery or the mine 
site. Even the 17 who were eventually chosen as the intake of the second EVP were required to engage in 
numeracy and literacy classes in preparation for work related skill training.  

There is every possibility that the poor formal education status of the Yolungu is underpinned by 1) a 
reluctance to learn, 2) unsuitable pedagogy, or 3) unfavourable learning contexts. For instance, overcrowding 
from Indigenous intergenerational living (of extended families) in relatively small dwellings may have 
dysfunctional effects on student learning processes. The limited opportunity to learn in noisy home 
environments, and likely sleep deprivation may be reflected as poor grades, and inattentiveness in the 
classroom. Thus, comments from participants of the EVP were that they found the day classes distasteful, and 
some withdrew to „safer‟ natural contexts. But there are even other cultural „pull‟ factors, which may discourage 

investment in learning knowledge that is essential for mainstream work.  
Successive Australian governments have endeavoured to formulate workable policies for Indigenous 

Australian affairs. Initially, there was the policy of assimilation, which provided the right of Aboriginal people 
to participate in the political and civic processes of the State on condition of adopting the culture of „settler 
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Australia‟. This policy was replaced in 1972 by the concept of „self determination‟, only to be reframed by the 
Howard government in 2004 as „shared responsibility‟ agreements. While these new arrangements attract public 
debate and commentary, they do not provide guidance for striving for the equality of outcomes for Aboriginal 
people. Nevertheless, they have limited power for generating helpful strategies for designing a practical 
operating EVP. Greater potential is likely to be found by revisiting the cultural underpinnings of Australian 
Aboriginals.  

Australian Aborigines have always been tribal hunter gatherers. The Yolungu people of Arnhem Land 
subscribe to these ideals and are identified by their clan. Jon Altman (2002) expressed this position when he 
wrote, “Indigenous people whose cultural and economic circumstances are very different from the dominant 

society‟s, those people residing on Aboriginal-owned land in the remotest parts of Australia and engaged in a 
fundamentally different customary economy.” (Altman, 2002: p. 35). And later in 2003 (Altman, 2003) when he 
identifies the tension between current Australian government policies and the aspirations of Indigenous people 
to manage their country. From these notions at least two salient culturally related dimensions can be identified, 
1) familial forces and 2) a concern for wellbeing and healthy sustainable landscapes. The first dimension can be 
integrated into the design of the EVP, and the second dimension is likely to be an indicator of the success of the 
EVP.  
 
The ALERT programme 
 
The EVP, which has been installed by Rio Tinto Alcan at Nhulunbuy, is identified as the Arnhem Learning 
Education and Regional Training (ALERT) scheme. There are four main stages of ALERT, which has a 
potential to exceed three years. The first stage is an induction period of one week, and the second stage is 
termed „Work Prep‟, which is conducted for four days a week for 12 weeks. The third stage of ALERT is for 
four days a week, and this stage, which is labelled „Work Ready‟, can proceed for 29 months. On the completion 

of this stage the participant is employed in a meaningful mainstream job. In reality the employee can be engaged 
in work after nine months and the residual part of the third stage can be completed as accelerated literacy and 
numeracy classes. These classes are conducted at the ALERT training centre at an equivalence of one half day a 
week (one hour each morning four days a week) before commencing work at the mine site or the refinery.  

Participants of the ALERT Programme are drawn from Aboriginal communities outside the town on 
Nhulunbuy. Some come from the town of Yirrkala (about 600 inhabitants), which is some 20km south east of 
Nhulunbuy. Other participants live in the three hamlets of Galan (Gälaru – East Woody Beach), Galupa (Billy‟s 

Camp) or Ganangara (Drimmie Peninsula – Ski Beach). These three hamlets are on the periphery of the Rio 
Tinto Alcan refinery, which is some 12 km west of the town of Nhulunbuy. All locations are shown on Figure 1. 
Each morning the participants are conveyed to the ALERT training culture (which is on the southern boundary 
of the town) by bus, and are returned to their home by bus after the day classes.  
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FIG. 1: THE CONTEXT OF THE ALERT PROGRAMME 

The ALERT participants are chosen when they successfully complete a comprehensive and rigorous 
selection procedure. This selection process has three main phases. Initially, potential participants complete an 
application form to provide the vital details of name, date of birth, clan, age, gender, shoe size, formal education 
background and any relevant work experience; and the nomination of two Referees who cannot be members of 
their clan. Subsequently, these Referees are interviewed by Rio Tinto Alcan personnel who will be delivering 
the ALERT programme. This activity gives an opportunity to obtain rich information about the applicant. And 
the application is invited to undertake some activities that give a rudimentary indication of how well the 
candidate might profit from attending the ALERT scheme. Consequently, this first phase of the selection 
process enables unsuitable applicants to be identified, and subsequently, rejected. The second phase of the 
selection process is undertaken when the fewer remaining Yolungu are invited to complete a Discovery Session 
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(Pearson and Daff, 2008). A primary function of this session is to discover the scope of 18 aptitudes that are 
possessed by each applicant, when they endeavour to resolve six puzzles. The obtained measurements, that are 
made by observing the behaviours of the applicants when they endeavour to resolve these puzzles enables 
estimates to be made about how well the applicant might develop work relevant competencies by attending the 
ALERT programme. From the scores of the Discovery Session, and other earlier judgements that were made 
from the Referees‟ comments as well as meeting the candidate, a ranked short list of potential candidates is 
generated. In the third phase of the selection process the candidate is examined by a medical practitioner. Those 
candidates who have severe health problems, exhibit alcohol dependence or reveal afflictions of substance 
abuse, are unaccepted. The objective is to obtain 15 candidates for the annual ALERT programme. The chosen 
applicants are termed ALERT trainees. Each of these ALERT trainees is then invited to complete an „ALERT 

Family Contract‟ together with a family member. This document is relatively short (less than an A4 page), but is 
comprehensive. Items that the trainee and the family member must consider are home life, daily attendance to 
the ALERT programme and non involvement with substance abuse. The contract also contains an invitation for 
family members or extended family members to attend ALERT if and when they wish to demonstrate support 
for the trainee or express interest in their welfare.  
 
Results  
 
Table I shows the achievements of the initial two ALERT programmes. Specifically, the content of Table I 
identifies the numbers of candidates who are engaged in mainstream jobs. The detail also reveals the numbers of 
candidates who did not complete the ALERT programme, but this information is particularly helpful for 
generating strategies for future EVPs. For instance, the 2008 programme was successful in that four female 
applicants were engaged, but three of them had to withdraw to become child carers for their families. Clearly, if 
women are to become educated in an EVP, greater support will need to be given by the Aboriginal community 
groups to enable them to complete their education. And the male candidates who withdrew were required to 
fulfil responsible roles in Indigenous ceremonies, cultural events and festivals. Thus, more flexible industrial 
relations measures will need to be created to give greater flexibility to balance cultural and vocational priorities.  

 

TABLE 1: OUTCOMES OF THE FIRST TWO ALERT PROGRAMMES 

ALERT Vocational Pathway 
 

#1 
 

2007 
 
 
 
 
 
 
 
 
 

 
Total 

 
4 candidates working for Rio Tinto Alcan  
 
6 candidates working for the East Arnhem Shire 
 
3 candidates working on Gumatj cattle property and the timber mill.  

 
Note: A total of 7 of the candidates graduate with Certificate I in 
Resources and Infrastructure Operations. 

 
1 candidate terminated 
 
1 candidate deceased 
_ 
15 

 
# 2 

 
2008 

 
 
 

 
6 candidates working for Rio Tinto Alcan 
 
2 candidates working for the East Arnhem Shire 
 
9 candidates withdrew 
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Total 

Notes:  
a. There were 3 females who were required by the clan to be family 

child carers. 
b. The other 6 males were frequently absent attending ceremonies 

and other cultural events. 
_ 
17 

 
A most important outcome of the two ALERT programmes is that nearly 70 per cent of the participants 

have become engaged in mainstream work. In particular eight of the graduates have chosen to work on CDEPs 
with the East Arnhem Shire as this work arrangement allows for work flexibility to more readily attend cultural 
events, festivals, and to go hunting. And one of these Yolungu has acquired a mechanical traineeship, which is a 
pathway to a Trade qualification. A further three Yolungu have chosen to work at the Gumatj cattle property, 
where recently the Traditional Owners have formed a partnership with Forestry Tasmania to mill timber. It is 
likely that these three Yolungu chose their vocation site as it provides opportunity to live on remote traditional 
lands and be involved in the resuscitation of a customary economy that is based on the exploitation of renewal 
resources.  

A salient feature of Table I is given by the 10 ALERT graduates who decided to work for Rio Tinto 
Alcan. In the first instance these Yolungu have chosen to work in more restrictive regimes that do not permit 
flexibility to attend festivals, ceremonies or other cultural events. Thus, these Yolungu, some of whom come 
from parents where one is non Indigenous, are apparently less rigorously cemented to cultural exigencies. Most 
notable is that this is the first time that Yolungu have been employed either at the mine site or the refinery since 
the commencement of operations. These places of employment are both complex and dangerous. The two 
Yolungu who are working at the mine site are currently operating three types of heavy machinery (e.g., 100 
tonne haul trucks) and are training to acquire a national machine operator qualification. Six other Yolungu are 
working in the Waste Salvage and in the Hydrate section (in pairs), and their performance has been acclaimed 
by the Executive Management. The remaining two Yolungu are also at the refinery site and each one has 
attained a one year Traineeship. One is a female who works in administration and on completion of her Group 
Training Northern Territory Certificate II Traineeship will be eligible to commence a Technical Administration 
Course. The male Yolungu, who holds a Group Training Northern Territory Certificate II Traineeship is 
working with a white Tradesman welder, who is married to a Yolungu, which provides clan ties. The deliberate 
pairing or grouping/coupling of Yolungu at the mine site and the refinery is to reinforce the familial forces that 
are extremely important to the Yolungu.  
 

Discussion 
 
Enhancing Yolungu employability in the mining industry is a challenge. A significant enigma to be overcome 
by educational practitioners is how to reduce the educational disadvantage of this cohort of Indigenous people. 
In particular this group of Aboriginals live in extremely remote localities in Australia and this spatial 
segregation poses particular problems because often they are schooled in circumstances quite different to non 
Indigenous Australians. Indeed, evidence of recent studies (Bradley, et al. 2007; Hughes, 2008) and contentions 
of recognised researchers is that Indigenous Australians, and particularly those in remote regions, have poorer 
numeracy and English literacy competencies than non Indigenous Australians. Thus, before the Yolungu can be 
given instruction in work relevant skill development there is a strong likelihood that their numeracy and English 
literacy competencies will have to be progressed. 

The rate of learning of the material delivered during the EVP can be restricted by many factors. 
Underpinning the low entrance numeracy and literacy scores is a historical background of being taught in 
learning centres that Hughes (2008) claims are „pretend schools‟, which do not have the same standards of 

classrooms and teaching aids as regular primary schools. In fact, observation of Yolungu in the Nhulunbuy Rio 
Tinto Alcan classrooms reveal that they are frequently distracted, they often show disrespect to others in the 
room, and generally immaturely behave as if the whole situation is a „play space‟. Obviously, even after a 
primary school and high school experience most of them have not advanced beyond the level of expected 
behaviours in a serious mainstream learning environment. Then time has to be given to „teaching‟ courtesy and 
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classroom protocols, and other disciplinary matters as few would have for instance, prepared a written 
assignment. Most tend to speak in a local language and poor quality English. And of course some of the problem 
is inherent in their home life of intergenerational living and the likely nightly distractions from large numbers of 
people „partying‟ and the accompanying levels of violence from alcohol and drug abuse. Not only are there 

effects likely to lend to poor attendance to the EVP, but candidates are unlikely to be attentive in chaos.  
Cultural priorities can often result in poor classroom attendance and a lack of learning progress. In 

remote areas, Australian Aboriginals are „pulled‟ to fulfil their cultural obligations by being immersed in 1) 

recreational or cultural group activities, 2) community or special interest groups, 3) fishing or hunting in groups, 
and 4) attending funerals, ceremonies or festivals. Participants of the EVP are likely to be absent from class 
when they undertake involvement in these customary activities. The lack of attendance by some of the 
candidates is an explanation why only seven of the first ALERT programme graduated with a Certificate I in 
Resources and Infrastructure Operations that was awarded by the Charles Darwin University. The obligation to 
attend these important cultural events is also likely to encourage Yolungu (and other Australian Aboriginals) to 
seek employment in a CDEP. According to the literature (Arthur, 2002; Altman and Gray, 2005; Altman, Gray 
and Levitus, 2005) employment conditions of CDEPs are extremely flexible and employees of these 
programmes can be at cultural activities over half the work time, and in some instances as much as 75 per cent. 
From comments given by the participants of the ALERT programme, the vocational site of employment is 
strongly influenced by familial forces and cultural linkages. And indeed, these features had a significant impact 
on most of the ALERT trainees, and particularly the three female Yolungu, who withdrew from the second 
ALERT programme.  
 
Conclusion 
 
In spite of the identified structural impediments the first two ALERT programmes have been arguably 
remarkably successful. Nearly 70 per cent of the trainees have developed employability traits and are engaged in 
mainstream jobs. Although not all of the graduates of Yolungu have chosen to work in the more restrictive 
regimes of the Rio Tinto Alcan mine site or the refinery, others have elected to work within their community in 
meaningful work. These outcomes illustrate a substantial contribution to the important issue of sustainability (a 
new issue – should this have been raised earlier in the paper?). 

From the achievements of these two ALERT programmes at least four salient conclusions evolve:  
 Greater family support is likely to assist candidates navigate their EVP. 
 A better gender balance of successful ALERT participants is unlikely by only selecting more women. 

The females are most vulnerable to being required to „glue‟ the family constituents. Hence, more 

intense support from not only family, but the extended family to ensure the female ALERT participants 
does not have to withdraw as child minders. 

 Greater involvement of the Yolungu Elders is warranted. Although there is an open invitation for 
„family‟ of participants to attend ALERT facilities this notion requires greater marketing and exposure.  

 Executive Management of Rio Tinto Alcan are challenged to reinvigorate investigation into facilitate 
greater flexibility in work arrangements. This will require a re-examination of Industrial Relations and 
Human Resource Management policies and practices.  
Determining how to prepare Yolungu who have no background in mining, to become valuable 

employees in industrial (i.e. including mining) work contexts is an onerous task. Indeed, the refinery and the 
mine site are both complex and dangerous work areas. These work settings are most daunting to Yolungu who 
have lived little of their lives in large townships and more often in small remote communities called 
„outstations‟ on their traditional lands. An exciting challenge for mining operators will be how to match 
continuing evolving Indigenous aspirations with outcomes expected by the community, governments of 
Australia and the mining industry stakeholders.  
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Abstract 
 
The concept of Unified Communications integrates different media as telephony, presence, e-mail, audio and 
Web conferencing, video conferencing, mail, unified messaging and instant messaging based on internet 
protocols and web standards. The article shows the competitive advantages by quicker decision, better 
alignment of global spread teams and cost effectiveness. Some challenges in using this concept are shown, so 
that only first enterprises are using these concepts. The article shows the concrete experiences of these first 
users and compares them with the theoretical concept. 
 
Introduction 
 
The market for enterprises has become global. Companies are given the option of a wider sales market, but also 
more competition is in place because of buyers that compare globally. The resulting global competition causes high 
pressure on prices and forces enterprises to differentiate and/or to reduce costs. Differentiation and cost reduction 
could be done by outsourcing parts of value chains or by implementing cost-saving concepts like “Just-In-Time 
Production”. 
 The fight for customers requires much quicker reactions to customer- and market request. Offers have to be 
produced quicker, product lifecycles have to be shortened significantly. 
Marketing has to be intensified and customer service has to be optimized. 
 This requirements cause changes in the way companies and their employees work and communicate. 
Stable hierarchical structures move to matrix organisations with dynamic project based collaborations. Stable work 
teams working face-to-face are shifted to virtual distributed teams, even distributed over different companies 
between customers and suppliers. 
 Invariant office opening times are not only changed by mobile workers and distributed teams over different 
time zones, but also by flexible working times and disappearing borders between working hours and time off. Long 
formalized coordination processes, -for instance “circulation letters”- are replaced by time-sensitive business 
processes requiring reactions in real time. Complex business processes are mostly supported by business 
applications for Enterprise Resource Planning (ERP), Supply Chain Management (SCM) and Customer Relationship 
Management (CRM). 
Changes in Communications Technology  
One of the drivers of globalization is the dramatic improvement in communications technology. 30 years ago the 
ways of communications in enterprises were quite limited. Beside the fixed office phone as the only real time media 
the asynchronous media of letters and teletype messages were used. Later in the 1980s telefax substituted the 
teletype messages and parts of letter correspondence. 
 Starting with 20 hosts in 1980 the Internet, as a communications network for the exchange of data between 
computers, grew to 550 million hosts.1. Based on this network the World-Wide-Web, as a system for creating, 
organizing and linking of documents, grew from the first web site in 1991 to more than 100 million web sites today. 
 The distribution of personal computers in the 1990s and the growth of the Internet established Email as a 
communications medium that substituted a big part of letter correspondence and fax: almost 50% of all employees in 
Germany have an email address in their working environment2. The new forms of digital communications such as 
Web Collaboration, Text- and Video Chat and Instant Messaging are finding the way from private usage into the 
office environment. 
 In parallel the usage of mobile devices increased exponentially with the launch of digital mobile networks. 

mailto:ralf.lehmann1@googlemail.com
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Starting 1992 in Germany from 180 thousand mobile GSM phones it grew to 86 Million GSM and UMTS contracts 
in 2006 – that is more than one for each German resident3. As part of this growth mobile data communication 
reached a share of almost 20% in the GSM and UMTS mobile networks in 2006. 
Challenges of Enterprises in Communications 
Because of the advances in communications technology and the business needs of the global market, users are 
experiencing a complex and fragmented communications environment with multiple devices and media, as shown in 
figure 1, around the global enterprise4.  

 
New communication media and devices create new challenges. A permanent availability is expected – 

externally for organisations regarding customers and partners and internally for employees in key positions. For 
each trial to reach someone, multiple connections are made and multiple messages could be left. This increases the 
efforts for sender and recipient of the message, as well as the discontinuity of media brings additional efforts. 
 A study of Insignia Research for Siemens Enterprise Communications names the top three pain points for 
business users: waiting for information, unwanted communications and inefficient team coordination. Each valid for 
at least 80% of the participants (SEN 2007). 
 94% find themselves waiting for information from others before they can move forward on a task. This 
includes leaving multiple messages on the same subject and costs more than 5h per week. 35% see an extremely or 
very significant impact in this issue, 38% are extremely or very frustrated with this. 
 91% of respondents spent an average of 3.5 hours per week on interruptions and unwanted and unscheduled 
communication that distracted them and therefore negatively (for 22% very or extremely) impacted their 
productivity. Of these, 34% are very or extremely frustrated. 

FIG 1: MULTIPLE COMMUNICATIONS MEDIA AND DEVICES 
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 80% see inefficient team coordination, involving 3.5 hours per week with coordination obstacles that (in 
24% extremely or very significantly) impact their team's ability to move toward it's goals, make deadlines, and 
deliver high quality work. For 30% this is very or extremely frustrating. 
 The Survey was responded by 517 participants in the US, Canada and Europe. 62% of the respondents were 
in customer-facing sales and services roles, of mixed ages and coming from companies of all sizes.  
Table 1 shows the results of the top pain points in overview. 
 

TABLE 1: PAIN POINTS OF COMPANIES 

Pain Points Incidence/% Time 
Involved/h 

Extremely/very 
Significant Impact 

/% 

Extremely/ 
very 

Frustrating 
/% 

Priority to reduce 
extremely/very high 

/% 

Waiting for 
Information 

94 5,3 35 38 38 

Unwanted 
Communications 

91 3,5 22 34 29 

Inefficient Team 
Coordination 

80 3,5 24 30 31 
 

 
This challenge promises Unified Communications to solve by optimized integration of communication features into 
business processes. 
Concept of Unified Communications 
Unified Communications (UC) is the integration of different communications media and communications devices in 
the work flows and business processes of enterprises with the target to optimize efficiency and collaboration of 
people and teams - and finally to raise the productivity of the enterprise significantly. A single unique definition of 
UC doesn't exist, the basic UC functionalities are: 
 Presence: the current presence of people for different communications media is shown to potential 
communication partners. The so called “Federation” even enables sharing this presence information over different 
UC-applications, for example with customers and suppliers. The “Tag” function starts communication events when 
the presence status of UC-Users changes. 
 Click-to-Service: communications actions, e.g. like telephony, speech-, video or web conferences can be 
started directly inside of business- and office applications 
 Unified Messaging: the integration of Voice- and Email, optional also telefax and SMS 
 Mobility: one number service lets people been reached alternatively on their office phone, mobile phone or 
home phone by a single number – and shows the same number to their communications partner when actively 
calling 
 When integrated in the personal working tools of employees UC increases personal productivity and 
especially the productivity of teams. The integration in the business processes of a company is the next level – and 
should lead to even significantly higher impacts on enterprise effectiveness. 
 The realisation of Unified Communications requires the integration of existing and the implementation of 
new voice- and data infrastructure, as well as applications: 

 Telephony: IP-Telephony as well as the integration of mobile phones.  
 Data network for IP communications, capable for real-time data.  
 Groupware for Email, Web Collaboration and Calendaring, Office-Applications and Workflow systems, 

other Client applications.  
 UC Middleware for the integration of all communications functions and the aggregation and provision of 
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presence information 
UC integrates elements of the voice and data segment. Picture 2 shows some players of the Voice and Data market 
structured in the dimensions infrastructure and applications5.  

 
FIG 2: PLAYERS IN THE UC MARKET 

 
Not one of the existing suppliers covers all of the components of UC, but all are involved in the integration. 

That's why, beside of open interfaces of all components, the skills of the system integrator are one key to the 
success. Another is the alignment of the departments involved in this integration: the responsibilities for voice- and 
data infrastructure as well as applications and organization are often separated and difficult to synchronize. 
Promises of UC vendors and reality 
The promises of the UC-vendors are high, often supported by theoretical business models of potential savings and 
Return-of-Invest calculations. Microsoft claims (Microsoft 2008a) an overall potential saving of 20 % of current 
communication costs. This should be done by  

 Replacing internal and customer/partner meetings and in-person trainings by Web Collaboration with 
savings of 20-40% of current travel and training expenses.  

 Reducing real estate facility costs by reducing the office space per employee and improving space 
utilization with telework and remote working with savings from 30-40% of current costs  

 Replacing long distance calls and charged audio conferences, with savings of 10-40%  
 Reducing IT infrastructure and administration cost by consolidating with savings of 20-60%. 

In another study of Microsoft (Forrester Consulting 2007a), a detailed model for a hypothetical international 
marketing company with 4.000 employees is given and a business value of 39 Million $ over 3 years calculated for 
implementing and using UC. 
 Another methodology is used in a study on behalf of Cisco  (Forrester Consulting 2007b), where 329 
managers from the banking, manufacturing and educational sectors were asked, how it would help their business to 
overcome several communications challenges, for example: “If ..managers could see other key team members 

availability, how would this affect productivity?”. The positive answers are transferred to the usage of Unified 

Communications: “UC provides organizations value that can be quantified..”. 
 But it is not given, that the implementation of the technical solution Unified Communications, really solves 
the communications challenges. Only if the users accept and value the UC functions and change their behaviour UC 
has an impact. An example is the central function of presence: only if all users in a virtual team set or adjust their 
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presence status, the team can experience the full profit of this function. 
 The real situation of the implementation UC, despite of all the marketing hype, shows a current study from 
Quarter 4 2008 of the ECC (E-Commerce-Centre Handel 2008). The ECC has done an online survey with more than 
300 participants in Germany, thereof more than 60% managers of small (42% with 1-9 employees) to big (10% 
more than 1000 employees) enterprises. The result shows that only 12% of all participants use UC, with a clear 
difference related to the size of the company: while 25% of companies with more than 250 employees use UC, it's 
less than 10% of the small companies. Additionally only 10% currently plan to implement UC, almost 50% even 
have never heard of Unified communications. 
 
 

Never heared of UC 50%

No plans, no use 28%

Alread planning 10%

Already implemented 12%

 
FIG 3:  STATUS OF UC IN GERMAN COMPANIES 

 
 

A survey on 200 enterprises already using IP-Telephony, published by Cisco, shows in more details the 
availability of different UC functions. The interviews of IT/TK managers of these companies, were initially done 
2005 and repeated 2008, so that also positive trends are shown. Considering that companies using IP-Telephony still 
are “early adaptors” of modern communication technology, this result confirms the ECC survey and shows the 

currently small but growing implemented Base of UC. 
 

 
FIG 4: AVAILABLE UC FUNCTIONS IN COMPANIES USING IP-TELEPHONY 

 
Experiences with UC 
Compared to the number of studies regarding „communications pain points“ and showing more or less theoretical 
models of the value to overcome communications challenges, there are only few “real world” examples for the 
results of using UC.  
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In a case study on the implementation of the Microsoft and Nortel UC Solution for 200 users (Microsoft 
2008b) the experiences of Swisscom users are described with “the solution's presence, messaging and conferencing 
capabilities are helping each employee save up to 20 minutes a day. Virtual teams have cut the time needed to create 
customer proposals by up to 20 percent”. 

A systematic approach is done in the survey of UC Strategies: In first quarter 2008 Nancy Jamison and 
Blair Pleasant interviewed about 50 end uses already experienced in using UC in North and South America, Europe 
and Africa (Pleasant & Jamison 2008). Picture 5 shows some of the results regarding the usage of the available UC 
functions and the functions where the participants feel the “most value” in using. Interesting is, that even though 

100% of the participants use presence and instant messaging, the individual value strongly differentiates from 
Instant Messaging, Click to Call, Conferencing and Presence. But finally 100% of the asked UC Users answered the 
question “Do you feel that UC features have changed the way that you work” with “Yes”. 
 

 
FIG 5: USAGE OF UC FUNCTIONS AND "MOST VALUED" UC FUNCTION 

 
Conclusion 
 
A number of surveys show that the challenges for enterprises in using modern communications technology are real. 
The vendors of Unified Communications solutions argue the overcome of these challenges and calculate the value 
for the enterprises based on theoretical models. Despite all the market efforts of the UC Vendors, not many 
companies have already implemented the concept of Unified Communications. Therefore less precise information 
about the results of realisation are available. But these results show that the early users of UC experience an impact 
on their daily work and benefit a value for their personal productivity. The potential of integrating communications 
in the business processes promises further improvement for the enterprises using UC. Implementing Unified 
Communications can be a differentiator in a global world. 
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Endnotes 
                                                 
1) See (ISC 2008) 
2) Compare (DSL-Magazin 2008) 
3) With 700 thousand analog C-Net users until  then, the D-Net started 1992, compare (Teletarif 2007) and 
(Bitkom 2007) 
4) See (Yankee Group & Kerrvala 2007), modified 
5) Compare systematic of players in the UC market in (Berlecon Research 2007) 
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Abstract 
 
Normally one does not notice global quality standards, only when they are missing one wonders why. 
Using Credit Cards, Computer, Mobile Phones, CD-Player, e-mail or Word Processing all over the world is no 
problem, but then suddenly you cannot connect your appliances to a power socket as they are different and they use a 
different voltage, you cannot read signs, as they are written not only in a different language but also in strange letters. 
Then you realize how important global quality standards are. 
This paper concentrates on the mutual effects of quality standards and globalization from history over quality brands 
in medieval times to quality standards and the beginning of globalization in the first and second era of industrial 
revolution. Further investigations include the effects of modern quality developments, ISO standards and certificates 
on globalization and the influence of quality standards on developing countries and financial markets. 
 
Introduction and History of Standards 
 
Everyone takes it for granted using products imported from other countries as if produced in its own nation, 
thanks to quality standards and globalization of production and trade. 
 

Defining globalization, Friedman says: ―That’s why I define globalization this way: it is the inevitable 

integration of markets, nation-states and technologies to a degree never witnessed before – in a way that is 
enabling individuals, corporations and nation-states to reach around the world farther, faster, deeper and cheaper 
than ever before and in a way that is enabling the world to reach into individuals, corporations and nation-states 
farther, faster, and deeper, cheaper than ever before.‖(Friedmann, 2000) 
Although the term ―globalization‖ is only used widely since the 1960s from social scientists and by economists 
since the 1980s the form of globalization has a long history: 

- The ―Silk Road‖ started in China, reached the Parthian Empire and continued onwards towards Rome 
- In the 16th century Portugal started global trade not only with the nearby coast of Africa, but with 

Eastern South America and Southern and Eastern Asia 
- The foundations of British East India Company, Dutch East India Company and Portuguese East India 

Company were the start of real global networks 
- The 19th century, sometimes called ―The First Era of Globalization‖ (Bawany, 2008) showed a 

dramatic increase in trade and capital flow thanks to new, quicker and cheaper transportation facilities 
by steam ships or railroad, the new communication possibilities through the transatlantic cable and 
telephone and free flow of capital without control. Friedman says:‖…(it is) safe to say that this first era 

of globalization before World War I shank the world from a size ―large‖ to a size ―medium‖. 
(Friedmann, 2000) 
Every trade crossing the borders was faced with not only different cultures but also with different 

measuring and number systems. Already the first global traders introduced their system to the importing 
countries, the first quality standards. From these times we have our western numeral and decimal system. 
(Connor and Robertson, 2001)  
A different issue was the agreement about the measurement units. Although already the Egyptians used the cubit  
in 2.700 BC and later generations used parts of the body and the natural surroundings as measuring standards 
(cubit, foot, span, pound, ounce or carat (carob seed corn)) it was not until the 18th century, that a unique system 
between countries  was agreed. The 18th century showed a strong increase in international trade and the different 
measurements were a most frequent cause for disputes amongst merchants. The disputed problem was not one 
of different units but one of different sized units. But instead of standardizing the size of the units the French 
government decided to create a totally new system, the metric system, introduced 1793 in France (The original 
ideas were laid down by a British scientist and philosopher, Bishop John Wilkins, founder of the Royal Society 
in 1668) (UKMA, 2008). But with every new system it took nearly a century before 17 states agreed to it, 

mailto:rag4717@gmail.com
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known as the Convention du Metre, today known as SI standard (The International system of Units, System 
international units).  

This seems to be the first newer global standardization agreement. Similar to today’s standardization 
agreements institutions were founded to supervise the establishment of basic standards and scales and the new 
international Bureau of Weights and Measures. 

Nearly all countries of the world have adopted the metric system, including the USA, which passed 
1866 a law, making the metric system legal (Metric Act). 

Conclusion: International trade and early globalization activities forced the countries to agree to a 
unique standardized numeral system and later on to establish a standardized international accepted metric 
standard units system, the basis for international agreed quality standards. 
 
History of Quality standards 
 
Early productions of goods were in the hands of craftsmen. Quality was defined by themselves and the 
expectations of their customers. 

Very soon high skilled craftsmen producing high quality products wanted to separate their products 
from less quality ones by adding a mark on the goods. 

When distribution channels became more complex, as goods were sold over enormous distances 
craftsmen organized themselves in manufacturing guilds, also known as confraternities or masons. The purpose 
was to sell standardized products with a defined standard quality. Another effect was, that the guilds organised 
the logistic to sell to merchants who sold the goods miles away even in far distant countries. To ensure the 
standardized quality guilds inspected members’ production, prohibited sales of bad quality and punished 
members selling defective products. Doing this, they build up an international accepted reputation of good 
quality products which in return enabled them to increase sales through opening new markets for their goods.  

An early document of certification of quality assurance dated back to the early thirteenth century, The 
Codex Diplomaticus Brandenburgensis, in which the city of Berlin granted Frankfurt/Oder the right to control 
cloth manufacturer for selling only previously controlled and checked material of the highest quality (Lerner, 
1995).                                                                                   As more and more products of the guilds were 
counterfeit manufacturers created conspicuous characteristics to the goods which could easily been identified by 
customers. These characteristics were often only achieved by special production techniques which required 
significant investment in special equipment. The knowledge of the technical specifications was hold secret 
which formed a barrier against counterfeit. (From this secret the mysteries about the guild arise). 

As the uniqueness of conspicuous characteristics was communicated well through the merchants, 
consumers were confident to buy these products and by the time the guilds products became brand names, early 
trademarks. 

When in the 19th century with the industrial revolution railroads and steam engines made transnational 
trade easier and cheaper competition between the countries France, Germany and Britain increased.  

As a measurement of building a barrier to foreign imports British government introduced the British 
Merchandise Marks Act in 1887, regulating, that all foreign products should been labelled according their 
country of origin. The assumption was that foreign products to be inferior to domestic produce, and with this act 
to get buyers to adhere to the concept of 'buying British'.  

Adversely to the assumptions the label became soon a marketing advantage for Non_British, as foreign 
products very often proved to be of better quality than the domestic produced. 

 It was the first time, that an international label was accepted as a quality standard symbol, officially 
certified by the governments. 

In America a similar process arose, but for another reason: war. 
Rifles were produced by craftsmen individually, each part had to be manufactured separately to fit its 

counterpart—almost always by one person who produced each completed item from start to finish.. That was 
expensive and made it difficult to repair. In  the 18th century ideas from a French General, Jean Baptiste 
Vaquette de Gribeauval were brought to America (Hounshell, 1984) and were adopted for the rifle production. 
The idea was, to produce interchangeable parts to fixed technical specifications (standards) to make production 
faster and more economically and have spare parts for repair which would fit. 

The benefits of  these ideas spread over to other industries and other inventors and engineers perfected 
the standardizing, notably William Sellers who proposed the standardized screw thread which became American 

http://en.wikipedia.org/wiki/Jean_Baptiste_Vaquette_de_Gribeauval
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national Standard in 1868 (Roe and Wickham, 1916) and was the basis in its metric form for today’s ISO Metric 
Srew Thread adopted in 1947. 

With these standardization activities which included also standards for tolerance and gauges 
interchangeability was possible. 

It was another war which raised the demand for standardization: World War II. America’s involvement 

in World War II revealed the problem of different standards within the Allies. Although the British had still in 
some parts the Empirical System which was mostly compatible with the American standards but supplies to the 
French army were useless because of different standards. Whereas imports of consumer products from America 
were accepted despite different standards combining technical equipment in a joint force brought 
insurmountable problems. The urge for international standardization was obvious: Joint global action required 
globally harmonised and globally agreed quality standards. 
 
Quality Standards in the Post World War II Era 
 
Despite the oil and gas industry the automotive industry is one of the biggest in the world. With its historical 
development close connected is the development of global standardization. 

Early automobile production used already many interchangeable parts, skilled worker had to build the 
car, so to correct measurement and tolerance deviations occurring through less perfect produced gauges and 
tools and build themselves parts which were not produced in advance. 

With the introduction of mass production (earlier already used by the armoury industry) and the 
world’s first moving assembly line by Henry Ford in 1908 everything changed in the automobile production. 
Unskilled workers used preproduced standard parts to assemble the car. The success was dependent on the 
quality of the parts, therefore quality inspection with standard inspection tools were introduced. 

As the work carried out was done by unskilled workers not experience or knowledge was the basis for a 
product to be made, but documented technical details. Machinery specifications, tools and parts measurements 
and allowed tolerances were documented on standardized forms in scale and even the plant design was 
standardized and documented, so to allow Henry Ford to set up new plants identical to successful existing ones. 
Documented quality standards were a prerequisite to expansion. 

Based on the ideas of Taylor Henry Ford also fragmented skills into their smallest standardized 
components and separated physical from mental work. Together with new technological developments in 
machinery to produce better quality to the standards and the electricity Ford was able to produce standard good 
quality in short time and low cost.  

As a consequence of the standardization of quality standards Henry Ford was able to open assembly 
plants (1911-1925) in England, France, Denmark, Germany, Austria, Argentina, South Africa and Australia as 
subsidiaries to produce globally cars in the same quality as in America. (Georgano, 1985) 

When Ford (1925) and GM (1927) set up wholly owned   subsidiaries to build knock-down plants in 
Japan they very soon dominated the market as the Japanese manufacturer still operated on craft-type production 
principles: ―Many elements of craft production persisted, and craft skills were required in job shop 

environments. Workers machined a variety of parts, while sharpening their own cutting tools.‖ (Toyota, 1999)  
The advantage of standardized production and quality was so dominant, that the Japanese government 

introduced the Automobile Manufacturing Enterprise Law, with the effect to prevent the operation of foreign 
carmakers in Japan, which followed the shut down of the US automobile assembly by the end of the 1930s. 

Furthermore, the law subsidised domestic manufacturer. An early act of trade barrier as a consequence 
of superior production and quality standards set by global manufacturer. 

Early production constisted of a nearly totally integrated in-house production. Henry Ford bought even 
a rubber plant to produce his own tires. 

By the time production became more and more segmented, as specialized companies could deliver 
good quality to a better price. Nowadays the percentage of in-house production is in the range of only 35% and 
according to a study of Mercer management it will decrease to 23% in 2015. Together with this development the 
research and development activities for new products and parts are also transferred to the suppliers. These 
suppliers are not any more direct related to the company, nor to the country of the manufacturer. A modern car 
includes parts from suppliers from about 80 countries. Quality standards defined by the developer of a product 
have to been followed along the supply chain. As global suppliers are more and more involved in product 
development, they play a main part in setting these quality standards und must be involved in the overall 
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standardization process. 
The influence of quality standards on globalization and vice versa during this time of global expansion 

of the automobile industry is twofold: First: Quality standards were a prerequisite to mass production and global 
manufacturing, so globalization forced the development of quality standards. But second, when quality 
standards were established further globalization was enabled through worldwide outsourcing and global supply 
chains. 
 
The Role of TQM and Standard Certification in Globalization 
  
In the days following World War II the US had been the only industrial power with its industrial infrastructure 
intact. The world was eager to buy manufactured goods after the dark days of the war. The industry prospered 
and turnover and profit in the US increased dramatically. 

It came to a sudden halt through the oil crisis in the 1970s and foreign competitors. Additionally Ralph 
Nader, the consumer advocate made clear to the public, that technical quality standards are not the only ones the 
industry had to look after, but that safety standards should been a part of the quality policy.  

As an effect the US manufacturer lost market share to foreign competitors with better quality cars. 
What had happened? 

Ed Deming, Joseph Juran and A.V. Feigenbaum served the US during the World War II with their 
advice to improve quality in manufacturing. 

After the war they tried to continue their efforts for other industries in the US but with the sudden 
prosperity in these days industries were not willing to listen. 

Abroad with industries building up from scratch their ideas fall in open ground. All three men spend a 
lot of time to assist Japan in its efforts to create a new culture of manufacturing and quality. They proclaimed a 
new way of quality standards beyond quality control to quality assurance, instead of placing more and more 
inspectors at the end of the production lines to sort out defective goods, quality was to be built into 
manufactured goods to prevent defective goods, the idea of Total Quality Management (TQM) was born. 

Whereas quality standards focused previously on technical measurement figures of a product, a process 
or a plan now quality standard was meant as a ―framework for achieving a recognized level of quality within an 
organization‖ (CBS Interactive bnet, 2009) 

―TQM is a management approach for an organization, centered on quality, based on the participation of 
all its members and aiming at long-term success through customer satisfaction, and benefits to all members of 
the organization and to society.‖ (ISO 8402: 1994)  

The key elements of TQM as developed by Edward Deming (Deming, 1986) during his time at 
Japanese companies are: 

1. Create constancy of purpose toward improvement of product and service, with the aim to become 
competitive and stay in business, and to provide jobs. 

2. Adopt the new philosophy. We are in a new economic age. Western management must awaken to the 
challenge, must learn their responsibilities, and take on leadership for change. 

3. Cease dependence on inspection to achieve quality. Eliminate the need for inspection on a mass basis 
by building quality into the product in the first place. 

4. End the practice of awarding business on the basis of price tag. Instead, minimize total cost. Move 
towards a single supplier for any one item, on a long-term relationship of loyalty and trust. 

5. Improve constantly and forever the system of production and service, to improve quality and 
productivity, and thus constantly decrease cost. 

6. Institute training on the job. 
7. Institute leadership. The aim of supervision should be to help people and machines and gadgets to do a 

better job. Supervision of management is in need of overhaul, as well as supervision of production 
workers. 

8. Drive out fear, so that everyone may work effectively for the company.  
9. Break down barriers between departments. People in research, design, sales, and production must work 

as a team, to foresee problems of production and in use that may be encountered with the product or 
service. 
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10. Eliminate slogans, exhortations, and targets for the work force asking for zero defects and new levels 
of productivity. Such exhortations only create adversarial relationships, as the bulk of the causes of 
low quality and low productivity belong to the system and thus lie beyond the power of the work 
force. 

11. a. Eliminate work standards (quotas) on the factory floor. Substitute leadership. 
b. Eliminate management by objective. Eliminate management by numbers, numerical goals. 
Substitute workmanship. 

12. a. Remove barriers that rob the hourly worker of his right to pride of workmanship. The responsibility 
of supervisors must be changed from sheer numbers to quality. 
b. Remove barriers that rob people in management and in engineering of their right to pride of 
workmanship. This means, inter alia, abolishment of the annual or merit rating and of management by 
objective. 

13. Institute a vigorous program of education and self-improvement. 
14. Put everyone in the company to work to accomplish the transformation. The transformation is 

everyone's work. 
As these new quality standards worked well in Japan Deming was asked by Ford, which faced some 

billion losses between 1979 and 1982 to help jump-start its quality movement. The outcome of this relationship 
made Ford 1986 the most profitable American auto company. (SME, 2001)  
In appreciation, of Edward Demings work Japan created a prize to commemorate Deming's contribution and 
friendship and to promote the continued development of quality control in Japan. The prize was established in 
1950 and annual awards are still given each year.The Deming Prize, especially the Deming Application Prize 
which is given to companies, has exerted an immeasurable influence directly or indirectly on the development of 
quality control and management in Japan. (The Deming Institute, 2009) In the US The Malcolm Baldrige 
National Quality Award was introduced which states that: 
―a national quality award program of this kind in the United States would help improve quality and productivity 

by:  

 
a. helping to stimulate American companies to improve quality and productivity for the pride of 

recognition while obtaining a competitive edge through increased profits;‖(Baldrige Award, 1987)  
The ideas of TQM swapped over to Europe, where 14 major European companies founded the 

―European framework for quality improvements‖(EFQM)in 1988, developing a standardized framework for 

self-assessment, the EFQM Excellence Model, which made its way as an organisational self assessment tool 
throughout European businesses. TQM as a quality philosophy was accepted as a real global standard with 
criteria and focus specified regionally. 

Technical quality standards were set up in the early days by companies themselves to enable standard 
quality in mass production and subsidiaries.  It was again the war (World War I) who forced in Europe the 
development of standardization. Production of armoury demanded cooperation of different companies. As 
everyone had their own standards government set up an institution to standardize technical norms, which later 
on was passed on to a private company (DIN). In America at the same time the American National Standard 
Institute as an non-profit private organization for the development of ―consensus agreements on technical, 

political and policy issues‖ (ANSI 2002b:2). Other standardizing organizations followed for specific industries 
and in other countries. 

The developing international trade made it necessary in 1926 to set up an international recognized 
institution, the International Federation of National Standardizing Association (ISA) was founded which 
included 14 countries inclusive USA and Japan. It ended their activities in 1942. 

As a successor together with the new founded UNSCC (United Nations Standards Coordinating 
Committee), a new standardization organisation was set up in 1946 to ―promote the development of 
standardization and related world activities to facilitate the international exchange of goods and services‖ (TQE, 
2008), the ―International Organization for Standardization‖, ISO. 

The ISO organization includes now 160 countries (members) which covers most of the world.  
The vast majority of ISO standards are highly specific to a particular product, material or process. 

However, the standards that are mostly connected with ISO are the standards ISO 9000 and ISO 14000 families. 
ISO 9000 has become an international reference for quality management requirements in business-to- business 
dealings and ISO 14000 is a standard enabling organizations to meet their environmental challenges. 
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Both standards are known as ―generic management system standards‖, meaning that the same standards 

can be applied: 
 ―to any organization, large or small, whatever product 
 including whether its ―product‖ is actually a service, in any sector of activity, and 
 whether it is a business enterprise, a public administration, or a government department.‖(ISO, 2009) 

―Management system refers to what the organization does to manage its processes, or activities, so that its 
products or services meet the objectives it has set itself, such as: 

 satisfying the customer's quality requirements, 
 complying with regulations, or 
 meeting environmental objectives.‖(ISO, 2009) 

The technical committee 176 as part of the ISO 9000 standard family was formed in 1979 to harmonize 
international activity in quality management and quality assurance standards which were laid down in the 
standards ISO 9000:2000 and ISO 9000:2008 with a document called: "Quality Management Principles“. „This 
document introduces the eight quality management principles on which the quality management system 
standards of the ISO 9000:2000 and ISO 9000:2008 series are based. These principles can be used by senior 
management as a framework to guide their organizations towards improved performance. The principles are 
derived from the collective experience and knowledge of the international experts who participate in ISO 
Technical Committee ISO/TC 176, Quality management and quality assurance, which is responsible for 
developing and maintaining the ISO 9000 standards.‖ (ISO, 2009)  

The eight principles are:  
 Principle 1: Customer focus 
 Principle 2: Leadership 
 Principle 3: Involvement of people 
 Principle 4: Process approach 
 Principle 5: System approach to management 
 Principle 6: Continual improvement 
 Principle 7: Factual approach to decision making 
 Principle 8: Mutually beneficial supplier relationships 

The role of the ISO mirrors the evolution of standardizing quality systems over the time, from defining 
and integrating technical quality standards into international generic quality management systems. 
It was the first time, that a standard quality institution covers the interests of nearly the whole world and their 
global attitude to global standard quality assurance. 
 
 
The Effect of Certificates on Globalization 
 
Technical standards were from the beginning a prerequisite for international trade, in-or outsourcing and 
distributed production. TQM was a commitment to criteria for managing quality and quality improvement and 
although not mandatory it spread to all main global industry nations. 

With the advent of ISO 9000 and ISO 14000 a quality management system was standardized with 
standardized documentation to fulfil specific criteria to get an approved quality certificate. 

In different areas of the world awards with the character of the ISO quality system were set up to 
encourage companies to commit to quality. 

In a more competitive global economy very soon it became clear, that certificates or awards were an 
advantage over competitors in the business to business relationship.  

Traditionally the relationship between producer and supplier was a lengthy process, from first contacts 
through Chamber of Commerce or trade fairs to a fully accepted supplier it took a long time to prove that the 
supplier delivered goods in required quality and time. Especially with the advent of Just-in-Time production 
companies relied more and more on the quality of the supplier which were selected mostly from local companies 
and over time a very close relationship developed. 

http://www.iso.org/iso/iso_catalogue/management_standards/iso_9000_iso_14000/iso_catalogue/management_standards/iso_9000_iso_14000/qmp/qmp-7.htm
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With the opportunities of modern communication over the Internet this has changed. Information about 
suppliers of special products or services are available at a fingertip. What was missing was information about 
the performance quality. There ISO jumped in, being ISO certificated shows, that at least the management 
process to deliver quality is on international level and assures through a regularly successful audit long range 
perspectives. 

―More than half of large firms surveyed in 1991 in the Netherlands, Germany, Greece, Spain, and 

Switzerland required ISO-9000-certified supplies (ISO 9000 News, 1992)‖ (Guler, Guillen and Mauro, 2002) so 
as to act as a global supplier it is not enough to show your product and service range all over the world, but you 
must also show your qualification and this is bet done by showing you are certified. 

Another survey showed the relationship between quality award winners and success of the company, 
compared with an equivalent control group (Fig. 1). 

 

 
 

FIG. 1: PERFORMANCE COMPARISON BETWEEN AWARD WINNERS AND CONTROL FIRMS (March, 1998) 
  

With better financial and employee records and additional good quality companies with quality awards   
have advantages over competitors, standing, acceptance and profit increase and they are better placed in global 
markets 
 
The Role of Global Quality Standard Systems in the Modern World 
 
The Internet and the WorldWideWeb 
What started in 1969 between four American universities to interchange data between different computers in 
different counties and continued in Europe/Switzerland at CERN where different communication systems 
created warfare between departments lead to todays well known and heavy used Internet and the World Wide 
Net. 

Like the ISO the Internet is not owned or controlled by any one person, company, group, or 
organization. The ongoing standardization process for the Internet is coordinated by an international non-profit 
organization: ―The Internet Society‖ (ISOC). It has a membership base comprising more than 80 organizational 
and more than 28,000 individual members. The same is true for the World Wide Web. The ―World Wide Web 
Consortium‖ (W3C) is the main international standards organization for the World Wide Web (abbreviated 
WWW or W3). It is arranged as a consortium where member organizations working together in the development 
of standards for the World Wide Web. 

http://en.wikipedia.org/wiki/Consortium
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On both sides of the ocean missing general quality standards for communication interchange were the 
cause for developing new ideas. The international protocol for interchanging information between different 
computers over a call-line, the Transmission Control Program / Internet Protocoll (TCP/IP) was agreed and to 
have a standardized language for presenting information on the screen, the ―Hyper Text Transfer Protocol‖ 
(HTTP) and the ―Hypertext Markup Language‖ (HTML) with the first browser, originally named 
―WorldWideWeb‖ were introduced. 

Very soon not only other universities worldwide used the new communication possibilities, but also 
very soon the public joined in. 

What began as a standard for international scientists to overcome system incompatibilities has become 
a global standard  with the most widely acceptance in the world, with growth rates more than 1.000 % from 
2000-2008 even in Africa and Middle East. (InternetWorldStats, 2009) 

 
FIG.2: INTERNET USERS IN THE WORLD BY GEOGRAPHIC REGIONS (InternetWorldStats, 2009) 
The opportunities of the standardized global network can be compared with the invention of the print 

process:  Suddenly information was available to nearly everyone, and everyone can connect to everyone in the 
world: ―The symbol of the globalization system is a World Wide Web, which unites everyone.‖(Friedman, 

2000) Globalization allows everyone to be a citizen of a virtual global community. 
The Internet together with the globally accepted ISO standards have brought the globalization process 

to a new level, they are ―force multipliers that enable government, business and society to lever the positive 

aspects of globalization and they also ensure that the benefits of innovation are shared worldwide.‖(ISO News, 
2006) 
The Open Source Standard, a Global Quality Standard? 
An exception from the general understanding of a global quality standard is a standard not forced in the marked 
from a large company or group, nor by a government regulation but developed by a community consisting of 
individual developers from all over the world and accepted by a large user community, The Open Source 
Standard.  

Historically in the IT world there are two standards for software, the fully proprietary standard, 
controlled by the standard owner and fully free standard, open to everyone with no restrictions, like the 
previously described Internet standards TCP/IP, HTML or the data base software SQL/ANSI. 

The Open Source Standard is something in between, as it opens the source for users to implement or to 
modify under an Open Source licence, like General Public Licence (GPL). Under the GPL users are encouraged 
to improve upon the original code base, but are obliged to release their improvements under the terms of the 
exact same licence, which means, it prohibits developers from incorporating parts or all of the code in 
commercial projects. 

The most successful Open Source standard developments are the well known operating system Linux, 
the office software OpenOffice and graphics package GIMP. 
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Not surprisingly large companies prefer controlled proprietary software standards. On the other hand 
the Open Source Standards are an opportunity to use software, developed and tested through a worldwide 
network of developers and to participate on further improvements at no cost. 

Through the globally available Internet and the globally distributed developers community software 
based on the Open Source Standard could become a global quality standard for small and medium companies 
and the developing countries. 
Quality Standard Systems and Developing Countries in a Global World 
Traditionally quality standards were transferred from more developed groups, nations, countries to less 
developed ones with the effect that the receiving country had to introduce the standards into their own living or 
to change their existing systems to adopt the imported standards. 

History tells, that this was not unfavourable for the receiving nations as very often it brought new ideas, 
new innovations or simply tools for their own economy and resulted very often in increasing cross border trade 
and economy growth. 

In these days quality standards were important for enabling trading partners to agree to a common 
basis. Today many argue, that quality standards, especially the ISO 9000 family is a barrier to trade as it 
impedes market entry for developing countries and protects domestic markets. 

Realising the worry of developing countries as early as in 1979 the Tokyo Round of negotiations 
concluded a voluntary Standard Code to ensure, that standards and technical regulations were bases on 
international best practice and therefore do not constitute barriers to trade. 

Based on this voluntary code and recommendations of the Uruguay Round the World Trade 
Organization (WTO) established a formal agreement in 1995 on Technical Barriers to Trade (TBT). The 
agreement is compulsory for all WTO members and includes special treatments for least developed and 
developing countries. Although the intension of the agreement was to help developing countries to enter the 
quality standardization level of the developed countries critics argue:  

―The opposite might be the case: a TNC (Transnational Corporation) might have an interest to define 
the toughest standards possible, get them approved by the WTO, and by doing this enjoy a trade monopoly. 

In short, with process standards, TNCs shift their interest from free trade to regulated trade. 
From now on, they are particularly interested in the organization that sets the process or production 

standards, as well as in the company that will certify them. 
A global regulator 

From an instrument seeking to prevent technical barriers to trade, the TBT Agreement (and the WTO, 
for that matter) now turns, with process standards, into a vehicle that has the potential to regulate (or manage) 
world trade. This means, that the WTO turns from a free trade organization into a global regulator.‖ (Finger, 
1997)  

To prevent such development the WTO has in its TBT requirements included which have to be fulfilled 
by WTO Members: (WTO, 2001) 

 They have to ensure that products imported from other WTO Memberss are accorded the same 
treatment as products locally or by any other Member. 

 WTO Members are not to implement technical regulations that create unnecessary obstacles to 
international trade 

 WTO Members must aim to harmonize technical regulations as widely as possible. 
 WTO Members are generally required to base the technical requirements specified in their 

regulations on international standards. 
As there are pros and cons about the effect of global quality standards on the economy of developing 

countries and there is no final consensus of the discussions in sight a research tried to find out the effects of ISO 
certification on international trade development in developing countries on the base of empirical data. 

―The empirical model evaluates bilateral exports from 140 countries from 1993 through 2002 as a 

function of the number of ISO 9000 certifications in exporting countries and importing countries, plus controls. 
The results suggest that for developing countries, a one percent increase in ISO 9000 certifications increases 
their bilateral exports by about 0.01% to 0.04%, depending on the wealth of the sending and receiving countries. 
This translates into a $1.8 to $4.3 million increase in total yearly exports (in year 2000 dollars), sixty to eighty 
percent of which go to wealthy importing countries.‖ (Potoski and Prakash, 2008) 
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TABLE 1: IMPACT OF ISO 9000 CERTIFICATION ON TRADE (Potoski/ Prakash, 2008)  

 
However, the diversity of economic levels in developing countries does not allow to consider the 

results to be applicable to all developing countries. Most important for open trade and economic growth and 
besides the adaptation of international standards is the stability of the local economy, which on the other hand 
depends on the confidence in the stability and predictability of the government regime. 

Global quality standards may be a burden to producers in developing countries open to international 
trade (as it is also to small and medium companies in developed countries), but not a barrier to trade. There is 
much to do to lower this burden, and it may be a dream but in the interest of the developing countries it is worth 
the effort: 
 ―One area in particular in which continuing efforts need to be made and which is dear to my heart, as the 
representative of a developing country, is that of actions to remove Technical Barriers to Trade. By far the 
largest number of Technical Barriers to Trade identified by the WTO is connected in one way or another to 
different conformity assessment requirements in different countries. I believe all of us here today share a dream. 
That dream, expressed for the products and services offered in the global market, is to arrive at an ultimate goal 
where one standard, one test and one certificate of conformity will be recognized and accepted everywhere. I 
call it my ―1/1/1‖ dream. To make the dream come true, we need to align the diverse communities of politicians 

and government regulators; of industry leaders; of conformity assessment operators, and of standards-
developing organizations.‖(Cortopassi, 2002) 
Standard Quality Expectations in the Global Context  
Taking Juran’s definition of quality ―Quality is having features that meet customer needs‖ (Juran, 1951) and 
combine it with Shewharts definition of subjective quality: ―quality relative to how people perceive it‖ 
(Shewhart, 1931), than design is part of the quality system. Although the scientic world disagrees mostly to this, 
markets/customers base their decisions partly on the quality of design. 

The difference to many other global standards, design quality is not globally unique, as subjective 
expectations differ from culture to culture and from country to country. For global suppliers these different 
expectations make it more difficult for international expansion.  

Again I take the carmaker as an example for this thesis. When automobile manufacturer started 
exporting vehicles to other countries they found it more and more difficult to meet customer’s expectations: the 
European did not like the big car with soft suspension of the American carmaker, whereas vice versa the 
Americans were not in favour of these little European cars with small boots. It was therefore a logical decision 
to open or acquire plants as subsidies to produce cars fitting the market expectations, going from 
internationalisation to globalization. 

In the 1970’s Japanese carmaker with the help of Edward Deming produced cars in high technical 
quality. But sales in Europe and the USA were low. A story told, that in these days a survey was started to find 
aout who decides when buying a car on what criteria. After adopting the results to the different outcome in 
different countries the sales increased dramatically. The importance of car design to Japanese cars was made 
clear at the Paris motor show by the new global design manager of Toyota: In general, he says: ―design and 

styling need to appeal more to the European taste to achieve the level of perceived quality.‖ More importantly 
the perceived quality itself will take on a more global vision. ―Although the fundamentals will state the same, 

how we appeal will be different according to taste,‖ says Hirai. ―We began to study European taste,‖ he says of 

the Brussels experience. Although with Europe, he admits, it is much trickier to understand taste. ―It’s not one 

country, you know,‖ he says mockingly.‖ There are so many different cultures and tastes in Europe that need to 
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be understood.‖ (Automotive Engineer, 2004) 
 In the USA the situation was a bit easier, as a design center was established already in the 1970s 

―working with their American counterparts to find the right direction to appeal to the American customer.‖( 
Automotive Engineer, 2004) 

The recently started campaigns of Chinese carmakers to open the European market shows, the Chinese 
have learned their lesson.‖ Both multinational and Chinese automakers have learned that it is a lot easier to build 
new car factories than to instill into a new generation of Chinese designers and engineers the sensibilities 
required to have a lasting effect on global automotive design.‖ ( Bredsher, 2007) The takeover of the British car 
manufacturer Rover, the cooperation with BMW and adaptation of the design of Chevrolet’s Spark into Chery’s 

QQ are examples how China tries to meet customer’s expectation of design quality in different countries. 
Unfortunately the lessons are not learned in full. Although the design quality standards start to convince global 
buyers, the technical quality standards lag western standards: ‖Although Chinese vehicle quality is improving; it 
lags Western standards by wide margins. Chery's QQ model, for instance, had an average 391 problems per 100 
vehicles, according to J.D. Power's latest initial-quality survey. For U.S. models, the average is 118. Chinese 
manufacturers must also redesign cars to meet tougher U.S. emissions and safety standards, a cumbersome, 
costly process. ―(Economist’s View

 , 2006)  
Design qualities for some products are en important part of customer’s expectations. Global standards 

cannot been established because of different tastes between nations and cultures. Exporters have to consider the 
different design quality standards to expand globally. 
  
Global Quality Standards for the Financial Markets? 
 
The recent global turmoil in financial markets has raised the question: Are there no quality standards in financial 
markets? 

There is not a clear answer to this question, although there is no worldwide accepted standard like the 
ISO 9000 family. Every country or region has their own regulation or supervisory institutions. 

One first attempt to have a mutual international agreement on an international standard for international 
regulators to setup rules for finance markets, was the Basel II Accord, so as to protect the international financial 
system from the problems arise, when a major bank collapse. It has failed to be implemented internationally 
although the most major countries have plans to do so. 

In the meantime all over the word calls for an international framework to regulate financial markets 
became louder. 

Mr. Gordon Brown, Prime Minister UK: "We must create a framework for the international governance 
that we currently lack. We must consider at a global level the regulatory deficit. For a decade I have said that the 
current patchwork arrangement is inadequate."… "Every financial system will have to look at how it organises 
its affairs in future, but every financial system will also have to find a way of working with international 
partners. Because if something that happens in the US can affect every country in Europe, there needs to be a 
way by which regulators and supervisers can be more closely linked with one another."(TimesOnline, 2009) 

Mr Brown listed the international reforms he said were needed, including: 
* ensuring national financial regulators stay in close touch with their counterparts in other countries 
* setting standards for all financial institutions around the world on transparency and corporate 
governance. (TimesOnline, 2009) 
At a meeting at the Chancellery in Berlin British Prime Minister Gordon Brown and Chancellor Angela 

Merkel joined forces:  
―The two leaders pledged to work together ahead of the G20 summit to be held in London in April, 

which Brown said would produce agreements that would be "significant for the world economy", including 
creating an "unprecedented level of transparency" in the financial sector and "new standards of surveillance for 
global financial institutions". 
Merkel has long called for a UN-style body to oversee the world's financial markets. She said this morning: "We 
are in firm agreement that we need a global structure that will regulate beyond the financial services 
industry".(Connolly, 2009) 

―President Nicolas Sarkozy and Chancellor Angela Merkel on Thursday warned the US and the 
banking industry not to thwart European efforts to tighten financial regulations this year. 
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In a blunt message to Barack Obama, the incoming US president, the French and German leaders made 
clear that the European Union was determined to set the agenda for the G20 summit in London on April 2. 
The summit of leading and emerging economies will discuss ways of strengthening the architecture of global 
financial regulation.‖ 

―In the 21st century, there is no longer only one country that says what we should do and think,‖ Mr 

Sarkozy told a Paris conference on capitalism and ethics. ―We will not accept any return to a single way of 

thought.‖‖(Financial Times, 2009) 
Italian finance minister Giulio Tremonti said: ―If the origin of the crisis is financial, maybe the solution 

for the future must be political and institutional, we need to define new trade rules and new rules for finance,‖ 

he said. ―Finance has to be a means, it cannot be an end. We have rules that reward finance but we are lacking 
those that ban speculation, speculative instruments and tax havens. It is time to transform the crisis into an 
opportunity for everyone.‖(Reuters News, 2008) 

The joint forces of the European countries  have lead to a European commission agreement:‖ The 
European Commission has adopted a set of decisions to strengthen the supervisory framework for EU financial 
markets, in order to improve supervisory cooperation and convergence between Member States and to reinforce 
financial stability.‖(EU Commission Decision C(2009)178 )  

Where it all began, in the United States, President Barack Obama’s thoughts of financial markets were 
expressed already in March 2008 in a speech at Cooper Union:‖ Barack Obama believes that it is time to 

reconsider how we oversee financial markets in this country. Much of our regulatory apparatus was invented in 
the 1930s and our existing patchwork of federal and state regulation is not sufficient to provide the rules of the 
road in a 21st century economy.‖(Graham-Felsen, 2008) 

Only a week after his inauguration, Barack Obama’s plans to regulate the financial market were 

expressed in six proposed new regulations (Galuszka, 2009) 
 New rules for rating agencies 
 New standards for mortgage brokers 
 New transparency on trading credit default swaps (which was claimed to be the cause for the disaster) 

(moneymorning, 2008) 
 Forcing companies to back their exotic derivates 
 Rethinking sky-high leverages 
 Mandatory registration and regulation of hedge funds 

On the other side of the globe China, the biggest owner of American debts, follows suit: ―China 

apparently has allied itself with Europe in calling for a vigorous system of international regulation. 
In closed-door talks with European leaders Friday and Saturday, senior Chinese officials said they would back 
Europe's effort to overhaul international regulatory systems…‖(Wall Street Journal, 2008) 

It is obvious, that existing quality standards, even if they exist are not able to ensure stability in global 
financial markets. Again, only worldwide accepted quality standards enable globalization of the financial 
industry on a sound basis. 

The danger, as expressed from critical voices, is, that in the actual panic situation overregulation and 
nationalism could lead to protectionism: ―Brown said it is not the time for countries to retreat from globalisation 
into protectionism. "Protectionism protects nobody," he said. "This is a time not just for individual, national 
measures to deal with the global financial crisis. This is the time for the world to come together as 
one."‖(Seager, 2009) 

Another critical voice, Warren Buffet, who called the financial markets ―weapons of mass destruction‖ 

thinks markets are out of control: ―You can no longer control or regulate this sort of thing. It's taken on a life of 

its own. You can't put the genie back into the bottle. The American central bank, the Fed, tried to exert its 
influence by lowering interest rates, for example. The Fed and the US government have absolutely no interest in 
promoting the extreme fluctuations we are now experiencing. Nevertheless, they were also unable to prevent 
them. ― (Der Spiegel, 2008)  Time will show. 
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Summary 
 
Historically standards were useful for trade between groups or countries. Later on quality standards together 
with marks were used to give customers a chance to differentiate between good quality and others national and 
international. Then quality marks (country of origin) were used to build trade barriers against foreign supply, 
which did not work, as countries with better quality used this mark as a marketing tool. 

Up to the industrial revolution quality standards were useful, but not a precondition for international 
trade. 
The role of quality standards changed dramatically with the industrial revolution. Only with internal and 
national quality standards were production of interchangeable products and mass-production possible. Opening 
subsidiaries in other countries as a step to globalization required international quality standards. 

The advent of supply-chains, out- and insourcing, distributed production and trade worldwide made 
global quality standards to a prerequisite to globalization.  
On the other hand globalization and globally standardized communication technology had the effect, that quality 
standards were demanded in other areas, like health, safety, education and environmental protection. ―Think of 

the world as a wheel with spokes. At the hub of this wheel is what I would label 'globalization and rapid 
economic and technological change.' That is, in plain language, the one big thing that is going on out there. 
Because it is at the center, we need a different approach to health care, welfare, education, job training, the 
environment, market regulation, social security, campaign finance and expansion of free trade. Each one of 
these areas has to be adjusted, adapted or reformed to enable us as a society to get the most out of this 
globalization system and to cushion its worst aspects.‖ (Friedman, 2000) 

Globalization and quality standards were always close connected, but today both are interdependent. 
The actual financial crisis shows the effect, when globalization and quality standards are not balanced. 
Global actions are in force to hail this. 

Another imbalance between globalization and quality standards may have much more disastrous effects on the 
world than the actual crisis: the climate catastrophe. Globalization had the effect, that now worldwide 
industrialization and the unrestricted use of natural resources increasingly harm the environment. Agreements 
like the Kyoto-Protocol are a step in the right direction, but with little effect, when countries don’t join or don’t 

bother. A global effort, like the one now against the financial crisis, should agree to global quality standards in 
favour of the environment, but before it comes to a catastrophe, so that our children are able to enjoy the 
advantages and benefits to be  
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Abstract 
 

The authors discuss hereunder the business of translation and interpreting in the context of globalization. The role of 
language itself in this context is a small paradox. The tendency to use one major language for communication is 
balanced with the ongoing need to translate and interpret into various language combinations. How does the 
recession directly affect the business of translation and interpreting? The authors use the company Translata, which 
is a progressively growing company in this business area, as a case study. First, they describe the impact of the 
current recession. Second, they analyze the marketing approach of the company. Besides for a marketing strategy, 
technology and working methods are also a key element for succeeding in gaining a competitive advantage. The 
authors conclude with the assertion that despite some negative impacts of the recession on translation and 
interpreting, the recession has also opened up a new field of possibilities and has led to more creative thinking and 
unique approaches. 

 
Introduction 

 
The business of translation and interpreting has a unique position in the context of the current global recession. 
It is not tied to any specific business area. It appears to be in the middle or better yet in between a variety of 
fields that are involved in the global market. The global environment brings people of different cultures, nations, 
and languages together. This is a rather positive aspect for the business of translation and interpreting. The field 
for business activities and marketing in this respective area is rather wide. Despite this positive aspect, the 
global recession also affects this type of business. The following will examine the role of language in the global 
environment, the impact of the recession, and reaction to the recession. Finally, the possible advantages taken 
from this economic crisis will be examined.  

 
The experience of languages in the global context 
 
Mutual communication of cultures and nations in different languages necessarily raises several questions: how 
do we understand others? How can we find a way to understand each other? Shall we learn their language? Is 
there anyone who understands the language and is able to explain, translate, or interpret for us? These have been 
important questions for centuries. The reformation movement of the 16th century came with a revolutionary step. 
The Latin Bible was translated into the German language. Shortly before that, Guttenberg invented the press 
machine, which was used to print the Bible. The Bible was suddenly available to people in a language that they 
could better understand. Scholars and the Church continued to produce Bible translations over the ages, in 
which now there are nearly 2,400 Bible translations. Contemporary translation companies would compete rather 
fiercely in order to gain a project of that extent. 

One would say that this is just a story from the past. In fact, this is true, but the story illustrates that the 
patterns remain the same, even today. People want to disseminate information to other people as close as 
possible to the language that they understand. Only the people, setting, content of the translation or interpreting, 
technology, and methodology have changed. However, the intensity of mutual communication is much higher 
today than in past centuries.   

mailto:matys@translata.sk
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Current Media, software designers, business developers, and others need translations. The availability 
of information in the first language of a particular group also means that the information is more accessible. This 
fact is very important for marketing. There is no better thing than hitting one’s target group with information in 
their first language. Interpreting is also very common in today’s globalized world. People prefer to understand 
complex issues in their first language rather than in a second language.  

Even if most of the world spoke one language it would not be the whole world and, therefore, 
translation and interpreting would be needed for the rest of the people. Another important point needs to be 
made here. Even though the world is becoming globalized, the legal systems of countries are asserting their 
autonomy by using their official language. Therefore, certified translations are inevitably an important feature in 
the globalization process.  

One can also assert that due to globalization, the whole world is becoming a target group for the 
business of translation and interpreting. One can observe that marketing is nowadays one of the most global, and 
also globalizing, features. 

 
Recession and the business of translation and interpreting 

 
The global economic recession has brought us several challenges that must be faced. Companies that have 
insufficient financial reserves are forced to limit their planned budgets. How does this affect the business of 
translation and interpreting? 

It is fitting to use a translation company such as Translata along with its extensive experience, which is 
related to this issue, as a case study. 

First of all, clients always attempt to save money. Clients are seeking to spend less on translations than 
ever before. Sometimes it is preferred to not assign translation jobs to third party translation companies but 
rather to assign translation jobs within the company to employers who speak a foreign language. However, this 
does not guarantee the respective quality of the translation. It has often occurred that Translata is requested to 
correct and fix already supposedly completed translations. Retranslating texts is not an exception. This approach 
definitely does not save money on the client’s side. The expenses are subsequently nearly doubled. 

Second, many companies are experiencing cash flow difficulties. This can be experienced in myriad 
ways. Sometimes companies do not pay their translators or they do not pay translation companies for the jobs 
that have been accomplished. For Translata, the relationships and cooperation with professional translators and 
interpreters is one of the utmost priorities because it secures the professional output and satisfaction of our 
clients. Financial reserves are necessary for overcoming transitory cash flow problems and for remunerating 
translators on time. 

Third, due to cash flow problems, there is a tendency for translators to move form full-time 
employment to freelance type of employment. This model, however, is also helpful in a way because it makes 
the system more dynamic. A freelance translator may decide to acquire his or her own clients, cooperate with 
translation companies, or even both. Company Translata has a wide network of freelance partners. They were 
firstly required to prove their linguistic and professional eligibility in order to cooperate with Translata. They 
also have to maintain top-level quality translations. Thus, Translata has more freedom to choose from a database 
of professionals who are suitable for a particular translation or interpreting assignment. 

On the global level, corporate clients with sufficient financial reserves need to maintain their level of 
presentation. This can be achieved by the availability of information in more than one language. Especially 
marketing materials, printed or electronic, need to be available to as many people as possible. Some large 
companies even have their own translators. Small companies, however, will not be able to afford their in-
house, full-time translators. Small companies and private clients will always have assignments, legal documents, 
or texts with specific terminology, which have to be approached professionally. This secures jobs for the 
business of translation and interpreting. 

However, this business environment might be reshaped in several ways. It is expected that more 
translators and interpreters will work as freelancers. A great challenge is to retain high quality translation with 
lower prices in order to meet the expectations of any potential customers who are having cash flow problems. 
Single freelance translators, small translation companies with small financial reserves and a weak competitive 
advantage will be expected to merge in the market. This process should lead towards a more stable situation. At 
the same time, freelance and small company mergers will not become a threat for large global players. 
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Marketing strategy of Translata in times of recession 
 

Times of recession are crucial turning points wherein an assertive marketing strategy and creative input decides 
who shall survive and who shall not. Translata is an important local player in Slovakia. Even in times of 
recession, Translata is planning to open offices abroad and thus gain more influence. Therefore, it is beneficial 
to analyze Translata as a marketing case study. 

In the current situation, most translation companies compete for large projects and contracts that grant 
them income and a secure cash flow. One cannot deny the importance of such contracts and projects. However, 
one should keep in mind that small translation assignments are also important for a translation company. It is 
also important for small clients that someone takes care of their assignments with great purpose. For a private 
client can sometimes disappear in the shadow of big corporate clients. Translata knows the value of a private 
client whose satisfaction may lead to the acquisition of a corporate client. Therefore, a part of the marketing 
strategy of Translata may be described in the following way: 

Get closer to the people.   
One of the first ways we used to get closer to the people was the modification of our corporate identity. 

Besides for bringing more light and bright features, the main feature of our new corporate identity was a set of 
pictograms representing Translata’s services. Semiotics is rather important in marketing. It visually objectifies a 
product and enables easier communication of a marketing message. Services are an abstract product. 
A pictogram matched with a particular service objectifies the service and thus opens new possibilities for the 
sales and marketing department. At the same time, pictures and pictograms have always been a means of cross-
cultural communication. It is much more creative and catches the eyes much more than plain colored squares. 

 

 
 

FIG. 1: PICTOGRAMS REPRESENTING  TRANSLATA’S SERVICES – LEFT TO RIGHT: TRANSLATION, 
INTERPRETING, CERTIFIED TRANSLATION, CONFERENCE EQUIPMENT, AND LOCALIZATION 

 
 

 
 

FIG. 2: PLAIN SQUARES AS A COMPARISON TO THE PICTOGRAMS SHOWN ABOVE 
 
Translata wants to get close to people as possible. There are several ways that can be utilized to 

accomplish this goal. A professional and easily accessible online presentation is necessary. This is the reason 
why Translata has decided to invest in the development of a new online presentation with the improvement of 
the online possibility to assign a translation job.    

Since Translata also has many private clients, it is important to have a geographically easily accessible 
office. As Translata’s business grows exponentially, the company has decided to move its offices from the 
suburbs to Bratislava’s city center. It is an investment that in the long-term will be very important. Being closer 
to the people also means to meet their respective expectations and needs. 

Since this past year, Translata has successfully cooperated not only with local and foreign business 
organizations. This has been very important because one can meet potential clients in the area of their individual 
interest. The influence felt is much stronger when the potential client realizes that the translation company is 
involved in the same fields as their own interests. Several examples will illustrate this better. 
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One of the greatest achievements in this area was translating and interpreting for the International Film 
Festival Bratislava 2008. Within 8 days of the festival, Translata carried out approximately 200 interpreting 
units. What is more important, however, is the message of Translata’s involvement in the area of culture. 
Approximately 25,000 visitors of this festival could not have overlooked the fact that Translata is here to bring 
culture closer to people as well as to help them understand. Translata generally supports culture, sports, and is 
involved in activities that are not purely business activities.  

Sports are another area of involvement for Translata: Interpreting football soccer matches, press 
conferences, press releases for soccer organizations, ice hockey organizations, and organizations for the 
physically disabled. Translata has also translated for church organizations, which in the context of a 
predominantly Christian society in Slovakia is a valuable reference. 

Magazines are another way that can be utilized to get closer to people. Several prestigious magazines 
published in Slovakia include English language summaries. These are very helpful for those managers, 
diplomats, academic staff members, or tourists that are in Slovakia that only speak English. 

Marketing has become a global phenomenon and can be found in any area. One should be aware of a 
large number of marketing approaches. The presentation of a company does not only include online and printed 
materials. It is also about finding the right ways of presenting good timing and argumentation that open new 
dimensions and meaning for all the partners involved.  

The positive image of a company helps to convince and acquire new clients and develops new business 
opportunities. Even while executing a project on a corporate level, one cannot avoid personal contact with 
project managers or sales representatives. Therefore, besides for delivering great professional results in any type 
of business, one should also keep in mind as to how important it is to be as close as possible to the other 
business partner involved. A good mood, friendly approach, and positive image for a company is also a part of 
marketing, which does not cost any money and has been proven by experience time and time again at Translata. 

 
Advantages of the present economic crisis 

 
Is it possible to talk about any advantages of the present economic crisis at all? It sounds more like a 
contradiction: advantage – crisis. But is it really so? Let us briefly examine the field of translation and 
interpreting. In order to overcome a crisis or recession, one needs to be continually active and have a positive 
attitude. At a time of crisis along with the fall of what was accomplished is in the first place a great shock, but 
when changing the angle of a point of view, the situation may look slightly different. 

Crisis opens the way to new impulses and innovations that may move and support the sustainability of 
the system. It is a time for brainstorming, creativity, and finding new approaches to new or already well-known 
challenges. 

Again, one can use Translata as a particularly suitable example. Recession leads and motivates 
companies towards creativity and innovative approaches in the marketing area, which is rather crucial for 
creating a positive and complex image of a company. Many companies are afraid during a recession. They stop 
being creative and stop developing new projects. The intention of Translata is to develop online marketing via 
cooperation with online portals and specific affinity groups that will secure a closer position to a potential client. 
A creativity and innovative approach in times of recession is very valuable as a fresh impulse for business 
growth. 

On the other hand, one needs to deliver more than professional results in the services offered to their 
clients. Recession also influences the attitude towards the execution of particular projects. The technology and 
methodology of work is, in a crisis situation, even more important than before. 

The main goal is to secure cash flow from a client to the translation companies and translators or 
interpreters. The motivation of a client is clear: hire a translator or translation company as cheaply as possible. 
Tension is created in this point. The work of a translator or a translation company has a certain value and they 
have certain expenses in order to produce translations with a desirable level of quality. 

What are the possible solutions? 
One can find plenty of websites that offer free translations. However, this is not a solution for 

a customer expecting high quality translation. Software cannot supplement a human translator. Some free online 
translators work on a word for word translation basis. A publicly well known quote by Horace claims: “As a 
true translator you will take care not to translate word for word.” And this is also true for today. Therefore, the 
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human element cannot be omitted from the translation process. At the same time, they may use tools that assist 
them in delivering results as good as possible. 

Translata uses CAT tools. CAT stands for ”computer assisted translation.” To be more exact, a CAT 
tool scans a text in electronic format and searches for words that repeat themselves in the text. As a second step, 
a CAT tool creates a database of a translation memory, which remembers how to translate certain words or 
phrases. These translation memories may be developed and reused in a variety of projects depending on the 
particular area of translation: technical, business, medicine, and others. One can develop translation memories 
for each client. 

CAT tools are, therefore, profitable both for the client and translation company. With the use of CAT 
tools, Translata is able to translate faster, and depending on the amount of repeated words in the text, lower the 
prices of the translation. The second point is especially beneficial for those clients who in a time of crisis seek 
cheaper solutions. A cheaper solution, in this case, does not mean lower quality. CAT tools also guarantee that 
the terminology in one large document or in more independent documents related to each other will all be 
translated with the same terminology. Another important point as to how to reach a competitive advantage is to 
work and accept new jobs when no one else is working and thus be even more client oriented. With the use of 
this know-how, Translata is able to acquire new clients even in a time of recession. Translata can offer the same 
quality for less money with a friendly approach.  

In the business of translation and interpreting it is very important to use efficient methods, up to date 
technology, and be creative in marketing. At the same time, the crucial point is created by a correctly chosen 
business strategy. Experience has proven that it is rather beneficial to have one strong and sustainable core 
business, in which at Translata, this would be the business of certified translations. These executed certified 
translations are processed at a stringently high level. Other than the services that are offered by Translata 
include helping people and supporting mutual understanding. 

 
Conclusion 

 
Recession affects everyone. It also reshapes the business of translation and interpreting. Nevertheless, times of 
crisis create an open way for innovative ideas, alternative approaches, and new marketing strategies. The 
business of translation and interpreting obviously has a great advantage in all this. People will always speak 
different languages. In times of globalization, the whole world is a target group. At the same time, one needs to 
choose an appropriate marketing strategy, upgrade the technology utilized and the methodology of work in order 
to be more effective, retain a competitive advantage, and secure sustainable long-term development. 
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Abstract 
 
India’s quest to become a world nuclear power began in the 1940’s under the leadership of Homi Bhabha and 
Jawaharlal Nehru. Despite India’s woeful economy and violent political upheavals following the end of British rule in 

1947, the country continued to assign a high priority to the development of its nuclear capabilities; both for peaceful 
and military purposes. India has steadfastly refused to sign the 1968 Nuclear Nonproliferation Treaty (NPT) and the 
1996 Comprehensive Test Ban Treaty (CTBT). As a result, India has been subjected to world-wide sanctions limiting 
the country’s access to nuclear technologies and materials. Nevertheless, today India operates over 20 nuclear 
reactors and according to most accounts, has amassed over 100 nuclear weapons. The historical development of 
India’s nuclear power and weapons capabilities is examined in the context of the country’s unique heritage. 
 
 
Introduction 
 
Following India’s 1998 explosion of a nuclear device that both surprised and politically embarrassed the United 

States, then President Bill Clinton said that India was on the wrong side of history.  India’s quest to develop its 

nuclear capabilities began several years prior to gaining independence from Britain in 1947. Despite world-wide 
sanctions limiting India’s access to nuclear technologies, materials and equipment, the country today has 

substantial nuclear capabilities for both power generation and weapons production.  India’s development of 

nuclear weapons was primarily indigenous. Pending final approval of U.S. Congress, India and the United States 
are poised to establish an expansive cooperative agreement that will include sharing of nuclear technologies. 
The 123 Agreement 

In July 2008, India’s Prime Minister, Manmohan Singh, narrowly survived a no confidence vote by the 

country’s parliament.  The vote was an important and hard-fought victory of Singh and the ruling Congress 
party.  Opposition parties on both the left and right showed a common concern about India’s growing political 

and economic ties to the United States.  The intense debate centered on a proposed cooperative agreement 
between the two countries to develop India’s nuclear power capabilities.  Known as the “123 Agreement,” a 

reference to a section of the U.S. Atomic Energy Act, the pact would allow India access to previously restricted 
nuclear technology.  The agreement, if finalized, would be a significant step toward ending U.S. and 
international sanctions enacted following India’s 1974 test of a nuclear weapon.  A series of further nuclear 

weapons tests in 1998 that surprised the CIA and was a political embarrassment to the Clinton administration 
resulted in additional sanctions by the U.S.  India’s communist parties oppose the pact fearing closer alignment 

with the U.S. will weaken efforts to address the country’s significant social problems.  The Hindu nationalist 

Bharatiya Janata Party (BJP) and many in India’s scientific community are concerned that the agreement gives 
too much control to the U.S. and international agencies.  The opposition on the right argues that India should 
have the exclusive right to make decisions regarding the use of nuclear technology whether it is for power 
generation or weapons production. 

Talks between the U.S. and India began in 2001 following a meeting between then Prime Minister 
Vajpayee and U.S. President Bush.  Although India’s 1974 and 1998 nuclear weapons tests resulted in sanctions 

by the U.S. and its allies, India continued to develop its nuclear technological capabilities and has steadfastly 
refused to sign the 1996 Comprehensive Test Ban Treaty (CTBT) and the 1968 Non-Proliferation Treaty (NPT).  
As a result, scientific knowledge and technology exchanges between India and Western nations have been 
limited.  Initially, discussions between the U.S. and India focused on safety concerns relative to India’s 

indigenously developed nuclear capabilities.  By 2005, when President Bush and Prime Minister Singh formally 
announced their intentions, the proposed pact had grown into a significant comprehensive agreement between 
the two countries.  In a joint statement issued on July 18, 2005, Bush and Singh “declared their resolve to 

transform the relationship between their countries and establish a global partnership” (U.S. White House, Office 
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of the Press Secretary, 2005).  The agreement proposed by the two leaders set forth initiatives to work together 
in a number of economic, political and technological areas.  The 2005 joint statement calls for: 

 Creating a U.S.-India Knowledge Initiative on Agriculture focused on promoting 
teaching, research, service and commercial linkages. 
 Promoting modernization of India’s infrastructure as a prerequisite for the continual 

growth of the Indian economy. 
 Strengthening energy security and promoting the development of stable and efficient 

energy markets in India with a view of ensuring adequate affordable energy supplies, 
conscious of the need for sustainable development. 
 Signing a Science and Technology Framework Agreement building on the U.S.-India 

High Technology Group (HTCG) to provide for joint research and training and the 
establishment of public-private partnerships. 
 Building close ties in space exploration, satellite navigation and launch, and the 

commercial space arena through mechanisms such as the U.S.-India Working Group on Civil 
Space Cooperation. 

The potential economic impact of the agreement is substantial for both countries.  Just the cost of the 30 new 
nuclear power generating reactors India plans to build over the next 10 years is estimated to be $100 billion 
(Srivastava, 2008). A number of U.S. companies, including GE and Westinghouse, are hoping to get a share of 
the work.  The proposed agreement also calls for greater cooperation in the field of defense technology.  Boeing 
and Lockheed Martin have submitted bids on 126 fighter jets India is considering purchasing at a cost of $8-10 
billion (Beckett & Sheth, 2008). The far reaching U.S.-India agreement reflects a renewed interest on the part of 
the U.S. to establish a much stronger relationship with Southeast Asia’s only democracy and one of the world’s 

fastest growing economies.  For India, the agreement represents yet another chapter in the country’s long quest 

to become a full and respected member of the world’s nuclear community. 
 
India’s Early Nuclear History 
 
Even before India’s independence in 1947, influential scientists and political leaders already had aspirations for 

developing a nuclear capability.  Funded by the Tata Trust and with Homi Bhabha as its director, the Tata 
Institute of Fundamental Research (TIFR) opened in 1945.  Immediately the TIFR began doing scientific work 
in the field of nuclear research.  Bhabha, who earned a Ph.D. in physics at Cambridge in 1935, also went on to 
establish India’s Atomic Energy Research Committee in 1946 to promote education of nuclear physics in Indian 

Universities.  Bhabha’s goal was to quickly modernize India through the development of nuclear power while at 
the same time growing the scientific and technological capabilities of the country (Perkovich, 1999). India’s first 

Prime Minister, Jawaharlal Nehru, shared Bhabha’s nuclear vision providing significant funding and political 

support for the effort.  Early on, India’s political and scientific leaders were giving thought to both the peaceful 

and the military uses of nuclear technology.  In June 1946, the country’s public position on nuclear weapons 

began to take shape with Nehru’s address to a public gathering in Bombay where he stated: 
“As long as the world is constituted as it is, every country will have to devise and use the latest 
scientific devices for its protection.  I have no doubt India will develop her scientific researches and I 
hope Indian scientists will use the atomic force for constructive purposes.  But if India is threatened, 
she will inevitably try to defend herself by all means at her disposal.  I hope India, in common with 
other countries, will prevent the use of atomic bombs” (Norman, 1965). 

Mahandas Gandhi vehemently opposed the development and use of nuclear weapons. Following the bombings 
of Hiroshima and Nagasaki in 1945, Gandhi became one of the world’s most outspoken critics of nuclear 

weapons, urging the world to stop developing, maintaining and preparing to use them.  “I regard the 

employment of the atom bomb for the wholesale destruction of men, women and children as the most diabolical 
use of science….The atom bomb mentality,” said Gandhi, “is immoral, unethical, addictive and only evil can 
come of it.” (Dear, 2004, p. 144). 

Nevertheless, India’s development of its nuclear weapons capabilities continued under the strong 

leadership of Homi Bhabha.  Although it was under the direct control of the Prime Minister, the creation of the 
Indian Atomic Energy Commission in 1948 allowed Bhabha to operate with a high level of freedom and 
independence.  The Atomic Energy Act which authorized the commission imposed greater secrecy over nuclear 
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research and development than comparable legislation in Britain and the U.S.  India’s AEA also established 

state ownership of all relevant raw materials (Perkovich, 1999). 
 

India’s Simultaneous Development of Nuclear Power and Weapons 
 
In 1955 with help from Britain, construction began on India’s first nuclear power research reactor.  Also in 
1955, Canada agreed to supply fuel for the reactor and the U.S. supplied heavy water for the start-up of the 
reactor, dubbed CIRUS (Canadian-Indian Reactor U.S.).  In 1963, General Electric Company accepted an order 
from India for the Tarapur Atomic Power Station.  Today, India has 17 nuclear power reactors in commercial 
operation, six under construction, and more planned (World Nuclear Association, 2008). While CIRUS was 
under construction, Bhabha decided in 1958 to build a plant in Trombay to extract plutonium from spent fuel.  
The plant was designed by the U.S. firm Vitro International.  By 1964, India had created its first supply of 
weapon-grade plutonium.  Plutonium from the Trombay plant was used to produce India’s first nuclear weapon, 

exploded in 1974 (Perkovich, 1999). 
The 1974 explosion in the Pokhran desert 350 miles southwest of New Delhi was deemed a peaceful 

explosion by the Indian government.  Most world powers disagreed and sanctions were put in place limiting 
India’s access to nuclear technologies and materials.  India, however, continued the development of its nuclear 

capabilities primarily utilizing indigenous resources.  Although trade bans have limited the importation of 
uranium, India developed a unique technology utilizing thorium as a nuclear fuel, an abundant material in the 
country. India again in 1998 demonstrated that it was a nuclear power by exploding three devices on May 11, 
followed by two more on May 13.  Prime Minister Atal Behari Vajpayee, a Hindu nationalist and member of the 
ruling Bharatiya Janata Party announced the nuclear weapons tests after being in office less than two months: 

“India is now a nuclear weapons state; this is a reality that cannot be denied….It is India’s due, the 
right of one-sixth of human kind.  Our strengthened capability adds to our sense of responsibility.  We 
do not intend to use these weapons for aggression or for mounting threats against any country; these are 
weapons of self-defense, to insure that India is not subjected to nuclear threats or coercion.  We do not 
intend to engage in an arms race.” (Burns, 1998) 
 

Historical Context 
 
India’s nuclear ambitions are grounded in the cultural heritage of the country and the political and economic 

realities it faces. It had the world’s largest economy between the first and fifteenth centuries.  The country had 

approximately a 33% share of the world GDP in the first century and 25% of the world’s GDP in 1500.  In 1700 

India’s share of the world’s income exceeded Europe’s (Maddison, 2006). The country’s development was 

enhanced by Mughal rule providing India with political and economic unity and stability. “Hindu and 

Mahomedan rulers were always absolute kings, often despotic, but never exclusive.  Their administration was 
crude and old fashioned, but was based on the cooperation of the people” (Dutt, 1969). 

By the early 1800s India’s economy was strong and dynamic. Cotton textiles were a major export.  

Before the industrial revolution, textiles represented one of the world’s most important non-agricultural 
products.  India’s highly developed commerce system allowed it to dominate the worldwide cotton trade 

(Grabowski, Self & Shields, 2007).  The 150 year British colonial rule of India brought law, transportation 
systems and other infrastructure improvements.  However, the industrial revolution that began in Europe and the 
United States during the early 1800s did not occur with the same intensity in India.  As a result, machine 
manufactured products and technological advancements in other countries adversely affected India’s economic 

growth. India lost a significant share of the world industrial output.  In 1750, India’s share was estimated to be 

25%.  By 1900, its share had dropped to only 2% (Clingingsmith & Williamson, 2005).  Research by Maddison 
(2006) indicates that India’s share of the world’s income fell from 24.4% in 1700 to 3.8% in 1952. 

The deindustrialization of India has been studied by many researchers.  A number of possible causes 
have been examined.  Dutt (1969) claims the Indian economy was crippled by excessive British import duties 
and high taxes on Indian agricultural products.  Clark and Walcott (2003) cite records of British machine 
builders that show Indian firms were buying machinery similar to that used in other advanced world economies.  
“The problem that limited growth of the Indian industry was not machinery, then, but low profits made by 

cotton mills in India, because of their inability to employ technology effectively.  Low profits prevented the 
rapid industrialization of the country under the British despite India’s great labor cost advantages” (pg. 59).  
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Clingingmith and Williamson (2005) cite evidence that significant increases in grain prices drove up nominal 
wages of Indian workers making the country’s products more costly and less competitive.  Miska (2003) 

suggests that British rule promoted the “traditionalization” of India thus disrupting and inhibiting indigenous 

attempts to modernize and create a successful economy. 
Regardless of the reasons, India’s once great economy suffered a dramatic decline under the British 

Raj.  India’s average annual compound GDP per capita fell .22% during the period 1913-1950 (Maddison, 
2006). India’s independence in 1947 was joyous and solemn.  In a speech to India’s Constitutional Assembly on 

the eve of their independence, August 17, 1947, Jawaharlal Nehru made these remarks: 
“At the dawn of history, India started on her unending quest, and trackless centuries are filled with her 
striving and the grandeur of her success and her failures.  Through good and ill fortune alike she has 
never lost sight of that quest or forgotten the ideals which gave her strength….That future is not one of 

ease or resting, but of incessant striving so that we may fulfill the pledges we have so often taken and 
the one we shall take today.  The service of India means service of the millions who suffer.  It means 
the ending of poverty and ignorance and disease and equality of opportunity (Nehru, 1946-50) 

The period immediately following India’s independence was filled with strife.  The partitioning of India and 

Pakistan resulted in large scale rioting along communal lines.  Pakistan became the world’s first intentional 

Islamic state comprised of Muslim refugees from India. Gandhi was assassinated by a Hindu fanatic.  From the 
beginning of India’s independence, the country was faced with the paradoxical task of trying to live up to its 

cultural ideals in a harsh world. In the years following independence, the development of India’s nuclear 
capabilities in many ways can be viewed as a proxy for the country’s larger ongoing political and social debates 

relative to governance and the use of economic resources. 
 
Pakistan and China—A Dangerous Neighborhood 
 
In 1964, China exploded its first atomic bomb; just two years after the country had invaded India’s northern 

border in what is now called the Sino-Indian War.  According to most accounts, India was outmanned and 
outgunned. The territory known as Akasai Chin was quickly taken by the Chinese, who still occupy the region 
today. Aided by the Chinese, Pakistan exploded its first nuclear device in May 1998.  Pakistan’s confirmation to 

the world that it was a nuclear power occurred just days after India had exploded nuclear weapons earlier in the 
same month.  According to a 1983 U.S. State Department memo, Pakistan began development of its nuclear 
weapons program shortly after India’s 1974 nuclear test (Albright & Hibbs, 1992).  An Indian-born Muslim 
with degrees in metallurgy and electrical engineering, Abdul Qadeer Kahn is generally credited as the technical 
mastermind who initiated Pakistan’s nuclear program.  Khan was born in Bhopal 11 years before the partition of 

India and Pakistan.  His family migrated from India to Pakistan in 1952.  In a 2008 interview with the 
Washington Post, Khan said he began his work on behalf of Pakistan three years after India routed Pakistan in 
the 1971 war over the area now called Bangladesh.  Khan said it was his country’s humiliating defeat that 

spurred his desire to help Pakistan build an atomic bomb.  He said the creation of a nuclear weapons program 
was a proud achievement that has kept the two rival countries from going to war (Rondeaux, 2008). 

China also provided support for the development of Pakistan’s nuclear program.  The country’s direct 

support ostensibly ended following China’s acceptance of the Non-Proliferation Treaty in 1992.  However, 
China’s assistance in helping Pakistan develop its rocket technology continued into the 1990s.  As a result of 

this assistance, Pakistan reportedly has a solid fuel rocket with a 185-mile range that can carry a 1,110 pound 
warhead (Garver, 2002). 

 
India’s Growing Electrical Needs 
 
India’s dramatic population growth and the subsequent need for economic development are factors in the 
country’s drive for nuclear power. As early as 1954, India’s Homi Bhabha was developing and publishing a plan 

to use the power of the atom to generate electricity, even though at the time, no commercial nuclear power 
stations existed anywhere in the world.  A year earlier, U.S. President Dwight Eisenhower delivered his “Atoms 

for Peace” speech to the UN proposing a world-wide effort to develop peaceful uses of nuclear technology 
(Perkovich, 1999). Clearly, the expansion of India’s electrification is critical to the country’s economic and 

social development.  In 2001, over 35% of the world’s population without electricity lived in India.  Reliability 

is poor. Transmission and distribution losses are estimated to be in the range of 30% (Modi, 2005).  Meanwhile, 
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India’s demand for electricity is projected to grow by 6.3% through the year 2022 (Grover & Chandra, 2005).  

India’s oil resources are limited.  The country is a net importer of oil with 70% of its needs supplied by 

importation (Ghosh, 2005).  India’s coal reserves are plentiful but of low quality.  India has 10% of the world’s 

coal, third only to the U.S. and China (World Coal Institute, 2008).   India generates about 70 % of its electrical 
power from coal fueled power plants, resulting in growing environmental concerns (Mishra, 2004).  Alternative 
energy sources such as wind and solar power are under development in India.  However, the country’s demand 

exceeds the current capabilities of these technologies to be a significant factor in supplying the country’s near-
term energy needs. 
 
Becoming a World Power 
 
After hundreds of years of foreign domination, and just a short 61 years following independence from Britain, 
India has established a leadership role in Southeast Asia and unwaveringly continues to seek full acceptance as a 
world power.  Economic growth and military security are key foundations of India’s strategy. Nations have 
always sought economic and military power as ways to authenticate themselves in the world.  Following World 
War II, nuclear capability became a symbol of technological superiority and an instrument of political influence 
in the world.  Abraham (1998) puts it this way: 

“Atomic energy can be and has been used with equal ease to invoke economic progress or military 
supremacy.  The question is whether the shift from development to security is primarily driven by the 
possibilities inherent in atomic energy, or is only the clearest manifestation of a more basic modern 
ambivalence that cannot distinguish between these twin goals of state action” (Abraham, 1998) 

Over the decades, the Indian government has continued to claim that its nuclear aspirations are for peaceful 
purposes only.  The development of the country’s nuclear power capabilities have been aided by Western 

nations, especially Britain and Canada, but also the U.S. and France.  Russia, too, has provided extensive 
assistance. Concurrently, without outside assistance, India aggressively pursued development of nuclear 
weapons. 

More than any other country, the history of India’s nuclear program illustrates the yet to be resolved 

position of the world powers relative to the access and utilization of this awesome power.  The Non-
Proliferation Treaty and the Comprehensive Test Ban Treaty and the Nuclear Suppliers Group were put in place 
by the world powers to control the development of nuclear weapons. Countries currently possessing nuclear 
weapons include: United States, Britain, Russia, France, China, India, Pakistan and North Korea. Brazil, 
Argentina, and South Africa have nuclear capabilities, but renounced their desires to produce nuclear weapons 
(Abraham, 1998).  Iran, a member of the NPT, has never officially announced intentions to produce nuclear 
weapons. However in March 2008, the IEA and UN Security Council Security imposed certain sanctions over 
concerns about Iran’s uranium enrichment activities. It is assumed that Israel possesses nuclear weapons, but has 

no nuclear power industry.  
The nuclear technology agreement between the U.S. and India complicates world debate regarding 

nuclear proliferation.  The agreement only partially brings India under the control of the International Atomic 
Energy Agency (IAEA).  New nuclear facilities will be subject to IAEA safeguards.  However, just 14 of India’s 

22 nuclear reactors either currently operating or under construction will be subject to IAEA oversight. India’s 

two developmental fast breed reactors will remain unsafeguarded, permitting the country to expand its current 
nuclear weapons arsenal.   (U.S. White House, Office of the Press Secretary, 2006). India gets its needed 
technology assistance, but remains unrestricted by the requirements of the NPT.   The continuing sanctions 
against Iran and North Korea put the world community in the difficult position of trying to declare differences 
between “good” and “bad” proliferators. 
 
Conclusion 
 
On September 6, 2008, the Nuclear Suppliers Group revoked a 34-year-old ban on nuclear materials trade with 
India, clearing the way for the U.S. and other NSG members to take part in the country’s $100 billion 

investment in nuclear power technologies.  The pending 123 Agreement between India and the U.S. further 
establishes cooperative ventures in the areas of space exploration, agriculture, military defense and 
infrastructure development.  India’s quest of over 60 years to become recognized as a world power, fully 

capable of utilizing nuclear technology for both peaceful and military purposes is close to being realized.   
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India’s enthusiastic and historic resolve to develop nuclear capabilities is not without potential 
consequences.  The push for nuclear weapons has long been a platform of nationalist Hindu groups seeking 
what they believe is the country’s rightful place in the world order.  India’s drive to further develop its nuclear 

capabilities with the assistance of western nations could result in political backlash from India’s Muslim 

population.  Muslim extremists calling themselves the Indian Mujahedeen claimed responsibility for a number 
of bombings in 2008 killing hundreds of people in the cities of Jaipur, Ahmedabad, New Delhi and Bangalore, 
home of many of India’s big outsourcing and software companies.  Most recently, a terrorist attack in India’s 

financial capital of Mumbai killed over 170 people. India claims the terrorists have links to a Pakistani 
sponsored Muslim militant group called Lashkar-e-Taiber. Although the attack bears no connection to the 
pending 123 Agreement, the growing economic disparity and political tensions between the two countries may 
cause Pakistan to respond, as it has in the past, by seeking assistance from China. 

India’s communist parties also have been successful recently wielding greater political power 

advocating that more money should be spent to solve the country’s vast social ills and income disparities.  
Indian communists fear that closer economic ties to the West will lead to greater privatization of state controlled 
industries including power generation. On the far left, Maoist rebels called Naxalities have increased their 
insurgency in recent years, attacking police stations and military installations across India.  The group is 
demanding land and jobs for India’s agricultural laborers and rural poor. India’s economic growth over the last 

decade has been dramatic.  However, the country continues to be faced with high levels of poverty and other 
stubborn human development issues. India’s highly touted service economy has done little to benefit the 

majority of India’s large poor population. The World Bank’s 2008 poverty estimates for the developing world 
reveals that the number of Indians with incomes of under $1.25 per day increased from 421 million in 1981 to 
456 million in 2005. 

India’s vigorous population growth and low median age make the country attractive for investment. 

However, a young, growing population without jobs is potentially a breeding ground for social and political 
unrest. Adding to India’s troubles are signs that escalating wages and other increasing costs may lead to a 

cooling off of the outsourcing boon that has fueled the county’s largely service economy. The broad sweeping 
123 Agreement provides India an opportunity to alter the lingering effects of the country’s deindustrialization 

that began over 100 years ago. Politically, socially and economically, the move appears to make good sense for 
the country in its ongoing quest to become a world power. India’s position of political and economic strength 

permitted the country to enter into the agreement on its own terms. Historically, the country has demonstrated 
over the decades that it’s unique and enduring culture bends and adapts, but does not break. India appears to 
recognize that conditions and timing are right for change, thus turning to a new chapter in the story of the 
country’s development. 
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Abstract 
 

With retail trade representing one of the fastest growing economic sectors within the former Soviet republics of 
Estonia, Latvia, and Lithuania (Baltic States), and the Hypermarket format leading this growth, this study presents 
an empirical based comparative analysis of retail firm performance. Although comparative economic sector research 
has been studied extensively in developed regions of the west, this does not appear to be the case in transitional 
markets such as the Baltic States. Furthermore, this is one of the few known studies that have taken the vernacular 
norm of “Baltic States” and by integrating a discussion of both economic and cultural differences, demonstrating that 

the three countries exhibit non-trivial differences in terms of retail performance, and consumer perceptions. This 
study tests a theoretical model that measures the drivers of retail success from both a format perspective (i.e. 
hypermarket) and an individual country perspective (Estonia, Latvia, Lithuania). 

 
Introduction 

 
The focus of this research is to examine one economic sector, the retail sector, in three of the most dynamic 
emerging markets, namely the former Soviet Republics of Estonia, Latvia, and Lithuania. These Baltic States 
represent an important region for the study of retail practice in transition as the retail sector represents arguably 
the most overt change from the Soviet planned economic system, to the free market, capitalist one. Furthermore, 
retailing and shopping behaviour signified a meaningful change in social behaviour by the people in these 
countries. 

A discussion of the relevance of such research utilizing the Baltic States as the region of interest is 
presented, while the subsequent sections present the findings of multiple consumer surveys conducted in each of 
the countries, focusing on the dominant retail format, hypermarkets. These findings help to highlight the major 
perceptions of Baltic retail shoppers in terms of retail metrics such as customer loyalty, service quality, pricing, 
merchandising, and brand development. The findings are then analyzed from the individual country perspective 
to develop both a Baltic and country specific profile of hypermarket shopping behaviour. The findings are 
discussed in terms of academic and practitioner research. 

 
The Baltic States 

 
The Republics of Estonia, Latvia, and Lithuania are commonly referred to as the Baltic States, and are generally 
regarded as one single market, particularly by the West. Although this research will link the three as a region, at 
many levels they represent distinct and separate markets. There are a number of reasons why the West views the 
Baltic States as one entity, including their geographic presence on the Baltic Sea; their recent joint history as 
Republics annexed into the Soviet Union in the 1940s; their return to independence in 1991 and simultaneous 
joining of the European Union in 2004. 

In contrast, as is the case for most independent nations, there are a number of differences between the 
three. In terms of the degree of Sovietization, or Russification, that each country experienced during the Soviet 
period, it was much greater in Estonia and Latvia in comparison to Lithuania. This was mainly a result of the 
higher degree of forced Russian emigration into Estonia and Latvia to grow the industrial sector, while 
Lithuania remained primarily an agricultural nation. Even today, approximately 26% of Estonians are ethnic 
Russians, 38% in Latvia, but less than 7% in Lithuania. 

In terms of economic prosperity, Estonia has lead the other two in economic growth since 1991, 
focusing on the financial and other value added service industries. Latvia has attempted to also move in this 
direction, but due to the heavy industry legacy from the Soviet Union this has been more difficult, plus the fact 
that concerns with corruption and political instability has impacted on this change (Raubiško, 2001). Lithuania, 
although arguably the first of the three to formally shed the communist planned economic model and transition 
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to market economic growth in the early 1990s, now trails the other two in growth, partially attributed to a 
continued high economic concentration in the agricultural sector. 

Beyond economic measures, there are a number of cultural and social resemblance and differences 
between the three countries. Each differs in terms of language, but it can be argued that the similarities between 
Estonia and Latvia, and its peoples, are extensive, but not interchangeable. Due to the geographic proximity of 
Estonia and Latvia, their relative size in terms of geography and population, and the similarity of their histories, 
particularly during the 20th century, has resulted in a high degree of commonality in their shopping and retail 
market environments (Eesti Konjunktuurlinstituut, 2002). Both Estonia and Latvia have benefited from a 
continued growth of retail players and formats, with linkages in terms of logistics, product selection, and other 
retail drivers. In contrast, for Lithuania, although larger than the other two, the retail sector has represented less 
of a focus in terms of economic growth, which could be partially attributed to the presence of one main retail 
player Maxima, and many smaller players. 

Finally, the significance of the Baltic States for retail study can be supported by the fact that these three 
have been the fastest growing retail markets in the European Union, in terms of per capita sales (Baltic Business 
News, 2007). Although in absolute terms these markets are relatively small as their respective populations are 
just over 1.3 million in Estonia and 2.3 million in Latvia and 3.5 million in Lithuania, they none the less 
represent an important venue for theorizing and measuring the drivers of retail success. Reasons for this rapid 
growth of the Baltic States retail sector include the typical reasons of overall growth in a country’s economy 

(i.e. GNP growth numbers) and a corresponding increase in worker’s wages, and higher disposable incomes. A 
less common, and arguably more region specific reason for this growth, can be attributed to the changing social 
nature of these former Soviet states. One way in which Estonians, Latvians, and Lithuanians have been able to 
overtly demonstrate their full integration into the European Union is an increased focus on Western concepts of 
shopping and consumerism, as these activities represent tangible links to their inter-war period of independence, 
and political and economic relations with Western Europe (Seitz, 1992). 

 
Hypermarket Retailing in the Baltic States 

 
In all three countries the most dominant form of retailing is the hypermarket store format. This was a logical 
extension from the central department store and central open air markets that existed during the Soviet period. 
With the growth in the respective economies, the number of hypermarket brands began to grow. In Estonia 
Selver (www.selver.ee), was a hypermarket brand extension from the Soviet era department store Tallinna 
Kaubamaja (www.kaubamaja.ee), while Maksimarket (www.etk.ee), which is a retail brand of the Estonian 
cooperatives, was the first hypermarket to open in Estonia in 1994. In terms of foreign entrants, the Finnish 
department store Stockmann (www.stockmann.fi) opened their first foreign based store in Tallinn, and by 2000 
had also opened their first hypermarket, under the Prisma (www.prismamarket.ee) banner. 

In comparison to Estonia, the Latvian and Lithuanian retail sector has been slower to expand, 
particularly in terms of number of large format stores. In Latvia, the one major domestic retail brand, Rimi 
(www.rimi.lv) opened its first store in 1997, and has subsequently expanded into Lithuania. In contrast, in 
Lithuania the domestic retailer originally known as VP Market, now known as Maxima 
(http://www.maximagrupe.eu), opened its first stores in 1992, and today is the largest retailer in Lithuania. 
Maxima now also operates in Latvia and Estonia 

 
Empirical Research Study 

 
In contrast to the focus on retail practice in the Baltic States, there continues to be a limited amount of academic 
research in the field. This section presents the findings of empirical research of Baltic shoppers’ perceptions of 
shopping behaviour. The data presented here examines how Baltic consumers perceive retail performance in 
terms of shopping behaviour variables such as price, location, merchandise, and retail service. These are typical 
retailing measures, which historically have been used to help explain retail store loyalty. An additional factor, 
labelled “attitude to the retail brand” is also included as a mediating variable to account for the fact that for each 
country sample, multiple retail brands have been used. The focus of the study is to provide a cross cultural, or 
Baltic perspective, of retail shopping behaviour. This perspective of retail shopping behaviour has previously 
been supported in the research literature (Anonymous, 2007). The relationship of the factors is depicted in 
Figure 1. 

http://www.selver.ee/
http://www.kaubamaja.ee/
http://www.etk.ee/
http://www.stockmann.fi/
http://www.prismamarket.ee/
http://www.rimi.lv/
http://www.maximagrupe.eu/
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FIGURE 1 – MODEL OF SHOPPING BEHAVIOUR  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
In terms of the constructs for analysis, they are stated as follows: 
 
• Customer Loyalty = f (Attitude to the Retail Brand; Store Location) 
• Attitude to the Retail Brand = f (Price; Retail Service, Merchandise) 
 
Previous studies have often used customer loyalty as the predictive validity of the shopping behaviour 

factors as measured by the correlations of the constructs to store loyalty measures: such as intention to shop; and 
intention to recommend (Dabholkar, Thorpe, and Rentz, 1996; Lewison, 1997; Levy and Weitz, 2004). For this 
study, it is suggested that an improved assessment of predictive validity is achieved by placing the drivers of 
shopping behaviour into a broader model that explains customer loyalty and store brand attitudes in relation to 
the retailer (i.e. attitude to the retail brand). 

Merchandise, retail service, and pricing factors are also placed into the broader model of the formation 
attitude to the retail brand, and then to customer store loyalty. The suggestion is that if a retailer delivers a 
certain level of retail service, products, and price, then a level of trust will develop by the consumer that the 
store’s performance will continue in the future (Morgan and Hunt, 1994). This view is that trust captures an 
attitude from the present and carries it over to the future (Merrilees and Fry, 2002). In addition, as in most 
retailing research the store location can influence the willingness of a customer to revisit a store. However, the 
store location is not likely to influence brand attitudes about the store. Different locations would be valued 
differently so there would not be a constant relation to brand attitude. 

The testing of these equations uses path analysis (Kline, 1998), which can attest to the variance in 
customers’ attitude to the retail brand, and in turn customers’ attitude to the retail brand as the main determinant 

of customer store loyalty, with support from the location attribute. When taken together, the indirect effects of 
merchandise, retail service, and price on customer store loyalty and thus shopping behaviour can be established. 

 
Survey Instrument 

 
A survey instrument was developed to test the proposed model. The scale items were drawn from a number of 
sources, and reflect many of the items used in previous shopping behaviour research (Lindquist, 1975; 
Mazursky and Jacoby, 1985; Rinne and Swinyard, 1995; Berman and Evans, 2001). Each question asked the 
participants to rate the item on a one to nine scale with nine the highest perceived performance, and one the 
lowest. The constructs consisted of items as follows. Location (1 item); price (2 items); retail service (11 items); 

Retail 
Service

Attitude to 
the Retail 

Brand

Price

Store 
Location

Customer 
Loyalty

Merchandise
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merchandise selection (2 items). The dependant variables of brand attitude, was defined by 3 items, and 
customer loyalty by 4 items. The items are found in Table 1. 

Each shopping behaviour construct was tested for reliability, using Cronbach alpha values. All scores 
were above the accepted level of 0.70 indicating the interrelatedness of the set of items. The value was .91 for 
retail service, .70 for merchandise, .72 for price, .82 for attitude to the brand, and .83 for customer loyalty 
(location had only one variable). 

 
TABLE 1: SCALE ITEMS 

Retail Service Estonia Latvia Lithuania
This store is clean and tidy 3.47 3.60 3.37
The merchandise displays at this store look good visually 3.47 3.87 3.65
This store has a modern look about it 3.98 3.97 3.21
The displays have plenty of helpful information about the merchandise 4.32 4.56 3.69
Self-selection at this store is easy and well guided 3.65 3.85 3.57
The employees at this store give you confidence for your shopping 4.23 5.41 5.23
Selling staff at this store give prompt service 3.75 5.25 5.00
This store has knowledgeable staff who can answer customer queries 3.99 5.18 5.15
Selling staff are always courteous with customers 3.28 4.66 4.07
The selling staff at this store treat me with respect 3.60 4.76 4.08
Selling staff at this store show appreciation for my business 3.88 5.09 4.92
Merchandise
The merchandise at this store is of high quality 4.42 5.09 4.79
This store has the latest trends and styles 5.30 5.74 6.51
The product brands in this store are really good 5.29 5.50 5.17
Price
This store's "sales" and specials are real bargains 3.78 3.90 4.05
This store has reasonable prices (value for money) 3.69 3.98 4.80
Attitude to the Retail Brand
There is something special about this store 4.80 5.43 4.88
I really admire this store 4.88 5.41 5.28
This store has a good reputation among customers 3.67 4.59 4.21
Customer Loyalty
I plan to shop at this store (again) in the next 6 months 3.48 3.39 3.33
I plan to recommend this store to others in the next 6 months 4.33 4.86 4.86
My next purchase is likely to be from this store 4.65 4.79 4.65
I am likely to spend the same (or more) amount of money in this store in the next 6 
months compared to the last 6 months

4.48 4.35 4.12

Location
The store location is convenient for me 4.80 3.55 3.85
"Regarding your shopping experience at this store, for the following things 
 please circle 1 if you strongly agree with the statement and 9 if you strongly disagree."  
 

Data Collection 
 

As this research involved a multi-country, multi-language study, different approaches to data collection were 
employed, although all incorporated convenience samples in order to provide a consistence approach. For each 
country, multiple hypermarket brands were selected. For the Estonian sample the three hypermarket brands were 
Prisma, Selver, and Maksimarket. For both the Latvian and Lithuanian samples, two hypermarket brands, Rimi 
and Maxima were used. All data collection was conducted in the respective capital cities of Tallinn, Riga, and 
Vilnius, as these cities represent the dominate retail market in each country. 
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As stated, convenience samples were used, and although there was no way of knowing how 
representative the samples were in comparison to the general population of the country, screening questions 
were asked to ensure that the subjects had visited the store in recent months. There were a total of 925 usable 
surveys, 310 from Estonia, 300 from Latvia, and 315 from Lithuania. Females were 62% of the sample and 
males 38%, generally reflecting the distribution of shopping by gender observed by the author during multiple 
store visits, and confirmed in interviews made by the author with store management. In terms of age, 29% of the 
sample was younger than 25, 39% between 26 and 40, and 32% older than 40 years of age, thus providing a 
breadth of shoppers. 

 
Path Analysis 

 
In order to determine the magnitude of each of the constructs on customer loyalty, and/or attitude towards the 
retail brand, path analysis was conducted. Table 2 summarizes the path estimates for each of the three countries, 
as well as the wider “Baltic market”. For example, one of the key relationships is that of brand attitude to 
customer loyalty. For each country the relationship, as measured by a t-value, confirms the position that for 
Baltic consumers their brand attitude towards the store is a major influence of customer loyalty. Location was 
also important in all countries, as expected for this retail category. Price, merchandise, and retail service were 
also important influences of the attitude towards the brand. 

 
 

Attitude to the Retail Brand
                 PATH Three Baltic Countries Estonia Latvia Lithuania

Retail Service 0.39 0.47 0.27 0.39
(14.00)** (9.96)** (5.08)** (8.22)**

Merchandise 0.34 0.32 0.49 0.31
(13.24)** (7.83)** (8.75)** (6.86)**

Price 0.18 0.17 0.16 0.23
(7.02)** (3.98)** (3.42)** (5.27)**

R-square 0.536 0.628 0.476 0.493

(t-values in parentheses)    ** significance p<.01       * siginificance p<.05 # siginificance p<.10

Customer Loyalty
                 PATH Three Baltic Countries Estonia Latvia Lithuania

Attitude to Brand 0.57 0.57 0.55 0.59
(25.29)** (14.64)** (13.10)** (15.47)**

Location 0.36 0.35 0.34 0.34
(15.76)** (9.12)** (8.02)** (8.97)**

R-square 0.578 0.630 0.494 0.596

(t-values in parentheses)    ** significance p<.01       * siginificance p<.05 # siginificance p<.10  
TABLE 2 - PATH ANALYSIS FINDINGS 

 
 
A key finding in Table 2 reflects the influences on brand attitude formation. There were noticeable 

differences in the leading variable for each country. For Estonia and Lithuania it was the retail service factor, 
while for Latvia it was the merchandise factor. The second most important influence on the formation of a retail 
brand attitude was also varied by country. Again Estonia and Lithuania were similar in that it was the 
merchandise factor, while in Latvia it was price. Not surprisingly due to the multiple locations that each 
hypermarket brand operates, in terms of influence on customer loyalty, for all three countries the attitude 
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towards the brand was strongest. The next section provides some additional insight as to the relevance of these 
findings. 

 
Discussion and Conclusions 
 
When the actual average ratings for each of the shopping behaviour variables are examined (Table 1), some 
interesting patterns emerge. For all Estonian ratings, except store location, the subjects rated the Estonian 
retailers the highest. The most pronounced differences were in the areas of price, personal service, and attitudes 
towards the brand. These findings may be attributed to the relatively more advanced retail sector in Estonia, and 
the fact that Estonian consumers have had a greater history and knowledge of western retailing even during the 
Soviet period due to the their proximity, and ability to watch TV and listen to radio broadcasts from Finland. In 
contrast, the findings for Lithuania may be attributed to fact that unlike in Tallinn (Tallinna Kaubamaja and 
Stockmann) and Riga (Stockmann) there is no traditional department store currently operating in Vilnius, and 
thus a lower expectation and perception of personalized service are expected from hypermarket stores. When the 
individual item scores are examined, the level of retail service is less easy to compare because the system is 
somewhat different and so Estonians and Latvians may have been slightly less harsh in judging the standards of 
service received. Notwithstanding some differences across store attributes, these findings indicate that 
transitioning and emerging markets will need time to develop their retail systems to levels found in the West. 
Observations by the author in visits to all three countries has indicated that the Estonian retail sector has 
progressed in a more rapid fashion, but that since entry into the European Union the three markets may be 
experiencing a greater degree of convergence. 

These findings also suggest that opportunities continue to exist for foreign retailers to invest in these 
markets, but they should not be complacent in setting retail service norms. Even though the broad factor pattern 
was roughly similar for all three countries, retailers should not consider this as one market. It is suggested that 
cross-cultural differences seem to be in the detail of the various constructs. One contribution of this research is 
to provide insight into inter-country differences in the way that consumers form brand attitudes to the retailer 
and store loyalties in the hypermarket store category. In addition, different retail categories might call for a 
different perspective, so the results are conditional on that context. 

In terms of brand attitude formation, for all three countries, the average scores were middling at best. 
This may indicate that Baltic consumers do form an attitude about the store brand, but that that their attitude is 
not strongly oriented one way or the other. This finding may be of interest to retailers with a more established 
brand image when thinking of entering these markets, as it appears that it may be difficult to shape that attitude 
once established. For existing retailers wishing to enhance their brands may require a focusing on the individual 
drivers of brand attitude rather than an overall brand image. 

In a similar vein, the average rating for customer loyalty mirrored those of attitude towards the brand, 
although slightly higher for each country. Again this may indicate a hesitation on the behalf of the Baltic 
consumer to overtly express their loyalty to a store, or that they continue to shop most stores in the hypermarket 
category. This may be the result of a continued ease of access to each store brand in the capital city regions. As 
the data was drawn from multiple customer surveys, based on consumer shopping perceptions, at the leading 
hypermarkets in each country, the findings showed support that country specific strengths and weaknesses exist, 
and that country specific variables can be attributed to these differences. 

The results suggest that Estonian retailers clearly are out performing the Latvian and Lithuanian 
retailers in most areas. These findings have implications to retail practice in how local and multinational retail 
brands both adapt and standardize operational and service practices across these markets. Thus, for retailers 
wishing to extend their brand within individual country markets such as Estonia, Latvia, and Lithuanian, or 
those wishing to take a pan-Baltic perspective, this study provides empirical support for analyzing which drivers 
and constructs should be standardized and which should be localized. 

The research findings of this study, using the Baltic States can serve as a proxy for other better 
understanding the retail sector in other transition and emerging markets, and will have relevance to both foreign 
retailers looking at expanding operations into these and similar countries in transition, as well as to domestic 
retailers who would have historically had less experience and access to retailing research of this type. It is 
acknowledged that a limitation of the study was the use of convenience samples, and limiting the sample to 
experiences of customers shopping the stores in the capital cities, thus future research may extend this type of 
study to shopping behaviours in other cities, as well as additional types of retail and service formats. 



231 

Finally, it is suggested that the retail sector in Estonia, Latvia, and Lithuania will continue to represent 
an interesting area of study from a number of viewpoints. The first is to determine to what degree the retail 
perspectives in these markets will continue to drift towards Westernized or developed economy views that focus 
on the marketing concept and meeting the needs of the consumer. A secondary issue that should continue to be 
explored is the degree that the legacy of the former Soviet period still plays in terms of consumer behaviour and 
shopping behaviour in these markets. 
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Abstract 
 
The Czech agricultural policy has come to many changes after a year 2000. In 2004 the Czech Republic entered the 
European Union and since the time the Common Agricultural Policy has formed the policy of agricultural subsidies 
in the Czech Republic. The Czech agricultural policy we can divide to the three periods in the new millennium. First 
period is from 2000 till 2004 (before the entrance to the European Union), next period from 2004 till 2006 (after the 
entrance to the European Union – the old scheduled period) and form 2007 till 2008 (part of the new scheduled 
period). The aim of the paper is to compare the Czech agricultural policy in the three periods, evaluate advantages 
and disadvantages of changes and new trends and illustrate impact these changes on Czech farmers. 
 
Introduction 
 
Before 1989, in socialistic state system, agriculture used to be one of the most preferred branches in the central 
directive system of the Czechoslovakia. There was no private sector in the country at the end of 1989. After the 
fall of the socialistic regime in 1989, main changes took place in Czechoslovak and then in Czech agriculture in 
its business structure. Since 1989 there were a significant pressure on adaptation of agriculture to new economic 
conditions and sales opportunities in terms of farms' dimension, structure and capacity. The Czechoslovakia 
divided into Czech Republic and Slovak Republic in the year 1993. One of the main goals of agricultural policy 
used to be the restoration of ownership rights to farm land and other agrarian property through restitution, 
privatization and transformation. Long-term objectives were oriented mainly toward a conception of 
permanently maintainable agriculture in conditions of successive liberalization of the world agrarian 
market. How has been complied this long term goal after the year 2000 and what has been the main changes in 
the new millennium you will find out in this paper. 
 
The Common Agricultural Policy 
 
The Common Agricultural Policy (CAP) is a system of European Union agricultural subsidies. Europe’s 

agricultural policy is determined at EU level by the governments of Member States and operated by the Member 
States. It is aimed at supporting farmers’ incomes while also encouraging them to produce high quality products 

demanded by the market. 
The CAP has its roots in 1950s Western Europe, whose societies had been damaged by years of war, and where 
agriculture had been crippled and food supplies could not be guaranteed. The CAP has been the basic pillar of 
the European integration already from the beginning of the European Economic Community (EEC). Already in 
the Treaty of Rome about establishment of the EEC there are included general targets of the Common 
Agricultural Policy and are also outlined the instruments, by which the existing targets are to be reached.     
 

„Article 33 
1 The objectives of the common agricultural policy shall be: 

a) to increase agricultural productivity by promoting technical progress and by ensuring the rational 
development of agricultural production and the optimum utilisation of the factors of production, in 
particular labour; 

b) thus to ensure a fair standard of living for the agricultural community, in particular by increasing the 
individual earnings of persons engaged in agriculture; 

c) to stabilise markets 
d) to assure the availability of supplies 
e) to ensure that supplies reach consumers at reasonable prices 

http://en.wikipedia.org/wiki/European_Union
http://en.wikipedia.org/wiki/Agricultural_subsidies
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Article 34 

…In order to attain the objectives set out in Article 33, a common organisation of agricultural markets shall be 
established…. 
…In order to enable the common organisation referred to in paragraph 1 to attain its objectives, one or more 

agricultural guidance and guarantee funds may be set up….“      [1]   
 

The efforts to improve the Common Agricultural Policy and to upgrade its targets proceeded already from the 
very beginning. The first attempt at the reform is from the end of the sixties of the 20 th century. It concerned the 
Mansholt’s plan, but it failed. The reform from the year 1992 focused on decrease of support prices on cereals, 
beef and milk, the support of early retirements, the support of alternative incomes at countryside and so on. The 
reform from the year 2003 focused especially on the support of the quality against previous quantity approach 
and in particular in the area of the environment, the consumers’ health and the living conditions of animals.          

The recent courses of the CAP result from the Communication from the Commission on Simplification and 
Better Regulation for the Common Agricultural Policy and to the Council Regulation (EC) n° 1234/2007 

establishing a common organisation of agricultural markets and on specific provisions for certain agricultural 
products (Single CMO Regulation) and from the so-called 'Health Check' of the CAP plan by the European 
Commission for streamlining and further modernising the European Union's Common Agricultural Policy. The 
target of the simplification is the increasing of the transparency and the comprehensibility of regulations, 
liberalization of their demands and cost reduction for companies. The main task of the 'Health Check' of the 
CAP is then more thorough review of regulations and supports within the frame of CAP and their adaptation for 
new tasks and opportunities in the EU formed by already 27 member states.  
 
The Czech agricultural policy from 2000 till 2003 
 
After the year 2000 system of the Czech agricultural subsidies was consisted of several parts, which are 
demonstrated in the figure no.1. First part was created by decrees of the government (most important was the 
decree of the government no. 505/2000). This ordinance supported nonproducing functions of agriculture e.g. 
maintenance of countryside, rural development, protection of the environment etc. Next part was state aid. 
National programmes were focused on the maintenance of genetic livestock and crop potential, prevention of 
the spread of livestock and crop diseases and the support for the renewal of vineyards, hop-gardens and 
orchards. The Support and Guarantee Fund for Farmers and Forestry (SGFFF) subsidies was focused for 
example on compensating for  interest of loans burden provided to the agricultural sector, supporting 
investments of farmers, credit assistance to farmers purchasing land. The last part was the program SAPARD - 
pre-accession programme for agriculture and rural development. It supported measures to enhance efficiency 
and competitiveness in farming and the food industry and create employment and sustainable economic 
development in rural areas.  

 
 

FIG. 1: SUBSIDIES TO AGRICULTURE IN THE CZECH REPUBLIC 2000-2004 
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The Czech agricultural policy from 2004 till 2006 
 
The Entrance, which started the new period of The Czech agricultural policy, was very important event for the 
Czech Republic and also for Czech agriculture. Contemporary Minister of Agriculture of the Czech Republic 
Petr Zgarba wrote: “…The year 2004 was to the whole Czech Republic and to its whole economy the year, in 
which country made the historic step: on 1 May 2004 the Czech Republic became a full member of a powerful 
economic a cultural entity – the European Union. It can be stated with no exaggeration that it was the agrarian 
sector, which has been touched most by the accession to the European Union. We had to get accustomed, first of 
all, to a different system of granting subsidies, yet also to a different structure of subsidies and new support 
programmes. …” [2]   

In programming period 2004 – 2006, subsidies were divided into five main groups. Direct payments, the 
Horizontal Rural Development Plan, the Operational program Rural development and multi-functional 
agriculture, state aid and the common market organizations. Next figure shows this dividing. 
 
 

 
 

FIG. 2: SUBSIDIES TO AGRICULTURE IN THE CZECH REPUBLIC 2004-2006 
 

Direct payments are Single Area Payment Scheme (SAPS) and Top – Up State Aid. These supports are for 
farmers basic European financial source. SAPS involves payment of uniform amounts per hectare of agricultural 
land up to a national ceiling. It means that farmers receive one payment instead of a number of them. The total 
amount of financial resources (i.e. National envelope) is divided on every hectare of agricultural land (for 
example arable land, grasslands, orchards, vineyards, hop-gardens). The payment is not related to the production 
output and farmers are not motivated to produce redundancy of production. One of conditions for obtaining 
payment is an observance of the Good agricultural and environmental conditions. This scheme isn’t using by 

EU-15, it’s voluntary and it can be applied in new member states for three years with double one-year 
prolongation, i.e. five years maximum. The Top – Up are national supplementary direct payments related to the 
SAPS. These payments are financed by the Ministry of Agriculture of the Czech Republic and their purpose is 
to complete the SAPS. Top-Up were implemented on chosen commodities placed at the worst disadvantage 
under the SAPS system. Farmers can apply for top-up only at the same time as they apply for SAPS. The SAPS 
is financed from the European Union and the Top-Up is financed from the national budget.  

The Horizontal Rural Development Plan aimed at aid for multifunctional agriculture including processing 
of agricultural products and securing permanent sustainable growth in rural areas and the primary objective was 
to achieve economic stabilization of agricultural business in Less favorable areas (LFA) and to implement the 
principles of permanent sustainable growth in the agrarian sector through Agro-environmental measures (AEM). 
Other measurements were Premature Termination of Agricultural Activity, Establishing a Group of Producers, 
and Technical Assistance. 

The Operational Program Rural Development and Multi-functional Agriculture was one of programs 
included in European Union policy of economic and social cohesion and it was based on sustainable 
development and the stabilization of rural areas in the Czech Republic. The purpose of this program that applied 
to the regions falling under Objective 1 was to support competitiveness of agricultural sector, a higher level of 
the agricultural products processing, good forestry and water management. The operational program was 
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comprised of three priorities. The first priority was Investments in Agricultural Property, the second was 
Strengthening the Flexibility and Development of Rural Areas and the third was Technical Assistance. This 
program was co-financed from the EAGGF. 

State aid is divided into two main groups - subsidies from the Ministry of Agriculture and the Support and 
Guarantee Fund for Farmers and Forestry (SGFFF) subsidies. National subsidies from the Ministry of 
Agriculture are programs that serve for restructuring and increasing Czech agrarian sector competitiveness. 
SGFFF programs are focused for example on compensating for the interest burden of loans provided to the 
agricultural sector, supporting investments of farmers, credit assistance to farmers purchasing land. Programs 
are financed by national budget.  

Creating the common market for agricultural products is one of the main principles of the Common 
agricultural policy. There are 21 Communal market organizations, within them, agricultural products are 
organized by harmonized rules. In terms of simplifying the CAP, a single Communal Market Organization for 
all agricultural products was established in October 2007, after a proposal of the European Commission in 
December 2006. 

 
 

The Czech agricultural policy from 2007 till 2013 
 
Connection of the agriculture and rural development and use synergistic effect of this connection is the most 
important change in the scheduled period 2007-2013. Rural Development Policy 2007-2013 is based on the EU 
strategic guidelines for Rural Development which are focused on competitiveness of farming; nature, 
environmental and landscape protection and the development and diversification of rural life. The member 
States of the European Union (EU) use the EU strategic guidelines to create their National Strategy Plans and 
Rural Development programs. The National Strategy Plans transfer the main EU priorities into the national 
context to reflex the unique needs of all regions. Rural Development programs implement the National Strategy 
Plans. The Rural Development Strategy of the Czech Republic up to 2013 is based on the following 
development vision (first paragraph) and want to achieved this global aim (second paragraph). 
 

“By 2013 the shape and economic structure of the Czech countryside will change to an extent that leads to a 
distinct improvement in the environment, standard of living and living conditions of its inhabitants, to 
strengthening the supporting occupations and diversifying the economic activities of agriculture, forest and 
water management, tourism and other branches that ensure the economic and social stability of the countryside 
and to achieving a standard of living comparable to the rural regions in the developed countries of the 
European Union. The comparative advantages of life in the countryside increase the attractiveness of the 
countryside for living, working and doing business.” [3]   

“To base the development of the Czech Republic’s rural areas on upholding the principles of sustainable 
development, a systematic improvement of the environment, care for the landscape and nature and reducing the 
negative effects of intensive agricultural and forestry management. Create the conditions for the Czech Republic 
to be competitive in the basic agricultural and food commodities prioritising products with quality labelling, 
increase the proportion of production that can be sold on foreign markets and increase GDP per capita and the 
rural population revenues. Expand and diversify the economic activities in the Czech Republic’s rural areas so 
as to lead to development of business, the creation of new jobs, economic growth and reducing the level of 
unemployment in the countryside. Strengthen the rural population cohesion and to stabilise its social structure.” 
[3]   

 
The National Strategic Rural Development Plan of the Czech Republic ensures the link between the general 

aims of European Rural Development and the aims for rural development in the CR. This plan uses experiences 
from SAPARD and 2004-2006 programming period. Strategy of NSRD is created by 4 axes. All axes and their 
priorities aim at achievement of global objective which stems from the main EU priorities. Axis 1 is focused on 
innovation transfers and knowledge of agri-food sector and the modernising of agricultural holdings and follows 
the main priorities of The Operational Program Rural Development and Multi-functional Agriculture from 
programming period 2004-2006. The main priority of axis 2 is the protection quality of the environment and 
water sources. The aims of the programme are similar to the aims of the Horizontal Rural Development Plan of 
2004-2006. Axis 3 supports the development of living conditions in rural areas and diversification of economic 
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activities.  The LEADER (Axis 4) integrates all three axes and follows the local strategies and partnership [local 
action groups or micro-regions] which are supported by Leader. This programme also follows experiences from 
period 2004-2005. This diagram illustrates the strategy of NSPRD.  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

FIG. 3: STRATEGY OF THE NATIONAL STRATEGIC RURAL DEVELOPMENT PLAN OF 

CZECH REPUBLIC [3]   
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GLOBAL OBJECTIVE  
The development of rural areas in the Czech Republic shall be based on compliance with principles of 

sustainable development, systematic improvement of the environment, landscape management and care 
for nature, and reduction of adverse effects of the intensive agricultural management. 

The creation of conditions for the Czech Republic competitiveness in fundamental food commodities  
while preferred concentration should lye on high quality brand products, the increased share of production 

saleable on foreign markets, and the increased VAT per inhabitant of rural areas and income of rural 
population.  

The expansion and diversification of economic activities in rural areas of the Czech Republic leading to 
the development of business, creation of new jobs, economic growth, and to the reduction of unemploy-

ment rate in rural areas. The reinforcement of cohesion and social structure of the rural population. 
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Rural development is financed by the new European Agricultural Fund for Rural Development (EAFRD). 
This fund was established in the year 2007. The Guidance part of the European Agricultural Guidance and 
Guarantee Fund (EAGGF) was cancelled in the end of 2004-2006 programming period and there were 
established the European Agricultural Guarantee Fund (EAGF) and the European Agricultural Fund for Rural 
Development (EAFRD). The EAGF and EAFRD finance all programs in the period 2007-2013. The National 
Strategic Rural Development Plan of the Czech Republic is co-financed by the national state budget of the 
Czech Republic and European Agricultural Fund for Rural Development. Total financial aid from public 
financing for the period 2007-2013 is about 3 615 million Euro of which EU finances 2815 million Euro [78%]. 
Private sector participates in financing the projects of axis I, III and IV which are non-profit-making of 10% of 
expenses and the projects which create profit of 40-60% of expenses. Public financing is showed in the next 
chart. 

TABLE 1:  ALLOCATION OF NATIONAL FINANCIAL RESOURCES AND 
FROM THE EAFRD, ANNUAL AVERAGE 2007-2013 (MLD CZK) [3]   

Axes 

Public financing 
Share of the axis in % 

(from the EAFRD) 
Total EAFRD CR 

CZK 
billion 

CZK 
billion 

CZK 
billion 

Axis I 3.107 2.330 0.777 22.39 

Axis II 7.192 5.745 1.447 55.20 

Axis III 2.349 1.762 0.587 16.93 

Axis IV 0.650 0.520 0.130 5.00 

Technical assistance 0.067 0.050 0.017 0.48 

Total 13.365 10.407 2.958 100 
 
 

In the new programming period 2007-2013 the structure of Direct payments (Single Area Payment Scheme 
(SAPS) and Top – Up) and structure of State Aid have not changed. The new condition for obtaining payment is 
an observance of the Cross compliance (CC). CC consists of the Good agricultural and environmental 
conditions and the Statutory management requirements (19 EU Directives and Regulations relating to the 
protection of environment; public, animal and plant health and animal welfare). Communal Market Organization 
was changed by the Commission Regulation No. 1234/2007 of 22.October 2007. The regulation merges many 
regulations of communal market organization to the one main document. The aims of the Horizontal Rural 
Development Plan and the Operational Program Rural Development and Multi-functional Agriculture are 
included in the National Strategic Rural Development Plan of the Czech Republic (NSRDP) for the period 2007 
– 2013. The structure of Czech agricultural policy is illustrated in the next figure. 

 
 

FIG. 4 : SUBSIDIES TO AGRICULTURE IN THE CZECH REPUBLIC 2007-2013 
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Impact of changes of subsidies on Czech agriculture 
 
The Czech Republic accession to the European Union separates two main periods of the Czech agricultural 
policy. So firstly I want to analyze impact of the entrance Czech Republic to the European Union on the Czech 
agriculture and compare the financing of the agriculture subsidies in the Czech Republic. Than I focus on 
impact of subsidies on Czech farmers and development of Czech subsidies of recent years. 

Development of the Czech economy in 2004 was marked by stability and GDP growth. The GDP grew year-
on-year by 4.4 % (in fixed prices of 1995) and was by 2.1 percent points higher than average growth of the 
EU25. The entrance Czech Republic to the European Union brought a significant increase of income from all 
agriculture activities of Czech Republic. Level of subsidies and aids to agriculture increased namely the direct 
payments. The gross agricultural production in fixed prices of 1989 grew annual by 14.9 %. Average growth 
increased in price index of inputs by 6.8 % against the previous year. 
These factors were reflected in growth of added value of agricultural enterprises. The year 2005 confirmed that 
the Czech Republic’s accession to the EU brought Czech agriculture a marked rise in revenue and improved 

business results. Comparison of development agricultural subsidies and basic macroeconomic indicators are 
illustrated in the figure no.3. In the figure is noticeable a significant growth of agricultural subsidies after the 
Czech accession. Other indicators grew slightly. 

 
 
 
 
 
 
 
 
 
 
 
 

 
 
 

FIG. 5: ECONOMIC BUSINESS RESULTS OF DIFFERENT FORMS OF 

AGRICULTURAL ENTERPRISES (CZK/HA. A.L.) [4]   
Total spending on support for the Czech agriculture significant increased from CZK 21.9 mil. in the year 

2003 to CZK 28 mil. in the year 2004 and to CZK 32.3 mil. in the year 2005. The most growth noted Direct 
payments, HRDP and The Operational Program. In 2004 the CR was allocated a total volume of support in the 
framework of SAPS from EU funds of CZK 6.3 mil. and in 2005 of CZK 7.4 mil. (after conversion under the 
established exchange rate). This allocation creates about half of total allocations from EU and more than 1/5 
total financial sources.  The largest volume of HRDP funds flows to support for farming in LFAs, i.e. to regions 
with the largest surface of foothill and mountainous areas and Agro-envi programs (AEM). The total volume of 
aid remunerated in LFAs for 2004 was CZK 2.6 mil and for 2005 was CZK 2.4 mil. Subsidies to support for 
farming in LFAs before the Czech Republic accession to the European Union were about CZK 1.5 mil. The total 
volume of aid requested in applications submitted under the framework of AEM in 2004 was CZK 1.4 mil and  
2005 amounted to CZK 3.3 mil. State aid from Ministry of Agriculture (MoA) and Common Market 
Organisation (CMO) after the Czech accession to EU were in a lower level of amount of subsidies. State Aid 
from MoA was down from CZK 6.7 mil (2003) to CZK 4.7 mil (2004) and CMO from CZK 4.1 mil in the year 
2003 to CZK 2.5 mil. in the year 2004. Detailed data you can find in the next table no.2. Data in table are based 
on data taken over from the State Agricultural Intervention Fund (SAIF) balance for the period from January 1 
to December 31, 2005, completed by the estimate of further SAIF payments relating to 2005 and realized in the 
period from January 1 to June 30, 2006. This estimation is applied because payments of European Union for the 
certain year are paid at the end of this year and in the beginning of the next year. 
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TABLE 2:  FINANCING OF THE CZECH AGRICULTURAL SUBSIDIES 2003-2005 (MLD CZK) [4]   
 

 
 

Measures of impact of subsidies on Czech farmers are economic indicators. I chose from indicators income 
because subsidies create important part of income and the net value added as indicator of the efficiency of 
agricultural enterprises. Comparisons indicators of income, operating subsidies and income minus operating 
subsidies of farms in the years 2002 – 2006 are illustrated in the figure no 6.  
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FIG. 6: ECONOMIC BUSINESS RESULTS 2002-2004 (THOUSAND CZK/HA. A.L.)  
 

The figure shows that the lowest level of income reached farms in the year 2003. Since the year 2004 income 
of farms was positive but the highest level of income about CZK 2 859 per ha of agricultural land was in the 
year 2004. In the years 2005 and 2006 the family farm income was in the lower level in comparison with 2004. 
GDP in figure no. 3 increased rapidly in the year 2004 but in the year 2005 there were stagnation. The rapid 
growth was caused of positive expectation on people and companies of advantages which brings the Czech 
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accession to EU e.g. enlargement of markets, higher amount of subsidies, and so on. Subsidies increased rapidly 
in the period 2002 – 2006 from 1669 thousand CZK per ha a.l. to 7237 thousand CZK per ha a.l.. Comparison of 
the family farm income and operating subsidies shows that development both indicators is not proportionally. 
Farms reached the smallest difference between indicators in the year 2004. This difference created cca CZK 
5000 and it was caused of biggest growth of income in this year. The biggest difference between indicators is in 
the year 2006 about -5333 thousand CZK per ha a.l. and the second biggest difference is in the year 2005. This 
proportion of differences is due to rapid growth of operating subsidies. Indicator of income minus operating 
subsidies was in all years in minus. It means that all kinds of Czech farms were in loss without subsidies. 

Other important economics indicator of Agricultural enterprises is net value added. Net value added (NVA) 
expressed per 1 recalculated agricultural worker (Agricultural Working Unit - AWU) is the final indicator of the 
effects of economic relations in agricultural enterprises. Medium and especially large enterprises of natural 
entities (ENE) and enterprises of legal entities (ELE) in the limited liability company category achieved the best 
results for the indicator of the volume of net value added per one recalculated worker (AWU). On the other 
hand, small ENEs achieved the lowest AWU values in monitored years. This situation is illustrated next figure 
no 7.  
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FIG. 7: VOLUME OF NET ADDED (NVA) IN CZK THOUSAND PER 1 AWU  IN THE 

YEARS 2002-2006 

In 2004 the average NVA of all enterprises amounted to CZK 312.9 thousand/AWU (compared to 2003,an 
increase of CZK 131.0 thousand). ENEs with over 100 ha of agricultural land and ELE limited liability 
companies stayed on the course set by the good starting positions they had in 2004. The highest level of 
NVA/AWU reached ENEs with more than 300 ha and ENEs with 101 – 300 ha a.l. in all years. The lowest level 
have the smallest farmers (ENEs with 5-50 ha) because these farmers don´t have so many new technologies, 

fleet need to do agriculture and don´t use economy of scale. The biggest increase in ENEs with more than 300 
ha in the year 2006 is due to fall of Agricultural Working Unit from 8.7 AWU in 2005 to 7.15 AWU in 2006. 

 
In the years 2004-2007 the GDP of the CR continues to increase significantly. In comparison to 2006 it grew 

by 6.6 % in 2007. This growth was supported by growth of employment in 2007. From 2005 there was a halt to 
this trend of growth of unemployment and its gradual reduction started up to the level 5.3% in 2007 (it is the 
lowest rate from 1997 when it was at level 4.8%). In comparison to 2006 it fell by 1.8 percentage points and in 
comparison with the EU average its rate is lower by 2 percentage points in the CR. In 2007 changes in the sector 
structure of employment continued. The proportion of employment from the entire agricultural sector in 2007 
(according to the 2007 average) represented 2.6 % of overall employment in the CR.  
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Figure no. 6 shows expanses of the State Agricultural Intervention Fund (SAIF) which is responsible for 
executing the Common Agricultural Policy of the EU (CAP) in the CR, wherewith it concurrently served as the 
accredited Payment Agency for Implementing CAP Measures financed from EU. Agricultural subsidies of 
Czech Republic increased in the years 2006-2008. There was dramatic increase in the year 2007 and slight 
growth in the year 2008. The dramatic growth in 2007 was due to beginning of programming period 2007-2013 
and offers of new possibilities of gain subsidies. 
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FIG. 5: EXPANSES OF THE STATE AGRICULTURAL INTERANTION FUND IN THE 

YEARS 2006-2008 

Each type of grants in the previous figure is divided on two parts. First part create national expanses to this type 
of grant and second part (same color but different shade) are expanses from EU. Ratio of national and European 
expanses to agricultural subsidies to Czech Republic is illustrated in the figure no. 6. This figure shows that 
expanses from EU to Czech Republic increased in all years but national expanses increased only in 2007 in 
comparison with 2006 and fall in 2008. So there was the largest difference between national expanses and 
expanses from EU about CZK 12.2 mil in the year 2008. 
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FIG. 6: RATIO OF NATIONAL EXPANSES AND EXPANSES FROM EU 

IN THE YEARS 2006-2008 

The biggest part of subsidies in Czech Republic about 50 % created Direct payments. There were paid amount 
about 20.5 mil CZK of Direct payments in the year 2008. HRDP + EAFRD had about 30% where is  the amount 
about 14.5 mil CZK and Common Market Organization was the third with 20%. Marketing aids and SAPARD 
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was used only in 2006 and created about 1%. Differences between year 2006 and 2008 are illustrated in the 
figure no 7 and 8. 
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                      FIG. 6: STRUCTURE OF SUBSIDIES 2006                     FIG. 7: STRUCTURE OF SUBSIDIES 2008          
 
 
New trends of the Czech agricultural policy 
 
The Common Agricultural Policy has formed the policy of agricultural subsidies in the Czech Republic 
therefore new trends of the Czech agriculture are nearly same as new trends of CAP EU. We can find two main 
courses of new trends. First course is connection agriculture and rural development. This connection is 
supported by The National Strategic Rural Development Plan of the Czech Republic linking of financing rural 
development and agriculture by one fund - the European Agricultural Fund for Rural Development (EAFRD). 
This problematic is described in the part called “The Czech agricultural policy from 2007 till 2013”. 
The second course is “decoupling”. It means separation direct payments and production. Subsidies were created 

for each commodity, which EU wanted to be produced more. Farmers obtained great many grants of EU and 
there was overproduction of some commodities. States must buy back of overproduction and it was not efficient 
for both sides. The European Union started to use payments of uniform amounts per farm (Single Payment 
Scheme - SPS) or payment of uniform amounts per hectare of agricultural land (Single area payment scheme - 
SAPS). Both payments are not related to the production output so farmers are not motivated to produce 
redundancy of production. Farmers can conform their production to requirements of market and produce 
commodities which are good salable in a market. Disadvantage of this system is less influence to agricultural 
sector. 
 
 
Conclusion 

Since 2000 Czech agriculture has been rapidly changing. In the year 2004 the Czech Republic became a full 
member state of the European Union. By accession to the EU agriculture that is expanding its primary role as a 
producer of agricultural raw materials for foodstuffs production. It gained a new function, which is much more 
oriented to rural areas as a whole, to the landscape, water resources and forest management. Since that time the 
Common Agricultural Policy has formed the policy of agricultural subsidies in the Czech Republic. In the year 
2007 begun new programming period that brought new possibilities and chances for farmers. Main changes of 
structure of agricultural subsidies in the Czech Republic in the new millennium are illustrated in the figure no.8. 
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FIG. 8: CHANGES OF STRUCTURE OF THE CZECH AGRICULTURAL POLICY IN THE 

YEARS 2000-2013 

Agricultural subsidies in Czech Republic were increasing in the period 2003-2008. There were subsidies in 
amount about CZK 22 mil in 2003, about CZK 28 mil in 2004  and about CZK 38.8 mil in 2008. The main part 
contained Direct payments and their portion of total amount of subsidies has been increasing.  There are about 
53% in the year 2008. Family farm income did not increase in all years of period 2002-2006 in contrast to 
subsidies. Before Czech entrance to EU they were in minus. Since the year 2004 income of farms was positive 
but the highest level of income about CZK 2 859 per ha of agricultural land was in the year 2004. In the years 
2005 and 2006 the family farm income was in the lower level in comparison with 2004. Net value added (NVA) 
expressed per 1 recalculated agricultural worker (Agricultural Working Unit - AWU) is the final indicator of the 
effects of economic relations in agricultural enterprises. There were big differences between periods 2002-2003 
and 2004-2006. The entrance supported Czech agricultural enterprises so in 2004 compared to 2003 the average 
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NVA per 1 AWU of all enterprises increased of CZK 131.0 thousand. Czech agricultural enterprises reached 
NVA per 1 AWU at the same level or at the higher level in 2005 and 2006. 
The entrance of Czech Republic to European Union has brought Czech agriculture many advantages: from 
simplified trade and the opening up of new opportunities and partnerships, to more certainty in business, to a 
greater supply of financial resources. There is evident the growth of agriculture and the whole Czech economic 
in the year 2004. In the year 2007 there were also many changes of structure of subsidies but the impact of these 
changes were not so dramatic in comparison of 2004. 
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Abstract 
 
A change of the global food market is more pronounced than a situation of primary food sector.  European policy of 
nutrition and food production is characterized by effort to ensure safety and quality food production. However from 
time to time there are some problems with food safety (dioxins, BSE etc.). So new European approach is more 
integrated. Feeds and foods are carefully tracked from the farm to the fork. An emphasis lies on traceability, hygienic 
principles, environment preservation and work conditions as well as. A certification of agriculture and/or food 
production in agreement with principles as mentioned above can be competitive advantage. The Global gap is very 
suitable certificated system and it’s necessitated especially by food retail chains. However a production cannot be 
declared as Global gap production and so customers don’t know these standards. It can be handicap in 

competitiveness on condition of customer’s interest about certification mark of the systems. 
 

Introduction 
 
Agriculture has long been characterized by a production of “undifferentiated” commodities. Historically, grain 

and livestock products from different farms have been treated alike by buyers if these products met basic quality 
standards and grades. - The trend is to offer more highly specialized and processed food products to the 
consumer, so buyers are beginning to implement stricter product standards for producers [1]. Today if farmers 
demonstrate that his production is more safety and quality too it is very often competitiveness benefit. This 
verification can be some certificate of good agriculture/hygienic practice or declaration of origin etc. 

Trade with agriculture products and groceries in the Czech Republic is the most important part of national 
economics. The signification of food production lies on support nutrition through safety and quality foods and 
rising competitiveness of this sector as well as. Some food factories have a feed forward to agriculture industry; 
some ones are specialized to high finalization of the production. In the Czech Republic most of the food 
factories have invested in modernization and hygiene of process to meet EU’s requirements. The requirements 
to provision of high level of consumer’s health and trust are more and more compelling multinational interest. A 

supply of safety foods with full biological quality isn’t enough. Clear and non-impugnable proofs about the 
factors, about effective traceability, using modern research results during consumer and environmental 
protection are important too. These proofs must be submitted in lucid form.  

Producers, distributors and store-keepers must respect general requirements to safety foods: 
a) Foodstuffs are not safety if can injure a health or one is not suitable for human nutrition; 
b) Foodstuffs mustn’t misguide a consumer; 
c) Foodstuffs must be traceability; in trade it means evidence system for identification of supplier and customers 
[2].  

Producers of foods or agricultural products very often mark own product by some brand to declaration of 
product´s characteristics. The activity is conductive to improve a market position and provides an easy 
orientation during purchase in relation to consumer and competition. Very often a protection marks are used. 
These marks bring better protection against abuse of owner right. A protection of law in food and agricultural 
product declaration is made by 4 law institution: 
a) Trade mark; 
b) Protected designation of origin; 
c) Protected geographical indication; 
d) Traditional specialty guaranteed.  

In addition of these marks there is some other trade or production certification.  
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The food chain starts at agriculture. In the Czech Republic there are 35 500 farms and farmers cooperations. 
On the other side there are consumers. Their attitude to food has been markedly changed since 1989. It means 
especially nutrition structure and food quality in context of health. 

Food emission to market is conditional on using HACCP (Hazard Analysis of Critical Control Points) 
system in a production.  This duty is not in agriculture, however agriculture products are main input to food 
production or they come to consumer directly. About 80 states of world use certificated system Global gap 
(early Eurepgap). It is standard of good agriculture practice. A certificate of the system means that the 
certificated production fulfils requirements to hygienic principles, traceability, animal welfare, environment 
preservation and worker welfare too. In the Czech Republic farmers can certificate their products only according 
to original version of Global gap standard. National variation is not valuated yet. 

 
Objective and methods  

 
The aim of the text is publish and discuss some of results of research project for period 2005-2009 about support 
an introduction of new system of good agriculture practice Czech gap in the Czech Republic No. QG 60148. 
This standard is national version of multinational standard Global gap. The Czech Ministry of Agriculture 
finances the project.  

The research team is composed of three organizations: the Czech University of Life Sciences in Prague, the 
Institute of Chemical Technology Prague and the Czech Society for Quality, Prague (certification body). 
However the solve of the project have needed cooperation with state bodies, farmers and many specialists from 
various departments (e.g. environment.). 
The first step of research is translating of standard Global gap. The second step is checking and fulfilling 
standard requirements with duties from Czech laws.  The Czech national laws are stricter then the 
GLOBALGAP standard in most cases. This standard rule governs: If national law is stricter than Global gap 
than farmers must to meet law’s requirements.   
Feedback from nearly ten years of working with the standard – with more than one hundred thousand completed 
audits – has been incorporated to make the new third version of 2007 more relevant to today’s concerns and 

advanced production techniques. Consequently the Czech national version must agree with this revision. 
Next implementation of pilot audits on some Czech farms has be one of using research method. The aim of 

the audits is comparison of standard requirements with reality on the farms. One results of project is national 
Czech standard with explication for Czech farmers to easer implementation of standard and than increasing own 
competitiveness. The text discussion solves some problems in view of the Czech consumers, origin and safety 
declaration in trade in context a standard of good agriculture practice – Global gap.   

 
Characteristic of Global gap standard 
 
Global gap (early Eurepgap) is a private sector body that sets voluntary standards for the certification of 
agricultural products around the globe. Eurepgap started in 1997 as an initiative by retailers belonging to the 
Euro-Retailer Produce Working Group (EUREP). British retailers in conjunction with supermarkets in 
continental Europe were the driving forces. They reacted to growing concerns of the consumers regarding 
product safety, environmental and labor standards and decided to harmonize their own often very different 
standards. The Global gap standard is primarily designed to reassure consumers about how food is produced on 
the farm by minimizing detrimental environmental impacts of farming operations, reducing the use of chemical 
inputs and ensuring a responsible approach to worker health and safety as well as animal welfare. Global gap is 
a single integrated standard with modular applications for different product groups, ranging from plant and 
livestock production to plant propagation materials and compound feed manufacturing [3]. 

Global gap (Eurepgap) starts in fresh fruit and vegetable sector, where corporate retailers have developed 
collaboratively their own quality protocol to be enforced at the point of production A condition form market 
entry, for instance, for Brazilian mango and grape producers is the requirement to meet standardized and 
increasingly demanding protocols, which can be considered new forms of non-market private regulation and 
governance [4]. 

Food PLUS GmbH, a non-profit industry is owner of standard and it’s governs organization. Idea of standard 
can be describe by next text: Global gap it is “The Global Partnership for Safe and Sustainable Agriculture”. To 
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respond to consumer concerns on food safety, environmental protection, worker health, safety and welfare and 
animal welfare by: 

(a) Encouraging adoption of commercially viable farm assurance schemes, which promote the minimization 
of agrochemical and medicinal inputs, within Europe and worldwide. 

(b) Developing a Good Agricultural Practice (G.A.P.) framework for benchmarking existing assurance 
schemes and standards including traceability. 

(c) Providing guidance for continuous improvement and the development and understanding of best practice. 
(d) To establish a single, recognized framework for independent verification. 
(e) Communication and consulting openly with consumers and key partners, including producers, exporters 

and importers. 
The comprehensive documentation of the system is organized into five major blocks, each with a set of 

complementary elements. Users can select the applicable elements of each block. This selection gives direction 
to all relevant stages of the GLOBALGAP certification process, including:  

(a) System rules referred to as General Regulations (GR),  
(b) Global G.A.P. requirements referred to as Control Points and Compliance Criteria (CPCC), 
(c) Inspection’s documents referred to as Checklists (CL) [5]. 
Contains all the Control Points and Compliance Criteria (CPCC) that must be followed by the 

producer/group and which is audited to verify compliance. This document is divided into modules, listing for 
each scope and sub-scopes the control points, compliance criteria and the level of compliance required for each 
point. The levels can be Major Must, Minor Must or Recommendation. 

Every farm can apply the Global gap standard to present quality and safety of own production to customers 
and consumers. It is not about farm size or its ambitions. Implementation of Global gap in the Czech Republic 
isn´t more exacting in view of administration or farm functioning. Therefore the standard is acceptable for 
absolutely small family farm so for big agricultural corporations. Another benefit is fact, that certification of 
Globlagap can be integrated with next safety and quality system e.g. ISO 22000, ISO 9001 or ISO 14000 etc. 
Implementation of these standards is easier with Globalgap. Audit is taken for all system together by one team 
for smooth sequence of ones.  

The GLOBALGAP standard implementing offers several benefits to producers e.g. encouraging the 
development and adoption of national and regional farm assurance schemes, clear risk assessed HACCP (hazard 
analysis critical control point) based references standard serving the consumer and food chain, avoid multiple 
product audits on mixed farming enterprises by a single one-stop-shop and better access of national 
organizations to farmer therefore his demonstration a good agricultural and ecological practice. 

 
Globalgap and food safety 
 
A significant amount of the food we eat comes from EU farms. There are more than 10 million farmers in the 
EU. This represents 5.4 % of all employment. Farming generates many more jobs in surrounding communities 
and in feed and food processing. European policy in sphere of food safety and quality has been started take 
bearings to agriculture. The main points of this policy are: produce safe food in hygienic conditions, maintain 
high standards of animal welfare, use environmentally sound production methods, and promote a sustainable 
rural economy [6]. 

Pressure to food safety apprehension is mainly from transnational retail companies. They are needed some 
safety and traceability guarantee.   Very often the system HACCP is needed in livestock production. Base of the 
system is process monitoring to produce good food product.  Object of this conception is only safety and 
hygienic risks. System HACCP is not obligatory certificated. It is voluntary activity. 

Standard Globalgap contains principles of HACCP in very easy form for farmers. It is very important not 
only in livestock production, but in production of fruit and vegetables too. 

In the Czech Republic the law requirements to food safety was confronts with Globalgap control points. The 
national law is mostly stricter than Globalgap in hygienic practice; however the control points in standard can be 
use as main guidance during exercise basic hygienic practice.  

Next results came from the application study by pilot audits in project for the Czech farming: The good 
agriculture practice included using fertilizers and pesticides are very good as well as labor protection. Some 
experiences during auditing on farms showed that news for the Czech farmers is requirements to toilet with 
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flowing water up to 500m from place of work, staff training about first aid and using of pictograms with 
hygienic rules on a workplace. Traceability was more effectively after using Globalgap standard. 
 
Discussion 
 
The basis of future Czech GAP standard comes from the scheme of GLOBALGAP. The first step in the project 
solving was translation of standard. The next step was the comparison of the translation with the Czech national 
laws. The Czech national laws are stricter then the Globalgap standard in most cases. In case of the hygiene and 
environmental protection some space is there for its improvement. The next aims were principle’s definition of 

the Czech good agriculture practices, analysis of factors for the Czech agriculture conditions and creation 
national standard with certification proceeding. For there the pilot audits were performed on Czech farms. The 
aim of the audits is comparison of standard requirements with reality on the farms.  Next text brings some 
results. 

The range of discussion with interested parties was carried in connection with project solving. The interested 
parties include professional associations, members of the Czech Agrarian Cabinet, farmers and all that. Some 
facts followed from the discussions. These ones are given below:  

(a) The Czech farmers have not good information about requirements from good environmental and 
agricultural practices. The information gets to them from different canals and sources. Uniformity of 
information and way of its distribution is very important. Only one team for solving is necessary.  

(b) The farmers often comprehend wrong the expression “good agriculture and environmental practice”. 

Some Manual of good agriculture and environmental practice is needed. 
(c) Non uniformity of interpretation of some terms is next problem for our farmers. Farmer’s deputies 

appealed to formation of some group for ensuring of uniformity different translating terms in documents of 
different organizations.  

(d) The WIN-WIN principle was frequently repeated. 
These facts must be taken to account during realization of standard Czech GAP as the national version of 

Globalgap standard. The final result will be created by cooperation of all interested parties in accordance to 
WIN-WIN principle in practices. 

Performed audits on the Czech farms and agricultural cooperation (grange) with conventional production 
showed that hygienic principle are filled however there are some innovation for better ensuring of hygiene and 
traceability. Implementation of standard isn´t time and capital-intensive in about 50% cases of audited farms. 

The certifications of production standard are very important in trade e.g. for conclusion of contract with 
retail food chains. But Globalgap is only supplier standard. It means that certified production cannot be mark as 
a Globalgap production. So customer doesn’t know these standards. It can be handicap in competitiveness on 
condition of customer’s interest about certification mark of the systems. 

 
Conclusion 
 
A certificated standard of good agriculture practices or good agriculture and environmental practices gives many 
benefits not only farmers. GLOBALGAP standard is required by groups of retailers so there is a business 
benefit of competition. The proceeding process is more transparent in a certificated system and this is a reason 
of more effectively process. It is a benefit from cost reduction. And the most important benefit is a protection of 
environment and country-side due to filling of environment requirements. Standard GLOBALGAP is a basic 
standard for creation a new Czech standard Czech GAP. Requirements of Cross-Compliance will be likely to 
important component of Czech GAP standard to improve environment protection in the Czech condition. The 
aim of this text was to introduce this project to foreign institution with experience in this field and to establish 
new relations with it. 

Implementation and certification of Globalgap standard brings a range benefit to farmers. In the Czech 
conditions this one would be ensure harmonization of requirements in the range of relationship between 
suppliers and customers. Problem of multiple audits with different criteria would be eliminate as well as. Idea 
about new formula for global trade (Globalgap) is beginning competitiveness benefit of global signification. 
Mineralization aspect of negative impacts to environment and fulfilling of work conditions and social point of 
view are very important to.  
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The wide using of Globalgap system enables access unification of control bodies and it leads to management 
optimization of agricultural and food processes. It seems that concreting standard use in the Czech condition 
will be provide to demonstrate production quality and it may be protect farmers against non-uniform 
requirements of trade.  
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Abstract 
 
The paper deals with an actual situation of Benchmarking in the Czech Republic and analyses opportunities for the 
Czech companies to compare their performance with similar companies in the market. The first part analyses 
possibilities of self-conducted benchmarking study and utilization of financial data, which are published by Czech 
Ministry of Trade and Industry for comparison of sectors. The paper reacts on abandonment of Czech Sector 
Classification of Economic Activities (Czech acronym OKEC) and its replacement by Classification of Economic 
Activities (Acronym CZ-NACE), which the Czech Statistical Office (CSU) introduced in the beginning of the year 
2008. Possible problems related to the change of classification and securing continuity for inter-company comparisons 
are pointed out as well. That is followed by brief introduction of Czech Benchmark Index together with reasons of its 
short term run by agency CzechInvest and an introduction of accessible tools based on methodology of comparison 
with other tools which can contribute to an increase of performance of the Czech companies at the end of the article. 
 
 

Introduction to Benchmarking 
 
The topic Benchmarking is still one of mysterious themes, which companies do not know or are afraid to use. It 
is one of tools, which were promoted a lot as something really new and useful. To be true, the theme 
Benchmarking was here before, but companies used it simply as comparison analysis with other competitors in 
the area. The benchmarking process is increasingly used by U.S. industry. It is proactive, positive and structured 
process which leads to change of operations and eventually achievement of superior performance and 
competitive advantage. Many types of benchmarking have been recorded. In literature [3, 8] we can find 
benchmarking examples of performance, benchmarking of processes, best practice benchmarking. Other 
resources [4, 7] mark for example competitive benchmarking, general benchmarking, function benchmarking, 
costumer benchmarking or tactical benchmarking. 
 
Benchmarking in Czech Republic 
 
Despite of many years of implementation in the Czech Republic the potential of benchmarking is still in early 
stages of exploration. Pioneering projects were run by Czech Organization for Quality (ČSJ) in years 2003-2005 
focusing mainly on spreading the idea of benchmarking to businesses and organizations via different seminars, 
courses and conferences. Also within nationwide framework Week of Quality many discussions and 
presentations were lead by experts from practice. All that resulted in increased awareness among concerned 
public, with interest growing more among companies and consultants rather than universities and other research 
& development organizations. Impacted companies clearly saw benefits of benchmarking mainly in the area of 
performance improvement and called for tools of implementation at local and national level. [1] 

Nowadays companies have more opportunities, how to find in the given area the best practices 
applicable in own processes in order to increase company’s performance and competitiveness on the market. 
The best contribution has own benchmarking study created by the company, which is built on its own needs and 
specifics. This tailor-made benchmarking has some advantages. For example accounting data, which are usually 
used from the financial accounting, may not reflect reality. The company can modify them in a way that they 
will describe company performance more correctly (change in leasing, cost activation, etc…). On the other hand 
such benchmarking study is often time and money consuming and challenged by lack of information about 
competitors etc. Those are the reasons why companies more often use services of benchmarking agencies 
providing conducting benchmarking studies or managing databases with data of all companies involved at 
national or even international level. 
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Own Benchmarking study 
 
Own benchmarking study using specific data gained via business intelligence can be supported by macro data 
from public sources - such as statistical data from the official reports or paid databases (for example Albertina – 
companies’ monitor). For companies within the same business area there is also available the database of OKEC 
(Industry Classification of Economic Activities) provided by the Ministry of Industry and Trade and published 
on their web pages. Unfortunately continuity of data used for the inter-companies comparisons was disrupted by 
the start of new classification called CZ-NACE in the beginning of the year 2008. 
 
From OKEC to CZ-NACE  
 
Statistical classification OKEC was in the Czech Republic since 1994. Ministry of Industry and Trade presented 
financial analysis of industry and construction based on OKEC classification on monthly, quarterly, semi-annual 
and annual basis and companies used it for their comparison with other businesses. As of 1.1.2008 CSU 
regulation replaced OKEC classification by statistical classification of economic activities NACE (from French: 
Nomenclature générale des activités economiques dans les Communautés Européennes). In European Union is it 
used since 1970. The mark CZ means the Czech version of the same classification. Predecessor of NACE was 
classification NICE for mining and manufacturing industry, energy and construction and NCE for trade 
activities. NACE is derived from ISIC classification, top levels are identical, lower levels of NACE are more 
detailed. Current revision of NACE classification carries the number two. First version had two inconsistencies: 
1. Data were not comparable. Many countries put data in their own classifications and then transformed them to 
NACE. 2. Classification was not created for international comparisons. NACE respects the last 15 years of 
development and structural changes in economy. In current structure and definition it is more relevant and better 
comparable with other systems of classification. [2, 6, 9] 
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FIGURE 1: INTERNATIONAL SYSTEM OF ECONOMIC CLASSIFICATION [9]. 
 

CZ-NACE presents hierarchy of activities and combinations of various statistical items. Structure of 
NACE has 4 levels. First level is marked by alphabetic code, second level marks 2-place numeric code, third 
level is characterized by 3-space numeric code and fourth level has 4-space numeric code. It is ideal for practical 
use, if companies have homogenous activity. The problem arises in case of company performing different 
activities.  The company CZ-NACE code is determined by the main activity of company operations.  
Why do we need any statistical classification? The classification splits the world to the parts, which are more-
less homogenous. These classification categories are characterized by careful reflection of reality where every 
unit can be placed only to one category; and methodology principles, which allow all unites to find the right 
place in classification. [9] 

How are the companies classified according to CZ-NACE? Every company has one CZ-NACE code 
according to its main economic activity. Main economic activity is the one, which contributes the most to the 
value added of the company. The assign of the code is lead by systematic part of CZ-NACE classification and 
decisions made by leading committee for NACE. It has to be known, which activities company does and their 
share in value added. In the Czech Republic so called Converter Bridge was created to transform past OKEC 
activities into CZ-NACE codes. Companies can change their main economic activity all at once or within 
specific time period. [10] 
What is the Converter Bridge between OKEC and CZ-NACE? It is not easy to say how the classification was 
changed. For every area there are specifications and there is not only one way, how to transmit one area to 
another one. Picture 2 shows some examples of transformation of OKEC to CZ-NACE.  
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Figure 2: Examples of CZ-NACE revision [own processing] 
 
According to Czech Statistical Office directive over the transition period of the year 2008 OKEC classification 
is used for quarterly, half-year and monthly reports. For 2008 annual report new classification called CZ-NACE 
will be used. As of 2009 classification CZ-NACE will be fully used also for monthly, quarterly and half-year 
data. Using of Converter Bridge provided by Czech Statistical Office should guarantee the ability of comparison 
of data in time.  
Change of OKEC to CZ-NACE classification brought along many challenges for entrepreneurs work. One for 
all is potential change of a company subgroup. That would cause a loss of continuity of company benchmarking 
with the same group of other companies or even more important disqualification from EU funds subsidy 
application process if the new group is not supported by the state. 
 
Tools for the comparison with other companies 
 
If a company decides for a benchmarking study based on existing benchmarking tool, there are not so many 
opportunities, which are available for the comparison with other Czech companies. The agency regarded as the 
main ambassador of benchmarking in the Czech Republic, CzechInvest agency started to cooperate with foreign 
database and outsourced knowledge from abroad to create Czech tool for continuous increase of 
competitiveness for small and middle-size companies – so called Czech Benchmark Index. 
 
Czech Benchmark Index 
 
The Czech Benchmark Index (CBI) is a business-focused performance diagnostic tool, which should help Czech 
companies to set goals and strategies and which should lead to the development of entrepreneurship, 
innovativeness and competitiveness of Czech companies. This diagnostic tool is based on methodology of 
indicator benchmarking and enables to the Czech companies fast and transparent analysis of their strengths and 
weaknesses and find out the priorities for future improvement of performance with an assistance of trained 
consultants. [5] 
The process of benchmarking was simple for a company. Trained and qualified consultants worked with each 
company to facilitate data collection and analysis. Collected company data were input in worldwide database 
(including over 20 000 companies). Comprehensive report that considered company’s performance from 4 
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perspectives: Financial, Customer, Business Processes and Development (People) was an output of this process 
and worked as a base for development of action plans. 

Idea of Benchmarking was regarded highly valuable and important for the Czech Republic. The project 
of Czech benchmarking tool was originally proposed by GFA Company as a part of biggest project called 
National Registry of Consultants (NRP). It triggered the Benchmarking strategy implementation in 2003 as a 
pilot project run by the Investment and Business Development Agency - CzechInvest under supervision of 
Czech Ministry of Industry and Trade (MPO). GFA Company led the first two years of implementation. As of 
2005 this project was fully undertaken by CzechInvest. NRP was firstly meant to be financed by EU funds – 
Phare Program in 2003 and Operational Program Industry and Business (OPPP) available for companies in the 
Czech Republic for the years 2004 – 2006 (as the Czech Republic has joined the EU in 2004). The project 
deadline was planned for December 2008/January 2009. 

The process of project implementation started by creation of Czech company database called Czech 
Benchmark Index. This Czech version of database is working on Benchmark Index database used by other EU 
countries called Benchmark Index. The license for this database owned by company Winning Measures in 
England was rent out to the CzechInvest for 1 year till the end of 2007 with option for proprietorship of the 
license for another 3 years.  
 
 

 
Figuree 3: System of Czech BenchmarkIndex. [own processing] 

 

Since 2008 future of the Czech Benchmarking Index is in question as CzechInvest seeks for one 
umbrella organization to run CBI and to cover an interactive network of 1.000 independent consultants created 
over time (known as National Registry of Consultants). CzechInvest is ready to subsidize this advisory service 
focused on SME companies by 50 %, but so far there is no advisory organization interested in taking over the 
project. Therefore the main benchmarking tool in the Czech Republic is not available for companies at the 
moment.  
 
INFA 
 
Benchmarking diagnostic system of financial indicators INFA is the result of the cooperation of public 
administration (Ministry of Industry and Trade) and university (University of Economics in Prague – Assoc. 
Prof. Ing. Inka Neumaierová and Ing. Ivan Neumaier – the authors of INFA). Ministry of Industry and Trade in 
the Czech Republic (MPO) is responsible for database management, capacity programming and together with 
the University of Economics in Prague also for methodology frame and analyses work.  
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The data basis for the benchmarking is statistical data from Czech Statistical Office, on which 
“Analysis of development of economy in the Czech Republic and industry in the competence of Ministry for 
Industry and Trade” is based and which are compared with MPO resort investigation data for next “Financial 

analysis of companies in industry and construction”. From time point of view there is annual data available from 
year 2002 and there are also quarterly data for the last year. 

Benchmarking diagnostic system of financial indicators INFA enables three different views for the 
comparison of company with the industry. First is without the consideration of connection between financial 
indicators, second one is with the consideration of connection between financial indicators and the third one is 
with above mentioned consideration with individual system of calculation of additional risk charge.  
Valuable positive of this system is its free-of-charge public availability on the web pages of Ministry of Industry 
and Trade1. After loading simple set of input data (19 measures) system INFA immediately provides a 
benchmarking analysis with number of partial findings. The benchmarking statement tackles a health of the 
company in one monitored year. Handicap of this system are partially biased results caused by unaltered 
accounting data or its shallow analysis without identifying causes of results. In addition INFA is OKEC based, 
therefore national data are available with a long delay and change to CZ-NACE caused discontinuity of data 
compatibility. 
 
IMP³rove 
 
IMP³rove provides the highly professional Innovation Management consulting process, into which a 
benchmarking-based self-assessment tool is integrated.  

It was launched by European Commission under the Europe INNOVA initiative with a view to 
achieving long-term improvements in the innovative strength and competitiveness of small and midsize 
enterprises (SMEs) throughout Europe. The primary focus of IMP³rove is on a new online platform which 

enables companies with between five and several hundred employees to verify their innovation processes using 
a web-based questionnaire and to benchmark themselves in relation to the top performers in their sector of 
business or industry2. 

One major benefit of the assessment is learning from a very structured and holistic questionnaire and 
the European benchmarking reflecting the current competitive position of your company related to companies 
from other EU countries and Switzerland. Czech version is under development what will bring this free-of-
charge diagnostic tool (additional advisory services are paid) closer to wider public. For Czech companies a 
setback of IMP³rove is its strong focus on innovation, while innovation management and strategy is new for 
them and many have no innovation strategy in place. Also comparison with foreign companies lacks an analysis 
of external (macro-economic) factors influencing results of companies within specific state. 
 
Future progress of benchmarking tools in Czech Republic 
 
The main progress of benchmarking tools is influenced by change of the OKEC classification to new CZ-NACE 
classification. The first problem will be in continuity of comparison among individual years, specifically 
between the year 2008 and 2009. The main benchmarking system tool in the Czech Republic, which was 
promoted by CzechInvest and Ministry of Industry and Trade, is now on hold. Companies do not have the 
opportunity to use this service and get complete feedback. Even there are still many voices calling for this 
service operation, its future is questionable. There are several opportunities, which could be used in this 
situation. First idea is that CzechInvest will run the database with the support of EU funds also in next years. 
This idea is till now not used, because of lack of people employed in CzechInvest and importance of other 
projects. The second option is that the license for benchmarking comparisons will be rented. It would mean that 
some other consultancy company or organization would use the Winning Measures database and manage 
benchmarking studies done for companies in the Czech Republic. This way would bring some obstacles in case 
of legal issues and data mining. Until now no decision was made by CzechInvest or Ministry of Trade and 
Industry about continuity of the program. 
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End Notes 
 

Talking about Czech benchmarking process we have discovered that there is still a lot of space for 
improvement. As benchmarking is known in the Czech Republic already for some years and the biggest boom 
was around the year 2003, nowadays we can talk about decline of benchmarking in the Czech Republic. The 
biggest contribution to promotion of Benchmarking towards companies is granted to CzechInvest and their 
Czech Benchmark Index, but as the pilot project is no more running, the Czech Republic has fallen into the gap, 
where the benchmarking tools seems to be of no importance. 
For companies it is really important to have a platform, where they could asses themselves with others. Thank to 
the definition of strengths and weaknesses, for many companies a benchmarking can be a springboard for 
formulating business strategies. When interpreted correctly, result of benchmarking process leads to elimination 
of unnecessary company activities and to focusing on priorities. As such, benchmarking can improve 
competitiveness of the given organization. Within the framework of the Czech Benchmarking Index, companies 
could refer to benchmarking indicators or benchmarking based on comparison of numeric indicators.  
A lot of effort was given to the special benchmarking such as HR benchmarking or financial benchmarking, but 
there is no platform, which would connect all parts of company performance in one output. In some areas of 
public economy there are also benchmarking comparisons, but it is usually only for villages, libraries or other 
specific public organizations 
                                            
1 Online assessment tool available at http://www.mpo.cz/cz/ministr-a-ministerstvo/ebita/ 
2 Online assessment tool available at www.improve-innovation.eu 

http://www.mpo.cz/cz/ministr-a-ministerstvo/ebita/
http://www.improve-innovation.eu/
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Abstract 
 
The contribution for Science is an evaluated based study of Top-level Managers in East Europe for recommendations 
can be given for success assessments, starting circumstances, coaching and reintegration an and a empirical based 
checklist for HR Managers doing development of success factors for the company to save knowledge and financial 
benefit. 
 
 
In 1990 the European Union was enlarged to East-Europe. Since that time German companies are committed 
there and are sending top-executives in those countries. At the same time east-european manager are working in 
German companies in their home countries and are going into top-positions in Germany from there. 
In the Frame of an PHD-Study in Bratislava there are interviewed 25 Managers form German companies 
working in Bulgaria, Czech Republic, Hungary, Poland, Romania, Slovakia between 1996 -2009. 
Managers are defined as leaders from join-stocked companies or limited companies of German company‟s 

daughters in East-Europe or in Germany on the first or second level. 
The research clarifies the following questions: 
 How is the actual research level in view of successful key factors in connection with the inter-cultural 

co-operation for Expatriates? 
 Which starting-points do exist for the choice (economical, medicinal, psychological) of those 

employees or offer of management-development instruments (language, inter-cultural training) and 
how are they used? 

 Which recommendations can be given of the employment in foreign countries of Expatriates on top-
level? 

 
The actual research level in view of successful key factors in connection with the inter-
cultural co-operation for Expatriates 
 
A trend study by ECA International London in 2007 shows that 72 per cent of the companies that were surveyed 
expanded their foreign assignments in recent years and 66 per cent of them expect this personnel measure to be 
increased in the years to come. 82 per cent of the polled companies state that in order to manage business 
transactions abroad foreign assignments are required. Another trend study by Mercer 2008 includes Data from 
200 international Companies. The survey resumed that 60 % of European companies were expanded their 
foreign assignments in the next years.  Foreign assignment of managers and experts therefore in general is being 
about to increase. 

In 1990, the European Union expanded to Eastern Europe. German companies have been venturing east 
ever since and have been delegating managers to those countries. At the same time East European managers 
have been working for German companies setting up subsidiaries in their home countries and have been 
achieving top positions in Germany. Managers are defined in this research as first-level or second-level leaders 
of listed companies or limited companies of German subsidiaries in Eastern Europe and in Germany. 
A lot of research has been done on HR development and delegating expatriates (Bergemann / Sourisseaux, 
2007), but as far as I know there is little research so far on the key factors of successfully selecting and 
deploying top leadership (Tung & Miller, 1990, Haferburg, 2002). Research on the inter-cultural aspects of 
Human Resources Management in Eastern Europe (Holtbrügge, 1995, Lang et. al.,1997) is sparse as well as it is 

considering economic–cultural aspects of the new EU member states. There is little literature on top executives 
working and succeeding in Eastern Europe. Stahl (1998) empirical survey includes 50 executives in Japan and in 
the USA with the main objective of regarding factors that personally or psychologically influence the 
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assignment of expatriates. Böning (2000) has published a book on inter-cultural business including interviews 
with top managers from Germany, but it only covers aspects of inter-cultural business (Hofstede factors) and of 
the need of understanding and communicating better. Black & Gregersen (1999) supposed to identify three 
factors of successful assignments of 750 European, Japanese and US-American companies: 

1. The goals of assignments should be the transfer of knowledge and developing international leadership 
competencies of the expatriates. 

2. Companies should send employees to foreign countries which are open minded for another culture and 
with a peak level of professional competence and management skills. 

3. There is a need of a well - structured developing program for expatriates including the reintegration. 
 
The recommendations of this survey published in the Harvard Business Review described only some 

aspects of international assignments for all management levels and is for example not specialized of assignments 
in territorial regions in the world. There are a lot of cultural studies considering the different cultures in the 
world with regard to manage business all over the world (Hofstede, 2002, Brodbeck, 2008). 

The literature covering foreign assignment of employees distinguishes between host countries being 
culturally akin and those being culturally non-akin. Countries being culturally akin to Germany are countries in 
Western Europe and English-speaking countries like the United States of America, Canada or Australia. Asiatic 
and Islamic countries are considered culturally highly non-akin which can be understood considering their 
development in terms of religion and history. Eastern European countries being about to become member states 
of the EU, such as Bulgaria, Poland, Romania, Slovakia, the Czech Republic or Hungary, are positioned 
intermediately in empirical surveys similar to emerging nations in sub-Saharan Africa, South America or Middle 
America (Fritz & Möllenbeck, 2007, p. 251 pict.. 1) 
 

TABLE 1: IMPORTANCE OF INTERCULTURAL COMPETENCE/ REGION 
 

1. Asia  90  per cent 
2. Islamic Countries  90  per cent 
3. sub-Saharan Africa 60  per cent 
4. Former Eastern Bloc 60  per cent 
5. Latin America  55  per cent 
6. EU, USA, Australia 38  per cent 

 
This shows that companies consider these countries to be culturally significantly non-akin compared to 

countries of Western Europe and English-speaking countries because of their history in the past century, their 
economies being transformed from centralism and socialism to a social market economy pushed forward by the 
EU, and because of their languages highly varying. 

Another aspect according to the term of "Former Eastern Bloc" or the in Germany used the term of 
“East Europe” or “new EU members” are used for all states east of Germany. 
There are different terms in a political sense (Franken, 2005): 
 

Central-Europe Poland 
Slovakia 
Czech Republic 
Hungary 

East Europe Latvia 
Lithuania 
Estonia 

South East Europe Bulgaria 
Croatia 
Romania 

 

The term “East Europe” is used because it is very common in German companies. This survey used the 

term East Europe for the new EU-Countries in Central and South East Europe geographical.   
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Economical interests of German companies for not failing foreign assignments on a high management level 
The probability of a foreign assignment failing is between 5 and 70 per cent, depending on the results given in 
scientific studies (Bergemann and Sourisseaux, 2007). According to a reviewing presentation by Thomas et al. 
(in: Bergemann and Sourisseaux, 2007), an organisation„s loss can amount to 100.000 up to 1.000.000 Euros 
depending on the studies´ author. Failing an assignment on the 1

st or 2nd management level will cost German 
companies more than 1.000.000 € in each case. Therefore, German organizations should have a vital interest in 

preventing their executives´ foreign assignments to fail. This particularly applies to future markets in Eastern 

Europe. 
Germany today is one of the world‟s most important exporting countries, its foreign trade volume amounting to 

896 billions of € (as quoted in 2006 by the German Federal Office of Statistics, Steingfelder, 2007). Of these, 61 

per cent are allotted to the EU and 10 per cent (in total about 90 billion Euros) to the 12 new EU countries in 
Eastern Europe, the trading volumes of Poland, the Czech Republic and Hungary being the most significant 
ones amongst these Eastern European countries, nowadays even surpassing Scandinavian countries´ trading 

volumes. 200 of Germany’s 900 billion Euros portfolio investment worldwide relate to South Eastern Europe 
including the Commonwealth of Independent States (CIS). In relation to approx. 125 billion Euros in 2002, the 
number rose by more than 50 per cent. For German companies, Eastern Europe is a future market in trade and 
investment expenditure. The performance of top managers in foreign subsidiaries is crucial to German 
companies succeeding in Eastern European countries. 1st or 2nd level managers are representing the success or 
no success in the new EU countries significant. 
Key-factors of success for companies venturing in the new EU countries (Bulgaria, Poland, Romania, Slovakia, Czech 
Republic, Hungary) culturally and economically 
There are differences between the countries culturally and economically. By this interview, we aim to find what 
they have in common and what constitutes differences. The crucial point is the meaning of “success”. 
Success can have an economical connotation. Using it this way, companies must have objectives of their 
managers improving quantity. It might be very hard to measure success in terms of the return on invest (ROI). 
Mercers International Assignments Survey 2008 evaluated 200 international companies between July and 
December 2007 according measurement economical success of assignments. Only 3 % of the companies told 
that they can measure costs and earnings. 71 % expect it as challenge having numbers for measuring economical 
use for HR-decisions, 44 % of the companies do not measure effectively of assignments abroad, 28 % of the 
members of the survey reported that there will be problems to define costs and earnings. 46 % reported that the 
reasons of these difficulties are that the companies are having no central system of financial control or an IT-
System which espouse the evaluation. Success factors are for evaluating the ROI increasing of earnings (60 %), 
benefit of competence & management development in the company (59 %), individual goal setting in relation to 
personal expectations (57 %), development of local management (56 %) and increasing market shares in the 
target country (40 %).  
The managers we interviewed all succeeded. But their individual success can not been defined by the sheer 
amount that a manager covers. The companies have been doing business in the foreign country for some years 
with their business still developing. Success is seen in a sense that the German general management considers 
those managers we interviewed as successful. 

There are a number of aspects that influence managing a company abroad successfully. Sumetsberger 
(2003) refers to them as factors of success: 
1. Market, infrastructure, and legal questions; 
2. The organisation‟s culture and the economic sector; 
3. The inner dynamics and relations of the organisation; 
4. Virtually working using new media (internet, telephone conferences, see above) and mobility; 
5. Language skills; 
6. Cultural differences. 

The international literature on these points out those cultural differences is vital to managing success. 
In the checklist that was used in the present survey into account aspects of market, infrastructure, and legal 
questions, considering the importance of knowing key factors of the economic system (c 1), language skills (d 1-
2) and cultural differences (b 1-2).  

The present study I will not consider three aspects pointed out by Sumetsberger (2003): 
It is very hard to evaluate factors like an organisation‟s culture or inner organisational dynamics and to measure 
those. Further on, there are no criteria for a company‟s culture being good or bad and for the effect this possibly 
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has on a company‟s success. For example, strongly controlling a company‟s economical data might be part of a 

bad (conflicted) culture but perhaps it adds to said company‟s success. Working virtually by means of new 

media is standard in international organisations without being relevant as a factor for managing a company 
successfully. In this survey, success is defined as what managers believe to be helpful to work successfully in 
foreign countries. 
 
Presentation of a checklist (economical, medicinal, psychological) of those employees or 
offer of management-development instruments (language, inter-cultural training) and 
how are they used. 
 
Schmitt (2004) describes major German companies´ approach towards foreign assignment of staff. Before an 

assignment the employer (supervisor, HR manager), using a checklist, makes sure if the criteria related to person 
and company have been met yet or whether they have to be clarified or even developed before taking up work 
abroad. A checklist as the one the Daimler Corporation in Germany used was extended for the present survey of 
top managers (Schmitt, 2004). This way the factors for success are determined. 

Working abroad might be compared to working at home apart from having greater options to decide 
and having other possibilities. While working as an executive in a foreign culture and language, handling 
complex situations often presents a challenge to managers. At the same time, the executives private life and 
well-being depend on the guest countries specific terms and conditions. The checklist will help the expatriates 
and his company to select the right person for a foreign assessment and prepare him in the best possible way. 
The present study is the result of subjective, individual, judging estimates of high level manager and aimed of a 
credibility and external validity based on management success in the foreign countries of the sample in six East 
European Countries.  
Checklist skills and Does for the foreign assignment 
Name       __________________________ 

Duration / Time of the assessment    __________________________Country 

      __________________________Objectives of assessment

     __________________________Assignment  

    __________________________Target position after assessment 

   __________________________ 

+  has been / is positive   -  has been/ is negative 

Relevance 1 (low) - 10 (high) for successfully working as manager in a foreign country 

Sample: 25 Managers 

A: Professional competence and management skills                             +          -             Relevance       

    1 – 10 

           n          n    Average 

a.1 Sufficient level of professional competence ?           21        4      7,85 

a.2 Dispassionate reaction in contradictory situations ?     21        4      8,04 

a.3 Can the manager react adequately on set backs  

and disappointments?        22        3      7,63 
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a.4 Does he dispose of a local network and contacts?       11      14      7,38 

Topic B: Cultural aspects     b.1 Does the manager show sufficient 

empathy and is he  

open minded for the foreign culture?       24  1                7,96 

b.2 Does he know the specific intercultural literature?  

(supra Hofstede)            11 14       4,5b.3 Did he 

receive intercultural training or is this projected?      15 10       6,33 

                           +          -             Relevance 

                           n          n       Average 

C: Information about the country 

c.1 Does the manager dispose of the country´s economic  

key figures and facts (GDP, jobless rate, 

corruption rate, see above) ?           18   7       6,45 

c.2 Does he know the city of his assessment?          6  19       4,25 

c.3 Does he know about the important newspapers,  

literature and books that are status quo?                                                         7  18         3,46 

D: Language skills 

d.1 Does expat speak the national language?        14    9        6,37 

d.2 Does expatriat speak the colloquial language 

(English, French, German, Spanish, Portuguese)?        25        0        9,87E: Acceptance 

by the familye.1 Discussion with the family about the assessment ?        22   3       9,71 

e.2 Does partner approve of the assessment?         20   5       9,71 

e.3 Do children approve of the assessment?          12   13       8,58  

F: Health and fitness       

f.1 Has the manager´s health been checked?           5  20        5,21 

f.2 Is there information on terms and conditions of local  

health institutions?            8  17   6,92 

f.3 Is there a need for inoculations or health prophylaxis?        7  18   3.17 
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f.4 Are there possibilities to work out locally?        4 21   1,7  

      +          -             Relevance 

        n          n    Average 

G: Financial aspects      g.1 Has the salary been clarified? 

    22         3   9,37  

g.2 Have additional charges been agreed upon (Health  

insurance, travel expanses, flights home, see above)?   23 2   9,71 

g.3 Are aspects of the family´s financial needs clarified  

(partner„s work permit, childrens´ schools, local costs  

of living etc.)?       11 14   8,58  

H: Strategy and goals 

g.1 Have organisation„s strategy and market position 

has been clarified?      9 16    8,1 

g.2 Have organisation„s objectives and staffing been clarified? 5 20    7,84 

g.3 Has staff´s commitment to business been adjusted?  7 18    7,42 

 

By the end of May 2009, 25 top managers have already been interviewed using this checklist. Each of 
the managers stated if the item on the checklist (a.1 - g. 3) existed when he started the assessment and what 
value he attached to it a posteriori with regard to the foreign management„s success. This method aims to gain a 

weighted checklist for a successful foreign assessment validated by a group of top executives. 
  Additional in this empirical survey we asked the managers to asses a valid and used questionnaire for 
East Europe management studies. Schroll-Machl compiled cultural standards specific for post socialism in East 
Germany which were analyzed in different East Europe surveys (amongst others by Hnila, 2003)  
 

Evaluated cultural differences between Germany / East Europe:  

East European managing cultures shaped as 

(Please asses following items):             low 1 – 10    high 

Range evaluated       Average 

 

 conformity towards authority  – adaptation to authorities and avoidance of own decisions               9 

 system conformity – attempt to adapt oneself without expressing own opinion                                 7 
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 blockade of acting – dependence, lack of personal initiative              7 

 careful style of integration, avoiding straightforward statements and emotions                                 7 

 formalism, orienting on plans and detail               6 

 privatism – belief in a smooth transition of private life and working life             6 

 strong alignment in the team, comradeship and mutual support             6  

 high esteem of work; proletarians were always regarded as pillars of society                                    5 

 rigidity in one„s way of thinking rigid dialectic, i.e. thinking exclusively in categories of black 

and white – there are no intermediate stages between right or wrong             5 

Recommendations for the employment of Expatriates on top-level in foreign countries 
 

1. Foreign assignments are increasing. Only a few international companies with long international 
histories are evaluating experiences of the expatriates systematically. Most companies have a loss of 
empirical information about increasing management success and non success in foreign countries.  

2. International companies are not satisfied with the evaluation of foreign assignments. Only 3 % of 
the companies say in a study of Mercer consultants they can measure costs and earnings. Mercer 
analysed 200 international companies in 2008 and discovered that the majority is not able to evaluate a 
return on invest (ROI) from the enterprises abroad. As a result the companies recommended to make an 
evaluation of foreign assignment with the following: the ROI increasing of earnings (60 %), benefit of 
competence & management development in the company (59 %), individual goal setting in relation to 
personal expectations (57 %), development of local management (56 %) and increasing market shares 
in the target country (40 %). In general there will be a wide spread between the evaluation of success 
factors for the companies individually. Foreign enterprises are often more adventures than figured 
based evaluating management.  

3. There is plenty of empirical data on assessing expatriates worldwide. Today‟s trend points towards 

preparing expatriates to especially working in selected regions and countries in the world (ECA 
London, 2007). Even there, surveys must distinguish different levels of management. A managing 
director’s responsibilities and possibilities of deciding cannot be compared to those of an 
employee on a lower hierarchical level. There are a lot of important empirical surveys with samples 
of students, beginners or low-level managers in minor countries all over the world in order to 
scientifically conclude what the chances of successfully assessing expatriates are. In the present survey 
the interviewed top managers abroad are supporting that the home companies should have serious view 
of managers working at the 1st and 2nd level in foreign countries because this level of management is 
significant for achieving companies‟ goals in these countries. 

4. Empirical studies belonging to foreign assignments should be specific for countries 
recommending the differences of akin and non akin countries to prevent wrong conclusions of 
comparing non akin cultural regions and countries.  In the present survey we cannot find statistical 
significant assessments between the countries belonging to the in this survey evaluated success factors 
in six countries. This will denote not, that there are no differences between management differences 
between those countries. It represented only that the cultural history and mentality are akin. 

5. Theoretical concepts provided by Hofstede, Trompenaars or of the Globe –Project are 
prevalence in the international literature. Managers in this survey criticized the factors of these 
concepts as worse helpful for understanding different organizational cultures and for acting as manager 
in a country in East Europe. The managers in our survey supported the use of the nine items from 
Scholl-Machl describing different cultures between Germany and the six countries in East Europe. 
These items were used in a lot of surveys in East Europe (Hernstein - Management - Institut, Vienna) 
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and should show different models of management styles in West and East Europe. Pflägling (2006) 

wrote in the management book 2006 in Germany "Beyond budgeting", that self responsibility, decision 
making and high intrinsic motivation are the significant issues of employees in Germany. In spite of 
this postulate German managers in East Europe criticise conformity towards authority as adaptation to 
authorities and avoidance of own decisions, system conformity as attempt to adapt oneself without 
expressing own opinion, blockade of acting as dependence, lack of personal initiative and careful style 
of integration as avoiding straightforward statements. Additional employees in East Europe expected a 
manager with know-how which is deeply involved in daily business and operational tasks. In spite of 
that German mangers are learning in Western leadership schools acting as general managers (Schein) 
and making decisions in strategic issues. This management roles is vice versa to the images discussed 
in the field of modern Western Europe Management. Some managers interviewed in the survey 
expressed that in the young generation of employees there is a change in professional attitudes. 

6. Expatriates in the top management answered to the question, what they think are the three important  
Motivation issues for expatriates: 

Creating freedom vice versa to decision making in the home organization 
Higher salaries abroad 
Increasing, personnel market value 
Black and Gregerson (2000) reported that 25 % returning expatriates changed the company and that 75 % 
of Repatriates perceive the following position oneself as downgrading. Reintegration might be very crucial 
for international companies because expatriates are learning in a foreign assignment another style of 
powerful management with making quick decisions and without complex coordination to interfaces. This 
free management style is very hart by coming back in hierarchical or matrix structures. 
The present survey includes another additional question belonging to how satisfied the mangers with the 
decision to go abroad: 
 
Very bad decision 1___________________________________________10 very good decision 

Result: 1st level - managers = 9,87 (Average)   2nd. level - manager = 6,62 (Average) 

There is a significant difference between the two level managers and it supports the thesis that there is 
an important motivation for managers in a foreign assignment that they have the possibility of acting and 
creative freedom doing the job. The 2nd level managers have not at all these possibilities as the 1st level 
manager do have. 

 
Programs of reintegration and further studies about the motivation of foreign assignments will be a 
very important issue for companies. 

 
7. There is a change in international assignments, reported a survey of ECA international in 

London 2007. 39 % of the companies preferred short-term assignments from 1 to 3 years and 
also non-residence assignments are increasing. 32 % of the companies in the ECA-study 
preferred commuter assignments. 46 % in the sample of our survey lived or is still living in the East 
European Country and 54 % are moving previous at the weekend back to Germany. Short-term 
assignments < 2 years are good for the know-how transfer. Top Management assignments are 
successful > 3 years because networking is very important in this position. But in East Europe about 50 
% of the top managers are commuters and the most of them will spend one ore two weekends per 
month in the foreign country for networking. In general is commuting possible in East Europe capitals. 

8.    There is also a demographic change. The German Internet-Platform Experteer, Munic, & OMIS  
Research, England, interviewed in 2008 13.000 European top-talents about mobility. The results are 

that  
10 % of German top talents (Young high qualified) intended to work abroad. Vice versa there intended 
42 % European top-talents working in Germany. Only 4.7 % of the interviewed talents intended to 
work in East Europe 

TABLE 2: Top targets for German expatriates 
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Score 

 
Target County 

 
Per Cent 

1 Switzerland 22,5 % 
2 Great Britain 9.2 % 
3 Austria 8,5 % 
4 USA 7,0 % 
5 China 5,2 % 
6 France 4,9 % 
7 Netherland 4,8 % 
8 East Europe 4,7 % 
9 Spain 3,8 % 

10 Australia 2,3 % 
Source : Manager Seminare 1/2009, Bonn, Germany. 
 
 
Another aspect of the ECA - Study was that in  1996 6% of expatriates have been women. 10 years 

later  
20 % are women in international assignments. 
Diversity management and flexible structures adapted for the assignment and the country will be part of  
the HR - Strategy of successful international companies. 

8. In the first level managers are not selected with a formal process (Interview, assessment center, 
others). Just one of 25 Mangers has been selected.  
In the beginnings of analyzing the risks in foreign assessment during the early sixties, a lack of 
acceptance by the expatriate‟s family, inadequate educational opportunities for children or the partner„s 

limited chances of finding employment abroad were identified as significant reasons of an assignment„s 

failure. According to a trend study by ECA International (2007) this still has not changed and about 50 
per cent of foreign assignments that are failing can be attributed to these reasons. 
 
 
Reasons of assignments failing (ECA International„s trend study, 2007, Tuite, 2007): 
 

Reasons      percentage 

Family-oriented reasons according to study  41 % 

Inadequate educational opportunities for children  3 % 

Lack of employment for partner    3 % 

Sum of family-oriented reasons   47 % 

Inadequate selection process   31 % 

Limited chances of making a career   6 % 

Inadequate salary                   5 % 

Concern with personal safety                 2 % 

misc.       9 % 

Sum                100 % 
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The second reason, international assignments are failing is an inadequate selection process. In the first 
level it is very exceptional to asses mangers. Often they passed a management development program 
including a development-center to start a career in an organization. The traditional development-center 
in companies might have rarely international aspects or measuring conflict ambiguity, resilience or 
empathy and interests for other cultures. Companies have to cerate individual international assessments 
for top managers sending abroad. 

9. Coaching and international Workshops are necessary as an attendance during the international 
assignment for top mangers 
3 of the interview partners in the survey created an own coaching program during the assignment in 
East Europe and they are very satisfied with the results. The majority of the managers criticized the 
traditional preparing programs as too short (1 to 3 days) or at the wrong time at the beginning of the 
assignment without international experience. Coaching as a permanent attendance will be more 
effectively. Another aspect will be that the networking with the home managers is decreasing during 
the time of 3 to 5 years in an international assignment. It might be helpful to organize a permanent 
exchange of management experience with home managers and managers abroad intending to learn 
from each other. 
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Abstract 
 
Knowledge and innovation management are famous topics for daily discussions in companies, and for a good reason. 
The open innovation paradigm suggests that while the costs of innovation and R&D are rising and, at the same time, 
the life cycles of products are shortening firms need new and more open business models to gain cost and time saving 
by using also external R&D and to receive new revenues from internal invention sitting on a shelf by external 
commercialization channels. We carried our extensive survey in the R&D oriented Russian companies in order to 
evaluate knowledge utilization and trade in corporate Russia. Based on survey of over 150 companies experiences we 
can suggest that innovations are developing fast in Russia. We specify the industrial composition, influence of 
companies’ size, markets, R&D intensity, buying / selling technology orientation of the companies. 
Keywords: Open Innovation, Russia, R&D investments, transition economy 
 

Introduction 
 
The current economic situation is tough for all range of companies, business faces financial problems, 
competition is tight, knowledge has spread widely and, R&D investments are huge. Rapid technology progress 
and advances in communication tools have facilitated existing types of interactions between producers and 
consumers of technologies on all business hierarchy levels and created new ways of interactions. This led to 
fundamental changes in the ways companies interact both within and across firm and industry boundaries 
(Mendelson, 2000, Geoffrion and Krishnan, 2003). Globalization process brings the fiercer competition, but, in 
the same time, strengthening market forces is beneficial. To survive competition fight, companies need to rethink 
the way they are doing business – to adapt their business model. Adapting the business model is an innovation 
itself. However, the main focus of our paper  is to specify innovation circulation within company in Russia and 
trough the companies borders. This circulation of innovations is two-way process including acquisition of 
innovations, creation of innovation, utilizing innovations and commercialization of innovations.  

The development sets new requirements, especially to the research and development of companies. 
Traditional, centralized and tightly closed approach to innovation and R&D processes do not fit in fast changing 
environment anymore. Several studies have suggested new approaches to the business already in 90s‟ (Cohen & 
Levinthal, 1990, von Hippel, 1994, Aurora, 1995, Mowery, 1996, Gulati, 1998), but not until the past years, 
after Chesbrough (2006) launched a term “Open Innovation” that combines the ideas of openness under one 

term, the open approach has become an essential issue. Open Innovation suggests that firms need more open 
business models to gain cost and time saving by using also external R&D, and to receive new revenues from 
internal invention sitting on a shelf by external commercialization channels (Chesbrough et al, 2006). The 
variety of the mechanisms of the Open Innovation paradigm makes the approach difficult to adopt and adapt. On 
the other hand, there are many companies that have successfully implemented Open Innovation even before the 
actual term had been launched. The open innovation paradigm suggests that while the costs of innovation and 
R&D are rising and, at the same time, the life cycles of products are shortening, firms need new and more open 
business models to gain cost and time saving by using also external R&D and to receive new revenues from 
internal invention sitting on a shelf by external commercialization channels.  
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Aim of the study: We study tendency towards open innovation on the sample of Russian R&D firms. 
The research question covers two aspects: acquisition of external innovations and commercialization of internal 
innovations. 

Why Russia is interesting for innovation study? Russia is a country with rich natural resources, with 
an educated labour force, and a history of major scientific advances. Currently Russia is a resource-dependent 
economy, exporting mainly natural resources like oil, gas and metals, and depending on commodity exports for 
its growth. According to World Bank estimates, the gas and oil sector contributed approximately 20 % of the 
Russian Gross Domestic Product (GDP) and more than 60 % of exports in 2006 (EIU, 2007). If the Russian 
Federation wants to achieve sustainable growth in future years, it has to move away from a resource-based 
economy. The Russian economy has to diversify, embrace innovation, and shift to a knowledge-based economy 
(Desai & Goldberg, 2007). Russia started the transition to a market economy with a large research and 
development (R&D) sector and a long tradition of technological innovation, especially in space and military 
technologies. The potential for innovation is greater in Russia than in most countries at a comparable level of 
GDP per capita. These premises should have been a blessing in achieving the transition to a market economy. 
Surprisingly, Russia‟s current performance measured by productivity, especially in the manufacturing sector, is 

disappointing. Similarly, the Russian innovation system is still in transition, and innovative activities of firms are 
still in incipient stages. After the collapse of the Soviet Union, the science and technology sector suffered a 
decrease in funding and almost collapsed (Komkov & Bondareva, 2006). Despite the downsizing of the early 
nineties, Russia still has a substantial R&D sector compared with other emerging economies. In 2004, Russia 
spent roughly the same amount on R&D as Spain, but the output in Russian institutions was 6 times lower than 
that of Spanish institutions. Russia is falling behind in all indicators measuring innovative output, compared with 
most developed countries. Russia‟s innovation performance is disappointing, despite the available stock of 

human capital and overall investment in R&D (Schaffer & Kuznetsov, 2007). 
 

Innovations in Russia 
 
In order to keep the economical growth sustainable, Russia needs to refocus its economy from pure natural 
resources orientation towards diversified portfolio of competitive, innovative and effective industries. Russia has 
quite good basis for increasing the innovation potential of the economy with its substantial science base and 
education traditionally focuses on technology and sciences. But so far the innovation activity has been modest. 
Russia spends about 1.4 percent of GDP on R&D. Russian R&D is mostly carried out within public 
organizations and financed from the government budget. Approximately 60 percent of R&D is publicly financed. 
Business sector is minor actor in R&D, only 9.7 percent of industrial enterprises reported to have technological 
innovations in 2005, while the average in the European Union is 50 percent (OECD, 2005, Rosstat, 2007).  

Mostly industrial innovation patterns are biased towards improvements and adaptations of the existing 
and outdated capital stock and production processes. The amount of R&D personnel in Russia is significantly 
high. Surprisingly, higher education institutions are minor actors in Russian R&D. Universities account only 4-6 
percent of federal funding for R&D, although they have highly skilled personnel. Although, Russian companies 
are increasingly interested in creation of their own research centres. Mostly industrial innovation patterns are 
biased towards improvements and adaptations of the existing and outdated capital stock and production 
processes. The amount of R&D personnel in Russia is significantly high. Over 800 000 people worked in R&D 
in 2005, which is about one percent of total labor force (Rosstat, 2007). Only half of them work as researchers, 
which mean that the share of support personnel is extremely high. Russian research personnel are criticized of 
being too old and the research productivity of them being too low. Young scientists face extremely bureaucratic 
organizations with weak support systems and bad conditions for career development. Thus, young scientists try 
to create their careers abroad or in business sector, which mean that Russia has a problem with brain drain 
(Watkins, 2003). Surprisingly, higher education institutions are minor actors in Russian R&D. Universities 
account only 4-6 percent of federal funding for R&D, although they have highly skilled personnel. During Soviet 
times the higher education sector was not expected to be a center of R&D. Universities engaged in contract 
research with enterprises and academic and industrial institutes in order to supplement their funding. (Watkins, 
2003, Gianella & Tompson, 2007). 
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Co-operation and licensing deals with Western partners is one way to finance some research in 
Russia. But it is difficult to find partners when Russian scientists are not educated to prepare business plans or 
create new ventures. The institutes supporting commercialization of innovations are too rare in Russia. Venture 
capital industry in Russia is mainly foreign-owned, but on the other hand, foreign direct investments in R&D are 
quite small. Probably the highest foreign R&D investment occurs in the ICT sector. At least Sun Microsystems, 
Motorola, Microsoft and Intel have R&D or dedicated development centres, with more than 200 workers, in St. 
Petersburg or Moscow (OECD, 2005). Weak industry-science relationships, as well as the weakness of corporate 
R&D, are preventing the improvement of Russian innovation environment. Small and medium-sized enterprises 
report that the most important factors hampering their innovative activity include underdeveloped infrastructure 
in the area of technology commercialization, incomplete and misleading legislation, and lack of financing. 
Traditionally some clustering of business sectors has happened in largest cities of Russia, namely in St. 
Petersburg and Moscow. Clusters, even though very small and underdeveloped, have emerged for example in 
ICT, nuclear technologies, pharmaceuticals, and space technologies. Government is trying to promote the 
creation of clusters by issuing four technical implementation special economic zones in Russian cities; Dubna, 
Zelenograd, Tomsk and St. Petersburg. What should be done in Russia to improve the conditions for 
innovations? The development of innovative activities requires good macroeconomic conditions, attractive 
investment environment for local and foreign companies, and more easily available financing. These are factors 
that are also requirements for sustainable growth. In addition, greater competitiveness, better enforced IPR 
regime, support of commercialization of R&D outputs, public-private partnerships, well channeled government 
funding, restructured organizations in research institutes, favorable tax treatment, and support for small 
innovative companies are other means that Russia could use to boost the innovative activity. All steps intended 
to spur the innovations should be well-planned and carefully targeted.  

 

Open Innovation and Commercialization 
 
Competition among corporations and globalization gives us many benefits, but also some drawbacks. Emerging 
industrial changes signal their arrival long before they evolve into full-scale success or failure, depending on 
which side you are looking at. However, the signal-to-noise ratio is initially so low that one has to work hard to 
appreciate the early indicators. Is open innovation one of the major movement that will change our thinking and 
acting in long-run? Due to the increased competition in the market and the complex technologies with a great 
amount of uncertainty, the development process for innovations has been challenged to utilize knowledge 
outside the firm‟s boundaries. Several studies have touched this issue from different angles since the 90‟s, e.g. 

Hagedoorn and Shekenraad (1994) from the strategic alliance perspectives, and Miller and Morris (1999) by 
presenting the transition to new ways of doing business in a knowledge-based economy that offers new learning 
opportunities for individuals and new ways to achieve more agile resource deployment throughout society, i.e. 
the fourth generation R&D management, as the authors call it. Christensen (1997) found out that established, 
innovative, and customer sensitive companies may ignore or attend belatedly to technological innovations with 
great strategic importance. Established companies are aggressive in their activities to sustain innovations, but the 
problem lies in their ability to confront downward vision and mobility, in terms of technological trajectory. 
Companies that were once good at finding new applications and markets, have later become unable to cope with 
new emerging technologies.  

March's learning theory (1991), and in particular his concepts of exploration and exploitation give a 
perspective to understand the challenge. Organizations are constantly engaged in conflicting processes that 
balance between flexibility and efficiency. Exploration (dynamic) is about searching for new options, 
experimenting, and conducting research. Exploitation (static) is about refining existing procedures, doing the 
same things, only better, and reaping value from what is already known. Both the dynamic and static part of 
learning are needed, but they must be handled in an efficient way. However, knowledge is transferred across 
organizational boundaries, the organization learns also indirectly from the experience of other organizations 
(Levitt & March, 1988). Knowledge and innovation are closely related concepts. Innovation is the act of 
introducing something new (to the markets), usually commercially measured (The American Heritage 
Dictionary, 2000). The term innovation is understood as “the successful introduction of a new thing or method 
… Innovation is the embodiment, combination, or synthesis of knowledge in original, relevant, valued new 
products, processes, or services”. Knowledge itself, and especially knowledge transfer is needed for speed up 
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innovation process. Whether knowledge comes inside or outside of a company into the innovation process, it can 
be employed in modern way with open innovation paradigm.  

In order to understand how broad the arena of open innovation is we need to clarify the term Open 
Innovation. Open innovation has been defined in many ways by different authors. Henry Chesbrough (2003) 
argued that open innovation is a paradigm that assumes that firms can and should use external ideas as well as 
internal ideas, and internal and external paths to markets, as the firms look to advance their technology. Open 
innovation combines internal and external ideas into architectures and systems whose requirements are defined 
by a business model. Traditional, centralized and tightly closed approach to innovation and R&D processes do 
not fit in fast changing environment anymore. Several studies suggested the new approaches to the business 
world already in 90s‟ (Cohen & Levinthal, 1990, von Hippel, 1994, Aurora, 1995, Mowery, 1996, Gulati, 1998), 
but not until the past years, after Chesbrough (2003) launching a term “Open Innovation” that combines the idea 

of openness under one term, the open approach has become an essential issue. The open innovation suggests that 
while cost of innovation and R&D are rising and at the same time life cycles of products are shortening, firms 
need new open business models to gain cost and time saving by using also external R&D, and to receive new 
revenues from internal invention sitting on a shelf by external commercialization channels (Chesbrough, 2006). 
The following FIG. 1 demonstrates closed and open innovation models (Chesbrough, 2003). 

 

  

FIG. 1 CLOSED VS OPEN INNOVATION MODELS 

It took some time for companies to realize the value of open innovation. Main reason for the fact was 
new thinking that perhaps just idea flow is not all but business models. Chesbrough (2006) gave new definition 
for open innovation accompanied with business models: Open innovation means that companies should make 
much greater use of external ideas and technologies in their own business, while letting their unused ideas be 
used by the other companies. This requires each company to open up its business model to let more external 
ideas and technologies flow in from the outside and let more internal knowledge flow to the outside. 

Firms adopt a variety of mechanisms for technology acquisition and commercialization. The strategies 
of large and small firms are different. Small firms develop technology expertise to gain entry to global markets. 
For manufacturing companies, high expertise in very precisely targeted niche areas is the key to effective 
operation in international and global markets. For service companies, knowledge rather than technology 
acquisition is central and there is a significant and growing outsourced market in product development and 
delivery to market. The portfolio approach to technology acquisition is quite common. The portfolio includes: 
in-house R&D; outsourced R&D; technology licensing; collaborative partnerships with companies; collaborative 
external partnerships with universities or public research organizations (both formal and informal); and 
acquisition of specialist technology capability. Typically, the perspective of the innovation commercialization 
process is in launching, finding customers or in barriers of commercialization (Bond, 2003; Sandberg, 2005). 
This means that commercialization is the last phase of the innovation development (Cooper, 1975). The 
complete approach from the fuzzy front-end to the commercialization process of the next generation innovation 
is less discussed. All in all, the popular macro-perspective of the innovation commercialization process is used 
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very much in the innovation literature. However, a new approach based on the innovation-based micro-
perspective needs to be explored more. A better, wider understanding can increase the success rate of 
innovations and innovative products (Hänninen, 2007). 

 

Data and Methodology 
 
The study is based on the survey of 158 R&D oriented Russian enterprises. The survey was conducted in a 
period from the beginning of December 2007 to the end of February 2008. The study is oriented on large, with 
more then 250 employees (37 %), and medium size, with 50 – 250 employees (37 %) companies, the rest 
companies are small and very small. The sample was based on expecting these firms to be innovation-oriented 
and emphasizing R&D as a source of their long-term competitive advantage. The average R&D intensiveness is 
5.13 % for this study, what is significantly higher than other relative studies show. There are significant 
difficulties to obtain the data in transitional economies due to low readiness of firms to disclose information, 
higher opportunism and strict knowledge-protection policies, in particular in the innovation-active industries. 
The procedure of data collection had to be made with guarantees of confidentiality of all the data gathered and 
limited opportunities to present the details of the companies taken part in the study in reports and further 
publications. At the first stage of collecting the information the interviewer was approaching those companies by 
the phone and allocated the qualified respondent. Totally, 158 forms were filled for the survey; the response rate 
equalled 16 %. Survey of Russian companies was conducted on the regions having the highest impact of foreign 
direct investment and highest innovation sector development, mainly in St. Petersburg and Moscow. In the 
sample, there are biggest number of electronics companies (26 %), food industry (15 %), machine building (14 
%), finance (11 %), biotechnology and chemistry (11 %), construction (7 %), energy (7 %), and IT (6 %).  
 

Results and Discussion 
 
R&D operations of Russian companies mainly focus on new product development (3.4), business / 
manufacturing process development (1.97), the basic research (1.57), derivative research (1.22) and platform 
development (0.98) (FIG. 2). The scale is from 1 (less important) to 5 (most important).  
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FIG 2. THE MAIN FOCUS OF R&D OPERATIONS 

 
Acquiring external technologies by Russian Companies 
 
Russian companies tend to be very self-sufficient with their in-house R&D – 40 % (63 companies) state that their 
in-house R&D completely match with technology requirements. And the other 60 % of companies (96) have a 
need to acquire of external technologies. 51 % of companies sometimes acquire technologies, and 9% of 
companies reported that they do it on the regularly basis, stating that “the utilization of external technologies is 
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vital for their business”. More than 20 % of companies have strong theoretical background and system approach 

to search for technologies: they have an explicit policy for looking for, and acquiring external technologies / 
immaterial property rights (patents), and the rest (50 %) function case-by-case. While acquiring new 
technologies, companies aim for improving products (73 answers), for utilization of “well tried” technologies / 

solutions (50 answers), for acquired technologies support the core of company‟s R&D function (27 answers), 
and for the development of new breakthrough product / creation of whole new knowledge (25 answers). Most of 
the companies (99) delegate the responsibility of acquisition of external technologies to one person or a team 
(probably, R&D department). Only 10 (6,3 %) companies utilize the services of intermediaries. 14 companies ( 
9%) state, that all employees follow the development and look for potential technologies. 

Russian companies (115 answers) consider publications and conferences (2.3), patent databases (2) 
and university and research organization (1.4) as the main sources of acquiring external technologies. Companies 
were asked to estimate the importance of external sources for looking for and acquiring external technologies 
from 5 (most important) to 1 (not important). The fact that sources of technology like competitors, suppliers, 
customers, companies in other industries, contract developers, contract manufactures, etc are not important for 
Russian companies, let us suggest, that important link is missing – networking and relationship with company‟s 

external stakeholder.  
Analysis of the role of interaction with external and internal stakeholders is a factor potentially 

enhancing innovativeness and contributing to successful new products or services brought to the market. The 
role of firm‟s partners and stakeholders as a source of knowledge for enhancing innovativeness has been stated 

in the research literature (Elias et al, 2002, Hart & Sharma, 2004). Intensive relational ties are created as an 
outcome of interaction between parties that occurs on different levels and in different functional spheres of 
organization. Intensity of interaction is one of the constructs used to describe and analyze the interaction process 
between the firms and potential stakeholders. As proposal for future research and consideration for managerial 
application we would suggest pay more attention on the ties / relationship of companies with their internal and 
external stakeholders in order to understand better motivations and competences of companies in acquiring 
technologies on the market. 

Russian companies acquire external technologies mostly as patents 32 %, open sources 25 %, and 
licensing 19 %. Only 10 % of companies acquire the complete technology. The statement, that Russian 
companies have very weak connection with stakeholders, weak relationship networks, is supported with that fact, 
that only 19% (30 companies) of studied companies use strategic alliances as a form of collaboration to develop 
technologies. 9 companies use 1 – 2 alliances / co-projects to develop technologies, 14 companies use 3 – 10 
alliances, and only 7 companies use over 10 alliances. Some research state that companies active in acquisition 
have more access to new technologies, innovations, and flexibility. However, 58 % of companies in our survey 
have not made any acquisition to acquire patents and / or other immaterial property, 11% companies made 1 -2 
acquisitions, 4,5 % of companies made 3 – 10 acquisitions, and 5% of  companies made over 10 acquisition. 109 
(69 %) companies have not made any acquisition of personnel with specialized skills / competences. Russian 
companies are not very active in licensing technologies as well: 98 companies (62 %) answered that they have 
not licensed technologies / IPR outside from own company. The largest benefit of buying external technologies, 
according to companies estimations, is that product development processes have become faster (59 %). In 24 % 
of answers, products‟ “time to the market” shortened, completely new products / technologies emerged (15 %), 
R&D expenditures decreased (12 %), and profit increased (9 %). The main problem for companies acquiring 
external technologies is the time and resources spend for adopting technology (71 answers). However, fear of 
loosing own innovation ability (41 answers) and lack of supply of adequate technologies (36 answers) are also 
serious barriers for companies on the way to open technology paradigm. 
 
Commercialization of technologies 
 
We received 124 responses the question “What is the extent of new technologies or immaterial rights, arising 

from your R&D?” 46 % of companies do not have any “surplus” technology, 47 companies state that “surplus” 

technologies emerge unavoidably, because only a part of emerging technologies can be commercialized. 
However, 20 companies declared developing technologies and immaterial rights for external organizations being 
central for their business model. Based on our survey, we‟ve got only 67 companies being active in selling 

technologies. 45 % of companies have technologies waiting for the companies‟ need of later utilization. 28 % of 
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companies offer technologies for external parties randomly as these opportunities appear. And, finally, only 19 
companies (27 %) are actively searching for buyers for extra technologies. Russian companies selling 
technologies outside aim for increase of own products success potential as others improve technologies and 
products based on them (27 answers), for reciprocal entry to others‟ technologies (24 answers) and for gaining 
extra profit (14 answers). The distribution of methods how companies find potential buyers for their “surplus” 

technologies /IPR is equal: 25 companies do not have defined selling process / person in charge, 21 companies 
have particular person / group of people in charge of selling process and 21 companies utilize the services of 
intermediaries. The external channels (multiple answers possible) companies use to take technologies to markets 
are presented on FIG 3 (67 answers). 45 % of companies use spin-off companies, 40 % use joint ventures, 25 % 
use licensing of IPR / technologies, and 24 % sell IPR / technologies. 
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FIG 3. EXTERNAL CHANNELS FOR TAKING TECHNOLOGIES TO MARKETS, % 

Russian companies tend to sell technologies to other companies (70 answers) as patents (69 %) as 
licensing (29 %), and as complete technology (6 %). Through the external channels 40 companies have taken 1 – 
2 technologies, 13 companies – over 10 technologies, and 7 companies – 3- 10 technologies. Most of the 
companies consider finding the buyer for technology is difficult (59 %), 35 companies experienced lack of the 
marketplaces for technologies (49 %), 30 companies underline the complexity of IPR and fear of infringement of 
IPR (42 %). Statistical cross-tabulation of companies‟ distribution between searching and buying new 

technologies and availability of explicit policy for acquiring technology (TABLE 1) shows interesting results.  
 

TABLE 1  MATCHING OF INTERNAL R&D WITH TECHNOLOGY REQUIREMENTS / AVAILABILITY OF 
EXPLICIT PRACTICES FOR ACQUIRING EXTERNAL TECHNOLOGIES. CROSS TABULATION 

 

Matching of Internal R&D 
with Technology 
requirements 

 Availability of explicit practices for acquiring external technologies 
Firm does not 
look for external 
technologies 

No explicit policy, 
case-by-case 

Explicit 
policy 

Total  

Complete match Count 15 28 10 53 

% of Total 10.9% 20.4% 7.3% 38.7% 

Seldom acquisition of 
external technologies 

Count 9 43 18 70 

% of Total 6.6% 31.4% 13.1% 51.1% 

Utilization of external 
technologies is vital for 
business 

Count 1 8 5 14 

% of Total 0.7% 5.8% 3.6% 10.2% 

Total Count 25 79 33 137 

% of Total 18.2% 57.7% 24.1% 100.0% 

Like, among 53 companies, who do not have need in technology due to complete match, 28 still look 
for new technologies case-by-case and 10 have explicit policy. Among 70 companies who sometimes acquire 
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technologies, 43 companies act case-by-case, and 18 companies have explicit policy. And, finally, for 14 
companies with essential role of buying new technologies, only 5 have explicit policy. There are 18 companies, 
actively looking for new buyers among 20 companies actively selling technologies (TABLE 2). Companies, 
selling technologies from time to time (47), either stock technologies for later utilization (28) or offer for 
external parties as opportunities appear (19). 

 
TABLE 2 EXTENT OF NEW TECHNOLOGIES, ARISING FROM COMPANIES R&D / HOW ARE “SURPLUS” 

TECHNOLOGIES MANAGED IN COMPANY? CROSS-TABULATION 
 

What is the extent of new 
technologies or 
immaterial rights,  arising 
from your R&D 

 How are “surplus” technologies managed in your company? 

 

Technologies are 
waiting for the 
company‟s need 

of later 
utilization  

Technologies 
are offered  
for external 
parties 
randomly as 
opportunities 
appear 

Potential 
buyers for 
technologie
s are sought 
after 
actively 

Total  

“Surplus” technologies 

emerge unavoidably, 
because only a part of 
emerging technologies 
can be commercialized 

Count 28 19 0 47 

% of Total 41.8% 28.4% 0.0% 70.1% 

Developing of 
technologies and 
immaterial rights for 
external organizations is 
central in our business 
model 

Count 2 0 18 20 

% of Total 3.0% 0.0% 26.9% 29.9% 

Total 
Count 30 19 18 67 

% of Total 44.8% 28.4% 26.9% 100.0% 

 

Conclusions 
 
Based on the our survey, we can conclude, that Russian companies are not very active in implementing open 
innovation concept, however, 10 % of companies self-reported, that they apply Open Innovation paradigm (self 
reported openness). It can be considered that a self reported openness in terms of technology acquisition is not a 
very surprising response to receive from firms, as it is reasonably intuitive, and, furthermore, a concept that has 
been around for quite a while that an integration of external knowledge may help the focal firm to succeed (Kock 
& Torkkeli, 2008). However, being open in terms of also allowing others to access one‟s own technology may 

require more of a stretch of the imagination, and, in any case, a more dramatic departure from the .closed 
innovation paradigm whose cornerstone was the protection and harboring of internally generated knowledge 
(Chesbrough, 2006). The combined results on buying and selling technologies by Russian companies are 
presented on FIG 4. 40 % of companies tend to be self-sufficient with their in-house R&D and state that their in-
house R&D completely matches with technology requirements. And the other 60 % of companies have a need in 
acquisition of external technologies: sometimes (51 %), and 9% of companies reported that they do it on the 
regularly basis, stating that “the utilization of external technologies is vital for their business”.  
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FIG 4.  RUSSIAN COMPANIES BUYING AND SELLING TECHNOLOGIES, % 

 
The result of survey showed that 46 % of companies do not have any “surplus” technology and 

therefore, do not have a need to sell, 47 companies state that “surplus” technologies emerge unavoidably, 

because only a part of emerging technologies can be commercialized. However, 20 companies declared 
developing technologies and immaterial rights for external organizations being central for their business model. 
We can suggest, openness of Russian companies‟ is very relative, high degree of “openness” of some companies 

can just mean that they want to sell or buy technology, but not willing to exchange knowledge within an open 
market. Towards the Open Innovation concept Russian companies experience many problems both of internal 
and external character. Like, mentioned in the paper, interaction with external and internal stakeholders 
(competitors, suppliers, customers, companies in other industries, contract developers, contract manufactures, 
etc) is weak for most of the companies, communication is missing and strong ties are not created. With this kind 
situation, knowledge exchange, transfer of technologies and effective cooperation with partners is rather 
impossible. 

Analysis of the role of interaction with external and internal stakeholders is a factor potentially 
enhancing innovativeness and contributing to successful new products or services brought to the market. The 
role of firm‟s partners and stakeholders as a source of knowledge for enhancing innovativeness has been stated 
in the research literature. Intensive relational ties are created as an outcome of interaction between parties that 
occurs on different levels and in different functional spheres of organization. Intensity of interaction is one of the 
constructs used to describe and analyze the interaction process between the firms and potential stakeholders. As 
proposal for future research and consideration for managerial application we would suggest pay more attention 
on the ties / relationship of companies with their internal and external stakeholders in order to understand better 
motivations and competences of companies in acquiring technologies on the market. 

The other problem for effective innovativeness of Russian companies is existing business 
environment. Russia is falling behind in all indicators measuring innovative output, compared with most 
developed countries. Russia‟s innovation performance is disappointing, despite the available stock of human 
capital and overall investment in R&D. The link between science and business, weak communication with 
authorities, bureaucracy, corruption and political risks, as well as not sufficient financing of innovations, lack of 
venture capital, foreign investments, research grants – all these facts make companies‟ way toward Open 

Innovation unsmooth and unsteady. 
What should be done in Russia to improve the conditions for innovations? The development of 

innovative activities requires good macroeconomic conditions, attractive investment environment for local and 
foreign companies, and more easily available financing. These are factors that are also requirements for 
sustainable growth. In addition, greater competitiveness, better enforced IPR regime, support of 
commercialization of R&D outputs, public-private partnerships, well channeled government funding, 
restructured organizations in research institutes, favorable tax treatment, and support for small innovative 
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companies are other means that Russia could use to boost the innovative activity. All steps intended to spur the 
innovations should be well-planned and carefully targeted.  
 

Conceptualization and Future research 
 

Firms can capture value from new technology in two basic ways: through incorporating the 
technology in their current businesses or through launching new ventures that exploit the technology in new 
business arenas (Chesbrough & Rosenbloom, 2002). Firms necessarily must take technology to market through a 
venture shaped by a specific business model, whether explicitly considered or implicitly embodied in the act of 
innovation.  

We plan to make up to 10 case studies, which will specify our results and help to build the models for 
knowledge / innovation exchange. After the analysis of 150 companies, we found out 4 main models of 
innovations circulation 

 No Sell, No Buy (13 %) – self-sufficiency or lack of knowledge and experience? 
 Seldom Buy, No sell (19 %) 
 Seldom Sell, No buy (10 %) 
 Seldom Buy & Seldom Sell (17 %) 

There were more companies in the sample openly selling technologies (almost 13 %), than companies 
openly buying technologies (almost 9 %). And, we define 2 more models we would like to study based on the 
case studies: Open Sell (13 %) and Open Buy (9 %).  

Openness of Russian companies‟ is very relative concept, high degree of “openness” of some 

companies can just mean that they want to sell or buy technology, but not willing to exchange knowledge within 
an open market. Towards the Open Innovation concept Russian companies experience many problems both of 
internal and external character. Interaction with external and internal stakeholders (competitors, suppliers, 
customers, companies in other industries, contract developers, contract manufactures, etc) is weak for most of 
the companies, communication is missing and strong ties are not created. With this kind situation, knowledge 
exchange, transfer of technologies and effective cooperation with partners is rather impossible. Analysis of the 
role of interaction with external and internal stakeholders is a factor potentially enhancing innovativeness and 
contributing to successful new products or services brought to the market. The role of firm‟s partners and 

stakeholders as a source of knowledge for enhancing innovativeness has been stated in the research literature. 
Intensive relational ties are created as an outcome of interaction between parties that occurs on different levels 
and in different functional spheres of organization. Intensity of interaction is one of the constructs used to 
describe and analyze the interaction process between the firms and potential stakeholders. As proposal for future 
research and consideration for managerial application we would suggest pay more attention on the ties / 
relationship of companies with their internal and external stakeholders in order to understand better motivations 
and competences of companies in acquiring technologies on the market. 
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Abstract 
 
Russian large companies have entered the global markets in the recent years. The companies exporting natural 
resources have acquired both new resource bases and industrial processing units. One of the newest trends has been 
internationalisation of service companies such as mobile operators and IT. This paper studies the effect of 
internationalisation on the performance of the large Russian companies (state-owned, privatised and de-novo). 
The international operations had a significant effect on the company performance indicators. The companies with 
international operations had significantly higher profitability and labour productivity. However, the profitability or 
labour productivity were not significantly higher in the early years of trade liberalisation. The positive effects grew 
gradually with the integration of Russian companies to the world markets. Especially the expansion of the de-novo 
private sector has been strong. The main results of the study are strong evidence on the positive effects of 
international linkages on the company performance and the significant role of new companies in the 
internationalisation of Russian economy. 
 
Key words: Russia, trade liberalisation, internationalisation, company performance 

 

Introduction 
 
The Russian economy has seen a strong trend of internationalisation in the last decade. The process of the 
internationalisation in Russia has not only encompassed an inward internationalisation such as the development 
of foreign direct investment (FDI) and the imports of goods and services, but also an outward 
internationalisation – the exports development and establishment of the production units abroad. As a result, the 
integration of Russia to the world economy has become more profound. 

The development path has been very fast. It was just two decades ago, when Hungarian economist 
Janos Kornai (1990) outlined two guiding principles; the liberalisation of markets via price liberalisation and the 
enforcement of hard budget constraints via the privatisation of state-owned companies as the two key changes 
needed in a workable model for transition. In Russia the transformation process into market economy has 
proceeded according to the two guiding principles presented by Kornai. The Russian government abolished 
price controls and freed the prices in 1992. The Russian rouble was made convertible in 1992 with a fluctuating 
exchange rate. The foreign trade was liberalised from the centralised structure of trade associations to the 
company level. The share of foreign trade increased from the Soviet Union‟s 4% of nominal GDP for exports 

and imports in 1985 to Russia‟s 30% of nominal GDP for exports and 17% of nominal GDP for imports in 2006 

(EBRD, 2007). This development exposed Russian companies for increased international competition, both 
domestically and in export markets.  

This paper studies the effect of internationalisation on emerging Russian multinational companies‟ 

performance. Russian large companies have entered the global markets in the recent years. The companies 
exporting natural resources have acquired both new resource bases and industrial processing units. One of the 
newest trends has been internationalisation of service companies such as mobile operators and IT. This paper 
studies the effect of internationalisation on the performance of the large Russian companies (state-owned, 
privatised and de-novo).  

 
Theoretical Review 
 
Companies internationalise for a number of various reasons. Some companies internationalise due to external 
reasons, for example their rivals or customers have become globalized (Ohmae, 1990). Other companies 
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internationalise for internally-pushed factors such as to improve the firm‟s profitability (Gerliner et al., 1989). 

Johanson and Vahlne (1990) summarize three research areas that have emerged in the literature on 
internationalization: (1) FDI theory, (2) stage models, and (3) network perspective.  

The FDI theory has emerged from various theoretical contributions. According to the transaction cost 
view, firms select the organizational form and location for which overall transaction costs are minimized 
(Williamson, 1979; Hogaguchi & Toyne, 1990). Dunning (1980; 1988) suggests that cost minimizing is not the 
only factor influencing internationalization, but also ownership-specific advantages must be obtained. All in all, 
FDI theory assumes rational strategic decision-making.  

The stage models indicate that international expansion is linked with managerial learning. 
Internationalisation is defined as a step-by-step process from the simplest form (export) to manufacturing abroad 
(Luostarinen, 1994). This process combines getting experience and knowledge and increasing resource 
commitment to foreign market. Over time and through experience, companies increase their foreign market 
commitment and expand to more „psychically distant‟ markets. Operations in these psychically distant markets 

further enhance market knowledge, leading to additional commitment, including equity investment in sales and 
manufacturing activities abroad (Johanson & Vahlne, 1977). Johanson and Wiedersheim-Paul (1995) distinguish 
between four different modes of entering a foreign market, where the successive stages represent higher degrees 
of international involvement: (1) no regular export activities; (2) export via independent representatives or 
agents; (3) the establishment of an overseas sales subsidiary; and (4) the foundation of overseas production 
units.  

The network perspective draws on the theories of social exchange and focuses on firm behavior in 
the context of interorganizational and interpersonal relationships. It emphasizes the role and influence of social 
relationships in business transactions (Johanson & Vahlne, 1990; 1992). Companies are connected by networks 
developing the interaction between them. In the network context, internationalisation means that the firm 
develops business relationship in networks in other countries through international extension, penetration or 
international integration (Johanson and Mattson, 1988). The network approach is especially important in 
turbulent, high technology industries (Johanson and Vahlne, 1990). 

In Russia the majority of internationalising companies are either representing old Soviet company 
structures (state-owned or privatised companies) or new company structures (de-novo). Djankov and Murrel 
(2002) summarize over 100 studies on the effect of privatisation on the transitional economies. They describe 
the characteristics of the communistic system, such as state ownership, protection from competition, soft-
budget constraints, and managers who were unskilled to operate in the market economy environment. They 
propose that changes in these characteristics should be measured when assessing the impact of 
privatisation on the performance of state-owned companies. According to their synthesis, most studies 
apply quantitative output levels, such as sales, profitability or labour productivity as performance measures. 
Changes in these measures are explained by reform determinants and company level characteristics. Typical 
reform measures are private ownership and the hardness of budget constraints. Typical company level 
characteristics are the level of competition or the industry sector. 

In the case of Russia, large industrial companies form the bulk of the economy. Large and medium-
sized Russian companies were privatized in the voucher privatisation of 1992-1994 and in the following loans-
for-shares privatization of 1995-1997. Despite the large-scale privatisation, the Russian government opted to 
retain ownership in some strategic sectors. Whether privatized or not, a majority of Russian large and medium-
sized companies remained as going concerns. This facilitates sufficient data collection in Russia and allows pre-
privatisation and post-privatisation analysis of the company performance.  

 
Trade Liberalisation and Internationalisation in Russia  
 
The trade liberalisation of 1992 abolished the government monopoly on foreign trade. It allowed company level 
foreign trade. This was a fundamental change from the government controlled bilateral trade with trade partners. 
This fundamental change put Russian companies under direct international price exposure. Already earlier in 
January 1992 the price liberalisation was executed as a “Big Bang”. Gradually both price liberalisation and trade 
liberalisation started to gain effect in the Russian economy (Berkowitz & DeJong, 1997; Berkowitz et al., 1998).  

The former Soviet Union used to be a large exporter of natural resources to international markets. 
The producers of natural resources are the predecessors of large Russian export companies which currently form 
the backbone of the Russian economy. These companies operate on international commodities markets. The 
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impact of foreign trade liberalisation on Russian economy is assumed to be quite high. In international 
comparisons Russia is quite an open economy, the share of foreign trade in GDP was 48% in 2006. A majority 
of foreign trade, 75%, is with non-transition countries (EBRD, 2007). The Russian trade liberalisation index1 
and the share of foreign trade in GDP are illustrated in TABLE 1. As seen in TABLE1, the share of foreign 
trade in GDP has declined. The level was highest in the early years of transition, when the economy contracted 
and the trade was liberalised. The next changes were caused by the devaluation of Russian rouble in 1998. The 
devaluation was favourable for export companies, and made imports less competitive on the Russian market. 
 

TABLE 1. TRADE LIBERALISATION INDEX AND FOREIGN TRADE IN RUSSIA 
 

Year 1991 1992 1993 1994 1995 1996 1997 1998 

Trade liberalisation index 1.0 3.0 3.0 3.0 3.0 4.0 4.0 2.3 

Share of trade in GDP (%) n.a. 115.0 64.7 42.5 46.3 40.3 39.3 50.2 

Year 1999 2000 2001 2002 2003 2004 2005 2006 

Trade liberalisation index 2.3 2.3 2.7 3.0 3.3 3.3 3.3 3.3 

Share of trade in GDP (%) 58.7 57.7 50.8 48.8 49.1 48.2 56.6 47.9 

Source: EBRD, 2007. 
 

The development of foreign trade since trade liberalisation can be observed in FIG. 1. The impact of 
the devaluation of Russian rouble in 1998 made Russian exports more competitive and has increased export 
growth quite remarkably. 
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FIG.  1. DEVELOPMENT OF FOREIGN TRADE IN RUSSIA, IN BILLION USD 
 

                                                 
1 The scores are based on the classification system. Trade and foreign exchange system: 1 Widespread import and/or export controls or very 
limited legitimate access to foreign exchange, 2 Some liberalisation of import and/or export controls; almost full current account 
convertibility in principle, but with a foreign exchange regime that is not fully transparent, 3 Removal of almost all quantitative and 
administrative import and export restrictions; almost full current account convertibility, 4 Removal of all quantitative and administrative 
import and export restrictions (apart from agriculture) and all significant export tariffs; insignificant direct involvement in exports and 
imports by ministries and state-owned trading companies; no major non-uniformity of customs duties for non-agricultural goods and 
services; full and current account convertibility, 4+ Standards and performance norms of advanced industrial economies: removal of most 
tariff barriers; membership in WTO (EBRD, 2007a).  
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Similarly Russian outward foreign direct investment stock has increased steadily. Russian companies 
are among the largest investors in emerging economies context. The outward FDI stock of leading emerging 
economies is presented in TABLE 2.  

 
TABLE 2. THE LARGEST OUTWARD FOREIGN DIRECT INVESTMENTS STOKS OF EMERGING ECONOMIES 

 

Ranking Country FDI outward stock, $bn 

 1    Hong Kong   470 458 

 2    British Virgin Islands   123 167 

 3    Russia   120 417 

 4    Singapore   110 932 

 5    Taiwan   97 293 

 6    Brazil   71 556 

Source: EIU, 2007 
 
Research Question, Data and Methodology 
 
This study aims to measure the effect of international price exposure on the company performance in Russia. 
After the collapse of the communistic system, the Russian markets opened for international trade, both for 
imports and exports. The liberalisation of foreign trade set Russian companies into touch with the price 
structures of world markets. The trade liberalisation enforced Russian companies to face the global competition 
both on the export markets and on the domestic markets through foreign imports. In the Eastern European 
transition economies, the competition effect arrived either through import competition or international exposure 
through foreign trade. In this study the international price exposure is applied as a determinant of the company 
performance. The trade liberalisation forced Russian companies to face the global price competition both on the 
export markets and on the domestic markets through import competition. The market competition has been 
studied by Earle and Estrin, 1998; Brown and Brown, 1999; Djankov and Hoekman, 2000; and Markov et al., 
2000 among others. However, studies on the effects in Russia are scarce.  

This study analyses the effect of internationalisation on the company performance. The hypothesis is 
set that international price exposure has a positive effect on company performance. International price exposure 
is determined on the basis of whether the company operates on domestic or international markets. The threshold 
of international company is set on the international operations share of 30% on sales. The determinant testing 
the effect of internationalisation is presented in TABLE 3.  
 

TABLE 3. VARIABLE OF THE STUDY 
 

Determinant Categories 

International price exposure 
No / International sales < 30%  
Yes / International sales > 30% 

 
 
Data 
 
The aim of the research data collection was to compile a representative longitudinal sample of a significant 
number of large Russian industrial companies. The compilation of the list was conducted in co-operation with 
two Russia-related investment banks, which have research departments covering Russian equities. The main 
task of the research departments is to analyse the financial performance and development prospects of Russian 
enterprises. For analysis purposes they collect data from various sources; official registries, enterprise 
information releases, the Federal Commission Securities Markets (FCSM) information disclosure program, 
enterprise visits, and various public sources (newspapers, magazines and Internet web-pages).  
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The collection process aimed at high data reliability and maximum data consistency. The use of 
investment bank assistance made it possible to handle issues with various accounting standards (RAS, IAS, 
GAAP), and provided access to analysed financial indicators reflecting the real performance of the enterprises. 
The compilation of the list of large enterprises had a set goal; to be representative of large Russian enterprise 
structures of the Federal State Statistics Service (Rosstat) in 2006. The list of large enterprises was compiled in 
2005-2007. The data set included 659 industrial companies and covered thirteen years of Russian economic 
transition from 1994 to 2006.The sector composition of data set is presented in TABLE4. 

 
TABLE 4. SECTOR DIVISION OF RESEARCH DATA COMPANIES 

 

Sector Data Rosstat, 2006 

Engineering 25.0% 21.1% 

Oil and gas industry 22.0% 17.1% 

Metal industry 18.1% 18.5% 

Food industry 12.4% 15.4% 

Construction industry 10.0% 7.6% 

Energy utilities 5.8% 7.6% 

ICT industry 3.6% 3.3% 

Forest industry 3.0% 4.3% 

 
By applying the data collection process and principles described above, the author believes that the 

data is very representative of the industrial sectors.  
 

Performance indicators 
 
The longitudinal data of this study allows for more flexibility in the selection of company performance 
indicators. Many previous studies have applied either level or growth-based performance indicators. Level-
based performance indicators compare the performance in a given year across company data, and growth-based 
performance indicators compare the performance during a certain period of time. The performance indicators in 
previous studies on Russia are quite universal. The most commonly applied dependent variables are sales, 
profitability and labour productivity (sales/employee). They have been analysed either as cross-sectional or as 
time series. 

The performance indicators need to measure factors which were neglected in the communistic 
system, such as productivity and profitability. The sales indicate the capacity to expand the operations (Djankov 
& Murrell, 2002). The stock market valuations measure the creation of new company value. The company 
performance indicators sales, profitability and productivity are the most widely applied, as presented in 
TABLE5. 

 
TABLE 5. PERFOMANCE INDICATORS OF THE STUDY 

 

Indicator Level / Growth 

Sales Sales growth 

Profitability Profitability level across company data 

Productivity Productivity level across company data 

Stock market valuation Market capitalisation growth 

 
The currencies in the analysis of performance indicators are the Russian rouble and the US dollar. 

The currency of analysis does not affect the results. The roubles have been converted to US dollars by applying 
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the official exchange rates of the Russian Central Bank (CBR). In this study sales growth is used as a dependent 
variable to measure company performance. The sales are measured both in Russian roubles and in United States 
dollars (USD). The sales figures have been obtained from companies in co-operation with two Russia-related 
investment banks. The sales figures are fully comparable across companies and include the 1994 to 2006. In this 
study sales are applied as a growth indicator. The growth of sales is compared across companies. The base year 
for the comparisons is 1994. The sales growth is calculated at various intervals. The calculation of the sales 
indicator is presented in TABLE 6. 
 

TABLE 6. SALES GROWTH INDICATOR OF THE STUDY  
 

Indicator Formula 

Sales growth (t years) Sales (Base year 1994+t) / Sales (Base year 1994) 
 

Profitability is one of the most widely applied methods for company performance measurement in 
transitional economies. In this study profitability is applied as a level measure across the company data. 
Profitability is defined as the net margin. The net margin is defined as the ratio between net profit/sales in %. 
This study aims to counter the problems found in other studies when assessing company profitability. The net 
profits are based on the Russian accounting system (RAS). This was the only universal accounting standard in 
Russian companies during the transition period and across companies. The net profit figures reflect the real 
performance of the companies, as they have been obtained independently from two Russia-related investment 
banks. The net profit figures are fully comparable between various years and across companies. The profitability 
is calculated as a level measure across companies in a given year. The calculation method for the net margin is 
presented in TABLE 7. The net margin is calculated on a two-year sliding average to counter annual variations 
on profitability. 

 
TABLE 7. PROFFIBILITY INDICATOR OF THE STUDY 

 

Indicator Calculation 

Net profit margin (year t) 
(Net profit (year t) / Sales (year t) +  
Net profit (year t-1) / Sales (year t-1))/2 

 
Labour productivity has been widely applied as a performance indicator in previous company 

performance studies. Labour productivity captures the essential aspect of company restructuring, increased 
efficiency. Sales development indicates the competitiveness of products and services on the markets, and 
employment is an indicator for restructuring efforts. Earlier studies in Central European transitional economies 
have shown that privatisation has a large impact on restructuring (Pohl et al., 1997, Djankov, 1998). However, 
in the case of Russia most studies have been unable to identify performance differences on labour productivity 
between privatised and state-owned companies. The development of labour productivity of Russian industries is 
presented in TABLE 8. 
 

TABLE 8. LABOUR PRODUCTIVITY CHANGE OF RUSSIAN INDUSTRIES, % 
 

Year 1993 1994 1995 1996 1997 1998 1999 

Productivity change, % -11.9 -11.4 12.2 2.4 8.7 0.8 10.2 

Year 2000 2001 2002 2003 2004 2005 2006 

Productivity change, % 10.0 3.8 4.8 8.4 8.9 6.2 5.8 

Source: EBRD, 2007. 
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In this study labour productivity is defined as the ratio between sales and personnel. The definition 
has been frequently applied in previous studies. The labour productivity is calculated as presented in TABLE 9. 
 

TABLE 9. LABOUR PRODUCTIVITY INDICATOR OF THE STUDY 
 

Indicator Formula 

Labour productivity (year t) Sales (year t) / Personnel (year t) 

 
The establishment of capital markets was assumed to discipline companies and provide incentives for 

company restructuring (Nellis, 1998). Another important function of capital markets is to allocate resources 
effectively. The Russian Trading System (RTS) started its operation in September 1995. Since the establishment 
of RTS the trading volume has increased steadily. In addition, Russian companies have applied listing of their 
shares on international stock markets in the form of American depositary receipts (ADR) or Global depositary 
receipts (GDR). The market valuation indicator is measuring the market capitalisation growth. The base year for 
the stock market valuations is 1996, which was the first year of the operation for RTS. The market valuation 
indicators are presented in TABLE 10. 
 

TABLE 10. STOCK MARKET VALUATION ONDICATORS OF THE STUDY 
 

Indicator Calculation 

Market capitalisation growth (t years) 
Market capitalisation (Base year 1996+t) /  
Market capitalisation (Base year 1996) 

 
Methodology 
 
The research data of 659 Russian companies covers thirteen years of Russian economic transition from 1994 to 
2006. The data is analysed with statistical analysis methods. The company data is classified on the basis of 
performance determinants (variables): ownership structure and international price exposure. The ownership 
structure is divided into three value categories: state-owned, private and de novo. International price exposure is 
divided into two value categories to indicate whether international operations have an effect on the company 
performance. The tested sets of variables are as follows: 

 Ownership (3 value categories) 
 International price exposure (2 value categories) 

o The performance indicators (dependent variables) indicate the effect of performance 
determinants. The dependent variables are the following: 

 Sales growth 
 Net profit margin 
 Labour productivity (Sales/Employees) 
 Market capitalisation growth 

The interaction effects of the company performance determinants (independent variables) are tested. 
The interaction effects are tested separately for each dependent variable (sales growth, net profit margin, labour 
productivity, market capitalisation growth, and market valuation) at intervals of three years from base year 
1994. The interaction effects are analysed by applying the GLM univariate test, which allows investigating 
interactions between factors. 
 
Result of Analysis 
 
The hypothesis was set to test the effect of trade liberalisation in company performance. The underlying 
assumption is that international price exposure improves the company performance. The liberalisation of foreign 
trade in 1992 abolished the government monopoly on foreign trade, and allowed company level foreign trade. 
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This was a fundamental change from the government-controlled bilateral trade with trade partners. This 
fundamental change set Russian companies to direct international price exposure. It is assumed that international 
price exposure has a positive effect on company performance. 

The research data companies are classified into two groups, according to whether they have 
international price exposure or not. The threshold value for the international operations is set at 30% share of 
total sales. There are two value categories: domestic company and international company. The effect of trade 
liberalisation is analysed by applying the GLM univariate test, which allows investigating interactions between 
factors. The tests are performed performance measures presented above; sales growth, net profit margin, labour 
productivity and market capitalisation growth. 

International operations by ownership structure are presented in TABLE 11. State-owned companies 
are the most international, 18% have international operations. The second most international are new companies, 
13% have international operations. The least international are privatised companies, only 9% have international 
operations.  

TABLE 11. INTERNATIONAL OPERATIONS BY OWNERSHIP STRUCTURE IN 2006 
 

Ownership type Domestic International 

State-owned 82% 18% 

New company 87% 13% 

Privatised 91% 9% 

 
The first tested dependent variable is sales growth. The test results for the main effects of 

independent variables on company sales growth are presented in TABLE 12. The effects are compared at 
intervals of three years from base year 1994. No significant main and interaction effects are detected. The results 
indicate that internationalisation has not had any significant positive effect on sales growth. Similarly, there are 
no significant differences between ownership structures (state-owned, privatised and new company) 

 
TABLE 12. THE MAIN EFFECTS OF INDEPENDENT VARIABLES ON SALES GROWTH 

 

Sales growth  1997 2000 2003 2006 

Corrected model F 0.838 1.030 1.874 0.200 

 R Sq 0.234 0.033 0.078 0.015 

 Sig 0.503 0.395 0.122 0.937 

Internationalisation F 0.023 3.170 0.975 0.415 

 Sig 0.880 0.078 0.326 0.522 

Ownership F 0.172 0.226 1.761 1.370 

 Sig 0.842 0.798 0.178 0.872 

** Significant effect on 95% confidence level. 
 

The second tested dependent variable is net profit margin. The test results are presented in 
TABLE13. The test results show that model has significant effects on net profit margin in 2003 and 2006. 
Internationalisation has a significant main effect on the net profit margin in 2003 and 2006. In 2003 
international companies had a net profit margin of 9.7% compared to 3.9% of domestic companies. In 2006 
international companies had a net profit margin of 13.6% compared to 7.2% of domestic companies. Among the 
international companies, the privatised and new companies have better performance than state-owned 
companies. 

The results show that international operations have a significant positive effect on the net profit 
margin of a company. However, this positive effect in only detectable in 2003 and 2006. 
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TABLE  13. THE MAIN EFFECTS OF INDEPENDENT VARIABLE ON THE NET PROFIT MARGIN 
 

Net profit margin  1994 1997 2000 2003 2006 

Corrected model F 1.283 1.743 3.854 6.580 1.480 

 R Sq 0.031 0.034 0.077 0.091 0.024 

 Sig 0.279 0.142 0.005** 0.000** 0.196 

Ownership F 0.820 1.928 0.016 2.775 0.382 

 Sig 0.366 0.148 0.984 0.064 0.683 

Internationalisation F 1.936 0.438 2.319 8.262 5.194 

 Sig 0.148 0.605 0.129 0.004** 0.023** 
** Significant effect on 95% confidence level. 

 
The third tested dependent variable is labour productivity. The test results are illustrated in 

TABLE14. There are significant main effects in each observed year 1994, 1997, 2000, 2003 and 2006. Both 
internationalisation and ownership have had a significant main effect in 1994. International companies have 
three times higher labour productivity than domestic companies. However, contrary to expectations, state-owned 
companies have the highest labour productivity compared to other ownership structures. Internationalisation and 
ownership have had a significant interaction effect (Sig. 0.000) in 1994. Companies operating on international 
markets, especially state-owned ones, have a significantly higher labour productivity. 

In 1997 internationalisation have had a significant main effect on labour productivity. International 
companies have two times higher labour productivity than domestic companies. Similarly, companies operating 
on international markets, especially state-owned ones, have a significantly higher labour productivity. In 2000 
both internationalisation and ownership have had a significant main effect on labour productivity. New 
companies have a significantly higher labour productivity than other ownership structures. The results are 
similar for 2003 and 2006. The superior performance of international and new companies tends to increase over 
the years. 

The test results show that in the early years of transition state-owned international companies had the 
highest labour productivity. However, in the last years privatised and new companies have had the highest 
labour productivity. Thus the results indicate that privatised and new companies have significantly managed to 
improve their labour productivity over the years compared to state-owned companies.  

 
TABLE  14. THE MAIN EFFECTS OF INDEPENDENT VARIABLES ON LABOUR PRODUCTIVITY 

 

Labour productivity  1994 1997 2000 2003 2006 

Corrected model F 16.078 4.715 5.863 8.574 2.111 

 R Sq 0.253 0.092 0.115 0.222 0.323 

 Sig 0.000** 0.001** 0.000** 0.000** 0.001** 

Internationalisation F 42.394 11.128 4.617 1.329 10.559 

 Sig 0.000** 0.001** 0.033** 0.251 0.002** 

Ownership F 0.5385 0.093 6.494 12.601 3.495 

 Sig 0.005** 0.911 0.002** 0.000** 0.034** 

** Significant effect on 95% confidence level. 
 
The fourth tested dependent variable is market capitalisation growth. The test results are presented in 

TABLE 15. Internationalisation and ownership have had a significant main effect on market capitalisation 
growth in 2000 only. Thus the test results indicate that market capitalisation growth is mainly determined by 
other factors than internationalisation and ownership.  
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TABLE 15. THE MAIN EFFECTS OF INDEPENDENT VARIABLES ON MARKET CAPITALISATION GROWTH 
 

Market capitalisation growth  1997 2000 2003 2006 

Corrected model F 0.779 3.978 0.898 1.183 

 R Sq 0.105 0.479 0.172 0.262 

 Sig 0.519 0.033** 0.469 0.365 

Internationalisation F 0.925 0.428 0.025 0.201 

 Sig 0.348 0.524 0.876 0.664 

Ownership F 0.016 0.006 0.474 0.494 

 Sig 0.900 0.941 0.503 0.498 

*‟ Significant effect on 95% confidence level. 
 
Conclusion and Discussion 
 
The aim of this paper was to analyse the effect on international operation on company performance. The 
liberalisation of foreign trade in 1992 set Russian companies into touch with the price structures of world 
markets. In the Eastern European transition economies, the competition effect arrived either through import 
competition or international exposure through foreign exports (World Bank, 1996). The international price 
exposure is assumed to have a positive effect on the company performance. The threshold value for exports and 
international operations is set at 30% of sales. This guarantees that international operations have a potential 
impact on the companies‟ performance indicators. There is an incentive for international operations due to dual 

pricing in Russian versus export markets (Tarr & Thomson, 2004). Similarly, prices for many products are 
higher in the world markets due to the undervaluation of the Russian rouble on the purchasing power parity 
(PPP) basis. 

The test results supported the hypothesis. The international operations had a significant effect on the 
company performance indicators. The companies with international operations had significantly higher 
profitability and labour productivity. However, the profitability or labour productivity were not significantly 
higher in the early years of trade liberalisation. The positive effects grew gradually with the integration of 
Russian companies to the world markets. 
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Abstract 
 
Since the importance of human resources management (HRM) has been acknowledged in the Western world, more 
and more companies make considerable efforts to improve the effectiveness of human resource management. In this 
contribution we are attempting to reveal the individual characteristics of international human resource management 
(IHRM) in companies at different levels of internationalization and globalization, although we do not cover the 
macro-economic approach of IHRM in aspects of internationalization and globalization. We highlight Eastern 
European aspects of IHRM. In this contribution we are attempting to reveal the individual characteristics of 
international human resource management IHRM in companies at different levels of internationalization and 
globalization, although we do not cover the macro-economic approach of IHRM in aspects of internationalization and 
globalization. We highlight Eastern European aspects of IHRM. 
 
Introduction 
 
An important characteristic of Eastern European privatization is that foreign capital played a key role in the 
process. Certain western politicians refused to create a new Marshall Plan. According to data gathered by Lewis 
(2005) and World Investment Report (2007) around US$ 360 bn. of foreign direct investment (FDI) has arrived 
in our region over the past 17 years. Plan for East European (EE) countries on the grounds that multinationals‟ 

investments were filling this gap. The foreign direct investment has „exogenously impacted the nature of work 

organization and employment relations in the region” (McCann and Schwartz,2006, 1345).The majority of foreign 
owned companies in the competitive sphere in majority of Eastern European economies has finished the 
structure changing after privatization. They have left the reconstruction of the different company functions 
behind themselves for a longer or a shorter period. With the intensification of competition continuous renewal is 
being emphasized. With the appearance of new economy the knowledge and steady renewal become the motive 
power of the HRM. In this situation role of human resources becomes particularly important. 
 
IHRM basics 
 
Definition 

 
Firstly, we present the basic streams of internationalization and globalization (together internationalization) in 
the field of IHRM.  
 The difficulties faced by expatriates in different national cultures were discussed some 40 years ago, 
most of these expatriates being war veterans (WWII, the Korean War), who were more or less prepared for this 
role.  
 It is important to note that publications on corporate internationalization have dealt exclusively with 
foreign trade, investments, finance and marketing issues for a long period.  

 The most influential theory of International Human Resource Management (IHRM) as of today was 
published by Perlmutter in 1969; he found that the IHRM practice of international companies was determined by 
their decision as to whether to apply their local human resource practices abroad (ethnocentric), adapt to local 
(polycentric), regional (region-centric), or global (geocentric) circumstances.   

 The explicit demand for distinct international human resource management (IHRM) emerged only in 
the „80s. The IHRM model can best be grasped through three main dimensions (Dowling, Festing, and Engle 
2008): 

 broader categories of typical HRM activities (recruitment, expatriation and further employment),  
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 main groups of countries in which IHRM activities are carried out (home country, host countries, other 
countries). 

 origins and categories of main employee groups (employees from the home, host and third countries).   
 For a long time authors focused on the recruitment of expatriates, their assignments and return. 
Significant research-work was carried out in relation to these topics, in which the issues of selection, 
remuneration and contracts were primarily covered. This situation has changed considerably, since researchers – 
though with varying levels of detail and attention – expanded their scope to include topics such as global values, 
organization cultures, intercultural communication and, last but not least, HRM issues of the local workforce. 
Analyzers of these topics from the IHRM standpoint need to pay attention to their close interaction with aspects 
of intercultural management and comparative HR/industrial relations.  
  
Evolution of IHRM 
 
Evans, Pucik, and Barsoux (2002) identified three distinct phases of IHRM development. 
 The first phase – the so-called “pre-scientific age” – embraces some 2000 years and lasted till the beginning 

of the 20th century. International companies were active in these centuries also (e.g. the East India Company 
and cargo-liner operators), but the management did not then focus on HR. 

 These authors believe that the second period of IHRM started when companies first of all established offices 
and subsidiaries abroad. At the beginning of the First World War, several dozen companies were operating 
internationally, and the internationalization of business forced companies to send representatives and 
expatriates to their foreign affiliates, either as managers or advisors. By the „60s, the 180 American 

companies investigated 6 foreign subsidiaries on average. This expansion caused the companies to increase 
the number of expatriates rapidly, but the war veterans did not always make good expatriates, often lacking 
adequate knowledge and experience. This period, in fact, made it clear that successful internationalization 
requires adaptation to different national cultures. In our opinion, knowledge-transfer between company 
headquarters and subsidiaries was, at that time, typically hierarchical, the primary direction leading from the 
centre or regional sub-centers to the subsidiaries. Rapid, and often bad, recruitment decisions soon took their 
toll, and many surveys indicated that several expatriates caused difficulties for the parent company, 
sometimes even jeopardizing or ruining the operation of the local subsidiary.  

 The Third period of IHRM started in the late „80s, in parallel to strengthening globalization. Globalization 
forced companies to create network-based solutions instead of those based on hierarchical knowledge-
transfer and coordination. After this process started, HR functions were immediately operated by locals, 
even when other functions were still controlled by expatriates. In addition to expatriates, the number of what 
we might  call “impatriates” (by which we mean employees transferred from subsidiaries to headquarters) 
also started to increase in international companies. Many multinationals realized in the „80s that its decision-
making mechanism needed to be rationalized. A recognition which led to the downsizing of oversized 
company headquarters and the recall of many expatriates. Local professionals with a solid understanding of 
the local culture gained in importance.  

 Expatriates were in the focus of the research literature for a number of reasons. Brewster and Scullion 
(1997) believed that one was that “internationalization caused financial and time burdens related to expatriates to 
skyrocket”, and “failures by expatriates and their premature return also caused problems” - which was another. 
The shift of focus to this topic in Europe was further promoted by “the rising number of internationalizing 
companies in the Single Market”, and expatriate demand increased considerably – both in terms of quantity and 
quality.  
 Localization first gained popularity in the developed world. In Western Europe the rather expensive, 
foreign – mainly American – expatriates gradually returned home and their places were filled by locals. By that 
time it was established that West Europeans can be perfect substitutes for (mainly American) expatriates in every 
respect. For instance, the number of expatriates at Unilever decreased by 40 per cent between 1950 and the „70s . 
Today, this trend can also be observed in subsidiaries in transitional and emerging countries. Peterson (2003) 
found a decrease for the number of expatriates, in most cases in Czech Republic, Hungary and Poland. In some 
cases he found moderate decrease for the number of expatriates. It can be explained by presence of regional 
office. The decrease of expats has been explained by availability of educated locals and cost reasons.  
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The development of IHRM thinking is well illustrated by the following. Editor M. Poole (1990) wrote 
in the introduction to the first issue of “International Human Resource Management” – the most important 
journal of the science – that this area has to develop with the eclipse of the Harvard HRM model.  One and half 
decade ago,   IHRM was one of the least studied areas in international business (Scullion, 1995; Tayeb, 2005).  
In the late „90s the literature writes of IHRM incorporating international management and functions of HRM 
related to internationalization and globalization. According to today‟s reasoning, apart from the above, specific 

aspects of strategic management, intercultural and comparative management and psychology are also 
incorporated in IHRM (Scullion and Paauwe 2005).  

We believe that, today, IHRM incorporates all of the strategic, political, cultural and practical features 
which are related to human resource management of any type and of any origin in multinational companies. This 
ensures the correct balance of local diversification and global standardization needed to achieve successful 
knowledge-transfer (Vance and Paik, 2006 and Gannon, 2007). 
Such a contextual model of MNC subsidiary issues, including human resource management (HRM), is consistent 
with long standing calls for a more sophisticated approach to global HRM.  “The central issue of MNEs is not to 

identify the best international HRM policy per se, but rather to find the best fit  between the firm‟s external 
environment, its overall strategy, and its HRM policy and implementation” (Poole, 1990: 9).  Ideally, some 

regional adaptation of the model presented below may be useful in gathering empirical information on regional, 
as opposed to global, MNC issues. 
 The train of internationalization has not stopped at the shores of the Atlantic, and today it seems to 
continue rolling eastwards. Scholars currently need to consider the possible effects of the increasing number of 
East European expatriates appearing on the international scene. In our opinion, however, this issue can stay in 
focus only as long as others did earlier. The internationalization of Chinese companies and the growing number 
of Chinese expatriates will – without question – soon be the focus of attention. 
 
HR evolution in the EE region 
 
HR before change 
 
Differences may be observed between the levels of development in the HRM practices of different Eastern 
European countries. These may be attributed to differences in traditions, the level of economic development and 
the level of centralization in the previous economic and political systems of various countries. In these countries 
the characteristics of modern HRM within the framework of their previous systems were only present in traces. 
Typically approaches similar to the school of scientific management – mentioned earlier – were predominant. 
Let us give just a few examples of these.  
 Generally speaking, HR activity in most East European countries, prior to the changes, was very tightly 
controlled by the state. Personnel- (meaning management-) related issues were under the close control of the 
party and heads of state. The key positions in companies were closely monitored by the party and by state 
bureaucracy. Management was not considered as a profession and decisions regarding promotion were not based 
on performance assessment (Pearce, 1991). In several cases; the selection of specialists and personnel-related 
decisions were greatly influenced by party- and government politics and objectives, and the party instructed 
company directors to blend together the aspects of individual and collective leadership. 

The traditional personnel department consisted of two separate sections. One dealt with office staff and 
management and the other with blue-collar workers. 

 Although it may seem strange for somebody used to a different type of economic system, under this 
regime, the managing directors of state companies had little decision-making power in respect of the amount to 
be paid to most employees; and they could only marginally influence the award of non-wage benefits. 

High performance at work was a rarity; all that was expected was average performance. Performance-
related pay did not exist and unified pay structures were preferred. Employees who simply turned up to work 
could keep their jobs; and, if their superior wanted them to carry out some important task, he had to offer a 
premium in return, a premium which could sometimes be as high as 200% of an employee‟s basic salary. Since 

the level of a premium was decided at a personal meeting; an atmosphere of tension and distrust was created, 
since employees suspected that their colleagues might have succeeded in bargaining for higher remuneration 
than they.  
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People attempted to avoid taking individual responsibility to the maximum extent possible (Pearce, 1991), 
and only a few directors accepted the risks. Employees, superiors and directors seldom had sufficient 
information to make appropriate decisions and communication often moved in a single direction; that is, 
downwards. 

Trade unions existed in the time of the previous regime also; but only as part of the government 
machinery; and no less than 90% of employees were trade union members. 
 
HR in transition 
 
More recently,  researchers  have documented evidence showing that the general trend observed in HRM in the 
nations of Eastern Europe can be summed up as “gradual Westernization.” (Koubek & Brewester, 1995; 
Shekshena, 1998; Mako et al., 2003, Manolescu, 2003; Alas & Svetlik, 2004; Koubek & Vatchkova, 2004;  
Chisu, 2005; Susnjar,  Zimanji, 2005, Listwan & Stor; 2007 and  Farkas et al.,2007). 
 Talented members of the work force are now recognized as constituting a competitive edge in both 
business and non-profit organizations. Throughout the region, university graduates with up-to-date technical and 
managerial skills are in demand, with the former egalitarian pay structure giving way to sharper differentiation. 
Beside know-how, the soft side of competence -communication and inter-personal skills- became more valuable 
(Kiriazov, Sullivan, and Tu, 2000).  In contrast, the role of bureaucracies and the power of trade unions have 
eroded, though by no means eradicated (Cranet, 2006). Changes in labor laws have brought flexibility for both 
workers and employers. This was demonstrated when General Electric laid off almost 40% of the work force at 
Tungsram in Hungary in the 1990s with generous settlements; GE also encouraged laid-off workers to become 
entrepreneurs as suppliers. 

The FDI is flowing into the newly democratized countries of Europe.  Accompanying them are new owners, 
different management philosophies, corporate cultures, practices and styles.  But the question most in their 
minds is how quick can we get the operation to making a profit?  The Human Resource function is not immune 
to the pressure of making profits, and must be ready with a strategy for effectively managing people.  It is 
understood there is a great difference between HR practices of locally owned and MNCs‟(Multinational 

Companies) owned companies.  How can these differences be overcome?  
 Hiltrop (1991) examined foreign and locally owned firm practices in Belgium.  He found that foreign owned 

firms were more advanced in their use of modern HR techniques and devote more resources to HRM than 
do domestic firms. MNCs were especially progressive in using modern HRM practices to increase work 
performance, communicate financial results to employees, conduct initial orientation, and promote from 
within the organization. Domestic firms were better at resolving disputes and handling employees‟ 

grievances. 
 Overall international corporate strategy determine the choice of the four approaches to HRM mainly 

ethnocentric, polycentric, regiocentric and globalcentric.  
 However there are other influencing factors of HRM. Fisher , Schoenfeld, and  Shaw (1993) and Francesco 

and Gold  (1997) assume that these factors are political-legal concerns, development in foreign locations, 
technology and organizational life cycle.  

 Certainly through effective staffing and compensation practices, but also through the sharing of a common 
vision, objectives, and business purpose.   Conn-Yip (1997) emphasize the importance of global 
management processes and truly global culture” for facilitating the transfer of critical core competencies.  

Yet another transfer mechanism is cross-cultural training.  
Much of the academic research literature on IHRM in EE region has focused on why and how it may be an 
optimal strategy for firms to use Western HR tools in lieu of traditional HR methods (Morley, 2008). Previous 
research (Carrell, Elbert, and Hatfield., 2000) suggests that modern management practices from the West cannot 
be adopted wholesale in emerging or transitional regions of the world. Both academics and practitioners suggest 
that human resource policies and practices need to be adjusted to be relevant in these countries. However, there 
are others who contend that HR functions can be melded and changed rapidly and that convergence is close at 
hand. Zupan and Kase (2005) Slovenian authors believe that „managers in transition economies mostly follow their global 

counterparts by claiming that people are their crucial source of competitiveness, there is little evidence that this shift in 
conceptual understanding has actually contributed to the development of HRM”. 
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 International companies were able to exploit their so-called human resource-based advantage in the face 
of local institutional systems which were relatively weak and undeveloped (or in transition). Consequently, in the 
case of most subsidiaries established by means of acquisition or green-field investment; global convergence 
triumphed over national identity. Researchers have found significant differences between the HRM practices of 
privatized – mainly foreign-owned – companies and those of local, state-owned companies (Farkas, Karoliny 
and Poor, 2008) 
 
Goals, motives and levels of internationalization 
 
Although they might seem over-simplistic, the following questions deserve attention: What motives drive a 
company to set up a subsidiary in East Europe? What are their reasons for expanding their activities to East 
European markets?  
 
Traditional motives 
 
Three traditional motives can be identified. The first, and probably the most obvious, motive is to secure sources 
of raw materials. Cases of large American oil companies opening new production sites in Russia are perfect 
examples of this – a step which has ensured cheap and reliable sources of oil for them. The second traditional 
motive is to explore new markets. Countries with small local markets favor moving towards Eastern Europe, in 
this way securing needed new markets. The Swedish furniture producer IKEA is a typical example, since its 
rapid expansion secured its position in most countries in the region. Many firms opt for foreign investments in 
substitution for an expensive local workforce. There are many products which can only be produced 
competitively with cheap labor. 
 A new phenomenon in EE region is the increasing export of capital by local companies. Hungary was 
the largest capital exporter among the countries of the region in 2003, save, of course, for Russia. A special event 
in internationalization took place in April, 2000, when the Hungarian National Oil Company MOL purchased 
more than 30 per cent of Slovakia‟s Slovnaft company. Several western newspapers carried headlines such as 
“Eastern Europeans taking over Eastern Europeans”. This event marked a new phenomenon in FDI-type 
investment in the region. From then on, Slovakians and, later, other nations started to criticize Hungarian or 
other Eastern European expatriates in a similar way to that which they used with former western counterparts. 
 The Hungarian retail bank OTP can boast one of the most successful expansions in the region, and in 
March 2005 it purchased the Croatian Nova Banka – the fourth largest local bank – for €236m. By this 

transaction OTP acquired a large market share in the Croatian banking sector, and this obviously raises the 
question: how can OTP support its rapid expansion with human resources? The next illustration gives the 
answer. 
 
Case description: Human resource issues cannot stand in the way of regional expansion 
 
Nowadays a very small management team runs the OTP Bank and controls its acquisition strategy at the same 
time. According to its director, Sándor Csányi, although members of the management team are relatively 

overloaded, this does not stand in the way of their execution of new acquisition plans. Increased regional 
activities caused him to rethink this issue and to plan alterations to the present management structure. OTP can 
recruit banking experts on both local and foreign labor markets to handle their increased load. The Bulgarian 
management is extremely capable and can run the business independently, and the newly acquired Croatian 
bank does not need daily operational input from OTP headquarters either, says Csányi (Figyelő, 2005) 
 
Emerging  motive 
 
In addition to traditional motives, increasing the economies of scale, soaring R&D costs or radical changes in 
product life-cycles also drive companies involved in international business to expand internationally. These new 
motives contain several underlying factors. What are these? Some are contained in the following list: 
 Countries in the region offer significant incentives to foreign investors (taxation, duties and investment 

incentives). 
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 Internationalized companies gain several strategic advantages which have a positive effect on their internal 
performance. 

 An adequate industrial background and a strong subcontractor basis also support companies oriented 
towards international markets. 

 Where traditional industries are concerned, it should not be forgotten that achieving success in other 
markets is only possible if the domestic basis is sufficiently solid. Should a company start up a subsidiary in 
another country, it has to expand its domestic network and business partnerships also and it must also face 
special staffing issues with recruiting in another labor market. 
 Changing (economic, technological, social) conditions suggest that the role of the above mentioned 
“born global” companies will increase. The traditional, step-by-step approach of internationalization and 
globalization will gradually give the floor to this new stream, especially in knowledge-intensive industries 
(Chetty, 2004) 
 The process of direct investment from west to east has entered a new phase. An important characteristic 
of Eastern European privatization is that foreign capital played a key role in the process. Certain western 
politicians refused to create a new Marshall Plan for East European countries on the grounds that multinationals‟ 

investments were filling this gap. In fact, traditional investors looking for cheap labor have already started to 
relocate from the region, but knowledge-intensive industries and service-sector investments appear to be taking 
their place. According to our survey, many investors choose this area, not only because of its cheap labor; the 
skilled, blue-collar workforce, engineers, technicians and the perceived higher flexibility are also among the key 
motives. Several developed Asian countries (Japan, South Korea and Taiwan) operate hardly any industries 
domestically which require heavy physical work, preferring to relocate these to countries with lower labor costs. 
The globalization of these companies requires new bases in the west and recent large-scale investments by 
Japanese companies and a South Korean tyre-manufacturer in Hungary, the Czech Republic or Poland are all in 
accordance with this new tendency. (INSERT HERE FIGURE 1) 
 
Phases of company development 
 
Overall international corporate strategy determine the choice of the four approaches to IHRM mainly 
ethnocentric, polycentric, regiocentric and globalcentric. However there are other influencing factors of IHRM. 
Fisher,   Schoenfeld, and Shaw (1993) and Francesco and Gold  (1997) assume that these factors are political-
legal concerns, development in foreign locations, technology and organizational life cycle.  
 Since 70s‟ growing numbers of authors (Greiner, 1972) have dealt with different aspects of the theory 

of a firm development. Lavoi and Gilbert (1978) stressed the human factor must be  to progressively mature 
reasoning processes. Adizes (1979) argued that at every life cycle passage, atypical pattern of behavior emerges. 
Rutherford, Buller,  & McMullen al (2003) say - “It is widely held that  new ventures experience different kinds 
of problems as they grow and mature. This so-called life cycle or stage model of organizational growth has 
received considerable empirical support (Dogde and Robbins, 1992; Hanks and  Chandler). By other sources it is  
articulated that firm growth viability decreases with size and age (Harrison, 2004; Carroll and Hannan, 2000).  
 Major stages of company development and HR implications in Eastern Europe between 1988-2006 can 
be classified into the following three categories: 
 Stage One – Privatization/ firm establishment: This period is characterized by the transition from centralized 

state control and state socialism to private ownership of the means of production in a wide range of 
industries.  Legal and institutional infrastructures (formation of private capital markets, etc) are altered to 
allow for numerous forms of private ownership and resource allocation. Simultaneously it is occurred the 
entrance of global multinational corporations (MNC's) into the Eastern European economies via 
partnerships with state sponsored firms or increasingly through direct purchase from the state, or indirectly 
through purchase or creation via local or regional venture ownership transactions. After the Cold Ware, one 
of the first foreign joint venture was established by Siemens AG (Germany) in Hungary  in 1973.  
Overwhelmingly majority of foreign subsidiaries in our region was established only after the regime‟s 

changes (Piispanen-Krabbe, 1990). 
 Stage Two – Restructuring&development: Later the new owners shift interest more toward economic 

rationalization and the divestiture of unprofitable units and functions. The key role of HR was to contribute 
to institutional changes and transformation. Overall economic development in the region  combined with the 
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stronger foreign capital inflow  it contributed to the strengthening the newly privatized or established  
enterprises. HR helped to acquire new competencies and capabilities of people. Due Claessens and Djankov 
(2002,313) „there is large difference in post-privatization performance across ownership-type with the best 
owner (strategic foreign investor) being associated eight times higher productivity growth the worth owner 
(diffuse individual owner)”. 

 Stage Three – Consolidation&renewal: The majority of companies in the competitive sphere  majority of 
Eastern European economies has finished the structure changing after privatization. They have left the 
reconstruction of the different company functions behind themselves for a longer or a shorter period. With 
the intensification of competition continuous renewal is being emphasized. In this situation role of human 
resources becomes particularly important.  With the appearance of new economy the knowledge and steady 
renewal become the motive power of the HR. (INSERT HERE FIGURE 2) 

This factor determines to a large extent HRM requirements. The expansion and internationalization of 
subsidiaries is closely connected to HR practices, and different development phases offer various opportunities 
and tasks to managers and employees of the receiving country  (Dowling, Festing, and Engle, 2008).  
 
Sourcing 
 
Where do we find the right candidates? How do we capture the attention of professionals who are important for 
us? The right answer to these questions „is to select the right person in the right way”. 
 
Expats 
 
In our experience, foreign managers transferred to Eastern Europe are much older than the local managers. This 
situation will inevitably change in Eastern Europe also: as the subsidiaries of multinational companies become 
more mature, locals will become similar to their foreign colleagues in terms of age.  The length of assignment in 
Hungary may be the same as above or different. It happens sometimes that the expatriate keeps his position but 
his contract can only be renewed on new terms under which he loses part of his privileged expatriate 
remuneration package and is placed on the local payroll. A special kind of foreign assignment has evolved in 
countries neighboring East European states: 'commuting' expatriates travel to Budapest or Bratislava on Monday 
morning and leave on Friday to go home to Vienna. 
 
Localization 
 
The process of replacing expatriates with local staff is called localization. 
 Peterson (2003) found a decrease for the number of expatriates, in most cases in Czech Republic, 
Hungary and Poland. In some cases he found moderate decrease for the number of expatriates. It can be 
explained by presence of regional office. The decrease of expats has been explained by availability of educated 
locals and cost reasons.  
 The next case illustrates how the number of expatriates and the localization of human resource 
management have changed over time according to the findings of a survey among foreign-owned subsidiaries in 
Hungary. 
 
Number of foreign expatriates decreasing  
 
Not unexpectedly, the number of expatriates decreases according to the level of maturity of the subsidiaries. In 
the case of those companies in the sample that do employ foreign expatriates, expatriates were more frequently 
seen during the transition-learning phase. During the economic slowdown and the current phase there are fewer 
foreign expatriates. The survey shows that the number of foreign expatriates is declining at the companies which 
responded. The number of companies not employing expatriates increased by 9%, while the number of 
organizations employing fewer foreign expatriates increased by 13%. The declining trend mentioned for 
executives is also evident in the case of foreign members of the Board of Directors. A related issue is how the 
role and function of the foreign expatriates has changed over time. In all three periods the majority of expatriates 
held a management position (top level position). Currently, only 31% of the companies under review employ at 
least one expatriate manager. On the other hand, the number of companies employing foreigners in an expert 



297 

position has decreased by 24% since the transition phase. One third of the responding organizations indicated 
that foreign expatriates arrived from headquarters at the time of the transition. (Poor, 2005) 
 
Eastern Europeans manage EE employees 
 
For a long time; international companies had been unable to make any progress in respect of the notion that 
locals may supervise locals, a local may be supervised by a Westerner; but local employees may not be 
supervised by someone from another Eastern European country. This issue appears to have been largely solved, 
in that a rising number of East Europeans now hold positions in other countries of the region, where they are in 
charge of managing local employees. Multinationals have freed local companies from the influence of politics, 
and have brought into focus the reconciliation of interest between management and still higher levels. In the 
majority of cases; these companies have achieved better performance than local firms.  
 
Critics on MNCs sourcing policies 
 
Critics of multinational enterprises identify a number of problems when comparing global and local staffing 
policies. 

 Csath (2008) points out that, more often than not, multinational companies do not need the whole individual. 
They select employees only for a narrow range of tasks. Meleg (2004) shares this view and criticizes greedy 
multinationals for ignoring health and safety regulations as well as relevant labor law protection. Other 
sources mention that multinational companies often use seconded workforce employed by recruitment and 
secondment companies. It should be noted, however, that such arrangements are not used only by 
multinational companies (Dowling, ., Festing, and Engle). 

 Bogár (2008) regards HR localization as multinationals' “mean old trick”. He claims that multinational firms 

obtain local support (local elite) who are paid higher wages to make lower ranking host country employees 
work. This elite has adaptable experience that can easily be marketed to multinationals both domestically 
and abroad.  

In addition to low wage costs, multinational companies are attracted to the Eastern European region by the 
highly qualified labor force. The information technology boom immediately drew the attention of large high-tech 
companies to well-educated Indian engineers who speak English very well. 

 
Training and Development 

 
Generic trends 
 
In recent years several leading international  companies have introduced processes and methods which are 
expected to result in increased productivity: employee participation in decision-making, setting up work-teams, 
total quality management (TQM), benchmarking, team-evaluation, 360-degree evaluation and "pay-for-
knowledge" systems, to mention but a few.  Motivation for higher level performance stresses the importance of 
continuous training and development, and, in theory, therefore, companies introducing new incentives should 
teach their employees those skills that are needed to achieve all of these. Consequently, new incentives will be 
successful at those firms where employers and employees are in agreement with each other from the outset, and 
if they also agree on issues related to training, these companies are more likely to launch courses. 
 In early years of EE transition  local  managers were less active than their Western counterparts with 
regard to most forms of leadership behavior. 
 
Knowledge transfer 
 
The process of knowledge-transfer in multinational companies in Eastern Europe is illustrated in Figure 3. Our 
experience shows that, at the beginning of the takeover- or the greenfield-period, expatriates were the key 
knowledge-transmitters, and their work was often supported by external and internal advisors. As the knowledge 
of local staff expands, as they gain general acceptance, their chances of being involved in the work of 
international teams or being given international assignments increase. (INSERT FIGURE HERE FIGURE 3) 
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 In the literature on knowledge-management in multinational companies it is a generally accepted 
opinion that effective knowledge-management within one company is much more productive than if it were done 
between independent, unrelated organizations. Naturally, there are also limits within one company, including 
difficulties related to organizational isolation, problems related to coordination and conflicts deriving from 
clashes of interest. A free-standing company can also obtain knowledge effectively through acquisition. 

The process described below can also be seen in our countries. An increasing number of local 
subsidiaries have experienced the same: local management has only nominal authority and the role of HQ 
divisions is strengthened. A crucial point in the knowledge-management of multinational companies is how to 
aggregate and share the knowledge accumulated in various places. 
 Dependence: At the outset, the local subsidiary's major tasks were to strengthen the company's market 

position and to develop a sales network. The European headquarters based in the United Kingdom provided 
considerable assistance in carrying out these tasks. 

 Operating as a local company: Once the local company had managed to accomplish the above tasks, it 
enjoyed relative independence and operated under the direction of the local managing director. 

 Increasing HQ control: The local subsidiary was placed under the strong supervision of the European head 
office. 

 Taking over management functions: HQ product divisions gradually took over the right to manage tasks 
related to specific products, and local management held nothing but nominal authority. 

 
 
Volkswagen and Skoda in Tandem 
 
We can all remember the time when Skoda was not famous for its high quality products. The Czech brand, 
however, has a very different reputation these days: as it is affordable and attractive and has become the car of 
choice for many East- and Central-European consumers. 
 The change in the quality of the car has been brought about by the Skoda-Volkswagen joint venture and 
can be mostly put down to training and development. 
 The employees of the old Skoda factory had the necessary skills but lacked the western style initiative 
and managerial skills. Management had a strongly autocratic attitude. Employees did not want to stand out so 
they adjusted the quality of their work to that of the others They tried to avoid situations that would have 
involved making serious decisions or would have led to a conflict.  
Consequently, the Czechs were rather skeptical and kept their distance when the Germans appeared. 
Volkswagen know-how, communication and leadership styles and norms were absolutely alien to them: the 
Germans might very well have come  from another planet. In most cases know-how is transferred to transition 
economy companies by way of filling top managerial positions with the employees of the acquiring Western 
enterprises. This is, however, not what happened  at Skoda:  Volkswagen introduced "tandem management" 
there. 
 For about three years a Volkswagen manager from Germany and a local manager headed the firm 
together. The German manager had to improve his local counterpart's professional and leadership skills so that 
the local manager would later be able to run his department or division on his own. Tandem management 
transferred know-how to partners much faster and more effectively than it could have ever happened if the 
Germans had organized seminars or other types of training. Both partners were responsible for day-to-day 
operations. They shared successes and failures.(Gutmann, 1995) 
 
Compensation 

 
Compensation (or remuneration) is an important field of human resource management. The main objective is to 
develop and implement compensation policies, strategies, practices and systems which facilitate the attainment 
of the organization‟s goals through sourcing, motivating and retaining the right people for the organization. 
Today, compensation management increasingly uses the term “Total Reward” (or “Total Remuneration”). 

Traditionally this referred to total cash payments, but recently an increasing number of companies have come to 
realize that total cash remuneration and benefits should be addressed as one issue. “Career costs” are also often 

included in total remuneration (Milkovich and Newman, 2002). MNCs are considered as a great player to 
promote this concept in EE region.  
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Generic trends 
 
The general characteristic of the recent pay and compensation practices in CEE-countries is one of flux. For 
example, Western job evaluation and grading systems require a participative environment at all levels. In this 
context, the emphasis is placed on clarifying job responsibilities and activities and co-coordinating these clarified 
jobs into an optimal organizational structure. Jobs and structures are designed with the strong involvement of 
jobholders. This process is in contrast with the current traditional approach of line management versus employee 
personnel management. Decreasing percentage differences between salary increases of managers and 
subordinates 

 In previous years salaries of the upper-management always increased at a much higher rate, both in 
absolute and in relative terms, than wages of the administrative staff and blue-collar workers. 

 In the previous decades the difference between remuneration of the administrative staff and blue-collar 
workers, and those of their superiors was only threefold or fourfold. Today this difference can be tenfold or 
twenty fold. These data are far behind the differences of fifty- or hundredfold experienced in the US motivation 
system. The tenfold or twenty fold differences mentioned before are more characteristic of the remuneration 
systems of Germany or the Northern-European countries. Currently it is unclear whether this is due to: a) a 
rejection of the temporary, artificial socialist egalitarianism of 1945-1990, b) a mimicking of common western 
European and US pay practices, or c) the result of a diversified investment in new forms of technologies and the 
growth of service industries that require differential human capital investments and create subsequent differences 
in the productivity of labor. 

Foreign companies still offer better salaries 
 

Eastern Europe is now experiencing significant pay differentials, with these differentials created by company 
ownership rather than by industry, geographical area or size. It is not unusual to see three to five-fold differences 
in pay between privatized, foreign-owned companies and State-owned enterprises for similar jobs. 
 Foreign capital gained significant positions in the fundamental sectors of the Hungarian economy. 
Besides investments in manufacturing and technology these companies have carried out a significant 
restructuring in the incentive scheme management practices of the companies under their control. Foreign 
companies offer on the average higher salaries than locally owned companies, even for comparable positions. 
The difference indicated is significantly higher – even twofold or threefold differences are not uncommon – for 
upper and middle managers and for some special positions, than for subordinates. 

 It is important to mention that salaries offered by banks are 20-30% higher (or even more) than those 
given by the previously mentioned manufacturing and service companies with foreign ownership. 

 We have to make a note to the aforesaid, that the advantage of foreign companies in terms of 
remuneration is quite apparent in all the developing and emerging countries, like Hungary. In developed 
countries, however, the situation described above is not typical, largely due to the competition of strong local 
companies in the newly-defined labor market.  

Higher salaries in regional positions 
 
“Regionalization” – that is the recent development in the EE characterized by several local managers or experts 
filling a position that offers the responsibility of controlling not just the Hungarian business but also parts or the 
whole of the affiliates operating in other countries of the region (Czech Republic, Poland, Romania, etc.) appears 
to be a growing trend. Traditionally, these regional managers have been expatriates form the home offices of the 
global firms operating in the EE region. However, empirical data leads us to conclude that managers delegated to 
other EE countries earn 20-30% more than their local counterparts filling a similar position. 

East and West Salary differences 
 
Except for Slovakia, per capita real wages have increased everywhere - which shows the likelihood of East 
European wages catching up with those of the EU-15. The only question is when this will happen. Some say 
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that, in these countries, wage levels may increase to 80% of EU levels in the 2020s, while the EU-15 average 
will be reached only in the 2040s  (Berki, 2004). 

 

Trade Unions 

Unionization 
 
Our Cranet (Cranfield HR Research network) research findings show that the Hungarian sample has the highest 
proportion of non-unionized organizations (34.7%) and the lowest proportion of organizations where over three 
quarters of the workforce are unionized (6.3%).  In the other Eastern European countries - with the exception of 
Slovenia - the proportion of organizations employing only non-unionized workers is similar to that of Hungary, 
and is considerably (by over 10 percentage points) higher than the corresponding data of the other surveyed 
countries (20.25%) (Farkas, Karoliny and Poor, 208). (INSERT HERE TABLE 1)  
 In this respect, therefore, Eastern European countries show similarity to the practice of organizations in 
the U.S. and in Canada, where the proportion of non-unionized organizations is very high, too. 
 
Bargaining systems 
 
It is worth looking at the role of social partners in determining salaries. By the second half of the 1990's a 
tripartite bargaining system had been established in all acceded countries. Usually the opinion of social partners 
is taken into consideration by the governments in these countries. In the Czech Republic and in Hungary 
governments are more likely to make independent decisions, than in Slovakia and Slovenia. 
 In the private sector of these countries there are relatively few obligatory regulations that could impact 
upon wage trends. Collective bargaining agreements valid on a national basis are concluded only in Slovenia. In 
other countries, like in Hungary and Poland, there is a central recommendation instead. The collective bargaining 
agreement is most widely used in Slovakia, while it is the least popular tool in Hungary. In the private sector of 
these countries, bilateral collective bargaining agreements, or labor contracts between individuals and employers, 
are considered by experts to be the biggest factor influencing wage trends.  Again, the model of differential, 
individual differences in human capital may be driving personal-level wage negotiations. “Also, the evidence 
confirms the Eastern European low strike-propensity: formal conflict is extremely rare and other forms of 
conflict are not easy to detect” (Meardi, 2006; 1376). 

 

Importance of HR function 

The position of the head of the HR department in the organizational hierarchy is clearly indicative of the 
importance and role of the HR department in the organization. The data of the Hungarian Cranet (2006) sample 
are, in this respect, somewhat below the average value of the 32 countries. Whilst the head of the HR department 
is a member of the Board of Directors or the senior management team in more than half (55%) of the responding 
organizations in the sample of all surveyed countries, the corresponding rate in the Eastern European sample 
(Bulgaria, Czech R., Hungary, Latvia, Poland, Slovakia and Slovenia)  is slightly lower: 53%. Proportion of 
foreign owned firms in this sample was below 50%. 
 If we take other surveys including large and foreign owned companies, the importance of the HR 
function  is much higher. 
 
Future 
 
Golden years of globalization 
 
Before discussing the future of IHRM, let us take a look at what has been written about the future of general 
HRM in the literature. There are several opinions about the future of HR in literature: 
 The first group is the so-called permanent expansion. These experts repeatedly expand HR activities to 

further fields with reference to changes in diverse determining factors (e.g. technology, culture, rules, etc.). 
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For example, if the information technology used by HRM changes, it is better to stop talking about 
computer-assisted HRM, i.e., IHRM, and about e-HRM instead (Ulrich, 1998). 

 The careful or unassertive group claims that it will lose its raison d‟être and be integrated into the everyday 

activities of managers in many fields owing to the increasing HR knowledge of managers and employers. 
 The third group of experts researching the future says that the determining factors undergo a qualitative 

change which will necessitate a change in the role of HR. This changing role implies that HR will not only 
have a new role, but new technologies also in the new situation (Pfeffer, 1995 and Brewster, 2005). 

Today‟s standard works and articles on IHRM draw attention most of all to new fields and activities in 

connection with the future of IHRM: 
 Dowling and Welch (2004) mention ethical questions among the new topics of IHRM (relative = 

submission; absolutist = domestic; universalist = general values and cultural differences), further, the 
development of relevant internal regulation in multinational companies as well as the specific demands of 
firms and organizations in different forms of ownership (small and medium-sized enterprises, family 
businesses, non-profit organizations, etc.) related to IHRM. 

 Briscoe and Schule (2004) see a number of new topics emerging in this field today and in the near future. 
Amongst others, they mention globality (trade unions and interest conciliation, HR systems, outsourcing, 
eHR, labor contracts, employment and crisis management, etc), an increasing focus on development and the 
growing number of highly qualified HR/IHRM experts. 

 Brewster et al. (2004, 2004a) emphasize the specific features of European HRM and IHRM demand and 
believe in the establishment of a global integrated HR discipline. 

 Evans et al. (2002) concentrate on the better and more efficient connection between the strategy and IHRM 
practice of multinational companies. 

 Roehling et al. (2005) sees the main objective of IHRM in global firms in providing the highest possible 
number of global managers with the highest possible qualification level to foster the development of these 
firms. The other crucial point, according to them, is that HR experts must be able to cope with the legal and 
other challenges of the increasingly globalize business environment. 

 Scullion,  Collings,  and  Gunnigle (2007, 312) assume the growth of emerging markets in countries such as 
those in Eastern Europe „resulting in a growing demand for expatriate employees who possess both the 

desire and the specific competences needed to manage in these markets”. 
 

Impact of global crises 
 

The current financial and economic crisis originating in the developed countries, it has rapidly impacted the 
world economy (UNCTAD, 2009). This cries can  deteriorate employment levels of important MNC subsidiaries 
(.e.g. Suzuki cuts 1500 local employees in its Hungarian factory). Stimulating MNC HQ to cut drastically 
managerial salary levels. The crisis, however, also opens a chance to implement efficient global policy responses 
to enhance the stability of the financial system and stimulate economic growth   
 
Limitations and directions for future research 
 
Our research results are based on extensive literature review, interviews and consulting works carried out in 
different countries of the region. Any effort to generalize to the region or to other globalizing regions 
characterized by rapid influxes of MNCs is premature. 
 As for subsequent research, we have standardized our research approach for conducting a  survey in 
several countries of the region. This project is now in preliminary stage. It will be launched in April. It is such a 
coordinated research effort, operating across regions (like the EE), focusing on MNC subsidiaries, and their HR 
functions and processes that shows great promise in enlightening researchers and practitioners alike as to the 
complex blend of strategy, structure, processes, and people needed for global competitiveness. 
 
Conclusions 
 
In this study, we referred to the developments related to IHRM which are expected to occur, based upon today‟s 

information and knowledge. The above demonstrate very well that IHRM is by no means an isolated discipline. 
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Its future development will be strongly influenced by the future of the world economy, the development of 
multinational companies and, last but not least, by the internal development of the area of science itself. All 
authors agree that, besides the IHRM topics of our time, fields such as business ethics and the new IHRM 
possibilities and challenges due to new actors (multinational companies of other countries, small and medium-
sized enterprises as well as non-business organizations) and new technologies will appear, and these changes are 
likely to broaden the research and application possibilities of the subject. Recent global economic and financial 
crisis has created a huge challenge for MNCs and  their HR professional as well. 
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FIGURE 1: MOTIVES FOR RELOCATING TO EASTERN EUROPE (1988-2007) 

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

FIGURE 2: MAJOR STAGES OF COMPANY DEVELOPMENT AND HRM IMPLICATIONS IN EASTERN EUROPE 
(1990-2007) 
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FIGURE 3: CHANGING PATTERNS OF KNOWLEDGE-TRANSFER IN EAST EUROPEAN SUBSIDIARIES  

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Table 1:       

Levels of unionisation in the Hungarian (n=97), the Eastern European (n=864) and the total (n=7952) samples of 
organisations participating in the survey 

 
 

Proportion of 
trade union 
members  

Country(ies) 
Hungary 

% 
Eastern 

European 
% 

All surveyed 
% 

0 34.7 32.8 20.25 
 1 – 10%   8.4   6.7 11.86 
11 – 25% 11.6   7.9   9.76 
26 – 50% 16.8 15.0 11.52 
51 – 75% 17.9 19.5 14.39 

 76 – 100%   6.3 10.0 21.85 
Doesn‟t know  4.2   8.1 10.37 

Total      100.0      100.0      100.0 
Source: Farkas, F., Karoliny, Mne. & Poor,J. (2007).  Human Resource Management in Hungary in Light of 

Eastern European and Global Comparison.  EBS Journal, 2, 19-37. 
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Abstract 
 
FDI are considered important drivers of Transition Economies development. Renowned is the example of China, an 
economy, growing yearly by double digits for many years, a growth caused mainly by FDI. But there are also other 
countries, showing similar characteristics, particularly those of Central Eastern Europe. A study, which we carried 
out recently has shown that FDI inflow depends also on the economic environment, which the receiving country is 
able to create. Inward FDI prefers a situation showing stable characteristics and no danger of risky imbalances, 
either on the fiscal or on the current account side of the given economy. This is particularly true for SMEs: a large 
company has sometimes the force to survive also in a difficult economic environment, but this is less true for the small 
and medium one. On the other hand, sometimes the internationalization of SMEs is difficult for reasons of size, but 
also for cultural ones, as it comes out from another our recent study, even if it could be important for both partners: 
the sending and the receiving one. It could be an occasion of growth for the SMEs of the receiving country, i.e.: a 
chance to transform SMEs in large size companies, as they widen the size of the market for their products and a 
chance for the receiving country, as it can learn new technologies and know-how in handicraft, production, 
purchasing, organization, marketing and strategies, needed to get excellent economic results. 
For several reasons such a situation is particularly interesting within the EU. Its policy is trying to enlarge the 
stability area within Europe, abating hurdles and barriers to trade and even expanding the common currency area.  
But do the SMEs exploit enough this situation?  
In our study we would like to see if and how this situation is evolving recently, starting with the examination of the 
quantitative outgoing and ingoing FDI flows, as also the qualitative characteristics of SME growth in some chosen 
countries.  
SME are mostly one, or few man business, owned by families, or a small number of persons. Also the decision-making 
mechanisms are often based on one or few persons. Therefore, it can be interesting also to examine the economic, 
psychological, social and cultural drivers to internationalization and the connection between international business 
success and the manager personal data.  
One, or a small number of SMEs may be not very important for an economy as a whole, but if there are big numbers 
of them, like it is typical in the Italian case, than it could be interesting to find out what are the drivers promoting or 
abating internationalization, looking for mechanisms of an improved international development.  
 
Introduction 
 
Existence of Inward FDIi toward a given country testifies in first place that foreign equity holders trust the given 
local economic environment, hopping for a better investment productivity than at home. If they thought that at 
home situation was better, they wouldn’t risk the strategic move abroad, where there, in general, not only 

economic and socio-political, but also cultural barriers have to be overcome.  
Consider, for instance, the problems of Western companies expatriating to China, where, in general, there are 
some elements favorable to foreign investors, like:  
a. Labor costs; 
b. Handicraft tradition; 
c. Productivity. 

But others are less favorable, creating hurdles to economic activity and management in this Far Eastern 
country, like: 

d. Cultural aspects, language and writing system; 
e. Way of life, behavior of local population; 
f. Politics and laws. 
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In order to be able to exploit the elements indicated at a, b and c, the height of the hurdles given by d, e 
and f have to be reduced as much as possibleii.  
In order to investigate the case more deeply, consider the following possible scenario of a China investment 
venture by a Western company, in this case an American one, proceeding trough several strategic steps:  
1. Engagement of a trustworthy Taiwanese businessman as middleman. Nothing is easier for a company like, 

let’s say, WAL MART, the biggest company existing, to  
2. Sign a contract with a Taiwanese businessman for the procurement of product P at price p by an established 

supply time schedule.  
3. The WAL MART signature on such a contract, makes it easy to discount the agreement at a trusty bank, 

getting the needed equity in form of credit.  
4. But also the Taiwanese businessman, might invest part of the asset by his own, spending in the business, 

especially if it looks profitable and the risk is not to big.  
5. As a matter of fact, for a Taiwanese businessman in China the elements d, e, f, mentioned above, are much 

easier to overcome than for a Westerner.  
6. With the equity at hand, it is not difficult to organize the production of P, which has been, as a matter of 

fact, already sold in anticipation to the American retailer at the price p. The businessman must only keep the 
total cost t down, in order to get a sizeable profit =p-t out of the business.  

7. In order to obtain that, a second middleman, this one, from Mainland China, might also be useful, in order 
to care about production organization and delivery schedule.  

8. In general abstract terms, a more exact strategy is here difficult to delineate; in order to do that, a more 
concrete case should be taken into consideration.  

 
But from the example shown, we can resume the favorable elements connected with the Inward FDI flow to 
China and, in general terms, to another given country. They are: low factor costs, local presence of handicraft 
and work habits tradition and culture, way of life, political and law environment and international orientation of 
the businessmen involved.  
 
The Macro Aspects in a four Countries Case 
 
The importance of the environment as element playing a role in Inward FDI has been emerging during an 
investigation presented in a recent publication by the Authors of this paperiii, studying FDI in general, but 
wanting also to understand how it works in practice, comparing the situation in four different countries, in 
particular, Russia, Poland, Slovakia and Slovenia, all of them recently economically transiting from the former 
socialist system to a more recent form of capitalist economy.  
The comparison is significant the more, as we could, to some extent, put on the same level also the cultural, 
historical, political and social aspects of the mentioned countries: they are all ex-socialist and Slavic countries, 
so that, if there is any difference in Inward FDI performance, it could be connected to managerial and economic 
factors, in particular, the economic policy of the country.  
The most important lever of development in a country is entrepreneurship. If, in a country, domestic 
entrepreneurship is lacking, there are only two possible strategies remaining:  
a. foreign entrepreneurship importationiv or  
b. public-hand application to the economy, which was typical for communism, a system, using the state in 

order to found and manage businessv.  
 

The past attraction of the idea in the Slavic world, may be dependent on the scarcity of genuine 
entrepreneurship in these countries, which was also a Schumpeterianvi consideration. 
But, of course, things are changing: the global environment is pushing forward independence and democracy, 
which are systems asking for more autonomy to states, but also to citizens of states, either in the political or in 
the economic environment of a country. An example, is the Italian premier Berlusconi, who shifted from 
successful entrepreneurship to successful politics.  
These seem unavoidable trends everywhere in the world. It is possible to state in general terms, that a country 
will develop if it has an entrepreneurial class, which is able to create employment, as a consequence of new 
business founding and developing. But, of course, forms and patterns thereof are “legion” and it is difficult to 

anticipate them theoretically, they must be verified on “the field”.  
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In the described paper, we made a comparison of the four countries considered, basing the study on some 
fundamental economic variables, like: 
a. GDPvii, USDviii bn; 
b. Real GDP growth in percentage to the previous year; 
c. Consumer price inflation in percentage to the previous year; 
d. Population in millions; 
e. GDP per capita in USD; 
f. Current Account Balance in USD bn 
g. Average Unemployment Rate as percentage of Working Population; 
h. Fiscal (Government) Balance as percentage of GDP 
i. FDI Inward in USD bn 
j. FDI Inward as percentage of GDP. 
 

Fig. 1.: Inward FDI USD billion
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Fig. 2.: Inward FDI as percentage of GDP
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FIG. 2 INWARD FDI AS PERCENTAGE OF GDP 
These data were collected for the four countries for the period 2002 – 2008 and elaborated in order to 

get a conclusion regarding the economic policy of each country, management and results of it. The 2002 – 2008 
historic series were per-equated by polynomials in order to get out the general pattern of the phenomena. 
Fig. 1 shows the Inward FDI flow in the four countries in USD billion. We see that after an initial period, with a 
similar value for the four countries, in the period 2002 – 2008 the values divaricated strongly and at the end of 
the period in 2008, Russia increased seven fold its data, from less than 5 billion USD to an amount between 35 
and 40 billion. Poland had initially also a strong increase, but after reaching a peak in 2005 and 2006, the flow 
was falling.  
Slovakia and Slovenia were reaching a minimum in the period 2003 – 2005, but at the end of the period 
considered, were showing again an increase much more marked in Fig.2, where the variable Inward FDI is 
calculated as GDP percentage. In that case, the best performer at the end of the period is unexpectedly Slovenia.  

The positive data could be considered a premium for the virtuous economic management and behavior 
of the country in the previous period. This aspect is well seen in the quoted paperix where the macroeconomic 
behavior of the four countries is examined, as far as the described variables are concerned. Slovenia, in 
particular doesn’t have a very strong economic growth, but has on the other side pretty low inflation data, higher 

per capita GDP, if compared to the other three countries, current account balance close to zero, lower 
unemployment rate and also the fiscal balance is close to zero.  

In the quoted paperx, we also studied the influence of the exposed variables to the Inward FDI of the 
three countries, by means of multiple correlations.  

To that regard, we tried all the variables listed previously, but only the GDP level, CONSUMER 
PRICE INFLATION and UNEMPLOYMENT, resulted as significant in explaining the dependence. 
In all cases, unemployment level was positively correlated to Inward FDI, which is not very far from logical: if 
there is more unemployment, it depends on lower demand and bigger offer of labor, which is depressing labor 
costs, and thus, attracting FDI.  

The other two variables are connected to FDI in a different way in each country: in Slovakia inflation 
and GDP are negatively correlated to FDI, meaning that higher GDP and INFLATION would reduce FDI, 
whereas in Slovenia, Poland and Russia would be the opposite.  
It is possible that this aspect could be explained with the quality of FDI in each country, as contrasted to 
quantity. If in Slovakia, for instance, FDI is more “industrial” in kind, it looks for localizations and is less 

interested to the domestic market.  
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If company A, the foreign investor, does not look for the local market, but is mostly interested in local 
labor, it is also inversely interested to GDP growth on that market and inflation: richer people do not need to 
look for employment in foreign companies and inflation growth may also be not welcome there, creating 
pressures to wage rising. 

If in Slovenia, Poland and Russia the foreign investing companies are of another kind, let’s say, that 

they mostly operate in the service and distribution sector, they either look for higher unemployment as it offers 
cheaper work-force, but also higher GDP, as it creates demand for consumer goods. Higher inflation may 
sometimes also be welcome for companies looking more to sell than to produce. 

But, of course, in order to give a more precise answer to those questions, a more detailed sector 
analysis of FDI would be needed, taking into account not only the generic FDI, but also the kind and quality of 
it.  
So, the final result of the study could be formulated saying that if we want to develop some more knowledge 
about these phenomena, a qualitative study of Inward FDI would be also needed. 
 
The Micro Aspects: Why and how do companies internationalize 
 
Inward FDI is the name of the studied phenomenon from a macro or countrywide point of view. But the 
phenomenon could be seen also from a micro, i.e., company level. In that case it is called company 
internationalization as it tries to understand company’s internal and external drivers, influencing the business 

decision of going international by a given company. 
Of course, the countrywide and the company perspectives are connected, as we saw in the previous 

paragraph: if a nation creates a favorable environment, companies have more ease to enter in such foreign 
environments, less than unfavorable ones. As a matter of fact, companies and capital tries to flee or avoid 
negative international environments.  

The last statement is much more true for SMEsxi, than for big companies. A large company can 
internationalize even in less hospitable environments, as it may rely on large size means, planning its activities 
well in advancexii. 

From the international literature and from the reality it is very well known that in Italy the 
internationalizing companies are very often SMEs, as that kind of company is prevalent in the economic 
environment of the Apennine country. Also, if we consider the North-Eastern corner of the Italy, SMEs show an 
internationalization trend, because of the closeness to the border and the abatement of international hurdles due 
to the EUxiii extension to CEExiv and SEExv areas.  
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Recently we published several research results on this subjectxvi,xvii, searching for the causes of 
internationalization in Italian SMEs. It depends in first place on the kind of activity: if a company has an 
industrial market, often it internationalizes because its clients are foreign companies. If it sells to final 
consumers, than the internationalization process depends on several factors. In Fig. 3 are listed the variables 
taken into consideration in order to study the internationalization pattern of Italian SMEs from the North-Eastern 
corner of the country. And in Fig. 4 we present an econometric model and the connected estimates. 
 

 
 

FIG. 4 THE MODEL AND ITS ESTIMATE 
The elaboration of the model is conducting to the following results:  
1. A direct positive effect exists between the characteristics of the company, like dimension of the company, 

age, innovation and technology level and the international performance. 
2. The objective entrepreneurial characteristics like level of experience of the entrepreneur and his level of 

international experience are directly and positively bound to the international performance. 
3. The business characteristics are positively reflected on the subjective international characteristics like 

activity, risk acceptance, tolerance of ambiguity, boldness, personal development, uncertainty report. 
4. The objective entrepreneurial characteristics reflect positively on the subjective entrepreneurial 

characteristics. 
5. Subjective entrepreneurial characteristics present a positive connection with the internationalization 

performance. 
6. The international activity like internationalization typologies, international strategies, planning of the 

international activity, strategic diversification, the cost factors, foreign outsourcing reflects positively on the 
international performance. 

7. The objective characteristics of the company are negatively bound to the international activity.  
8. The objective entrepreneurial characteristics are positively bound to the international activity 

 
The final conclusion coming out of the study, is that company internationalization is favored by 

company size, age and experience of the entrepreneur, innovation and technology level. Positive is also, to that 
regard, if the entrepreneur is an active, risk taking, bold and ambiguity plus uncertainty tolerating person.  
He must also exhibit a personal development.  
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Positive is also in the same sense, if he develops international strategies, is planning his activity, fostering 
strategic diversification and taking into consideration cost factors and outsourcing.  
The only negative aspect is bound to objective characteristics of the company, meaning probably, that in some 
cases internationalization is difficult to achieve because, for objective reasons, a company finds it burdensome 
to flex its given structure and strategies, which are bound to the presence in the national market to international 
goals.  
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End Notes 
 

                                                 
i FDI = Foreign Direct Investment 
ii See, for instance, the Doctoral Thesis of Rubens Pauluzzo, Valori Culturali, Risorse Umane e Peformance 
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China), PhD Thesis in Business Sciences, XXI Cycle, Università degli Studi di Udine. 

iii Lokar, A., Bajzikova, L., Mason, M. (2008). Causes of FDI on the Transition Process: A Four Countries 
Comparison Case, The Journal of Current Research in Global Business, Volume 11, Fall 2008, Number 16, 
Luka Powanga Editor, pp. 116, 133. 

iv This was the way followed by the Austro-Hungarian Empire, a state, ethnically more than half Slavonic in 
character. In order to develop the port of Trieste at the end of the eighteenth century a law was issued, which 
would accept foreign entrepreneurs, even with a not immaculate outlaw record. 

v In Slovenia nowadays, almost twenty years after transition, the main domestic business companies existing on 
the market are still those founded during the communist period. New Slovenian companies based on private 
individual entrepreneurs, are mostly only very small and scarcely important. The impression goes that 
autonomous and individual entrepreneurship is still a problem in the country’s economic panorama. 

vi Joseph A. Schumpeter, The Theory of Economic Development: An Inquiry into Profits, Capital, Credit, 
Interest and the Business Cycle, Harvard University Press 

vii GDP = Gross Domestic Product 
viii USD = United States Dollars 
ix Lokar, A., Bajzikova, L., Mason, M. (2008). Causes of FDI on the Transition Process: A Four Countries 

Comparison Case, The Journal of Current Research in Global Business, Volume 11, Fall 2008, Number 16, 
Luka Powanga Editor, pp. 116, 133. 

x Lokar, A., Bajzikova, L., Mason, M. (2008). Causes of FDI on the Transition Process: A Four Countries 
Comparison Case, The Journal of Current Research in Global Business, Volume 11, Fall 2008, Number 16, 
Luka Powanga Editor, pp. 116, 133. 

xi SME = Small and Medium Enterprises or Companies 
xii Once I read that one of the biggest world car producers, VOLKSWAGEN, planned to open factories in China 

working for a loss and planning for a profit only after some 6 to 10 years of permanence in the country.  
xiii EU = European Union 
xiv CEE= Central East Europe 
xv SEE = South East Europe 
xvi Lokar, A., Mason, M. (2008). L’internazionalizzazione delle imprese familiari alcune evidenze empiriche, 

AIDEA, Accademia Italiana di Economia Aziendale, Proceedings of the Conference: “Dinamiche di sviluppo 

e internazionalizzazione del family business”, a cura di Claudio Devecchi e Giovanni Fraquelli, Il Mulino, 

2008, pp.: 487, 500 
xvii Lokar A., Mason M. (2007). L’internazionalizzazione delle imprese familiari: alcune evidenze empiriche, 

Convegno Annuale dell’Accademia Italiana di Economia Aziendale: Dinamiche di sviluppo e di 
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Abstract 
 
This paper focuses on analysis and assessment of formation of a modern corporate system in the Kyrgyz Republic. 
The author emphasizes that the transition country had no previous experience of private property and market 
economy, sufficient sources of knowledge and models of behavior in the field of corporate governance. But 
institutions of corporate governance were formed. There was a process of learning of both owners and managers how 
to govern the company using the available set of laws and regulations. However this process so far from being 
complete, since the real corporate relations are still dysfunctional. This research enables me to make the following 
conclusions: Nowadays the Kyrgyz Republic needs 1) improved the culture of corporate governance through creation 
of favorable legal and institutional climate, 2) reduced mismanagement and embezzlement, 3) elimination of 
corruption, 4) developed economic and democratic infrastructures.  
 

Introduction  
 
Privatization can be simply defined as a process, as a result of which the government sells state-owned 
enterprises wholly or partially to local and foreign private investors. 
 Why do countries implement privatization?  
 The answer is the need to reduce scales of regulation when the government expands too much and 
consumes too many resources and does not allow the private sector operating effectively and functioning as the 
engine of economic growth. Such countries have achieved considerably better results than those, which have 
relied on the state-owned sector. With the help of privatization, it is intended to achieve many, somewhat 
contradictory goals. Meanwhile, chosen goals predetermine methods, rate and sequence of privatization. While 
the priority of the Central and Eastern European countries has been achievement of economic goals by means of 
direct sales and attracting direct foreign investments, the CIS countries have tried to achieve mainly political and 
economic goals, realizing privatization by means of sales of enterprises to enterprise employees and mass 
privatization. But privatization in the CIS countries has not resulted in improvement of functioning of 
enterprises or growth of living standards, having caused common disappointment in market reforms. 
 In Kyrgyzstan, privatization of state enterprises began in 1991 after the collapse of the Soviet Union 
and the declaration of its independence. In 1992, the Kyrgyz Republic embarked a broad program of 
stabilization and structural reform, including price liberalization, mass privatization and liberalization of the 
trade regime. From 1991 to 2003, 72 percent of enterprises were privatized in Kyrgyzstan (it is more accurate to 
say enterprises were turned into joint-stock companies since the government remains the main shareholder). The 
total cost of privatized enterprises, including agricultural enterprises, was about US $32 million1. 
  However, sooner or later, continuing drop of national competitiveness will force the government to 
reconsider its attitude to privatization. Populations of the Kyrgyz Republic associate privatization with 
corruption, deceit, stealing, robbery, shutdown and bankruptcy of factories and plants. In Russia and Ukraine, 
privatization disappointment along with political manipulations has resulted in political support of revision of 
privatization results and growth of appeals for various forms of reprivatization.  
 In the author‟s opinion, improvement of corporate governance in the Kyrgyz Republic requires a 

complex approach: upgrading of legislation must be accompanied by active measures aimed at changing the 
situation in all spheres that influence the quality of corporate governance. The main goal in this sphere is 
creation of favorable legal and institutional climate, which would lead to improvement of common norms of 
corporate governance and to attraction of external investments. 
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Privatization program and its realization  
 
One of the main trends of the economic and social reforms conducted in the Kyrgyz Republic (KR) is 
formation of effective market relations in the economy. The main source of the creation of a competitive 
private sector is privatization of the state property and reduction of the state control over the economy. 

In Kyrgyzstan, privatization process started at the end of 1991, virtually immediately after gaining of 
independence. Currently the seventh privatization program is being implemented. Every privatization program 
was developed for the period of two years and later for the period of three years and had to include the 
following: 

 Tasks and goals of the state policy in the sphere of privatization for the current period. 
 Definition of the objects involved into the program 
 Methods and means of privatization of the state property. 
 Forecast of revenues. 
 Forecast o the volume of investments related to privatization. 
 A list of the groups of objects exempt from privatization due to the reasons of defense, state security 

and social development. 
 Questions related to the environmental protection and public health, as well as retaining state 

monopoly in some sectors. 
 Procedures of evaluation of the state property being privatized. 

The core of the KR privatization legislation is the Civil Code and the Act on Privatization of the State 
Property in the Kyrgyz Republic. The privatization act of March 2, 2002 is in force. The law defines 
the contents of the program of the state property privatization, participants of privatization, methods of 
privatization, methods of transforming state-owned enterprises into joint-stock companies, procedures 
of privatization of the state owned enterprises that has been transformed into joint-stock companies, 
procedures of calculation of starting price, managing privatization income and its redistribution. 

    Mechanisms that ensure implementation of norms of the legislation are defined in the following 
regulations: 

 on general conditions and the order of the state property privatization; 
 on the procedures of the state property privatization by management contracts with an option for  buy-

out, on auctions, tenders, by leasing buy-out, by direct sale; 
 on the procedures of case-by-case privatization and in methodic recommendations: 
 on the evaluation of the property and objects of privatization; 
 On the evaluation of land lots owned by state. 

 The law envisages that in the process of evaluation of the state property not only balance methods 
should be used, but also the methods of market valuation. This greatly broadened the list of by-laws directly or 
indirectly influencing on privatization processes. 
 Realization of each privatization program led to improvement of the legislation, more precise 
definitions, overcoming of misunderstandings and contradictions. The quality of the legal regulations was very 
doubtful – privatization programs and legal acts were in some respects too ideological and contradicted each 
other and other laws. For instance, in privatization programs there were some terms and instruments absent in 
the act on privatization. Provisions of the law were often limited and changed in by-law acts prepared by the 
executive power. 
 
Privatization process in the Kyrgyz Republic 
 
The policy of privatization is based on the idea that activities of enterprises being implemented under free 
market economy with equal competition and commercial approach are more effective than those within 
administration limitations and instructions. The market is considered to be the source of social economic 
progress, the level of which depends on how competition is encouraged to increase production and consumer 
services.  
Notwithstanding the depth and scales of revolution in the area of privatization, it remains an obscure notion to 
the majority of population. Actually, privatization includes many different approaches, goals and results. Some 
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authors point out a necessity of good reasoned and consistent steps on the way to privatization, which would 
match a carefully developed conception2. The authors emphasize “low effectiveness of production and 

inevitability of privatization are obvious”
3. Further, analyzing the role of privatization in implementation of 

economic reforms, the authors write “denationalization and privatization are, for sure, powerful mechanisms, 
which can enable the country to obtain in a new image, transform into a new quality of social and economic 
organization”

4. 
 The problem of privatization is presented in discussions of its advisability. While such discussions 
take place, it is pointed out that consequences of privatization often appear to be negative in terms of the 
nation‟s wellbeing and social justice. In other words, privatization results in unreasonable enrichment of a 

narrow circle of the population and pauperization of the majority of the society. Actually, it is true, but in a 
short-term aspect. If privatization is considered not as a quick action, but as a long term and very complex 
process of changes, over a long period of time, its final aim is creation of an effective economic public system. 

During the first stage of privatization most prices were liberalized with the removal of all direct and 
indirect price controls, and as for trade policy, all non-tariff barriers to exports and imports were removed. A 
mass privatization program has placed approximately 1000 primarily medium-sized and large enterprises and 
several thousand small businesses under private control. 
 In Kyrgyzstan, the mass privatization was conducted in the following way: the whole adult population 
was given privatization coupons on a free and equal base, with further rights to purchase apartments or 
exchange them for shares of state owned enterprises. The coupons were easy to trade. But the market prices of 
the coupons were very low. The price of 100 coupons was 1.22-1.35 soms, one coupon being approximately 
0.0008 US$. Thus the distributed coupons equaled 0.625 US$ per capita in the Kyrgyz Republic. As a result, 
their owners did not consider the coupons seriously. The mass privatization without clear legal boundaries in 
the early 1990s resulted in mass corruption in which high-ranking officials and influential politicians (including 
the opposition) snatched up the most lucrative properties and businesses5. 

This method was widely used in the Czech Republic, Romania, Poland, Russia and Byelorussia. 
Unlike other ways, it does not require financing, and it does not gain budget revenues. The main peculiarity of 
this method is that the privatization process is quick and socially acceptable by the population. But the weak 
point of it should be admitted: that is the fact that the real situation of enterprises after privatization remains the 
same with all its related problems: difficult financial situations, low profitability, out-dated technology, and 
insolvency. 
According to our viewpoint, the difficult situation of the industrial sector is due to the following reasons: 
First, lack of joint tax, financial, capital-credit and currency policy with the NIS; 
Second, differences of law regulations which affect cooperation and direct relations of enterprises; 
Third, lack of a common price and customs policy;  
Fourth, low effectiveness of the  management  system  resulting in slow and poor decision making, inadequate 
control of decision making and irresponsibility of managers; 
Fifth, the permanent increase of the price of energy, raw materials, materials, and spare parts, which has 
worsened the problem of the payment of balance. 
Sixth, underassessment of the necessity of state regulation in order to study the conditions of the effective 
functioning of the economy. 

For the period of January 1, 1991 to 1994, in the Kyrgyz Republic, 5,168 enterprises were privatized: 
in the industrial sector – 324 units, in the agricultural sector – 319 units, in the construction sector – 307 units, 
in the transportation sector – 102 units, in the trade and public catering – 1,756 units, in the public service – 
1,878 units, in the non-production sector –218 units. But since 1994 (the second phase of privatization) the 
correlation of privatized enterprises has changed in terms of the ways of privatization. Transformation into joint 
stock companies was most common, which reached 40 percent.  As for purchase by employees, it was only 3.7 
percent, and purchase by private business – 16.2 percent. This correlation of ways of privatization is due to the 
fact that by 1994 big plants, factories and enterprises remained non-privatized, and later on were transformed 
into joint stock companies. The table below provides a breakdown of the privatized enterprises in the Kyrgyz 
Republic: 
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TABLE 1: PRIVATIZED ENTERPRISES IN THE KYRGYZ REPUBLIC, 1993-1995 
 

 

 1993 1994 1995 

Industry 259 324 462 

Consumer Services 1,811 1,878 1,899 

Trade and Catering 1,616 1,756 1,801 

Agriculture 235 319 342 

Construction 232 307 390 

Transport 82 102 136 

Other branches 192 482 856 

Total 4,428 5,168 5,895 
 

SOURCE: KYRGYZ STATE STATISTICS COMMITTEE, 1996. 
 
 The market oriented reform policies implemented by the government over the past years have 
promoted multiple sources for competition in the Kyrgyz Republic. The demonopolization of specific  sectors ( 
such as transportation and agro-processing), including the dismemberment of formerly vertically and 
horizontally integrated state companies, has allowed for the creation of competing markets and the liquidation of 
non-viable firms. The lowering of tariffs to a flat 10 percent and the elimination of quotas and other non-tariff 
barriers have made imports an important element of priced discipline to domestic producers. Finally, the 
liberalization of major restrictions to internal trade and foreign investment have created incentives for private 
entry, and, therefore, to expand and develop new markets. 

Despite these reform efforts, the private sector growth has been hampered by a number of factors. 
Markets are small and dispersed, the cost structure is high and the number of risk-takers is small. There are 
important sectors, still run by state owned monopolies, where competition could be an important source of 
private sector development. Little restructuring has taken place at most privatized enterprises, which remain 
largely under the control of the same managers that directed them as state-owned entities. Foreign investors, 
who could offer new technologies, modern management methods, and access to world markets, are presented in 
only a handful of companies, and the securities markets lack sufficient liquidity to facilitate ownership change. 
Many new commercial laws have been adopted, but the judicial system is weak and court decisions are often 
unenforceable, and licensing requirements are often excessive. The system of corporate taxation lacks many of 
the incentives necessary to stimulate growth. Coupled with managers‟ fear of outsiders and loss of control, these 

factors have contributed to the general lack of investment and growth in Kyrgyz firms. John Nellis emphasizes 
that ironically privatization‟s present reputation in many transition countries as a prime cause of increased 

corruption6. Privatization, sometimes, was conducted in a bureaucratic, corrupted and „broadly-giving-away-for-
nothing‟ way. According to the Institute of Statistic Researchers, share of black economy was 3.2 percent in 

1993, 6.0 percent in 1994, 10.3 percent in 1997, 11.9 per cent in 1998 and 12.3 percent in 19997. An 
independent center for public opinion studies in Bishkek announced on 21 February 2006 the results of its 
survey on corruption in Kyrgyzstan. 15.5 percent of the 2,100 people surveyed said that economic reforms have 
had little success due to widespread corruption in the country8. 

In 1997, the financial situation of industrial enterprises remained unimproved. This, in its turn, has 
been due to low quality of management of enterprises, lack of really market management of enterprises. Many 
managers have no idea how to plan activities in market economy.  They had “neither the ability to modernize 

the enterprise nor the market experience to cope in a competitive environment, nor the drive and vision to guide 
the radical restructuring often required improving enterprise performance”

9. Nothing has been done to renew the 
main production funds. No measures have been undertaken to improve financial situation of enterprises. All 
these result in low profits, big losses and financial problems. 
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Stages of privatization 
 
The privatization process in the Kyrgyz Republic can be divided into four distinct stages, which are 1991-1993, 
1994-1995, 1996-1997, 1998-2001 and 2002-2003. For each period, the number of privatized firms can be seen 
in Table 2 with respect to the sectors of Kyrgyz economy. 
                

TABLE 2: PRIVATIZATION OF STATE OWNED ENTERPRISES IN KYRGYZSTAN: 1991-2001 
 

 
Sectors 1990 

    * 
1991 
1994            % 
  

 1995 
1997         % 
  

1998 
2001              % 

1991 
2001             % 

Industry 608 376 61.80. 155 25.49 19 3.12 550 90.46 
Agriculture 855 333 38.95 21 2.46 16 1.87 370 43.27 
Services 6180 4424 71.58 378 6.11 243 3.93 5045 81.63 
Public Services 3192 2195 68.76 154 4.82 170 5.33 2519 78.91 
Trade  1963 1769 90.11 112 5.70 41 2.08 1922 97.91 
Construction 730 345 47.26 73 10.00 16 2.19 434 59.45 
Transportation 295 115 38.98 39 13.22 16 5.42 170 57.63 
Other branches 2346 326 13.90 347 14.79 455 19.39 1128 48.08 
Total 9989 5459 54.65 901 9.01 733 7.33 7093 71.00 

 
(*)  SHOWS THE NUMBER OF STATE ENTERPRISES STARTS BEFORE PRIVATIZATION PROCESS 

SOURCE: STATE PROPERTY FUND, BISHKEK, KYRGYZSTAN, 2002 
 

The first stage of privatization was characterized by implementation of two privatization programs for 
1991-1992 and 1992-1993. On this phase the legal background for privatization and attraction of investments 
was created, as well as relevant organizational infrastructure. In other words, this phase focused on establishing 
the legal framework and institutional infrastructure required to enable ownership of private property (other than 
land) and private enterprise. Land reform began with 17,000 peasant farms and new agricultural cooperatives 
being formed from a number of state and collective farms. 

This period also saw two principal approaches to the privatization of companies: 
(1) A small-scale privatization program. By the end of 1993 more than 3,400 small-scale enterprises in 

retail trade, catering and consumer services had been sold via cash auctions. In other words, small and 
medium-sized enterprises were sold to their employees. Large enterprises were commercialized after 
that up to 75% of their shares was sold to their employees at a reduced price. The remaining shares 
were intended to be sold on the coupon auctions later.  
At the same time, the process of privatization was burdened by the sins of bureaucracy and 
subjectivism. Plans of privatization were created by local administrations without taking into account 
the real situation of enterprises. 

(2) A mass privatization program (MPP). The Kyrgyz mass privatization program was designed to 
encourage ownership by outside investors in order to stimulate rent restructuring of enterprises. 
Enterprise managers have, however, not only effectively maintained control of the majority of 
privatized firms, but have been able to increase their holdings since privatization. This is the result of 
the purchase of majority positions by enterprise managers directly from the state during the 
privatization process or from other investors during the several years following privatization. 
Special payments were issued, the amount each citizen received depending on employment records. 
The vouchers could be used to buy public housing or partial payment for the privatization of medium-
scale or large enterprises. The percentage of equity of such enterprises reserved for sale for vouchers 
was determined on an individual basis, but could not be less than 24%. 
Negative aspects of this phase: 
This voucher program turned out to be an inefficient and restrictive instrument of mass    privatization 
because: 

(1) vouchers were not tradable and therefore had no market value 



318 

(2) vouchers distributed only a small percentage of the equity of individual enterprises    and offered no 
opportunity for change in  control and management 

(3) vouchers were time-limited and most of them were not even used 
Positive aspects of this phase of privatization: 

(1) destroyed state monopoly in retail and services 
(2) introduced competition 
(3) eliminated deficit 

Despite these positive aspects, they did not bring any decisive changes in ownership and control 
structures within the economy.  

 The second stage of privatization began with the adaptation of a new privatization strategy, which 
brought about important changes. With some key exceptions, all medium and large scale enterprises (MLE) 
became immediately available for privatization. Private investors, Kyrgyz or foreign, were allowed to own up 
to 100% of the equity of the MLE. 
The MPP vouchers, most of them still unused, were replaced by privatization coupons. Coupons could be used 
to purchase equity in state enterprises at coupon auctions where typically up to 25% of an enterprise‟s equity 

was offered. Coupons could also be used to buy the stated-owned dwelling in which the coupon holder lived. 
Coupons were transferable, and both Kyrgyz nationals and foreigners – including institutional investors – could 
trade freely in them. 
 In addition to the coupon auctions, individual privatization, cash auctions (which typically took place 
following an enterprise‟s coupon auction) and investment projects were the main methods of privatization used 
during this stage. Phase 2 also saw the creation of the Enterprise Restructuring and Resolution Agency (ERRA) 
in May 1994 under the World Bank- supported Privatization and Enterprise Sector Adjustment Credit (PESAC) 
to deal with 29 large loss-making enterprises. This group of companies needed either radical restructuring or 
liquidation. Diagnostic studies were conducted on each of the enterprises, and liquidation was begun in those 
determined to be unsalvageable. The ERRA shut down production at these enterprises, instituted “care and 

maintenance programs”, and placed the bulk of their employees on paid leave. Within the group judged to be 

salvageable, there was restructuring to relieve the companies from the burden of old debts and non-core assets. 
Some received rehabilitation assistance in the form of loans from the PESAC program and have successfully 
resumed operations. One completely resuscitated after controlling blocks of shares were offered for sale by 
tender to strategic investors. 
 All told, phase 2 encompassed the complete or partial privatization of an additional 1,000 enterprises. 
Disposition of the 4.4 billion privatization coupons which were printed during this period has been as follows: 
41.26% were used at auctions by individuals and companies; 9.82% were used at auctions by investment funds; 
0.20% were used to purchase apartments; 0.72% were used to purchase property; 27.55% were distributed but 
remain uninvested; and 20.45% have yet to be distributed (as October 10, 1996). 
The main objective of this stage of privatization was transformation of medium size and large enterprises in 
industry, transportation and construction. They were privatized in the following manner: 

- 5% of the equity distributed to the employees 
- 25% sold for coupons in auctions 
- 70 % sold to individuals or corporate investors at cash auctions. 

All these figures demonstrate there is a serious problem of “coupon overhang”, which can be 

attributed to the following reasons: 
(1) The MPP vouchers were time-limited and a proportion of the population lost their entitlement to 

convert them into coupons because they did not do so prior to their expiration date. 
(2) The general population had little confidence in the values of the privatization coupons. At a current 

market price of 1.22 – 1.35 soms for a bill comprising 100 coupons, each coupon is worth 
approximately 0.0008 US$ making the distributed coupons equal to only 0.625 US$ per person in the 
Kyrgyz Republic.  

(3) While the Government‟s motives for retaining a portion of the coupon issued are not known to the 
author, it is known that the government has periodically sold small groups of coupons into the market. 
At their current market price, 20% of the coupons, which remain in Government hands, are worth 
approximately $0.75million. However, each time a group of coupons is sold; the market price has 
fallen and effectively diluted the value of the outstanding coupons held by Kyrgyz citizens. This 



319 

auction effectively transferred part of the value of the Kyrgyz Republic‟s assets back into the hands of 
the State. 

(4) A significant amount of the coupons in circulation remain uninvested. Thus, portions of those 
companies to be sold in phase 3 of the privatization program (see below) must be offered to the 
general public in exchange for the outstanding coupons; otherwise the uninvested coupons will be 
useless. 

 The third stage of privatization focused on restructuring large objects of monopolized sectors of the 
economy, privatizing non productive spheres, and restructuring and rehabilitation work with heavily indebted 
enterprises by units of the State Property Fund. Phase 3 is distinguished from phase 2 by the nature of the 
companies involved, which are predominantly large scale enterprises in mining, construction, transport and 
tourism, public utilities and infrastructure. Also 100 MLE that had been partially privatized, but in which the 
government continues to retain significant share holdings. 

                In 1998, the fourth stage of privatization started. On the framework of this phase, two programs of 
privatization: 1998-2001 and 2002-2003 were implemented. The privatization program of 2004-2006 is being 
carried out. The current stage of privatization lays emphasis on restructuring monopolies in the basic and 
strategic sectors of the economy – telecommunications, civil aviation, printing and publishing, electricity 
generation and distribution, coal mining, natural gas import and distribution, engineering, antimony production, 
natural gas import and distribution. Because of the size and diversity of these largest properties, there will be 
specific arrangements in every case. Each of the entities will be subject to thorough feasibility study. 
Despite a high rate of privatization in the SMEs sector, the State still retains important stakes in number 
sizeable industrial enterprises, often characterized by high levels of indebtedness, lack of working capital and 
inadequate management and marketing skills. Good corporate governance is still to be developed, and its role 
fully comprehended. 
 Privatization of the Large State monopolies (Kyrgyz Air, Kyrgyz Telecom, four distribution 
companies established as a result of the break-up of Kyrgyz Energo, the State –owned energy company, and 
Kyrgyz Gas) which has been on the agenda for the last few years, is deemed critical for the success of the 
medium term program of  the Government. These enterprises account for a relatively large share of economic 
activity, and their poor performance places a significant drag on potential output growth. Moreover, the sale of 
these assets would make an important contribution to external debt reduction. Successful privatization of these 
enterprises will be essential to boost investor confidence in Kyrgyzstan.  
 Thus, the Center of International Private Entrepreneurship conducted the research on economic 
reforms in 32 countries, including all the main developing countries, as well as the former socialist countries of 
Central and Eastern Europe. The research has shown that those countries, which successfully implemented 
privatization programs – Thailand, Malaysia, Singapore, Mexico, Argentina and Jamaica, have succeeded much 
in their reforms. But successful implementation of privatization programs does not necessarily result in 
successful economic reforms. The main point here is that successful privatization creates an environment for 
stabilization and structural reforms. 

Although the government has achieved some degree of macroeconomic stability, the macroeconomic 
reality of the Kyrgyz Republic has yet to be improved to the levels necessary so that privatization and 
restructuring would be considered as a positive impact on the economic reforms. 
 
Changes in ownership structure after privatization 
 
The initial ownership structure formed right after privatization was characterized by quite large share of 
insiders. According to various research insiders possessed, in general, from 42% to 50% of all the shares of 
privatized industrial enterprises (including 17-20% in the hands of managers).10 (Kozarzewski and Kuzma, 
1997). But the main shareholder was the state itself, that averagely owned 44% of shares in 53% all of the 
enterprises surveyed the state was the largest owner. Outsider non-state owners were infrequent and foreign 
investors were also rare. But even then the concentration of property was quite high: at almost 40% of all the 
enterprises, the controlling block of shares belonged to one person and ¾ of enterprises it belonged to only 

three persons. Ownership distribution and redistribution had various speeds in different companies, which led 
to the creation of many types of ownership structures. 
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The changes in ownership structure were caused by many factors. There was the state policy, level of 
development of market infrastructure, economic situation and investment attractiveness of enterprises, goals of 
major players on the stock market and in the companies, and many others. There were numerous vectors of the 
impact of these factors. For example, practical incapacity of some firms made them not attractive for outsider 
private investors. On the other hand, such firms were very active in looking for such investors and in many 
cases they were successful. Kyrgyzstan is not an exception: despite the fact that the degree and the speed of de-
etalization (transfer of shares from the state to private hands) was in general higher on profitable enterprises, 
unprofitable firms very quickly went under the control of external non-state investors. 

In the privatized sector of Kyrgyzstan one of the most widespread are the “insider” forms of 
ownership. The state share is still very large. This related to the narrow and undeveloped stock market. 

The share of external concentrated owners, especially foreign (apart from the banking system) is still 
not very large and not only because of insiders‟ resistance that looses its actuality at the present stage of 

privatization (privatization of large objects, mainly in infrastructure, where insiders were not able to act as a 
part of a deal), but mainly because of the lack of domestic capital, low attractiveness of the objects and very 
unfavorable investment climate  (high corruption, faulty legislation and restrictions for foreign capital in 
privatization of some objects). Low value and low quality of foreign direct investments (FDI) is the Achilles‟ 

heel of the Kyrgyz economy. The country holds one of the last places in CIS according to the level of the FDI 
per capita. Apart from insufficient infusions into the economy, such situation blocks the transfer of knowledge, 
technology, experience, access to markets and so on. All that could be provided by foreign investors of “the 

first-class” (with good track record, out of developed countries). 
 
Corporate governance in the Kyrgyz Republic 
 
The so-called Continental model of corporate governance is adopted in the Kyrgyz Republic. Unlike in the 
Anglo-Saxon model that consists of two governing bodies – the general meeting of shareholders (that fulfils the 
functions of management and supervision); in the Continental model functions of control and supervision 
functions are strengthened by their separation. This model consists of three bodies – general meeting of 
shareholders, managing body (executive board in charge of day-to-day management) and supervising body 
(supervisory board which in the Kyrgyz Republic is somewhat misleadingly called the board of directors). A 
person cannot sit on the both boards at the same time. In the majority of post-communist countries this model is 
adopted as in the transition economies, where the so-called mechanisms of external control (in the form of 
financial, commodities and other markets) are still not enough, the so-called internal control performed by 
owners becomes crucially important. 

On 24 November 1994, the KR government issued the Regulation “On Corporate Governance”. The 
order of introducing corporate governance in companies, the functions of board of directors, executive boards 
and managers, relations with state bodies and owners are defined there. The further development of legislative 
basis in the sphere of corporate governance was strengthened in the first part of the Civil Code passed in May 
8, 1996 and in the Company Law passed in November 15, 1996. 

The Civil Code and the Company Law were both too general, and in the country having no experience 
in corporate governance in the conditions of private property and market, the lack of instructive elements of 
legal acts was evident. The laws were also contradictory and frequently not precise. On July 26, 1997 the KR 
government issued the Manual for Corporate Governance in KR. It was an accompanying document for the 
Model Charter of a Joint-stock Company. 

The concept of corporate governance used in other countries was written in details. This document 
although being very up to date, confused many people by using unfamiliar terms, not foreseen by legislation 
and its style pretty much reminded the popular article in the economic journal.  

A number of internal problems of corporate governance are related to the fact that owners do not 
directly participate in the process of managing the company and pass their rights to managers. Thus the 
problem with informing arises. Owners have much less information on financial situation and technical 
problems and day-to-day functioning of the company, while managers who perform everyday management 
have sufficient knowledge and skills to understand and effectively use such information. 

The provision of such information to the owners in sufficient amount and up to date is therefore a very 
important legal task. 
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The process and order of information disclosure is regulated by the Act on Joint-stock Companies and 
the Regulation “On Disclosure Requirements on the Securities Market”.

11 
The act defines a list of documents to which the management of company must provide access for 

shareholders. They are constitutive documentation, annual, quarter and other reports, issue prospectus, general 
meetings, board of directors and auditing committee meetings‟ minutes, list of affiliated persons with 

information on amount and category of the shares they possess, and other documents envisaged by the law of 
KR, company‟s charter, decisions of the general meeting of shareholders an the board of directors. 

In the Regulation “On Disclosure Requirements on the Securities Market” the order and scope of 

information disclosure is defined for the following players of the securities market: 
 issuers; 
 professional participants of the securities market; 
 self-regulating organizations; 
 owners of securities 

The regulation also includes the order of report submission by the above-mentioned persons and 
organizations to the state body in charge of the stock market regulation. 

In order to provide additional protection of property rights a new unit within the SCSM structure was 
created in 2001: the State Fund for Storage and Processing of the Securities Market Information. The main task 
of the fund is the increasing of transparency of the securities market mainly through disclosure. 

Currently the only evidence of its activity is disclosure of information on a purchase of 5% of shares in 
JSCs. This information is presented and is regularly updated on the website of the SCSM. 

According to professional participants of the securities market, not a single company wants to expose 
its secrets to its shareholders. And the control over corporate relations is not performed by any specific 
structure. 

The Act on Joint-stock Companies defines some mechanisms for merging, acquisitions, splitting, spin-
off and reorganization of joint-stock companies. The questions of reorganization solves by the majority of votes 
on the general meeting of shareholders. Quorum is achieved if 60% of shareholders, including the holders of 
privileged shares are present. As a rule, the decision is made according to the interests of major shareholders. 
Such means of influence become active only when there is a violation of antimonopoly legislation. 

The National Committee for Protection and Development of Competition under the President of KR 
(NCPDC) is in charge of antimonopoly regulation. This structure functions according to the Act on Restrictions 
on Monopoly Activity, Development and Protection of Competition adopted in 1994 and amended in 2003. 
According to the law, no company can occupy a dominant position on the market, as it will hinder the 
development of competitive environment. The position is considered dominant when the company‟s product 

occupies more than 35% of the product‟ market. 
The NCPDC supervises merging or acquisition of join-stock companies in order not to allow for 

forming a monopolist. That is why the reorganization procedures in joint-stock companies that lead to 
expansion of their activities require a permission of the NCPDC. 

If a joint-stock company that has a dominant position exercise monopolistic activity or its actions 
substantially limit competition, the NCPDC has the right to make the following decision: 

 to perform a mandatory split; 
 to exact undue profits; 
 to change for a damage, including lost profits of the companies from the given market segment; 
 To impose a fine. 

Nevertheless, in the conditions of underdeveloped monitoring systems and lack of experience, it is hard to 
prove a dominant position of a company. In practice, there were no cases of splitting a monopolist. 
 Another very important from the corporate governance point of view is the Act on Bankruptcy adopted 
in 1997 and changed several times since then. According to the law, a procedure of special administration 
(liquidation or reorganization) is applied to the joint-stock company that is declared bankrupt. Bankruptcy 
procedure can be initiated a debtor. The minimal required sum is 5000 minimal salaries12. 
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Problems of implementation of the corporate governance system 
 
In order for the system of corporate governance to work in full power, a coherent legislative base is needed 
where all the documents and regulations fit each other. Currently the norms of the Act on Joint-stock 
companies contradict many legal acts of ministries and other state bodies, laws of KR and even the Constitution 
of KR13

. The lack of precise system of laws‟ priorities makes aggravates this problem. 
 The practice of corporate governance relations showed that participants of such relations are very 
reluctant to apply to court. This is due to prolonged procedures on decision-making in such cases and 
underdeveloped procedures of mandatory fulfillment of courts‟ decisions. There were some examples, when the 

newly elected management couldn‟t start working as the former management, removed from the position by 

court‟s decision hindered its work. 
 According to opinions of many professional participants of stock market, the SPF is one of largest 
violators of legislation, which impedes the implementation of effective corporate governance. Its double 
standards of operation put the legality of many of its decisions under doubt. 
 In most cases privatization in Kyrgyzstan resulted neither in the better functioning of enterprises nor in 
their take-over by more efficient owners, due to a distorted institutional and legislative environment and 
inefficient corporate governance regime: 

 ownership structures are not efficient and transparent enough with an excessive role for insiders 
(managers) and external owners who are tied up with the socialist past; this makes overcoming the 
legacy of “socialist enterprise” difficult: managers‟ ways of thinking have been formed in the planned 
economy, there is a lack of market experience and low corporate governance culture; 

 enterprises adaptation to the distorted external institutional and legislative environment has led to the 
strengthening of non-market behavior (barter transactions, non-payment culture, in kind wages and 
salaries, etc), which have been difficult to get rid of subsequently (though recently the role of such 
behavior has decreased significantly); 

 external environment (lack of real estate tax and effective bankruptcy procedures limitations on a free 
market turnover of property rights) does not stimulate owners and managers to increase the economic 
efficiency of their enterprises, including the option of selling them to more effective owners; 

 lack of effective separation of ownership, management and supervision functions: owners usually 
directly participate in the management of enterprises; 

 extremely weak and distorted supervision: boards of directors very often play purely a formal role; 
they represent the interests of the owners only and do not protect the interests of the company as such; 

 legal regulation of corporate governance does not refine and distinguish clearly enough the functions, 
rights and responsibilities of enterprise governing bodies; 

 Weak and distorted role of the state as owner: in fact, the State Property Committee does not exercise 
effective ownership control of state-owned enterprises and blocks of shares that belong to the state, 
which leads to the situation of ownership vacuum, informal control of managers and government 
officials, and asset stripping. 
No matter how perfect the legislative base of corporate governance is, the implementation of effective 

decisions is impossible without some changes coming from outside of the legal sphere. Governments, 
international organizations, large corporations of the developed market economies came to this conclusion long 
ago. This problem is very vital in CIS countries; especially where there is a complete lack of historical 
experience in market economy and in private property and legislative base is far from being perfect. In the late 
nineties in Kyrgyzstan this problem was paid more and more attention. 

 In 1997 Kyrgyzstan was given a preferential loan by the Asian Development Bank (ADB) for creation 
and  

Implementation of corporate governance standards in companies under the project “Corporate Governance and 

Enterprise Reform”. To implement this task, the Center for Corporate Development (CCD) under the apparatus 

of Prime Minister was organized. The main task of this structure was the development of legislation in the 
sphere of corporate governance and securities market. The main effect of its work became the project of the Act 
on Joint-stock Companies, which later was adopted by the Parliament. Besides, the CCD took active part in the 
development of legislative base for bankruptcy and property valuation. 
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In 2001 the CCD began the implementation of the second stage of ADB credit line for the program 
“Corporate Governance and Enterprise Reform”. It was supposed to develop the national standards of corporate 
governance and to start their implementation. The CCD organized intensive trainings with the invited foreign 
consultants on various questions of joint-stock companies‟ management, financial management, international 
standards of financial accounting, strategic planning etc. 

In 2004 the credit line was closed, the CCD stopped its operations and all achieves were passed to the 
Ministry of Economic Development and Trade. Unfortunately, this information is not publicly available.  

In the same 2004 the Center for Corporate Development (CCD2) under the Ministry of Economic 
Development and Trade was founded. The Center is governmental body responsible for realization of the 
technical assistance project of the ADB “Capacity Building for Corporate Governance and Bankruptcy 

Procedures” and the program loan of the ADB “Corporate Governance and Enterprise Reform II”. In fact the 

CCD2 became the follower of the CCD having the following tasks: 
 creation of conditions of the development of corporate governance in KR including the OECD 

principles of corporate governance; 
 creation of conditions for development and effective use of bankruptcy procedures in order to 

increase the vitality of the enterprise sector and financial recovery of the whole economy; 
 Realization of the ADB technical assistance project “Capacity Building for Corporate 

Governance and Bankruptcy Procedures» including the fulfillment of the Action Plan for 2004. 

The plan was approved by the Government of KR on March 10, 2004; 
 meeting the conditions of the ADB program loan “Corporate Governance and Enterprise Reform 

II”; 
 development of the legal base for corporate governance in KR and assistance to join-stock 

companies in creating the system of internal acts in accordance with the best practice of corporate 
governance; 

 assistance in creation of favorable investment climate for the stock market, among others, by 
increasing the number of companies being listed on the stock exchange; 

 increasing the transparency of joint-stock companies operations; 
 with the help of educational programs, improving knowledge and skills of shareholders, creditors, 

officials, employees of joint-stock companies and other stakeholders in the sphere of corporate 
governance, bankruptcy and other problems related to managing a company; 

 Supplying information for the population on principles of corporate governance etc. 
 

Despite the broad range of the tasks set for CCD2, no publicly seen activities can be found now and 
their website is not updated. The legal base for self-regulating organizations (SRO) in KR is the regulation “On 

Self-regulating Organizations of Professional Participants of the Securities Market”. According to the 

regulation, SRO is a non- commercial voluntary organization. As a rule, a SRO has its ethics code that provides 
norms for broker and dealer activity. 
 
Conclusions  
 
The result of this research enables making the following conclusions: 

            The world experience of privatization has shown that privatization, if well implemented, will have a 
positive impact on economic development and democracy. Kyrgyzstan has made good progress compared to 
other types pf reforms performed in the country. Privatization program could have been stronger. The degree of 
nepotism involved in the sale of companies needs to be reduced.  The pace of privatization could be quickened 
and the quality improved if: 

  (1) Local worker ownership of privatized enterprises is created; 
  (2) Rule of law is built and corruption eliminated; 

Weaknesses in public policy, poor legislation, lack of transparency and consistency in their 
implementation resulting in unfavorable business conditions are identified as significant weaknesses. 
The unpredictability of the business environment; wide discretionary power given to police, law 
enforcement agencies, and tax and customs authorities; difficulties in enforcement of legal rights and 
lack of confidence in the court system, and widespread corruption all result in increased costs of doing 
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business. In particular, current contradictions in the law must be removed and the hierarchy of legal 
acts must be restored in the day-to-day practice.  

         Bribery and corruption needs to be discouraged by universal employment at living wages, adequate 
public services, cultural values, and prosecution by the courts. The practice and culture of bribery and 
family/tribal loyalty need to be replaced by rule of law and honesty as the norm for economic, political 
and social relations. Corruption needs to be addressed at all levels, from bribery in government and 
business and affects the state institutions. 

         (3) Economic and democratic infrastructures are developed; 
         (4) The policy of privatization is clearly defined and procedures followed more strictly and transparently; 
         (5) An adequate institutional framework is created. It would build strong mechanisms of corporate 

governance, including rules to protect minority shareholders, rules against insider deals and conflicts 
of interest, and adequate accounting, auditing, and disclosure standards. 
The real corporate relations are still dysfunctional due to a lack of division of functions, problems with 

creation of effective owner, the appearance of the new, unfamiliar environment as market economy where 
owners and managers have no idea how to govern the privatized company using the available set of laws and 
regulations. Limited efficiency of the corporate governance has the following main reasons: 

First, this is the heritage of the Soviet era – corporate governance develops mainly on basis of 
privatized SOEs and bears the burden ineffective formal and informal structures and habits formed in the past. 
Secondly, reforms have not been finished yet: the retaining state-controlled sector is still quite large and 
institutional and legal environment is highly distorted. Currently a lot of companies are quickly adapting in 
order to survive and develop, but they are adapting to that environment that exists now and that is very different 
from the one in developed countries. Besides, the experience, vestiges of Soviet heritage outlook, and skills of 
the main corporate players limit the choice of adaptation methods. Third, the Kyrgyz Republic lacks sufficient 
sources of knowledge and models of behavior in the field of corporate governance. Under the conditions of 
prevailing dishonestly privatized ownership and very low level of foreign investments, the external sources of 
market mentality and knowledge are virtually absent. The majority of owners and managers have to learn 
mainly by their own mistakes.  

Without attention to corporate governance, privatized enterprises could miss opportunities, expose 
their reputations to greater risk, and find themselves at a competitive disadvantage. Ultimately they will 
become less attractive to foreign partners and investors. Over the longer term, there is a clear need to assist the 
Kyrgyz Republic to ensure that the privatized enterprises have the opportunity to remain viable and to grow, 
and to respond to their shareholders. Programs to assist in restructuring newly private enterprises, developing 
capital markets and financial institutions, raising capital from foreign investors, and developing effective 
corporate governance will be the major components of that assistance.  
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Abstract 
 
The goal of our research is to identify the work force categories placed abroad, their geographic destination, the recruitment 
and the selection methods used. We have paid a special attention to migrant workers’ preparing practices for developing a 

lucrative activity abroad. That is why, on one side, preliminary international relocation preparation is very important in an 
international carrier management and, on the other side, decision factors from Romania have a limited experience in the 
area. 

The Work Force Migration Office (WFMO) and 580 organizations registered as work force occupation agents abroad 
were invited to participate to the research. The sample covers all private agencies from Bucharest (230 organizations) and 
half of the private agencies from the country (350 organizations), randomly chosen. Organizations from eight districts from 
Romania were not included, because the number of work force occupation agencies are representing only 2% from the total 
number of Romanian private agencies.  
 
1. Research Motivation, Participants and Research Hypotheses: 
 
In Romania, (pre)selection and preparing human resources for abroad professional opportunities are being provided 
by: 

a) The Work Force Migration Office (WFMO) – a public institution having a legal existence, financed 
from the State Budget and being subordinated to The National Office for Recruiting and Placing Work Force 
Abroad1; 

b) Private organizations authorized to develop mediation recruitment activities for the Romanian citizens 
abroad; 

c) Other institutions, associations, foundations and specialized entities, including diplomatic representation 
services. 

Research hypotheses mainly refer to private agencies activity. Consequently, the first hypothesis is based on the 
fact that a large number of private organisations place work force abroad, but only few persons (7-8 thousand/year) 
benefit by their services. 

Hypothesis 1: a) A large part of “abroad work force occupation agencies” is represented by micro organizations; b) 
most of them place a small number of migrant workers (usually less than 100 persons/year), 
especially in one or two geographical regions. 

Hypothesis 2: Most Romanians placed abroad by the private agencies (and WFMO) are laborers or medium degree 
persons, working especially in certain activity areas. 

Hypothesis 3: a) Identifying and contracting foreign employers is a difficult process, that requires a great part of the 
private agent’s time; b) identifying and recruiting personnel according to the foreign employers 
demanding, is more or less difficult for the agents, and requires important parts of their time. 
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Hypothesis 4: a) Recruitment and (pre)selection methodology is different from one agency to another; b) all these 
considered, certain work force recruitment and evaluation methods prevail in private agencies’ 
practice. 

Hypothesis 5: Usually, preparing migrant workers in international relocation preliminary period is not sufficient, 
many agencies (and WFMO) omitting relevant subjects. 

Hypothesis 6: a) In comparison to WFMO, private agencies generally offer an extensive and better adaptable 
briefing to different client categories (briefing activities differ according to one or more relevant 
criteria); b) all these considered, most agents reserve shot time to briefing activities that precede 
international relocation. 

Hypothesis 7: In preparing migrant workers, classic methods (presentations, offering or recommending 
documentation) are being prevalently used; a relatively small number of agencies choose interactive 
courses, simulations, case studies, video materials etc. 

Hypothesis 8: a) Private agencies maintain connection with their clients, according to the duration of the individual 
contract of employment abroad; b) usually, services provided in that period refer to safeguarding 
contractual rights.  

Hypothesis 9: Unlike WFMO, many private agencies maintain connection with migrant workers after the contract 
of employment abroad expires. 

 
2. Research Results: 
 
Main Caracteristics Of Participant Organisations And Work Force Placed Abroad 
 
The distribution of participant agencies acording to the total number of employees, highlighted in Figure nr. I, 
confirms the validity of hypothesis 1a. Consequently, 80% of the organisations that have been participated to the 
research are micro-organisations (56% have at most 4 employees, and 26% have between 5 and 9 employees). An 
important part of the private agencies that hire between 10 and 20 persons have working points in several districts. 
In this research, 40% organisations have several working points. None from the agencies that have filled in the 
questionaire has more than 20 employees. On the other side, WFMO has over 30 employees and sends abroad, every 
year, thousands of romanian workers.  

 
FIG.1: THE DISTRIBUTION OF AGENTS ACCORDING TO THE  TOTAL NUMBER OF EMPLOYERS 
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26% 

11% 
7% 

1-4 employers 
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The agencies that have answered the question related to hypothesis 1b (85% from the sample) place, every year, 
less than 500 romanian workers abroad. Almost two thirds have declared that they place at the most 100 persons 
every year, and a quarter place, every year, between 101 and 300 persons. Half from the agencies that place over 
300 workers (15% from the participants) have working points in 3-4 districts.  

A more detailed analisys reveals the fact that half from the organisations that place human resources in one or 
more geographical regions, focus on one region only (70%-90% from their clients work in a specific region). 
Consequently, almost three quartes from the private agencies focus on one geographical region. 

As for the categories of human resources placed abroad, the research reveals that WFMO place only labourers 
(71%) and medium degree personnel (29%); most of them work in agriculture (71%), tourism – hotels and public 
nourishment fields (19%), and industry (9%). On the other hand, private agencies place medium and reduce degree 
personnel, but also high degree personnel. The number of the agencies that place human resources having superiour 
studies is important (70% from the sample). One quarter from the participants have students as clients. 

Aparently, a large number of private agencies have different categories of clients, considering their education 
level. Aproximately 60% from the sample place abroad three, maximum four from the categories mentioned in 
Figure 2 (labourers, medium degree personnel, superiour degree personnel and/or students). In most of the cases, al 
least 80% from the clients of that agenies are a part of one (25%) or two categories (56%). Furthermore, almost 60% 
from the participant agencies place, exclusively or mainly, two categories of human resources, meanwhile, 30% 
place (also exclusively or mainly) one category of human resources from the ones mentioned. Acording to 
hypothesis 2, the research reveals a preponderance of medium and reduced degree personnel (aproximately three 
quartes from the total number of the private agencies’ clients and 100% work force placed by WFMO). 

 

 
 

FIG.2: THE PERCENTAGE OF  PERSONNEL CATEGORIES PLACED ABROAD 
 

While 71% from the work force placed by the Work Force Migration Office works in agriculture, the majority 
of the private agencies clients work in other areas2. Consequently, over half of the organisations that have 
participated declace that they place human resources in industry and constructions. Also, a large part of private 
agencies cooperate with external partners in the medical and touristic fields (hotels and public nourishment fields). 
Not only private agencies, but also WFMO place work force in the fiels that we have mentioned above. On the other 
side, unlikely WFMO, some private agencies (almost a fifth part from the sample) intercede international 
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employment contracts for dancers, choreographersand other categories of artists.  Also, some occupation agents 
place sailing personnel or other occupational categories3.  

 
 

FIG.3: THE PERCENTAGE OF PRIVATE AGENCIES THAT PLACE WORKFORCE  IN EACH OF THE FOLLOWING 
DOMAINS 

 
WFMO assures the candidates’ preselection, making out the employment contracts and preparing the persons 

who are to go and work abroad. Most part of the time (60%) is alocated to the contractual terms (documentation, 
explaining contractual terms to the persins invilved etc.). On the other hand, most private agencies develop different 
types of activities , including, among other things, identifying and contracting foreign employers, recruiting and 
selecting work force, signing up the employment contracts and preparing migrant workers. 
 
Recruitment and Evaluation of Candidates for the Jobs from Abroad 
 
Most participants to the research have considered that identifying and contracting work force in the romanian market 
is less difficult, comparing to obtaining work force from foreign employers. Although, according to our suppositions 
(hypothesis 3) and also according to Fig. 4, WFMO and some private agencies (over 25% from the sample) have 
apreciated this approach as very difficult or extremely difficult (with values of 8,9 or 10 on a 1 to 10 scale). A larger 
number of abroad work force occupation agents (over a third of the participants) have indicated medium values (4,5 
or 6). 

 
FIG.4: THE DISTRIBUTION OF PRIVATE AGENCIES ACCORDING TO HOW DIFFICULT WAS IDENTYFING AND 

CONTRACTING FOREIGN EMPLOYERS AND WORK FORCE  
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According to our anticipation in hypothesis 3, identifying and contracting external employers is pretty difficult 
(the answers average being 7, on a 1 to 10 scale). But the participants’ experiences are different , because of the 
relatively high value of the standard deviation (2,8). For instance, specialized organisations in placing medical 
assistance personnel have declared that identifying and contracting foreign employers has a dificulty of 2,3 or 5. For 
the other firms, the results are mixed. A large number of private agencies alocate a considerable time  to identifying 
and contracting foreign employers (over 25% from the participants alocate 50% from their time, another 25%  
alocate between 25% and 40% from their time).  

From Fig. 5 results that work force recruitment represents the second activity, considering the amount of time 
alocated. Indeed, all agencies reserve at least 15%-20% from their time to recruitment. All these considered, 
aproximately half of  the participant agencies alocate 60% and 80% from their time to the two activities mentioned 
above, contracting foreign employers and human resources recruitment.  

 

 
 

FIG.5: THE DISTRIBUTION OF PRIVATE AGENCIES ACCORDING TO THE TIME ALLOCATED TO CONTRACTING 
FOREIGN EMPLOYERS AND RECRUITING WORK FORCE (BOTH ACTIVITIES) 

 
Fig. 6 highlights the importance of mass-media, and the variety of organisational practices refering to the 

recruitment metodology. Although numerous agencies have indicated several recruitment methods, a part of them 
focus on one or two methods. Practically, 30% from the sample use recruitment through mass-media (70%-90%); 
another agents rely, in recruiting work force, exclusively or mainly, on ex-clients’ recommendations; finally some 
agencies recruit 90%-95% from the candidates through a combination of methods (for instance, mass-media and 
Internet).  
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FIG.6: THE  PREPONDERANCE OF DIFFERENT RECRUITMENT  METHODS USED  BY THE PRIVATE AGENCIES 
 

As we have anticipated in hypothesis 4b, in the selection process, the importance given to different methods 
differes, substantially, from one agency to another. For example, numerous organisations specialized in placing 
human resources, exclusively or mainly, in a certain activity domain have declared that they rely from 50% to 70% 
on analisying candidation files4. Other agencies rely on interviews and/or practical aspects. Despite the fact that are 
being used by a large number of firms (over 50% from the sample), knowledge tests have, generally, a low 
percentage (at the most 20%) in candidates selection decisions. We also highlight the limited use of knowledge tests, 
tests that can be very useful for evaluating adaptation capacity in an intercultural environment. Finally, even though 
few of them, there are agencies that use recommendations, as a selection method (combined with analysing files, 
interviews and tests).  

As a conclusion of this section, we consider that the relevance of different recruitment and selection methods 
depends on the categories of human resources placed and on the destination countries. Mainly, the use of a complex 
methodology is recommended (avoiding using exclusively a certain method), paying attention to the rigour of the 
candidates evaluation process. 
 
Preparing Migrant Workers for Going to Work Abroad 
 
Organisational practices differ regarding preparing selected persons for abroad work places. Furthermore, if some 
agencies do not offer any form of preparing (this not being a part of their activity), most agents that have 
participated to this research choose two or more migrant workers preparing methods. Almost half of them use five or 
six preparing forms, anf over a quarter offers a very complex training (7-9 types of preparing).  
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FIG.7: PRIVATE AGENCIES DISTRIBUTION ACCORDING TO THE NUMBER OF INFORMATION CATEGORIES 
OFFERED TO MIGRANT WORKERS ABOUT THE DESTINATION COUNTRY 

 
As WFMO, all agencies that place migrant workers (96% from the sample) offer information regarding the 

destination country. Also, most of them take actions in claryfing their clients’ rights and obligations. Moreover, 

unlike WFMO, work force occupation agents gather information regarding the foreign employer. Although they 
represent only the fifth part from the total, some agents  do not bring about the very important subject of taxes and 
social and health esurances. A part of them do not offer information regardind the relocation procedure (necessary 
documents, procuring them etc.). 

 

 
FIG.8: THE PERCENTAGE OF PRIVATE AGENCIES THAT USE EACH ONE OF THE  MENTIONED PREPARING 

METHODS (FORMS) 
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activities for their clients, the duration of the preparing activities varies between maximum 4 hours (even less than 
one hour!) and over 700 hours (including professional training). A large number of abroad work force occupation 
agents (30% from the sample) assures at the most 5-8 hours a day for training; some agents alocate to this activity 
two or three days. An important part of the sample (almost 30%) alocate over three preparing days in the “standard 

services package”. In case of extensive services, most agencies offer al least seven preparing days for their clients. 

For verifying hypothesis 6a, we are interested in prevalent practices of the private agencies. Consequently, we 
have observed that half of the participants to this research offer, as “standard services package”, al the most 4 

training hours for the persons who are about to go work abroad. Considering the international experience, such 
training is insufficient (no matter the situation!). Two thirds from these organizations also offer extensive services 
packages, including, in general, from one training day (5-8 hours) to 7-10 training days. There are private agents that 
organize language courses or professional preparing/perfecting courses. These may last, sometimes, several months 
(for example: 720 hours – chorographical preparing; 2-5 hours – aviation; etc.). 

Analyzing the answers, we have concluded that 30% from the organizations that form the sample use, as 
training methods, video cassettes/documentaries or interactive courses, simulations, case studies etc. (only 25% from 
the participants indicated case studies as an option). These results correspond with the assumptions from hypothesis 
7. 

WFMO and a large number of private agencies (almost two thirds from the sample) assure migrant workers 
training on their own. Although the advantage is obvious because of minimum cost per placed person, this approach 
is not necessarily more effective from the quality and preparing activities diversity points of view. By understanding 
this, a part of the abroad work force occupation agents organize preparing activities on their own and partially in 
cooperation with external partners. Of course, if the agency does not have qualified personnel in certain domains 
(for example, teaching the language of the destination country), co-operating with external specialists is the only 
solution for a proper clients’ training.  

 
 

FIG.9: PREPARING ACTIVITIES  FOR TRAINING WORK FORCE 
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Services Offered to Migrant Workers During the Employment Contract and After the Employment Contract Expires 
 

WFMO does not communicate with the migrant workers, nor during the duration of the employment contract, 
neither after it expires. On the other hand, apparently, private agencies keep in touch with their clients, during the 
work period abroad, according to what we anticipated in hypothesis 8. A part of them have suggested that they 
maintain connection with a part of the placed migrant workers.  

 

 
 

FIG.10: THE PERCENTAGE OF PRIVATE AGENCIES THAT MAINTAIN CONNECTION WITH MIGRANT WORKERS 
 

Usually, the contact with the migrant workers relate to verifying the way contractual reports develop (if wages 
are integrally paid and at due time, if the external employer respects the other contractual clauses etc.). 
Consequently, almost 90% from the participants sustain that they offer to their clients information regarding the 
safeguarding of the contractual rights.  

 

 
 
FIG.11: ACCORDING ASSISTANCE AND OTHER SERVICES TO MIGRANT WORKERS DURING WORKING 

ABROAD, ACCORDING TO PRIVATE AGENCIES PRACTICES 

 

0% 20% 40% 60% 80% 100% 

Information regarding to safeguarding  
contractual rights 

Information regarding economical, social and  
political evolutions from Romania 

Information about the work market and the job fairs 
from Romania 

Other forms of assistance for migrant workers 

Nr. of agencies that have indicated the amswer / Nr. of total agencies (Total 
sample)*100 

Assistance for emergency situations Other services 

 
 

98% 

59% 19% 

0% 20% 40% 60% 80% 100% 
During 

the  international 
contract of employment 

After the international 
contract of employment 

expires 

Number of agencies that have indicated the amswer / Nr. of total agencies   

(Total sample) * 100 

Agencies that have indicated the answer 

Agencies that have not filled in the question, but have indicated the way they  
maintain connection with migrant workers 



335 

Most answers regarding “other assistance forms” refer to emergency situations (15% from the sample). It is 

important to notice that no agency have mentioned more than two categories of services for migrant workers. 

According to the facts anticipated in hypothesis 9, over 75% from the agencies have indicated that they 
maintain connection with their clients after the international contract finishes. A part of the agencies that maintain 
connection with ex-migrant workers, do not offer them any assistance nor services, after the international contract 
ends.  

Fig. 12 reveals the fact that the majority of agents that maintain connection with their clients after the 
international contract ends (55% from the sample) offer an assistance form. These represent work opportunities 
information – or job offers – from the country or from abroad. Although fewer, there are agencies that offer a 
complex support for economic and socio-professional reintegration for workers that come back in Romania, after an 
international professional experience. For example, an agency from Bucharest includes, at the category “other 

services”, other information regarding “credits from the saving and investments market; promovation or professional 
formation; life insurances and pensions”. 

 

 
 

FIG.12: THE PERCENTAGE OF DIFFERENT FORMS OF ASSISTANCE AND SERVICES SUPPLIED TO MIGRANT 
WORKERS AFTER THE INTERNATIONAL CONTRACT ENDS, ACCORDING TO PRIVATE AGENCIES PRACTICES 

 
Although agencies have participated to this research and proved their competence and professionalism, we 

cannot generalize this conclusion for all the abroad work force occupation agencies. Because of the reduced number 
of agents that have answered our questionnaire, it is very probable that this rapport offers only a partial image of 
different existent organizational practices. Moreover, it is not excluded that much more private agencies ignore 
fundamental aspects of preparing and supporting migrant workers.  
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Preparation activities for international relocation,  support activties during the work period abroad and after the work 
period finishes represents an important source of competitive advantaje for private agencies. This is because the 
quality of those services influences the reputation of the agency and, consequently, its capacity of calling the clients’ 

attention and fidelity. Considering the fact that, in Romania, the number of organisations authorized to develop 
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intermediary activities is very large, creating and maintaining a good firm image represents a major challenge for 
each one of them.  

Regarding the organisational practices of the participants to this research (and their competitors), we 
recommend: 

a) WFMO and private agencies should approach recrutiment, selection and training migrant workers in a 
consistent manner, but a flexible one, having different strategies and action plans, for each migrant workers 
category and destination country. 

b) WFMO and private agencies should reserve at least a day for preparing migrant workers to international 
relocation and socialy-cultural adaptation in the destination country. These aspects imply:  

 Providing information regarding imigration (necessary documents, issuing authorities and their 
contact information etc.); 

 Discussing the main socio-cultural aspects of the destination region and offering advices 
regarding the management of cultural schock; 

 Clarifing practical aspects regarding ensurrance, medical service access, transport and 
telecommunication services access during the working period; training hours for improving 
communication capacity in a foreign language, according to the workers’ necessities are also 

very important; 

c) Preparing activities should include case studies, bazed on the migrant workers’ experience, who had 

employment contracts in the destination country/area. Moreover, one or more (ex)clients of the agency can be 
invited to share his professional experience with the others and the “lessons learnt”. Unfortunately, the research 

reveals that case studies and other learning methods are less used by the private agencies in Romania; 

d) WFMO and private agencies should maintain contact with the persons placed abroad, in order to discuss and 
solve the possible adaptation problems or safeguarding contractual and legal rights. We also recommend editing 
and spreading a quarterly publication, that will cover certain interest fields as legislative changes regarding to 
migrant workers, main socially-economical and political evolutions in Romania, job fairs that are to be organized 
in different cities from the country. Our opinion is that the publication should be offered to the migrant workers 
who have more than 5-6 months employment contracts. 

e) After the international contract is over, all migrant workers should benefit by a “wellcome programme”. 

Such a programme could be organized periodically (for example, quarterly, half-yearly) as a “reintegration 
workshop”, having a limited duration (maximum 4-6 hours), where should be highlighted  

 positive and negative aspects regarding the international experince of the participants 

 recommendations for the intermediary agents 

 posibilities of highlighting the economies accumulated abroad, such as: investment funds, life 
ensurances, private retired payments, local development projects to invest in, posibilities of 
professional improvement (training programmes for migrant workers or their families) etc. 

 
Recommendations for the decision factors from The National Office for Recruiting and Placing Work Force Abroad 
 

a) Teritorial work inspectorates should make a rigorous research of organisational practices of private agencies, 
research regarding: contacting foreign employers, recruiting, selecting and preparing migrant workers, services 
provided during and after the international contract; etc. 
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b) The conclusions of the research reports may represent the informational base for establishing compulsory 
minimum standards regarding the activity of private agencies and services offered to their clients, highlighting 
the preliminary preparation  for international relocation and the support provided to migrant workers during the 
work period abroad and afterwards; this set of compulsory minimum standards should represent a low or a 
govermental decision5, that stipulates the obligativity of an “orientation programme” for all persons that choose 

to go and work abroad. 

c) As a result of this process, The Work Inspection will organize preparing cources for the private agencies’ 

personnel, in order to clarify all specific aspects regarding the implementation of the compulsory minimum 
standards. Whether they accept or not the invitation to participate to the cources, the private agents have the 
obligation to apply the established standards. 

d) Teritorial work inspectorates have to regularly monitorize the way compulsory minimum standards are being 
applied (by inspecting and opinion polls adressed to clients). 

e) Qualified authorities (work inspectors) should cancel private agencies functioning authorizations, iin case of 
very serious and less serious, but repeated infringements. Limited valability authorizations may be offered (for 
example, for one or two years), with the posibility of renewing them, if the agency respects the legal stipulations. 

f) The Work Inspection should communicate monthly, using high circulation newspapers, the list of the private 
agents whom the functioning authorizations have been retreated and the list of the recent authorized ones. 

g) Special attention is ought to be payed to corruption and incompetence elimination that still persist at the 
employees of The National Office for Recruiting and Placing Work Force Abroad and of The Teritorial Work 
Inspectorates. The succes of the majority action measures depends on the integrity and professionalism of the 
employees from these institutions. 

h) The Romanian State should encourage creating training centers, public or private ones, that should also offer 
“orientation programmes” for future migrant workers (and, maybe, “reintegration seminars” for the workers that 
come back in the country). If abroad work force recruitment agents do not have the capacity nor the 
organizational resources for organizing such cources on their own, they might cooperate with the specified 
training centeres6. 

i) Agencies will be abilitated to provide the necessary documents for emigration, this way proving the 
participation at the “orientation programmes”

7; 

j) For making easily the socioeconomic reintegration of the persons that come back to Romania, after an 
international professional experience, we consider creating an “assintance coordination center for migrant 
reintegration” as a part of The National Office for Recruiting and Placing Work Force Abroadto be useful. The 

center will organize, among other things, reintegration seminars, job fairs for migrant workers recently returned 
from abroad. Furthermore, the center for assintance coordination center for migrant reintegration standards and 
documentation for the reintegration seminars (including preparing trainers that run these seminars) in different 
training centers from the country8. 

k) Finally, improvements regarding migrant workers registration and the registration of their contracts are 
necessary, and also compulsory ensurances for migrant workers, so that each one of them should have all 
relevant riscks covered abroad (including the demise risck as a result of professional accidents). 

In our opinion, intermediary agencies should have the responsibility to coordinate the specified activities: 
registraring their clients and the contracts in a data base; offering orientation and repatriation programmes; 
securing compulsory ensurances; etc. 
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End Notes 
                                                 
1 The National Office for Recruiting and Placing Work Force Abroad has been set up and organized according to the 

Government Decision nr. 832/2002 that changes and completes the Government Decision nr. 1320/2001 
2  Three quarters from the agencies that have participated at the research do not place workforce in agriculture; most 

of them place few workers in agriculture. In conclusion: until now, most of employment contracts in agriculture 
have been obtained through WFMO 

3  Observation: The mediation of international contracts for intellectuals from education and research does not  
represent part of the participants’ activity object. Science men obtain important carrier opportunities abroad 

through other categories of organizations. International experience of these socio-professional categories made the 
object of another research work 

4  Observation: Agencies that use in proportion of 50%-70% (or even 100%) interviews are more numerous than the 
ones that use, in proportion of 50%-70% only analyzing candidate files. Agencies that focus on interviews (in a 
proportion of maximum 50%) are specialized (mainly) on one specific field, but also agencies that place personnel 
in more fields or occupations 

5  Methodological reglementations for applying the law will include: organizatorical details, analytical programming 
and the minimum duration of the preparing courses for the migrant workers; economical and social reintegration 
activities for the persons that come back in the country, after an international professional experience; the way 
these activities are being financed; other practical aspects 

6  A delicate aspect refers to the way preparing activities for migrant workers are being financed. Consequently, we 
suggest partial subvention of the “orientation programme”, from the state budget. Another possibility may be total 
financing of the “orientation programme” from the budget, and then each beneficiary person should pay back, 
totally or partially, the preparing activities cost, in maximum 6 months from expiring the initial abroad contract of 
employment. The ones that will not respect this due time, are to pay a certain interest or penalties  

7  A complementary action measure refers to fighting against the certificates falsification (or giving certificates by 
the training centers to persons who did not take part to the programme)  

8  Authorized training centers to offer reintegration seminars (and other preparing forms for persons looking for a 
work place in Romania) might cooperate with each Work Force Occupation District Agency 
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Abstract 
 
Globalization has confused the economic landscape and its implications have not yet been fully discovered and 
integrated into the reality of economic life. In a world of technological, economic, social and political changes, man is 
desperately trying to adapt to it in order to create his own comfort. Thus, "thrilled by himself and by his aseptic 
world, the postmodern man remains the slave of a mentality of comfort. The search by all means of a "comfortable 
life" has turned into an unquestioned personal and collective ideal; comfort being the new religion, promoted by 
technologism, globalism and mass consumption” (Hurduzeu, 2005). Normally human adaptation involves changes. 

This paper aims to highlight some aspects of change caused by mobility in its various forms of manifestation in 
Romania. This is because mobility is a process of knowledge transfer and accumulation of intellectual capital, which 
is the source of sustainable advantage in the new global economy, in the new knowledge based economy. 
 
Introduction 
 
Globalisation is a chance developing countries, such as Romania, should take advantage of. It is a promising 
reality that we can adapt for the benefit of humanity on it overall. But the paradox of globalisation is to be, at the 
same time, hope and disillusion. Thus, the former World Bank vice-president claims „globalisation is neither 

good, nor bad” (Stighetz, 2004). Matter of fact is that economic globalisation has overcome the political and 
cultural globalisation. One of globalisation’s biggest challenge is the mobility of labour force, although the level 
of mobility that threatens current territorial and border system has not been reached yet. At the beginning of the 
third millennium, the population’s migration is reduced, and the setting up of a world labour market is an 
objective yet to be accomplished (Frankel, 2000). 

Economic and social changes in recent years have caused profound changes in the labour market, both 
globally and in our country. Romania as a member of the European Union in accordance with the Accession 
Treaty, and the actual implementation of the principles and objectives of the Lisbon Strategy and the renewed 
Strategy for Sustainable Development of the EU (2006), after a prolonged and traumatic transition to pluralist 
democracy and market economy, has to recover considerable gaps in comparison with other EU member states, 
while acquiring and putting into practice the principles and practices of sustainable development in the context 
of globalisation. 

In order to achieve the objectives of the Lisbon Strategy for more and better jobs new forms of 
flexibility and security are needed, both for individuals and companies, but also for the Member States and the 
EU. Opinion polls show that EU citizens support the need to adapt and change. Thus, 76% of Europeans agree 
that taking the same job during the whole life is a thing of the past. But Europe suffers from stagnation or 
demographic decline more or less pronounced, with the result, among other things, the general aging of 
population. In the Central European countries the situation is worrying because of a very low birth rate and 
therefore a progressive reduction of the population able to work, the exodus of young people having average or 
higher qualifications, unsatisfactory level of training according to market requirements and acquiring skills 
needed for the transition to the information society based on knowledge and innovation. It is even signalled the 
risk that in the coming decades, the countries in Central and Eastern Europe will become a low peopled region, 
with a declining workforce, forced to bear the burden of an aging population. 

According to the Global Competitiveness Report 2003-2004, Romania is in position 67 of 80 countries 
(6, 2004). This is worrying because in addition to the challenges posed by competition from the global market, 
Romania will also face domestic competition in the EU. 

Knowing the reality that Romania, at the end of the first decade of XXI century, is still an economy 
based on intensive consumption of resources, a society and an administration in search of a unitary vision, the 
evaluation of the current situation of human capital in Romania shows some significant aspects: 
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 Romania's demographic situation is, in 2008, in the 18th year of deterioration. Between 1990-2007 
the population decreased with about 1.7 million inhabitants, representing a loss of human fund of 
7.2%, without taking into account temporary external migration, without change of residence, or 
migration for employment. 

 Romania does not constitute an exception to the European trends, the demographic aging 
phenomenon being more pronounced in rural areas. 

 In the year 2007, work resources in Romania (population aged from 15 to 64 years) were of 15.05 
million people (10, 2007), increasing by 100 thousand compared with 2002. 

 The rate of employment was in 2007, of 58.8%, without notable changes to the figures of 2002, 
situating well below the 70% target set by the Lisbon Strategy for the whole EU for 2010. 

In this context, the paper presents succinctly the causes specific for the deterioration of the 
demographic situation. Also, the mobility of labour force in its various forms: territorial mobility (migration) 
and professional mobility, as an almost permanent phenomenon is analysed in the orientation towards a 
continuous improvement of the quality of life. 

In Romania, as proof of address and treatment of this issue with great seriousness and maturity a 
special division called the Department for Management and Labour Force Mobility within the Department of 
Strategy and Labour Force Employment was established under the Government Decision no. 381 of April 25 
2007 (7, 2007), (14, 2009). This contributes to the planning, development and implementation of strategies and 
policies on management and labour mobility. 

 
The history of the current migration of the labour force in Romania 
 
In the past, mobility was a chance phenomenon, limited to certain segments of the population. Currently, 
mobility includes in its sphere the entire labour force. The increase in the level of international migration is 
mainly due to the changes in the legal system, namely the free circulation of people. 

Mobility is a form of displacement of population and labour force in relation to the ever-changing 
needs of production. This movement is performed in a space, a branch or a certain profession. If the movement 
of the population, accompanied by the change of normal residence is done in the country, we are dealing with 
internal migration, and if done outside the country, we are dealing with the phenomenon of external migration. 

Any person who recorded the event "migration" appears in a dual state: emigrant, for the town he 
leaves and immigrant for the town where he establishes his new home. 

Speaking about the mobility of population and of the labour force, there are several categories of 
mobility, as follows: 

 Territorial (geographical) mobility called migration, is a spatial process of adaptation of the 
workforce to the request of the productive system, made either in the form of change of residence, 
narrowing down the space between the place of residence and the place of work (migration) or by 
keeping the place of residence and going to work (commuting). 

 Professional mobility, which expresses the human capacity to exercise simultaneously or 
alternatively as a wide range of concrete work under conditions of high economic efficiency. 

The immigration of Romanians has known a significant importance starting with 1990, once the 
Romanian citizens were able to own passports again. Thus, according to the Report „Who is afraid of the 2007 
enlargement of the European Union?”, (9, 2008), elaborated by the European Citizen Action Service (ECAS), an 
international NGO, set up in 1990, with its headquarters in Brussels, according to which in the past 18 years, 
there can be identified 3 distinct periods of immigration: 

Between 1990-1995, the immigration rate for work purposes was of 3%, the main destinations being: 
Israel, Turkey, Italy, Hungary and Germany. 

Between 1996-2000, the rate of migration for employment has increased by 7%. Favourite destinations 
have changed, these being Canada, Italy, Spain, while emigration due to ethnic considerations (in Israel, 
Hungary and Germany) have been gradually replaced by economic emigration. 

Since 2002, when the Schengen visas were cancelled, migrants headed in particular to Italy and Spain, 
the rate of migration for employment increasing by 28%. Mainly unskilled jobs in constructions, the domestic 
sector (housekeeper, household etc.) were occupied as well as in agriculture. 
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Studies of the National Institute of Economic Research, Center for Demographic Research "Vladimir 
Trebici (13, 2007) distinguished the following periods: 

- 1990-1992 the phase of ethnicity and religious belonging; in this period the ethnic Germans and 
Hungarians left for the countries of origin of their ancestors. Areas of ethnic concentration: Transylvania, Banat; 

- 1993-2000 the main stage of definitive migration of Romanians; 
- after 2000 the stage of economic motivation, shown by temporary external migration for employment 

purposes.  
After 1992, the number of legal immigrants has decreased continuously, due to the alternative option 

for various forms of temporary migration.  
The structure of migration by age group shows greater tendency for leaving of people of working age, 

those who have actually the greatest opportunities for professional achievement. Thus, approximately 50% of 
migrants were people aged 26-39 years, people already trained, with work potential. In recent years, the "brain 
hunting" made the share of population aged 18-24 years, graduates or undergraduates in the last school year, 
with prospects of employment or work potential, to increase to 14%. Graduates of higher education represents 
about 10-12% of the total persons legally emigrated. Immigrants with professional and technical education are 
about 9%. One third of all immigrants are represented by people who graduated primary school or gymnasium, 
and of them children and adolescents who emigrated with their family represent a significant share. External 
migration for employment is temporary. Those involved in this legal migratory movement form three major 
categories of labor: 

- highly qualified labour force, in the age group of  25-40 years old;  
- medium qualified labour force, specialised in: constructions (Germany), health care ( Italy, USA, 

Canada, Switzerland), hotels, food industry (western market); 
- unskilled or poorly qualified labour force for activities in agriculture, sanitation, constructions (Spain, 

Portugal, Greece). 
According to estimates, presently more than 2.5 million Romanians are working abroad, while the 

unemployment rate was at the end of December 2008, of 4.4%. 
Remissions from migrants were of 3.6 billion euros in 2005 (increasing compared to 2004, when they 

were of 2.8 billion euros), and migrants who returned to the country changed to lei more than 8.9 billion euros in 
2005. 

Meanwhile, the labour market in Romania felt the lack of labour force that migrated abroad. For 
example, before the economic crisis, the organizations of employers in constructions reported a shortage of 
300000 workers, representing 50% of the labour force required. 

The profile of the immigrants has changed over the years. Predominated were men from 18 to 59 years, 
graduates of vocational schools or high schools, coming from rural areas, later, women both from rural areas 
(aged 30-59 years) and from the urban areas (18 -- 29 years) began to migrate and find employment in domestic 
sector. 

 Romanian workers undertake especially 3 economic sectors: care services for people and social 
services, constructions and agriculture. 

Apparently, more and more women want to emigrate, a phenomenon illustrated by the fact that the 
men-women ration now reaches 45% -55%. 

There are a number of rules governing the free movement of workers from Bulgaria and Romania, the 
last two members of the European Union. In a much discussed problem of the fifth expansion of the EU, 
particularly regarding the potential migration of citizens of new Member States to other countries, drew 
attention to the following aspect: the right of every EU citizen to move freely from one Member State to 
another, not only as a tourist but as an employee or independent worker. 

The experience after the joining of the 10 states in 2004 and estimates of possible impact of the 
accession of Bulgaria and Romania have led some Member States to resort to the application of transitional 
measures. 

To avoid the so-called "effect of the railway station”, 10 Member States have decided not to open their 

labour markets. "The railway station effect" describes the following phenomenon: when the countries open their 
labour markets they become temporary destination for economic migrants who await the opportunity to 
emigrate to the most desired destinations, but in the meantime they "saturate" the labour market of the country 
where they live temporarily. 
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Member States which decided to grant free access to the labour market to workers from Bulgaria and 
Romania are: Cyprus, Czech Republic, Estonia, Finland, Latvia, Lithuania, Poland, Slovakia, Slovenia, Sweden. 

Member States which restricted totally or partially the access to the labour market to citizens from 
Bulgaria and Romania are: Austria, Belgium, Denmark, France, Germany, Greece, Hungary, Ireland, Italy, the 
Netherlands, Luxembourg, Malta, Portugal, Spain and the UK. 

However, as a general remark, is the stressing of the fact that Romanian workers are highly valued 
abroad: they take the first place on the list of the best employees, they are considered by employers as being 
highly qualified, competent and willing to work over time for modest wages, (9, 2008). 
 
Mobility. Functions, factors and cost of mobility 
 
Mobility presents a series of specific functions due to which it differs from fluctuation, as a form of 
demographic mobility, as follow: 

 The function of balance lies in correlating the size of the labour force with the number of jobs, with 
their professional structure, and with their territorial distribution; 

 The function of securing employment is explained by that whenever changes in the productive 
system at micro or macro level occur, a part of the labour force becomes available (leading to the 
emergence of unemployment);  

 The function of efficient use of labour force, namely the rehabilitation of the scale of employment 
in relation to the new dimensions of the productive system, providing not only better employment, 
but also efficient use of the labour force;  

 The function of increasing national income per inhabitant. When labour force mobility does not 
take place or takes place in insufficient proportions, excess or deficit coexist, generating large 
tensions social, major loss of employment and production, slowing the pace of economic growth, 
etc.;  

 The demographic function, explained by that the moving of the labour force from towns, counties 
and areas exceeding it to those where a deficit is recorded, not only leads to full employment and 
efficient use of labour force, but also to improving structure by age, the renewal of the population, 
the revitalization of natality in the administrative territorial units in which it recorded lower values 
(Constantin, Parlog, Lilea, 2008). 

 The factors that affect mobility can be grouped into three major categories: 
 Demographic factors whose activity correlated with the activity of other factors determine 

mobility, including the territorial one. However, the inclination for mobility is different, depending 
on various demographic characteristics. Thus, men are more mobile than women, young people 
more than the elderly ones, the unmarried more than those married. 

 Economic factors exert a decisive role on the labour force mobility. Thus, if the number of jobs in 
a city or county is smaller than that of labour force available, then the surplus should be subject to 
the flow of departure in other cities or counties. 

 Factors of the population’s living standard, which affect the mobility of the labour force in order 
to carry it out with the necessary fluidity, (Constantin, Parlog, Lilea, 2008). 

Labour force mobility involves a series of costs that are felt both at the individual and the community 
level, (for instance the immigration of the female population of fertile age represents a loss of human potential; 
this is higher in case of women, because legal migration of women is higher).  

The most important factor for immigrants is obviously their will to earn economic well-being for 
themselves and their families, even if the immigrant had to choose a semi-official or illegal immigration 
method, many of the effects related to his move affecting the family relationships. A study of the Centre for 
European Policies Studies showed that these immigrants, who could not regulate their situation abroad, were 
quite often unable to return to Romania, and this is one of the reasons the rate of divorces went up, and the rate 
of births went down. 

Another danger of immigration is the phenomenon called the „home alone generation”, represented by 

the children of immigrant workers who were left behind. The International Immigration Organization reported 
that in Moldova only there are about 20.000 children whose parents are abroad, 20% of them having both 
parents working abroad. 
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To reduce these a series of measures costs can be taken, from which we can mention: 
 Increased flexibility of employment; 
 Inclusion in the sphere of territorial mobility of a proportion as large as possible of young labour 

force; 
 Encouragement of regional mobility without changing residence (in the form of daily or weekly 

commuting); 
 Rationalization of regional labour force flows in the form of reducing crosses and travel distances; 
 Promoting the establishment and development of economic activities in relation to the size and 

profile of localities; 
 Providing a greater support for the development of agriculture and rural areas, offering new 

opportunities for employment of the population in these areas (Constantin, Parlog, Lilea, 2008). 
 

Analysis of the situation of workers mediated by the Office for Labour Force Migration 
between 2005 – 2008 (1st semester) 

 
The migration of the labour force has gained a particularly great magnitude starting with 2005. As it 

can be seen in Fig. 1, the largest exodus of labour force was recorded in 2006 (53.029 workers), with 19.37% 
more than in 2005 (42.758 employees) and 29.02% more compared to 2007 (37,639 employees). 

 

NORTH-E
AST

SOUTH-E
AST

SOUTH M
UNT...

SOUTH
-W

ES
T 

OLT
EN

IA

W
EST

NORTH-W
EST

CENTR
E

BUCHARES
T-

 IL
FOV

0

2000

4000

6000

8000

10000

12000

2005

2006

2007

2008
TRIM. I

 
FIG. 1: NUMBER OF WORKERS MEDIATED BY THE OFFICE FOR LABOUR FORCE MIGRATION, BY 

DEVELOPMENT REGIONS FROM 2005 TO 2008 (1ST SEMESTER) 
 
The Centre, South Muntenia and North- East development regions present the greatest loss of 

manpower in the period under review. On the opposite side are the Bucharest - Ilfov and South – East 
development regions. 

Regarding the preferred destination countries for workers, Germany distinguishes itself net as the 
country preferred by Romanian workers throughout the analysed period, followed by Spain, which is preferred 
by 37.15% of the Romanian workers. 

In 2006, the Office for Labour Force Migration has mediated a number of 38 548 contracts of 
employment for Romanian workers with destination Germany, increasing with 26.35% compared to 2005 (when 
it recorded a total of 28 390 employment contracts) and with 27.84% higher compared to 2007, when it recorded 
a number of 27 817 employment contracts. 
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In the first semester of 2008 a total of 8446 workers obtained contracts of employment for Germany 
through the Office for Labour Force Migration. 

For Spain, the highest number of employment contracts was recorded in the year 2005 (14 323 
employment contracts). The number of applications for employment contracts for Spain fell slightly in 2006 
from 14,323 to 14,273 (to 0.35%) and there was a significant decrease in 2007, reaching 9733 (with 32.05% less 
compared to 2005). 

In the first semester of 2008 there was recorded a number of 1130 employment contracts for Spain. 
At the other end of the spectrum there are countries such as Qatar where there were 8 employment 

contracts in 2005 and 4 in 2006 and Nigeria where there were 2 employment contracts in 2005 (Fig. 2). 
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FIG. 2: NUMBER OF WORKERS MEDIATED BY THE OFFICE FOR LABOUR FORCE MIGRATION, BY 
DESTINATION COUNTRIES FROM 2005 TO 2008 (1ST SEMESTER) 

 
If we follow the gender distribution of workers mediated by the Office for Labour Force Migration in 

Figure 3, we may notice an interesting situation, namely: except for 2006 when the number of men exceeded 
that of women with 4.06%, in all the other years of the period considered the number of women travelling 
abroad to work is higher. 
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FIG. 3: NUMBER OF WORKERS MEDIATED BY THE OFFICE FOR LABOUR FORCE MIGRATION, BY SEX 
FROM 2005 TO 2008 (1ST SEMESTER) 

 
Thus, in 2005 the difference was of 18.07%, in 2007 of 20.55% and in the first semester of 2008 it was 

of 5.99% in favour of women. 
Regarding the age of the persons (Fig. 4), who have an employment contract, it could be seen that a 

number of 15,679 employment contracts were obtained by people in the 36-45 years age group, representing a 
share of 58.34% of the total number of employment contracts, followed by age group between 26-35 years 
(34.85%). 

In 2006 most employment contracts, namely 25,618, were obtained by people falling in the age group 
between 26-35 years, representing a share of 48.3% of the total number of work contracts obtained in this 
period, followed by those in the age group of 36-45 years (26.04%). 

 
Conclusions 
 
Migration has always existed, even if migration flows were more or less intense, depending on the very different 
context or on the historical circumstances. It is a complex phenomenon with a multitude of effects. The 
phenomenon has important consequences in society at economic, social, cultural and political. More over, 
migration  
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FIG. 4: NUMBER OF WORKERS MEDIATED BY THE OFFICE FOR LABOUR FORCE MIGRATION, BY AGE 
GROUPS FROM 2005 TO 2008 (1ST SEMESTER) 

 
is a phenomenon with implications at community level and it is carried out through community and family 
networks. 

One of migration’s most important effects is felt at community level. Due to migration, mentality 

changes occur determined by the contact with foreign cultures, active social critics and the entrepreneurship 
spirit increase, strong demographic changes occur, along with depopulated and aging communities. During the 
past few years, Romania was mainly the source country or the transit country in the migration fluxes. The status 
of Member State of the EU correlated with an increase in the level of salaries and incomes in Romania will most 
likely lead in the following years to a shift in this situation. In a first stage, Romania will be source and 
destination country at the same time and later; the number of immigrants will overcome the number of 
emigrants (8, 2007). 

Almost migrant workers can acces lower levels of salaries at the respective labour market that affecting 
their living standard in destination country. In some cases, the quality of migrants life seems to be inferior to 
that they had before leaving Romania. Working without legal forms they expose to the different risks of abuse 
and exploiting or may be the victims of human begins traffic and organized crime networks. Also, in some 
situations, after returning in country the migrants face with difficulties in their social re-integration and/or re-
entering in the labour market. In conclusion, the migration for working abroad results in sustainable human 
development only if is associate with occupational quality (12, 2007).  

Migration affects an increasingly large number of states, so the problems it generates play an 
increasingly important role on the agenda of international organizations and governments worldwide. 

The European Union recognizes that legal migration can be a favouring factor for economic growth, 
provided that it is effectively managed and channelled to the sectors showing deficits. 
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Abstract 
 
The paper is based on authors’ earlier research work on modeling the economic transition processes – from centrally-
planned economy to the free-market economic system – with the focus on Romania. In line with the models 
previously developed, this paper largely uses a nonlinear approach. The research methodology is centered on 
applying the theory of deterministic chaos on time series, with the goal to quantitatively identify the appropriate 
parameters that correctly characterize the main features of the complex macro-economies as well as the end of the 
transition process. The authors’ original models are fitting well the most part of the countries but noticeable 

differences are also revealed. The case of Romania is relevant for the transition from economy of command toward 
the functional market economy. The findings include a progressive integration process of the Romanian economy and 
confirm the research hypotheses. The paper conclusions are applicable not only to Romanian economy in transition 
but also to other East European or any other transitional economic systems. 
 
Introduction 
 
A large body of recent literature supports the idea that real economies can be interpreted as dynamical non-
linear systems characterized by strange attractors (Jin, 2005; Chian, Borotto, Rempel, and Rogers, 2005; Chen, 
2008; Barkoulas, 2008). Such structures are revealed by focusing the analyses on the financial time series 
emerging from such systems, the most common examples being the tick by tick indices of stock exchange 
markets and the daily rates the currencies are changed in trading operations. Appropriate non linear methods 
were developed in the last decades with the ultimate goal of economic and financial forecasting based on 
reliable scientific theories (Kantz and Schreiber, 1997; Mantegna and Stanley, 2004). Long range time 
correlations in the trends are often masking the intricate underlying mechanisms so that appropriate methods of 
filtering and detrending are needed (Aadland, 2005; Cajueiro and Tabak, 2008). 

This work presents the Romanian transition in the light of the assessing criterion based on the 
persistence of the strange attractors in the exchange rate series Romanian Leu (ROL) - United States Dollar 
(USD) with respect to a trend removal procedure that characterizes the strength of the managerial influence on 
the market of any powerful agent (Scarlat and Scarlat, 2008). When admitting the matrix model partition 
(Scarlat, C., 2004, 2009), here we use the measure of correlation dimension (DC) and, implicitly, the embedding 
dimension (m), as well as the Hurst exponent to study the transitional process of the Romanian macroeconomic 
system. Its time evolution is presented also by considering the yearly Index of Economic Freedom (IEF) 
ranking.  

IEF is providing a useful picture of more than 180 countries against a list of 50 variables divided into 
10 broad factors of economic freedom (www.heritage.org/research/features/index/countries.cfm). The equally 
weighted factors are aggregated in a single score, namely the IEF score. The higher its value, the more freedom 
an economic system enjoys. The maximum value is 100 meaning 100% free. 

 
Basic Assumptions 
 
Matrix Model partition 
Any economic system can be described by a certain number of features (more features, more information and – 
finally – the system is better described). However, the issue is to investigate the possibility to characterize (any) 
economic system by a minimum number of parameters, in order to simplify the analysis as much as we can (but 
they still describe the system completely). 

The basic assumption is that any economic system can be characterized by two major elements, 
considered as determining features (Scarlat, C. 1994, 2009): 

mailto:egen@physics.pub.ro
http://www.heritage.org/research/features/index/countries.cfm
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 The type of ownership that could be, basically, state ownership or private ownership (the intermediate or mixed 
ownership is accepted) 

 The type of management adopted by businesses/organizations active within the economic system. 
It is agreed to define the management type as centralized if all the vital decisions are made at the 

macroeconomic level (government), and the decentralized management, where decisions are made at the 
microeconomic (organization) level (intermediate forms of management are also accepted). The result of these 
assumptions is a two-by-two matrix model, which defines four basic economy types (Table 1): 
I. Free-market economy (defined by private ownership and decentralized management) 
II. Economy of monopoly (private ownership and centralized management) 
III. Economy of command (centrally planned: state ownership and centralized management) 
IV. “Social market” economy (state ownership and decentralized management). 

They are understood in the sense of (Scarlat, C. 1994, 2009). 
 

TABLE 1: MATRIX MODEL OF ECONOMIC SYSTEMS 
 

Criterion 
Management criterion 

Centralized Decentralized 

Ownership criterion 
Private II. ECONOMY OF MONOPOLY I. FREE-MARKET ECONOMY 

State III. ECONOMY OF COMMAND IV. “SOCIAL-MARKET” ECONOMY 

 
 
The economic system and the concept of attractor 
For simplicity reasons the economic system is understood here as the reunion of a multitude of economic agents 
in their inter-relating activities that influence more or less the read-out function chosen for the present study: the 
exchange rate. Obviously, USD is the natural reference since it is the representative of the most powerful 
economy in the world that exhibited stable features during 1 January 2005 – 31 December 2006. 

The relations among the economic agents are mostly of economic nature, but all other types of market 
forces are considered (Cross, 1998). Basically, the market forces could be assigned according to Table 2.  
 

TABLE 2: TYPES OF MARKET FORCES 
 

Range of action Market force type Criterion 

Long run 
Economic Ownership 

Political 
Management Short run Psychological 

 
 
For sure the interactions are essentially non linear so that the correspondences are not well delimited. 

For example when the “government management” sets a fiscal incentive, the effects propagate rapidly on the 
psychological channel, while the economic impact is delayed on periods longer than several months, and the 
political conclusions could be drawn only after even longer intervals. Typically, in the example above, the 
exchange rate or some of the stock market indices are immediately responding to the stimulus, then they will 
react again when the new economic indicators will be available – the shortest period being one quarter –, and 
perhaps the things will change once more after the legislative elections. For the sake of clarity the border 
between short and long run is the quarter. 

The following hypotheses stand:  
 It is widely accepted that the exchange rate series emerging from efficient markets where the hypothetical 
perfect competition prevails i.e. with no government intervention is characterized by Brownian motion and 
consequently, its residuals time series is strongly approaching the white Gaussian noise (Malkiel, 2003), 
(Mantegna and Stanley, 2004).  To the limit, no rules mean equally likely events and therefore noise. To what 
extent the noise is colored or white, is out of the scope of this work. 
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 The behavior of any economic agent is of deterministic type (rationale), therefore they are making plans in 
order to maximize the profit. 
 A powerful economic agent is imprinting the characteristics of a strange attractor in the series. In other 
words, there is an underlying non linear set of rules (equations) that is governing the exchange rate; 
consequently the daily data are shaped accordingly. For example, for a constant sample like the North Korean 
case, the image in the phase space is a fixed point. A periodic cycle has the image of an ellipse in bi-dimensional 
representation. A more complex attractor is depicted in Fig.1. A proper measure applied to the sample could 
reveal such deterministic influence. This measure will be the correlation dimension DC. It is worth noting that 
the attractor has fractal dimension and the series has fractal properties so that it exhibits self similarity over 
many time scales (Schwartz and Yousefi, 2003). 
 When the powerful competitor (if any) exerts the influence upon the exchange rate exclusively by using 
economic instruments, then the corresponding attractor is detectable only in the long run and it can be removed 
by a repetitive detrending procedure using least squared error sum (LSE) fitting with polynomials of orders 
G 100. If the influence is a more intricate one, then the attractor is more profound in the sense it is a true 
attractor and it can be also measured at smaller time scales; consequently polynomials of high orders are 
necessary and the removal is either very difficult or impossible. 

 
 

FIG.1: A COMPLEX ATTRACTOR IN 2-DIMENSIONAL REPRESENTATION 

Briefly, the extreme cases are those of the free market economy with no attractor or a long run one, and 
the economy of command with a strong i.e. persistent attractor to the limit of a single point.  

It is clear that in any real exchange rate time series the free market dynamics is intimately intertwined 
with the effects of state influence. During the recent history, the existence of economic systems where the 
dynamics of financial time series are driven by local long run market forces – of economic or political type – are 
well known: we can mention the Saudi Arabia Riyal for the first case, and the Chinese Yuan for the second. If 
the oil exports are the obvious source of imprinting the Riyal stability, the channels of government intervention 
when such a natural resource is lacking are subject of various studies (Knowles and Garces, 2005). When 
focusing on the Eastern European economies after 1990, as the state owned share diminishes in the transition 
process, the management side grows in importance when trying to regulate the markets using legal measures, 
fiscal and monetary regulations, or educational levers. 

In order to distinguish between economy of monopoly and social market economy at least one 
additional parameter is necessary. This will be the Hurst exponent H that points out the persistence or the anti-
persistence of the series. One has to remark the different sense of the word “persistence”. When dealing with the 

persistence of the series, the meaning is a positive (negative) variation is most likely to be followed also by a 
positive (negative) variation. H=1/2 is the critical value of not correlated sample to sample variations. Since the 
social market economy is more decentralized than the economy of monopoly then lower values for H are 
expected in the first case. 
 
Nonlinear Dynamics Analysis 
 
The nonlinear dynamics methods are used not to directly characterize the given dynamic system, which remains 
mostly unknown, but an image-system with the same topology that preserves the main characteristics of the 
genuine one. As stated in literature, such an image system and its corresponding phase space can be built 
according to the Takens’ embedding theorem (Takens, 1981). 
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One of the main characteristics of an attractor set is the correlation dimension DC. The geometrical 
shape of the attractor set determines the complexity of the underlying dynamical system. One can compute the 
correlation sum by counting the points inside the hyper sphere of radius  in a certain norm “  ” 
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Where N is the total number of data points,  is the step unity function (the Heaviside function), i.e. it 
is 1 for positive arguments and 0 otherwise, zk and zj two vectors on the reconstructed trajectory in the phase 
space with embedding dimension m - according to the reconstruction method (Grassberger and Procaccia, 
1983). Finally, DC is the limit 
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We assume the reliability of the conjecture according to which the dynamics of a system with 

correlation dimension larger than five is essentially implying the prevalence of noise (Sprott, 1997). 
Accordingly, we identify 

 
DC,th=5       (3) 

 
Therefore we consider the attainableness of the threshold (3) to be a significant pointer for assessing 

the quality of the markets and thus distinguishing between the basic categories of economic systems. 
The Hurst exponent is related to the fluctuations when removing the local linear trend xT,n in the current 

box of size n: 
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,    (4) 

 
Where the angular brackets “< >j” mean the average over all starting points j. The pure Brownian 

random walk consisting in not correlated variations of data points is characterized by H=0.5.   
 
Method 
 
The exchange rates are assessed with respect to the persistence of the attractors originating in the samples. In 
Fig.2 is schematically presented the principle of the method and the evolution toward randomness of an attractor 
set that exhibits a certain structure. In the rightmost column the structure is vanishing as G increases. A uniform 
distribution of points over the whole volume of the phase space is qualitatively indicating the lack of any 
structure and therefore the biasing noise. Quantitatively this is equivalent with reaching the threshold (3).  
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FIG. 2: TREND REMOVAL PROCEDURE AND THE ATTRACTOR DESTRUCTION 

 
In more detail, every series is prepared in the sense it is partially stationeries by dropping out the coarse 

trends. This prerequisite allows for making the hypothetical structures more visible in the phase space when 
dropping out the shifts that are shadowing the trajectory and that can not be accepted as belonging to its 
structure. Despite certain arbitrary in establishing the limit between what is and what is not structure we 
assimilate here as the “coarse” part of the trends the components that can be removed as LSE approximation of 
the series with polynomials of degree G=2, the procedure being similar to the one presented below in Eq. (6). 

Technically, we further consider the (prepared) time series as linear superposition of a long run trend 
and residual variations 

 
 {EXCHANGE RATE}PREP = {TREND} + {RESIDUALS}.   (5a) 



354 

In condensed notation  
 

xPREP(n) = (n) + r(n),   n=1,…N,      (5b) 
 
where x, , and r are the samples of the prepared exchange rate, of the trend, and of the corresponding residuals, 
respectively, and n stands for the discrete time. The trend is the LSE approximation as a G-order polynomial: 
 

(n) 

G

k

k
knb

2

, n=1,…N,      (6) 

 
where bk are the corresponding coefficients, and 2<G 100.  

Trend removal with polynomials is equivalent with removing the deterministic influence of the 
powerful competitor (government or whatever would be) that manifests its effects at large scales. The higher the 
order of the polynomial, the shorter the period of the removed cycles in the trend. The order of 100 is related to 
approximately 90 days (one quarter) period, corresponding to the shortest planning time of any significant 
organization. 

Differing from previous studies performed on the transition as reflected onto ROL-USD (Scarlat, E., 
Stan and Cristescu, 2007); in the present work the huge inflationary period 1990-1995 was dropped out because 
it is known it was belonging to the economy of command zone. What is more interesting is the trace of the 
transition after 1995 in the matrix model approach. Therefore the prepared series is repeatedly tested for some 
attractor structure in six overlapping windows whose reunion is exactly the interval 1 Jan. 1996-31 Dec. 2006. 
Looking for the attractor means computing its correlation dimension and comparing with the threshold DC,th in 
every window when detruding the data with polynomials of higher and higher orders. The couple (G,H) encodes 
the result of the non linear analysis of the windowed series. It is possible to reach not the threshold; in this case 
G=100. The results are then compared with the best representatives of the matrix model (Scarlat and Scarlat, 
2008).  

 
Data 
 
The analyzed data represent daily exchange rates of the national currencies with respect to the USD acquired 
from the electronic sites from 1 January 1996 until 31 December 2006 (www.oanda.com). The whole series are 
consisting in 4000 points each. The width of the window is of 1500 points with a step of 500 points. 
Consequently 6 windows per series were used, each of them corresponding to an interval of almost four years.   
 
Results and discussion 
 
The critical values for G and H that delimit the four quarters in the matrix model in Table 1 are chosen by taking 
into account the best fitting representatives of the economic systems as presented by Scarlat and Scarlat (2008) 
where both the approaches i.e. chaotic and IEF were considered. These are: United Kingdom for the free market 
category, Brazil for economy of monopoly, Euro Zone for social market economy, and Iran for the economy of 
command (see Table 3); the last one was replacing the widely accepted representative North Korea because of 
the very constant values of its exchange rate that makes the chaotic approach inappropriate. However, the Hurst 
exponent value computed for the Iranian Real is not a trustful one. The corresponding IEF is the yearly 
aggregated score averaged over the 11 years interval.  

It is easy to remark that the decentralized management (right half in the matrix model – economy of 
command and social market) is allowing for the reaching the threshold (3); in the chaos model that means noisy 
features and no prevalence of any market force in short run. The government role is restricted to the regulatory 
area. Besides, Table 3 seems to assign greater values for the Hurst exponent in the upper half of the matrix 
model (monopoly and free market) where private owners have mostly economic levers and therefore the 
environment is more predictable.   
 

http://www.oanda.com/
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TABLE 3: THE REPRESENTATIVES OF THE ECONOMIC SYSTEMS IN THE MATRIX MODEL 
 

System H DC  / G Category Averaged IEF (% free) 

United Kingdom 0.493 5 / 15 Free market 77.9 

Brazil 0.519 2.4 / 100 Monopoly 59.5 

Euro Zone 0.505 5 /  8 Social Market 70.5 

Iran 0.498 2.3 / 100 Economy of command 40.2 

 
 
The results of the moving window analysis for Romania are shown in Table 4. The years are 

approximately corresponding to the length presented in the Section “Data”.   
 

TABLE 4: MOVING WINDOW ANALISYS IN THE CASE OF ROMANIA 
 

 Window, 

interval 

1, 

1996-1999 

2,  

1997½ -2000½ 

3,  

1999 - 2002 

4,   

2000½ - 
2003½  

5,  

2002 - 2005 

6,  

2003½ - 2006 

G=2 2.193 2.567 2.712 2.771 3.453 4.177 

G=5 2.189 2.798 3.637 4.140 3.672 4.755 

G=10 2.335 2.696 3.492 3.510 3.395 4.491 

G=20 3.120 3.270 3.618 3.970 3.993 > 5 

G=50 2.787 3.372 4.094 4.220 4.138 > 5 

G=100 2.926 3.507 4.184 4.258 3.785 > 5 

 

The situation given in Table 4 is depicted in Fig.3; the positions of the figurative symbols are located in 
the middle of each time window.  
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FIG. 3: MOVING WINDOW ANALYSIS 
 
The overall 3D picture is given in Fig.4, where the G axis is scaled in decimal logarithmic values. The 

critical values for correlation dimension are reached in the vicinity of the farthest corner. Excepting an obvious 
regression in the zone of the fifth window, DC evolves toward DC,th as time increases indicating the 
decentralization process. No satisfactory explanation could be provided for the decrease along the plane section 
logG 1.  
 

 
 

FIG. 4: 3D MOVING WINDOW ANALYSIS 
 

Table 5 is summarizing the correlation dimension, the Hurst exponent, the averaged IEF over the time 
interval corresponding to the respective window, and the category in the matrix model the Romanian system 
was currently passing through. The IEF average is computed over the years that are ending inside the window. 
The first priority in assessing the category is the attainableness of the threshold DC,th=5; the values of H, IEF and 
DC at G=100 are considered additional parameters.  
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TABLE 5: THE BACK AND FORTH QUASI-OSCILLATORY TRANSITION OF THE ROMANIAN SYSTEM 
 

Window number, interval H DC  / G Category Averaged IEF (% 
free) 

1, 1996-1999 0.636 2.9 / 100 Monopoly 51.8 

2, 1997½ -2000½ 0.539 3.5 / 100 Monopoly 51.6 

3, 1999 - 2002 0.505 4.2 / 100 Monopoly 50.3 

4,  2000½ - 2003½ 0.464 4.3 / 100 Economy of command 49.8 

5, 2002 - 2005 0.451 3.8 / 100 Monopoly 52.8 

6, 2003½ - 2006 0.494 5  /  18 Social market 55.4 

 
It might be astonishing to label the window no.4 as “economy of command”; the same was almost to 

happen in the case of window no.5, but the IEF greater than 50% is a solid argument against; however, the 
“economy of command” should not necessary be perceived as repressive, even this is its common sense. In the 
case of Romania it is perhaps the intrinsic psychological effect that prevails over the insufficient economic 
culture and imprints bearish features to the economic agents. Briefly, it is a command rather accepted than 
imposed.  

 Fig. 5 is presenting the trajectory of the Romanian economy according to the method of detecting the 
long run – short run attractors. One should note that the overall trend is toward decentralization. Even the study 
is dealing with the interval 1996-2006, the figure includes also the period 1990-2005 when the inertia preserved 
the economy of command (dashed line in Fig.5). 

   
 
 

 

FIG. 5: THE TRANSITION TRAJECTORY OF THE ROMANIAN ECONOMY – OVER 18 YEARS (1990-2007) – IN 
THE “PRIVATIZATION-DECENTRALIZATION SPACE” (PER MATRIX MODEL) 
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Limitations and further research 
 
The simplicity of the model that uses only few parameters but having the ambitious goal to characterize a large 
diversity of very complex systems sets some challenges that need further developments and clarifications. There 
is a conflict between the necessity of having a fine time analysis i.e. a sharp window and the methodological 
request that ask for many data points in the series in order to have reliable results. 1500 points is a fair 
compromise. Better explanations for the values of the Hurst exponent are also necessary.  

Further research includes to checking if the internal decentralization process is an ongoing one 
supported by the integration in the European Union, or will be counterbalanced by the effect of the global crisis. 
It will be also useful to apply the method to other “sister” systems that suffered the same kind of transitional 

processes. 
 
Conclusions 
 
Based on nonlinear processing of the exchange rate time series ROL-USD emerging from the underlying 
market, we propose a quantitative criterion for estimating the traceability of the Romanian economy in the 
framework of the matrix model investigated by the authors in several previous papers. The categories of the bi-
dimensional privatization-decentralization matrix model are represented by four economic systems that are 
fitting the best both the chaotic approach and the IEF ranking.  

The method of finding the embedded attractors in only one read-out time series is very useful and 
offers a scientific, quantitative tool for assessing the quality of the markets and to characterize their basic 
features as well.  The market autonomy is analyzed in the framework of the persistence of strange attractors 
against the progressive removal of the trends embedding cycles longer than 90 days that are likely to contain the 
fingerprints of the deterministic planning activities of the rational economic agents. A moving window of 
around four years investigates the properties of the insulated sub-intervals by applying the proposed method, 
and consequently measuring the correlation dimension. While the measure of correlation dimension can 
satisfactory discriminate the long run structure from the short run one (if any), additional parameters like the 
Hurst exponent and IEF score are necessary to fully characterize the transition process. Depending on the 
attainableness of the threshold that characterizes the noise and taking into account the values of the additional 
parameters, a decision for the assignment to one of the categories is taken. 

Superimposed on a biasing decentralization process, the Romanian market evolves, after 1995, in the 
vicinity of the imaginary border between the upper and the lower halves of the matrix space i.e. along the 
“ownership” coordinate by passing it back and forth. While the old psychology of the economy of command 
prolonged to shaping the short run management, the economic long run market forces began to prevail over the 
political conditions. Despite of there are no solid arguments for clear delimitation between the upper/lower and 
left/right zones of the map and therefore is difficult to identify the exact position of the center, a strong 
conclusion of the study is the Romanian system was very close to this center during 2002-2006, and is very 
likely to be still there.  

Only one window out of six namely the last one 2002-2006 is revealing the existence of noise in the 
exchange rate time series. That implicitly means there is no prevailing market force at small time scales. Since 
large correlation dimensions in the residuals are common signs of decentralization, and the privatization 
processes continued to diminish the share of the state property, there are good prerequisites for Romania to 
evolve toward the free market economy, under the reserve that the global crisis can give rise to unexpected 
turning points.   
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Abstract 
 
NGOs have existed in the Romanian economy since the beginning of the 20th century, but their role has increased 
significantly after the year 2000. The necessity to boost certain major infrastructure projects has made mandatory 
the diversification of the NGOs to which the administrative territorial units can be part of, through the amendment 
of the local public administration law in 2006. The larger area of domains in which they act recommends these 
structures, through the numerous advantages that they bring: larger territorial competence, unlimited spending, 
having fiscal benefits etc. The intercomunitarian associations (ICAs) are created through the exclusive association of 
administrative-territorial units and are preferred and recommended by the European institutions for the 
implementation of projects financed from the community’s budget. Most ICAs function for the implementation of 
projects in the water-sewerage domain, as a consequence of the stringent needs to bring the Romanian cities and 
villages to the European standards. 
 
 
NGOs in Romanian Economy 
 
For general interest activities, legal personas (including public authorities and institutions) and physical persons 
can found associations. All the associations have to be private entities. These organizations can not obtain 
profits and are not allowed to have patrimonial scope. The generic name gave to this organizations is NGO. 

The NGOs have multiple roles. Two of these are important in the relation between public entities and 
NGOs because represent the base of the cooperation between them, including PPP co-operations. First role is to 
accomplish general, local or group interests. Second, NGOs can be part in relations established with public 
authorities. 

NGOs are recorded at law courts and are monitored by the Ministry of Justice. There are no 
subordination between NGOs and other Governmental bodies.   

After 1990, the associative relations have been reconsidered, a fact that generated the extension of the 
possibility of creating associations. The first entities were set up according to a law dating from 1924 that was 
ignored in the communist era. After the year 2000, a new normative act was approved, that regulated the way of 
setting up and the functioning of the NGOs, however without making any special references to the public 
institutions and authorities. After 2006, as a consequence of Romania’s preparation to become a member of the 

EU, the possibility of setting up ICAs was stated (a right reserved exclusively to the local public authorities).  
 Authorities and public institutions can participate in the setting up of associations. Mainly, public 
entities choose to set up NGOs that have set through their charter the development of activities of public 
interest, completing the authorities’ efforts. 

The purposes for setting up NGOs are varied. Table no. 1 shows the purposes declared by the 
associations which have the Mures County Council (Romania) as associate.  
 

TABLE 1: PUBLIC INTEREST NGOs HAVING MUREŞ COUNTY COUNCIL AS ASSOCIATE 
 

ICA Name Structure of 
associates  

Scope 

Sub-regional 
Association 
"Târnava Mică - 
Bălăuşeri - Sovata" 

1 county council 
1 city 
8 communes  

-Territorial and urban development, communitarian development. 
- Teaching, education, skill development, health, cultural activity. 
- Social activity, helping families and persons who have an underprivileged 
social situation, as well as helping other categories with a similar situation. 
Promoting actions for work placement. 

mailto:gorgi_mc@yahoo.com
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ICA Name Structure of 
associates  

Scope 

Sub-regional 
Association 
"Târnava Mică 

Inferioară" 

1 county council 
7 communes 
4 private entities 

- local, regional and county development. 
- developing mutual inter-institutional relations. 
- maintaining the common interests in sustainable development, modernizing 
and optimizing the specific socio-economic activities. 

Târgu Mureş 

Metropolitan Area 
Association  

1 county council 
2 cities 
13 communes 

- establishing cooperation relations regarding the harmonization of their own 
policies and programs for economic and socio-cultural development. 

Mureşul 2005 

Association 
1 county council 
1 city 
12 communes 

- establishing cooperation relations regarding the harmonization of their own 
policies and programs for economic and socio-cultural development. 

Gurghiului Valley 
Association 

1 county council 
1 city 
4 communes 
1 public institution 

- maintaining the local cultural patrimony, sustaining the infrastructure of 
the area, taking part in regional development programs. 
- active and effective participation in the modernization and decentralization 
process for the Romanian public administration, as well as improving the 
legal framework according to the European Charter for local autonomy 

Central 
Transylvania 
Intercomunitarian 
Association 

6 county councils 
 

-  drawing up studies, realizing and implementing projects in areas of 
priority and of common interest, at Regional level, for: 
o Improving the regional infrastructure for transportation, environment, 

public utilities, social, etc. 
o Improving the integrated system for emergency situations 
o Preventing disasters 
o Encouraging entrepreneurship  
o Developing tourism 
o Encouraging research, technological innovation and setting up 

informational societies 
o Increasing employment and developing human resources and social 

services. 
- gathering project proposals, as well as financing possibilities from the 
common interest domains, as well as their systematization in the concept of 
regional development and of encouraging local initiative; 
- facilitating collaboration, cooperation for realizing, implementing and 
financing common investment projects; 
- increasing chances of absorbing structural and cohesion funds by Region 7 
center, as well as other funds destined for regional sustainable development. 

Source: www.cjmures.ro 
 

There is a series of differentiations regarding the way in which some tasks that are of public nature are 
included in the attributions of the authorities. Choosing the body that should carry out certain public services 
should also take into account the disadvantages that arise from the way in which it is organized, and the power 
of acting established by the law. 

The main advantages can be summed up as follows: 
- the liberty in choosing the organization mode (organizational chart, attributions, number of 

management positions etc.) 
- the lack of restrictions regarding salaries; 
- less planning and expenditure limits; 
- less red tape due to the possibility of eliminating activities that have a reduced utility; 
- a larger territorial area in which to act due to the lack of geographical limitation; 
- the possibility of working with more banks and financial societies (as opposed to public institutions, 

who are obliged to runt he funds through the treasury units); 
- there are certain fiscal advantages (especially regarding the tax on profit, VAT and the deadlines for 

paying taxes) 
The disadvantages that are most frequently noticed are related to the following aspects: 
- the lack of public attributes; 
- not being eligible for projects with financing from public resources (national or communitary) 
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- not applying some exemptions established for public entities (for example the obligation to pay 
contributions for guaranteeing the salary debts). 

 
Intercomunitarian associations  
 
ICAs have been recognized in Romania since 2006 when the local public administration Law was amended in 
the sense that for the first time these ways of associating of local public administration units was included in the 
Romanian legislation. 

Two or more administrative-territorial units (counties, municipalities, cities, communes) have the right 
to cooperate and associate, according to the law, setting up intercomunitarian associations, that have a juridical 
personality, of private right and public utility. The end that is followed through the setting up of ICA is that of 
realizing development project of zonal or regional interest or of supplying together some public services. 

The intercomunitarian associations are financed through contributions from the local budgets of the 
member administrative-territorial units, as well as from other sources, according to the law. 

The Government supports the association of administrative-territorial units through national 
development programs. These programs are financed annually from the state budget and are distinctively 
provided for in the budget of the Ministry of Administration and Interior. The county councils can initiate and 
run county development programs, financed from the local county budget and are provided for distinctively in 
its budget. 

The intercomunitarian associations are led by an administration council made up from the 
representatives of the member administrative territorial units, appointed by the local council or by the county 
council, at the mayor’s proposal, respectively at the proposal of the president of the county council, as well as at 
the proposal of the local or county councilors. The administration council is managed by a presided appointed 
with the vote of the majority of its members. In order to realize its own objectives, the administration council 
can set up a technical body, financed from the resources of the intercomunitarian associations. The organization 
and the administration council’s way of functioning and that of the technical body are established through the 
setting up act and the statute of the intercomunitarian associations, approved through the decisions of the local 
councils, respectively of the associated counties.  

The special statute of ICA comes from the fact that the parties in the association can only be public 
authorities. Their public rights are provided in a special law. The privileges of a public authority can be 
delegated by ICAs in order to implement projects that are of local or regional interest without damaging the 
local autonomy granted by the special law. 

In many projects with financing from the European Union’s budget it is clearly stipulated that the 
eligible entities are ICAs. Moreover, in some situations, it is mandatory that the eligible entity should be an ICA 
set up by two or more local authorities. 
 
PPPs seen as concessions  
 
Starting with 2006, the public-private partnerships (PPPs) have been assimilated with the concessions of works 
and services, being regulated in a manner similar to that of public acquisitions. Thus, a Government Ordinance 
that had been approved in 2002 and regarded exclusively PPPs has ceased to be applicable. 

Through the government program it has been stipulated that the Government wishes “to sustain and 

develop the public-private partnership, privatizations and private management in the public system”. The 

Government encourages “Promoting the public-private partnership in order to realize public projects” with the 

document giving examples and some domains where it considers that such partnerships are feasible: health, 
education, culture etc. 

The NGOs that obtain funding from public resources have the obligation, as in the case of important 
projects, to observe the legislation for public acquisition and concessions that is applied to public authorities and 
institutions. 

The principles that are at the base of the attribution of the concession contract are stated in the law, but 
no exact definitions are given to guide the contracting authorities in correctly applying them. These principles 
are: 

o non-discrimination (ensuring the conditions for real competition; The rules according to which 
the procedure is carried out are established from the beginning and cannot be changed) 
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o equal treatment (applying in a non-discriminating manner the selection criteria and the criteria 
for attributing concession contracts, so that any entity has equal chances of being granted the 
contract) 

o mutual recognition (the equivalence of the legal dispositions from other EU member states. 
Furthermore, it assumes the acceptance of any certificates and professional qualifications 
emitted in any EU member state) 

o transparency (offering information regarding the carrying out of the procedure for attributing 
the concession contract for all those that are interested) 

o proportionality (ensuring the correlation between necessity, the object of the contract and the 
solicited requirements) 

o the efficiency of the use of public funds (using the competitive system and the economic 
criteria through for the attribution of the concession contract) 

o taking responsibility (a clear determination of the tasks and responsibilities of the persons 
involved in the attribution of the concession contracts should exist) 

The contracting authority has the obligation to elaborate a study for the substantiation of the concession 
decision in any situation in which it intends to attribute a public works concession contract or a service 
concession contract. The substantiation study must focus on the analysis of relevant elements, which include: 
general aspects, technical feasibility, economic and financial feasibility, environmental aspects, social aspects 
and institutional aspects of the project. In the case of a project that implies the carrying out of public works, the 
base for the substantiation study of the concession decision will be the feasibility study. The substantiation study 
for the concession decision must include an analysis that allows the defining and quantification in economic and 
financial terms for the project risks, taking into consideration, at the same time, the identified options regarding 
the distribution of risks among the parties involved in the contract. The results of the substantiation study for the 
concession decision must justify the necessity and opportunity of the concession and prove that: 

o The project is feasible 
o The project is in conformance with the requirements and the policies of the public authorities; 
o Different alternatives have been taken into account for the realization of the project 
o The option through which the project is realized through the attribution of a public works or 

services concession contract is more advantageous in comparison with the option through 
which the project is realized through the attribution of a public acquisition contract; 

o The project benefits from financial support, mentioning, if it is the case, which is the 
contribution for the contracting authority. 

The role of the contracting authority in a concession that implies the implementation of a public-private 
partnership is given by Graph no. 1. The graph shows the complex relations that are created in a PPP in 
comparison with the classic alternative of the beneficiary directly attracting funds, who implements on his own 
the investment (the dotted line). 
 

 
FIG. 1: THE RELATIONS BETWEEN CONTRACTING AUTHORITIES  

AND OTHER PARTICIPANTS IN A PPP 
(Source: Ministry of Public Finance) 
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Choosing the PPP, although apparently complicated, brings with it a series of advantages, especially 
regarding the distribution of risks between the contracting authority and the project company. A PPP implies 
medium or long term collaboration, offering the possibility for the public authority to supply the results of the 
investment to the citizens at low costs. 
 
 
ICAs implied in PPPs on water and waste water projects 
 
In many situations, the authorities and the public institutions delegate to the NGOs the responsibility to organize 
the approach for the setting up of a public-private partnership. In some case, the public authorities cannot even 
carry out projects on their own because they have a limited territorial competence. 

Associating in NGOs allows the giving up of some of the administration rights to the association. By 
gathering these administration rights at the level of the NGO, zonal and regional project can be developed. The 
size of the area of action generates new opportunities regarding the optimum size and reduces the risks through 
the possibility of a better compensation in extreme parameters. 

The role of ICAs is that of coordinating the necessary activities for the carrying out of some projects. 
By taking on the attributions of the local public authorities by the ICAs, an unitary approach of the activities that 
are necessary to reach the established goals can be ensured.  

ICAs can be empowered to launch the concession procedure in the name of the associated public 
authorities. The public-private partnership that is concluded between the ICA (which represents the public local 
authorities) and the private investor who will concession the goods and/or the works of the objective. 

The fields in which ICAs can be set up are varied, focusing mainly on the public services. The major 
deficientis regarding the water and sewerage network makes this field benefit from special attention. The urban 
water-sewerage networks are morally used, important investments being necessary in order to bring them to 
European standards. 

Most ICAs have been created to coordinate activities for the extension of the water-sewerage services 
at the county level. The coverage areas vary between some neighboring territorial units and extended areas that 
cover more counties. Some examples of such associations and the companies for which they are responsible are 
presented in Table 2. 

 
TABLE 2: EXAMPLES OF ICAS CREATED FOR MANAGING  

THE WATER AND WASTE WATER PROJECTS 
 

ICA Associates Subordinated companies 
ARSACIS Iaşi 1 county council 

1 municipality 
3 towns 
94 communes 

Apavital Iaşi (Turnover in 2007: 20,9 MEUR and 1155 employees ) 
 

Adi Eco Călăraşi 1 county council 
3 municipality 
3 towns 

Ecoaqua Călăraşi (Turnover in 2007: 3,8 MEUR and 402 
employees ) 

ADIA Ilfov Bragadiru 1 County Council 
2 towns 
6 communes 

- 

Source: internet pages of the companies, Ministry of Finance, and National Bank of Romania   
 

The financing sources are multiple, two cases being mostly encountered: 
o The concession of the water-sewerage services to an investor who wins this right through 

competition; 
o The concession of water-sewerage services to a private company totally owned by the ICA 

associations (the structure of the stakeholders of the company can differ from the of the ICA). 
Accessing EU funds rigorously conditions the financing scheme and the created institutional 

framework (EU imposes the setting up of ICAs and of regional operators with public capital). Taking into 
account the fact that Romania has great deficiencies in ensuring the water supply services and the waste-water 
management at EU standards, the local authorities is undertaking efforts to access funds offered from the EU 
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budget. In this way, they try to improve the quality of the environment through the control of the causes that 
have a negative impact on it. 

The investments in the water-sewerage field are very costly, and the project must take into account the 
degree to which the tariffs imposed by the service suppliers can be tolerated. Accessing European funds is 
conditioned by a regional approach of the problem, the monitoring of the water-sewerage company being 
carried out by the ICA that has as members the local authorities from the implementation region.  

The general objective set by the authorities is ensuring a local strategy for the development of the water 
and waste water sectors, in order to observe the general requirements negotiated by Romania in the integration 
and post-integration process. The main objectives of the project are: 

o Ensuring the observation of the requirements of the national and European legislation in the 
transition periods agreed upon by Romania and the EU for the environmental sector: 
implementing the Council Directive UE 91/271/CEE concerning urban waste-water treatment; 

o Observing the requirements of the Council Directive 98/83/EC of 3 November 1998 on the 
quality of water intended for human consumption (transposed in the national legislation 
through the Law for drinkable water no 458/2002, modified through Law 311/2004) 

o ensuring the optimal use of the EU funds; 
o assisting the project promoters in extension of the local capacities for developing future 

projects 
o Defining an investment program with stages on the long-term  

 
Conclusions 
 
The involvement of NGOs in the implementation of ample projects in a PPP system is beneficial because it 
represent a viable solution for the country’s economic development and for the improvement of the citizens’ 

welfare. Starting from these considerations, through the Romanian legislation associations (including the ones 
between local public authorities) have been encouraged. The result of these associations have been, at first, the 
NGOs created according to the Law of associations and foundations, and then the ICAs destined exclusively to 
the association of administrative-territorial units.  

Although they have been created recently, ICAs are an instrument for the implementation of ample 
projects at the level of the local public authorities. Through them, varied infrastructure projects can be carried 
out, as far as the finacing part is concerned. 

The Romanian local public authorities have noticed the benefits of such associations, deciding in many 
cases the development of zonal and/or regional projects from various sectors. Most projects are from the water-
sewerage field because this infrastructure is poor in most areas (especially in the rural environment). 
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Abstract 
 

In this paper we examine the influence of GATS framework on liberalization commitments in financial services 
sector in 18 transition countries in CESE and CIS. First, we present a brief overview of the GATS features which are 
essential for the further analysis. In particular we discuss the issues of “autonomous liberalization”, the scope of 

influence of capital and current transactions and of prudential regulations which feature in the commitments of the 
analysed countries. Secondly, we examine the financial services’ commitments in the GATS of the 17 countries that 
are WTO members. We also calculate liberalization indices for banking and insurance sectors using methodology 
developed in (Mattoo, 1999). The results of the financial services liberalization analysis are considered against the 
GATS framework as an indication of the countries’ actual level of liberalization and financial sector development. 

Based on these findings we try to assess the role of GATS in the countries’ financial services reform. 
 

Introduction 
 

This paper discusses the level and scope of financial liberalization in 18 transition countries in the Central, 
Eastern and South-East Europe (CESE) and the Commonwealth of Independent States (CIS). This 
heterogeneous group of countries includes central European EU accession countries on one side, to small central 
Asian countries on the other side of the spectrum. Some were already GATT members (Czech and Slovak 
Republics, Hungary, Poland, Romania and ex-Yugoslavia) but most were not. Today all of the countries in the 
group, except Serbia, are WTO members and four countries are OECD members: Czech Republic, Hungary, 
Poland and Slovak Republic. The observed CESE and CIS countries also exhibit very divergent levels of 
financial development –in Albania there are 4 loans per 1,000 people and the average loan size of 15 times GDP 
per capita, while in Poland there are almost 800 loans per 1,000 people and the average size of loans is only one-
third of GDP per capita.   

The market reform in target countries started at different dates and ran at a different pace. Some 
countries have nearly completed their market reforms and even achieved EU membership while some are still in 
the beginning of this process. All of them, however, follow a broadly similar path of the market reform process. 
Regulatory and policy reform of the service sector has been an important part of the reform process in CESE 
and CIS. As explained in (WTO, 2000), a significant role in this process was that of the WTO accession and 
application of its services trade framework, as defined by the General Agreement on Trade in Services (GATS).  

 
Overview of the WTO regulatory framework for trade in financial services 

 
Without ambition to present a balanced and comprehensive analysis of the GATS and how it works, in this 
section we shall make a brief mention of those features that are relevant to the discussion that follows. The 
General Agreement on Trade in Services (GATS) was negotiated during the Uruguay Round (1986-1994) and is 
the first and only set of multilateral legally-enforceable rules that govern international trade in services of 149 
country-members. Similar to the GATT, GATS encompasses the following three elements: general rules and 
disciplines, Annexes to regulate sector specificities and the Schedule of Specific Commitments that show 
specific obligations a particular Member has undertaken in the particular service sector. Unlike GATT, GATS 
has a specific fourth element - List of Article II (MFN) exemptions. This list shows the sectors in which the 
Member is temporarily not going to apply the Most-Favoured Nation (MFN) principle of non-discrimination. 
Many countries have made use of this exemption: the EU for audio visual services, non-life insurance and canal 
transportation, the US for financial services and pipeline transportation and most OECD countries for air-
transportation. 
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The generally accepted definition of trade in services, as provided in Article I, Paragraph 2 of the 
GATS, recognizes this specific aspect of services and defines trade in services by way of four services supply 
modes:  

- Mode 1: Cross-border Supply - where services are delivered across the country border, the service 
provider is residing abroad while the consumer remains in the home country, just like trade in goods 
(e.g., when financial credit is extended or insurance policy purchased from a bank/insurance company 
located abroad);  

- Mode 2: Consumption Abroad - this is where the consumer travels into the country in which the 
services are delivered by the foreign services supplier (e.g., obtaining financial services when traveling 
abroad); 

- Mode 3: Commercial Presence - where a service supplier of one country supplies a service in another 
country by establishing, through foreign investment, a commercial presence in that country (e.g., 
commercial presence of foreign banks or insurance companies); 

- Mode 4: Presence of Natural Persons - this applies to the temporary movement of individuals (which 
are natural, not legal persons as is the case in the previous mode) and arises when a service is delivered 
in a foreign market; these individuals may be independent service providers (such as consultants), or 
foreign employees of a service-supply company (e.g., solicitation on domestic territory of insurance 
products by agents from a foreign country, foreign manager of a domestically-established bank). 
According to (Adlung and Roy, 2005), the estimates of the Statistical Division of the WTO Secretariat 

are that mode 3 (commercial presence) has more than 50% share of total service trade value, while mode 1 
(cross-border supply) and mode 2 (consumption abroad) account for 30% and 15% of the total value of service 
trade.   

Due to the specific nature of services and the consequent definition of services trade outlined above, 
barriers to services’ trade generally cannot be defined in terms of tariff protection. The application of the GATS 
is not confined to product-related measures, as provided for under the GATT, but covers producer-related laws 
and regulations as well, as discussed in (Adlung and Roy, 2005). Counterbalancing its broader coverage in terms 
of economic transactions and permissible policy measures, GATS allows use of virtually any conceivable trade 
instrument (from supply quotas to discriminatory subsidies).  

The level of the foreign trade in services liberalization is weighed against the restrictions of Market 
Access (MA) or National Treatment (NT) for each of the four service supply modes and for every service sector.  

• Market access clause (GATS Article XVI) prohibits national regulation which restricts the following: 
1. limits the number of foreign producers, such as licensing policy which limits the number of banks or 
insurance companies, 2. limits on the value of transactions carried out by foreign financial service 
companies, such as a 15% ceiling on the aggregate share of foreign owned banks, 3. quotas on the 
proportion of foreign supplied services, such as a 50% limit on foreign-origin services; 4. limits on 
foreign factors of production, such as a limit on the number of foreign members of board; 5. measures 
that restricts the legal form of commercial presence, such as only allowing the establishment of a 
branch office; or 6. limits on foreign shareholding. The last two are in fact closer to national treatment 
than to market access. 

• National treatment clause (GATS Article XVII) contains the general national treatment obligation – 
foreign suppliers must receive “no less favourable” treatment than the national suppliers.  
Concrete liberalization commitments of a WTO member country, defined against this framework, are 

entered into that country’s Schedule of Specific Commitments (the Schedule) related to GATS, through which it 
commits to a particular level of liberalization in trade in services. The MA and NT commitments are scheduled 
applying the positive listing approach – only those sectors specifically listed are covered by the liberalizing 
provisions in the Schedule.  

 
Specific provisions regarding financial services 
Recognizing specific nature and role of the financial sector, both as basic input for all other sectors and its 
importance for financial viability and stability of an economy, specific rules were developed to regulate trade in 
financial services. In fact, “to date, WTO GATS which sets rules for international trade in financial services and 

thus affects the financial sector and its stability, remains the only multilaterally agreed legal framework related 
to the financial sector” (Kireyev, 2002). 
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Financial services are defined in the GATS to include any service of a financial nature offered by a 
financial service supplier, including all insurance and insurance-related services (e.g., direct insurance, 
reinsurance, insurance intermediation, and auxiliary insurance services), as well as all banking and other 
financial services (e.g., deposit taking, lending, financial leasing, asset management, trading in securities, and 
financial advice). Here we shall give a brief overview of some of the WTO GATS provisions relating 
specifically to financial services, which are of importance for the ensuing discussion. 

Obligations relating to current and capital transactions are provided in GATS Articles XI, XII and 
footnote 8 to Article XVI.  

- Article XI provides that 1) payments and current transactions shall be allowed in relation to service 
sectors and modes of supply where the country has undertaken commitments in its Schedule, and 2) that 
the country will not impose restrictions on capital transactions that may be inconsistent with the country’s 

specific commitments. Exceptions are to be allowed only under the auspices of the IMF. 
- Article XII provides that a country may temporarily maintain restrictions on payments and transfers 

related to its specific commitments in the event of serious balance-of-payments (BOP) and external 
financial difficulties, or the threat thereof. These are to be applied only under certain conditions (to be 
reviewed by the WTO Committee on BOP Restrictions) and in accordance with the IMF Articles of 
Agreement. 

- Footnote 8 to Article XVI (MA) further provides that if a country has undertaken Market Access (MA) 
commitment in its Schedule under modes 1 or 3 and if a capital transaction is an essential part of that 
service, such capital transaction shall be allowed. Although this applies to all services, it is of particular 
importance for financial services’ sector since undertaking MA commitments in this sector for modes 1 
and 3 is often not feasible without allowing the underlying capital transaction, as we shall discuss 
below. 
GATS Annex on Financial Services (the Annex) further defines the scope of application of GATS in 

financial services sector. The Annex defines which governmental services and measures shall not be subject to 
GATS rules. The Annex also provides that prudential measures do not fall under the GATS disciplines 
(“prudential carve-out”), but may not be used as a means for avoiding commitments undertaken under GATS. 
These provisions are quite vague in many aspects as shall be mentioned in text further. However, the Annex also 
provides appropriate procedures for the recognition of prudential measures of member countries.  

The Understanding on Commitments in Financial Services (the Understanding) provides for higher 
levels of commitment in the financial services sector. Although its application is not mandatory, most newly 
acceded members were hardly pressed and accepted it, as did some of the CESE and CIS countries. Still, due to 
the wide scope of the Understanding it is quite usual that countries apply it only partially. The Understanding 
offers a wide array of provisions that present significant liberalization commitments on behalf of the signatories. 
It is divided into four sections. Part A of the Understanding provides that countries shall not undertake any new 
measures that are contrary to the provisions contained therein (“stand still” provision). Parts B and C specify 
MA and NT commitments respectively, while part D supplies the definitions. 

In part B the Understanding relates to MA commitments and states that the monopoly rights must be 
listed in the schedule and also provides that the countries shall endeavour to eliminate them or further reduce 
their scope. Inter alia, it provides that modes 1 and 2 shall be allowed for the provision of the following 
insurance services: insurance of goods in international transit, insurance of goods, the vehicle that transports the 
goods and the liabilities arising there from, in commercial aviation and maritime shipping, and reinsurance, 
retrocession and the services auxiliary to insurance. Most CESE and CIS countries have adopted this part of the 
Understanding.  

 
Some important issues 

1. Scope of prudential measures. By virtue of the Annex on Financial Services prudential measures are 
allowed (so-called “prudential carve-out”) and are not subject to GATS disciplines, provided they shall not be 

used as a means of avoiding commitments under GATS and the country’s Schedule. The WTO legal documents 

do not provide a precise definition and explanation of what prudential measures are comprised of. From the 
information available it could be surmised that they include not only measures to ensure stability and integrity of 
the financial system, but also measures to protect investors, depositors, etc. No further explanation is offered, 
which is fine since this should not be subject of the WTO but other international fora, such as Bank for 
International Settlements (BIS), IMF or International Organization of Securities Commissions (IOSCO).  
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However, while prudential measures are not scheduled in the countries’ Schedules, still the extent of 
their restrictiveness may significantly undermine the level of commitment (i.e. liberalization) of individual 
members. This imposes significant reservations regarding the quality of information available in the Schedule, 
with regard to financial services. For example, when in a Schedule branch entry is permitted, countries may 
impose prudential measures that significantly undermine the branching commitment (Key, 2003). Countries 
sometimes impose branch capital-equivalency requirements on branches of foreign banks (requirements to 
assign specified amount of capital to a branch, hold it in the host-country in domestic currency, or minimum 
liquid assets to be held with a domestic custodian bank). Even more restricting are measures of some countries 
that calculate lending and other operating limits based on branch capital equivalency requirements. Similar 
effects have prudential measures that apply to modes 1 and 2. For example, many countries that allowed retail 
financial services in modes 1 and 2 in their Schedule also require that the foreign service-providers meet 
licensing or registration requirements which may be difficult to achieve without establishing a commercial 
presence. In all these examples de facto level of liberalization is far below the commitment the countries have 
undertaken in GATS, but due to the prudential carve-out countries need not Schedule them.  

In theory any measure can be challenged under a dispute settlement mechanism to be a disguised MA 
or NT limitation (thus in breach of section 2 (a) of the Annex). However, the dispute settlement mechanism was 
never put to practice regarding the scope of prudential measures (or any other domestic measures) on the 
grounds that it was being used to avoid a country’s GATS commitment. It remains that the scope of application 
of prudential measures needs to be defined, and their potentially unduly restrictive effect on trade in financial 
services minimized. For example, a recent study by (Barth, Marchetti, Nolle and Sawangngoenyuang, 2006) 
finds that 6 WTO members actually do not allow foreign entry through subsidiaries or branches even though 
they have committed to do so in their Schedules. This may be attributed to restrictions imposed on the grounds 
of the ambiguous nature of the prudential carve-out stipulated in the Annex. The way ahead for resolving this 
issue seems to be in two directions: further regulatory policy harmonization through international fora such as 
BIS and IOSCO and through process of recognition of national regulatory policies in WTO forum, as provided 
in the GATS Annex on Financial Services. 

2. Capital mobility issues. Obligations relating to capital and current transactions in GATS are 
provided in Articles XI and XII, as explained above. In contrast to the case of the prudential regulations, these 
provisions clearly stipulate that capital controls cannot be used to undermine the scheduled commitments. Our 
discussion here is therefore mostly geared towards the scope of influence of capital controls on the GATS 
commitments in financial services.  

With regard to financial services sector, capital and current transactions are of particular importance. It 
goes without saying that without opening the current account mode 1 is generally not feasible. That may be the 
reason many CESE and CIS countries keep this mode of supply closed. Regarding capital transactions, they 
generally have an impact on all modes of supply. This has been discussed in more detail in (Kireyev, 2002), 
who developed a table that assesses the strength of influence of capital transactions on particular types of 
services in financial services sector, and for all 4 modes of supply. This table shows that capital transactions are 
generally of minor influence for all types of insurance services for modes 1 and 2 (except for mode 1 in life 
insurance services where it is of strong significance). Regarding banking and securities trading the capital flows 
have major significance for all types of services for modes 1 and 2 (except for financial leasing in mode 1). 
Commercial presence, i.e. the mode 3, in most cases does not have such strong significance. So, in most cases 
liberalization of financial services is not feasible without liberalizing the capital and current account. 
Consequently, the existing capital mobility limitations should be directly or indirectly listed in the country’s 

Schedule in as far as they impact the financial sector commitments.  
A recent study by (Claessens, 2006) finds that many regulatory issues regarding cross-border supply of 

financial services are technical, like treatment of foreign branches with respect to domestic deposit insurance 
liability or framework for resolving weak foreign branches. With varying regulatory regimes, large foreign 
ownership, large off-shore trading and raising capital, the responsibilities of domestic oversight become more 
ambiguous. In developing countries this issue is amplified with large foreign banking share and capital market 
participation on one side, and weaker regulatory and administrative capacity on the other side. Furthermore, 
with regard to this class of regulatory issues “there is not yet a clear consensus as to what is the best approach, 

an even when it exists, implementing it, including negotiating the (many bilateral) agreements can be complex” 

(Claessens, 2006). 
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3. Autonomous liberalization. The term “autonomous liberalization” refers to liberalizing measures 

undertaken unilaterally by member countries above the level of liberalization they committed to in their 
Schedules. In case of financial services, these liberalization steps were carried out either as part of the countries’ 

ongoing economic reform or in response to international requirements imposed by regional agreements such as 
EU accession, OECD membership requirements or structural reforms under World Bank/IMF programmes. For 
example, a recent study by (Barth, Marchetti, Nolle and Sawangngoenyuang, 2006) finds that in banking 33 
members allowed entry through acquisitions, 44 through subsidiaries, and 36 through branching, although they 
have not made a commitment on that at the WTO. 

The issue is how to encourage member countries to bind this higher level of liberalization. Within the 
GATS framework, each member may seek concessions from its trading partners, in response for binding the 
higher level of liberalization. In theory, exactly that is the role of the successive rounds of trade negotiations as 
provided under GATS Article XIX. The Fifth Protocol, adopted on November 14, 1997 and entered into force 
on March 1, 1999, captures the results of the last successful round of negotiations that resulted in improvement 
of financial services’ commitments. All CESE countries that were WTO members at that time improved their 

financial services’ liberalization commitments. Since then an important step was made by adoption of 

“Modalities for the Treatment of Autonomous Liberalization” at the special session of the Council for Trade in 

Services on March 6, 2003, which provides that liberalizing countries may seek “credits” without initially 

having to bind the newly liberalized regulations. This document defines what constitutes the autonomous 
liberalization measures and approves a method to be applied in the current round of negotiations, to obtain 
recognition for liberalization undertaken autonomously.  

 
Liberalization commitments in CESE and CIS 

 
It is common knowledge (see WTO site) that the new WTO members usually make much higher level of 
commitment, especially as compared to the “original” members (i.e. the previous GATT members). This comes 
as a consequence not only of the way the negotiations for accession are structured but also of the WTO principle 
of the progressive liberalization. In financial services sector in particular there was a pronounced increase of 
commitments in all members regarding the scope of sectoral coverage and the level of commitments, due to the 
post-Uruguay rounds of negotiations that were dedicated exclusively to the financial services. Today the level of 
commitment in financial services in CESE countries is much higher compared to other members: “5 out of the 7 

(CESE) countries, accounting for 79 per cent of regional participant's GDP, already represent the most liberal 
markets as far as commercial presence is concerned” (Mattoo, 1999). This part of the paper shall examine these 
findings further, on the pool of CESE and CIS countries.  

We have examined WTO commitments in financial services in 17 CESE and CIS countries that are 
WTO members: Albania, Armenia, Bulgaria, Croatia, Czech Republic, Estonia, Georgia, Kyrgyzstan, Latvia, 
Lithuania, Hungary, Macedonia FYR, Moldova, Poland Romania, Slovak Republic and Slovenia. This analysis 
encompasses: 

• The following financial service sectors:  
1. Insurance and insurance related services, i.e. (i) to (iv) according to the Annex 5.(a); 
2. Banking services, which comprise sub-sectors (v) to (ix) in 5.(a) of the Annex; and 
3. Other financial services (securities, money broking asset management etc), or sub-sectors (x) to 

(xvi) of the Annex 5(a). 
• Only the first three modes of supply: cross-border, consumption abroad, and commercial presence were 

taken into account. Limitations mode 4 (movement of natural persons) are based on different set of 
regulations and the scope of mode 4 is not at all significant for the financial services sector. Residency 
requirements for employees and management bodies that were listed as mode 3 limitations in some 
Schedules, were not taken into account either; 

• MA and NT limitations (and MFN exemptions) inscribed in the countries’ Schedules (and the List of 
MFN Exemptions).  
The results of the analysis are briefly summarized in the Table 1. The levels of commitment were 

sorted and summarized in the table according to the following criteria: 
• No commitment is the situation where the country has not undertaken any commitment (“unbound” entry 

in the Schedule) or the limitations are such that in effect there is almost no market access. The latter may 
be due either to the restrictive nature of the scheduled limitation, or the scope of its application ; 
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• Full commitment is the situation where the country applies no limitations for market access (“none” entry 

in the Schedule) in the GATS sense. For example, GATS framework exempts prudential regulation, but 
full commitment in case of mode 3 in GATS framework means that the cross-border branching is 
allowed, etc.; 

• In between the two extremes are conditions where there are some limitations. In such cases we would 
usually summarily state the most stringent of the limitations applicable. For example, in mode 3 the most 
usual inscription in Table 1 is “limitation on legal form of entry” which means that the country requires a 
certain type of domestic legal incorporation (e.g., joint-stock company) in order to achieve domestic 
market access through mode 3.  
The results of the analysis presented in Table 1 show that there were no MFN exemptions except in the 

case of Hungary. Hungary kept the MFN exemption which provides reciprocity condition for commercial 
presence (mode 3) of other WTO members. The original, much stricter formulation of this exemption that was 
adopted upon its membership was subsequently watered down (with the acceptance of the Fifth Protocol). 
Today it provides that Hungary may invoke reciprocity condition for commitments under mode 3. If in the 
meantime autonomous liberalization occurred and this limitation was relaxed, still Hungary did not bind itself 
for such liberalization in its Schedule.  

Looking across the financial sectors, the level of commitment is the highest in banking. This finding, 
coupled with the findings of (OECD, 2003) that in all SEE countries “financial services are dominated by the 
banking sector”, leads to the conclusion that the greater level of liberalization in the banking sector are due to 

the fact that the banking sector is the most developed. The same results were found in (McGuire, 1998) on Asian 
economies, in (Mattoo, 1999) for developing and transition economies and in (Warren and Findlay, 2000). They 
concur that the securities sector seems to be the most impeded of the three.  

Looking across modes of supply, modes 1 and 2 are much more restricted than mode 3. This we chiefly 
attribute to the capital mobility limitations. As already explained in the previous section, without liberalizing 
current and capital transactions modes 1 (cross-border supply) and 2 (consumption abroad) in financial services 
may virtually be impossible; mode 1 is not feasible without allowing the underlying current transaction. In some 
countries limitations on capital movement are explicitly listed in the Schedule. Sometimes they are listed in the 
horizontal part of the Schedule, which applies to all service sectors, as in Albania, Bulgaria, Poland, Czech 
Republic and Slovak Republic (in the last two these limitations are listed both horizontally and in the financial 
services section). In this way these countries allow application of capital controls on all sectors. On the other 
hand, in the Schedules of Croatia, Moldova and Romania limitations on capital movement are listed in the 
financial services section.  

Of the remaining 10 countries that have not listed their capital mobility limitations, two made no 
commitment in mode 1 in banking (Hungary and Macedonia), while three made commitments only in some of 
the sub-sectors: Estonia makes no commitment on deposit services, Romania excludes payment services, while 
Slovenia allows only (inbound) acceptance of credits, guarantees and commitments from foreign credit 
institutions by domestic legal entities and sole proprietors. By keeping the mode 1 and/or 2 closed these five 
countries allow for application of capital controls. Only five countries: Armenia, Georgia, Kyrgyzstan, Latvia 
and Lithuania have awarded full commitment in mode 1 in banking thus making a commitment of full 
liberalization of the underlying capital and current transactions. 

Modes 1 and 2 are less liberal in case of insurance than in banking. In insurance these modes are often 
kept open only for some types of non-life insurance services that are covered by the Understanding (marine and 
aviation transport, reinsurance and retrocession etc.). For life insurance, on the other hand, no country made 
commitments in mode 1 for except for Estonia. This type of insurance in mode 1 is directly linked to the current 
and capital transactions (and capital flight) issues. In contrast, commitment to the types of non-life insurance 
services from the Understanding as mentioned previously, demands less external exposure (Kireyev, 2002), so 
the countries were more willing to make this commitment.  

The lack of cross-border commitments in CESE and CIS is not particularly striking bearing in mind 
that a number of OECD countries displays the same lack of commitment on mode 1 in financial services, as 
discussed in (Key, 2003). This study finds that many of the OECD countries in fact apply much more liberal 
policies but are not willing to bind them (the autonomous liberalization issue). In fact, the same applies to the 
new EU members. Many CESE and CIS countries that are not OECD/EU members, however, have different 
motives for not committing to a higher liberalization level on cross-border services. They are usually concerned 
about the overall volatility of international capital flows and in particular “capital flight” which is the usual 
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reason not to allow cross-border deposit services (12 CESE and CIS countries keep this closed) or life insurance 
services as mentioned above.  

Contrary to modes 1 and 2, commitments undertaken under mode 3 are quite liberal. All countries 
except for Slovenia and Hungary, allow full access to foreign banks to incorporate locally, while 8 countries 
liberalized fully (including allowing branches of foreign banks). In case of insurance, however, there are several 
instances of countries allowing for exclusive suppliers of mandatory insurance schemes (Bulgaria, Czech 
Republic and Slovak Republic). Such provision means exclusion of those sub-sectors from the scope of the 
GATS commitment. Again, Hungary and Slovenia committed to a more closed regime. Hungary lists an MFN 
exemption – reciprocity condition, on this mode of supply for all financial services. In insurance in mode 3 
Slovenia lists a number of  limitations, including that a foreign person may, upon acquiring a license, establish 
an insurance company only as joint venture with a domestic person, with maximum foreign ownership of 99% 
(to be abolished with adoption of a new law). Furthermore, increasing a foreign share in insurance company is 
subject to potential discretionary licensing and no commitment was made to allow foreign participation in 
domestic companies under privatization. In banking, Slovenia also has a number of limitations including a 
discretionary licensing requirement for setting up a domestic bank that should be abolished upon adoption of a 
new law, and again no commitment for foreign participation in privatization of domestic banks. As already 
discussed, the applied regime may in fact be far more liberal. 

Other than Hungary and Slovenia, CESE and CIS countries were willing to allow for a high level of 
liberalization in mode 3. Besides low influence of capital mobility restrictions on this mode of supply, we think 
that the other main reason for more liberal mode 3 commitments is that these countries find mode 3 more 
appealing on the grounds of benefits that may be realized from establishment of a commercial presence (the 
transfer of technology, know-how and skills). The reason most countries in the pool do not allow branches is 
primarily recognition of the fact that the risk of a systemic risk crisis or a single bank failure is typically larger 
than in a developed country. Reasons for this are plentiful, as discussed in (Claessens, 2006). One of the reasons 
he offers is the lack of internationally recognized and harmonized legal framework dealing with branches. There 
is also a theoretical argument that foreign providers tend to concentrate on high-end corporate clients and retail 
sector, which negatively influences domestic economic development. Furthermore, when the local operation of 
a foreign branch is only a small part of the financial institution’s activity it is often the case that the home 

market discipline has limited effect on the local market operations.  
 

Numerical evaluation of the financial services’ liberalization scope 
 

The commitments in the banking and insurance sectors summarized in Table 1 were used to calculate the 
liberalization indices in financial services sector. This was performed using the methodology that was first 
developed by (Mattoo, 1999) and consequently applied in a number of studies.  

The commitments are analyzed for 18 countries: 17 previously mentioned plus Serbia. Information on 
limitations applicable for each of the 17 WTO member countries are gathered from their GATS Schedules, in 
line with the above analysis and in accordance with the model set out in (Mattoo, 1999). Regarding Serbia, since 
it is not a WTO member (hence does not have a Schedule) the liberalization indices were calculated on the basis 
of its currently applied regulatory regime. This means that, without changing the current regime Serbia cannot 
have a higher liberalization index, on one hand. On the other hand, it is possible and quite probable that during 
negotiations for accession Serbia would be expected to commit to a higher level of liberalization compared to 
the current regime, meaning that the WTO membership would result in a higher liberalization index (effectuated 
by the appropriate regulatory change, of course). In short, results for Serbia would not be directly comparable to 
those of the other countries if the currently applied regime in those countries significantly differs from their 
WTO commitments.  

 
Methodology 
The liberalization index created by Mattoo, and used in this research, belongs to a class of frequency measures 
of a degree of services liberalization. These measures were originally constructed simply to reflect the frequency 
of appearance of commitments in the WTO Schedules and have since evolved in two directions. On one hand is 
the creation of sophisticated scales of restrictiveness to capture different types of restrictions and to provide 
adequate measure of the level of restrictiveness of each (sector-specific) measure. On the other hand, different 
weighing schemes were developed to form an adequate aggregate measure. 
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One of the first researches to develop a sophisticated frequency measure for financial services sector is 
that of (Mattoo, 1999). He created a liberalization index, separately for banking and insurance sectors, which runs 
in the interval [0, 1]. The index is calculated based upon the WTO commitments, by looking at the most restrictive 
measure by mode of supply and by service sub-sector. Each measure is then assigned a restrictiveness score, 
according to a restrictiveness scale that was developed to capture the specificities of both the observed sectors and 
the country pool. Each restrictiveness score is then weighted, using weights to capture the relative importance of a 
particular mode of supply of a particular sub-sector, to obtain a sector-specific aggregate measure dubbed the 
liberalization index. 

The scope of analysis is limited to two sub-sectors of direct insurance: life insurance and non-life 
insurance, and two sub-sectors in banking: acceptance of deposits and other repayable funds from the public 
(acceptance of deposits), and lending of all types including consumer credit, mortgage credit, factoring and 
financing of commercial transactions (lending). In accordance with the analysis performed in Table 1 only first 
three modes of supply and only the scheduled MA and NT limitations.  

In our analysis, the most restrictive measure for each of the 17 WTO members can be found in Table 1. 
The restrictiveness scale, based on the model provided by Mattoo, was developed to reflect the specific features 
of the WTO commitments of the CESE and CIS countries. The situation where there are no restrictions on a 
particular service or mode of supply is considered the situation of full liberalization and the score value is 1. On 
the other hand, if no commitments were taken for the studied service and supply mode, the score value is 0. 
Between these two extremes there are many levels of "partial" liberalization, defined by particular 
commitments. Thus, in the case of mode 3 many countries impose restrictions on legal form of entry - e.g., it is 
required that a domestic entity be founded (no business can be conducted through affiliate offices) and the 
appropriate score value is 0.75. After we assigned the restrictiveness score for each of the two types of services 
and for each of the three supply modes investigated, what we needed was a suitable means (e.g., weighting 
scheme) to aggregate the data. The weighting scheme, which is supposed to define the relative significance of 
each of the studied service categories, was calculated based on USA foreign trade data. While the restrictiveness 
scale we developed is somewhat different to that of Mattoo, the modal weights are the same as the ones 
employed by this research.  

 
The application results 
Mattoo liberalization indices calculated as explained above, run in the interval [0,1], where 0 stands for situation 
where the particular sub-sector is fully closed and 1 represents full liberalization on all modes of supply. By 
aggregating the scores using the modal weights, we have calculated four separate liberalization indices for two 
groups of insurance services: life insurance and non-life insurance, and for two groups of banking services: 
acceptance of deposits and lending. We have applied the approach to the information on commitments in 17 
countries in Table 1, and on the information on the Serbian applied regulatory regime. The results are presented in 
Table 2. Here we have ranked the countries according to their total liberalization level, so that the first country, 
Estonia, has the most liberal, and the last country, Hungary, the least liberal WTO regime for trade in financial 
services.  

Serbian index calculated upon its current applied regime is listed last and is the lowest. Serbia maintains 
significant limitations on cross-border transactions (no life insurance, almost no non-life insurance, no deposits and 
almost no credits from abroad) plus it has discretionary licensing requirements for establishing a bank or an 
insurance company. The main reason for this is the reluctance on the part of the government to liberalize these 
sectors further, on the arguments of the unfinished financial regulatory reform, weak oversight structures and 
incomplete privatization.  

Finally, using the two indices for each sector, we calculated a simple average for insurance services 
and for banking services. This result is outlined in Fig. 1, where countries are ranked by their date of accession 
to the WTO, so that the left most countries: Czech Republic, Hungary, Romania, Slovak Republic, Poland and 
Slovenia are the original members, than comes Bulgaria (which acceded in 1996, but submitted its Schedule in 
1997), ending with Macedonia as the country that among the WTO members acceded last. On the right end of 
the graph is Serbia which had begun the process of WTO accession.  
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Source: authors’ calculations based on methodology developed in (Mattoo, 1999) 
 

FIG. 1: MATTOO LIBERALIZATION INDICES FOR BANKING AND INSURANCE IN CESE AND CIS 
 
As previously discussed, CESE and CIS countries have much more liberal commitments in mode 3 

(commercial presence) than in modes 1 and 2. When analyzing the results in Table 2 and Fig. 1, it is important 
to bear in mind that mode 3 has also the highest impact in the calculation of the Mattoo liberalization index. For 
that reason the penalty impact of MFN exemption in case of Hungary was a very low liberalization score. They 
are joined by Serbia which has discretionary licensing procedures for establishing foreign commercial presence. 

The results listed in Table 2 show that at the bottom of the table, with the lowest liberalization scores, 
are only the original WTO members and Bulgaria which joined only one year after (plus Macedonia which has 
pre-committed to future liberalization in 2008, when its score will be in the upper half of the table). The newly 
acceded WTO members including all CIS countries are at the top. This finding, that the newly acceded members 
have a higher liberalization score, is more obvious in Fig. 1, where countries were ranked by the date of WTO 
membership. 

The fact that the lowest scored are the original WTO members and also the most developed countries in 
the pool, clearly points to the possibility that actually applied regulatory regime in those countries may be more 
liberal than their GATS commitment (autonomous liberalization). As Table 2 and Fig. 1 show, OECD and EU 
member-countries: Czech Republic, Hungary, Poland and Slovak Republic are among the lowest-ranked. Yet 
those countries have liberalized their policies in order to achieve OECD and EU requirements. This conclusion 
is in accord with the findings of (Eschenbach and Hoekman, 2006), who analyzed the over-all GATS 
commitments of CESE and CIS countries and the EU commitments and compared their GATS commitments to 
the actually applied policies in the service sector as a whole. They find that all countries that had the prospect of 
accession to the EU apply much higher overall level of services liberalization than the level they committed to 
in GATS. In our analysis of the financial services sector this result applies only to the countries that were the 
original members. Countries that only recently acceded to the WTO (which precedes EU accession) and soon 
after became EU members have already committed to a high liberalization level in financial services in GATS.  

The highest financial services liberalization indices in Table 2 are those of two EU member countries 
(since 2004): Estonia and Lithuania. These are followed by three CIS countries: Georgia, Kyrgyzstan and 
Armenia. The country’s size and/or the size of the financial markets also play an important part in the decision 
to liberalize. (Demirguc-Kunt, 2006) finds that small financial systems tend to under perform since they “fall 

short of minimum efficient scale and have much to gain from liberalizing and sourcing some of their financial 
services from abroad.” All the countries with the highest financial services’ liberalization index in Table 2 fall in 
this category. This may partially explain why their governments were willing to accept such high level of 
commitment in financial services. 
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On the other hand, many of those countries may have regretted accepting so high level of commitment. 
We found that in the special session of the Council for Trade in Services on March 6, 2003, newly acceded 
WTO members including Albania, Croatia, Georgia, Kyrgyzstan, Lithuania and Moldova, indicated that they 
had “undertaken major liberalization efforts in their WTO accession processes and had little or no margins for 
further flexibility” (ICTSD, 2003). This also underlines the fact that the WTO structure and accession 
negotiation procedure demands higher and higher levels of commitments from the prospective members. 
Furthermore, (Eschenbach and Hoekman, 2006) in their study find that in five countries, namely Armenia, 
Georgia, Kyrgyzstan, Moldova and FYR Macedonia, actually applied regime in all service sectors is less liberal 
than their GATS commitments.  

In their study (Eschenbach and Hoekman, 2006) also compared CESE and CIS country rankings 
according to the GATS commitment index (for total services) and according to the EBRD Services Reform 
Index (EBRD Index), which measures the success of overall services policy reform (it is calculated upon 
indicators such as privatization of state-owned monopolies, liberalization and progress in implementing a 
supporting legal, institutional and regulatory framework).. While ranking according the GATS commitment 
index for all services is similar to our ranking of financial services in Table 2, the ranking according to the 
EBRD Index is almost reversed. Here Hungary has the highest score, followed by Poland, Estonia, Czech 
Republic and Slovenia. The EBRD index is lowest for Kyrgyzstan, followed by Georgia, Moldova and Armenia, 
which are all CIS countries that fare among highest in our financial services sector liberalization index in Table 
2.  

 
Summary and conclusion 
 
In this paper we have examined liberalization commitments of WTO member countries in CESE and CIS in 
financial services sector. We conclude that of the three financial services sectors: insurance, banking and other 
(securities), according to the WTO commitments the most liberal sector is banking, which is also the most 
developed of the three financial services sectors in CESE and CIS countries. The level of commitment seems to 
be lowest for insurance sector, where a few countries schedule exclusive provision of mandatory insurance 
schemes in mode 3, and only one allows cross-border life insurance services.  

While all countries have achieved a high level of liberalization in mode 3 (commercial presence) 
except for Hungary, Slovenia and Serbia, most of them maintain some level of capital mobility limitations and 
modes 1 and 2 are more restricted. Liberal scores on mode 3 especially in banking signal the countries’ 

recognition of the positive role foreign banks may play in domestic financial system and find that to be an 
important vehicle for achieving internal competitiveness. However, fewer countries were willing to allow cross-
border branching (whereby achieving full liberalization in mode 3). This signals that these countries may not be 
willing to commit to a higher level of external exposure. However, for some countries that are OECD/EU 
members, the actual level of liberalization is higher than their GATS commitments. In other CESE countries, 
this is an indication that the financial services industries are still relatively under-developed and wish to 
establish internal competitiveness before being exposed to international competition  

Compared to the newly-acceded countries, the original WTO members have committed to a far lower 
level of liberalization in financial services. However, the actually observed policies are often more liberal then 
the GATS commitments in the original member countries. This situation, referred to as “autonomous 

liberalization”, presents an important drawback for GATS which in its successive negotiation rounds still proves 
to be unable to capture this liberalization level. In fact, the current Chairperson for services negotiations, Amb. 
Fernando de Mateo y Venturini, said that “a nice outcome in services would be one in which members bind 

autonomous liberalization which they have carried out since the conclusion of the Uruguay Round of trade 
negotiations a decade ago.” (Washington Trade Daily, 2/13/07).  

On the other hand, quite a few of the newly-acceded members, who faced much higher accession 
requirements, have problems in applying the level of liberalization they committed to in the WTO GATS. Some 
of them even may have actual policies that undermine their GATS commitments. Over protective prudential 
measures is one possible explanation for the situation where the applied regime in financial services is more 
restrictive than the respective GATS commitment. Prudential regulations, due to the prudential carve-out in the 
Annex, are allowed for financial services sector and need not be scheduled. However, as we have discussed, 
they may significantly impair GATS commitments in financial services sector. One of the future directions for 
financial services sector liberalization at global and individual country level should be development of 
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international standards and rules regarding prudential regulations, in order to further identify their scope, define 
what constitutes “justifiable” prudential measures and limit their derogatory impact on financial services trade. 
While the issue of autonomous liberalization has been widely discussed and is at core of the current 
negotiations, there are only few mentions of the issues of prudential regulations in this aspect (such as (Key, 
2003) and (Claessens, 2006a)). 
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TABLE 1: LIBERALIZATION COMMITMENTS IN FINANCIAL SERVICES FOR CESE AND CIS COUNTRIES 

Country   Insurance Banking Other (securities etc.) 

Albania Mode 1  Full commitment only for: marine and aviation transport 
insurance; reinsurance and retrocession.  

No commitment. No commitment (until development of appr. 
prudential regulation, 2010 at the latest). 

  Mode 2  Full commitment. Limitations on capital outflow (until 2010 at the latest). Limitations on capital outflow (until 2010 at the 
latest). 

  Mode 3  Full commitment. Full commitment. Full commitment. 

Armenia Mode 1 Full commitment only for: marine and aviation transport 
insurance; reinsurance and retrocession.  

Full commitment. No commitment. 

  Mode 2 Full commitment. Full commitment. Full commitment. 

  Mode 3 Full commitment. Full commitment. Foreign branches may not provide 
deposit services. 

Full commitment. 

Bulgaria  Mode 1 Significant limitations including on capital movement. No commitment. No commitment. 

  Mode 2 Significant limitations including on capital movement. No commitment. No commitment. 

  Mode 3 Foreign entry only through participation in the existing 
insurance companies or authorized branches. Exclusive 
providers of mandatory non-life insurance. 

Limitation on legal form of entry. Limitation on legal form of entry. 

Croatia Mode 1 Full commitment only for: marine and aviation transport 
insurance; reinsurance and retrocession.  

Full commitment except for acceptance of deposits.  No commitment for trading, and underwriting 
and issue of securities. 

  Mode 2 Full commitment only for: marine and aviation transport 
insurance; reinsurance and retrocession 

Capital mobility limitations. Capital mobility limitations. 

  Mode 3 Full commitment. Full commitment. Full commitment. 

Czech 
Republic 

Mode 1 No commitment. No commitment for deposit services, payments and 
trade in foreign exchange assets. Otherwise full 
commitment.  

No commitment for participation in issue of 
securities, asset management, settlement & 
clearing and trading transferable securities. 

  Mode 2 No commitment for life insurance of permanent residents, 
insurance of property and liability for loss and damage on 
domestic territory. 

No commitment for deposit and mortgage loan 
services. Otherwise mostly full commitment.  

No commitment for asset management, 
otherwise mostly full commitment. 

  Mode 3 Limitations on legal form of entry and exclusive providers of 
compulsory motor third party liability. 

Limitations on legal form of entry. Branches allowed. Limitations on legal form of entry. 

Estonia Mode 1 Full commitment. No commitment for deposit services. Otherwise full 
commitment. 

Full commitment. 

  Mode 2 Full commitment. Full commitment. Full commitment. 

  Mode 3 Full commitment. Full commitment. Full commitment. 

Georgia Mode 1 No commitment for life and non-life except for international 
transport regarding imports to Georgia. Full commitment for 
reinsurance and retrocession.  

Full commitment. Full commitment. 

  Mode 2 Full commitment. Full commitment. Full commitment. 

  Mode 3 Full commitment. Full commitment. Full commitment. 
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Country   Insurance Banking Other (securities etc.) 

Hungary Mode 1 Full commitment only for: marine and aviation transport 
insurance; reinsurance and retrocession. 

No commitment. No commitment. 

  Mode 2 Full commitment only for: marine and aviation transport 
insurance; reinsurance and retrocession.  

No commitment. No commitment. 

  Mode 3 MFN exemption (reciprocity condition).  MFN exemption (reciprocity condition) . MFN exemption (reciprocity condition). 

Kyrgyzstan Mode 1 No commitment, except for insurance of cargo transportation, 
brokerage and reinsurance. 

Full commitment. Full commitment. 

  Mode 2 Full commitment. Full commitment. Full commitment. 

  Mode 3 Full commitment. Full commitment. Full commitment. 

Latvia Mode 1 No commitment except for reinsurance. No commitment. No commitment. 

  Mode 2 Full commitment. Full commitment. Full commitment. 

  Mode 3 Full commitment. Full commitment. Full commitment. 

Lithuania Mode 1 Full commitment only for: marine and aviation transport 
insurance; reinsurance and retrocession.  

Full commitment. Full commitment. 

  Mode 2 Full commitment. Full commitment. Full commitment. 

  Mode 3 Full commitment. Full commitment. Full commitment. 

Macedonia, 
FYR 

Mode 1 Full commitment only for: marine and aviation transport 
insurance; insurance of commercially licensed transportation 
vehicles; and reinsurance and retrocession.  

No commitment. No commitment. 

  Mode 2 Full commitment only for: marine and aviation transport 
insurance; insurance of commercially licensed transportation 
vehicles; and reinsurance and retrocession  

Full commitment except for deposit services which 
will be liberalized upon phase II of Stabilisation and 
Association Agreement (SAA).  

No commitment, full commitment will be 
awarded gradually to trading, with the 
application  of SAA with the EU. 

  Mode 3 Limitation on legal form of entry, branches allowed from 2008. Limitation on legal form of entry. Branches allowed 
from 2008. 

Limitations on legal form of entry. 

Moldova Mode 1 Full commitment only for: marine and aviation transport 
insurance; reinsurance and retrocession.  

No commitment No commitment. 

  Mode 2 Full commitment. Full commitment except that outgoing capital 
transactions require approval. 

Full commitment except that outgoing capital 
transactions require approval. 

  Mode 3 Full commitment. Limitations on legal form of entry & branches. Limitations on legal form of entry. 

Poland Mode 1 Full commitment only for reinsurance and retrocession and 
goods in international transport.  

No commitment. No commitment. 

  Mode 2 Full commitment only for reinsurance and retrocession and 
goods in international transport.  

No commitment. No commitment. 

  Mode 3 Limitations on legal form of entry. Branches allowed. Limitations on legal form of entry. Branches allowed. Limitations on legal form of entry. Branches 
allowed. 
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Country   Insurance Banking Other (securities etc.) 

Romania Mode 1 No commitment except for reinsurance of the part of the risk 
that cannot be placed on domestic market. 

Full commitment except for payments where no 
commitment. 

No commitment. 

  Mode 2 No commitment except that ceding reinsurance on international 
market allowed for reinsured risk that can not be placed on 
domestic market.  

Only with the National Bank permission. No commitment. 

  Mode 3 Allowed only as a joint venture with a domestic person Full commitment. Limitations on legal form of entry.  

Slovak 
Republic 

Mode 1 No commitment for life insurance of permanent residents, 
insurance of property and liability for loss and damage on 
domestic territory and air and maritime insurance. Otherwise full 
commitment. 

No commitment for deposit services, payments and 
trade in foreign exchange assets. Capital mobility 
limitations. 

No commitment for participation in issue of 
securities, asset management, settlement & 
clearing services and trading transferable 
securities. 

  Mode 2 No commitment for life insurance of permanent residents, 
insurance of property and liability for loss and damage on 
domestic territory. Otherwise full commitment. 

No commitment for deposit services. Capital mobility 
limitations. 

No commitment for asset management. Capital 
mobility limitations. 

  Mode 3 Limitations on legal form of entry and exclusive providers of 
mandatory insurance schemes. 

Limitations on legal form of entry. Branches allowed. Legal form of entry. 

Slovenia Mode 1 Full commitment for: marine and aviation transport insurance 
and goods in international transit. Otherwise no commitment. 

No commitment. Only inbound credit, guarantees and 
commitments allowed, except for consumer credits (to 
be allowed upon acceptance of new Law).  

No commitment. 

  Mode 2 Full commitment for: marine and aviation transport insurance; 
goods in international transit and reinsurance and retrocession of 
the part of the risk that cannot be placed on domestic market (to 
be abolished upon adoption of new Law). Otherwise no 
commitment. 

No commitment.  No commitment. 

  Mode 3 Only as a joint venture with domestic entities and upon 
approval. Maximum foreign ownership 99% (to be abolished 
upon adoption of new Law). No commitment for privatization. 

Potential discretionary licensing for foreign 
participation. No branches. Will be liberalized upon 
adoption of new Law.  No commitment on 
privatization. 

Limitations on legal form of entry.  

Note:  No commitment – market closed (although in effect it may be open, the country did not make any obligation to keep it so); Full commitments – fully open market 
Mode 1 – cross border trade, Mode 2 – consumption abroad, Mode 3 – commercial presence 
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TABLE 2: LIBERALIZATION INDICES FOR DIRECT INSURANCE AND BANKING IN CESE AND CIS 

Country 
EU and OECD 

membership 

WTO  
membership 

 date 

Direct insurance Banking 

Life  
insurance 

Non-life  
insurance 

Acceptance of 
deposits 

All types of 
loans 

1. Estonia EU 1999, 13-Nov 1.00 1.00 0.88 1.00 

2. Lithuania EU 2001, 31-May 0.88 0.90 1.00 1.00 

3. Georgia - 2000, 14-Jun 0.88 0.80 1.00 1.00 

4. Kyrgyzstan - 1998, 20-Dec 0.88 0.80 1.00 1.00 

5. Armenia - 2003, 5-Feb 0.88 0.90 0.79 1.00 

6. Croatia - 2000, 30-Nov 0.85 0.88 0.85 0.98 

7. Albania - 2000, 8-Sep 0.88 0.90 0.87 0.78 

8. Latvia EU 1999, 10-Feb 0.88 0.80 0.88 0.80 

9. Moldova - 2001, 26-Jul 0.88 0.90 0.67 0.61 

10. Romania EU 1995, 1-Jan 0.64 0.56 0.99 0.98 

11. Poland OECD, EU 1995, 1-Jul 0.85 0.75 0.64 0.56 

12. Macedonia, 
FYR 

- 2003, 4-Apr 0.64 0.69 0.64 0.61 

13. Slovenia EU 1995, 30-Jul 0.64 0.69 0.43 0.63 

14. Bulgaria EU 1996, 1-Dec 0.64 0.48 0.64 0.56 

15. Slovak Republic OECD, EU 1995, 1-Jan 0.43 0.50 0.64 0.69 

16. Czech Republic OECD, EU 1995, 1-Jan 0.44 0.40 0.64 0.81 

17. Hungary OECD, EU 1995, 1-Jan 0.21 0.31 0.21 0.19 

18. Serbia - not a member 0.21 0.19 0.21 0.19 

Note: Higher levels of index indicate higher liberalization commitments  
Source: authors’ calculations based on methodology developed in (Mattoo, 1999) 
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Abstract 
 
The paper analyses the impact of the dynamics in large enterprises in the wood industry on the dynamics of small 
enterprises and the shadow economy in this industry. We use unique firm-level survey data for the sample of small 
enterprises in the wood industry in Slovenia. We find relatively a small impact of the dynamics and size structure of 
large enterprises on the dynamics of small enterprises in the wood industry. The important impact is found for the 
dynamics of large enterprises on the shadow economy in the wood industry. The empirical results imply implications 
for the regulatory system to provide a proper institutional enabling framework for the formal sector, a proper 
financial system for financing at acceptable assurance and costs, and an informal education schemes to provide basic 
business knowledge and good practices. 
 

Introduction 
 
The paper investigates enterprise behaviors and entrepreneurship, and dynamics and determinants of entry and 
exit of firms in particular. It is based on economic theory and empirical analysis for western market economies 
and for transition and emerging market economies (e.g. Geroski and Machin 1993; Machin and Van-Reenen 
1993; Bojnec 1999, 2001; Develaar 1991; Klepper 1999). In addition, the research is based on theoretical and 
empirical findings on factors of entry and exit of firms particularly for developed market economies (e.g. 
Antoncic 2007; García-Morales et al. 2006; Kraus and Schwarz 2007; Smith et al. 2007; Baily et al. 2004, 
Audretsch 2006, Faisal et al. 2007) as well as on theoretical and empirical findings for the Slovenian economy 
(e.g. Bojnec and Xavier 2004, 2005, 2007; Kocjancic and Bojnec 2007; Rebernik et al. 2006). Whereas in the 
previous research panel data analysis of the all manufacturing firms has been often used, we employ a sample 
analysis of small firms in the wood industry. The wood industry is a traditional, labor intensive branch in the 
Slovenian economy with an important role of small firms. Relatively low capital requirements and low wages in 
the wood industry vis-à-vis other economic activities might be a reason for a greater firm dynamics by entries 
and exits by firms and for the shadow economy that motivated our research. 

The main contributions of the paper are in the findings that are arising from the research on 
investigation of the impacts, causalities and implications between the dynamics of large enterprises on the 
dynamics of small enterprises and on the shadow economy in the wood industry in Slovenia. In addition, we 
explain theories and empirical research on entrepreneurship and firm dynamics. We first present methodology 
and data used, and empirical results of our research. Final section derives main findings and policy implications. 

 
Theoretical background and main stylized facts on enterprises dynamics and shadow 
economy 
 
Determinants of dynamics of large enterprises 
 
A body of literature has developed investigating the dynamics of entry and exit of enterprises. A high degree of 
correlation between the dynamics of entry and exit of enterprises is reported, which depends and varies by the 
economy sectors. The degree of correlation is similar for the dynamics of entry and exit of enterprises depending 
on the life cycle of the enterprise and its products. The empirical studies, which investigate the macro-economic 
environment in terms of business capacities show that the dynamics of entry and exit of enterprises is associated 
with the changes in the macro-economic environment of the enterprise (Hudson 1986; Robson 1996). The 
dynamics of exit is increasing under financial instabilities, which is consistent with the hypothesis on the life 
cycle of enterprise. The dynamics of entries and exits of enterprises vary depending of the degree of nominal and 
real financial instabilities. The economic cycle is defined with macro-economic variables such as rate of demand, 
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rate of unemployment or rate of growth of supply, influences of the rate of profitability (Geroski and Machin 
1993; Machin and Van-Reenen 1993; Geroski et al. 1997), which cause on the dynamics of entry and exit of 
enterprises. The research revealed the impact of changes in the macro-economic environment on the dynamics of 
entry and exit of enterprises (Higson et al. 2002, 2004). The research on the impact of interest rates and changes 
on liquidity of enterprises (Young 1995) show that some enterprises are very sensitive in the case of unexpected 
changes in the real interest rate. 

The growth of market and technological changes are main determinants, which determine on structure 
of production and distribution. The rate of growth is reflected in the dynamics of entry and exit of enterprises 
and their size structure (Dunne et al. 1988). Large enterprises, which invest more resources in research and 
development (R&D), and enterprises that have more efficient R&D projects show tendencies of growth, which is 
additionally induced by the exit of less efficient enterprises and by shrinking of their size structure (Klepper 
1999). The life cycle through demand and direct investments is transmitted in international migration of labor 
intensive branches. The theory of life cycle, which is based on demand and direct investments, is based on two 
assumptions. First, that demand for new products is generated by the demand in developed industrial countries 
and is later transmitted to developing countries. Second, that with the increase in the maturity in life cycle, there 
is less investments in technological changes and innovations, which is indicated in the development cycle in a 
way that the new industries begins in high industrial countries with existent demand and with technological and 
scientific resources. With the increase in demand in less developed markets there enterprises are entering in the 
stage of maturity, when there is reducing need for investments in new technology and experience labor force is 
not anymore necessary. Production become standardized, which provide opportunities for movement of 
production into less developed countries with cheaper labor force, whereas the development activities remain in 
the headquarter country. In this stage developed industrial countries become to imports these products from 
countries with cheaper labor force (Vernon 1966). 
 
Determinants of dynamics of small enterprises 
 
The dynamics of entry or exit of a certain economic subject is determined by several different factors. Some of 
them are economic and some non-economic factors (Antoncic 2007; García-Morales et al. 2006; Kraus and 
Schwarz 2007; Smith et al. 2007). The opportunity cost of capital, availability of capital, profitability of capital, 
availability of skilled labor, management and marketing channels, impacts of local government are some of 
factors, which determine decisions on entry or exit of enterprises (Bojnec and Xavier 2004, Baily et al. 2004, 
Audretsch 2006, Faisal et al. 2007). An important impact on economic rational for business decisions and 
associated dynamics of enterprises have monetary and fiscal policies, which with interest rates, taxes and 
budgetary expenditures determine profitability of capital (Li et al. 2007). Social partners and trade unions can 
also determine dynamics of entry and exit of enterprises with setting minimum and guaranteed wages, which are 
increasing a break-even point at the level, where some of enterprises are pushed for exit from business activities 
and for exit from the market or at least having losses on the short-run. 

The research of determinants of entry and exit of enterprises in the Slovenian manufacturing sectors by 
Bojnec and Xavier (2004) for the period 1994-2000 is based on the following main explanatory determinants: 
ownership structure of enterprises, competitive pressures and market orientations, some financial indicators and 
branch characteristics. The results of the research show that the dynamics of entry and exit in the Slovenian 
enterprises is determined by technological barriers, type of ownership of enterprises, export orientation, foreign 
competitive pressures, and branch characteristics. The enterprises, which experience technological barriers for 
exit, they have also technological barriers for exit, which is reflected in a higher share of entry of new enterprises 
than exit of enterprises. Labor intensive branches have higher rates of entry of new enterprises, because labor in 
relatively cheaper factor for new enterprises. These enterprises due to lower entry capital show better 
profitability rate. Due to this the rate of exit in these enterprises is also lower. Enterprises with higher share of 
private ownership have higher exit rate due to bankruptcy and market selection process, which replaces less 
efficient enterprises with more efficient ones. Export oriented enterprises show lower rate of exit and at the same 
time also lower rate of entries of new enterprises. Less efficient domestic enterprises, which produce lower 
quality products, are substituted from the market due to supply of foreign goods of better quality. Branches with 
high concentration of enterprises, which produce products of lower quality with low demand have higher rate of 
exit of inefficient enterprises than branches, where concentration of enterprises is lower (Bojnec and Xavier 
2004a, 2005, 2007). 
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The research on the dynamics of small enterprises in the wood industry in Slovenia by Kocjančič and 

Bojnec (2007) show that on the decisions on the establishing of enterprises have impacts the determinants of the 
environment for small enterprises and determinants on the role of entrepreneurs. Among the former determinants 
the most important impacts have determinants on the market share in sales, ability of financing of current 
business, and regular payments problems. Among the latter determinants, the most important impacts have 
ability to identify business opportunities, ability to lead enterprise, and motivation of entrepreneur. On the 
decision for exit or to stop enterprise businesses have the most important impacts enterprise environment and a 
bit less determinants on the role of entrepreneur. The analysis of common factors show that for the decision to 
establish enterprise are important factors on the role of entrepreneur, whereas negative impact have factors that 
are related to the role of government with legislation and regulatory framework. On the decision for exit or to 
stop with business activities of the enterprise are important factors of financial and regulatory nature, which 
belongs to the common factors of exit and on the role of entrepreneur (Kocjančič and Bojnec 2007). 
 
Shadow economy 
 
The shadow economy in Slovenia is usually investigated in research in transition economies and new member 
states of the European Union (EU). The estimated size of the shadow economy usually differs due to different 
definitions and methodology used. Schneider and Enste (2003) estimate the shadow economy in Slovenia on 
22.6% of gross domestic product (GDP) in the period 1990-1993, 23.9% in the period 1994-1995 and 26.7% in 
the period 2000-2001. They consider all economic activities, which are administratively arranged and should be 
taxed. The results show an increase in the dynamics of the shadow economy in the GDP of Slovenia to around 
one-fourth of GDP. 

During the pre-transition period, the size and causes for the shadow economy in Slovenia were analyzed 
by Glas (1991) and Kukar (1995). Their results show similar size of the shadow economy in Slovenia during the 
socialist system. They argue that among the main causes for the existence of the shadow economy are inflexible 
institutional system, planning economy, instable macroeconomic environment, increasing taxes, and 
contributions in the early stage of transition to a market economy. 

In the early transition period and later the number of enterprises increased rapidly in those sectors where 
bureaucratic limitations have been abolished. Most of small enterprises in the early state of the transition period 
operated within the shadow economy. Glas (1991) estimated among employed in the enterprises the shadow 
economy in Slovenia in the second half of the 1980s and found that more than 43% of employed was engaged in 
the shadow economy with around 38% of all revenues. The similar developments of the shadow economy are 
identified at the beginning of transition. 

Flajs and Vajda (2004) on the basis of the Eurostat methodology for measuring of GDP in Slovenia in 
the period 1995-2002 and with inclusion only of legal economic activities estimate the size of the shadow 
economy on 6.5%. The European Commission (2004) estimates the size of the shadow economy in Slovenia on 
17% of GDP in 2003. The comparison of the estimates for the size of the shadow economy in Slovenia 
confirmed its declining pattern of the economic activities, which perform in the informal sector. This indicates 
that the transition period, efficient and more stable macro-economic environment, more liberal institutional 
environment and market economy are likely to shift a part of the shadow economy activities into the official 
formal economy, which is reported by the national accounts statistics (Nastav and Bojnec 2007, 198). 
 
Methodology and data used 
 
The research aims to investigate the causalities between the dynamics of number of large enterprises and entry of 
new and exit of smaller enterprises and economic efficiency in the wood industry in Slovenia. We aim to 
investigate determinants of changes in the number and size structure of large enterprises and at what degree and 
in which way the changes in the number and size structure of large enterprises in the wood industry cause the 
dynamics of entries of new smaller enterprises and possible exits of small enterprises. We also aim to study the 
dynamics of entries and exits of small enterprises, which are caused by the changes in the number of large 
enterprises in the wood industry. They are causing the development of the shadow economy and the economic 
efficiency and profitability. On the basis of comparisons of the obtained empirical results of the research with a 
similar research in literature we derive implications for entrepreneurial decisions at the enterprise level and for 
needs of economic policy. 
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Our main thesis is that the entries and exits of small enterprises, the shadow economy and economic 
efficiency in the wood industry in Slovenia are directly associated with the dynamics in the number and 
importance of large enterprises in this industry. 

The small firm is defined according to the Slovenian legislation where at least two criteria should be 
fulfilled. A small firm is defined as: average number of employees in a business year is equal or less than 50 
employees, net revenues is equal or less than 7.3 million Euro, and active value in balance sheet of a firm is 
equal or less than 3.65 million Euro. A large firm is defined as: average number of employees in a business year 
is more than 250 employees, net revenues is more than 29.200 million Euro, and active value in balance sheet of 
a firm is more than 14.6 million Euro. 

 
 

Structure and dynamics of small firms in wood industry 
 
Most research on firm entrepreneurship and firm dynamics have been focused on developed market economies. 
However, there is a growing interest to investigate entrepreneurship and firm dynamics in emerging market 
economies, including in Slovenia (e.g. Rebernik et al. 2004, 2006; Bojnec and Xavier 2004, 2005, 2007). The 
special focus is also on investigation of structure and dynamics of small firms (e.g. European Commission 2002, 
IMAD 2004). 

We briefly introduce analysis on structures and firm dynamics in the Slovenian economy by SORS 
(2005), but our focus is on structures and dynamics of small firms on the basis of own surveys that have been 
conducted by a written questionnaire in the wood industry in Slovenia. This branch is considered as labor 
intensive with several small firms and more dynamic firm entries and exits. 

In addition, the special focus is on the analysis of our collected sample of enterprises. We first provide 
evidence on the small firms that are included in our sample of 168 small firms out of 3.324 firms in the wood 
industry in Slovenia. The surveys have been conducted between the end of 2008 and the beginning of 2009. 
According to the legal-organizational forms, the structure of small firms in the sample is as follows: limited 
liability firms 32.0 percent, self-employed entrepreneurs approximately 66 percent, and others 2 percent. The 
employment per firm in the sample varies between 1 and 49 employees per firm (TABLE 1).  

 

TABLE 1: POPULATION OF ENTERPRISES IN THE WOOD INDUSTRY, SLOVENIA, 2007 

 Number of enterprises Number of persons, who work 
Standard Classification of Activities DD20 DN36 DD20 DN36 
Micro enterprise (0 – 9 employees) 1,520 1,568 3,030 3,139 
Small enterprise (10 – 49 employees) 119 117 2,326 2,524 
Total micro and small enterprises 1,639 1,685 5,356 5,663 
Large enterprises (more than 250 employees) 6 12 3,385 5,212 
Total population 1,645 1,697 8,741 10,875 
Note:          DD20 – Manufacture of wood and wood products 
                   DN36 – Manufacture of furniture, manufacturing not elsewhere classified 
Source:      SORS (2008) 
 
The impact of reduction in the number of large enterprises on the dynamics of small enterprises 
 
Our analysis is based on the unique survey evidence, which shows that the impact of the reduction in the number 
of large enterprises on the dynamics of entry of small enterprises in the wood industry is relatively weak or in 
lower degree determine the dynamics of entry and exit of small enterprises in this branch. A bit higher 
importance is given to the impact of reduction in the number of large enterprises on the dynamics of entry of 
small enterprises in this branch. The average response values are between 3.00 and 3.09 out of 5 of the Likert 
scale, which means rather a neutral response. 

The impact of demand on the dynamics of small enterprises 
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The impact of demand, which occurs after the exit of large enterprise from the market, on the entry of 
new small enterprises, which substitute supply in the wood industry, is found to be modest. The average 
response value is 3.43 with standard deviation 1.0 of the estimate. 

The impact of new small enterprises on supply of new products 

The positive impact of the dynamics of entry of new small enterprises in the wood industry in Slovenia 
on supply of new products and services is associated with determinants related to the existing and new selling 
marketing channels. The survey results show the positive impact of the dynamics of new established small 
enterprises on the greater quantity supply of the existing products with the average value of responses 3.29. The 
response of average values for individual determinants is between 3.09 and 3.29 implying that there is identified 
increase in the supply of existing, improved, and new products. Large enterprises in labor intensive branches 
such as wood industry are pushed from the economic reasons to exit from the market or at least reduce average 
size of the enterprise. The new market mismatches are covered by existing and newly established small 
enterprises, which operate particularly in activities, which are due to local characteristics, logistic, and other 
reasons difficult to outsource to countries with cheap labor. 

The impact of reduction of the size structure of the large enterprises on the dynamics of small enterprises 

The impact of the reduction in the size structure of large enterprises on the dynamics of entry of small enterprises 
in the wood industry is found to be low or does not have significant impact on the dynamics of entry and exit of 
small enterprises in the wood industry. The impact on the dynamics of entry is estimated at the average value 
2.88 with standard deviation 1.15 of the estimate. The impact on the dynamics of exit is estimated at the average 
value 2.40 with standard deviation 1.11 of the estimate. 

Determinants of the dynamics of small enterprises 

In this part we analyze determinants of the dynamics of entry and exit small enterprises in the wood 
industry in Slovenia focusing on the constraints for entrepreneurs, the impact of competition on efficiency and 
the impact of efficiency on investments in the wood industry. 

Determinants for decision to establish small enterprise 

Among the determinants for the entry of small enterprises in the wood industry in Slovenia, three 
groups of factors are investigated that are related to solving socio-economic status of individual, entrepreneurial 
challenges and opportunities for better earnings. 

TABLE 2: DETERMINANTS IMPORTANT FOR THE DECISION FOR SETTING UP THE ENTERPRISE (Likert 

scale 1–5) 

Determinants N 
Average value Modus Median Standard 

deviation 
Solving socio-economic status of individual 165 3.62 4 4.00 1.090 
Entrepreneurial challenges 165 3.56 4 4.00 0.872 
Opportunities for better revenues 165 3.85 4 4.00 0.964 
Note:                   1 =very unimportant; 2 = unimportant; 3 = neutral; 4 = important; 5 = very important 
Source:                Kocjančič (2009) 

 
Among determinants for the decision for the setting up of new small enterprise in the wood industry in 

Slovenia, the greatest impact with the average value 3.85 has an opportunity for better revenue, after then the 
solving of socio-economic status of individual with the average value 3.62, and the entrepreneurial challenges 
with the average value 3.56 (TABLE 1). 

Main constraints for the decision for the setting up of small enterprise 

Among the major constraints for the decision for the setting up of new small enterprise, six groups of 
factors are included: lack of business knowledge, lack expert skills, lack of establishing capital, impact of current 
competition, impact of competition from the shadow economy, and impact of foreign import competition. 
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TABLE 3: MAIN CONSTRAINTS FOR THE DECISION TO SET UP NEW SMALL ENTERPRISE  

Determinants N Average value Modus Median Stand. Deviation 
Lack of business knowledge 150 2.92 3 3.00 1.201 
Lack of expert skills 150 2.68 3 3.00 1.143 
Lack of establishing capital 153 4.06 5 4.00 0.982 
Current competition in the branch 153 2.86 2 3.00 1.089 
Competition from the shadow economy 153 3.35 4 4.00 1.238 
Foreign import competition 153 3,00 3 3,00 1.318 
Note:                 1 =very unimportant; 2 = unimportant; 3 = neutral; 4 = important; 5 = very important 
Source:              Kocjančič (2009) 
 

As the most important constraints for the decision to set up new small enterprise is identified lack of 
establishing capital (TABLE 3). The important is also the impact of the competition from the shadow economy 
as the constraint for the decision to set up new small enterprise. Other analyzed determinants are found to have 
lower impact between unimportant and neutral. 

The impact of competition from small enterprises on the economic efficiency 

The impact of the greater number of new small enterprises in the wood industry in Slovenia on the 
degree of competition and on economic efficiency, we have included the following five determinants: greater 
number of new enterprises on value-added, rate of employment, rate of value-added per employee, degree of 
competition, and rate of economic efficiency of growing survival enterprises. 

TABLE 4: ANALYSES OF THE IMPACT OF COMPETITION OF SMALL ENTERPRISES ON ECONOMIC 

EFFICIENCY (Likert scale 1–5) 

Determinants N 
Average 

value 
Modus Median Standard 

deviation 
Impact of greater number of small enterprises on rate of value-
added in the branch 

156 3.06 3 3.0 1.011 

Impact of greater number of small enterprises on employment 
rate 

156 3.29 4 3.5 0.990 

Impact of greater number of small enterprises on rate of value-
added per employee 

156 3.38 4 3.5 1.062 

Impact of greater number of small enterprises on competition and 
rate of profitability of capital 

168 3.23 4 3.0 0.966 

Impact of greater number of small enterprises on economic 
efficiency of growing survival enterprises 

168 3.41 4 4.0 1.017 

Note:                 1 =very unimportant; 2 = unimportant; 3 = neutral; 4 = important; 5 = very important 
Source:              Kocjančič (2009) 

The impact of the greater number of new enterprises in the branch on different indicators of economic 
efficiency shows some differences (TABLE 4). The most important is find determinant economic efficiency in 
growing survival enterprises with average mark 3.41, and after then value-added per employee with average 
mark 3.38. The other three determinants have the average value above, but close to 3 (neutral). 

Impact of economic efficiency on investments 

The impact of economic efficiency on investments in the wood industry in Slovenia is investigated by 
the impact of rate of value-added per employee in the branch on investments in new technological equipment 
(4.0) and the impact of rate of profitability of capital on investments (4.3). These results imply relatively a high 
impact of these both factors on investments. 

 
Dynamics of small enterprises and shadow economy in the wood industry 
 
In this part we investigate the changes in number and size structure of large enterprises in the wood industry in 
Slovenia on the shadow economy. The starting point is theoretical and empirical research on the shadow 



387 

economy (Bajada 2005; Colin 2006; Feige & Ott 1999; Bojnec & Xavier 2004a, 2005, 2007; Schneider 2003, 
Nastav & Bojnec 2008).  

Due to relatively bad economic performances in the wood industry in Slovenia, there is a change in the 
number and size structure of large enterprises. This has implications for the reduction on employment in this 
branch. A part of labor surplus, which has occurred as a consequence of the changes in the number and size 
structure of large enterprises in the wood industry, has entered into the shadow economy. Therefore, we 
investigate how inability to stay in employment in large enterprises and how possible expectations on better 
revenues cause on the dynamics of entry and exit of small enterprises in the wood industry. The shadow 
economy with its supply creates competitive pressures on the supply-side of the wood industry market, which 
reduces profitability of the branch and has the impact on the increase in the dynamics of exit of less efficient 
small enterprises in this branch. 
 
Impact of dynamics of large enterprises on the shadow economy 
 
Impact of reduction in the number of large enterprises on the shadow economy in the wood industry 

Our results show relatively significant positive impact of the reduction in the number of large 
enterprises on the shadow economy in the wood industry in Slovenia (average estimated value 3.89). The 
increase in the shadow economy is related to shortcomings in regulatory framework. 

Impact of reduction in size structure of large enterprises on the shadow economy in the wood industry 

The impact of the reduction in the number of large enterprises on the shadow economy in the wood 
industry is evaluated at the average score 3.82. The importance of the shadow economy in the wood industry is 
also determined by the dynamics of the reduction in the number and average size structure of large enterprises in 
the wood industry. 

Impact of cost of labor on the shadow economy and dynamics of exit of small enterprises in the wood industry 

The impact of cost of labor in the structure of value-added per employee on the shadow economy (3.85) 
and on the dynamics of exit of small enterprises (3.49) confirms the importance of these factors on the shadow 
economy and on the dynamics of small enterprises in the wood industry. 

Impact of the shadow economy on competition of small enterprises in the wood industry 

The impact of the shadow economy with supply of products and services on competition of small 
enterprises in the wood industry is found to be modest (3.65) implying that the shadow economy with its supply 
has a modest impact on the reduction of competitiveness of small enterprises in the wood industry, which 
operate in the formal sector of the economy. 

Determinants and the shadow economy in the wood industry 

Determinants of the shadow economy in the wood industry 

The analysis of determinants for the decision to work in the shadow economy includes nine determinants, which 
are presented in TABLE 5. The most important impact on the decision to work in the shadow economy shows 
the determinants the level of taxes and contributions (3.96), opportunities for better earnings (3.93), and tax 
regulations (3.91). Still important are the rate of value-added per employee, low rate of value-added in the 
branch, and low moral of people. The least important to work in the shadow economy are the lack of establishing 
capital, degree of competition in the branch, and the lack of appropriate employment places. 

Dynamics and the shadow economy in the wood industry 

The importance of the shadow economy according to the respondents either remains at a similar level 
(51% respondents at the average score 3.61) or has increased slightly (29% of respondents at the average score 
4.37). The share of the shadow economy in the wood industry is evaluated at 21.7% (TABLE 6). This is close to 
the average in the Slovenian economy. 
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TABLE 5: DETERMINANTS FOR THE DECISION TO WORK IN THE SHADOW ECONOMY (Likert scale 1-5) 

Determinants N Average value Modus Median Standard 
deviation 

Rate of value-added per employee 162 3.61 4 4.00 0.954 
Low value-added 159 3.60 4 4.00 0.835 
Lack of establishing capital 162 3.30 4 3.00 0.918 
Degree of competition in the branch 159 3.23 3 3.00 0.885 
Level of taxes and contributions 162 3.96 4 4.00 0.905 
Tax regulations 159 3.91 4 4.00 0.786 
Opportunities for better earnings 162 3.93 4 4.00 0.962 
Low moral of people 159 3.58 4 4.00 1.021 
Lack of appropriate employment places 156 3.06 3 3.00 1.120 
Note:                 1 =very unimportant; 2 = unimportant; 3 = neutral; 4 = important; 5 = very important 
Source:              Kocjančič (2009) 
 

TABLE 6: SHARE OF THE SHADOW ECONOMY IN THE WOOD INDUSTRY 

 
N 

Average value Modus Median Standard 
deviation 

Share of the shadow economy 165 21.73 30 22.00 9.94 
Source:            Kocjančič (2009) 

 
Conclusion 
 
The reduction in the number and size structure of the large enterprises shows relatively small up to less 
important impact on the dynamics of small enterprises in the wood industry. The most important determinants, 
which cause the decision on setting up of new enterprise, are the opportunities for better earnings and solving 
socio-economic status of individual. The most important constraints for the decision on setting up new 
enterprises are lack of establishing capital and competition from the shadow economy. 

More important impact has the reduction in the number and size structure of large enterprises on the 
increase of the shadow economy in the wood industry. The most important determinants for the decision for 
work in the shadow economy are the level of taxes and contributions, opportunity for better earnings, and tax 
regulations. The estimated share of the shadow economy in the wood industry in Slovenia is around 22%, which 
is comparable with the average estimated value of the share of the shadow economy in the economy as a whole. 

As main solutions for the reduction of the shadow economy and the increase in the dynamics of entry of 
small enterprises in the wood industry, there are improvements in regulatory system and improvement in capital 
market to reduce financing costs. Moreover, trainings for knowledge and skills how to start and manage new 
small enterprise, and support for entrepreneurial activities and for setting up new enterprises are found as 
important. 

We have not confirmed the importance of the reduction in the number and size structure of large 
enterprises on the dynamics of small enterprises in the wood industry. However, we have found the important 
impact of the reduction in the number and size structure of large enterprises on the increase in the shadow 
economy in the wood industry. 
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Abstract 
 
Competition and cooperation among European regions and cities has been confirmed as one of the strongest 
developmental impulses in recent years. European regions and cities are struggling for their competitive advantage, 
taking into consideration broader regional and territorial context. CENTROPE (Central European Region) was 
launched in September 2003 with aim to profile the Central European Region as a framework for increasing wealth 
and sustainable growth in area of living and working space for about 6 million people. Cities, counties and other 
territorial subjects in Austria, Hungary, Czech Republic and Slovakia took a part in this initiative. CENTROPE 
Vision 2015 is considered as one of the leading strategic directions for this region. Innovative solutions based on 
cross-border cooperation in all the fields including economy, politics, culture and education is included in this vision. 
Special attention is paid to the role of both largest cities of this region, Vienna and Bratislava and their mutual 
cooperation as well as their role for the region as whole. Regional identity of CENTROPE, its marketing 
communication as well as place branding are the main focuses of this paper. 
 
1. Competition of European regions and cities 
 
European cities, regions and other territorial subjects are nowadays being in the process of permanent 
cooperation and competition. Rapid technological changes as well as newly established changes in the 
production, distribution and consumption patterns had significant effects on the new role and positioning of 
European regions within these processes (more e.g. in Giffinger 2005). Increased mobility of capital, qualified 
labour force as well as all the business actors contributed to the acceleration of the interregional competition. 
Regions have discovered completely new tasks. They strive to utilise their assets and advantages and to 
compensate their disadvantages and handicaps. National dimension has been continuously weakened down and 
regions are facing new developmental challenges. Understanding of regions as single and autonomic places 
within or across national states started intensive discourse on regionalization. Term “region” has become one of 

the most significant metaphors of current cultural, political, economic changes and practises (Tangkjaer, Linde-
Laursen 2004, p. 11). Among the factors of success in the regional competition the economic diversity, human 
capital, social cohesion, institutional network, right physical environment, communication networks and 
institutional capacity and considered most significant (Parkinson 1997, in Fertner 2006, p.13).  

Under the new conditions, the need for unique, authentic, original and plausible profile of each region 
seems to be urgent and more important than ever before.  Struggling for competitive advantages of the particular 
region has been getting more and more significant element in the recent development of each region. This has 
been intensively reflected in the developmental strategy, planning as well as the regional policies on various 
levels. Unique profile of each region, it’s positioning in the European and global market, values and distinctive 
traits are ones of the most precious assets, because these issues cannot be emulated, bought or stolen.  

Creating and transmission of this profile is often fostered and strengthen by concepts of regional 
marketing. It is obvious, that regional marketing as one the most rapidly developing phenomena of late years 
adopts various approaches from the commercial business practice (e.g. Kotler et al 1994). This requires a precise 
work in product formation, its improvement and effective transmission to the receiver or the target audience. 
Direct participation of the inhabitants on this process is very important. The inhabitants are key players in this 
process – they are both co-creators of the product and also the key target group in the process of its acceptation 
and evaluation.  

In many analogies, a region is being perceived and considered as unique “company” or organisation, 
with various segments of target groups (visitors, investors, inhabitants), but also with its own “staff” or 
stakeholders (citizens, companies settled down in the city, culture bodies, universities, communities). The 
competitiveness of such milieu is nowadays in many cases as high as that in commercial branch structures. 
Competitiveness has become one of the major leading forces of regionalization, being the leitmotif of its 
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legitimization: if given territorial subject neglects the process of competition (as well as cooperation, which is 
considered as one of the most effective tools of interregional competition), it might lead to marginalization and 
decline of the whole region (“others will out-maneuver us” - Tangkjaer, Linde-Laursen 2004, p. 11). One of the 
fundamental preconditions of the success is the authenticity of the message. This means not only to find USP 
(unique selling proposition) of the region but more than ever before to develop and manage regional identity in 
the harmony of the past development, value priorities and expectations of the inhabitants.  

Each region should monitor, foster and develop its own profile and positioning within the competition 
of European regions. Its value profile, preferences, unique traits and behavioural and communication patterns 
might represent the necessary added value. Striving for competitive profile means development of qualitative 
issues, not quantitative ones. One of the most appreciated benefits is the loyalty of partners toward the region - 
stable, long-term and deeply profiled set of the attitudes. This is an asset, which many companies are dreaming 
about. 
 
2. Central European Region CENTROPE 
 
2.1. Background 
CENTROPE, a Central European Region consisting from areas within the quadrangle formed by the Czech 
Republic, Slovakia, Hungary and Austria has been launched in September 2003 in Austrian small municipality 
Kittsee. The participating territorial subjects (counties of Vienna, Lower Austria, Burgenland, Southern 
Moravia, Bratislava, Trnava, Gyor-Moson-Sopron, Vas and cities of Brno, Bratislava, Trnava, Gyor, Eisenstadt, 
Sopron, Szombathely and St. Polten) decided to prolong and advance their cross-border cooperation activities 
by forming newly established Central European Region (CENTROPE). Political declaration adopted in 
September 2003 stressed the common goals, raising prosperity and sustainable development of newly 
established region. There have been defined several sectoral development perspectives including 
communication and public relations, labour market and qualification, tourism, science, research and innovation, 
culture and society as well as multilateral co-operation management (more in e.g. Krajatis et all 2003, Schwetz 
2005, Lettner 2007). 

After initial Kittsee declaration (“Building and European Region”), a series of political memoranda 

followed. These milestones (St. Pőlten 2005 Political memorandum “We grow together, together we grow“, 

Vienna 2006 Political memorandum “We shape the  future“, and Bratislava 2007 Memorandum “Ready for 
take-off“) predestined the direction of the development of this region. The years 2003-06 were predominantly 
dedicated to the building of sectoral networks and political structures (more in e.g. Fertner 2006, p. 76-77). 
Additional boost and dynamics has been gained after 1st May 2004, the day of accession of Slovakia, Czech 
republic and Hungary toward the European Union. This act has brought elimination of almost all restrictions and 
increased the degree of economic convergence. Restriction on Austrian labour market, supposed to be abolished 
in 2011 is one of the last economic burdens.  

The backbone of the region is represented by bilpolar metropolitan region Vienna-Bratislava, with its 
long common history, mutual functional ties and high dynamics of growth. With regard to business and 
marketing communication, CENTROPE has to deal with some rather competitive initiatives (TwinCity Vienna 
– Bratislava), covering the mutual relationship of Vienna and Bratislava more precisely. 

One of the most significant competitive advantages of the CENTROPE region is its scientific profile. 
More than 25 universities and academic bodies are based in the region and their cooperation with the business 
institutions is intensively promoted in all 4 member countries. CENTROPE is striving to maintain its identity as 
a sustainable region, stressing its natural landscape potential. The river of Danube and the green belt between 
Vienna and Bratislava are one of the irreplaceable landmarks of the region. Outstanding quality of live derives 
from the proximity of urban centres and attractive natural landscapes. A lot of effort has been made in terms of 
revitalization of brownfileds in the region, especially in urban areas (e.g. gasometers in Vienna or Eurovea area 
on Danube embarkment in Bratislava). 

Having entered into the accelerating competition of European regions, CENTROPE has to find and live 
its vision in order to mobilize and utilise all the extraordinary sources and potentials (more in Krajatis et al. 
2003). However, many questions are still unanswered and many issues have to be continuously solved. Is 
CENTROPE a naturally shaped European region or is it a mere political/scientific concept? Is there a strong 
vision binding the common interests of all the influential regional stakeholders and key players? Is CENTROPE 
a common brand for various activities in the region? Is there a common regional identity and “feeling of 
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togetherness“ among the inhabitants or is the public rather unattached and indifferent with regard to this 
initiative? This paper strives to outline plausible answers. 

 
 
 

 
          

FIG.1: CENTROPE REGION (www.centrope.info) 
 
2.2 Strategic vision 
Strategic vision of any territorial subject should be approached as a conceptual driving force, set of imageries 
based on the wished future shape, a developmental direction taking into account the goals, aims, values and 
underlying assumptions of all the relevant actors. A proper vision with significant emotional depth enables to 
mobilize stakeholders, bring authenticity of the message and secures commitment. These are more important 
pre-conditions than exact time-schedules or milestones. Vision should be elaborated, communicated and lived in 
every day practice by its creators.  

It is obvious, that the idea of CENTROPE must rely on strong and comprehensible vision. 
CENTROPE Vision 2015 is a result of more than 2 years of work of experts from the fields of politics, 
administration, economy, research, culture, tourism, labour and the media in all 4 participating countries. It has 
been elaborated in 2005-06, involving experience and knowledge of more than 200 experts. It was not an easy 
task to integrate four national perspectives and different levels of decision-making, but process of collaboration 
brought various ideas of multilateral development of region together. CENTROPE Vision 2015 should be 
perceived as an interim result of professional debate, an open document reflecting imagery going behind day-to-
day political frameworks and current burdens. This platform should generate further suggestions, alternatives, 
impulses and reflection to previous and current development of the region. 2015 horizon is broad enough to 
overcome current and temporary setbacks, unsolved matters and every-day obstacles. On the other hand, 2015 
was set up to be not that far in the future, making the effort more tangible and motivating. “The Vision 
CENTROPE 2015” is to function as a kind of snapshot to inform about findings and possible perspectives 
proposed so far; it wants to provide suggestions, trigger reflections, generate new impulses and offer a 
framework for the creative and productive evolution of CENTROPE, in keeping with the motto We grow 
together - together we grow" (CENTROPE 2015 Vision, p.15). 
 
2.2.1. CENTROPE Vision 2015 (outlined in 2005):  
Six and half millions people will have strong ties toward the CENTROPE region and they will have clear 
understanding of what is linking them together and what potential lies inside this region. Citizens of 
CENTROPE use the same currency, move freely across the borders and last restrictions of the labour market 
have expired. They exploit Central European Space and all its utilities. CENTROPE serves as a model region of 
integration of “old” and “new” EU member states. CENTROPE became a heart of one of the most rapidly 
developing areas in Europe and serves as a top selection for the companies operating in Central and Eastern 
Europe. Feeling of togetherness and cohesion has been significantly promoted by various interdisciplinary 
networks of knowledge, research projects and exchanges of students and researchers. Key infrastructure projects 



393 

helped to strengthen the mutual accessibility of various stakeholders within the region and fostered the 
economic growth which retains its dynamics from the early years of the century. CENTROPE is continuously 
building its sustainable strategy, being depicted as a dynamic “biosphere growth region”. High quality of life 

becomes the characteristic trait of CENTROPE and one of the most significant location assets. CENTROPE 
concept is backed by strong regional identification of citizens and has been favourably accepted by large portion 
of inhabitants. They fully utilise newly emerged networks and contacts without having abolished their particular 
national specifics. Cohesive and highly profiled appearance of CENTROPE enables the Central European 
Region to play a significant role on the European scale. Management model of CENTROPE combines and 
integrates the cooperation, competition and independent acting of all the actors. Multilateral overall steering 
network (CENTROPE Conference) is adding the necessary strategic level of coordination and cooperation 
respecting all the individual needs. Smooth and genuine coordination of various interests without generating a 
necessity to constitute an additional political body is one of the main achievements of CENTROPE during 2005-
2015. 
 
2.2.2 CENTROPE Vision 2015 (reconsidered in 2008): 
2008: All the requirements for the free movement of the citizens have been fulfilled. The economic growth of 
the CENTROPE is still going on; the region seems to be affected by global financial crisis only in minor scale. 
Intensification of cooperation between “old” and “new” EU member countries continues. Research and 
development networking are operating and searching for new challenges. Demographic changes, processes of 
suburbanization and ageing of population continue in the anticipated direction. Communication and cooperation 
among the actors and bodies of CENTROPE goes on.  

On the other hand, the feeling of common regional identity, social cohesion within the region, feeling 
of togetherness is still rather weak and vague. Despite of the intensive media coverage of all the main 
CENTROPE events, the public remained rather unattached and the feedback is scarce. Decision-making 
processes are still not fully harmonised (e.g. Clark 2007, p.17). Business forces prefer to be related rather to the 
TWIN-City Brand than to CENTROPE. Main concern is that CENTROPE is still perceived as rather more 
scientific or in best case political concept and necessary business-driven attention is lacking. Initial dynamics of 
development is in some areas decreased and we are waiting for new impulses.  
 
3. Identity and Branding 
 
Spatial planning as the strategic management of the territory has besides the classic, countable and hard factors 
to take into the consideration also soft factors reluctant to traditional classification. Regional identity is one of 
these factors. It is a holistic concept integrating landscape and architectural variables with social contents: 
norms, rules, beliefs and values of the community. In rather aggravating competition of cities and regions, it 
does represent not the mere factor of positive distinction, but provides an existential value toward the members 
of the community. Identity of region, town or area has its origin in Latin word genius loci. It means the original 
qualities of place giving an existential value. Many other economic, social or cultural issues complete the 
identity of territorial subjects. The phenomena of identity are neither exclusively spatial planning/architectural 
nor mere cultural/social issue and must be researched and treated through a highly balanced interdisciplinary 
approach.  

The initial approaches toward strategic management of regional identity include the transfer of adjusted 
tools from the business practice. Brand management and Corporate Identity are examples of such efforts and 
have been utilised since the beginning of the 90-ties. It has been shown, that territorial subjects (regions 
inclusive) are kind of social constructions overlapping their geographical or spatial dimension. These 
constructions require a specific regime of identity management and branding (Kavaratzis, Ashworth 2005, and 
p.506). Theory of Corporate Identity of territorial subjects is still in early developmental phases. However, the 
examples of some cities and regions in German speaking countries (Luzern, Ulm, Stuttgart, and Vienna) have 
brought some promising results. Corporate Identity of territorial subject cannot be reduced on visual style or 
visual communication, but must be treated in highly strategic way, being rather more the strategic management 
of the “Self” of the region instead of mere visuals (see e.g. Beyrow 1998). 

The attempts to use Branding as a tool of management of regional identity were even more successful. 
Branding of the regions and cities is nowadays one of the most vital and dynamic fields of regional marketing 
and management. Brand carries emotional added value, fosters orientation and promotes an identification and 
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empathy. This approach is clearly goal-oriented and enables to focus on several important issues. Beside the 
commitment to declared vales, Brand Management makes both external as well as internal communication of 
the region easier – e.g. if the Brand is associated with pro-environmental attitudes, it is obvious and likely that 
any developmental act will be perceived in concordance with previous pro-environmental orientation of the 
region. Each Brand is simplification and metaphoric construction. In some cases, this might generate some 
setbacks – the Brand Management was in several cases reduced to superficial and one-dimensional 
communication process.   

Both tools of strategic management – Place Branding and Corporate Identity – are shifting the regional 
identity from the casually shaped phenomena to target oriented tools of strategic regional development. 
 
3.1. CENTROPE Brand 
CENTROPE name and brand was a result of schoolchildren competition back in 2002 organised within the 
CERNET, a cross-border cooperation educational project. More than 100 schools took a part in this proceeding 
and the winning proposal has been brought by the students of secondary school “KMS Josef Enslein-Platz” in 

Vienna. The name CENTROPE is sticking both basic semantic characteristics of region – CENTRAL and 
EUROPE together (more e.g. CENTROPE – Central European Region, Platform Meeting 1, Vienna 18.2.2004). 
Under this name the first cross-border Interreg III A project has been launched. The name CENTROPE has been 
widely used in scientific and research milieu as well as in media. However, the business reflection was rather 
weak and the Brand knowledge among the inhabitants is not as deep as intended. One of the few exceptions is 
Raiffeisenlandesbank Niederoesterreich Wien referring to CENTROPE as the main area of its activities. 
 

 
FIG. 2: LOGOTYPE OF CENTROPE (www.centrope.info) 

If we were to analyse so called Brand Personality of CENTROPE, we might include the following traits: 
 
Well-mannered, slow and friendly 
CENTROPE is a product of Central European planning culture, with all the moderate pace and sometimes slow 
action. This trait might seem in some cases inflexible, but it is the reflection of regional identity of this place and 
probably cannot be fully eliminated. 
 
Manifold and versatile 
CENTROPE is consisting from the actors and areas being located in 4 different countries. CENTROPE will 
never be a monolithic bloc with one voice. Manifoldness, versatility, multilaterality are the significant 
characteristics of CENTROPE Brand. However, there is a long portion of inertia when harmonising national 
contexts, different language and cultural codes as well as previous historical common heritage. 
 
Academic and sophisticated  
CENTROPE is clearly a top-down process, having been born in the political regional structures and still 
struggling for its acceptation and attractivness among the inhabitants and local actors. We have to admitt, there 
the attachment of business and commercial structures toward this Brand is still rather weak and vague. 
CENTROPE is still not strong and attractive enough to be a semantic carrier for business communication and 
image making strategies of commercial bodies. 
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Diffuse, vague and artificial 
CENTROPE was always rather more a concept than a physical unit with clear borders and shape. The interim 
precision of its borders (some initial partners e.g. České Budějovice were refrained and left behind) has clearly 

shown that the reflection of the regional development in planning practice might be different than the initial 
conceptual frameworks. Insufficient maturity of the CENTROPE Brand has been widely admitted (e.g. Finance 
and Economics Councillor and Deputy Mayor of City of Vienna Mag. R. Brauner in interview for Businnes 
Location Austria, Annual 2008). 
 
Vital and (over)ambitious  
CENTROPE is aiming to play a "Champions League" within the process of interregional competition. (see e.g. 
the statement, the formation of Centrope is an attempt by Central Europe to stand up to the major economic 
regions in booming countries like India or China“ – Business Location Austria, Annual 2006, CENTROPE 
Vision 2015, p.31).  
 

TABLE 1: CENTROPE BRAND ASSET VALUATION  
(methodology developed by Young and Rubicam, in Aaker, p.256): 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

4. Regional image 
 
Image is an abstract mental construction representing the subject in minds of auditorium. Positive image of a 
region or city means its goodwill, its good reputation or positive emotion appearing when thinking about the 
subject. It is very hard to win and especially to keep a positive image. Such effort needs a research of external 
surrounding, strategic planning, but most of all it needs a perfect teamwork. 

Regional image is a reflection of regional identity and an essential issue of the developmental strategy. 
Image making and image keeping should be an integral part of the marketing strategy of each region competing 
in highly competitive environment. It should be derived from strategic vision and all the undertaken measures 
should be in concordance with this concept. Regional image is an abstract, often diffuse and sometimes 
misunderstood concept. It is necessary to take into the consideration the following premises: 
1. Image making is a long-term process – it is hardly possible to create positive image of the region 

within short period and by several particular steps and measures. Persistence of the regional image is even 
deeper than images of the commercial brands and corporations. CENTROPE as a relatively new region 

Dimension: Measures: Our verdict: Comment: 
Brand 

Differentiation 
 

ability of the brand 
be unique and 

distinguished from 
its competitors 

 

moderate CENTROPE is defined 
and communicated but 
the brand is still rather 

young and 
inexperienced 

Brand Relevance 
 

actual and perceived 
importance of the 
brand to a large 

consumer market 
segment 

 

moderate to rather 
low 

 

CENTROPE is not 
perceived as a relevant 

brand to all the 
segment groups 

Brand Esteem 
 

perceived quality, 
trustwortiness and 
status of a brand 

 

moderate to rather 
high 

 

CENTROPE is not 
„cheap“ or „fake“ but 

is rather unprofiled 
and diffuse 

Brand Knowledge 
 

degree of awareness 
and knowledge made 

by personal 
experience, degree of 
intimacy of the brand 

 

low 
 

CENTROPE is not 
lived and transmitted 

by personal experience 
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which cannot lean on proven, deeply anchored connotations in the minds of target groups. In the other hand, 
positive associacion related to aforementioned cities (mainly Vienna and Bratislva) might help to stabilise 
positive image of the whole region within longer time periods. 

2. There is no monolithic image – prevailing image is an intersection of many images and beliefs 
(sometimes contradictory). Image of the region differs from group to group and is heavily influenced by 
several core factors from point of view of the particular group. Architectural forms, culture and natural 
landscapes might be the most distinctive image traits for visitors, high economic growth might represent 
CENTROPE for investors etc. Manifoldness and variability of CENTROPE might find its echo also in the 
image making and image keeping. 

3. The image of the region is continuously changing, although the changes are sometimes hard to detect 
and to directly observe. It means, that creating the positive image is not the final stage in the process of 
image making. In some cases, it is much more difficult to keep positive image than to create it. 
Nevertheless, the systematic, long-term, conceptual and sophisticated work regarding keeping positive and 
stable image during years must be appreciated. CENTROPE is still in initial stages of this process. 

 
Building and keeping the image of the region is a very delicate process, beginning with diagnostic of 

current image. The survey may be realized in different ways, from the screening exploration of various groups’ 

opinions and preferences to deep analytical research mapping out the shifts and development of opinions, their 
stability in time and their depth in perceivers minds. As far as known, there is no such effort made in recent 
years and deep and profound image analysis is one of the most important challenges in terms of Brand 
management of CENTROPE. 

The most essential channel for the transmission of regional is the external communication – 
advertising, marketing, sponsoring, events and public relations. All these activities have been covered in recent 
years by DIANE agency. Austrian daily Der Standard issued 4 times yearly Special CENTROPE enclosure with 
German, Slovak, Cech and Hungarian language mutations. Web-site platform www.centrope.info has been 
widely reckognised as an unique and valuable source of information of CENTROPE. There have been 
elaborated 7 video-clips and 3 movie-spots. Several festivals, music performances and yacht races have been 
externalised for the support of CENTROPE Brand. However, image making and image keeping activities of 
CENTROPE focus more on international audience with predominant economic background. 
 
5. Conclusion 
 
It is still too early to assess the overall success of the CENTROPE concept. However, the region had its 5th 
anniversary and it is an opportunity to reflect its recent and previous development with regard to proclaimed 
vision statement. Recent disputes and researches indicate that CENTROPE concept has been successful rather 
more in the outer dimension (marketing and promotion, image making and image keeping) than inside the 
region (identification with region, feeling of togetherness, common policy and effective cooperation). 
CENTROPE Brand is still too young, academic and is not lived in every day practice. Marketing and 
communication is oriented toward foreign business structure and is neglecting other target groups (especially 
domestic SMEs and the public in general). Corporate Identity of CENTROPE is reduced to visual style, other 
elements (communication patterns, behaviour, values) are lacking. There are lacking instruments and methods to 
measure Brand Positioning and Brand Image. Accelerating processes of competition of European regions 
require more precise Brand Management of CENTROPE and the internal focus of communication activities 
towards the inhabitants and domestic stakeholders is highly advisable. CENTROPE is a concept with immense 
potential and perspectives but must be lived in everyday practice. “Brand Building through acting instead Brand 
Building by Statements” might be the desirable approach. 
 
This paper has been promoted by project BRIBAST CZ/08/LLP-LdV/TOI/134005, programme Leonardo da 
Vinci II. 

http://www.centrope.info/
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Abstract 
 
The paper deals with some experiences as gathered especially from our three most recent EU projects viz. 
EU/6FP/IST/SIBIS, EU/6FP/IST/EPRI-start and EU/6FP/IST/iWebCare that have been funded by the EU under the 
6FP and its IST – Information Society Technologies Program. For more details about the particular projects please 
see at our e-Europe Research & Development Centre (http://erdc.fm.uniba.sk). The paper reflects also experiences as 
gathered from author’s active participation in various EU/IST/ICT funded projects continuously since year 2000 and 
also of author’s expert evaluation assignments for the European Commission within the previous 6FP and current 

7FP as well as from practical experiences from submissions of projects proposals within former IST-Information 
society program of the EU/6FP and current ICT – Information and Communication technologies of the current 7FP  
 
Introduction 
 
The Lisbon strategy of the EU as adopted at the Summit of the EU member states leaders in March 2000 has 
stipulated as its main goal by the year 2010 that the EU should become the most advanced and competitive 
“knowledge based” economy in the world with more and better jobs … cheap Internet as the main backbone of 

the whole Lisbon strategy and the future e-Europe with … modern public services on-line … dynamic e-
business environment, etc. [1] 
 It is quite clear that such an ambitious and challenging strategy could not be an easy and straightforward 
“highway” towards its main objectives especially as far as the main goal i.e. the EU as the most advanced 
knowledge based economy in the world is concerned. The further development has quite clearly demonstrated 
that the main goals of the Lisbon strategy have probably been too ambitious for the current stage of the EU and 
especially for the national governments of new member states and their general development strategies. In 
particular and quite logically it could not take into account that during the same period of years 2000-2010 an 
another important process would be going on in the EU development. This other equally demanding process has 
been the process of the ongoing enlargement of the EU from the previous 15 member states group of (mostly 
highly developed Western European) states to the current EU of 25 member states since 1 May 2004 and 
subsequently to the EU-27 when on 1st January 2007 also Romania and Bulgaria even less developed countries 
have became new EU members. Most of these new member states (NMS) are former socialist and less 
developed countries from the Central and Eastern Europe including the former USSR. The entry of these new 
member states has just further widened the gap between the EU and the USA that the Union would like to 
overtake as the most advanced knowledge based economy in the world by year 2010. 
As it has been stated also in the W. Kok’s Mid Term Evaluation Report of the Lisbon Strategy in November 

2004 [2]: “…member states have made some progress in one or more areas but none succeeded consistently 

across a broad front halfway to year 2010… the overall picture is very mixed…Europe needs to step up its 

efforts considerably in order to meet the Lisbon’s main objectives by the year 2010 …”. 
 From the above, it is quite clear that especially the NMS have been not prepared and sufficiently developed 
for such a challenging tasks as stipulated by the original Lisbon strategy. Most of them have been still in the 
various stages of transition from their former command economies to modern market economies and in 
particular towards their most demanding Internal and/or Common market of the EU. 
On the basis of these and other evaluations, the EU finally adopted a revised and somehow less broader and 
more focused i2010 strategy i.e. A European Information Society for Growth and Development [3] i.e. strategy 
that has been focusing not on becoming the most advanced knowledge based economy but to become by the 
target year 2010 an Information Society that will be able to achieve the steady and higher overall 
macroeconomic and socio-economic development with higher employment and macroeconomic growth. 

The main objective of this paper is to evaluate the current situation and our own experiences and research 
results as achieved in implementation of the Lisbon strategy on e-Europe and/or i2010 Strategy as outlined 
under the EU/6FP/IST that has been operational during the period of years 2002 through 2006 and to compare it 

mailto:dusan.soltes@fm.uniba.sk
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with experiences from the first two years of the operation of the EU/7FP/ICT as prepared for years 2007 through 
2013 i.e. years being key for the success of the overall Lisbon strategy. 

 
1. Support to implementation of the Lisbon and/or i2010 strategies on the EU level and 

some related problems in EU member states  
 
If we are going in this part to assess and evaluated the so far conducted development as well as the current 
situation as achieved in implementation of the Lisbon strategy and/or its continuation and innovation in the form 
of the i2010 strategy we have to differentiate two different levels of this process.  

The first level is the level of the EU as such i.e. what has been achieved in support of this implementation 
process by various EU central institutions regarding legislation, institution building, budgetary support, 
organizational and technical provisions, etc. 

The second level and from the point of the practical implementation perhaps even more important than the 
first “union” level is the level of the national member states that are directly responsible for the practical 

implementation of the particular Lisbon and i2010 strategies on the national level in their respective countries.  
As far as the first level i.e. the EU level is concerned we could state that in support of the “Information 

society” and the “Knowledge based economy” within the future EU has been prepared and taken a whole range 
of measures and political decisions and strategic documents that in principle created quite a sufficient and at the 
same time efficient basis for a relatively smooth practical implementation of the EU as a future Information 
society being economically supported by the fully functional knowledge based economy. In this respect  

 
1.1 Main results as achieved in support of the EU as an Information society with a Knowledge based 

economy on the Union level 
 
In support of the above two main objectives of the original Lisbon strategy and also its innovated continuation 
i.e. i2010 there has been on the central community level of the original EU-15 and current EU-27 adopted a 
whole range of supporting policy decisions, legislative, organizational, institutional, budgetary and other 
necessary provisions. In this connection first of all we have to mention the following ones: 

The first one is the original Lisbon strategy as adopted at the summit of the EU leaders in April 2000 at 
Faro in Portugal as the general strategic framework for any further development of the EU as the future 
Information society with the knowledge based economy. Although as we have already mentioned above, the 
original Lisbon strategy has been to some extent replaced by the later i2010 strategy, it is also necessary to 
stress that the Lisbon strategy has never been officially abandoned and/or called off. This important, however, 
often overlooked fact has been e.g. stressed by several later decisions of the EU institutions. Although Lisbon 
main original strategic objective regarding the EU as the most advanced knowledge based society in the world 
has been replaced by the main objectives of the i2010 strategy all its other objectives like e.g. a cheap Internet, 
more and better jobs to be created also by more widely and efficiently applied IST/ICT, a dynamic e-business 
environment, modern public services to be offered online etc. through e.g. e-government services to citizens on 
the most widest principles of subsidiarity, etc. have remained unchanged and it is up to the EU member states to 
adopt such measures and policies that will bring them closer to these original objectives of the Lisbon strategy.  

In view of the above, the innovated i2010 is not at all possible to be understood as any abolishment of the 
original Lisbon strategy but first of all as its innovated version that within the other main objectives has 
stipulated the growth and jobs as the new main priorities but all of them again to be achieved with the full 
implementation of the latest IST and/or ICT  

In addition to the above two mutually interlinked strategies (Lisbon and i2010) the EU has adopted the 
whole range of various other strategic and conceptual documents and programs that in one or other way in more 
specific terms and measures support the development of the EU as the future Information society and 
knowledge based economy. For example in October 2007, the European Commission [4} reaffirmed the 
relevance of the Lisbon strategy described as a crucial tool to promote the long-term competitiveness and 
growth of the economy as a the best chance for the EU to benefit from globalization opportunities. Later on, on 
the basis of that the European Council of 13 and 14 March 2008 launched a new cycle of the Lisbon strategy for 
the 2008-2010 period with stressing and reiterating to EU-27 member states the necessity to reinforce their 
implementation strategies of the Lisbon agenda in this respect In this connection it is also necessary to stress 
that an other important step in the implementation of the original Lisbon strategy has been made by the 
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interlinking the Lisbon strategy with the EU Cohesion policy and thus further stressing the regional and 
territorial dimension in the implementation of the main objectives in this respect i.e. developing the EU as the an 
information society with the knowledge based economy on the most widest territorial and regional bases and 
thus further underlining the above mentioned principles of subsidiarity, etc. 

There has been also an ongoing process on further strengthened legislative basis for the development and 
implementation of various projects within the Lisbon and i2010 strategies. In this respect altogether 42 
directives in support of the IST/ICT has been enacted by the central institutions of the EU in particular by the 
European Commission (16), the European Parliament and. the Council (19) and 7 adopted by the Council itself.  
These initial legislative basis in support of the Lisbon and i2010 strategies has been further evolving, innovated 
and perfected although again from the practical experience and results of our research in the particular research 
area it has been found out and confirmed that again similarly like in the case of the overall Lisbon strategy, the 
legislative basis based on directives is not fully meeting its objectives as would have been expected. Again 
especially some member states and especially the NMS interpret in many cases these directives in a very 
different ways and many of them have not yet been implemented in full although they have been enacted several 
years ago so there has been quite sufficient time period for their practical implementation in the conditions of 
the EU member states and especially in some NMS. Most probably some more stronger legislative acts than 
directives e.g. in the form of regulations would better serve to their purpose and objectives. Especially if we 
consider them in the context of one of the main objectives of the i2010 strategy on creating not only an 
information society but also the common information space within the whole current and future EU territory  

An another important contribution to the further development of the EU according to its Lisbon and i2010 
strategies has been creation of the ERA – European research Area that since year of its inception in year 200 has 
been the main institutional and organizational framework and basis in practical implementation of the both 
strategies. In short the main objectives of the ERA has been the same as of the EU internal market i.e. enable 
researchers to create an area for free movement of researchers so they could fully benefit of the free movement 
of persons as one of the four fundamental freedoms of the EU specially focused on their specific research and 
development activities. Thus allowing them to benefit from the open sharing and using of accumulated know 
how within the whole territory of the EU. In addition the ERA has been giving to all EU researchers an unique 
opportunity to participate without any restrictions in the widest possible area of EU, national, regional, cross-
border, national and sub-national projects funded by the EU and/or other stakeholders of the Union. And last but 
not least the ERA has been understood from the beginning as a main tool and vehicle for helping EU researchers 
for teaming up with their colleagues from all over the globe and thus further enhancing their research and 
development capacities and capabilities in close cooperation with their non-EU foreign partners. 

All the above strategic as well as other provisions as adopted in support of implementation of the Lisbon 
and i2010 strategies on the EU as an information society and knowledge based economy have found its full 
reflection as well as full benefits in the EU’s 7

th Framework Program for years 2007-13 that we will deal with in 
chapter 3 of this paper.  

 
1.2 Some problems and weaknesses in development of the EU as an Information society and Knowledge 

based economy in the EU (especially new) member states  
 
As mentioned already in the Introduction to this paper, in the W. Kok’s Mid-term evaluation report it has been 
clearly pointed out that “...member states have made some progress in one or more areas but none succeeded 

consistently across a broad front....” This statement has been equally related to all EU member states i.e. the 
original EU-15 as initiators of the original Lisbon strategy as well as – and in particular – to all NMS i.e. the 
EU-10 new members who acceded to the EU and thus also to the Lisbon strategy at the time of their accession 
to the EU in 2004 i.e. in time when the Lisbon strategy has already been in the 5th year of its implementation. It 
is true that all candidate countries since the very inception of the Lisbon strategy have declared their adherence 
to that strategy and joined it through their own Action plans and National Strategies for implementation of the 
Lisbon strategy. But on the other hand it is also an undisputed fact that there were from the very beginning of 
this implementation process some inconsistencies in this respect that to some extent have been quite logical and 
understandable for various reasons.  

First of all, all NMS have been in general less developed countries also in terms of the IST/ICT than their 
“older” co-members of the EU-15. Hence, in this respect that have not contributed to the acceleration of the 
entire implementation process of the Lisbon strategy but have rather widened the gap between the enlarged EU-
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25 and the USA as the main competitor of the EU in its drive to become the most advanced knowledge based 
economy in the world. Hence even if the NMS have had made their best in achieving their own implementation 
objectives in implementation of the Lisbon strategy it would not have brought the expected results as that 
natural and historically existing gap would have been existing there anyhow. 

An another although perhaps less visible but still existing factor in this respect has been the factor of 
complexity of the entire process of the accession of the NMS into the EU. While the old member states have had 
for the implementation of various integration strategies several decades of a gradual process, the NMS have had 
to adjust themselves to the highly developed EU-15 only several years that in addition have been accompanied 
by a process of several years lasted accession negotiations that in many cases were like a “moving target” that 

according to a popular saying means that “... until everything in negotiations is not approved, nothing is 

approved...”. And the same is also true and perhaps even more regarding the Lisbon strategy that as at time 
being the latest EU strategy was at the same time also even more moving target than all other various EU 
strategies and common policies, as many of them like e.g. the CAP, Internal/Common market Cohesion policy, 
Regional Policy, etc. have been existing almost as long as the entire history of the EU and all its predecessors. In 
view of this it is then no surprise that for the NMS the entire Lisbon strategy has been even more complicated 
and less consistent than it has been in the case of all various other common policies of the EU. 

Last but definitely not the least important factor in the case of the implementation of the Lisbon strategy 
vis-a-vis the NMS has been the fact that these new EU members did not have at disposal the same financial and 
budgetary provisions as it would have been needed in order to overcome their relative less developed 
information and communication infrastructure in comparison with their partners from the old EU-15 member 
states. In this respect then also from the EU budget had not been at disposal such a financial support that could 
be helping in narrowing the existing gap between the old and new EU member states. One problem in this 
respect was the fact that against all original expectations the enlargement of the EU by 10 NMS through the so-
called “big bang” has been much more massive than any other even the most optimistic predictions and 

expectations would have expected. In contradiction to this massive enlargement of the EU have been the 
financial provisions of the EU 6FP that for years 2002-2006 i.e. the period of the particular enlargement has 
allocated for all various R&D activities and programs – i.e. not only for the IST – only a relatively modest (in 
comparison with the subsequent 7FP) amount of 17.5 billion Euro.  

In this respect nothing more positive has been changed by another and so far the latest enlargement on 1st 
January 2007 when the two latest entrants viz. Bulgaria and Romania have joined the EU and increased its 
membership to the current EU-27 member states.  

All in all the latest enlargements of the EU to the current EU-27 has meant that any progress in the 
implementation of the original Lisbon strategy and also its less ambitious i2010 strategy needed a completely 
new approach and implementation strategy that has found full expression especially in the later adopted and 
currently operated EU’s 7

th Framework Program for years 2007-2013 that we are dealing with in the next part of 
this paper and that at the same time being also the key one in this respect.  

 
2. The EU/7FP/ICT for years 2007-2011 as the EU’s main vehicle for acceleration of 

implementation of the Lisbon and i2010 strategies and achieving a global e-Inclusion 
and e-Accessibility in a community research 

 
On the basis of our particular comparative analysis based on our practical experiences form an active 
participation in both i.e. the previous 6FP and the current 7FP, the results achieved could be summarized to the 
following main advantages of the latter one. 

The 7FP has been approved for seven years i.e. a longer period than it has been in the case of the 6FP with 
five years what due to the character of many research and development projects creates much more stable and 
thus also more effective operational area with the clearly stated rules, funding schemas i.e. types of projects to 
be funded by the EU, etc.  

Thanks probably also to some proposals from various parts of the EU research community including this 
author on many occasions of various EU organized conferences, workshops, etc., the funds as allocated for the 
7FP from the EU budget have been substantially increased in comparison with the current 6FP. While the 6FP 
altogether was handling the total budget of only 17.5 billion Euro for the new 7FP the total budget allocation has 
been so far over 50.5 billion Euro. But even that substantially increased budget for the 7FP does not need 
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necessary to be the final one depending upon the further development of the EU economics. Although under the 
ongoing global financial crisis that has already hit also the EU it is quite possible that the above figure will be 
also the final one. However, under any circumstances it is a substantial increase in funding for the 7FP in 
comparison with the previous one that according to the official sources [4] represents an increase by 41% from 
6FP at 2004 prices and 63% at current prices.  

In absolute figures that means that also on the comparative annual basis there has been an increase from 3.5 
billion Euro to more than double amount of over 7 billion Euro under the future 7FP. It is evident that as before 
not all these funding is only for the ICT program and has to cover all various other research and development 
programs under the framework of the ERA – European Research Area. But on the other hand it has to be 
mentioned also an undisputed fact that practically all other programs have currently had in bedded in their 
structures and costs also those for application of ICT in the particular research area especially in such thematic 
areas as Nanosciences, Health and in particular e-Health, Socio-Economic Sciences and Humanities, etc. The 
ICT research program by itself without these secondary ICT related and/or utilizing thematic areas represents 
the largest allocation of the EU funding on the level of 9,11 billion Euro. That by itself is almost 20% of the 
total 7FP budget. However, on the other hand these impressive increases are still substantially less than is 
funding allocated for the CAP – Common Agriculture Policy that still swallows almost the same amount f about 
50 billion Euro annually although from the point of the Lisbon and i2010 strategy one could hardly speak about 
any substantial growth of this sector to growth and (better) jobs! But in any case generally there has been an 
evident positive trend and shift in favour of the Community R&D although not perhaps as revolutionary as the 
ERA and its protagonists would expect and desire but that evident progress has been there . And it creates also a 
good starting platform for the expected future substantial revision in the provisions for the CAP after the year 
2011 when will expire the current still stand in the CAP funding 

An another positive fact in funding has been regarding involvement of the SME in the EU/7FP. The funding 
limit for them has been increased from the current 50% to 75% what gives more chances to this important and 
very dynamic sector for its active involvement into the research and development activities under the future 
7FP. Especially important it is in and for the ICT sector where the most innovative capacities are right in small 
and medium ICT related firms. On the other hand our experiences from the EU/6FP/IST EPRI-start project have 
clearly demonstrated that even this remaining lower threshold of 25% of own contribution could be for some 
ICT related SMEs too high especially if we realize that some SMEs with the highest research and innovation 
potential are really too small or rather only micro companies with less than 10 employees. For them any own 
contribution could be rather too demanding. But on the other hand it is important to realize that this own 
contribution has to be understood as rather flexible one as it in no case means any “cash” deposit to some bank 

account of the EC but rather as a rather variable and open in-kind contribution to the overall costs of the 
particular R&D activities like e.g. research space/offices, energies, communication and other related costs, 
salaries of personnel assigned to the EU funded project, etc. On the other hand some obstacle for their active 
participation in the community R&D projects could be the cash flow from the EC to members of various 
consortia. Our own experiences clearly demonstrate that the delays up to 1-2 years in the final payments are no 
exemption. In this respect it would be really very much desirable if also in the cases of payments under the 7FP 
a kind of decentralization and/or subsidiarity would be introduced in order to minimize this kind of delayed 
payments that as we have mentioned above are often the main reasons for non participation of SMEs in the 
community R&D programs. This factor is an important one in case of the ICT related SMEs from the NMS, 
countries in transition and/or developing countries including of course also those from Africa. However, in 
general, the 7FP very supportive towards SMEs in general as every thematic research area contains also a 
specific part on the potential benefits of that particular research for industry and SMEs. In this respect it is 
evident that the 7FP is trying as much to incorporate into the community research also SMEs as it is quite 
common in the USA wherein right the SMEs are main protagonists of innovations especially in ICT sector 
where all major innovation processes in PCs, Internet, web browsers, software have they source in SMEs and 
their entrepreneurship,  

In connection with the above more open policy for active participation of subjects from the non-EU 
member states in the future 7FP it is important to underline the following fact. In connection with the EU’s 

intentions to become a more respected and active global player and at the same time to support inflow of the 
innovative know how from the outside of the EU for the support of the Lisbon and i2010 strategies, the EU has 
now even more wider opened door for entrants from non-EU member countries for their active participation in 
the 7FP especially in the ICT program. There are at least two important aspects in this respect. One being that 
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with only three partners from three different EU member states, there is practically available almost unlimited 
number of partners from non-EU member states. The other one being that practically the whole world has been 
invited to join the 7FP 

In connection with the above “open door” policy of the EU towards research and development partners 

from the non-EU member states it is important that this door is widely open practically for all the developing 
world including some of the poorest and/or smallest and most tiny nations. Most of them are probably hardly 
even known to ordinary EU citizens and thus also contributors to the EU’s 7FP budget like e.g. Cook Islands, 
Tonga, Tuvalu, Vanuatu, Samoa, Kiribati, Nauru, Nine, Palau etc. in the Pacific rim. It is really a commendable 
gesture that clearly indicates that the EU firmly believes that the knowledge, know how, entrepreneurship are 
not exclusive domains only of the most rich nations. Those later ones by the way are excluded are excluded 
from the direct EU funding under the 7FP.  

In this truly global geographic context it is important also to realize an another not less important factor of 
real liberalization, globalization of the EU sponsored community research and its almost universal and global e-
Inclusion and e-Accessibility . Among eligible countries for funding from the EU 7FP budget are thus also such 
countries that are otherwise ostracized and often criticized for some of their deficiencies in the human rights, or 
intentions to become nuclear arms owners, etc. like e.g. Cuba, Syria, Belarus, Burma/Myanmar, Iran, 
Venezuela, Zimbabwe, Sudan, etc. This most welcome “open door” and comprehensive e-Inclusion and e-
Accessibility policy of the 7FP is going even that far that in case of some big and very prospective countries like 
Russia, China, Brazil, India they are considered not only as eligible countries but also as regions so there could 
be more partners from these countries on the basis of their internal regions, states, etc. what is further widening 
their participating potential and thus also their more than welcome active contribution to the EU community 
R&D  

Of course the 7FP is going to be open also for all most developed countries like the USA, Canada, 
Australia, New Zealand or some very rich countries like Saudi Arabia, Kuwait, Qatar, Bahrain, etc. but not 
under the funding from the EU budget. However, again for individual experts even from these countries the 
funding from the EU could be made available on the case to case basis 

However, the most challenging in the 7FP in addition and/or better above the already mentioned various 
positive development trends is the so-called physical e-infrastructure for achieving full also technically provided 
e-Inclusion and e-Accessibility for the truly and fully EU Global Research Network. Under the GEANT2 
(www.geant2.net) the particular e-Infrastructure and/or grid has been made available for full practical utilization 
by researchers practically from any corner of the world. This global network through its individual subsystems 
like AGEE, DEISA, EU MEDGRID, EELA, OSG, TERAGRID, SEEGRID, EUINDIAGRID, 
EUCHINAGRID, NAREGI, BALTAGRID, KNOWARC has created the system that is directly linking current 
and mainly future partners also in the community research and development into one homogenous e-working 
environment where the exchange of knowledge, information, results, innovations will only be a matter of 
fraction of time for direct on-line, real time transmissions. In this way, e-research and e-science under the 7FP 
will be only a matter of e-communications from/to any place of the globe as also above names of particular grids 
indicate as e.g. regarding the USA, the Latin America (EELA, ALICE), China (EUCHINAGRID, 
TEIN2/ORIENT), Vietnam (TEIN3), India (EUINDIAGRID), South East Europe (SEEGRID), Baltic 
(BALTICGRID), etc. 

 
3. Main conclusions and recommendations on potential global e-Inclusion and e-

Accesibility for researchers worldwide 
 
Our experiences from the above EU funded projects (for more details see: http://erdc.fm.uniba.sk) have clearly 
demonstrated that so far adopted and conducted approach of the EU - especially on its community level - to the 
implementation of the Lisbon and i2010 strategies  definitely brought with itself the whole range of benefits and 
positive results for the most widest eInclusion and eAccessibility for a truly and fully global approach to the 
EUs 7FP like e.g. through the above global research and development network/grid within the GEANT2, etc. 
and as we have in some general overview presented in the previous part 2.1 of this paper 
 As we have clearly demonstrated in the previous parts of this paper it is evident that the EU as a whole, its 
EU member states and in particular the European Commission and its units responsible for the R&D in general 
and for ICT in particular in preparation of the 7FP adopted very systematic and comprehensive “self-learning” 

approach i.e. learning from its own experiences as well as from the opinions and recommendations spelled out 

http://www.geant2.net/
http://erdc.fm.uniba.sk/
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during the 6FP in years 2002-2006 by various experts including this author who among others served not only 
as a partner to several EU funded IST projects within the 6FP but also as an evaluation expert for the 6 and 7FP 
and active participant of numerous EU funded and/or co-organized events in Asia, Latin America and also in 
Africa regarding e.g. IST Africa 2008.  
 In view of this, the main features and principles as adopted for the 7FP in its ICT Work Programme are 
definitely creating all necessary preconditions for an accelerated approach and proceeding in the 
“informatization” of the society irrespective if we consider it under the original and recently reinvigorated [8] e-
Europe Lisbon strategy as the EU’s official response to globalization or its “renewed” i2010 strategy focused 

mainly towards growth and job but fully supporting all information society and economy features of the entire 
Lisbon process. However, irrespective of this minor strategic differences, the most important fact is that the EU 
has managed to create for the 7FP all the necessary preconditions for the full utilization of all the potential 
benefits we have mentioned in the part 2.1 of this paper. In this respect the most important for us is the global 
dimension of the 7FP i.e. its full opening to the know how and innovations coming from the countries being 
outside of the EU and technologically being supported by the already available e-infrastructure in the form of 
worldwide grid. 
 In this connection, various recent events organized by the EU in promoting also this global collaborative 
approach of the EU in the 7FP as e.g.. the EUSEA in Singapore in June 2006 and BELIEF in New Delhi in 
December 2006, the BELIEF EELA in Rio de Janeiro in June 2007 and Mainly IST Africa 2008 in Windhoek 
have clearly demonstrated that the EU and especially the EC are very serious in their effort for attracting 
research and development capacities from the outside world to international consortia for solving challenging 
tasks in the 7FP in its ICT programme. In this respect especially “Get-in-Touch” sessions at above events have 
also clearly demonstrated an enormous interest from the developed as well as developing countries in joining 
their capacities with their partners from the EU member states in solving tasks under the 7FP/IST. Within them, 
especially at the IST Africa 2008  they have presented many excellent ideas that are meeting many various 
aspects of all 7 basic Challenges of the 7FP/ICT and after some proper elaboration and transformation into the 
required form of proposals for EU funded projects they could have a good chance to become funded by the EU. 
One evident and general problem in this connection seems to be still a rather big complexity of rules and 
regulations of the EU for preparing a “good” project. Especially for the researchers from the developing 

countries who are as a rule not so much familiar with various technical but also terminological specifics of 
individual “Calls” for submission of project proposals for being funded by the EU’s 7FP. In this connection we 

came to conclusion that one of the vital roles for overcoming this obstacle could be played by partners from the 
NMS who in a relatively short time had to master in cooperation with their partners from the “old” EU-15 
member states all the complexities in preparation of “good” EU funded projects. For example our e-Europe 
Research & Development Centre at the Faculty of Management of the Comenius University (//erdc.fm.uniba.sk) 
is one of such institutions that could now already help in transferring its recently acquired “hands on” 

experiences from preparing good EU projects to the potential partners from the developing countries in general 
and those from Africa in particular. It is just a matter of some organizational and financial arrangements e.g. in 
the form of some ad-hoc teams of experts who have good practical (we stress practical) hands on experiences 
from preparation EU funded projects and in addition have e.g. served also as evaluators for the previous 6 and 
current 7FP. Although from some of these examples and ideas it is quite clear that the EU new strategy within 
the 7FP has created very important preconditions for a full benefits of the truly and fully global eInclusion and 
eAccessibility in the ICT related EU’s R&D program within the current 7FP!. 
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Abstract 
 
The result of the Slovak economy transformation (which began already in the former Czechoslovakia) was a change 
in ownership relations. The performance of economy largely depends on efficiency of the adopted Corporate 
Governance model which, however, develops in the long term. In Slovakia, the freedom in ownership control 
regulation has influenced the development of board structure. A two-tier model was adopted, but without a clear 
definition of the role of supervisory board and its independence. Institutional environment was formed into a bank-
centric financial system. The aim of this paper is to refer to key development trends and further possible direction of 
Corporate Governance principles application.       
 
Introduction  
 
Account scandals in the US companies in the past years did not avoid also companies in the European Union. 
Especially, revelation of frauds of large non-financial companies such as  ENRON, WorldCom or Parmalat 
connected with inconsistency of financial companies has powerfully influenced increase in business ethics and 
also increase in quality of supervisory mechanisms in companies worldwide. The quality of Corporate 
Governance has become a main agenda of both financial and non-financial companies, capital markets, national 
governments, the European Commission and international institutions.  

While the issue of Corporate Governance is still a big challenge in the Slovak Republic, only a few 
aspects of Corporate Governance are revised in developed market economies, mainly in connection with 
globalization, mergers and acquisitions of transnational corporations, increase of number of small and medium 
enterprises and also with relevant application of information technologies. These circumstances are an example 
for Slovak companies that have entered the global space where competitive environment creates on one hand 
unprecedented business opportunities, but on the other hand excludes untransparent and untrusted subjects.  

In 1999, the Organization for Economic Cooperation and Development (OECD) adopted a set of five 
principles for Corporate Governance which was revised on the ground of yearlong experience in 2004. A new 
principle in the field of regulatory framework was added, with the use of experience of a specific country 
(OECD Principles of Corporate Governance (Revised), OECD, Paris, 2004). All international institutions using 
these Principles consider improvement of Corporate Governance application to be the key to prosperity, because 
the Principles support and strengthen competitiveness of companies in the global environment. 

The World Bank contributes by initiating projects concerning the reform of Corporate Governance in 
the legal, regulatory and institutional field. In 2003, the World Bank evaluated the state of Corporate 
Governence  in Slovakia (ROSC). In the conclusions, it emphasized an improvement of the legal and regulatory 
framework by amending the Commercial Code, but above all, it stressed the continuing low strategic importance 
of a supervisory board.  

The aim of this paper is to analyze one of the fundamental problems of the Corporate Governence level 
in Slovakia, i.e. setting up boards.  

 
1. Theoretical grounds for establishing internal mechanisms of Corporate 
Governence  
 
The modern research of Corporate Governance aims to observe the development of relevant conditions by 
differentiating two basic ownership supervisory systems that primarily rely on, firstly, Insider Control Systems 
and secondly, Outsider Control Systems, where the latter are mainly based on external control power of the 
market. Both control systems have a common ground in resolving the decrease of transaction costs that result 
from a moral hazard and also in minimization of risks connected with division of ownership and management.  



407 

Insider ownership control is based on internal regulation and control of company´s activities. This 
control does not rely on influence of capital markets, but instead focuses on control by the concentration of 
ownership and a supervisory body – a supervisory board or board of directors. Majority owners directly 
supervise the  management through their representatives in a board and through the cross ownership in the 
holding companies or families (basically founders) from the position of creditors (supervision by the way of 
debt).  (Hučka,  2002). A strong legal protection of creditors corresponds to this system, where creditors have 
access to confidential information and they directly interfere with the strategic decisions of the management. 
State interventions play an important role here as well, especially in France. This system, called the continental 
Europe model, is used in countries of continental Europe, mainly Germany, Austria, France, but also Slovakia 
and the Czech Republic; also Japan and South Korea in Asia.   

Outsider ownership control is based on effective competitive markets, above all capital market and 
market for corporate control. Owners prefer portfolio orientation and focus on public capital markets. It is 
mirrored in a system, where ownership of company´s property is dispersed among a large number of outside 
investors, whereas the ownership of institutional investors prevails. These investors do not tend to keep large 
shares of stocks in any company and therefore have little direct control. The expression of such markets are 
friendly and hostile takeovers and mergers or manager markets. This type of control is based on a theory, under 
which the main aim of a company is maximization of the shareholder value. The decisive condition for 
effectiveness of the market for corporate control is information effectiveness of the capital market and trust in 
the provided information. The market can develop only when the protection of minority shareholders is 
effective. This control system has been reflected in the Anglo-Saxon control model and has developed in the 
USA, United Kingdom and the Commonwealth countries.  

The aforementioned differences in the ownership structure mirror in the legal and regulatory 
environment that is characterized by different company laws and regulation of securities market where investors 
perform their activities. Legislation of countries preferring Anglo-Saxon model does not allow concentration of 
capital, unlike countries perferring another model. Diffused ownership is reflected in the legislation protecting 
shareholders who are investors. On the other hand, the continental Europe model offers better protection to 
creditors and to interests of stakeholders. 
 In the USA, industry sector is legislatively dividied from the financial sector, unlike the commercial 
banks in Germany. This distinction results also from the way of capital accumulation, necessary for the 
company development.    
 These differences also reflect the representation of employees in a board, in problems of stakeholders, 
in shareholders rights, in board structure, its roles and responsibilities, independent supervisory board and 
managerial board, committees of boards and information disclosure (Gregory and Simmelkjaer,  2002).  
 
2. Development of boards structure 
 
Companies set up their bodies as basic internal instruments of Corporate Governance in order to practically 
perform their roles resulting from Corporate Governance. They are general meeting of shareholders, managerial 
board, supervisory board or board of directors. They take responsibility for the activity of a joint stock company. 
The main share of responsibility is defined to be between board members and shareholders.  

Organizational architecture of boards, their structure, size and internal and external relations differ 
significantly in indiviual countries, in the context of the internal ownership control type. Usefulness and 
effectiveness of board structure is a primary determining factor in reference to internal instruments of Corporate 
Governance. It is the same logic of division of board competencies into executive activities and supervisory and 
governing activities. Historically, the differences in the approach to internal and external control have developed 
into two basic board structures, namely one-tier structure (unitary) and two-tier structure of boards (Tricker, 
1994).  

We will focus mainly on the examination of two-tier structure which is applied in Slovakia, in the 
following text.    

The main character of the two-tier structure is a clearly defined responsibility of a management board 
(composed of executive management) for the executive governance of a company, whereas the role of a 
supervisory board (composed of outside members or representatives of employees) is rather difficult to describe. 
Its legal functions are legislatively determined to be the supervision over activities of the management board 
members and their recalling. Also, its important, the so-called soft, functions are accentuated, which are used in 



408 

cooperation with stakeholders to help balance their interests. The supervisory board supervises the management 
(not the company), its law-abidingness and observance of decision-making processes, risk management system 
and corporate strategy. The supervisory board cannot directly participate in managing the company, but if it 
considers the development of corporate activities to be problematic, specific types of transactions may be 
subject to its approval.  However, if the supervisory board is to be involved in the influence of the management 
decision making and direction of the company, it also depends on the policy of owners. In this structure, if laid 
down by law, representatives of employees are elected into the supervisory board quite often.  For instance in 
Germany, under the act on co-decision making (the act hasn´t changed since 1976), employees elect one third of 

their representatives to the supervisory board, but in large companies with over 2000 employees and in selected 
industries they elect one half of the board. The principle of co-decision is applied here. The supervisory board is 
often more numerous in size than the management board.  

In the two-tier structure, the responsibility is divided between a management board and a supervisory 
board, see Figure 1.   
 
 

 
 
 
 
 
                      Supervisory Board 

- representatives  
       of owners 
- representatives of  
       employees  

 
 
 
 
 
 
 
 
 

FIG. 1: ORGANIZATIONAL ARCHITECTURE OF THE TWO-TIER SYSTEM 

 
Historically, the two-tier structure developed in countries with a broader approach to co-decision 

making of stakeholders, especially employees (Stakeholder Approach Model), i.e. in the countries of continental 
Europe such as Germany or Austria. This structure is used also in the transition countries, such as Slovakia or 
the Czech Republic.  

An important element of both board structures is setting up special-purpose advisory bodies to support 
the decision making in governance, management and risk detection. They are executive and supervisory 
committees (board committees) with a specialized role and focus, for instance for internal audit, remuneration or 
nominations. Many issues and problems require a lot of time to prepare background documents, independent 
analyses and solutions to these problems. Committees may be set up as standing committees, being a standard 
part of boards or temporary committees, usually serving a short-term specific resolution of problems. The work 
of a secretary of boards is very important, as they organize the work of committees and other bodies (Klírová, 

2001).  
The most of the continental Europe countries adopted the one-tier structure. The vast majority of 

countries have also the opportunity to opt between the one-tier and the two-tier structure. Detailed information 
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  Management Board 
    - CEO 
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on the predominant board structure and the role of employees in  the European Union countries is shown in the 
Table 1.  

 
TABLE 1: BOARD STRUCTURE AND ROLE OF EMPLOYEES IN THE EU COUNTIRES 

 
* other structure also available   ** Board of auditors also required 
Source: Gregory and Simmelkjaer,  2002 
 

Other structure is also available, for instance, in Belgium, Finland, France, Greece or Portugal. Only 
one-tier structure is available in Luxembourg, Spain and Portugal. Many countries allow representation of 
employees in the supervisory body, for instance Germany, Austria, or Denmark.  

Basic differences, indicated between both models, are also in the representation of employees in the 
supervisory body. There is no legal obligation to elect representatives of employees in the one-tier model.  

So, what are the basic differences between a management board and a supervisory board in the two-tier 
structure ? The supervisory board is elected by shareholders and employees and it also appoints the management 
board. The supervisory board has a strategic and supervisory function, whereas the management board manages 
corporate activities. It is important to understand that the supervisory board is a body that enforces conceptual 
strategic objectives of owners vis-a-vis the executives and also supervises their activities. The chairman of the 
supervisory board has a key role in fulfilment of these tasks.  

The „German-type“ board should strengthen the oversight and protection of minority shareholders. The 
supervisory board should appoint a management board, determine its remunaration and insure the overall 
governance of the company. There should be a clear recommendation for the agenda of the supervisory board 
and its independence in the national code of Corporate Governance. Each year, an evaluation of individual 
members of supervisory board and management board shuld be elaborated. The role of non-executive members 
of supervisory board is significant to effective qualitative performance of governence, unlike the quantitative 
performance. Several studies agree that better systems of Corporate Governence bring better performance of 
companies, easily available funding, lower capital prices and favourable access to shareholders.  

 
3. Board Structure in the Slovak Republic 
 
The aim of ownership rights restructuralization by the way of the rapid large-scale privatization after 1989 was 
to find real owners of originally state-owned firms in Slovakia within the former Czechoslovak Republic 
(Brzica, 1995). 

It was also difficult to find a system of ownership control that would ensure effective exercise of 
ownership rights. In the former Czechoslovakia, i.e. also in Slovakia, a two-tier board structure was adopted, 

PREDOMINANT BOARD STRUCTURE  
Member State Board Structure Employee Role in Supervisory Body  

Austria Two-tier Yes  
Belgium Unitary* Not required 
Denmark Two-tier Yes  
Finland Unitary* Yes   
France Unitary* Yes  

Germany  Two-tier Yes  
Greece Unitary* Not required  
Ireland Unitary Not required 

Italy   Unitary** Not required 
Luxembourg Unitary Yes  
Netherlands Two-tier Advisory  

Portugal       Unitary*  ** Not required 
Spain Unitary Not required 

Sweden Unitary Yes 
United Kingdom Unitary Not required 
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comprising a management board and a supervisory board. Hereby, the historical principle, based on traditional 
German and Austrian company law, was enforced.  

Under provisions of the Slovak Commercial Code, likewise in the Czech Republic, the term „boards“ is 

meant to be bodies of a company; these bodies differ according to the organizational legal form. A general 
shareholders meeting is the supreme body of a company that elects and recalls the executive management board 
and the supervisory board, but articles of associations provide for other option – the management board is 
elected and recalled by the supervisory board. They both should divide particular functions, in order to create 
a synergic effect.  

Unlike the standard continental practice, where competencies of executive management and a 
supervisory board are clearly and logically dividied, this practice has not been unified in Slovakia and the Czech 
Republic and therefore, two approaches to the two-tier structure are used. Using of both approaches has also 
substantially influenced the process of privatization and the methods used (Malý, 2006).   

The first approach, identical with the standard continental practice, can be called the German model. It 
was analyzed hereinbefore and is shown in the Figure 1. This model has been applied to financial and non-
financial companies privatized by standard methods, such as direct sales where new owners brought  the 
Corporate Governance system from the mother company (Škoda Auto, Linde Technoplyn, Slovenská 

sporiteľňa, Česká sporiteľňa, Volksbank Slovakia and other). 
 
 
 
 
  
             Supervisory Board             
             - representatives of  
               owners 
             - representatives of 
                employees  
 
 
   
 
 
 
 

FIG.  2: ORGANIZATIONAL ARCHITECTURE OF THE ANGLO-SAXON MODEL IN THE TWO-TIER SYSTEM 
Source: (Malý, 2006) 

 
The second approach is a version of an Anglo-Saxon model of the two-tier structure. This version does 

not mean a classical one-tier system with the board of directors. It is an unsystematic and reasonless exception 
or, more precisely a verison of the two-tier system with a management board and a supervisory board.  See 
Figure 2.   

The structure is the same in both models, but the differences are in the competencies of the supervisory 
board and the body that elects members of the management board is different as well. Also, the difference is in 
the composition of the management board.  In the so-called German model, only executive managers are 
members of the management board, whereas in the Anglo-Saxon model, also non-executive members – as the  
representatives of owners - are members of the management board along the executive. This model has been 
used very often, mainly due to unstandard methods of privatization (such as  coupon privatization), when Slovak 
and Czech owners, especially investment funds, elected their representatives to both boards at general meetings. 
They were not experienced in the standard practice of Corporate Governance which lead to unclear approach to 
division of competencies of boards and and to degradation of the supervisory board´s role. Less influential 
representatives of stakeholders, especially owners, were nominated into supervisory boards very often.    

Now to the reality. In the project VEGA no. 1/0127/03 – Corporate Governance in the Process of 
Changing Institutional Framework: Comparison of Transition and Developed Economies with the Focus on the 
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Slovak Republic (which is a grant of the Ministry of Education of the Slovak Republic and the Slovak Academy 
of Sciences), a survey was conducted in 60 major Slovak companies throughout the years 2001 to 2004 which 
showed that investors had a very loose approach to organization of activities of their boards, using quite flexible 
legal provisions. Foreign investors preferred a dominant supervisory board (71,4 % in 2001, 75,2 % in 2004) 
that would directly supervise the management board, adopte strategies and fundamental decisions. Domestic 
investors were not as clean-cut when choosing the dominant board (the management board  was chosen by 63,4 
% in 2001 and 68,1 % in 2004, the rest chose the supervisory board). Domestic investors also preferred 
representation of non-executive members in the management board which is in contrast with the original idea of 
a „managerial“ management board and an „owners-based“ supervisory board. In the Slovak conditions, 
representation of non-executive members with competencies to adopt strategies in the management board was 
a sign of its dominant staregic position, whereas the supervisory board fulfils only narrow supervisory function 
as stipulated by law (Okruhlica, 2004). 

The situation was similar in the Czech corporate environment which is a result of the common 
economic transformation. The results of a similar survey of the Vysoká škola báňská – Technical University of 
Ostrava in 111 Czech companies in 2003 showed that competencies and responsibility of a management board 
and a supervisory board were unbalanced. Supervisory boards exercised only control functions as stipulated by 
law and did not have strategic competenices covered by articles of association. Only 35 % of supervisory boards 
could adopt the company strategy (Kadlubcová, 2004).   

The same results were demostrated in a similar survey in the Czech Republic, at The University of 
Economics in Prague in 2005 (Malý, 2006).  Out of 500 major Czech companies, 242 replied and the results 
showed predominance of the Anglo-Saxon two-tier model, whereas only 9 % of the analyzed companies applied 
the German model.  

Thus, which of the boards shall have the strategic supervisory competencies in the two-tier model, 
applied in the Slovak Republic? The Anglo-Saxon two-tier model has become prevalent in the Slovak and 
Czech business environment, but it makes professionalization of strategic competencies of the dominant board, 
the supervisory board, quite complicated. Even more urgent issue appears to be the professionalization of 
activities and work of board members, in order for them to be equal partners to executive management in 
enforcing the priority goal of the company – increase of shareholder value.  

The World Bank in its conclusions of ROSC in 2003 referred to the continuing low strategic 
significance of supervisory boards (World Bank 2003). Also, the World Bank pointed out that the structure of 
management boards and supervisory boards limits the responsibility and oversight, because both boards are 
appointed by shareholders. According to the World Bank, the role of supervisory board shouls be strengthened 
and it should actively develop the strategic vision of the company, it should debate all strategic plans and 
approve them all as well. Its role shall be stressed also by the competence to elect and recall management board, 
i.e. to determine remuneration as well and shall nominate the auditor (Hučka, Malý and Okruhlica, 2007). 
Presently, management or a majority shareholder appoint themselves, determine their own remuneration, 
nominate supervisors over their activities and determines their allowance, hire auditors and act upon discretion.  
 
Conclusion 

 
Boards have a fundamnetal role in enforcement of strategic direction of a company and evaluation of its 
performance. The two-tier system which has a character of both structures is applied in the Slovak and Czech 
corporate environment and makes the professionalization of strategic competencies of the supervisory board 
more complicated. In the interest of professionalization of boards´ work, this increases pressure on resolution of 
this situation, as was demonstrated by the abovementioned surveys in Slovakia and the Czech Republic.  

Globalization makes pressure on the legal, regulatory and institutional framework of many countries 
which are forced to create flexible and competitive conditions also in the field of Corporate Governence. 
Experience and advantages of the flexible one-tier model are used by many countries of the continental Europe. 
Other states allow companies to opt between the two models.  

Further development of insider instruments of Corporate Governance in Slovakia shall take into 
account, along the one-tier system, also clarification of competencies of boards in the two-tier system and both 
systems shall be enacted into a law. Hereby, the Slovak Republic could approach the global processes of 
convergency of both models of Corporate Governance.   
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Abstract 
 
The paper deals with challenges of economic mobility in Europe from several perspectives.  The first perspective is 
global view on the topic. Including comparisons of migration policies between the European Union(EU) and other 
OECD countries.  Covering historical overview over last two decades and current trends. Not forgeting to focus on 
the recent challenges of economic migration like new work card in France called “Competence and Talent”and the 

blue card proposal. Another perspective is situation of migration after the last enlargement of the EU in 2004 and 
2007. There are certain benefits for entrepreneurs and citizens.  In the old Member States, export-oriented firms 
realized important competitiveness gains and labour migration eased bottlenecks in those countries that opened up 
their labour markets. New Member States experienced rapid productivity growth, falling unemployment and fast 
income convergence. Last part of the paper focus on implementing actions to support mobility of migrant workers.  
 
 
Introduction 
 
Economic and social progress and constant improvements in living and working conditions are fundamental 
objectives for the European Union. Europe experienced over the last five decades that economic integration: 
removing barriers to the free movement of goods, services, money and people, gives a much better chance of 
creating jobs and sustainable growth. Much has already been achieved through the customs union, then the 
single market and, most recently, economic and monetary union. 

EMU and the Euro were, however, stepping stones, not destinations. There is plenty of unfinished 
business. The EU needs to remove the remaining barriers that still confine research, public purchasing and the 
provision of financial services within national borders. Economic migration plays an important role in 
addressing the needs of the labour market and can contribute to help reduce skills shortages. It therefore 
considers that the employment and social impact of migration from third country nationals needs to be 
addressed in the context of the Commission proposals for a common policy on immigration. 
 
Mobility in the Global Economy 
 
Mobility of workers from the global perspective demonstrates flows of factors which recognised the marked 
shift in the pattern of global economic activity, resulting from extensive and fundamental changes in the world 
economy. This is driven by developments in technology, production, investment, and trade.  

Flows of factors of production between countries are a crucial aspect of this shift. Factor flows now 
encompass not just physical capital and technological know how but also skilled labour and human capital.  

Factor flows are influenced by a number of developments: 

• Skills levels are going up globally, but much more rapidly in fast growing emerging markets; 

• Emerging markets share of total Foreign Direct Investment (FDI) will continue to increase while the 
composition of trade and FDI will see emerging markets attracting a higher share of FDI in high value added 
manufacture, services, and R&D; 

• Advances in technology, particularly IT, the relative rise of the service sector and change of business models 
have ensured that cross border flows are increasingly composed of services, R&D, financial capital and human 
capital, and not just of physical goods. 

At present, the EU is one of the largest recipients of FDI in the world. Taking into account that 
emerging markets are growing rapidly and attracting a larger share of FDI and that the USA continues to attract 
both FDI and high skilled immigrants, the challenge for the EU is to develop more outward looking economic 
policies and remain the most open economy in the world, positioning itself to continue to benefit from increased 
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factor flows and keep up with the US on leading edge research and development. Policies to attract human and 
physical capital – high skilled migrants and Foreign Direct Investment – should be key components of strategies 
to maximise growth in an interconnected global economy. 

Policy at a Community level needs to recognise these circumstances and context. Across a number of 
aspects, the reality of increased factor mobility strengthens the case for progress with the Lisbon agenda and the 
Internal Market at a Community level. At a national level, greater factor mobility strengthens the need to make 
our economies internationally attractive, pushing ahead with structural reforms as necessary to achieve this1. 

Aspects of migration from third countries and within the EU  

In respect of migration from third countries, developing a new robust and coherent and more EU coordinated 
framework for policy – with a stronger economic orientation. Such a framework would take into account the 
spill over effects of Member State approaches and could allow Member States to enjoy an EU support when 
cooperating with third countries. Considering the pros and cons of an EU approach to skilled migration and aim 
to develop relations with developing countries based on an overall approach that provides benefits to both sides; 

In terms of migration within the EU, concrete measures should be designed and implemented for 
facilitating the mobility of workers by increasing the portability of pensions and mutual recognition of 
qualifications, whilst recognising the economic consequences which could arise from expatriation on a larger 
scale in the source countries2. 
 
Historical overview over last two decades and current trends 
 
Until 1995 migration flows to the EU, overall, remained relatively low and stable. Since 1995, there has been an 
increase - partly a consequence of regularisation programmes of illegal immigration especially in Southern 
Europe. Still, only 9 per cent of the population in Europe against 12 per cent in US and 20 per cent in Canada 
and Australia are foreign born. Almost all EU-25 countries are now net receivers of migration – though the 
dimensions vary across Member States - but the skills composition is very different. Inflows from outside the 
EU continue to be dominated by family reunification and asylum seekers. The pressure of illegal immigration is 
increasingly felt, especially in Southern Europe. The skill composition of immigrant flows is typically below 
that of the local population and well below that in countries such as USA, Canada, and Australia. The chart 1 set 
out immigration, emigration and skilled migration for the EU as compared to the USA, Canada, Australia, and 
the OECD average. Movement within the EU, although it increased substantially after 2004, remains limited.  

                                                 
1 ECFIN, 2006; 
2 ECFIN, 2006; 
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CHART 1: IMMIGRATION, EMIGRATION AND SKILLED MIGRATION EU AND OECD 2006(EU AVERAGE IS A 

SIMPLE AVERAGE OF AT, BE, CZ, DE, DK, ES, FI, FR, UK, EL, HU, IE, IT, LU, NL, PL, PT, SK, SE) 3 
 

However, there is an increasing tendency – particular for movements east-west in the EU – towards very short 
term migration, including cross-border commuting and seasonal work, a development made easier by low cost 
transportation. This movement has been reinforced after the enlargement in 2004 and is probably partly due to 
the remaining transitional restrictions to full labour mobility between some Member States. The table 1 and 2 
sets out a summary of Member State policy in respect of migration from New Member States. 

 
TABLE 1: SKILLED WORKER MIGRATION – RECENT POLICY CHANGES IN EU AND OECD 204 

 

 
 
 
 
 

TABLE 2: RESTRICTIONS ON MIGRATION FROM NEW MEMBER STATES – FIRST PHASE 1 MAY 2004 TO 30 
APRIL 20065 

                                                 
3 OECD, 2006; 
4 European Commission, 2003; 
5 European Commission, 2005; 
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The historical flow of migration to the EU has impacted on economic performance in a number of 
areas. While most of the gains of migration probably accrue to the immigrants themselves, most studies find a 
small overall net gain from migration in the host country from more diversity of skills, fresh ideas, and perhaps 
increased labour market flexibility.6 The impact of immigration on wages depends on the skill structure of the 
immigrant and native populations. The evidence on the fiscal effects of past immigration is mixed, but it appears 
fair to say that overall the net budgetary impact over the long run appears to be fairly small though geographic 
clustering can be associated with high costs for local budgets, and social impacts will need to be managed. 

These trends are driven by both specific migration policies and other framework conditions providing 
incentives for immigration. In addition to specific immigration policies, in migration decisions for the highly 
skilled, the quality of educational and research institutions and the likelihood of well paid jobs in an open and 
flexible labour market play an important part both inwards to the EU and outwards from the EU to the USA. 

Migration policies have moved up on the policy agenda, in part because of difficulties associated with 
integration, in part because of efforts to attract more high skilled migrants, and in part because public opinion in 
many EU Member States appears to regard immigration as a negative phenomenon.7 EU Member States have 
moved in the direction of tightening conditions for entry via family reunification and asylum programmes while 
at the same time opening more for economic based migration, targeting workers in scarce supply at the local 
level. There has at the same time been some movement in the direction of Australian and Canadian style policies 
on skilled migration – though systems employed by EU Member States are far from the sophistication of the 
more established schemes. A number of countries have implemented systems providing tax advantages to 
typically high skilled and/or highly-paid immigrants, often reflecting the fact that normal tax regimes are less 
attractive than in alternative host countries for example the US.8 Policy in some countries has also recognised 
the benefits to growing economies of access to low skilled labour – which migration can help to supply. A 
summary of Member State changes to migration policies is set out in the table 3. 

                                                 
6 European Commission, 2006;  
7 European Commission, 2006;  
8 OECD, 2005; 
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TABLE 3: SKILLED WORKER MIGRATION – RECENT POLICY CHANGES IN EU AND OECD COUNTRIES9 
 EU  OECD 
Less strict policies Portugal 2006:  

New work visa involving scientific and 
research activities. 
Czech Republic 2003:  
New procedure to attract skilled people 
wanting to stay permanently, covering 
limited number of people. 
France 2003:  
New exchange programs for young 
professionals. 
Finland 2004:  
Broadens right to work without permits 
for some skilled occupations. 
Netherlands 2004:  
Stimulating highly skilled labour, 
possibility of permanent residence. 
2006: stimulating skilled, self 
employed migrants and removing 
remaining bottlenecks with respect to 
the 2004 policy change. 
Germany 2004:  
Highly skilled eligible for immediate 
residence permits. 
Ireland 2005:  
Green card procedure introduced: Very 
restrictive at low pay levels and less 
selective for high paid group, 
possibility for permanent residence. 

New Zealand 2004:  
Expansion of group considered eligible 
for skilled migration: the range of 
occupations considered as skilled was 
broadened 
Japan 2005:  
Plan to bring in 30000 IT professionals 
and facilitate permanent residence 
permits. 
USA 2005:  
New acts to make more than 30000 
visas for skilled workers. 
Australia 2005:  
Skilled stream of migrant programme 
to increase in coming years. 

Stricter policies Austria:  
Settlement of non-EU citizens only for 
highly skilled. 

 

Neutral policies UK 2005:  
Move from existing two tier to a new 
five tier labour immigration 
management system. 
Germany 2005:  
Quotas for workers from new EU-
member states for some sectors. 

Canada 2005:  
Improving selection by multi year 
planning and better promotion. 

 
In the background of debate about migration policy is the possibility of the emergence of a large 

informal labour market populated with illegal immigrants. In some senses the choice facing policy makers is not 
between immigration and no immigration, but between managed immigration into the regulated and taxed 
labour market, and unmanaged immigration into the casual labour market where wages are low, taxes are not 
paid, and migrants themselves are at risk of exploitation. Illegal migrants may enter the territory illegally, but 
there are also a considerable number of people who enter legally and then lose their legal status. 

The Commission's Communication on Illegal migration10 recognises that action on illegal employment 
and cooperation with third countries, alongside border security, are necessary. The strategy set out in the 
Communication suggests that the EU should continue to address the push factors for illegal migration - 
considering migration aspects within the EU strategies for financial assistance to developing countries, and the 
pull factors, above all illegal employment. 
 

                                                 
9 OECD, 2006; 
10 European Commission, 2006; 
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Challenges of economic migration now and in the future  
Action at Member State level  
The reorientation of migration policies, which has already begun, should help Member States address a number 
of policy concerns. Estimates of future skills supply and demand in one study illustrate that in the aggregate the 
EU may not lack skilled workers. However, in specific sectors and in specific regions there are likely to be skills 
shortages, including in the natural sciences and in a number of areas at the medium skill level.  
 
Action at Community level 
Migration creates a need for improving the quality of education systems in the EU11. The role of migration 
policies also needs to be revisited here. In the USA, a shortage of “domestic” graduates in key areas for business 

innovation has been more than compensated by a substantial inflow of researchers, many of them from Asian 
countries(In the mean time US policies have become more restrictive due to security considerations.). This 
inflow was clearly linked to more open and often targeted migration policies. An economically oriented 
migration policy should also take into account the benefits of access to low skilled labour.  

As regards immigration from non-EU countries, one of the issues to be addressed is which selection 
criteria to put in place. At the one end of the spectrum of policy options is the pure Green Card system where 
entry is only conditioned by entrants fulfilling a number of objective criteria related to their pre-entry 
qualifications and their professional experience. At the other end of the spectrum are schemes designed to solve 
specific labour shortages where entry is often conditioned on having obtained a job before entry and/or proof 
that the employer has been unable to fill the position otherwise. The former system may be preferable in terms 
of gaining new workers that have qualifications suited beyond a short term horizon. The latter system tends to 
win political support more easily given its focus on solving well-identified present problems.  

The fact that some EU Member States are moving somewhat in the direction of the Green Card 
approach while Canada recently has introduced more requirements for employment before entry illustrates that 
there are no easy solutions and learning by experience is essential. An alternative way forward may be a 
combination of approaches tailored to Member States’ individual circumstances. 

Within the EU, increased mobility may also help address sector and professional shortages across 
Member States. As noted above, the reduced restrictions in terms of movements between EU15 and EU10 
introduced by a number of countries from May 2005, may introduce a helpful element of flexibility in labour 
markets. The fiscal impacts of ageing populations have also been put forward as reason for increasing 
immigration. Immigration from non-EU countries can probably contribute only very slightly to addressing this 
problem (intra-EU movements have by definition zero net effects). 

Present long term projections already assume net migration of 40 million persons to EU until 2050. If 
this was expanded to 60 million, a rough calculation suggest that this would shave off just one quarter of a 
percentage point of GDP of the expected increase in pension expenditures of nearly 3 percentage points over the 
same period (EU-25).12 

 
Practical example of policy on economic immigration in France 
The French Parliament voted a new Law on Immigration and Integration in May 2006. It contains 
several new provisions aimed at attracting those migrants who may benefit most from and contribute most to the 
French economy: A new stay and work card called “Competence and Talent” has been created. Eligibility is 

based on skills and ability to bring a significant and lasting contribution to French economic development or in 
intellectual, scientific, cultural, humanitarian or sporting life. Criteria to evaluate candidates’ projects are set by 
a national commission. The card is valid for 3 years and renewable once (permanent stay being usually granted 
after 5 years). In order to limit possible brain drain effects, for some countries classified as “Priority Solidarity 

Zone”, the card will only be delivered if the migrant commits to return at the end of a maximum 6-year stay. 
This condition may be relaxed if France has signed a co-development partnership agreement with the origin 
country, involving a contribution from the immigrant to economic development in his native land. 

Also, the foreign student regime has been modernized. It now allows foreign students to work and earn 
a salary for as much 960 hours per year (namely 60 % of official full time hours). After completing successfully 
at least masters degree, a foreign student may stay 6 months in France in order to find a job with a salary above 

                                                 
11 Delozier and Montout, 2006; 
12 European Commission, 2006;  
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a given threshold (to be established by a forthcoming decree). Once the student has got such a job, work and 
stay permit will be delivered automatically. 

In general, foreigners will be granted a work and stay permit as soon as they have a contract with an 
employer belonging to a sector and area listed as suffering from shortages of qualified applicants. In other 
sectors and areas, verification that no French national can fill the job still applies. Seasonal work and temporary 
secondments from abroad are also facilitated by the new policy.13 

 
The Blue Card Proposal  
EU countries, as an integrated area in the global economy, face common concerns over migration. This 
generates the need to consider a more coordinated approach in some aspects of national migration policies 
towards both high and low skilled migrants. Firstly, this coordination could allow Member States to better 
manage cross-border effects of their respective policies, optimising its design and reducing incoherence among 
policies that could offset each other. And, secondly, this coordination could allow Member States to enjoy EU 
support when cooperating with third countries. 

There is a case for considering the costs and benefits of a Member State or a Community approach to 
policy on skilled labour immigration. A Member State approach allows individual governments to define 
policies that best suit their specific needs, but fragmentation of Member State approaches could reduce the 
attractiveness of the EU to potential high skilled migrants. An EU approach would raise the attractiveness of a 
move to any given EU Member State as it would give potential migrants the option value of further movement 
within the EU.14 

In order to attract skilled immigrants, the Bruegel think tank has suggested that the EU should 
introduce a Blue Card: a work permit similar to the US Green Card that would grant the holder permanent 
access to the entire EU labour market. This Blue Card could be allocated through a points system similar to that 
used in Canada, favouring skilled young migrants with proficiency in the relevant languages and good job 
prospects. In addition, students graduating with a Masters Degree or equivalent from European universities or 
good universities abroad could be made automatically eligible for a Blue Card. This would help to attract and 
retain young talent early. 
Bruegel argues that the Blue Card would make it easier for Europe to attract top talent than national programs 
because access to the entire European labour market is more valuable for migrants than access to any national 
labour market. 

Such a European approach to skilled immigration would also help to capture the positive cross-border 
externalities that skilled migrants are likely to project, similar to research and development activities. 
One of the potential problems of an EU wide migration scheme is that it involves loss of national control in a 
sensitive area. However, in view of the generally positive economic impact of high skilled migration on any 
Member State, it might be possible to overcome those concerns. Also, the Blue Card scheme could co-exist with 
national schemes for those potential migrants who are not eligible for a Blue Card. Due to increasing cross 
border mobility the need for further coordination of migration may arise in the future. In the event, the 
Community would be able to build on the Blue Card experience.  
The proposed permanent nature of the Blue Card has advantages and disadvantages. Making the Blue Card 
permanent would make it more attractive than the temporary H1B visa in the US, and the US Green Card, which 
is not permanent as it does not guarantee re-entry to the US after more than 12 months abroad. This could help 
to at least partially offset the partially higher wages for skilled workers in the US. The permanent nature of the 
Blue Card would allow for "brain circulation" instead of just "brain drain" by acting as an insurance policy for 
skilled workers from developing countries in the event that they decide to return to their country of origin. With 
the Blue Card, they could always return to Europe for a second time. 

The main disadvantage of the permanent nature of the proposed Blue Card is that it does not adapt to 
the changing needs of the labour market and the changing absorption capacity. For example, future labour 
demand cannot be predicted, that is, the qualifications that are valuable today might become less valuable in the 
future and this cannot be addressed with this permanent system. Critics might fear that the Blue Card proposal 
would push aside low-skilled migrants, with high skilled migrants taking up their slot. But Bruegel argue that 
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the annual absorption capacity for migration is not a given. In fact, it appears that the skill-mix of immigration 
to some extent determines how many immigrants a country is willing to absorb: Those countries with a points 
systems typically accommodate higher levels of migration overall including low-skilled migrants. This might be 
because the high-skilled migrants can have positive effects on the attitudes of native inhabitants towards 
migrants overall.15  

This proposal suggests that there may be benefits for the Community as a whole by operating with a 
Community 'Blue Card' system, targeting non-EU workers that all Member States agree would be a welcome 
addition to the labour force, while Member States could at the same operate national programmes targeting 
wider group of workers. However there are disadvantages to this proposal, including the possibility of 
asymmetric flows of talent to particular Member States, and the risk that those admitted would not achieve their 
highly-skilled potential. 

 
Conclusions of the chapter 
The world has opened up to increased mobility of workers and of capital. As borders have become more open, 
factors of production have begun to move, in line with demand, to the locations where the return they generate is 
highest. This process has and will continue to drive a more optimal allocation of resources and higher 
productivity at a global level. The question for the EU is how it positions itself in relation to a more open world. 
The challenge is to ensure that the EU remains a desirable destination for FDI to ensure that companies within 
the EU can invest productively in emerging markets, and that the EU is an attractive location for qualified 
immigrants and intra-EU migration contributes to the flexibility of labour markets and enables workers to 
respond to changing circumstances16. 
 
Outcome of enlargement of the EU on labour market 
 
Twelve countries from Central and Eastern Europe and the Mediterranean joined the European Union in two 
waves in 2004(CY, CZ, EE, HU, LT, LI, MT, PL, SL, SK) and 2007(Bulgaria, Romania). This was the biggest 
ever enlargement of the EU and a historic step towards unifying Europe after several decades of division 
resulting from the Cold War. Five years after the 2004 accessions, the enlargement has emerged as a major 
success for the EU and its citizens, fulfilling one of the original purposes of European integration. 
 
Benefits for entrepreneurs and citizens 
Entrepreneurs and citizens throughout the enlarged EU have experienced clear benefits. In the old Member 
States, export-oriented firms realized important competitiveness gains and labour migration eased bottlenecks in 
those countries that opened up their labour markets. New Member States experienced rapid productivity growth, 
falling unemployment and fast income convergence. The four new Member States (namely: Slovenia, Cyprus, 
Malta and Slovakia) that joined the euro area since enlargement have benefited even more, as they have 
eliminated exchange rate risk, reduced transaction costs, and gained access to capital at lower interest rates17.  

Workers in the new Member States have profited from improved employment opportunities at home 
and abroad, although labour migration created economic and social problems in some of the new Member 
States. After more than a decade of economic restructuring, labour markets in the new Member States have 
staged a broad-based recovery that took off in earnest in 2003 and created 3 million new jobs between 2003 and 
2007. As a result, unemployment has declined to levels similar to the rest of the Union (about 7% in 2007), 
while employment rates have increased to about 60%. Nonetheless, persistently high long-term unemployment 
(at around 56% in 2006, more than 13 percentage points above the average in the old Member States) signals 
significant skills mismatches. Furthermore, wages have grown in excess of productivity in several countries, 
thereby leading to competitiveness losses. Outward labour migration has added to these problems in some of the 
new Member States (in particular in Cyprus, Lithuania, Poland and Romania). Labour migration has also raised 
concerns about brain drain and waste and labour shortages in specific sectors and professions, although the 
supply of highly educated people has been increasing and improving economic conditions have reduced 
incentives to work abroad. Moreover, returning workers tend to bring back new skills that are valuable for their 
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home country's economy. A sizable outflow of workers also led to substantial remittances from abroad (about 
5.5% of GDP in Bulgaria and Romania and 1.5% of GDP in Poland) that support the domestic economy18. 

 
Labour migration from new member states to old ones 
In old Member States, concerns raised about massive labour migration prior to enlargement have not 
materialized. The number of people from new Member States that have migrated to old Member States is on the 
whole limited (about 3.6 million, up from 1.6 million at end-2003), and is not expected to rise substantially, 
even after remaining transitory restrictions in some Member States are lifted. The relative weight of these flows 
in terms of working age population for each country is small (around 1% or less), with the exception of Ireland, 
where immigrants from new Member States represent 5% of its working age population. In absolute terms, the 
main destination countries have been the UK (receiving almost 1/3 of migrants since accession), Spain (18%) 
and Ireland (10%) although with the financial crisis a significant share of these workers may return to their 
country of origin. While some of these flows have generated disturbances in segments of the labour market and 
some social effects, their overall effect is positive. Evidence at hand suggests that post-enlargement intra-EU 
mobility has not led to serious labour market disturbances. Free movement of labour is an important benefit a 
unified Europe offers to its citizens and enterprises. It is estimated that the recent level of intra-EU labour 
mobility adds about 0.3% to the GDP of the EU as a whole in the medium term. Migrants from the new Member 
States tend to work more in low-skilled jobs (1/3 of migrants compared with 10% of resident workers), although 
they have relatively high qualifications (40% of migrants fall into the high-skilled category compared with 25% 
of the workforce in the old Member States). Incoming workers have helped meet labour market demands and 
reduce bottlenecks (e.g. in the construction and services sectors), without creating major labour market 
disturbances. Also, temporariness appears to be an important feature of this migration: in the UK, 50% of recent 
migrants have already returned to their countries of origin. The Commission has called upon Member States to 
consider whether they need to continue applying restrictions in light of the situation of their labour markets, 
notwithstanding their rights set out in the Treaties of Accession concerning transitional arrangements19. 
 
Conclusions of the chapter 
The recent enlargements of the EU were a milestone in the process of unifying Europe and have brought 
benefits to all citizens throughout the Union. By promoting a more efficient division of labour and 
improvements in the legal, regulatory and institutional environments, enlargement has enhanced the 
competitiveness and resilience of the EU economy as a whole. Five years on, the EU is better positioned to face 
increased global competition and to take a leading role in the world economy and its governance. It is a much 
stronger player in international negotiations and is capable of reacting quickly, as demonstrated by the recent 
"gas crisis", which affected some of the new Member States quite severely. In this case, rapid action through a 
co-ordinated European approach demonstrated solidarity within the Union and restored crucial energy links.  

As a result of years of thorough preparation and continued monitoring, the EU continues to operate 
smoothly after enlargement. Due to enlargement competitiveness in both the new and old Member States was 
strengthened and additional growth was created. Further reforms and their implementation are however essential 
to ensure continued integration and income convergence in the EU and to maintain the EU's role in global 
economic governance. Progress on this front is also necessary to create an environment conducive to further 
advances in the Union's enlargement agenda, which in turn would further enhance the growth potential and 
resilience of the EU economy. 

 
Implementing actions to support mobility of migrant workers  
 
There are several actions taken by European Union to support mobility of human capital within European. One 
of the most important actions is knowledge of languages. Another task is to adapt education and training 
systems in response to new competence requirements. In particular the mutual recognition of qualifications and 
an enhanced understanding of different national qualification systems and the portability of pensions are areas 
where further progress could be also made. 
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Language courses 
Specific training measures and language courses are being offered to migrants (DE, SE, CY, DK, ES, AT, BE, 
PT) and activation measures coupled with support from the employment services (DK, ES, DE, AT, EE, PT, 
UK) are specifically aimed at this group. Wage subsidy schemes for employment of migrants and their 
descendents have been introduced in SE and DK. Some Member States are taking steps to better integrate 
children of immigrants into the educational system (LU, NL, PT), while others with large shares of immigrants 
are launching specific programmes for geographic areas where migrants are highly concentrated (FR, UK). 

In a number of countries, immigration is seen as an important element in answering labour market 
needs (ES, DK, IE), and some Member States are planning to develop plans to attract highly skilled migrants 
(NL, CY, DK), and to simplify the procedures for work and residence permits in sectors where there are labour 
shortages (SE, IE, AT, FI, EE, MT, BE, CY, DK, ES, LU, SI)20. 
 
Education and training systems adapted to new competence requirements 
There is evidence suggesting that early education is receiving increasing attention in many Member States 
particularly in establishing the basis for learning throughout life and in facilitating access to education of 
citizens with a less favourable socio-economic background, and migrants. Some are working on teaching 
content (DE, DK), quality assessments (ES, LT), building the capacity of pre-primary teachers (CZ) and 
increasing their numbers (DK, HU, MT, NL, SE, SK, UK). Others are extending compulsory schooling to parts 
of the pre-primary level (CY, DK, EL and PL). Strengthening pre-primary education is a key measure to 
improve efficiency and equity of education and training systems21. 
 
Mutual recognition of qualifications  
The European Commission's Policy Plan on Legal Migration might provide a framework for taking forward 
thinking at a European level on the economic benefits of migration and there is scope for further involvement 
from Ministers of Finance in line with their responsibilities. As regards intra-EU movements, there is also scope 
for further action at Community level to promote the free movement of labour.  

A directive on mutual recognition of qualifications was adopted on 7 September 200518.22 This 
directive consolidates, simplifies and modernises 15 existing directives adopted between 1975 and 1999. It must 
be implemented in Member States by October 2007. This Directive has established rules that Member States are 
bound to respect when they receive an application for recognition of another Member State qualification in 
order to exercise a profession which is regulated in their territory. 

On 5 September 2006, the Commission adopted a proposal for a Recommendation of the European 
Parliament and of the Council on the establishment of the European Qualifications Framework for lifelong 
learning (EQF). The main purpose of the EQF is to act as a translation device and neutral reference point for 
comparing qualifications across different education and training systems. This new instrument will facilitate free 
movement of workers in situations not covered by the mutual recognition Directive. The proposal is now being 
discussed in the European Parliament and the Council. In addition, the Commission will also support projects to 
test and develop further the principles and mechanisms underpinning the use of the EQF, to develop guidance 
tools and to exchange experience in developing national and sectoral frameworks, using the EQF as a reference 
point. 

 
Pension portability 
On pension portability, a proposal last year from the Commission is currently with the European Parliament and 
Council for approval. By improving workers' possibilities to accrue preserve and transfer their supplementary 
pension rights when changing employers the draft Directive aims at facilitating both workers' freedom of 
movement within the EU and their occupational mobility within the same Member State. Member States are 
urged to consider the Commission proposal in a constructive way in order to come to a prompt adoption of a 
Directive substantially improving the portability of supplementary pension rights in the EU. 
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Conclusions of the chapter 
Emigration also needs to be considered. The flow of skilled EU citizens to countries where their skills command 
a higher premium must be a subject of concern for policy makers. This might also be an issue within the EU, 
which comprises both receiving and source countries at different levels of economic development. For some 
source countries, a substantial proportion of the working population, and many of those with the most useful 
skills, have and continue to migrate to Member States where their skills command a higher premium, with 
adverse fiscal and wider economic impacts on the source country. Although there may be remittances, 
technology and know-how transfers to the source country from this Diaspora, it appears clear that for some 
countries expatriation on a large scale represents a serious loss of human capital. There is scope to enhance co-
operation with source countries – including source countries within the EU - on the overall framework of 
migration policies – focussing on win-win solutions in the context of the rapid rise in global human capital. It is 
necessary at the Community level to understand better the possible negative economic and social consequences 
which arise due to intra-EU migration on the source countries.  
 
Conclusion 
 
Free movement of workers has existed since the European Community was founded in 1957. It is one of the 
fundamental freedoms guaranteed by Community law. EU citizens can move to another Member State in order 
to work or set up a company.  

Full integration of national economies and income convergence, however, are still to be achieved. For 
Member States, including the new ones, to fully identify the benefits of the Single Market, EU legislation needs 
to be fully transposed into national legislation and product and service markets need to be further integrated. 
Given its many benefits, financial integration within the EU will have to be further pursued, while 
simultaneously tackling the shortcomings in regulation and supervision exposed by the financial crisis. In the 
course of this integration process, Cohesion Policy will continue to play a key role in supporting the economic 
restructuring in the new Member States.  
These reforms focused on active economic mobility are particularly important now, in the wake of the global 
financial crisis that could slow down the economic growth. But a crisis of this magnitude also offers 
opportunities for taking measures to mitigate its social and economic impact and carrying out deep structural 
reforms to underpin a quick and sound recovery, which will enable European economies to fully benefit from 
the growth opportunities that will emerge in the aftermath of the crisis. Looking ahead enhanced country 
surveillance through the Stability and Growth Pact and the Lisbon process will have to play a central role in 
identifying early on the issues Member States need to focus on in their economic policies and the measures they 
need to take to tackle the emerging problems. Proactive structural reforms and sound macroeconomic 
management will be essential to reduce the likelihood of a major financial crisis in the future.  

Success in solving the current crisis and preserving the achievements of the latest enlargements of the 
EU will be also necessary in order to enforce mobility of jobseekers in the near future.  
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Abstract 
 
Transforming economies of the Central and Eastern Europe have attained in last years the positive economic results 
(economic growth, decrease of the unemployment level, important FDI inflow, etc.) The recent mortgage crisis in the 
interconnected world is however beginning to affect the economies in the region. In the present paper we shall try to 
show how it affects the banking system, industrial development, and related demand on real estate, and how 
vulnerable these economies are. 
 
Introduction 
 
Central Eastern European economies went through reforms and system changes in recent years, which turned 
out to be very convenient tools through those these states reached at short notice the first group of candidate 
states of European Union. Relatively rapid economic growth brought on that countries as Slovakia, Czech 
Republic, Poland and Slovenia reached the head of European Union in many economic indicators. In this article 
I will pay attention to current financial and economic crisis and its impact on selected countries of Central 
Eastern Europe with emphasis on Slovakia. 

Causes of the Global financial crisis are related with American mortgage crisis, but is necessary to 
initiate that mortgage crisis is only a consequence of former negative effects in world economy and especially in 
strongest US economy. 
When the mortgage crisis came out in year 2000 and the first facts about American mortgage market situation 
came to public, nobody ever knew how far-reaching consequences it means for world economy. Many of world 
famous specialists came to agreement, that this problem was long-lasting. 

Market globalization caused instability of world’s financial system and larger unresistance for 

concussions. In early 2007 American mortgage crisis broke out into worldwide mortgage crisis and in the year 
2008 hit the global financial system. The crisis is reflected in all worldwide financial markets, which impacted 
most national economies and causing serious economic problems. The first crisis hit banking and financial 
sector. Most sensitive to the crisis are stock markets, which registered greater fluctuations in the small financial 
shocks. 

Through bank loans, the financial crisis is transferring practically into whole business sphere; a 
secondary consequence is demand reduction and thereby also reduction of production in some manufacturing 
industries, which overgrow into a global economic crisis. 
 
Central Eastern Europe countries 
 
Central Eastern Europe became a rapidly growing region, which started to be highly attractive for foreign 
investors. Those decided to invest here and they opened their corporations, which caused another economic 
growth. 

Slovakia, Czech republic, Poland and Hungary – The Visegrad group of countries (V4), which 
aggregation was formed for the purpose of mutual support and optimal co-operation with others countries and 
for the purpose of admission into European Union. After 2004, when they become EU members, they are the 
main engines of European economy and have become particularly attractive to large foreign investors. Under 
this development has largely signed a strong exchange rate of euro, whereby Europe became a less competitive 
on the world markets. Even though received strict Maachstrichtic criteria’s within European Union, the 

indebtedness of some highly-developed countries of Eurozone has reached dangerous height. In year 2008 
became new-received countries as Latvia, Bulgaria, Hungary and Romania also problematical countries from 
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the view of current account balance of payment deficit. Thereout can be deduced that in these countries was 
great economic growth and large inputs of capital without adequate pro-export policy. 

 
The crisis started to show in the sectors critical 

to the economic cycle such as construction and 
automobile industry. In a short time are started react to 
other activities, and cooperating companies. For these 
reasons it can be expected a slowdown of growth rate 
in whole European Union. Forecasts for strongest 
European economy shows that the German economy will 
have zero growth rate of GDP and some developed 
countries even expected fall in GDP below zero. 
Apprehensions are nowadays heading also to the 
economic transfers into deflation, which causes more 
damage than inflation. As a result could be gradual 
devaluation of European currency. Positive growth rates 
can be still expected in the new-received countries, which 
are currently the engine of economic growth in EU. It will 
be necessary to correct forecasts of incoming progress of 
their economics, because they are small open economies 
with distortion output structure. 
 
Slovakia 
 
Slovak economy is small opened economy, which 
performance in more than 80 percents depends on export 
of goods and service trades to foreign countries. Foreign 
investors have helped that in recent years, Slovak 
economy achieves a high growth rate. From the sectional 
structure results a significant deformation, where on the 
one hand are energy-intensive types of production and on 
the other hand are sensitive to economic cycle (in 
particular construction and the automobile industry), 
which causes a problem in the balance of payments. The 
risks for the trade balance of Slovakia are also business 
relations to the other countries V4. In Slovakia, like in 
other countries was built "real estate bubble" with large 
price increases, which is mainly speculative foreign 
investors, whose activities are subject to very large loans. 
The growth in property prices and mortgage rates 
contributed to the household, but today it is still difficult 
to analyze to what extent. Now when the crisis reflected 
also in Slovakia and the offer is starting to have an excess 
over demand, which limiting the capacity of building and 
causing declining house prices. Due to the deformation structure of the Slovak economy is not possible to 
implement the transfer of capital to other areas, thus multiplying the problems. 

Crisis in Slovakia is reflected in the reduction of those types of production which are largely dependent 
on sales in Western Europe or the U.S., which causes the reduction of employees in firms. Unemployment in 
Slovakia has reached the crisis at the end of 2008 the value of 8.4% (219-disposable one thousand applicants for 
the job) in 2009 should rise to 10.6 percent. People without work will thus be the twenty-to thirty thousand 
more. In 2010, growth in unemployment should stop and reach the average level of 10.5 percent.  

Graph 1. GDP Growth % - European union 
Source: Statistical Office of Slovak Republic 

 

Graph 2. GDP Growth (%) – Euro Area 
Source: Eurostat 
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Financial institutions and mortgage market 
resists so far. Estimation of the full impact of the crisis is 
expected in mid-2009. Banking institutions restricted 
providing the loans to development organizations. 
Mortgage loans are provided primarily to individuals, and 
banks more thoroughly scrutinize creditworthiness of 
customers, thereby they eliminate the risk of default 
loans. The most disadvantaged are unmarried and 
divorced applicants for a mortgage or who have fewer 
resources to purchase their own home. Banks started to 
require more of their own resources; therefore, one 
hundred percent loans are a thing of the past. Banks 
provides mortgage loans to a maximum of 70% of the 
price of the property and less available are loans without 
the need to prove income. 

The state wants begin to support repayment of 
mortgage loans, in the form of contributions to people 
who lost their jobs by reason of crisis. But banks do not 
have critical problems with payment discipline of their 
clients. This support from the state may have a negative 
impact, especially in the fact that people start paying 
violate discipline and starts to run into debt even those, who wouldn’t decide for mortgage loan without state 

support. Nowadays the government started to create the conditions of this state support. 
Global Depression hits also the Slovak real estate market. In the period between May and December 

2008 there was a sharp drop in demand for real estates as a result, prices of older properties began to decline. 
Prices of new apartments are unchangeable and rather than change the price of new housing we can probably 
expect a reduced offer in the future. Prices of new properties in the process of construction are decreasing, due 
to the efforts of developers to obtain funds for their finalization. People stopped to buy properties in anticipation 
that prices of new flats will fall down, and the prices of old properties will decline even more. Very small 
demand is concentrated on just the upcoming projects that are before construction begins, but the apartments are 
already selling. Some of these projects were stopped because they have problems with the financing, since 
banks reduced this type of financing. 

The bank market is highly competitive, which was a reflection of chasing after customers and reducing 
requirements for a mortgage loans. In recent years was decreased wariness of banks in connection with the 
analysis of the client for the provision of mortgage loans. Some banks have stopped to require proof of income, 
which is the primary source of return on the loan. To secure the mortgage loans was sufficient only valuable 
property. There is a great boom in the provision of credit cards, which in many cases served on the mortgage 
payment as high interest. 

Slovakia is one of the most attractive European countries among the residential markets with high 
yields. Big demand has attracted more developers and companies not only foreign but also companies which 
were specialized on commercial real estate only and apartments were considered not very profitable activity. 
Major investment projects in the near future in Bratislava and its surroundings planning Penta Investments, 
Cresco Group with Quinlan Private and HB Reavis Group, which is mainly the construction of multifunctional 
whole neighbourhoods built on green free fields. 

At present, only in Bratislava is missing about 55 thousand dwellings. According to unofficial data, it 
could be up to 80 thousand dwellings. It is necessary to keep in mind that Bratislava in fact almost a quarter of 
the population more than in official statistics. It is clear that investment in residential property in Slovakia is one 
of the most popular and in terms of market developments and the most reliable and best. Since 1990 the price of 
housing almost continuous growing and only during the last about three years increased by 50 to 70 percent.  

Reforms in housing policy, made in recent years, made possible several new forms of financing, 
housing, and partly to increase the accessibility of housing for the population. It is important to have an effective 
connectivity of funds from the social sphere, the EU funds and dedicated funds from the state budget for 
housing. 

Graph 3. GDP Growth (%) – Slovak Republic 
Source: Eurostat 
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The development of the housing market since 2000 has contributed significantly positive development 
of GDP, which primarily affected the industry, construction and agriculture in which GDP growth exceeded the 
overall performance of the economy. Final consumption of households contributes positively to GDP growth 
influences the growth of real wages as well as the impact of low interest rates and thus the availability of credit 
to support life and consumption on the debt. Gradually, there is also growth in gross fixed capital formation, 
which also suggests boosting investment in the Slovak economy. 

An important time in shaping the privatization policy of Slovakia and its openness to foreign investors 
was the year 2000, which was a breakthrough year in the inflow of foreign direct investment, as reflected in the 
total state investment at the end of this year. Compared with the previous year 1999 is almost double the 
increase in FDI. That trend continued in the next years. Slovakia was not only the recipient of investment rather 
than investors, but in most cases the form of foreign direct investment, mergers and acquisitions. The most 
important was Enel, which entered the Slovak power, followed by KIA 2 which meant a further expansion of 
production, as well as the expansion of production by Samsung. 

Improving the market environment in Slovakia is also reflected in the intensity of housing, which in 
2005 was 1,000 inhabitants 2.76% of housing were completed. Lack of housing in Slovakia caused particular 
high demand for residential property, which was subsequently reflected in the price of this commodity, which is 
strongly influenced by both, the growing economy and population, income, and demographic developments. 
Historically, most started dwellings - 20 592 in 2006 and most of dwellings so far in the number of 14 863 in 
2005. The development of the housing market would significantly affect the introduction of new financial 
instruments to promote housing construction, such as project finance, real estate leasing, mortgage lending and 
new types of retail financing. It also leads to the growth of cooperation of private and public institutions in order 
to facilitate the pooling of funds. On this basis, then it is possible to combine mortgage loans, grants and 
construction loans from building societies in combination with products that provide public funds through 
Slovak Guarantee and Development Bank, the State Housing Development Fund, The Ministry of Construction 
and Regional Development and Ministry of Environment. The availability of loan funds significantly influenced 
the favourable interest rates, which since 2000 had significantly declining trend. 

Industry in Slovakia at the end of 2008 fell to 16.8%, which is the worst result since 1999. The biggest 
influences on that fall have automobile industry, which is the main engine of Slovak economy. All three 
automobile factories, which are operating in Slovakia (Volkswagen, PSA Peugeot Citroen and KIA Motors), 
had experienced significant declines in sales. Similarly, as demand for real estates, thus the demand for cars is 
falling down, what causing reduction of their prices. In January 2009, in Slovakia were sold cars at least for the 
past four years. In December 2008 sales exceeded 9,100 vehicles and improved oneself interannual more than 
the tenth. In the category of electronics and optics, which is one of the other engine of Slovak economy, the 
production decreased by 12.2% (January 2009). 

Slovakia early in 2009 received a new currency – the Euro, what in a high degree prevented that the 
original currency was devaluated due to the financial crisis, just like it happened in adjacent countries in the case 
of the currencies – Czech crown, Polish zloty and Hungarian forint.  

Forecast of European Commission expects that economy in Eurozone and also in entire Europe should 
reduce production in this year by over 2 percentages; however Slovak republic should remain an exceptional 
with moderate growth. Appraisal of real GDP in Slovakia in the year 2009 is moving from 1.4 percentages to 
2.4 % and excessive 3.6 % in the year 2010, but these forecasts are changing from month to month.  

One of the few positive factors in Slovakia in the coming two years will be relatively low inflation.  
According to European Commission should widespread increase of prices, which are measured by the 

harmonized index will fall in this year below 3 % and in the year 2010 will slowly rise on 3 and half – for higher 
expenses on energy and service trades. The prices in Slovakia should grow up the fastest from all members of 
Eurozone. 
 
Czech Republic 
 
Neither the Czech Republic nor the Czech economy is unable to escape from the impact of negative 
developments in the region. The Czech economy is small, open, liberal and export-oriented. Recession 
spreading to the euro area hit by several developed Western countries, including Germany, where the Czech 
Republic exports most of its production, therefore it is logical that the crisis affected the Czech companies. 
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As a result of the crisis export of Czech Republic and other countries is strongly decreased and their 
currencies lost economic support. Czech crown, like all currencies in the region over several weeks has 
weakened. The problem is not only a reduction in exports, but the decrease rate is also related to the lowering of 
interest rates in the Czech National Bank by over 1.25% (from 3.5% to 2.25% - October 2008). The Czech 
crown has been devalued by almost 12% (February 2009) and it should continue in tendency of another 
weakening. The crown is negatively influenced by decrease in the equity markets, which suggests investors shift 
away from risky assets. 

 
Most economic sectors recorded significant 

decreases. Industrial production of Czech Republic 
recorded in November 2008 inter-yearly decrease by over 
17.4 percentages. It is the biggest decrease of this index 
since the year 2001. The production has been restricted by 
automotive industry (reduction of 12 percent of sales) and 
large export-oriented industrial enterprises. Capacity of 
all new orders fell in November 2008 by more than 30%. 
In the case of orders from abroad had decreased to less 
than 34 percent. Demand for luxury products has also 
fallen in the manufacturing industry and the first wave of 
bankruptcies is following by a wave of dismissals. 
Unemployment in January 2009 rose by 0.8% and 
reached a limit of 6.8% (398 thousand people), which is 
the fastest rate of unemployment in the history of the 
Czech Republic.  

They began to fire, not only firms that meet with 
the long-term problems and the global recession, but also 
those businesses that have prospered, but unfavourable 
orders forcing them to reduce employees. By reducing employees they are trying to reduce their costs and keep 
at least the rest of orders, which fell by nearly a third. Offer of jobs are rapidly decreasing, in January 2009 job 
offers fell by over 23- thousands jobs, inter-yearly even more by over 77-thousands jobs. For one free working 
place in the present (February 2009) accounts for an average of 5.8 candidates. 

Similarly, like in Slovakia, banks began to restrict the provision of loans to the development 
organizations. Mortgage loans are provided primarily to individuals, maximum to the 70% of the cost of real 
properties and they are verifying by bank institutions if they are able to repay the loans. 

Real estate prices, especially of older prefabricated housing and older family houses are decreasing by 
about 6 - 10%. Prices of commercial realties fell down in December of 2008 about 15 to 20%. This is 
particularly the decline in prices of older office buildings, by reason of forced sales by banks in case that realty 
served as deposit to the loan and lower the price of this property currently does not cover the entire amount of 
the loan. These sales led to a further decline in property prices. 

Prognosis of the Czech Ministry of Finance predicts that economic growth in 2009 will slow down to 
1.4%, while euro area GDP should decline until to negative numbers to -1%. In 2010 the economy will grow at 
an estimated level of 2.1%. Inflation should be moved in 2009 around 1.3%. 

Recent measures approved by the Czech government to mitigate the impact of the financial and 
economic crisis (February 2009): 

Two-year capital supports for "smart business", stopped supports for assemblies companies.  
Investors may obtain discounts on the taxes by the amount of investment or wages paid. 
Support in an amount of 2.8 milliard crowns for the farmers through the Supporting and Guaranteeing 

Agricultural and Forestry Fund. 
Strengthening the capital of the Czech Export Bank's from two to three billion crowns. 
This will be several times to increase funding for exporters.  
Besides the government is trying in the near term to establish the job price reduction through social 

payments, accelerating depreciation for business investment, increase investment in science and traffic, and 
especially to increase the financial resources from European funds, wherein Czech Republic have a big reserves. 
 

Graph 4. GDP Growth (%) – Czech Republic 
Source: Eurostat 
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Poland 
 
Poland, which has the second largest economy in the region, reported before start of the crisis one of the largest 
growth of gross domestic product in the European Union and enjoyed the great confidence of foreign investors. 
In the last five years, annual economic growth was about five percent. Over the past three years came into the 
country each year on investment of fifteen billion euros. The essential fact is that the Polish gross domestic 
product is composed of largely domestic consumption, which is the difference between Slovakia and the Czech 
Republic during the current crisis advantage. The Polish economy will not therefore be significantly affected by 
a decline in demand from western countries. Moreover, Poland is close to fulfilling the Maastricht criteria for 
euro introduction, according to the schedule would have to happen in 2012. Despite the fact that they operate in 
the country four major car manufacturers - Fiat, Opel, Volkswagen and Chevrolet, along with a wide network of 
subcontractors, their share in total exports represents fifteen percent of the country, while in southern 
neighbouring countries is roughly 30 to 40 percent. Ultimately, this means that the slowdown in the Polish 
economy is mainly depends on the dynamics of domestic 
variables and less on the external. 

The year 2008 was very positive for Poland, as 
regards the numbers. Growth in gross domestic product 
reached 4.8 percent; unemployment was at record low 
level 8.2 percent. The first symptoms of a serious global 
crisis in the country occurred in early 2009. Certainly it is 
necessary to calculate with the impact of the economic 
slowdown; from estimated value of two percent average 
annual inflation should be around 1.7 %.  

The banking system which operates in Poland is 
the same as in Central Europe and shows significant 
differences compared to Western Europe. It is about 
particularly the availability and uses of financial services. 
Substantial differences also exist in the field of 
investment banks, which is an advantage of the countries 
of Central Europe in the current situation. Investing in 
aggressive investment instruments is only a fraction of a percentage of the invested funds through financial 
institutions and as a consequence, the Polish capital 
market is now safe. It is estimated that only two percent of 
Polish banks directed their investment into toxic assets 
which are linked to mortgage loans, therefore bankruptcy 
has no effect to the banks or financial institutions in Poland. The only significant impact is greater wariness of 
financial institutions in the provision of loans and trust between the banks and private individuals or companies. 
In contrast to the neighbouring countries, banks began to compete among themselves by raising interests on time 
deposits, which grew up to nine percent and there is also competition in the provision of quality services and the 
bank fees. In terms of banks it is the ideal timing of this behaviour since, unlike Western Europe, Poles less and 
less use the services of financial institutions. They offer high remuneration for time deposits during the crisis 
what is appropriate, because people are afraid to invest their money elsewhere, such as to the real estate. Unlike 
the banking sector, which appears to be safe, the Polish capital market is experiencing with great turbulence. 
The interrelation between the Warsaw stock exchange and international stock exchanges is very strong; sales in 
emerging markets hit the entire region of Central Europe. Similarly, in terms of stabilization of the Polish 
economy are also important decisions of central bank with regard to interest rates that affect the exchange rate 
of Polish zloty. The base interest rate is currently at 5.75 percent.   

Properties prices in Poland decreased by 15 to 20% and soon begin to grow in 2012, given that the 
market is a lot of unsold homes, and also too much problems with financing from banks. 

It is, however, that developers will act reasonably and that most have diversified production and the 
means to survive this downturn. Since November 2008, estimates were revised of economic growth in Poland 
(from the initial 4.8% to 2%), and many banks were tightening the conditions for granting loans. 

Unemployment in Poland in recent months, increased in December 2008 was on the level of 9.5 %. If 
economic growth will continues to slow down, unemployment rate in Poland could be in the end of this year on 

Graph 5. GDP Growth (%) – Poland 
Source: Eurostat 
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level of 12 %. In recent months there has been a sharp decline in the Polish zloty. In February 2009 fell to its 
lowest level for the past five years, when against the euro has reached 4.67 PLN / EUR. At the time of global 
recession and its impact on the development of the region, Poland did not start rescue its debilitating currency 
through the interventions, because they feared a decline in foreign exchange reserves, which gained significant 
status at the time of economic crisis. 

The Polish government is seeking to alleviate the global crisis by reducing budgetary expenditures so 
that the public deficit wasn't too large. Their aim is to reduce government spending and they want to save money 
by reducing the salaries of police, health care and a reduction in salaries for the policy. Projections for Poland 
are expected among the best results for EU countries of this year. Measures of Poland, which introduced or will 
introduce in the near future to mitigate exposure to the global crisis in the country: 

- doubling the rate of depreciation of business investment,  
- tripling of the state guarantees for companies with banks loans,  
- The state pays 20% advance payment to beneficiaries of European subsidies, rather than actually start 

to draw,  
- The state budget is used for unrealistic growth of 3.7% of GDP deficit and the expected growth will 

support the economy by one percentage of GDP, 
- reduces the cost of electricity to increase competition among producers and to increase state 

regulation,  
- new investment offers to innovative companies, especially in areas with high unemployment, labour 

law modifications - the introduction of annual working contacts; banks, requesting state must guarantee promise 
in advance how many loans will be provided,  

- A reserve of 1 billion zloty for the elderly and parents with children affected by the financial and 
economic crisis.  

According to estimates, Poland will maintain growth in 2010. Year 2009 is considered to be decisive as 
to the impact of financial crisis on the Polish economy. Most analysts, believes that reviving the economy comes 
up in the first half of 2011. 
 
Hungary 
 
Hungary has been regarded as a candidate for financial crisis for some years, especially for the budget deficit, 
which during the same period soared to almost 10% of GDP. Also, for the current account deficit, this, despite 
the economic stagnation in 2008 is estimated at 4.8% of GDP.  

The Hungarian banking system is highly dependent on the flow of foreign exchange, given that loans to 
households and firms are composed of more than 60% just from this source (mostly Euro), but only 20% of  
bank deposits are in foreign currency. Specific support measures for banks are designed for the current crisis 
and primarily favour foreign institutes. They are not bound by strict conditions and they focused only on debt by 
private customers in foreign currency. The structural problem of high dependence on import of capital is not 
dealt with the IMF. The middle class in foreign exchange debt is afraid about their loans, people depend on the 
wages are fear about their jobs. 

 
Course of the crisis in Hungary as an EU 

Member State has led to a serious view in the whole 
region. Financial investors make no differences between 
Budapest, Prague and Warsaw. But in fact exist between 
the eastern European countries within and outside the 
European Union, significant differences in relation to the 
crisis, even if the entire region is characterized by high 
external dependence and dependence on capital imports. 

Industrial output in Hungary in December fell 
more than expected. According to provisional data of 
2007 production fell by 19.6 percent. The damage of the 
industry was caused by a drastic decline in foreign 
demand. This affected many firms that produce for the 
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domestic market, whereas a large amount of their production will eventually be exported.  
The average unemployment rate in Hungary in the period from October to December 2008 increased to 

8% (unemployed, 337 100 people) from 7.8% (329 600 people).  
As a result of economic crisis in the country has 

lost jobs for 20 thousand people (February 2009) and 
several other jobs are still endangered. Projections 
estimated that unemployment in 2009 reached 9 %. The 
Hungarian government wants to introduce as a measure more specific changes in tax and social system. 

The Hungarian currency in recent months has weakened rapidly what causing an increase in credit risk 
of Hungarian banks, while any problems in the banking system would require costly state aid, which would 
increase pressure on the credit rating of the country. Long sudden weakening of the domestic currency can 
damage the households, which took a lot of loans in foreign currencies. 

Hungarian central bank in mid-January once again reduced the interest rates by 50 basis points. This 
step is expected in general because of declining inflation and a sharp weakening in economic activity. Cutting 
interest rates, as well as strengthening the general aversion to risk on the part of investors brought a strong 
pressure on the forint, which fell to its historical minimum in February 2009.  

Hungarian bond yields rose sharply, in particular during the first two weeks of the year - primarily 
because of concerns about the financial stability of the country, also because of the generally negative 
sentiments against the risk. The situation of liquidity in the Hungarian bond market compared to the previous 
month continues to improve. The demand for the Hungarian government bonds is rising again. The prospects for 
further reductions in interest rates in coming months are still attractive in the medium term. Hungarian shares 
have not been able to escape from the impact of the negative trend. One of the largest losses suffered financial 
institute OTP Bank. 
 
Other countries that it is appropriate in this context to mention 

 
The global crisis of liquidity is especially severe for Ukraine and remains economically under massive pressure. 
Ukrainian central bank is still more difficult to keep Ukraine's currency to some extent on a stable level. Since 
November 2008 the domestic currency was dramatically devalued and under the pressure from global investors 
was massively weakened, although the dynamics of decline slowed in January. The refinancing of the State 
should be ensured through international support, therefore there is no immediate risk for breach of contract for 
repayment of debt. 

Trade deficit for 2008 is estimated at 9.1% of GDP, almost twice the critical value. Foreign debt is 
largely short-term, which increases vulnerability against capital flows. The consequence of the financial crisis is 
worsening international economic situation which has already hit the Ukrainian steel industry, represents a 
strategic export sector. Also here fell the value of currency in the short term. Internal political conflict in the 
government makes it difficult to parliamentary approval for short-term stabilization measures such as increased 
state guarantees for bank deposits to 150 thousand hrivnas (approximately 20 thousand euro), or the creation of 
stabilization funds for banks. IMF supported Ukraine by 16.4 billion U.S. dollar loan to stabilize their banks. 

Most vulnerable countries in the EU are countries which have a place in peripheral position in the 
European division of labour or making a very rigid exchange rate policy. This is true for the Baltic countries, 
Bulgaria and Romania. Estonia, Lithuania and Bulgaria already have several years of similar Currency Board, 
which is defined by two basic principles: rule of the exchange rate and financial regulation. They have 
considerable amount of domestic money, which are directly associated with foreign exchange reserves.  

Latvia followed very rigid exchange rate policy. In Romania, the domestic currency in recent years was 
overrated due to high interest payments and capital flows. In all these countries was exchange rate policy in the 
currency overvaluation, which reduced import and slowed development. Similar were the trade deficit and 
current account deficit. In 2008 the current account deficit was in Bulgaria at the rate of 22.5% of GDP in 
Romania 14.4%, in Lithuania 12.1%, and despite the severe economic decline - 14.5% in Latvia and at the rate 
of 9.2% of GDP in Estonia. Due to this are rapidly increased foreign debts of those countries. The economic 
boom of recent years is largely based on the consumption, financed by borrowing and the boom in the housing 
market, where housing prices exploded. For example, in Estonia increased property prices in the same period by 
almost 70% over one year.  

Graph 6. GDP Growth (%) – Hungary 
Source: Eurostat 
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Credit rating of Baltic States has significantly declined, and capital flows began weaken before a few 
months ago. Consequently, economic growth in Estonia and Latvia has fallen significantly. In Latvia was the 
only one large bank that is not in the hands of foreign owners, Parex Bank, nationalized in November 2008 
amounting to 51 percent. Swedish banks, which are significantly involved in the Baltic countries, fell into 
troubles. Latvia in November asked the IMF and the EU for support loan.  

Reduction of cash flow and outflow of capital in conjunction with declining export is caused by the 
strong depreciation of the currency, leading to a banking crisis in these countries. The larger part of consumer 
loans are in foreign exchange, however, borrowers earn in local currency. The decline in domestic currency 
would mean a significant increase in foreign debt and for many private borrowers it would be difficult to repay 
their loans. The banking sector in the Baltic States is largely owned by the Scandinavian and Austrian banks, so 
that the banking crisis is mainly transferred to the west. 

All these states are extremely dependent on capital imports, and even without the current financial 
crisis, the central states are candidates for monetary and banking crisis. The current account deficit and foreign 
debt is increasing very rapidly, and investors are relying on the protection of the EU.  Indeed, the Baltic 
countries (but not Bulgaria and Romania) as members of the ERM II mechanism, which is a precursor for euro 
adoption, are eligible for support from the European Central Bank. This support, however, in the best case 
meant only alleviation of the crisis. Devaluation seems to be inevitable. The current growth model which is 
based on extreme import of goods and capital is unsustainable. 

 
Conclusion 
 
There is a serious deterioration of economic indicators in Central and Eastern Europe today. The growth forecast 
for countries in the region is decreasing downwards. Most central banks respond to crisis with decreasing of 
interest rates, what causes a sharp depreciation of currencies in the region. These countries are mainly export-
oriented and as decreased demand for goods, there was a sharp decline in its industry, which has resulted in 
increase of unemployment. Property prices that were artificially overestimated are progressively reduced. 

Banks have reduced to provide financial loans to developers for new projects, and these projects are 
being forced to complete from most of their own resources. Unlike in the past, the developer is forced to add to 
project more of own funds (minimum 40 - 50%). Developers have no motivation from the State to build 
apartments for low-income group of people, and so new projects are intended for high-income group of 
population. Mortgage lending is still available for individuals, but the bank lowered the maximum amount of 
loans from 120% to 70% of the price of the mortgaged property (standard mortgages) and they are carefully 
verifying by bank institutions if they are able to repay the loans. From America's negative experiences with 
mortgages in the recent past, the banks lend loans more cautiously and very carefully verifies if the applicants 
are able to repay the loans.  

Massive growth in recent years in Central and Eastern Europe entails the core of extreme vulnerability 
to crisis. That is the reason why are effects of the crisis outgoing from the central countries so threatening for 
these states. 
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End Notes 
 
1 GDP growth is an increase in the capacity of an economy to produce goods and services, compared from one 
period of time to another (GDP growth y/y, GDP growth q/q). 
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Abstract 
 

One of the most important challenges for developed countries today is to keep growth and employment. This could be 
achieved only with high quality education, research and innovations and their application in economy. Danish 
Government developed the strategy with the goal to rank Denmark among most innovative countries with knowledge 
based economy. 

This strategy accentuates the innovation and support of education institutions, public and private sector 
with the emphasis on the small and medium-sized companies. Universities are motivated to make more commercially 
successful research. Industrial PhD programs for employees are also interesting. For development of knowledge 
based economy is necessary to increase of international research collaboration. Important is cooperation between 
education institutions and private sector mainly small and medium companies. Crucial is dissemination of research 
and innovation to all regions of Denmark. In this paper I present results achieved during of the first period of this 
strategy. 

 
Current position of Denmark 

 
In recent years we witness expanding and continuing globalization everywhere. Globalization is in the industry 
where producers and service providers have to face competition inside the country but also competition from 
abroad. To keep prosperity and growth developed countries have to offer something new – something 
innovative. They have to support education and research. They have to establish good conditions for their 
businesses to be more innovative. 

Figure 1 shows how many percent of enterprises are innovative. Countries are ordered by results of the 
fourth community innovation survey (dark-blue set),. Countries which participated in third community 
innovation survey have also their results of that survey (blue data set). EU 27 average is average of the fourth 
community innovation survey and EU 15 average is average of third community innovation survey. Denmark 
takes 3rd place of 29 EU countries, Compared to the previous data (from 3rd community innovation survey) when 
toke 10th place of 17 countries. According to data from 3rd community innovation survey there were 44% of 
Danish companies innovative. Compared to the data from 4th community innovation survey there was 52% of 
Danish companies innovative. This was big step from the 44% in 1998-2000 to the 52% in 2002-2004. 

In the future the ability of Danish companies to be innovative and use new knowledge will be a crucial 
parameter in their exploitation of the possibilities that growing globalisation presents. 

It means that it is vital that Denmark pursue an active innovation policy, focusing on strengthening the 
framework of company innovation and competitiveness. Thus research, development and innovation policies 
will become increasingly important in the coming years. This will reflect the policy requirements of high growth 
and high employment. 

Innovation policies also appear high on the international agenda. This is the case in both the European 
Union and in the OECD. 
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FIG. 1: ENTERPRISES WITH INNOVATION ACTIVITY (% OF ALL ENTERPRISES) COMPARED RESULTS OF 
THIRD AND FOURTH COMMUNITY INNOVATION SURVEY (SOURCE: EUROSTAT (2007) AND EUROPEAN 

COMMUNITIES (2004)) 
 
Five key messages emerge from the results of the “innovation policy studies” according to the 

Innovation Policy Studies – Status report of latest results, and forthcoming tasks (2002) are: 
 
1. In an increasingly global, increasingly knowledge-based economy, innovation assumes a greater 

importance than ever before.  
2. Innovation is pervasive and diverse. 
3. The innovative capacity of industry is highly skewed towards larger firms.  
4. Innovation is systemic (multidimensional) rather than linear. 
5. Appropriate conditions for innovation. 
 
“Innovation therefore requires the development, over time, of adequate networking and knowledge 

transfer mechanisms, which are crucial to exploit the potential of science industry links. Well functioning 
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innovation systems in particular serve to ensure the free flow of information across the interfaces between large 
firms, researchers, entrepreneurs, investors of all kinds, consultants, patent agents and other intermediaries, local 
authorities and other actors. Such systems may have technical components but, above all, are networks of 
individuals.” (Innovation Policy Studies – Status report of latest results, and forthcoming tasks, 2002) 

What are Denmark’s “secret weapons” to fight with international competition? How does Denmark 

support its enterprises to be successful and able to expand worldwide? What can we learn from Denmark’s way 

to support research and innovation?  
 

Organizations and their main goals 
 

New approach to innovation has been brought by Danish government’s globalization strategy from April 2006 

and the globalization agreement of November 2006. According to these two documents Minister for Science, 
Technology and Innovation has appointed Danish Council for Technology (DCTI) and Innovation to 
administrate and develop knowledge dissemination, research and innovation initiatives. 

 

 
FIG. 2: AGENCIES REPORTED THE MINISTRY OF SCIENCE, TECHNOLOGY AND INNOVATION (SOURCE: 

LERDORF, M. (2008)) 
 
There are several agencies under the Ministry of Science, Technology and Innovation. National IT and 

Telecom Agency is responsible for regulation and development of ICT area. It also advises users of IT and 
telecom and is responsible for launching and implementing activities within the ICT area. Danish University and 
Property Agency is responsible for physical framework for educational and research institutions. It’s main task 

is to lease, manage and maintain buildings for government research and education. CIRIUS is responsible for 
promoting internationalisation of education at all levels but also responsible for recognition of education. And 
the last agency under Ministry of Science, Technology and Innovation is Danish Agency for Science, 
Technology and Innovation (DASTI). DASTI is responsible for promotion of research and innovation. It is 
crucial agency in the field of research and innovation. But other three agencies are also contributors. National IT 
and Telecom Agency in the field of ICT, Danish University and Property Agency helps to create physical 
framework for research and innovation at research and education institutions and CIRIUS helps to promote 
international education which is essential part of innovation. 

To provide a better overview of Danish innovation policies and initiatives, I decided to make figures 
showing objects and interaction between them. There are several objects included in these figures. Most 
important of them are objects of Knowledge Institutions (Universities, Academies…), Enterprises and DCTI as 
a main source of innovation initiatives. Interaction between these objects can be one way or both ways to show 
who is source and who is consumer of the initiative. 
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FIG. 3: MAIN TASKS OF DCTI AND THE MINISTRY OF SCIENCE, TECHNOLOGY AND INNOVATION 

 
The DCTI and the Danish Agency for Science, Technology and Innovation (DASTI) in dialogue with 

enterprises, public and other institutions and researches have discussed new strategies and initiatives of 
innovation policy. Result of this discussion was adopted action plan “InnovationDenmark 2007-2010”. This 

plan sets out main initiatives and goals of Danish institutions to achieve goal to keep Denmark among the 
world’s most innovative and competitive countries and possibly to become the leading knowledge-based 
economy by 2016. 

According to the Innovation Denmark 2007-2010 (2007) there are two main goals (tasks resulting from 
these goals are showed in figure 4 and 5): 

 
1. Danish companies must be more and continuously innovative 
2. Knowledge dissemination and collaboration between universities and industry shall be strengthened 
 

 
FIG. 4: MAIN TASKS RESULTING FROM THE FIRST GOAL (DANISH COMPANIES MUST BE MORE AND 

CONTINUOUSLY INNOVATIVE) 
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FIG. 5: MAIN TASKS RESULTING FROM THE SECOND GOAL (KNOWLEDGE DISSEMINATION AND 

COLLABORATION BETWEEN UNIVERSITIES AND INDUSTRY SHALL BE STRENGTHENED) 
 
All initiatives and policies are evaluated on regular basis to find out which are successful and which 

should be changed. We can say that, Danish institutions are doing their best to achieve the best result and 
“return of investment” of their money. 

These two goals are developed into several key areas of initiatives. According to the document 
“InnovationDenamrk 2007-2010” these areas initiatives are: which are shown on the figure 6. 

 

 
FIG. 6: MAIN FOCUS AREAS OF DANISH INNOVATION POLICIES 

 
Each of these initiative areas and their key initiatives, goals and benchmarks will be described in the 

following text. 
 

More highly educated employees to strengthen research and innovation in Danish 
business 

 
High-skilled employees are essential for companies in developed countries. According to the document 
“InnovationDenmark 2007-2010”, enterprises which employ highly educated workers and also carry out 
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research and development have almost 40% higher growth than enterprises which do not pursue research and 
development activities. 

To help research and education institutions prepare highly educated employees and to make enterprises 
to be aware of advantages of employment of highly educated staff, DCTI developed following key initiatives: 

 Industrial PhD 
 Innovation pilot initiative 
 PhD with focus on innovation 
 Mentor scheme 

 
Industrial PhD 
 
History of Industrial PhD goes back to year 1970 when “Industrial Research Programme” has been established. 

This course was two-year licentiate course. Later, in year 1989, was programme changed to a three-year PhD 
course. We can say that Industrial PhD is innovation and research supporting initiative self-created by Denmark 
and its advantages and results has been proved by number of success stories. 

According to report prepared by Oxford Research for the DCTI this initiative is extremely effective 
network promoter connecting private business world with universities. This programme contributes to the 
employment of highly educated staff, often in management positions of research and development. It also 
contributes growth of enterprises and creating new knowledge at universities. 

From figure 7 is obvious that Industrial PhD initiative is used mainly in technical fields, then in health 
and nature and less in society and agriculture. There is big difference between numbers of PhD and Industrial 
PhD, while Industrial PhD is focused mainly on technical fields, PhD covers all fields of society including 
humanities or artistic. 

 
FIG. 7: DISTRIBUTION OF INDUSTRIAL PHDS AND PHDS BY MAIN AREAS 

 
According to the Industrial PhD – An effective tool for innovation and knowledge sharing (2008) main 

advantages of Industrial PhD programme is: 
 User-driven. Owner of the project is the enterprise. Research is based on the problem that is 

relevant to the enterprise. PhD student is employed by enterprise and enterprise owns the 
intellectual property right to the project. 

 Research education at highly specialized level. Since universities are responsible for Industrial 
PhD education being at least on a par with traditional PhD course, they have to give academic 
approval to the proposed project. 

 Quick case work. Only 30 days after application submission a decision on support is made. 
Decision is made by cross-disciplinary and independent committee. 

 
What are advantages of Industrial PhD? There are several benefits for the Industrial PhD students. 

Graduates of this course do not encounter any problems in finding job. Usually they quickly find interesting job 
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in the research areas of private enterprises and enjoy high salaries. Also synergy between research and 
professional experience makes Industrial PhD very attractive. For enterprises it has economical advantages of 
increased revenue, exports and issued patents and license sales. Also experience of network with universities 
helps to develop enterprise through the sharing of theoretical professional knowledge of universities and 
practical knowledge of enterprises. For universities is main advantage that Industrial PhD provides new 
knowledge and learning that can be applied on the campus. It also provides information about industry-relevant 
research and industry experience of collaborating enterprise. 

What is the difference between traditional and Industrial PhD? Since Industrial PhD student spend half 
of the time at the university and second half of the time in the company he has advantage of know university’s 

academic environment and language but enterprise’s environment and language as well. Traditional PhD student 
knows just academic environment and language. Industrial PhD course is designed by university but it is 
specific for each course to meet enterprise’s and student’s needs, Industrial PhD student is also doing industrial-
relevant research. At the other hand traditional PhD course is designed by university and also university decide 
what kind of research needs. 

Is there any impact of Industrial PhD on society? Research confirmed that approximately 60 % of the 
enterprises with an Industrial PhD approved in 2002 expected an average gain in income of approximately DKK 
10 mil and 45 percent estimated that this project will lead to an increase in exports of approximately DKK 3-4 
mil. Average Industrial PhD cost including overheads for administration and research equipment is DKK 1.3-1.5 
mil. Estimated effects of 50 Industrial PhD projects that were approved in 2002 are 50-100 patents, DKK 250-
350 mil higher earnings, DKK 50-100 mil increased exports and 50-100 new employees. Considering this is 
obvious positive socioeconomic effect of Industrial PhD. 

 
PhD with focus on innovation 
 
In Denmark is number of students in particular year whose will complete research degree relatively small, it’s 

1% compared to Finland’s 2% or Swedish 3% (Innovation Denmark 2007-2010, 2007). Danish government has 
decided to double the number of PhD students in coming years, primary in that areas of private sector where are 
PhD graduates the most important. Important fact is also that that only 20% of students of traditional PhD 
courses find employment in private sector and 35% are employed in private sector five years after finishing their 
PhD. 

PhD students should have opportunity to make their education more industry-relevant. This could be 
done trough special innovation course which would be followed by work experience in the industry. This course 
should be integrated into traditional PhD programme. 

Another benefit of innovation this change is that some enterprises, SMEs in particular, have difficulty 
to enter Industrial PhD initiatives. They can be also interested in research collaboration with universities but 
don’t have to be able or will to finance such as collaboration themselves. 

 
Innovation pilot initiative 
 
Innovation pilot initiative is way how to get highly educated staff into SMEs and strengthen their collaboration 
with academic and research institutions. These employees are supposed to bring new experience and 
competencies into SMEs and contribute to promote development and innovation of SMEs existing work 
processes and production forms. 

Who is innovation pilot? According to Innovation Denmark 2007-2010 (2007), an innovation pilot is a 
highly educated person who is employed for a period to implement a development project. His goal is to create 
innovation in enterprise. But true is that these projects often lead to permanent employment of innovation pilot 
or of other highly educated person. 

This kind of support is very important particularly for SMEs who can hardly compete with large 
enterprises to get highly educated employee with relevant knowledge and experience. In current situation of 
Denmark’s low unemployment it might be for some of them nearly impossible. 
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Mentor scheme 
 
It is a fact that 7 out of 10 SMEs do not currently have management of innovation (Innovation Denmark 2007-
2010, 2007). Since Management of innovation is fundamental element of becoming innovative DCTI developed 
mentor scheme where experienced and competent manager can be “loaned” to SME to help with innovation 

management and strategizing. 
 

Increased collaboration between academic and research institutions and enterprises to 
improve dissemination of knowledge society 

 
One of the most important sources of innovation and increased private research is collaboration between 
academic and research institutes and enterprises. Therefore DCTI’s goal is to support and extend this 

collaboration. This will benefit both, enterprises will be able to incorporate results and knowledge from public 
research and academic and research institutions will be able to strengthen the relevance of public research and 
improve quality of education. 

Enterprises and academic and research institutions can collaborate in many ways. It can be single 
consultancy service or establishment of long-term networks between several enterprises and academic and 
research institutions. There is also need of being cohesive and flexible. 

There are various schemes for funds for cooperation on research, development and innovation under 
the DCTI. There are also other initiatives administered by other councils and ministries. Moreover these 
different initiatives of different institutions have also different purposes and are aimed at different enterprises. 
These facts make it difficult to understand the innovation system. Danish industry’s organizations recommend 

have one portal for public innovation and industry-promoting programmes. Enterprises would be able to get 
better overview of available public funding. 

According to needs of simplification of innovation system and generate greater effect all funds under 
DCTI for cooperation between enterprises and academic and research institutions are gathered in to one pool 
with fixed annual application deadlines for all funds. 

 
Strengthening of innovation consortia 
 
The most important innovation project tool is the innovation consortium initiative (Innovation Denmark 2007-
2010, 2007). This initiative has tradition and also has positive effects for enterprises but for research institutions 
as well. Since age is changing there is need to look and investigate some new ideas how to make this initiative 
creating even better results. According to the DCTI future development will focus on increase of inclusion of 
foreign partners, make more SMEs participating in innovation consortia and how to include more diverse 
enterprises and academic and research institutions in innovation consortia. 
 
Open funds 
 
Today’s world development of new ideas, industries and technologies is so rapid that research and innovation 

system must be very flexible. Lot of new projects doesn’t have to fall under any already established form of 

collaboration. That’s why DCTI established open funds for new ideas initiative where is funding allocated in 

open competition with only rule that new collaboration projects or networks are not covered by existing funding. 
This could be counted as a big step and improvement of support where is support given to the best projects of all 
industries of Denmark. 
 
Matchmaking 
 
The goal of matchmaking initiative is to match make enterprises and research and academic institutions in areas 
where they are not able to find. Since number of bridge-building and matchmaker-like initiatives already exist 
this initiative should cover matchmaking in societal areas or areas and industries on which innovation policies 
are not focused. 
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Innovation voucher for SMEs 
 
Innovation voucher initiative is initiative directed to the SMEs that don’t have previous experience of 

collaboration and work with academic and research institutions. These vouchers will be able to be used to get 
knowledge and any kind of consultancy from academic and research institutions. In case that relevant 
knowledge cannot be found in Danish academic and research institutions they will be able to use this voucher in 
international institutions. This initiative has been developed by Netherlands and it is seen as a good tool to 
improve SMEs knowledge and innovation. 

 
More research must be exploited commercially 

 
Very important step when doing research is turning research results into new technologies, products, processes 
and services. In other words there is need of commercialization of research. There is also need of new 
enterprises and entrepreneurs focused on research and innovation, realizing their global growth potential. 

Universities can lack financing to mature their promising inventions. Combined with fact that many 
inventions are in their early stages and it is not possible to attract private investors or partners many of them are 
therefore not realized. 

Denmark is among the best countries in the world by number of start-up of new companies. Despite the 
fact that there are 14,000 – 18,000 new enterprises started up every year in Denmark, these companies are not 
using their potential (Innovation Denmark 2007-2010, 2007). This should be changed through DCTI innovation 
initiatives. 

 
Technology transfer 
 
Since 2005 DCTI has co-financed 5 development projects where public research institutes will develop and test 
new, effective methods of organizing and work with technology transfer (Innovation Denmark 2007-2010, 
2007). These projects will run for 3-4 year and evaluation will be carried out. Goal of this initiative is to develop 
best possible strategy for technology transfer between industry and investors and research and academic 
institutions. 
 
Patent exchange on the Internet 
 
This initiative should provide one single access portal to technology transfer. In 2006 public research 
institutions launched joint patent exchange on the Internet. Trough patent exchange portal it should be easier to 
access available research patents since it’s concentrated in one place. 
 
Easier route to agreements on IPR 
 
Need of collaboration between enterprises and academic and research institutions on research and innovation 
brings new challenges. One of them is agreement on immaterial rights. It is very important beforehand to make 
very clear agreement on ownership of research results. Each party should know its obligation and rights. To 
make these agreements easier to prepare DACTI appointed committee to prepare a number of standard 
agreements which can be used when institutions start their negotiation. 
 
Future innovation incubators 
 
DCTI carried out evaluation of incubators’ results. Despite fact that the best Danish incubators are better 

compared to international competitions, there is significant difference between Danish incubators. Grants for 
them should be prioritized for best of them. Goal of this initiative is to make stronger and better incubators then 
are today. There will be also higher requirement on incubator competencies at tenders in following years. 
Another goal is also to measure effectively result of incubators (Innovation Denmark 2007-2010, 2007). 
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Inventor advisory service 
 
According to the Innovation Denmark 2007-2010 (2007) Inventory advisory service at the Danish 
Technological Institute is one of the most important access points for entrepreneurs and inventors. This initiative 
receives 4000 enquiries annually and numbers for following years are similar. 
Gazelle-Growth programme 
 
This programme should strengthen growth and innovation of SMEs with potential. This should be done through 
directed advice, training and networking activities. There should be 40-50 enterprises associated in this 
programme. 

 
Renewal and better dissemination of technological services 

 
When is DCTI talking about effectiveness of “knowledge market” it means that there is strong need of quick 

and effective access to knowledge for enterprises. That’s why is Approved Technological Service (ATS) 

network important instrument for knowledge and technology dissemination all over Danish enterprises. 
What are ATS institutes? ATS institutes are private companies which are financially supported by 

DCTI. DCTI finances approximately 10% of ATS institutes. These institutes play a huge role in obtaining 
knowledge and innovation from academic and research institutions by SMEs. They help and advise SMEs in 
their innovation process. There are several ATS institutes covering more than 50 areas of Danish Industry. In 
following years DCTI will help to improve closer interaction of institutes with universities, also gaining more 
international outlook and advising more enterprises. Very important is gaining of more international knowledge, 
since 98% of global knowledge is created outside Denmark (Innovation Denmark 2007-2010, 2007). 

 
Regional innovation agents 
 
Innovation agent is project where selected regional “innovation agents” contact group of SMEs which are not 

traditionally innovation and which do not collaborate with academic and research institutions. Then they 
promote collaboration with academic and research institutions and its advantages for SMEs. Goal of this project 
is to create better and easier access for SMEs to the innovation system. According to the “InnovationDenmark 

2007-2010” is this project tested in 3 regions of Denmark (Southern Denmark, Zealand and Central Jutland). 
 
Innovation center for e-business 
 
Innovation center for e-business should support use of information and communication technology through 
knowledge dissemination to SMEs. These activities should be handled by ATS system. 
 
Strengthened cooperation among ATS institutes, research institutions and enterprises 
 
There is need of increased cooperation between ATS institutes and universities and other establishments. That’s 

why in the following years will DCTI initiate and test new models of this cooperation in order to provide as 
good knowledge to SMEs as it will be possible. The DCTI will also support creation of innovation consortia 
between enterprises, research institutions and ATS institutes. The DCTI decided to support universities and 
make them benefit of transfer of new and existing technologies to enterprises through ATS institutes. 

 
Improved framework to strengthen Danish industry’s international collaboration on research and innovation 
 
There is approximately 1% of the world’s total research done in Denmark. This fact makes access to the 

knowledge created outside Denmark very important (Innovation Denmark 2007-2010, 2007). To gain this 
access Danish enterprises and academic and research institutions have to cooperate with international partners in 
order to gain better access to the latest world’s knowledge in their fields. 

Despite the fact that Denmark is member of many of international organizations and collaborations 
focused on R&D partnership, only about 3% of Danish enterprises collaborate with foreign universities on 
innovation. 
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Main areas which have to be strengthened are mainly EU programmes like 7 th framework programme 
or a number of new and smaller. In these programmes Danish enterprises participate too little and even this 
participation is falling. Second main area is technology transfer from European Space Agency. Since Denmark 
is a member of ESA, there is good opportunity to explore use of technology developed for space and use it for 
other commercial markets. 

 
Technology transfer from the European Space Agency 
 
To provide simpler and clearer access to technology transfer from ESA, DCTI wants to establish a national 
point of contact between Denmark and ESA’s Technology Transfer Programme. This should be part of one of 
the existing ATS institutes. Using of ATS as a middleman has several advantages it can benefit from ATSs 
network with high-tech companies and also shows new opportunities for their partners to research and develop 
new products, services or processes. It should be able to provide much higher extend of knowledge and 
technology that Denmark as a member of ESA already contributed. 

 
International innovation consortia 

 
The DCTI introduces new innovation consortium scheme for participation of Danish enterprises in international 
collaboration. It should be clearer for foreign enterprises and academic and research institutions, which should 
participate in these consortia as equal with Danish parties. Only requirement is relevance of industry and 
knowledge for Danish enterprises. 
 
Support for pre-projects for the EU’s 7th framework programme 
 
In the following years will DCTI support pre-projects for the EU’s framework programme for research and 
development. These pre-projects should help SMEs which wish to apply for 7th framework with initial costs. 
Denmark will support them financially in order to help them to handle costs of application for this programme 
(Innovation Denmark 2007-2010, 2007). 
 
Pilot project for strengthened Danish participation in the ICT research programme 
 
The EU’s ICT research programme is largest from specialized programmes within the 7

th framework 
programme. In the past Denmark performed quite poorly in this programme. It means that Denmark missed 
some important sources of knowledge, innovation and research and of course financing of R&D. Therefore is 
one of the DCTI’s initiatives initiative to pick up 100 high-tech knowledge-intensive ICT enterprises and help 
them to participate on this research programme (Innovation Denmark 2007-2010, 2007). 
 
International bridgeheads 
 
There is great opportunity to use Danish Ministry of Foreign Affairs’ global infrastructure to gain better access 

to international knowledge and research. Example for this cooperation is innovation centers which are set up 
under Danish Trade Council. There are currently three of them in Sillicon Valley, Shanghai and Munich. But 
there are plans to extend these “network” of innovation centers to other countries. These centers are set up 

everywhere where it is for Danish enterprises advantage to gain better and easier access to local businesses and 
investors. 

 
Other initiatives of DCTI 

 
There are also another interesting areas of initiative through which is Denmark trying to reach its goal to 
become more innovative. There areas are user-driven innovation, innovation in service sector, innovation in the 
public sector, innovation in education and innovation in “whole” country. 
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User-driven innovation 
 
There is need of more Danish enterprises to make their strategy for user-driven innovation. They should use 
customer’s knowledge more actively. There have difficulties with initialization of user-driven innovation and 
are not able to combine it with research innovation. Because of problems or missing user-driven innovation they 
can miss out innovation of their products, processes or services. DCTI decided to support and promote user-
driven innovation among Danish enterprises. This initiative should substitute efforts made by other public 
institutions. 

User-driven innovation was supported by DCTI for several years. Some networks and ATS institutes 
were focusing on user-driven innovation. In the following years DCTI will focus on more systematic inclusion 
of user-driven innovation. 

 
Innovation in service sector 
 
Innovation doesn’t create values just for innovative enterprises but it creates also values for society and 

individual citizens. By new technologies and services which can improve welfare and life of citizens. Until now 
enterprises which took opportunity to use innovation policy instrument offered by DCTI were manufacture 
enterprises or manufacture sector at all. Now DCTI prepared new innovation policies to increase innovation in 
the service sector. 

Fact is that during the years 2000-2005 annual growth of Denmark’s service sector was 1% compared 

to the decrease in the manufacturing sector’s 2% decrease. In the EU there was 3% increase of employment in 

service sector. True is also that more than 70% of the Danish service companies are innovative. Interesting fact 
is also that when have companies user as their innovation driver they are 125% more likely to be innovative. 
Also when they collaborate with external partners their chance to be strategic innovative is twice higher (Inside 
Service Innovation – Challenging policy, 2008). These facts support DCTI’s initiatives like support of user-
driven innovation, international innovation consortia and innovation networks. There is also need of highly 
educated people as a competent for strategic innovation. True is that if company has at least one employee with 
a masters degree, their chance to be strategic innovative is twice higher. DCTI’s initiatives in this field are 

aimed to strengthen cooperation between enterprises and public research institutions, also between Danish 
enterprises and international enterprises and academic and research institutions and also to strengthen 
cooperation between public and private sector at all. 

 
Innovation in the public sector 
 
Danish goal is that not just enterprises but also public institutions should be positioned among the most 
innovative in the world. True is that there is the large unused potential in the public sector to be actively 
included in innovation initiatives. DCTI will investigate how can public sector contribute to creating of 
innovation in business and also how can public sector increase its own innovation. 

Public sector is large and important sector of Denmark’s economy. Since there has not been almost any 

innovation policies focused on public sector it has potential to innovate and thereby deliver better service to 
citizens without becoming more expensive. It can also contribute to train employees for private sector who can 
strengthen enterprises’ innovative abilities. Innovation in public sector is not that straightforward as in the 
private sector. Public institutes have to keep public expenses stable, but they should innovate in order to 
improve their services for society. You can see several big challenges in the public sector, because of 
demographic development. These challenges are health, education, social policies but also labor market. 
Currently are public institutions participating in ATS network and several other innovation projects. DCTI will 
make strategy for extending these innovations mainly in areas of welfare which can be benefit for all Danish 
citizens. One of possible initiatives could be also extending Industrial PhD scheme to the public enterprises, this 
can contribute to the public institutions’ innovation like it does in private sector to the enterprises. 

 
Innovation in education 
 
Innovation is a big challenge for whole society. It is very important to teach school children how to be 
innovative and how to work with the innovation. The education system is also important to promote research 



447 

and innovation among new potential researchers. Current initiatives support several educational institutions 
including universities and centers for higher education. Following initiatives should support also education 
about innovation for pupils at secondary level of education. DCTI want to find in dialogue with Ministry of 
Education and University and Danish Property Agency how to strengthen these initiatives. There is also 
possibility of closer association between ATS institutes and education institutions. 
 
Innovation all over the country 
 
In order to make whole Denmark part of knowledge society there is need to dissemination knowledge and 
innovation to all Denmark’s regions. It is also necessary for exploring and using full growth potential of whole 

country. Country is facing strong global competition and regions which are able to create the best environment 
for creating and using new technologies and innovations will be winners. The fact is regions still based on more 
traditional industrial production can feel consequences of competition from Eastern Europe and Asia. Several 
regions are already supporting these changes, anyways there are still areas where can be activities extended. 

DCTI decided to support competencies and business potential which can make more Danish enterprises 
and products to be high-technology and knowledge-based. The driving force for regional innovation should be 
regional growth fora. DCTI will support these for a in developing regional framework for growth. DCTI and 
DASTI are also engaged in dialogue with regional players to make regional frameworks and instruments 
optimal to support knowledge, innovation and high-tech in the future. Action plan “InnovationDenmark 2007-
2010” already includes a number of concrete initiatives which should support knowledge and innovation 
dissemination from academic and research institutions to enterprises and educational establishments all over 
Denmark. Other initiatives will be developed by government and regional growth forums. These initiatives can 
be regional technology centers, regional ICT and innovation pilot initiatives, support of SMEs etc. 

Once a year will DCTI discuss regional innovation initiatives together with regional growth forums. 
There will be also possible to present results of initiatives or to coordinate different national and regional 
initiatives. 

Figure 8 shows distribution of innovation activities of Danish enterprises by regions from 2004 (Source 
Danish Center for Studies in Research and Research - 2006). 

 
FIG. 8: INNOVATION ACTIVITIES BY DANISH ENTERPRISES BY REGIONS 

 
Conclusion 

 
Denmark’s strategy for transforming to the knowledge-based economy has several main initiatives, they support 
education, research and innovation and also international knowledge exchange and international collaboration.  

Instead creating new initiatives and plans all the time from scratch, Denmark is evaluating old plans 
and initiatives and improving them or substitute by new initiatives. Good sample of persisting and developing 
initiative is Industrial PhD. Industrial PhD’s history goes to the year 1970 and from that time this Danish-
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invented initiative improves and made interesting and valuable results. I see this initiative as one of the strongest 
Danish “weapons” to support enterprises’ innovation and research. But other initiatives connected with 
education are also interesting. By adding innovation courses to the “traditional” PhD programmes and support 

of innovation education at the second level education will be next generation of Danish employees and 
researchers not just aware of innovation but will be also able to use or create innovation and new technologies. 

Initiatives for support of research and innovation including ATS network which should provide easier 
access to the knowledge, innovation pilots which should be enterprises’ internal innovation drivers, innovation 

networks and consortia which should provide coordinated research in specialized fields. All these initiatives are 
focused particularly on SMEs. From the survey it is known that smaller companies need help in the form of 
consultancy, financial help or just somebody who will be their innovation driver. Lot of times enterprises want 
to be innovative and want to make research but they need somebody who will help them to start project. 
Denmark is doing best to support these companies through DCTI’s initiatives. 

Very important are initiatives for support of international knowledge exchange. Some of DCTI 
initiatives are related to obtain knowledge from abroad, mainly knowledge from ESA. Other initiatives are 
supporting using of international frameworks and projects. Interesting is a fact that Denmark is offering 
financial help for small and medium enterprises which should cover their primary expenses connected with 
application submission. Other way to support collaboration with academic and research institutions and 
enterprises from abroad are Innovation Centers Denmark. These centers are currently three. One of them (center 
in Munich) is even relatively closely to Denmark. For German businessmen it is a positive signal that Danish 
enterprises are ready to start an international collaboration. The center in Silicon Valley has a similar role. This 
center faces increased interest in “green” or environmental friendly research and innovation. Danish enterprises 
are performing quite well in this field. 

Key role in Danish innovation strategy plays dissemination of knowledge. All institutions involving 
into this chain pay its high attention. Their initiatives are focused on  

 employment  of more highly educated people in SMEs 
 collaboration and interaction between research at academic and research institutions and 

industry 
 
“Danish enterprises should not only be innovative on occasion, but become more permanently 

innovative and increasingly create innovative strategies which involve both users and academic and research 
institutions in Denmark and abroad. The DCTI wishes to focus on creating new, innovation-promoting 
instruments for SMEs which can strengthen knowledge transfer and the interaction with academic and research 
institutions and technological services as well as reinforce the innovation that is promoted by multi-disciplines, 
and not necessarily new research.” (Innovation Denmark 2007-2010, 2007) 

I wish Denmark good speed on this long way. 
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Abstract 
 
The paper investigates the relationship between human resource flexibility and innovativeness in a sample of first-tier 
automotive suppliers. The results of our survey indicate that innovativeness is positively related to internal flexibility 
dimensions like functional and numerical. Regarding external flexibility, the association depends on the type of 
contingent employees: negative association for ‘short-term hires’ and positive association for ‘consulting/contracting 

firms’. The firm´s level of environmental dynamism fully moderates the relationship between some flexibility 

dimensions and innovativeness: firms in high-dynamic environments can benefit more from both internal and 
external flexibility than firms in low-dynamic environments. The paper discusses the implications of these results for 
future research and managerial practice. 
 
1. Introduction 
 
Globalization enhances challenges to companies serving international markets. Two business areas of rising 
interest to globalized companies are innovation and flexibility. Innovation activities contribute to generate 
sustainable competitive advantages to the firm whereas flexibility capabilities enable firms to accommodate 
increasing changes in global marketplaces. The notion of flexibility has attracted a great deal of research 
attention in the past decade and may be relevant in the adoption of innovative solutions in the globalized firm. 
Human resource flexibility is one of important aspects of organizational flexibility, and it is focused on adopting 
employee attribute (such as knowledge, skills and behaviours) to changing environmental conditions (Wright 
and Snell, 1998). Within the resource-based view perspective, the study of the relationship between human 
resource flexibility and innovation is important because innovation greatly depends on the strategic integration 
of knowledge which requires organizations to acquire new capabilities rapidly or to ensure the presence of 
knowledge that may be beyond existing internal capabilities. Human resource flexibility may be relevant in the 
adoption of innovative solutions in the firm because skill malleability or polyvalence implies that employees are 
able to respond in better ways to stimuli which have appeared previously. When employees continuously 
improve their pool of knowledge, their performance variability at work reduces over time, thereby increasing 
productivity. Similarly, the behaviour flexibility dimension of human resource functional flexibility encourages 
organization members to improvise and think of new ideas.  

The purpose of this study is to examine the relationships between human resource flexibility, 
environmental dynamism and innovativeness in a globalized industry. Based on previous works, we develop a 
conceptual model linking these constructs together. We expect the different dimensions of human resource 
flexibility to contribute to the firm´s innovativeness, and environmental dynamism to moderate some of these 

relationships. Several hypotheses are formulated and tested with data collected from Human Resource and 
Technology managers working for Spanish first-tier automotive suppliers. 

This study extends the current literature in three ways. First, we explicitly link each human resource 
flexibility dimension to innovativeness. We are not able to find a study that look at this issue broadly because 
most studies in the literature do not carry out comprehensive analyses on innovation of all the different human 
resource flexibility dimensions but they focus only on the influence of single flexible practices on limited 
measures of innovation output. Second, we focus the research on a single globalized industry to explain better 
the cause and effect relationship between flexibility and innovation. Third, we include the moderator effect of 
environmental dynamism in the relationship between human resource flexibility and innovativeness because 
when the firm´s operating environment is highly dynamic, previously developed capabilities may not be able to 
keep up with the frequent changes in technological conditions.  
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The remainder of the paper proceeds as follows. First, we give a focused review of the literature on the 
theoretical context supporting the nature of the association between human resource flexibility, innovativeness 
and environmental dynamism, and we develop the research hypotheses. Then, we describe the research 
methodology, including data collection, variable description and methods of analysis. Results are reported in 
section four followed by their discussion in section five. Finally we present conclusions as well as the 
limitations of this study and suggestions for future research. 
 
2. Theory and hypotheses development 
 
2.1. Human resource flexibility and innovation: theoretical context 
 
Innovation is studied in many disciplines and has been defined from different perspectives. In a broad way, 
innovation is defined as the adoption of an idea, whether a system, policy, program, device, process, product or 
service that is new to the adopting organization (Damanpour and Schneider, 2006). The dependent variable in 
our study is organizational innovativeness which can be defined in various ways. Rogers (1983, p. 22) define it 
as follows: “Innovativeness is the degree to which an individual or other unit of adoption is relatively earlier in 
adopting new ideas than the other members of a system”. Avlonitis et al. (1994) consider innovativeness as a 
multidimensional concept that is difficult to measure in practical research. For our purposes innovativeness is 
indicated by subjective measures based on perceptions of managers, as explained in the methodology section. 

The success of the innovation process depends not only on the firm´s ability to exploit its resources but 

on exploring new not yet existing or at least fully realized dynamic capabilities. Capability theory predicts 
firm´s ability to build and reconfigure internal and external competencies to respond to rapid changes in their 

environment lies at the centre of their innovation capability. Flexibility is an organizational capability that 
originates at multiple levels of analysis and enables firms to manage change and environmental fit (Bhattacharya 
et al., 2005). Flexibility is multidimensional and most definitions of flexibility refer to a firm´s ability to meet a 

variety of needs in a dynamic environment (Sanchez, 1995). Some scholars (e.g., Wright and Snell, 1998) argue 
that human resource flexibility dimensions constitute a platform to build other levels of flexibility, and may 
offer a more direct explanation than technological factors of the variations that can influence innovativeness.  

Human resource flexibility can be classified in internal and external. Internal human resource 
flexibility involves efforts to increase the firm´s ability to adjust to changing circumstances through 

modifications of the internal labour market or work organization (functional flexibility and internal numerical 
flexibility). External human resource flexibility uses changes in the external labour market through several 
mechanisms such as short-term hires, temporary help agencies, or consulting/contracting firms and R&D 
centres. Each type of human resource flexibility may contribute differently to deploy employees embedded 
knowledge and to broaden the access to knowledge-based resources that support the firm´s ability to innovate. 

The knowledge-based view of the firm suggests that the organization plays a critical role in articulating and 
applying knowledge-based resources through integration and coordination efforts with labour practices and 
relationships difficult to duplicate, because accumulation over a period of time represents high levels of asset 
specificity.  

Given the variety of human resource flexibility dimensions, many scholars also recognize that firms 
rely upon different modes of employment. Scholars have studied differences in employment relationships that 
range from long-term relationships with core employees to short-term exchanges with external workers. In the 
model of the flexible firm, Atkinson (1984) differentiates between: (a) the core employees who are most vital to 
the firm because they are involved in activities that generate core knowledge and competences such as 
innovation; and (b) the periphery employees who are less important because they perform activities that 
generate non-core competences. The core competences approach also suggests that firms should invest 
internally in those activities constituting core competences by developing and securing knowledge-based 
employees, and should outsource or establish short-term relationships in those activities that do not generate 
core competences. 

Therefore, firms would seek to establish long-term relations with a group of highly committed, skilled 
employees in their core activities “so that employees can be redeployed quickly and smoothly between activities 

and tasks” (Atkinson, 1984, p. 4), whereas in the periphery, firms seek numerical flexibility “so that headcount 

can be quickly and easily increased or decreased in line with even short changes in the level of demand for 
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labour” (Atkinson, 1984, p. 4). The peripheral workforce consists of variable elements, made possible in part 

due to the use of non-standard work arrangements such as short-term hires. However, not all the external work 
arrangements may have the same implication for innovation activities, and as a consequence this flexible (core-
periphery) model of the firm has been criticised by several scholars due to its limitations. 
 

Internal human resource flexibility                                                                      External human resource 
flexibility 

                                                                 H4a                                             H4b 

                                                               H1                                                   H3c                                    

                                                                                                                                      

                                                                                                                       H3b  

                                                                H2                                                  H3a 

  

 

                                                Control variables (2)                                              Control variables (1) 

                                                                                                           

 

 

 

 
 

FIGURE 1. RESEARCH MODEL 

 
Some scholars argue that a firm´s innovation increasingly relies on outside knowledge sources (Quinn, 

2000). Innovation requires managerial skills that can span organizational boundaries, and ensure that the 
organization builds the capacity to absorb outside knowledge. Then, the use of some types of flexible 
employment contracts may be compatible with the achievement of innovation in dynamic environments to 
ensure the presence of knowledge resources that may be beyond existing internal capabilities (Matusik and Hill, 
1998). Firms should be able to expose themselves to ideas from outside their boundaries in order to stimulate 
creativity and prevent rigidity.  

Therefore, the theoretical context reveals disagreements about the nature of the association between 
human resource flexibility and innovation. Whereas some theoretical perspectives and empirical research 
suggest the need to build and sustain committed human resources with full-time and permanent contracts 
(Atkinson, 1984; Storey et al., 2002), others argue that different types of looser employment relationships could 
be beneficial for innovation. Looser employment relationships may enable firms to gain access to an array of 
diverse specialists, filling identified knowledge gaps which firms may not afford to engage on a full-time, 
permanent basis (Matusik and Hill, 1998; Nesheim, 2003). In particular, firms operating in dynamic 
environments and experiencing rapid technological change may benefit from using employment intermediaries 
in their core areas. In dynamic environments, human capital not connected to the firm through employment 
provides a potential source of industry „best practices‟, competence, and new ideas, which, combined with the 

employees of the firm, is likely to enhance the competitiveness of the firm.  
Figure 1 depicts the research model that we test in this paper. According to the previous theoretical 

discussion, we propose that both internal and external dimensions of human resource flexibility are related to 
innovativeness. The test of the research hypotheses will indicate the relative contribution of each human 
resource flexibility dimension to innovativeness. The model also tests moderator effects of environmental 
dynamism (change) in the relationship between two human resource flexibility dimensions and innovativeness. 
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We also include two groups of control variables: the first group are firm characteristics influencing 
organizational innovation -firm size, firm age, export intensity, and ownership control; the second group are 
variables related to the organization´s R&D inputs and management support to innovativeness. The next 

subsection develops the research hypotheses outlined in the model (figure 1). 
 
2.2. Research hypotheses 
 
Internal human resource flexibility includes the dimensions of functional flexibility and internal numerical 
flexibility (figure 1). First, functional flexibility means a process through which firms adjust to changes in the 
demand for their output by an internal reorganization of workplaces based on multiskilling, multitasking, 
teamwork and the involvement of employees in job design and the organization of work. The breadth of 
individual skills available to a firm provides an indication of the potential flexibility of the firm (Wright and 
Snell, 1998). Employees who possess broad sets of skills enabling them to accomplish a large number of diverse 
tasks provide operational resource flexibility on a day-to-day basis. Two causal mechanisms can be proposed to 
support the association between functional flexibility and innovativeness. On the one hand, functional flexibility 
practices like multiskilled teams may contribute to a wider dispersion of skills and knowledge that make the 
deployment of individual workers to particular tasks more adaptable and, as a consequence, may leverage the 
innovativeness of employees (Kelliher and Riley, 2003). On the other hand, functional flexibility practices are 
supported by human resource policies like on-the-job training that contribute to employees development in the 
core workforce (Kelliher and Riley, 2003). As a consequence, the ability to be functionally flexible may 
contribute to innovativeness through commitment and development of core employees.  
 
Hypothesis H1. The greater the firm´s functional flexibility, the greater the firm´s innovativeness. 

 
The second dimension of internal human resource flexibility is internal numerical flexibility which is 

related to adjusting work volume to changes in demand through part-time contracts or flexible working hours. 
Wright and Snell (1998) advocate that the flexibility that exists regarding employee behaviour also determines 
the flexibility of a firm. Skilled and knowledgeable employees who are not motivated are unlikely to contribute 
any discretionary effort. Internal numerical flexible practices like flexitime may increase job satisfaction and 
organizational commitment of core employees (Konrad and Mangel, 2000), which in turn may enhance 
innovativeness. Employees require flexitime to visit children´s schools or being able to work part time 
temporarily at certain points in life to balance work and family needs.  

The concepts of psychological safety, psychological contract and organizational commitment may offer 
causal explanations to relate internal numerical flexibility and innovativeness. Edmonson (1999) provided a 
theoretical description linking psychological safety –the degree of support for interpersonal risk taking- to 
learning processes and innovation outcomes. The activities involved in learning to adopt innovations and in 
making the organizational changes required to support them can rise interpersonal and career risks to individuals 
directly involved. For instance, technology implementation often requires experimentation, using trial and error 
to find solutions that work, and help seeking, both of which involve interpersonal risk. Feeling comfortable 
asking questions and speaking up about concerns is likely to help people adopt innovations, particularly one that 
requires learning alongside other interdependent users. In turn, the successful implementation of internal flexible 
practices like flexitime requires the support of supervisors and work colleagues.  

The required organizational support that facilitates the use of internal flexible practices like flexitime 
may contribute to enhance the „psychological safety‟ and also the „psychological contract‟ and „organizational 

commitment‟ of employees covered by these practices. Employees who perceive that they are valued and 

respected by their organizations are likely to reciprocate with greater emotional engagement and dedication to 
ensure organizational goals are met (Wayne et al., 1997). Then, firms with larger percentages of employees 
covered by internal numerical flexible practices may exhibit greater psychological safety and organizational 
commitment which in turn may contribute to innovative behaviours.  
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Hypothesis H2. The greater the firm´s internal numerical flexibility, the greater the firm´s 

innovativeness. 
 
External human resource numerical flexibility adjusts work volume by contracting and firing 

temporary employees: short-term hires, temporary help agencies and consulting/contracting firms. The 
relationship between flexible employment and innovation is not conclusive. It is possible that, in some 
circumstances, contingent work may be used in order to access valuable knowledge for innovation whereas in 
other circumstances, such as where cost reductions are very important to remain competitive, contingent work 
might be detrimental to innovation. Although the three options –short-term hires, temporary help agencies and 
consulting/contracting firms- may be regarded as direct alternatives, firms that use one atypical work 
arrangement may also try out other types. Thus, in order to study the relationship between external flexibility 
and innovativeness, it is necessary to analyse separately each dimension of human resource external flexibility. 

First, short-term hired employees may positively contribute to reduce labour costs but they may also 
have negative outcomes because innovation behaviour requires organizational commitment that it is less 
frequently found among short-term hired employees (Posthuma et al., 2005). Several studies (e.g., Broschak and 
Davis-Blake, 2006; Davis-Blake et al., 2003) find that the percentage of short-term hires is negatively related to 
employee trust, internal workers´ attitudes and to the relationships between employees and supervisors which 

may negatively influence organizational performance. Therefore, we propose a negative relationship between 
short-term hires and innovativeness because of a lower psychological contract and organizational commitment 
towards their organizations.  
 
Hypothesis H3a. The greater the firm´s level of short-term hires, the lower the firm´s innovativeness. 

 
Second, firms can lease employees from temporary help agencies for the same reasons that short-term 

hired employees. According to the core competences approach, the outsourcing of peripheral activities through 
temporary help agencies enables firms to focus on core activities that support sustainable competitive 
advantages. However, the outsourcing of R&D activities may lead to increased risks of opportunism, especially 
when the R&D concerned is of a proprietary rather than a generic nature (Hoecht and Trott, 2006). Empirical 
studies find that the outsourcing of core activities like R&D is negatively related to firm performance (Martinez 
et al., 2007). This negative consequence of hiring employees for R&D activities reinforces the negative 
influence that employees with low „psychological contract‟ and organizational commitment to their hiring 

organizations may have on innovativeness. Temporary workers placed in client organizations via temporary 
help agencies may represent a threat to job security, indicating the organization can easily get someone else to 
do the same job which can affect the stigmatisation of temporary employees and negatively influence job 
satisfaction, commitment and performance behaviours in the workplace (Boyce et al., 2007). Therefore, we 
propose the following hypothesis: 
 
Hypothesis H3b. The greater the firm´s level of employees from temporary help agencies, the lower the 

firm´s innovativeness. 
 
Third, organizations may use consulting/contracting firms or universities/R&D centres instead of 

temporary help agencies in innovation activities to provide numerical flexibility and, at the same time, to access 
new knowledge. The resource-based view suggests that the limited capabilities of some firms make them to 
acquire resources from other organizations. Increasingly, firms are achieving coordination flexibility of skills by 
using contingent workers. Firms are able to hire individuals with a narrow set of skills to complete a specified 
project. Then, when the project is over or the product replaced, these employees are released and a new set of 
contingent workers, whose narrow set of skills meet the needs of a new project, is brought in. Thus, rather than 
hiring temporary employees either directly or via temporary help agencies, firms concerned with developing 
new knowledge may use more often the services of consulting/contracting firms or universities/R&D centres. 
Externals may bring knowledge of occupational and industry best practices into a firm, and may stimulate 
exploration of ideas outside the firm´s knowledge stock (Nesheim, 2003). As a consequence, we propose the 

following hypothesis: 
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Hypothesis H3c. The greater the firm´s use of consulting/contracting firms, the greater the firm´s 

innovativeness. 
 
Innovation scholars have often posited that the primary stimulus for organizational innovation comes 

from the external environment; hence, characteristics of an organization´s environment such as the rate of 

change in technology may be critical to its ability to innovate (Damanpour and Schneider, 2006). First, given 
that functional flexibility involves the deployment of employees´ skills and abilities, and the dispersion of 

knowledge, firms in high-dynamic environments should be more in need of deploying a wider dispersion of 
knowledge through functional flexibility that contributes to innovativeness. Thus, environmental dynamism may 
moderate the relationship between functional flexibility and innovativeness. On the contrary, the other internal 
flexibility dimension (internal numerical flexibility) does not involve any knowledge-based resource. This 
flexibility dimension only involves the adjustment of working time to changes in volume demand or employees´ 

work-family balance. Therefore, we propose only a moderator effect of environmental dynamism to the 
dimension of functional flexibility and not to the dimension of internal numerical flexibility. 
 
Hypothesis H4a. The greater the level of the firm´s environmental dynamism, the more positive the 

relationship between functional flexibility and innovativeness. 
 
Second, regarding external human resource flexibility, there are three dimensions in our research 

model: short-term hires, temporary help agencies, and consulting/contracting firms or R&D centres. The first 
two dimensions are primarily related to the adjustment of working time in order to accommodate changes in 
volume demand, and we do not propose any moderator effect of inter-organizational cooperation. However, the 
third dimension –consulting/contracting firms- may also involve the access to relevant knowledge. These 
externals may bring knowledge of occupational and industry best practices into the firm (Nesheim, 2003). The 
problem of misfit between a firm´s existing routines and capabilities and the firm´s operational environment 

under a high level of environmental dynamism may be mitigated if the firm is capable of exploring new areas 
and building new capabilities. Firms engaging in continuous exploration of knowledge are likely to have 
technical groups with varied perspectives and are thus better able to reframe problems and overcome familiar 
through patterns and competitive traps when the environment demands organizational change (Levitt and 
March, 1988). Then, we propose a positive moderator effect of environmental dynamism in the relationship 
between external flexibility (consulting/contracting firms) and innovativeness because firms in high-dynamic 
environments may benefit more from the access to external knowledge.  
 
Hypothesis H4b. The greater the level of the firm´s environmental dynamism, the more positive the 
relationship between the use of consulting/contracting firms and innovativeness. 

 
We finally control for a range of variables that have been identified as significant determinants of 

innovation in previous studies. Two groups of control variables are incorporated in the research model. The first 
group of variables are related to organizational characteristics of the firm: firm size, firm age, export intensity, 
and ownership control. The second group of control variables are related to the organization´s R&D input effort 

and support to the innovation process.  
 
3. Methodology 
 
3.1. Sample and survey 
 
In order to test the hypotheses, we surveyed a sample of 123 Spanish first-tier suppliers of automotive 
systems/components to automobiles assemblers. The automotive industry was chosen as a framework for the 
empirical study because of two main reasons. First, the automotive sector is a globalized industry of economic 
significance to many countries and one of the largest manufacturing activities in the world. Second, the 
automotive industry has been a world leader in the adaptation of many innovations in process management 
(TQM, JIT) and technologies (flexible manufacturing systems) along the supply chain (MacDuffie and Helper, 
1997).  
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Our final sample includes 123 first-tier suppliers of automotive systems/components to automobile 
assemblers. The target population of automotive suppliers was taken from the 362 firms listed in the Spanish 
Association of Automobile Suppliers. The response rate to the survey was 33.9 per cent, which is similar to 
other empirical studies of human resource flexibility (e.g., Bhattacharya et al., 2005). The unit of analysis is the 
SBU (Strategic Business Unit). The plant was not used as unit of analysis because firms may often obtain 
flexibility by dividing work differently among various establishments. The distribution of surveyed firms by size 
indicates that 12.2% are small firms (less than 50 employees), 31.7% are medium-sized firms (between 50 and 
250 employees) and 56.1% are large firms (more than 250 employees). 

Data were collected through questionnaires mailed in three consecutive rounds at one-month intervals 
to the company´s headquarters during the second quarter of the year 2007. No incentives were provided to 
participate in filling out the survey. However, if they stapled a business card to the form or gave us their 
working address, the survey results were sent as they became available. The accompanying letter requested the 
Human Resource Manager to respond to items related to human resource management and policies, and the 
SBU´s Technology Manager to respond to questions related to innovation. Therefore, at least two respondents 

with function specific knowledge were used to avoid common methods bias. We also conducted the Harman 
one-factor test to mitigate the threat of common methods bias, in addition to using multiple informants, and 
compared early and late respondents´ data on the assumption that the data from late respondents are 

representative of non-respondents: there were no significant differences (based on t-tests) between early and late 
respondents in terms of firm characteristics (size, age or innovation metrics). 
 
3.2. Measures 
 
Innovativeness is the key dependent variable. Because innovativeness is a multidimensional concept (Avlonitis 
et al., 1994), a construct of five items was used for measuring innovativeness in terms of the subjective 
evaluation by the Technology Manager. The five items of the scale assess comparisons of innovation 
performance relative to similar firms in the same industry with a seven-point Likert scale with endpoints „at the 

bottom of similar firms in the industry‟ (=1) and „at the top of similar firms in the industry‟ (=7) in the year 

2006. The items compared are: „the newness of the product innovations developed in the firm‟, „the percentage 

of cost reduction in new and existing products due to innovation efforts‟, „the improvements of the product´s 

level of quality due to innovation efforts‟, „the newness of the process innovations developed in the firm‟s 

production process‟, and „the percentage of time reduction in the development and launch of new products‟. We 
also obtained two quantitative measures of innovation: the number of product and process innovations 
developed by the firm in the year 2006; and the number of new ideas that had been adopted by the organization 
and recognised by a formal suggestion award programme in the year 2006. Each quantitative measure of 
innovation is positively correlated with the managerial evaluation of innovativeness (number of innovations 
r=0.666 p=0.000; number of new ideas r=0.413 p=0.000; number of ideas adopted by employee r=0.515 
p=0.000) which warrant that our subjective measure of innovativeness is consistent with the firm´s objective 

innovation performance. 
The independent variables were calculated as the number of employees covered or affected by human 

resource flexible practices divided by the total number of employees in the SBU. Other scholars have also used 
quantitative measures of human resource flexibility (e.g., Cappelli and  Neumark, 2001). We used lagged values 
(one year) of flexibility dimensions (the year 2005 for flexibility and the year 2006 for innovativeness) because 
some flexibility dimensions may require time to affect the innovative behaviour of employees and teams.  

The two measures of internal flexibility –functional flexibility and internal numerical flexibility- were 
measured by the sum of employees who are covered by several flexible practices, divided by the total number of 
employees in the SBU. The dimension of functional flexibility includes the practices: job rotation, employee 
development, multiskilled teams, and employee involvement in job design and planning. The dimension of 
internal numerical flexibility includes the practices: flexitime, and workload reduction. We calculated three 
measures of external flexibility: short-term hires (temporary and fixed-term employees), temporary employees 
hired via temporary help agencies, and professionals/employees from contracting/consulting firms or 
University/R&D centres. In each measure, the number of contracted employees was divided by the total number 
of employees in the SBU. Technical and professional employees are of special interest here but the analysis is 
by no means confined to these groups because employees in other categories may also potentially be involved in 
innovation.  
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The moderator variable is Change which measures the level of dynamism in the firm environment. 
This variable is a construct of eight items adapted from Klaas et al. (2001) that asses the level of change in the 
firm´s environment, and measured on seven-point Likert scales with end points „totally disagree‟ (=1) and 

„totally agree‟ (=7). The items included are: „technological changes are very difficult to anticipate in this 
industry‟; „marketing practices change very quickly in this industry‟; „competitors behaviour are very difficult to 

anticipate in this industry‟; „products become obsolete very quickly in this industry‟; „changes in the production 
system are very difficult to forecast in this industry‟; „customer needs are very difficult to forecast in this 

industry‟; „technology changes very quickly in this industry‟; and „market demand is very difficult to forecast in 

this industry‟. 
We include four organizational control variables in the regression of innovativeness: firm size (number 

of employees), firm age (number of years), export intensity (percentage of sales exported), and ownership 
control (1=foreign ownership; 0=non-foreign ownership). Both firm size and firm age were skewed, and thus 
log transformations were used in the analyses. We also include two „innovation input‟ control variables in the 

regression of innovativeness: the percentage of sales invested in R&D, and the organization´s support to 

innovation. Innovation support is a construct of four items adapted from Verdú-Jover et al. (2005) and measured 
on seven-point Likert scales with end points „totally disagree‟ (=1) and „totally agree‟ (=7): „technological 

innovation is willingly accepted in this organization‟; „our organization searches actively new ideas for 

innovative products‟; „new ways of doing things are willingly accepted in our organization‟; and „this 

organization does not penalize employees for ideas that do not work‟. 
 
3.3. Methods 
 
Prior to data collection, the content validity of the items and scales included in the survey was established by 
grounding them in existing literature. Pre-testing the survey with academics and practitioners before the 
collection of data further validated it. These experts were asked to review the questionnaire for structure, 
readability, ambiguity, and completeness. The final survey instrument incorporated minor changes.  

Before testing the hypotheses, the dimensionality, reliability and discriminant validity were evaluated 
for each of the scales used for measuring concepts like innovativeness or environmental dynamism. Exploratory 
factor analysis was carried out using Varimax rotation to determine the dimensions underlying the set of 
variables to each scale, and confirmatory factor analysis (CFA) by using the EQS statistical package confirmed 
the composition of the identified scales. Reliability was assured using internal consistency method via 
Cronbach´s alpha, and we also computed composite reliability scores (CR) to assess construct reliability and the 
Fleiss´ kappa measure to assess inter-rater reliability.  Finally, discriminant validity which measures the degree 
to which the constructs differ even though they are correlated, was established by calculating the confidence 
intervals between each pair of dimensions or scales and through factor analysis.  

The research hypotheses were tested through hierarchical regression analysis. The control variables 
were introduced in the two first steps of the regression, then the main effect variables in the third step, followed 
by the interaction terms (cross-products) in the final step. To determine if the moderation is partial or full, we 
entered the moderator variable of Change as a main effect in the regression: partial (full) moderation is 
evidenced by a (non)-significant relationship between the predictor and dependent variable after the moderator 
is included as a main effect in the analysis. 
 
4. Results  
 
Table 1 indicates the descriptive statistics (means, standard deviations and correlations) of the variables and 
table 2 shows the results of the regression analysis carried out to test the research hypotheses. Because we 
perform a hierarchical regression in four steps, there are 4 models, each one for a consecutive step of variables 
introduced in the regression. We only report in this paragraph the results of the full model in order to analyse 
which variables are statistically significant to support the research hypotheses. 

In the first group of control variables, firm size ( =-0.168; p<0.001), firm age ( =-0.234; p<0.001) and 
ownership control ( =-0.080; p<0.05) are negatively related to innovativeness; export intensity ( =0.264; 
p<0.001) is positively related to innovativeness. In the second group of control variables, both „innovation 

support‟ ( =0.398; p<0.001) and „R&D intensity‟ ( =0.248; p<0.001) are positively related to innovativeness. 
The next two steps in the hierarchical regression include the independent and moderator variables that test the 
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research hypotheses. First, „functional flexibility‟ is positively related to innovativeness ( =0.237; p<0.001) 
which supports hypothesis H1. Second, „internal numerical flexibility‟ is positively related to innovativeness 

( =0.198; p<0.001) which supports hypothesis H2. Regarding the three dimensions of external flexibility: 
„short-term hires‟ is negatively related to innovativeness ( =-0.307; p<0.001), „temporary help agencies´ 

employees‟ is not significantly related to innovativeness ( =-0.027; p>0.1), and „consulting/contracting firms‟ is 

positively related to innovativeness ( =0.175; p<0.01); these results support hypothesis H3a & H3c, and do not 
support hypothesis H3b. Finally, environmental dynamism („change‟) positively moderates the relationship 
between functional flexibility and innovativeness ( =0.396; p<0.05), and between „consulting/contracting firms‟ 

and innovativeness ( =0.447; p<0.01); these results support hypotheses H4a and H4b. Environmental dynamism 
fully moderates the relationships because the variable „Change‟ is not significantly related to innovativeness 

( =-0.037; p>0.1).  
 
5. Discussion 
 
The results of our survey support and extend the current literature on flexibility and innovation. For instance, 
our research corroborates the positive impact of internal flexibility on innovation that has already been 
demonstrated by other scholars. However, the research reported here extends this existing knowledge base in 
two ways. First, because the positive impact of internal flexibility has been tested within a broader set of 
functional and internal numerical flexible practices than the set of practices tested in other studies. Second, 
because the positive association of internal flexibility and innovativeness has been tested in comparison to the 
influence of several external human resource flexibility dimensions. We have explored the influence of multiple 
dimensions of human resource flexibility that have been measured with the common criterion of how many 
employees are covered or affected by flexible practices. Our research complements other studies (e.g., 
Bhattacharya et al., 2005) that analyse the influence of internal flexibility on firm performance but from the 
employee´s perspective.  

Regarding the association between external flexibility and innovativeness, our research shows that it 
depends on the type of contingent employee. Whereas the use of short-term hires is negatively associated to 
innovativeness, the contracting of employees from consulting firms or R&D centres is positively associated to 
innovativeness; the influence of employees hired via temporary help agencies is not significant. This result 
contributes to clarify the contradictory results in the literature that have analysed the link between external 
flexibility and innovation (e.g., Nesheim, 2003). We have argued our analysis in terms of the contribution of 
external flexibility dimensions to the process of knowledge access and deployment within the firm. By using a 
common argument base to analyse the influence of several flexibility dimensions it is possible to reconcile the 
non-conclusive findings of the literature. A firm that competes on the basis of its ability to innovate should have 
more people from employment intermediaries involved in its core value-creation functions, as compared to 
personnel from short-term hires and temporary help agencies. The first group is more likely to possess 
competencies that are useful in assessing industry best practices and creating an innovation-stimulating 
competence mix with the employees of the focal firm. 

The moderator effect of environmental dynamism also contributes to the literature of flexibility and 
innovation. Firms in high-dynamic environments can benefit more from internal (functional) flexibility and 
external (consulting/contracting) flexibility than firms in low-dynamic environments. The rate of technological 
change in the firm´s environment may enhance the need to access relevant external knowledge with less risk, as 

well as the internal dispersion and deployment of knowledge through employees´ skills and abilities. Both 

flexibility dimensions may contribute to the firm´s innovativeness by enhancing the stock of knowledge and its 

flow through core employees towards innovative activities. This study also extends past research that finds 
external personnel from contracting firms /R&D centres to be positively associated to innovation because this 
association is positively moderated by environmental dynamism.  

These results have implications for research and managerial practice. First, the support of the overall 
contribution of human resource flexibility to innovation validates the incorporation of organizational flexibility 
dimensions in frameworks of organizational innovation. Executives need to simultaneously consider how the 
different components in the organizational structure interface with the external environment, and they also need 
to understand the implications for innovation outcomes. Second, our results suggest that the right combination 
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of flexibility dimensions may have a significant impact on the firm´s innovation through causal mechanisms like 

the deployment of knowledge among multiskilled teams or the access to new knowledge from consulting firms.  
 
6. Conclusion, limitations and future research 
 
The objectives of this paper have been to study the relationship between a comprehensive set of human resource 
flexibility dimensions and innovativeness, and analyse the moderator effect of environmental dynamism in the 
globalized sector of the automotive supplier industry. The results indicate that innovativeness is positively 
related to internal flexibility dimensions like functional and numerical. Regarding external flexibility, the 
association depends on the type of contingent employees: negative association for „short-term hires‟ and 

positive association for „consulting/contracting firms‟. The firm´s level of environmental dynamism fully 

moderates the relationship between some flexibility dimensions and innovativeness: firms in high-dynamic 
environments can benefit more from functional flexibility and consulting/contracting firms than firms in low-
dynamic environments. The results of our study confirm the positive contribution of internal human resource 
flexibility to innovation in comparison to the non-conclusive impact of external flexibility which depends on the 
type of human resource flexibility. Given that the automotive supplier industry is as globalized as the large 
automotive assemblers, these results could be extended to other countries although we do not claim 
generalizability to other industries.  

Several methodological limitations of our study need to be noted. First, the small size of the sample and 
the cross-sectional nature of the study would require further replication by other empirical studies to support the 
exploratory results of our model with larger samples and longitudinal studies able to test causal relationships. A 
second limitation is the measurement of flexibility at the firm level. To the extent that firms may obtain 
functional and numerical flexibility by means of their relations to other firms in networks, the most appropriate 
unit of analysis might be the network defined by the relationships among the firms and the labour market 
intermediaries from which they recruit their workers and subcontract some of their functions.  

Despite these limitations, we believe that the results of this study offer important insights for the field 
of human resource flexibility and innovation management, and opens new venues for research. For instance, it 
could be interesting to analyse the moderator effect of the firm´s strategy in the relationship between human 

resource flexibility and innovativeness. Thus, a firm´s strategy focused on innovation and differentiation could 

influence more positively the association between flexibility and innovation than a cost-leadership strategy.  
 
Acknowledgement.- We thank the financial support of the Spanish Ministry of Science and Education (Grant 
SEJ2007-62964/ECON).  
 

References 
 
[1] Atkinson, J. (1984) The Flexible Firm and the Shape of Jobs to Come. Labour market issues No. 5. Ruskin 

College Oxford, Oxford. 
[2] Avlonitis, G., Kouremonos, A. and Tzokas, N. (1994), Assessing the innovativeness of organizations and its 

antecedents: project Innovstrat. European Journal of Marketing, 28 (11), pp. 5-28. 
[3] Bhattacharya, M., Gibson, D. and Dotty, D. (2005), The effects of flexibility in employee skills, employee 

behaviors, and human resource practices on firm performance. Journal of Management, 31 (4), pp. 622-
640. 

[4] Boyce, A., Ryan, A., Jonus, A. and Morgeson, F. (2007), “Temporary worker, permanent loser?” A model of 

the stigmatisation of temporary workers. Journal of Management, 33 (1), pp. 5-29. 
[5] Broschak, J. and Davis-Blake, A. (2006), Mixing standard work and non-standard deals: the consequences of 

heterogeneity in employment arrangements. Academy of Management Journal, 49 (2), pp. 371-393. 
[6] Cappelli, P. and Neumark, D. (2001), Do “high-performance” work practices improve establishment-level 

outcomes?. Industrial and Labor Relations Review, 54 (4), pp. 737-775. 
[7] Damanpour, F. and Schneider, M. (2006), Phases of the adoption of innovation in organizations: Effects of 

environment, organization and top managers. British Journal of Management, 17 (3), pp. 215-236.  
[8] Davis-Blake, A., Broschak, J. and George, E. (2003), Happy together? How using nonstandard workers 

affects exit, voice, and loyalty among standard employees. Academy of Management Journal, 46 (4), pp. 
475-485. 



460 

[9] Edmonson, A. (1999), Psychological safety and learning behavior in work teams. Administrative Science 
Quarterly, 44 (2), pp. 350-383. 

[10] Hoecht, A. and Trott, P. (2006), Innovation risks of strategic outsourcing. Technovation, 26 (5-6), pp. 672-
681. 

[11] Kelliher, C. and Riley, M. (2003), Beyond efficiency: some by-products of functional flexibility. The 
Service Industries Journal, 23 (4), pp. 98-113. 

[12] Klaas, B., McClendon, J. and Gainey, T. (2001), Outsourcing HR: the impact of organizational 
characteristics. Human Resource Management, 40 (2), pp. 125-138. 

[13] Konrad, A. and Mangel, R. (2000), The impact of work-life programs on firm productivity. Strategic 
Management Journal, 21 (12), pp. 1225-1237. 

[14] Levitt, B. and March, J. (1988), Organizational learning. Annual Review of Sociology, 14, pp. 319-340. 
[15] MacDuffie, J. and Helper, S. (1997), Creating lean suppliers: diffusing lean production throughout the 

supply chain. California Management Review, 39 (4), pp. 118-151. 
[16] Martínez, A., Jiménez, M.J., Luis, P. and Pérez, M. (2007), Managerial perceptions of workplace flexibility 

and firm performance. International Journal of Operations and Production Management, 27 (7), pp. 
714-734. 

[17] Matusik, S. and Hill, C. (1998), The utilization of contingent work, knowledge creation, and competitive 
advantage. Academy of Management Review, 23 (4), pp. 680-697. 

[18] Nesheim, T. (2003), Using external work arrangement in core value-creation areas. European Management 
Journal, 21 (4), pp. 528-537. 

[19] Posthuma, R., Campion, M. and Vargas, A. (2005), Predicting counterproductive performance among 
temporary workers: a note. Industrial Relations, 44 (3), pp. 550-554. 

[20] Quinn, J. (2000), Outsourcing innovation: the new engine of growth. Sloan Management Review, 41 (4), 
pp. 13-28. 

[21] Rogers, E. (1983) Diffusion of Innovations. Free Press, New York. 
[22] Sanchez, R. (1995), Strategic flexibility in product competition. Strategic Management Journal, 16, pp. 

135-139. 
[23] Storey, J., Quintas, P., Taylor, P. and Fowle, W. (2002), Flexible employment contracts and their 

implications for product and process innovation. International Journal of Human Resource Management, 
13 (1), pp. 1-18. 

[24] Verdú-Jover, A., Llorens-Montes, J. and Garcia-Morales, V. (2005), Flexibility, fit and innovative capacity: 
an empirical examination. International Journal of Technology Management, 30 (1/2), pp. 131-146. 

[25] Wayne, S., Shore, L. and Liden, R. (1997), Perceived organizational support and leader-member exchange: 
A social exchange perspective. Academy of Management Journal, 40 (1), pp. 82-111. 

[26] Wright, P. and Snell, S. (1998), Toward a unifying framework for exploring fit and flexibility in strategic 
human resource management. Academy of Management Review, 23 (4), pp. 756-772. 

 

 

APPENDIX 

TABLE 1. DESCRIPTIVE STATISTICS: MEANS, STANDARD DEVIATIONS, CORRELATIONS, AND 
CRONBACH´S ALPHA (IN BOLD AND ITALICS) 

 
 Mean S.D. 1 2 3 4 5 6 7 8 9 10 11 12 
1.Innovativeness 4.67 1.13 .845            
2.Firm size 2.35 256 -.229            
3.Firm age 1.41 17.7 -.059 -.025           
4.Export intensity 42.3 33.0 .446* .301 .117          
5.Ownership control 0.26 0.44 -.243 .182 -.328 .356         
6.Change 3.86 1.12 -.019 .192 -.264 -.016 .376+ .789       
7.Innovation support 5.32 1.00 .484* .283 .300 .253 .255 .198 .823      
8.R&D intensity 3.74 4.98 .059 .256 -.048 .227 .074 .355 .223      
9.Functional flexibility 1.00 0.78 .487* -.003 -.056 -.209 -.023 .369+ .151 .141     
10.Internal numerical 
flexibility 

0.26 0.31 .122 -.435* -.244 -.184 .032 .150 .055 -.046 .355+    



461 

 Mean S.D. 1 2 3 4 5 6 7 8 9 10 11 12 
11.Short-term hires 0.08 0.09 -.511* -.260 -.418* -.016 .081 .222 -.526* .194 .030 .069   
12.Temporary help 
agencies 

0.04 0.06 -.428* .169 -.087 .290 .118 .093 -.296 -.059 -.326 -.371+ .058  

13.Consulting firms 0.01 0.01 .461* .158 .025 -.045 .104 .185 .259 .298 .369+ .245 .024 .098 
Level of significance:   +p<0.1     *p<0.05    **p<0.01    ***p<0.001 
 
 

TABLE 2. LINEAR REGRESSION OF INNOVATIVENESS (YEAR 2006) WITH INDIVIDUAL MEASURES OF 
HUMAN RESOURCES FLEXIBILITY (YEAR 2005) 

 Model 1  Model 2 Model 3 Model 4 
Firm size (log) 
 
 
Firm age (log) 
 
 
Export intensity 
 
 
Ownership control 
 

-0.254*** 
(3.807) 

 
-0.043 
(0.652) 

 
0.803*** 
(11.575) 

 
-0.082 
(1.259) 

-0.040 
(1.096) 

 
-0.163*** 

(4.311) 
 

0.209*** 
(4.172) 

 
-0.116** 
(3.013) 

-0.131*** 
(3.054) 

 
-0.237*** 

(6.597) 
 

0.288*** 
(6.126) 

 
-0.088** 
(2.615) 

-0.168*** 
(4.157) 

 
-0.234*** 

(6.576) 
 

0.264*** 
(5.100) 

 
-0.080* 
(2.290) 

Innovation support 
 
 
R&D intensity 
 

- 0.702*** 
(13.264) 

 
0.191*** 
(3.562) 

0.370*** 
(4.924) 

 
0.297*** 
(5.139) 

0.398*** 
(4.386) 

 
0.248*** 
(3.877) 

Functional flexibility (H1) 
 
Internal numerical 
flexibility (H2) 
 
Short-term hires (H3a) 
 
Temporary help agencies 
(H3b) 
 
Consulting/contracting 
firms (H3c) 

- - 0.166*** 
(3.150) 

 
0.180*** 
(3.720) 

 
-0.300*** 

(5.657) 
 

-0.023 
(0.695) 

 
0.148** 
(2.824) 

0.237*** 
(4.215) 

 
0.198*** 
(4.004) 

 
-0.307*** 

(5.498) 
 

-0.027 
(0.748) 

 
0.175** 
(3.124) 

Change 
 
 
Functional flexibility x 
Change (H4a) 
 
Consulting x Change 
(H4b) 

- - - -0.037 
(0.402) 

 
0.396* 
(2.067) 

 
0.447** 
(2.731) 

F (full model) 
Adjusted R2 
Change in R2 

34.85*** 
0.210 

77.57*** 
0.478 
0.268 

108.34*** 
0.623 
0.145 

126.15*** 
0.708 
0.085 

Standardized beta coefficients; t-values between parentheses. 
Level of significance:   *p<0.05    **p<0.01    ***p<0.001 
 
Hypothesis H1 H2 H3a H3b H3c H4a H4b 
Support Yes Yes Yes No Yes Yes Yes 
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Abstract 
 
This paper is the first half of a two-part research into the nature and impact of multinational investment in 
Romania’s energy markets in the context of privatisation and liberalisation reform as pursued by the Romanian 
government since 1990s. It is to be argued that multinational investment in a strategically and politically sensitive 
industry, undertaken by (largely) state-owned European utilities, presented challenges to Romanian policy makers 
and will continue to do so into the future. In reforming the industry to meet the EU requirements with respect to 
sustainability, energy intensity, fuel diversification and energy security although the market design and structure 
appears correct, Romania has yet to see  how energy companies will behave, along with the implications for domestic 
energy consumers. In this first paper, we trace the evolution of market reform in Romania. We explain what has 
happened and why; while in the second paper, pending the release of relevant data, we explore the success of 
privatisation of the energy sector from the standpoint of achieving the ideals of a competitive market. The paper 
contributes to the growing FDI literature on multinational investors in infrastructure industry (Hausman, Hertner 
and Wilkins, 2008), especially in the context of developing economies (Gils et al, 2007; Ramamurti and Doh, 2004) 
and electricity supply (Woodhouse, 2006). This research explains the decreasing  role played by the state in 
infrastructure industries and the extent to which reliance upon market forces as self-regulatory mechanisms to 
promote fair governance and policy aims is likely to be successful. 
 
Introduction  
 
At the beginning of 1990s, Romania‟s energy sector had obsolete generation plants, inefficient transmission and 
distribution systems, limited cross-border inter-connectors and high energy intensity. Given its importance for 
the economic development of a transition country, successive governments restructured the sector and carried 
out institutional and market liberalisation reforms. As a signatory of EU Association Agreement and the Energy 
Community Treaty, Romania‟s energy policy was shaped by these European-wide legislative frameworks which 
detailed the EU acquis communautaire in energy, competition and environment.i Against this background, the 
Romanian government had pursued its own energy objectives: to maintain the net exporter status by upgrading 
and expanding generation capacity, infrastructure and cross-border interconnection; to increase energy 
efficiency and reduce energy intensity through technological improvements. These objectives required the 
restructuring and upgrading of all segments of the energy market – generation, transmission, distribution and 
supply and, to meet the implicit financial demands, the government proceeded to attract and rely upon domestic 
and foreign private investments.  

However, multinational investment in infrastructure sectors (of which energy sector is one) tend to be 
risky, complex and long-term activities during which investors face uncertainty over their returns. Such 
characteristics render direct investment in infrastructure services particularly challenging for multinational 
investors and host governments alike. On one hand, investment in infrastructure activities is capital intensive, 
involves huge sunk costs and expenditure on assets that have little value in alternative uses. Often, infrastructure 
investment has a long-term recovery period, tends to be location-specific, involves networks which require strict 
regulation and thus carry significant political risks (especially as a certain degree of public intervention is to be 
expected in the provision of infrastructure services). It is therefore not surprising that infrastructure investments 
are perceived as particularly risky when undertaken in transition and developing countries (Ramamurti and Doh, 
2004; Ramamurti, 2003). MNEs face higher counterparty risk to host governments in transition and developing 
economies which need FDI to bring along technology, expertise and financial resources, but are not averse to 
changing the rules in the middle of the game. Host governments too face the risks of default or contractual 
breaches in dealing with private entities and such risks are significant in the case of public utilities, where access 
to infrastructure services is regarded as public good. It has also been argued that, as a result of greater role 
played by private investors (foreign and domestic), the state has gradually diminished its role in infrastructure 
industries which previously implied acting as investor, consumer, regulator and mediator. Nowadays, industry 
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restructuring and privatisation leads to host government retaining primarily the role of regulator and mediator 
(Sharan et al, 2007; Ure, 2008). This has been the case in Romania‟s energy sector where industrial 

restructuring has been followed by market liberalisation and gradual divestment of some of the state assets 
through privatisation, but has this been successful? It is legitimate to ask whether, beyond meeting EU 
objectives, such divestment has been good for Romanian consumers and industry. For example, privatisation has 
led to several generation and distribution businesses ending up in partial ownership of European state-owned 
utilities, keen to build up their systems across Europe to allow them to compete regionally. As a matter of 
performance measurement, we can look at the reformed sector from various perspectives. For example, in the 
matter of technology and investment, has productive and allocative efficiency been achieved within the 
privatised sectors and companies? The Romanian government has pursued the EU agenda to get a new and 
better plant in place, is this happening? The Romanian government dutifully followed the Brussels agenda with 
the hope that a deregulated market would, through the forces of competition, achieve fair pricing to consumers, 
SMEs and large industrial clients. Has this been the case? Lastly, in selling off assets and businesses across the 
country, are the returns to investors commensurate with their risks?  

In this paper we look at the above issues through examining how multinational investment in 
Romanian electricity generation and distribution took place. We use companies‟ reports and government policy 
documents to analyse how some of the largest multinational investors entered the Romanian market and, from 
the standpoint of the host country, we emphasise the government efforts to attract FDI and the desired benefits 
from such investments.  
 
EU Energy Policy and the Strategy of Incumbent Energy Utilities 
 
Since mid-1990s, the EU advocated for the creation of an internal market in energy (electricity and gas) which 
would allow commercial and household customers to buy power from anywhere is cheapest. According to the 
revised EU directivesii, in fully liberalised markets, energy producers are able to sell electricity and gas across 
national borders, increasing competition and lowering energy prices in the process. This will force incumbent 
energy utilities to become more efficient and boost economic growth across the entire region. More recently, the 
debate on energy objectives of the European Commission moved on to include concerns regarding not only 
competition in the sector, but also security of supply and sustainable production/consumption. To accommodate 
the new objectives the EU has recognised the need to improve energy networks than carry electricity, gas and oil 
to consumers, which are no longer able to provide secure energy supply in the future, given the energy and 
climate targets of the EU. According to the EC Green Paper on European energy networks, by 2030, an 
estimated Euro 1trillion will have to be spent on EU electricity network and generation capacity and Euros 
150bn on gas networks (excluding import pipelines from third countries). iii It is hoped such investment will 
make current networks (largely based on conventional fossil fuel supply systems) more flexible, with a variety 
of renewable sources, more decentralised power generation, incorporating new energy demand technologies and 
able to meet new demand patterns such as overnight battery recharging for plug-in electric vehicles. In addition, 
various studies and scenarios estimate that around Euros 400-435bn of investment will be needed to increase the 
generation capacity to the levels required by 2020.iv  

Against these upbeat plans for the future, by 2007 the first phase of EU energy market liberalisation 
saw many national markets still dominated by single enterprises, often former state-owned utilities. For 
example, the Electricity de France Suez (EdF Suez) dominates 87% of France‟s electricity market. Promoting 
competition in such concentrated markets is proving difficult because most of these utilities are vertically 
integrated, producing, transmitting and distributing power. It has been argued that full benefits of competition 
will occur only when, integrated utilities are split into generation, transmission and distribution companies, so 
that the business of selling energy can be separated from the business of producing and transmitting it. Instead, 
the most visible phenomenon across European energy market consisted of a wave of national and cross-border 
mergers and acquisitions which allowed incumbent energy utilities to consolidate their position on the EU 
market, while in the UK (the most open energy market in the EU) almost all the unbundled domestic incumbents 
were acquired by their European integrated counterparts (Haar and Jones, 2008). As a result, a new set of 
legislative measures is being proposed to enforce competition rules in the market for, despite the rhetoric, 
electricity markets in many European countries remain particularly challenging without fair third-party access.v 
But, as remarked elsewhere, the need to offset the monopoly power of Gazprom (which supplies 35% of the EU 
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gas) may lend new arguments for maintaining the status quo, i.e. the vertically integrated incumbents (Haar sand 
Jones, 2008). 

In contrast to the continuing efforts by the EU Commission, a small number of large European 
integrated companies dominate the regional electricity and gas market. Vertical integration from gas/power 
supply to generation and to consumers via company owned networks remains prevalent. EU aspirations such as 
unqualified and easy third party access along with European wide contracting for gas and power remain 
unattained. Looking across the economic landscape, we see an industry structure dominated by some long-
established companies such as RWE and E.ON (of Germany), EdF and GdF (of France), Enel (of Italy), 
Vattenfall (of Sweden), Iberdrola (of Spain), and a number of newer, but still integrated, utilities such as CEZ 
(of Czeck Republic), OMV (of Austria), PPC (of Greece), Polish Energy (of Poland) and MOL (of Hungary). 
Meanwhile, the process of acquisitions and consolidations continued apace, as indicated in table 1 
(PricewaterhouseCoopers, 2006).  While in certain markets the power grid and national transmission system is 
owned by third-party without upstream supplies or downstream customers, in much of Europe unbundling has 
yet to take place. It is arguable that even the thread of vertical unbundling has led many companies to replace 
vertical dominance of single markets with horizontal dominance across several markets, leveraging upon home 
country advantages. 

 
TABLE 1: EXAMPLE OF MEGA MERGERS AND ACQUISITIONS IN THE EU SINCE 2000 
 

Acquirer Acquired Date of M&A 
E.ON (Germany) Powergen (UK) 2002 
Suez (France) Electrabel (Belgium) 2005 
Iberdrola (Spain) Scottish Power (UK) 2007 
RWE (Germany) National Power (UK) 2005 
RWE (Germany) Innogy (UK) 2004 
E.ON (Germany) Aquila (UK) 2003 
E.ON (Germany) Ruhr Gas (Germany) 2005  
EdF (France) Suez (France) 2008 
RWE (Germany) Essent Energie (Netherlands) 2009 
EdF (France) British Energy (UK) 2008 
Enel (Italy) and Accion (Spain) Endesa (Spain) 2008 

Source: The authors, compiled from financial press 
 

This trend has continued to the East as many of these integrated utilities have recently expanded in 
Eastern and South-East Europe, investing in generation as well as distribution companies. Table 2 illustrates the 
drive of the most important multinational investors in the region. With few exceptions, these multinational 
utilities consist of old companies (some established in the nineteenth century) that built up ownership 
advantages through long-term R&D expenditure and technological innovation that allowed them to upgrade 
their technological, managerial skills and environmental quality standards (Pinsent Masons, 2007; Lobina and 
Hall, 2007). These companies acquired long term network experience and valuable exposure to the 1990s 
energy market liberalisation process in the EU. Often they have mixed private-public ownership, due to their 
roots in publicly owned domestic entities, some partly or wholly privatised prior to internationalising. Those 
with experience in recently liberalised EU markets have, as seen in table 1, already gone through a wave of 
mergers and acquisitions in order to consolidate their market position in the EU. In addition, a recent survey 
undertaken by UNCTAD pointed out other competitive advantages displayed by these firms such as: the 
possession of technology and expertise in network design and operations, engineering skills, environmental 
know-how, advanced financial techniques and project management capabilities. It was found also that up to 20-
30% of their international investment is financed from internal resources, primarily generated from profits in 
their home country where they enjoy a monopolistic position (UNCTAD, 2008a; Ramamurti and Doh, 2004).  
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TABLE 2: INFRASTRUCTURE (ENERGY) FDI ACROSS SOUTH AND CENTERAL ESTERN EUROPE 
 

EU ENERGY COMPANY SEGMENT OF ENERGY MARKET COUNTRY OF 
DESTINATION 

Enel (Italy) Electricity distribution and generation Romania, Bulgaria, Greece 
Eni (Italy) Electricity and gas generation, transmission, 

distribution 
Romania, Greece,  Turkey, 
Croatia, Slovenia 

CEZ (Czeck Republic) Electricity distribution and generation Romania, Bulgaria 
RWE (Germany) Electricity distribution Romania 
E.ON (Germany) Electricity and gas distribution Romania 

 
By expanding in Southern and Eastern Europe in the first half of 2000s, these multinationals took 

advantage of their transferable skills previously acquired in the 1990s when they operated in the EU liberalised 
markets and, to some extent, were able to benefit from first-mover advantages, exploiting economies of scale 
and making more difficult for their competitors to follow. Some were forced to invest abroad after loosing their 
domestic market share as a result of energy market liberalisation in the early 1990s. Often they benefited from 
home government support. However, it was reported that the main drive towards investments in Eastern and 
Southern Europe was the planned energy market liberalisation in the region, leading to regional growth 
opportunities and the realisation of economies of scale. Some investment was believed to have a more „strategic‟ 

character, meant to encourage exports of electricity to EU member states (UNTAD, 2008a). Given increasing 
demand for infrastructure facilities in the region, conditions for direct investment appeared favourable. 
However, the political risks and the ability of users to pay had to be mitigated by the Romanian government‟s 
commitment to sector reforms. In the next section we discuss the efforts made by the latter to lend credibility to 
its energy market reforms.     
 
Energy Reform in Romania during the Transition Period 
 
The energy sector of Romania is one of the oldest in the world, Romania being the first country to produce oil 
commercially and among the first to generate electricity commercially (IIEC, 1999). The first independent 
power plant was built in 1882 and FDI was welcomed in the sector up to the post-WWII nationalisation 
(Hausmann, Hertner and Wilkins, 2008; Stanciu, 2000). Romania‟s energy system evolved through post-WWII 
integration of existing independent power plants and, to this day, the country retains some reserves of oil, gas 
and lignite. During the Communist regime, the energy sector was the largest contributor to the country‟s GDP 

but the central planning system undermined the quality of its assets and its economic performance. Prior to 
1989, the energy sector served the needs of an industrial policy based on self-sufficiency, which pursued the 
development of heavy industry uniformly across the country, with complete disregard to the existence of 
adequate resources and infrastructure to support industrial units in remote areas. Besides, unrealistic, politically-
determined completion dates put pressure upon constructors and often resulted in poor buildings and 
infrastructure quality. The single minded pursuit of industrialisation led to a massive expansion of generation 
capacity in the 1960s (with plants that quickly became obsolete), a transmission system biased towards former 
COMECOM states (and in need of upgrading) and a delayed launch of the first nuclear reactor due to failure to 
meet safety requirements as a result of time pressure exercised by the authorities. There seems to be a consensus 
that only 20% of Romania‟s power generation is less than 15 years old, while more than a third is older than 25 

years, hence the investment necessary for refurbishment was estimated at $4-5bn, of which $0.9bn for 
modernisation of transmission and distribution systems (IEA, 1993; IIEC, 1999). The situation was similar 
across Eastern and Central European countries in transition (Hooper et al, 2008; Newbury, 1994). As successive 
post-communist governments in Romania made efforts to restore economic efficiency to this strategic economic 
sector, they encountered several challengesvi: 

- energy companies were owned by the state and controlled by various ministries which set prices, gave 
subsidies, reviewed investment programmes and allocated foreign exchange; 

- energy was under priced relative to other inputs in industry and prices of other goods in the economy, 
in order to „subsidise‟ industrialisation; lower energy prices and the promotion of heavy industry led to 
a high energy intensive economy; 
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- tariffs charged for electricity and heat were based on average costs, not marginal costs and the sale of 
heat was cross-subsidised by the sale of electricity; 

- energy resources were administratively allocated to industrial companies, based on past patterns of 
consumption and not on strategic assessment of output value; this allocation system took away 
incentives for improving energy efficiency and delayed the restructuring process; 

- large scale investments were necessary in energy supply (generation and transmission). 
Thus, the energy sector required institutional reform to encourage industry restructuring and secure 

investments if Romania was to remain a net exporter of electricity and promote market liberalisation. As a 
signatory of the European Energy Community Treaty, the country made commitments towards a common 
energy policy, including gradually liberalising energy markets, restructuring energy companies, maintaining 
cost-recovery tariffs, adopting tariff methodologies and technical codes for network access, enforcing payments, 
introducing social safety nets and setting up independent regulators to scrutinise third party network access.vii 
By 2007, vertically integrated utilities were unbundled to create distribution system operators (DSOs) and a 
separate transmission system operator (TSO). In addition, Romania established a state-level national energy 
authority, created a national regulatory agency and introduced anti-corruption programmes.viii 

In this way, Romania showed commitment to reform, essential for her EU membership bid, with 
technical assistance from foreign advisors who helped drafting legislation, suggesting regulatory frameworks 
and possible industry structures and financial support from multilateral institutions (EU Phare Programme, 
World Bank, EBRD, UK Know-how Fund, IMF). The government designed and successfully implemented a 
programme of reforms which began in 1990 with the passing of Law 15/1990 which reorganised former 
ministries and split energy companies into commercial (SAs, which were to be privatised) and state-owned 
entities (RAs, deemed strategically significant).ix The government decision GD15/1993 limited RAs status to 
natural monopolies, activities that serve the public interest and suppliers of services essential to national security 
policy. Law 76/1992 introduced commercial relations between suppliers and consumers of energy that allowed 
suppliers to cut energy delivery in case of non-payment of bills and/or apply penalties for late payments. 
Another government decision (GD 179/24/04/1993) eliminated subsidies on the consumption of electricity and 
gas in residential sector, increasing domestic energy prices. The Competition Council was created in 1996 to 
monitor market behaviour and pay attention to abuse of market power, as when companies in the possession of 
marginal generation capacity might exercise their market power at the time of peak demand by withholding 
electricity from the market or artificially creating congestion in the transmission system.  

However, energy price liberalisation started only after 1997 when the regulatory framework was 
enforced and the ANRE, the fully independent regulator (National Authority for Energy Regulation) was 
established to issue authorizations for new generation capacity and/or the rehabilitation of existing plants and to 
regulate prices and tariffs in monopolistic activities (transmission and distribution). Until the market operator 
was established, ANRE was responsible also for the generation sector. The Ministry of Economy and 
Commerce (MEC) established in 2003 (GD 738/2003) is now in charge with national energy strategy, while the 
Romanian Agency for Energy Conservation (GD 941/2002) promotes energy efficiency at the national level. 
The energy market gradually opened up to competition and, in terms of the main components of the electricity 
market, the wholesale market operated since 2000 and its operator (OPCOM) aims to transform it into a regional 
energy market while the retail market liberalisation is ongoing. Since 2005 all industrial consumers have been 
eligible to change their supplier and the market was completely open as of July 1, 2007 (GD 638/2007). By 
2006, the Romanian electricity market comprised 63 thermo producers (formerly part of „Termoelectrica‟, now 

partially regulated; one transmission system operator („Transelectrica‟), completely unbundled and regulated, 

mainly state-owned; 8 distribution network operators and implicit suppliers, fully regulated, of which five have 
been privatised; 104 suppliers and 8.6million consumers, of which 8 million residential and 0.6million industrial 
(Diaconu et al, 2008).x In the next section, we turn our attention to investments steaming out of these 
privatisation initiatives.  

 
Market Liberalisation, Privatisation and Investment Opportunities in Romanian 
Utilities 
 
As a result of industry restructuring and market liberalisation, privatisation opportunities presented themselves 
in the competitive segment of the industry. In energy sector in particular, foreign investment was needed to 
ensure generation capacity was capable of meeting the new environmental targets set by the EU and to upgrade 
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obsolete transmission and distribution networks with the latest technologies and operational efficiencies. The 
Romanian government was keen to attract foreign investment and promoted one of the most liberal FDI 
legislation in Eastern Europe that guaranteed national treatment and protection of foreign investment (Perkins, 
1994). It must be emphasised that, as argued before, the experience of countries that privatised their energy 
utilities (the UK, Chile) indicate the importance of a well designed regulatory system, independent of political 
influence in encouraging foreign direct investment (Newbury, 1994). If the legislative framework was 
favourable to investors, privatisation of energy companies created the opportunity to enter the Romanian 
market. According to several studies on energy reform in developing and transition economies, there is evidence 
suggesting that privatisation, wholesale market competition and independent regulation remain key elements of 
reform that would also stimulate private sector investment flows (Jamasb et al, 2004). In what follows, we look 
at the evolution of FDI in Romania in general and in the energy sector in particular, emphasising FDI 
opportunities as a result of privatisation initiatives.  

In fact, in the case of transition economies, privatisation process has been the catalyst for renewed 
interest from foreign direct investors. Romania has had a long-lasting and painful transformation process from 
the socialist to the market economy and attracted relatively low amounts of FDI inflows in the first decade of 
transition, i.e. only 5 per cent of FDI inflows in Central and Eastern Europe, with total FDI stock reaching only 
$10bn in September 2003, which was roughly the same figure as that of annual FDI inflows in Poland just for 
the peak year 2000 (Marinescu, 2003). The reasons for Romania‟s poor performance in attracting FDI comprises 
a long list of factors but certainly some of the most important have been the delay in reforms and the slow pace 
of the privatisation process. Romania started its “large” privatisation scheme only in 1997, closing just minor 
deals until that year. Consequently, FDI inflows have been under the $1bn mark each year during 1990-1996 
and even with inflows above this mark in the years to follow, the average of the first decade of the transition 
period is extremely low (see fig.1).  
 

 
FIG. 1: FDI INFLOWS TO ROMANIA, $BN 

Source: The authors, data compiled from the UNCTAD database (2001-2008) 
 

Privatisation picked up after 1997 due to changes in the privatisation law and the introduction of new and more 
transparent mechanisms supported by the World Bank. Still, with utilities included, only about 15% of all large 
enterprises‟ assets have been privatised in the first 12 years of transition (Dumitriu and Hunya, 2002). In the 
first decade of transition, privatisation in Romania can be subdivided in 3 distinct stages: the first one (until 
1994) comprised of spontaneous and pilot privatisations and MEBOs, the second one (1995-1996) was 
represented by the mass-privatisation program and the third one (from 1996 onwards) made full recourse to 
case-by-case privatisation (Negrescu, 1999). FDI was scarcely present in the first two stages, as small and 
medium-sized enterprises were privatised first, followed afterwards by larger industrial companies. Only in the 
third stage began the privatisation of banks, insurance companies and utilities (telecommunications, oil, 
electricity, gas, water) with consistent involvement of foreign investors. 
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TABLE 3: LARGE SCALE INVESTMENT IN ROMANIAN PRIVATISED ENTERPRISES 
 
Romanian Company Acquirer Date of 

Investment 
Size of 
Investment  

Dacia (automobiles) Renault (France) 1999  
Romtelecom (telecommunications)  1998  
Romanian Development Bank (BRD) Societe Generale (France) 1998  
Petrom (oil company) OMV (Austria) 2004 Euros 1.5bn 
Romanian Commercial Bank (BCR) Erste Bank (Austria) 2005 Euros 3.75bn 
Automobiles Craiova Ford (USA) 2007 Euros 57mil 
Electroputere Craiova (locomotives) Al Arrab (Saudi Arabia) 2007 Euros 120mil 

Source: Marinescu (2007) 
According to ARIS Report (2008), during the first nine months of 2008, Romania‟s FDI inflows 

increased 40% compared to the same period the year before. In 2007 Romania was the 32nd out of 141 countries 
by FDI inflows, with annual inflows between 6-8% of GDP since 2004 (WIR, 2008). Romania‟s twin status as 
an emerging economy and a new EU member must have accounted for the recent increase in FDI flows, but so 
much have been the on-going privatisation process which, as of recently, has seen remarkable investment in 
infrastructure sector. Since 2004, a number of electricity and gas distribution companies have been acquired by 
some of the large European energy utilities incumbents. Table 4 underlines the chronology of industry 
restructuring and highlights parts of the sector that have been successfully privatised between 2004 and 2006, all 
with foreign investment from EU energy companies.  

 
TALBE 4: THE CHORONOLOGY OF ELECTRICITY MARKET RESTRUCTURING IN ROMANIA AND 

PRIVATISATION INITIATIVES 
Legal 
Basis 

State-Owned 
Company to be 
Restructured 

Resulting 
Companies/Subsidiaries/Affiliates 

Ownership   

GD 
365/1998 

RENEL RA 
(„Electrical Energy‟ 

RA) 

CONEL SA (National Company of 
Electrical Energy) 
„Nuclearelectrica‟ SA – the nuclear 
producer  
Nuclear Service Provider SA 

State-owned 
 
State-owned 
State-owned 

GD 
627/2000 

CONEL SA is 
dissolved and 
replaced by 

„Termoelectrica‟ SA – the thermal 
producer 
„Hidroelectrica‟ SA – the hydro producer 
 
„Electrica‟ SA 
„Transelectrica‟ SA – transmission comp. 

State-owned 
State-owned but put up for 
privatisation 
State-owned 
Mainly State-owned (90%) 

GD 
1182/2001 

„Termoelectrica‟ SA  „Electrocentrale Deva‟ SA State-owned 

GD 
1342/2001 

„Electrica‟ SA is split 

into 8 regional 
distribution 
companies 

„Electrica Moldova‟,  
„Electrica Oltenia‟,  
„Electrica Muntenia Sud‟,  
„Electrica Muntenia Nord‟,  
„Electrica Banat‟,  
„Electrica Dobrogea‟,  
„Electrica Transilvania Sud‟ and  
„Electrica Transilvania Nord‟  

Privatised 2005 (E.ON) 
Privatised 2005 (CEZ) 
Privatised 2006 (Enel) 
State-owned 
Privatised 2004 (Enel) 
Privatised 2004 (Enel) 
State-owned 
State-owned 

GD 
1524/2002 

„Termoelectrica‟ SA „Electrocentrale Rovinari‟ SA 
„Electrocentrale Turceni‟ SA 
„Electrocentrale Bucuresti‟ SA 

State-onwed 
State-owned 
State-owned 

GD 
1563/2003 

„Termoelectrica‟ SA „Electrocentrale Galati‟ SA State-owned 
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Legal 
Basis 

State-Owned 
Company to be 
Restructured 

Resulting 
Companies/Subsidiaries/Affiliates 

Ownership   

GD 
101/2004 

„Termoelectrica‟ SA 

and „Lignitul‟ SA 

(coal company)  

„Energy Complex Rovinari‟ SA  
„Energy Complex Turceni‟ SA  
„Energy Complex Craiova‟ SA  

All three coal complexes 
were put up for sale but later 
the offer was withdrawn 

Source: The Authors, Romanian government publications 
 
From 1998, when the first privatisation started in telecommunications till 2007, when on-going 

privatisation initiatives were completed in energy utilities, the infrastructure FDI stock reached 17.63% of the 
total FDI stock of Euros 42.77bn. Table 5 shows the share of infrastructure investments in total stock of FDI in 
Romania which is higher than the reported 13% in 2006 (UNCTAD, 2008b), This confirms the worldwide trend 
towards higher FDI in infrastructure than before (in 1990, FDI in infrastructure represented only 2% of global 
inward FDI) and reflects the increased demand for infrastructure upgrading and maintenance funding which 
exceeds host government budgets, particularly in transition and developing countries. 

 
TABLE 5: FDI STOCK IN ROMANIA‟S INFRASTRUCTURE, 2007 (BN EUROS) 

Sector FDI Stock 2007 % of total FDI stock 
Infrastructure, of which 7.541 17.63 
- public utilities (electricity, gas, water) 3.437  8 
- telecommunications 3.575  8.35 
- transportation 0.529  1.2 
Total FDI Stock, 2007 42.77 100 

Source: Authors, data compiled from Financial Press, Companies‟ Reports and BNR 
 
As seen above, electricity, gas and water account together for 8% of the country‟s inward FDI stock, 

although a large part of the sector remains under state ownership. In terms of legal forms, we observe that 
41.3% of the FDI stock represented greenfield investments, while the majority of FDI (58.7%) took the form of 
acquisitions, concluded mainly through privatisation deals (see table 6). This is in line with similar findings by 
Woodhouse (2006) who maintained that most FDI in energy sector took the form of FDI. 

 
TABLE 6: MAJOR FDI IN ROMANIAN INFRASTRUCTURE 

Company Sector Type Acquired Romanian 
Company 

Investment, 
EUR million 

Year of 
entry 

Investors 
country 

Vodafone Telecom Acquisition MobiFon 1,500* 2005 UK 
Orange Telecom Acquisition MobilRom 1,400* 2005 France 
OTE Telecom Privatisation Romtelecom 675 1998 Greece 
CEZ Energy Privatisation Electrica Oltenia 151 2005 Czech 

Republic 
Enel Energy Privatisation Electrica Banat 69 2004 Italy 
Enel Energy Privatisation Electrica Dobrogea 43 2004 Italy 
Enel Energy Privatisation Electrica Muntenia 

Sud 
820 2006 Italy 

E.ON Energy Privatisation Electrica Moldova 100 2005 Germany 
SBP 
Genève 

Energy Acquisition Energy Holding n.a. 2006 Switzerland 

GdF 
Suez 

Energy/Gas Privatisation Distrigaz Sud 311 2004 France 

E.ON Energy/Gas Privatisation Distrigaz Nord 303 2005 Germany 
OMV Energy/Gas Privatisation Petrom Gas 1,500 2004 Austria 
Veolia Water Privatisation Apanova 140* 2000 France 
Total  - - - 7,012 - - 
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*Amounts invested under the whole period of foreign ownership, not just for the stake bought in the acquired 
company    Source: The authors, data compiled from Financial Press, Companies‟ Reports. 

 
Next, we look in detail at who bought what and why in electricity distribution in Romania and 

emphasise the expected benefits for investors and host country alike.  
Market Structure and Multinational Strategy in Romanian Energy Industry 
 
The Romanian government energy programme for 2005-2008 reinforced the need to privatise the energy 
distribution network in order to introduce market mechanisms in the sector and ensure the financial resources 
necessary to operate in a more competitive, liberalised market. The privatisation strategy envisaged maximising 
foreign direct investment through inviting competitive and transparent international bidders. It was also 
expected that foreign investors will contribute superior managerial and operational know-how to improve the 
efficiency of distribution network and the quality of services to consumersxi. Although the liberalisation and 
privatisation of Romanian energy markets were based on high ideals of free market capitalism and were acceded 
to by the Romanian government to meet requirements for EU membership along with attracting scarce 
investment capital in a time of tight budget constraints, it is useful to consider why the European utility majors 
pursued these opportunities. To explore their plans we look at what happened, through the details of the largest 
privatisations already carried out in the sector, and discuss the resulting market structure and leave competitive 
behaviour and general market allocative efficiency, performance, for the phase two of this research.   
The Acquisition of Electrica Moldova SA by E.ON Energie AG (Germany) 
Germany‟s energy-giant E.ON undertook the largest initial investment by acquiring Distrigaz Nord and 
Electrica Moldova – the gas and electricity providers for the north-eastern part of the country. This formed part 
of E.ON plans to develop a European-wide gas network, following its negotiations with Gazprom, in order to 
place a preferential positioning the distribution of gas to Europe that would be difficult to reach by competitors. 
Distrigaz Nord operates the sale and distribution of gas, supplying almost 4.5 billion m3 of gas per year to 
approximately 1 million customers and manages a system of pipelines of about 17,000 km length. Electrica 
Moldova delivers electricity to about 1.3 million customers and has almost 3,000 employees. When negotiating 
the privatisation of Electrica Moldova SA, the Romanian government required that  successful bidder meets the 
following conditions: long-established presence and experience in the energty sector; long-term strategic plans 
in Romania; capacity and willingness to modernise the company, upgrade the technology, management and 
operational skills to meet the EU rules and regulations; ability to invest in infrastructure and educate the local 
labour force to operate more sophisticated machinery.xii These conditions were also required from investors 
interested in other regional distribution companies in Romania and here are the technical details which were in 
common throughout the entire process of privatisation.  

The Romanian Government launched the bid for Electrica Moldova SA in April 2004 and the interest 
was high: expression of interest were received from five international competitors – AES (USA), CEZ AS 
(Czech Republic), E.ON Energie AG (Germany), Public Power Corporation (Greece) and the consortium 
between UNION FENOSA INTERNATIONAL (Spain) and Power Development Ltd (Malta). In addition, the 
government put conditions regarding the financial aspects of the transaction: the successful bidder was to 
acquire 24,62% the existing Electrica Moldova shares and buy newly issued shares to reach 51% ownership. 
The bidder would also have had the right to offer up to 5% of the newly increased capital of Electrica Moldova 
to EBRD and/or IFC (Corporatia Financiara Insternationala). In the end only CEZ and E.ON presented bidding 
offers and the E.ON Energie AG offer was consider as the most favourable, not only with regard to selection 
criteria mentioned above, but also financially: E.ON Energie paid Euros 31.4mil  to acquire 24.62% of Electrica 
SA and contributed Euros 68.8mil to the company capital, acquiring in this way 51% of shares. By 2005 the 
transaction was complete and E.ON Energie added the Romanian electricity (and gas) distribution companies to 
its system spanning nine European countries: Hungary, Slovakia, Czech Republic, Switzerland, the Netherlands, 
Italy, the UK, Germany and Poland. The German incumbent is now the largest company electricity and gas 
company in Europe, which, by 2004, produced 27.542MW and sold 244bn KWh of electricity and 102 bn KWh 
of gas across the continent. From the Romanian government perspective, the deal appeared to achieve at least in 
the short term all the objectives proposed: the acquiring firm had extensive experience and knowledge of 
markets and EU regulations, had long term plans in Romania, starting with upgrading technical and managerial 
skills, while from a financial standpoint, it is believed the German utility will channel cash into infrastructure 
development and modernisation.  
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The Acquisition of Electrica Banat SA  and Electrica Dobrogea SA  by Enel SpA (Italy) 
Electrica Banat and Electrica Dobrogea were the first two distribution companies to be privatised 

through partial divesture. Italy‟s Enel SpA, after losing market share in Italy due to the liberalisation of the 
energy market, acquired the two small regional electricity companies for about EUR 112million. Enel SpA 
received 51% shares in the two distribution companies and also overtook their debts, totalling another EUR 
100mil (MEC, 2005a). This allowed Enel SpA to consolidate its position as producer and distributor of 
electricity in South East Europe: the acquirer already took over the largest energy producer in Slovakia 
(Slovenske Electrarne, with an installed capacity of 7,000 MW) and few energy producers in Bulgaria (with a 
total installed capacity of 900MW). In Romania, the two distribution companies serve 1.4mil customers, of 
which 1mil households. Together they account for 20% of Romania‟s retail electricity market.   

The privatisation process started in 2003 when competitive bidders were invited. Five foreign utilities 
expressed their interest as follows: the Public Power Corporation (PPC) of Greece for both Dobrogea and Banat; 
Grivco Energy of Romania and ABB (Sweden) for Banat SA; BKW FMB Energie AG of Switzerland for Banat 
SA; Enel SpA of Italy for Banat SA and Dobrogea SA and EVN of Austria for Banat SA and Dobrogea SA.  
Enel‟s offer was the best and subsequently, Enel consolidated its presence on the Romanian energy market by 
acquiring a third distribution company, Electrica Muntenia Sud.  
The Acquisition of Electrica Muntenia Sud SA by Enel, SpA (Italy) 

This time Enel paid EUR 820mil for 51% shares in one of the largest Romanian regional distribution 
company. The large size of this investment compared to previous ones in the sector was due to the fierce 
competition between bidders and strong opposition from local interest-groups that believed that the first energy 
companies were privatised at low prices below cost. Thus, Enel became the largest foreign investor in 
Romania‟s energy market, owning three regional electricity-distribution companies with more than 2.5 million 
customers, 4,800 employees and 35% of the local electricity distribution . 
The Acquisition of Electrica Oltenia SA by CEZ (Czech Republic) 

The south-western branch of the electricity companies, Electrica Oltenia was bought by CEZ, the 
second largest company in the Czech Republic by turnover (behind Skoda) and the 4th largest company in 
Central and Eastern Europe. The Czech state still controls the company, holding 68% of its shares. The 
company operates in Poland, Hungary, Romania, Bulgaria, Serbia, Kosovo, Slovakia and Albania. In a move to 
foster expansion, it was listed in 2006 on the Prague stock exchange. At present CEZ is the largest vertical 
integrated company in Central and Eastern European energy market and one of the tenth largest Europe. CEZ 
acquired 51% of Electrica Oltenia‟s shares for Euros 151mil and so gained access to 13% of Romania‟s energy 
distribution market. The Electrica Oltenia was the largest distribution company in Romania with 1.3mil 
customers, while 81% of its electricity is sold to industrial customers. Off the five energy companies which 
expressed interest in Electrica Oltenia SA (AES of USA; CEZ, E.ON Energie AG, PPC of Greece and Union 
Fenosa International of Spain with Power Development Ltd of Malta), only E.ON Energie AG and CEZ made 
an offer. The Romanian government ensured that, under the new ownership, Electrica Oltenia SA will continue 
to operate and utilise the funds from privatisation primarily for investment in upgrading the network and protect 
the environment (MEC, 2005b). Most recently, CEZ decided to expand its wind-power capacity in South East 
Europe and is currently building two wind-farms in Dobrogea region (17km for the Black Sea) with an expected 
capacity of 600MW by 2010. Upon completion, this will be largest wind farms in Europe which will greatly 
improve Romania‟s renewable energy production currently at only 8MW (Petroleum Times, 2009). CEZ is not 
alone in its regional ambitions in wind power as the Austrian energy utility – EVN has already developing wind 
sites in Romania, Bulgaria and Macedonia.  
The Acquisition of Energy Holding SA by the Societe Bancaire Privee, Genève(Switzerland) 

Not all foreign investment attracted by the liberalised electricity (and gas) markets of Romania took a 
long-term perspective. The acquisition of Energy Holding SA by SBP Genève in 2006 is a case in point: a 
largely speculative investment in one of the largest electricity traders on the Romanian and the regional market, 
with a turnover of EUR 328million in 2007. The financial details behind the acquisition of Energy Holding by 
SBP have not been disclosed, nor, indeed, much is known about the ownership of the two companies. Prior to 
2006, SBP Genève was a small private investment and management fund which recently obtained a banking 
licence from the Swiss authorities and specialised in the management of public and private asset portfolios, 
investment consulting and transactions on the international capital markets. Anecdotal evidence suggests that 
SBP Genève became the subject of many anti-corruption cases pursued by the Swiss Authorities for failure to 
publicise the financial reports regarding company‟s activities. Although quoted on the Swiss Stock Exchange 
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(SWX), its transactions were limited prior and post acquiring Energy Holding SA, especially when compared to 
the number of sanctions and penalties levied by SWX against it. Investigations started as a result of media 
inquiries hastened the selling of SPB to a small private Italian bank, Banca Profiro SpA for only 97mil CHF (a 
tenth paid in cash, the rest in shares). Behind sudden and dubious changes in ownership, the Energy Holding‟s 
object of activiy was trading overseas the electricity cheaply acquired in Romania. Through its subsidiary in 
Bulgaria, Energy Holding SA managed to sell overseas (Albania, Macedonia, Montenegro and Serbia) more 
electricity than the Hidroelectrica, the domestic producer.xiii Hence, the main asset of Energy Holding SA (a 
small and privately owned company by a politically well connected Romanian investor with dual (Swiss) 
citizenship) consisted of a few contracts this person secured with Hidroelectica to buy electricity for 5 to 10 
years at fixed prices and sell it abroad or internally to industrial consumers at higher prices. Around 65% of 
Energy Holding resources come from hydro power. As of late, it has been suggested that Energy Holding 
intends to build a thermo power station of 700MW capacity, requiring an investment of 840mil Euros which 
would start producing electricity in 2013, when the contract with Hydroelectrica expires.xiv From the Romanian 
government perspective, this investment did not benefit the country: Energy Holding encouraged the export of 
cheaply bought electricity, while household consumers were forced to pay higher prices for their electricity and 
many were denied supplies when unable to pay, begging the sort of questions we would like to raise with regard 
to overall industry performance post-privatisation. 

From all the transactions above, it results that the Romanian government‟s objectives to modernise its 

distribution network of electricity (and gas) with the proceeds from privatisation and improve the quality of 
services were upheld during the negotiation process with potential investors. Five out of eight distribution 
companies were privatised under the terms and conditions set by the government and, with the exception of the 
first two companies acquired by Enel Spa, where there was some controversy regarding the final payment, 
privatisation was transparent and competitive, allowing several incumbent European utilities to enter Romanian 
energy market. The privatisation of the remaining three distribution companies suspended after 2006 when the 
government promoted the idea of an creating a Romanian national champion, an integrated energy utility to 
incorporate the remaining three distribution companies, Hidroelectrica and three of the largest thermoelectric 
stations in Muntenia regionxv. By doing so, the Romanian government planed to keep control over the major 
energy producers (Nuclearelectrica, Hidroelectrica, Termoelectrica, and Romgaz) and integrate them with the 
energy-distributing companies that are still under state ownership as well as the transport company 
(Transelectrica), so as to form a regional player. Restructuring was to take place through modernisation of 
existing plants, closing down of the loss-making units and building of other facilities. The necessary investment 
was to come from state funds, European funds and private sources. Some minority shares in the remaining 
energy companies were to be sold on the stock exchange in order to attract the necessary capital for expansion. 
Not surprisingly, this suggestion was not welcomed by the large European incumbents already present in 
Romania and, following the 2008 election, such plans are now being revised by the new government which is 
again in favour of continuing the process of privatisation as initially agreed.xvi 

From the standpoint of investors, the attractiveness of Romanian energy market consisted of the large 
number of industrial and residential customers, interesting assets and scope for energy trading. Data released so 
far suggests that the revenues of all these major energy companies in Romania rose over the last 2 years and are 
set to grow further given the demand for fuel, the growth of the economy and the European funding available 
for modernisation of infrastructure. As per table below, all these large scale, long term transactions have led to 
the establishment of viable foreign-owned companies which count among the largest 100 in the country by 
turnover.  

 
TABLE 7: LARGEST FOREIGN-OWNED COMPANIES IN ROMANIAN INFRASTRUCTURE RANKED BY 

TURNOVER, 2006 
Company Rank in Top 100 Turnover, EUR million Profit margin, % 
Orange Romania 7 1067.12 43.59 
Vodafone Romania 8 1017.87 37.36 
Distrigaz Sud 10 909.74 6.67 
Romtelecom 11 870.57 17.40 
E. ON Gaz Distributie 15 705.73 4.26 
CEZ Distributie 32 372.77 10.26 
Energy Holding 45 306.20 7.24 
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Company Rank in Top 100 Turnover, EUR million Profit margin, % 
E. ON Moldova Distributie 46 305.34 3.58 
Enel Distributie Banat 52 285.04 17.94 
Petrom Gas 72 219.66 4.99 
Enel Distributie Dobrogea 77 207.97 19.11 

Source: The authors, data compiled from Finmedia, 2007 
The emerging market structure of the Romanian power and gas markets conforms to the liberalised free 

market paradigm:  there is now a variety of market participants, comparable cost structures, no obvious market 
dominance or market concentration level (in aggregate), minimal vertical integration and no conditions which 
would lead to oligopoly. This new emerging market structure bodes well for how market participants should 
behave, i.e. in setting prices fairly so that consumers receive a fair deal, investing sufficiently in infrastructure to 
ensure a stable supply and so on; however, the relationship between market structure and ultimate behaviour and 
performance is a complex one (Scherer, 1970). Although it is too early to assess how participants will behave or 
the ultimate performance of the industry, the latter might not turn out as the government desired. Market 
liberalisation and privatisation through following the EU agenda may not necessarily lead to productive and 
allocative market efficiencies. In power markets there are many ways in which competitive market structures 
still lead to undesirable conduct and outcomes.  For example, sophisticated energy companies can find ways to 
charge for gas and power along non-price dimensions, including seasonality, variability of off-take and 
reliability of commitment.  In the follow-up research we will look at the behaviour of market participants and 
see whether the free market structure in Romania will deliver on the promised benefits of liberalisation and 
privatisation 

 
Conclusion  
 
In this paper we have shown how EU inspired market reforms were undertaken by successive governments in 
Romania in the energy (electricity) sector in order to attract foreign direct investment and mobilise the necessary 
capital requirements to modernise the sector and ensure good market performance. The progress in privatising 
and liberalising the market has been significant given the relatively short period of time in which changes have 
been made according to strategic government energy programmes. As already emphasised in the international 
business literature, the Romanian government withdrew gradually from its previous multiple roles as owner, 
creditor, regulator and consumer of energy sector services and retained only the roles of regulator and, through 
various monitoring ministries, mediator between market participants. We have shown that privatisation of 
energy distribution companies in Romania was an attractive business proposition for a number of European 
energy utilities which competed to acquire the assets of five out of eight distribution companies. Initial data 
suggests that these companies have faired well as a result of their investments in Romania but whether the 
evolved market structure will deliver competitive behaviour, consumer choice, reliable supply and fair pricing 
remains to be seen.  As it is too early to obtain relevant data in this regard, we propose to assess actual market 
behaviour and performance in a follow-up research paper. 
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Abstract 
The Republic of Lithuania has a rich history dating back to the Middle Ages. Like many countries, such a rich 
history has involved times of economic prosperity and hardship as well as conflict with other nations. For several 
centuries, the country’s economy was based on the feudal system. Upon the abolition of serfdom in the early 1800’s, a 

market-based economy slowly began to emerge in the region. The slow transition experienced several setbacks most 
notably due to significant conflicts such as WWI and WWII though Lithuania gained independence for a brief time 
between the wars. At the conclusion of the Second World War, modern day Lithuania was annexed by the Soviet 
Union. This effectively halted all economic transformation given the Soviet doctrine of a centrally planned, command 
economy. In 1990 Lithuania declared independence from the former Soviet Union and in 1993 after several small 
conflicts, the Soviet Union withdrew all military forces from Lithuania. Following the transition in power, Lithuania 
began to develop the framework necessary to develop a market based economy. Radical reforms including the 
opening of markets, implementation of flat tax rates, rapid privatization of businesses and efforts to maintain a stable 
currency set the tone for phenomenal economic growth not only in Lithuania but in neighboring Estonia and Latvia 
as well. The Baltic Region experienced monumental growth in the mid to late 1990’s which accelerated through the 

early 21st century. Sweeping reforms and growth culminated with the accession of Lithuania into the European 
Union in 2004. The economic story of Lithuania and neighboring Estonia and Latvia is quite comparable to the Asian 
Tigers of South Korea, Hong Kong, Singapore, and Taiwan. As a result, the three countries are often referred to as 
“The Baltic Tigers”. Lithuania’s accession into the EU fostered further development of the country and its economy 

on both the financial and political fronts. 
 

Economic Emergence of Lithuania in the Global Market 
 
The Republic of Lithuania has a rich history dating back to the Middle Ages. Like many countries, such a rich 
history has involved times of economic prosperity and hardship as well as conflict with other nations. For 
several centuries, the country’s economy was based on the feudal system. Upon the abolition of serfdom in the 
early 1800’s, a market-based economy slowly began to emerge in the region. The slow transition experienced 
several setbacks most notably due to significant conflicts such as WWI and WWII though Lithuania gained 
independence for a brief time between the wars. At the conclusion of the Second World War, modern day 
Lithuania was annexed by the Soviet Union. This effectively halted all economic transformation given the 
Soviet doctrine of a centrally planned, command economy. 

In 1990 Lithuania declared independence from the former Soviet Union and in 1993 after several small 
conflicts, the Soviet Union withdrew all military forces from Lithuania. Following the transition in power, 
Lithuania began to develop the framework necessary to develop a market based economy. Radical reforms 
including the opening of markets, implementation of flat tax rates, rapid privatization of businesses and efforts 
to maintain a stable currency set the tone for phenomenal economic growth not only in Lithuania but in 
neighboring Estonia and Latvia as well. The Baltic Region experienced monumental growth in the mid to late 
1990’s which accelerated through the early 21st century. Sweeping reforms and growth culminated with the 
accession of Lithuania into the European Union in 2004. The economic story of Lithuania and neighboring 
Estonia and Latvia is quite comparable to the Asian Tigers of South Korea, Hong Kong, Singapore, and Taiwan. 
As a result, the three countries are often referred to as “The Baltic Tigers”. Lithuania’s accession into the EU 

fostered further development of the country and its economy on both the financial and political fronts. The 
requirements for EU membership are substantial and multi-faceted and cannot be overemphasized. For 
Lithuanian, membership in the EU signifies the country’s openness and cooperation on multiple fronts including 
governmental, regulatory and economic affairs.  Even with EU membership, Lithuania is still an emerging 
market in transition. To evaluate the opportunities for investment in the country properly, it is necessary to have 
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an understanding of several factors that have pave the way for success and will affect the future prospects for 
development within the Republic of Lithuania and its economic system. 
 
Literature Review 
 
The impact of foreign direct investment (FDI) on growth of economy in Lithuania has been studied by 
numerous scholars (Tvaronavičienė and Grybaitė, 2007). The economies of Estonia, Latvia and Lithuania have 

experienced unprecedented economic growth thanks to the boom of FDI (Fifka, 2008). The Baltic States are 
considered attractive for FDI as they demonstrate high growth and represent new unsaturated market 
(Tvaronavičienė, Grybaitė, and Korsakienė, 2008). The study of integration to the European economic sphere 

through FDI and international trade has not prevented job losses in the manufacturing industry in the Central 
and East European countries of Czech Republic, Hungary, Poland, Slovakia, Slovenia, Lithuania, Bulgaria, and 
Romania (Onaran, 2008). Studies have been devoted to reveal differences in innovative behavior of business 
firms, characterized by scale of investment in research and development, self-financing pattern and business 
strategy, containing foreign and not foreign capital (Tvaronavičienė and Manuela; 2007). The creation of Free 

Economic Zones (FEZ) in 1995 was to effectively attract and make conditions favorable for Foreign Direct 
Investments, creation and transfer of knowledge and new technologies, and also new job creation 
(Auruskeviciene, Salciuviene, Kuvykaite, and Zilys, 2007). Another study comparing and contrasting early 
movers and late entrants finds general support for early mover advantages in Hungary and Poland but not so in 
Lithuania, suggesting that early entry is a trade-off between risk and return (Jakobsen, 1997). The role of 
Norwegian MNEs and their FDI in emerging economies especially  in Lithuania is interesting because Lithuania 
is an example of a new emerging economy and Norway is an example of a newcomer as a foreign investor 
(Amdam, Petter and Randi; 2007). Transformations of banking sector in terms of number and capital origin of 
market players, sector expansion, concentration and financial performance efficiency have been feasible only 
thanks to an influx of FDI during 1996 to 2005 (Aleknavičienė and Tvaronavičienė, 2006).  
 
Financial Systems and Regulatory Environment in Lithuania 
 
Banking System 
 
The banking system in an economy is a cornerstone for development and stability regardless of the level of 
economic development. Similar to the Lithuanian economy, the banking system has experienced rapid change. 
As is often the case, the emerging market in Lithuania offered opportunities for developed foreign commercial 
banks to expand their reach while bringing significant experience to a new market. State owned and controlled 
banks began to privatize in the mid 1990’s offering access to the market. In 1999, foreign banks took 50% 
ownership stakes in five commercial banks bring with them experience and services not previously available in 
the Lithuanian market. The ability of foreign banks to operate in the market more efficiently and offer credit 
more easily than domestic banks led to further consolidation in the existing banking industry and entry of 
additional foreign banks. From 1996 through 2006, the number of banks rose from twelve to thirteen. Of these 
banks, nine were originally domestic banks but by 2002, that number had fallen to only two. (Aleknavičienė & 

Tvaronavičienė, 2006). This transition in the banking sector of the county is complete for the most part with 
generally positive results as credit has been freely available and the foreign entities in the banking industry have 
experienced significant capital and profitability increases since entering the market. One area of potential 
concern stems from a high concentration of total loans being held by only three banks. Such a concentration 
increases the level of system risk particularly in the current global economic environment (Rutkauskas & 
Dudzeviciue, 2005) . 

Regulation of the Lithuanian banking industry is the responsibility of the Bank of Lithuania; the 
country’s central bank. The Bank of Lithuania operates independent of the Lithuania government similar to the 
United States Federal Reserve and the Bank either is a party to or follows all major international banking 
agreements. Duties of the Bank of Lithuania include overall industry regulation, setting monetary policy and 
determining the exchange rate for Lithuania’s currency, the litas, which is pegged to the Euro. The setting of 
exchange rates is a function that is projected to end as Lithuania is currently working to convert to the Euro in 
the near future. The Bank of Lithuania is a member of the European System of Central Banks (ESCB). 
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Capital Market System 
 
The capital markets in Lithuania are much less developed than the banking system however, they are becoming 
more developed as listings have been on the increase in the past decade. The Vilnius Stock Exchange (VSE), 
formerly the Lithuania Stock Exchange, is part of the NASDAQ OMX. Privatization of the National Stock 
Exchange of Lithuania took place via strategic partnerships offering investors access to other European markets. 
As one would expect the larger markets continue to overshadow the emerging market exchanges often drawing 
away foreign capital (Levišauskaitė & & Koncevičenė, 2004). This situation should improve over time as 
strategic alliances with other markets are evaluated and implemented and demand for capital from Lithuanian 
companies grows.  

The VSE maintains three trading lists, the Official List, the Current List and the Unlisted Securities. The 
number of companies listed on each list varies but in general, the Official List and the Current List generally 
contain less than fifty Lithuanian corporations. Unlisted Securities are much more numerous and generally 
include over 1,000 issues. The VSE is the only secondary market in the country. Though the number of listed 
companies may seem small compared to many trading markets, there has been a significant increase in listed 
companies in a few short years. The bond market, which until recently traded only governmental bonds has even 
fewer instruments listed now. In addition to equities and bonds, investors in the Lithuania markets have access 
to a variety of investment known as collective investment undertakings or CIUs (similar to mutual funds in the 
United States) as well as hedge funds and other investment vehicles. CIUs have seen rapid growth in recent 
years as a result of the country’s economic situation. Lithuanian citizens have benefited from the growing 
economy and are seeking investment opportunities as a result. This in turn has created demand for 
transformation in the financial markets as well as increased demand for new investment products offering better 
diversification and returns than traditional savings opportunities (Kucko, 2007). All entities offering 
investments, brokerage and similar financial services in the country must be registered with and licensed 
through the Securities Commission of the Republic of Lithuania. The Commission is the country’s main 
regulatory body for all investment activities and offerings. 

Regulation of the securities market is similar to though perhaps not as developed as that found in more 
developed markets. Much of this regulation has been established in an effort to make the financial markets both 
a safe place and attractive place to invest as well as to facilitate integration with the larger European financial 
markets. One area for improvement appears to be the disclosure of financial data to the public. In a study from 
2000-2005, 32 of the 39 companies listed on the VSE were evaluated in terms of financial data disclosure. The 
findings of the study indicate that corporations with a high concentration of ownership among a limited number 
of individuals are significantly less likely to proactively disclose financial data. Most data disclosed are based on 
projections and full financial data is not easily accessible or translated into other languages (Legenzova, 2008). 

 
Regulatory Environment 
 
As previously mentioned each aspect of the financial market in Lithuania has a regulatory oversight. The 
primary regulators are the Bank of Lithuania for commercial banking and the Securities Commission for brokers 
and other financial intermediaries. The insurance industry is supervised by the Insurance Supervisory Authority. 
As financial institutions expand their services, the regulatory agencies have been proactive in providing 
consolidated oversight. The various agencies assisted in the drafting and passage of the Law on Financial 
Institutions. This law in basic terms states the regulator of the parent institution has primary oversight 
responsibility for the parent and any subsidiaries. Such an approach provides a clear direction for oversight but 
also obligates the institution to follow the requirements of the regulators who would provide oversight to any 
subsidiary’s business (Zutautas, 2005). For example, the Bank of Lithuania regulates commercial banks but 
commercial banks providing brokerage services must also follow the rules and regulations of Securities 
Commission. Such a framework is beneficial in that the regulators are in many ways forced to work together 
without becoming a barrier to the institutions. In addition, transparency of the institutions is enhanced. 

As emerging market economies continue to expand the need for standards in business practices becomes 
more apparent. To that end and related to the regulation of the banking and capital markets, establishing 
accounting standards becomes increasingly important. As part of the transformation from a command economy 
to a market economy, Lithuania has implemented accounting reforms in line with International Accounting 
Standards (IAS) (Gimzaukus & Valanciene, 2006). The standards provide for uniformity and transparency in 
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financial reporting in turn making the Lithuanian market more attractive and the financial condition of Lithuania 
business easier to evaluate.  

 
Tax Considerations 
 
One cannot discuss the subject of accounting and governmental regulation without mentioning taxes. The tax 
situation in Lithuania offers attractive incentives and provides for economic growth. The tax system for 
individuals is a flat tax currently at 27% and is scheduled to be reduced to 24%. Businesses are also taxed at a 
flat rate but the system is somewhat more complex in that it includes VAT premiums and tax breaks for certain 
industries. In general, businesses are taxed on profits at a rate of 15% (Kindsfaterienė & Lukaševičius, 2008). 
This tax rate, which was implemented earlier this decade, further stimulates growth in the Lithuania economy 
and provides a favorable environment for business development. Lithuania also provides special incentives for 
large foreign capital investments including tax incentives based on the size of the foreign investment. Additional 
incentives may be also be available through local municipal governments based on the nature of the projects and 
the impact to the local economy. 
 
Additional Considerations 
 
In evaluating any emerging market, the issue of corruption must be considered. Lithuania like many emerging 
markets is not exempt from governmental corruption on the national, regional and local levels. Most corruption 
issues are related to bribes of governmental workers. It is important to note that the issue is being addressed and 
allegations of corruption are becoming increasingly publicized and investigated. Progress is being made with 
respect to anti-corruption efforts however, stronger laws to address the issue often become stalled in the 
legislature. The lasts Freedom House Nations in Transit Report gives Lithuania a Corruption Index of 3.75 on a 
scale of 1-7 with 1 being the highest score and 7 being the lowest. (Piasecka, 2008) The average corruption 
index for new EU members, which includes Lithuania, is 3.15 while the same score for non-Baltic former Soviet 
states is 6.10. Lithuania ranks 51st out of 179 countries in Transparency International's Corruption Perceptions 
Index for 2007. In comparing Lithuanian to other countries in the region on the matter of corruption, 
opportunities for improvement clearly exist. As stated previously, corruption in emerging markets is often an 
issue. When comparing the level of corruption to similar countries, Lithuania to other emerging markets, the 
country is respectable. While any level of corruption is unacceptable the majority of corruption appears to be 
domestic in nature with foreign firms reporting that government officials are generally honest and helpful.  
 
Climate for investment in Lithuanian market 
 
Portfolio Investment  
 
One must contemplate portfolio investment and the relative safety it offers compared to Foreign Direct 
Investment (FDI) when considering entry into the Lithuania market. For specialized situations, the capital 
markets offer options for sharing in the growth of the Lithuanian economy. Though the capital markets are well 
developed in relative terms, the limited number of Lithuanian corporations listed on the VSE, may not offer a 
suitable variety of equity or bond investment options. Investors can expand their options through unlisted 
securities however this may not be an attractive options for most foreign investors. Given that the VSE is part of 
the OMX group of exchanges, a wider variety of investment options are available through the exchange 
however, portfolio investment for purposes of this paper are limited to Lithuanian based options only. As the 
capital markets continue to expand through additional Lithuania corporations becoming listened, portfolio 
investment may become more enticing. The country offers an attractive climate for portfolio investment by 
providing favorable tax treatment of investment earnings to both foreign and domestic investors. In addition, 
Lithuanian law treats foreign investors as equals to domestic investors with the limited exception of investment 
in industries related to defense and national security. No restrictions are imposed on foreign capital flow into or 
out of the country. 
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Foreign Direct Investment (FDI)  
 
FDI in the entire Baltic region from the late 1990’s to the present has been immense with a variety of both 

developed and developing nations investing in the country. The extensive economic growth of Lithuania and the 
Baltic Region as a whole has outpaced FDI in other emerging markets such as India by as much as six times 
during the current decade (Tvaronaviciene, Grybaite, & Korsakiene, 2008). Lithuania’s entry into the EU 

removed other barriers to FDI. It also has provided enhanced access to the European marketplace. The explosive 
growth in Lithuania brings with it certain factors that may have a negative impact on continued growth. These 
factors included significant inflation, which currently stands at a rate of approximately five percent. Much of 
this is due to the very low rate of unemployment. Given that the education levels of Lithuania are quite high, 
skilled labor is present though not necessarily readily available. Both significant inflation and low 
unemployment rates tend to be signs of a rapidly growing economy.  

Even when considering these factors the Lithuanian market offers much for the foreign investor. Though 
unemployment rates are low, wages while increasing are one-fifth of the average wage in more developed 
Europe (Piasecka, 2008). For companies in search of inexpensive yet educated labor Lithuania remains and 
attractive proposition. The low unemployment rate has also resulted in increased immigration from neighboring 
countries. This labor which may or may not be as highly educated will continue to keep wages in check and will 
likely free up some of the more highly skilled labor in the country to those companies willing to offer a slight 
wage premium. In addition to an attractive labor situation, Lithuanian’s geographic location offers significant 

benefits. Situated in close proximity to many former Soviet Bloc countries and with easy access to the European 
market, Lithuanian offers ready access to both developing and developed markets and their participants. 
Historically Lithuania’s primary trading partner has been Russia however, the country is increasingly pursuing 
trade with the West. Membership in the World Trade Organization and European Union further enhance the 
countries position. Table 1 shows the recent FDI inflows and stocks in Lithuania. 

 

 
 

Implications of the Current Global Economic Crisis 
 
The global economic crisis has affected Lithuania and the current economic situation looks much different than 
it did several months ago. Unemployment is rising in the country and much of the recent growth has contracted 
significantly or come to a standstill. Similar to other markets in the global economy, credit is becoming scarce 
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as 85% of the Lithuanian banking system is tied to foreign owned banks. As a result, any contraction or a 
scaling back of lending by these banks will have a significant impact on Lithuania economic conditions. Though 
the Lithuania banking system is well established and well regulated reliance on the foreign banks is currently a 
liability to the overall economy.  

Still another issue looms in Lithuania’s GDP figures. Both domestic and foreign demand for goods is 
expected to decline significantly. Real GDP growth is expected to contract from an estimated 4% in 2008 to 2 
percent in 2009 (IMF, 2008). Fortunately, Lithuanian officials appear to have been at least somewhat prepared 
for the downturn spurred by the current crisis. In reaction to liquidity issues, the Bank of Lithuania has lowered 
reserve requirements from 6% to 4% and is exploring other measures to maintain liquidity in the market. At the 
same time, the government is tightening budgets and increasing VAT and excise taxes in an effort to reduce the 
deficit while reducing income taxes. These initiatives while proactive will require close monitoring so as not to 
negatively affect the domestic market and further slow the economy. Even with these measures, the global 
economic situation is changing daily and it is nearly impossible to predict the outcome the crisis will have on 
any specific country’s economy. There is rising speculation that even for the efforts of the governing bodies of 
Lithuania the country may be required to pursue help from the IMF in the form of loans. This step has already 
been taken by some neighboring emerging market countries including Latvia. 

MNCs from the US including Kraft Foods, Coca-Cola and Philip Morris, and such established European 
brands as Nestle, Societe Generale and Drauda are all present in Lithuania. The country has liberalized its 
inward FDI policy systematically and also has entered into numerous bilateral and multilateral trade agreements 
to promote international trade channels. Besides, Lithuania’s FDI potential index stands at 40 with its 

performance index at 53. Table 2 shows select state-owned enterprises which may be future potential candidates 
for privatization and a wave of new influx of FDI. 

 
Analysis and Conclusion 
 

Though the current economic situation in Lithuania can be categorized as bleak due to the global 
economic slowdown, more in depth analysis reveals some encouragement for the country’s long-term economic 
viability. One can easily miss the observation that the current economic situation is in part a function of the 
country’s rapid development and prosperity in recent years. Less developed countries around the globe are not 
experiencing the downturn to a similar extent simply because they have seen little or no development or growth. 
Look no further than the African continent for examples of this situation. 

In this measure, Lithuania has proven itself as an economic powerhouse that in many ways is well on its 
way to become a developed economy. While the global financial situation should not be minimized or take 
lightly it is important to note that things will improve with time. The efforts to establish a system that 
encourages investment by foreign countries have clearly paid dividends to Lithuania in the form of explosive 
growth. Further refinement of the country’s financial systems may be necessary, given the current global 
economical conditions. However, this should be viewed positively. The short-term pain resulting from a global 
slowdown provides opportunities for the Lithuanian economy to further strengthen and transform. Financial 
system weaknesses overlooked during times of rapid growth will now need to be addressed in context. 

This in turn will make the financial and regulatory systems stronger and position the country for future 
growth and foreign investment. In addition, wage growth, inflation and labor scarcity will become less of an 
issue. These factors will enhance the attractiveness of entry into the Lithuanian market via FDI over the long 
term. While it is difficult to predict when the global economy will shows signs of recovery, from a theoretical 
perspective, Lithuania will weather the storm. The country will likely emerge as a country offering continued 
economic opportunity, a further refined financial system, a well educated labor force and desirable economic 
conditions for those looking to enter the Central and Eastern European market. Though the explosive growth 
rates of recent years are past, the county will likely exceed both developed countries and neighbors who are 
unable to navigate the current crisis without significant outside assistance. In summary, the Baltic Tiger known 
as Lithuania still has teeth. 
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Abstract 
Czechoslovakia became a “non-nation” in January 1993. The creation of the Czech and Slovak Republics resulted in two 
unique and distinct societies which moved in different economic directions. While the Czech Republic prospered within 
the first six years, the same could not be said for Slovakia. For the first six years, Slovakia’s economic growth was stifled 

due to factors of economic and financial repression. As a result of the political changes, financial liberalization began to 
emerge and as a result economic progress. As pronounced were the effects of repression, so too were the effects of 
liberalization. To truly understand the impact upon the society, the change must be viewed from the viewpoint of foreign 
direct investment. The factors which limited FDI due to their repressive nature were now being replaced with factors 
which encouraged and expanded FDI within the Slovak nation. As a result of a complete turnaround transformation, 
Slovakia is now on a course to sustain and expand economic development through increased FDI. To understand the 
overall transformation which occurred within the Slovak Republic one needs to define the factors which create financial 
repression and the liberalization factors which move an economy in a different direction. The determinants of foreign 
direct investment (FDI) must be examined along with the transition from repression to liberalization. 
 
 
Introduction 
 
On January 1, 1993, Czechoslovakia became a “non-nation”. National and ethnic ties did what fifty years of 
communism attempted to control and suppress; the creation of two separate and distinct nations from what had been 
one of the only democracies prior to Soviet subjugation. The creation of the Czech and Slovak Republics resulted in 
two unique and distinct societies which moved in different economic directions. While the Czech Republic 
prospered within the first six years, the same could not be said for Slovakia. The economic climate and progress 
within the nation failed to match that of its neighbor. For the first six years, Slovakia’s economic growth was stifled 
due to factors of economic and financial repression. With the beginning of the 21st century, political changes within 
Slovakia began to transform the society. 

As a result of the political changes, financial liberalization began to emerge and as a result economic 
progress. As pronounced were the effects of repression, so too were the effects of liberalization. To truly understand 
the impact upon the society, the change must be viewed from the viewpoint of foreign direct investment. The factors 
which limited FDI due to their repressive nature were now being replaced with factors which encouraged and 
expanded FDI within the Slovak nation. As a result of a complete turnaround transformation, Slovakia is now on a 
course to sustain and expand economic development through increased FDI. To understand the overall 
transformation which occurred within the Slovak Republic one needs to define the factors which create financial 
repression and the liberalization factors which move an economy in a different direction. The determinants of 
foreign direct investment (FDI) must be examined to determine if the transition actually contributes or hinders the 
progress. For the purposes of this paper, one needs to divide the Slovak Republic’s transition into distinct periods. 
Each will offer information to support the premise that FDI is indeed tied to the liberalization of financial policies. 
The final area of analysis will examine the empirical evidence which ties basic transformation from repression to 
liberalization to specific governmental actions and the overall economic performance of the society. 
 
Historical Background and Literature Review 
 
The creation of the Slovak Republic actually began in the formation of Czechoslovakia in 1918. For over thirty 
years, Czechoslovakia existed as a sovereign nation until its assimilation into the Soviet sphere of influence at the 
end of World War II. For the next forty years, the nation would subscribe to the centralized model of financial 
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planning characteristic of Soviet-style economies. The dissolution of the Soviet Union in the late 1980’s ushered a 

new period of opportunity for the nation. Nationalist trends and identities which had remained suppressed for years 
resulted in the eventual dissolution of the Czechoslovak nation. What resulted were two nations set on courses 180 
degrees apart. The primary challenge facing the new Slovak Republic was the creation of an entirely new central 
administration, central banking, monetary and tax system (Eperjesivona, 1999, p. 80). While the nation had to build 
a financial infrastructure, it was also burdened with an inheritance of an industrial complex which was focused on 
heavy industry which had as its primary product arms production. With a 90% decline in demand starting before the 
dissolution and extending three years into independence, the new Slovak Republic faced a serious set of negative 
factors (Eperjesivona, 1999, p. 81). The study of FDI in Slovakia necessarily involves a comparison with the Czech 
Republic. Many scholars have also found it fruitful to draw comparisons among the four Central and East European 
nations, namely, Hungary, Poland, the Czech Republic and Slovakia. 

The growing importance of FDI in the automotive industry in the four central European countries namely, 
the Czech Republic, Hungary, Poland and Slovakia has led to their industrial upgrading (Pavlínek, Domański, and 

Guzik, 2009). An empirical study of Poland, Hungary, Slovenia, Slovakia and Estonia demonstrates that foreign 
investors' ownership and control over strategic decisions systematically lead to the respective countries’ export 

intensity (Filatotchev, Stephan, and Jindra, 2008). The speed of integration to the European economic sphere 
through FDI and international trade has not been able to prevent job losses in the manufacturing industry in the 
Czech Republic, Hungary, Poland, Slovakia, Slovenia, Lithuania, Bulgaria, and Romania (Onaran, 2008). In the 
Czech republic and Slovakia, coalitions of social actors have formed as power blocs to attract foreign investors and 
promoting them in the regions (Drahokoupil, 2008). . The effect of productivity is strong in capital-intensive sectors 
in comparison with labor intensive sectors and the effect of unemployment seems stronger in unskilled sectors than 
in skilled ones (Onaran and Stockhammer, 2008). Inward FDI tends to have a more dynamic impact upon a region 
and does not simply result in the industrialization of a few select plants (Pavlínek and Smith, 1998). 
 
Factors of Financial Repression and Liberalization 
 
Before embarking on a detailed analysis, one must define the factors which characterize both financial repression 
and liberalization. From a historical perspective, the literature suggests that in the 1970’s and into the 1980’s most 

emerging markets had some degree of financial repression (Das, 2003). Financial repression is characterized by four 
elements. They are controls on interest rates, ability to limit size of bank loans, prohibitions on foreign currency 
denominated deposits and a dual currency market (Das, 2003). The existence of these characteristics is manifested in 
a number of policies which could impede economic development and ultimately foreign direct investment. The 
resulting repressive policies are 1.) control over interest rates on both deposits and loans, 2.) exchange rate controls, 
3.) capital flow controls, 4.) directing credit to selected areas, 5.) foreigner’s exclusion from domestic equity market 

participation (Das, 2003) and 60 high reserve requirements. 
Further examination of the literature confirms that these are the primary factors at work in an economic 

environment which is financially repressive. Mezias has identified this category as liability of foreignness - LoF 
(Ataullah & Lei, 2004). This phenomenon causes foreign firms to incur costs from which a domestic firm is exempt. 
The next level is focused on incurring costs to a greater extent or to be denied benefits to which domestic firms are 
entitled. Factors which support financial repression created the concept of LoF as a method to impede the resource 
utilization of foreign banks relative to their domestic counterparts. Based upon this assumption, the concept of LoF 
is a key factor which can impact the evolution of FDI in an emerging economy. As economies develop, the effect of 
financial repression is replaced through the process of financial liberalization. The timeline of liberalization 
paralleled the development of emerging markets with the period of 1972 to 1999 showing the greatest activity (Das, 
2003). While the removal of repressive measures was slow, it maintained a continuous pace in most countries. In 
most markets, the transformation of liberalization can be characterized by reforming the banking sector, 
deregulation of interest rates, opening of the capital accounts, and removal of restrictive measures on domestic 
equity markets.  The reform of the banking sector has a number of components. The one with the greatest impact is 
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reducing government interference in lending decisions. This can be accomplished through the true privatization of 
nationalized banks and the introduction of foreign bank competition. 

While the move from a repressive financial environment to one of greater liberalization may have been 
slow, the overall effects on economic growth were great. Liberalization favorably affects growth by strengthening 
the size and improving the efficiency of the domestic financial system. It allows domestic firms to access global 
financial markets. Improvements in the level of corporate governance in the domestic financial systems are also 
observed. Finally, liberalization promotes foreign competition in the domestic banking and non-banking financial 
sectors thereby reducing the cost of capital (Das, 2003). Each of these points is extremely important for collectively 
they will impact the development of foreign direct investment in a country. 

 
Determinants of Foreign Direct Investment 
 
The foreign direct investment process can be characterized by a model which accounts for the following elements: 
market size, proximity to resources, labor costs, transition process, degree of openness and manufacturing sector size 
(Resmini, 2000). While the model encompasses a number of factors, FDI will occur only if three sets of factors 
simultaneously exist within a market. The three factors are the presence of ownership-specific advantages, presence 
of location advantages in both home and host countries, and the presence of superior commercial benefits. 
Numerous studies have concluded that location determinants are a strong driver of FDI (Witkowska, 2007). The 
Slovak Republic is part of a group of countries which collectively form the Central and Eastern European Countries 
(CEEC). Within the CEEC, the main factors driving FDI are the need to secure market access, the timing and form 
of the privatization process, and the degree of political and economic stability (Resmini, 2000). While these factors 
point to FDI being dependent upon a specific country, in reality, it is industry specific (Resmini, 2000). Industries in 
specific countries will attract foreign direct investment when the government begins to transform the economic 
landscape affecting FDI. The characteristics of foreign investing policies which tend to promote foreign direct 
investment are rather simple in concept, but may be difficult to implement without a concerted effort on the part of a 
government. The provision of basic guarantees for foreign investors is key to attracting FDI. The granting of greater 
privileges to foreign firms than to domestic firms is an inducement which may be viewed as discriminatory by the 
home firms. Offering protective measures around ownership and implementation of tax incentives complete the set 
of policies which are used by emerging markets to attract FDI (Witkowska, 2007). It has been stated that FDI is 
industry-specific and not country specific. In light of this information, how is FDI affected by political stability or 
the lack thereof? Political stability has a direct link to economic performance, overall growth, behavior of stock 
markets and foreign exchange markets (Brada, Kutan, & Yigit, 2006). Each of these metrics are additional key 
factors in the FDI arena. 

The final set of FDI determinants can be classified as macroeconomic factors. The collapse of the Bretton-
Woods system led to exchange rates which would fluctuate and an overall level of volatility. Exchange rate 
fluctuation along with several other factors gives rise to the concept of purchasing power parity. The decision to 
invest foreign capital in an emerging market can be influenced by exchange rate volatility. Empirical evidence exists 
to suggest that purchasing power parity may not hold across all time periods during which FDI occurs and therefore 
exchange rate changes can affect the overall competitiveness of industries in different countries (Baniak, Cukrowski, 
& Herczynski, 2005). This concept of exchange stability or volatility is a key factor in determining not only the flow 
of foreign direct investment, but also the type of investors providing the FDI (Borensztein, DeGregorio, & Lee, 
1998). 
 
Slovakia’s Periods of Change 
 
The first period of change started with the creation of the nation in 1993 and extended to 1998. From the onset, the 
Slovak Republic was at a great disadvantage when compared to its Czech neighbors due to an economy that was 
dominated by heavy industry with the primary product being arms production (Meszaros, 1999). In terms of policies 
and programs, many were holdovers from the era of central planning. The government of this period, known as the 
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Merciar period, attempted to embark on a pattern of change. One of the main thrusts of the transition was the 
privatization of industry. Merciar’s government sought to replace the coupon privatization program that had been 

launched before the break-up with a “non-transparent” program of direct sales to political allies and clients (Fisher, 
J., & Haughton, 2007).  In this program company managers were allowed to buy majority stakes in corporations at a 
fraction of their real worth (Meszaros, 1999).  By controlling the privatization program, the government was able to 
solidify important economic alliances that would help them to maintain power. 

In the area of financial sector reforms, similar strategies were employed. Partial bank privatization and the 
resultant politicized lending to political clients undermined the financial sector. In addition tax evasion, social 
payments and communist-era holdover programs lead to the creation of a fiscal crisis (Eperjesivona, 1999). As a 
result of these failed programs, FDI and portfolio investors avoided Slovakia making it increasing dependent on 
foreign loans to finance growth based on credit transfers to key political clients. Such policies were unsustainable 
and by 1998 the country was facing financial insolvency (Fisher, J., & Haughton, 2007). The crisis was fueled by 
four main factors. A severe financial imbalance coupled with a weak banking system set the basis for the problems. 
The programmatic factors were a surging balance of external debt coupled with the future obligations of the failed 
privatization program (Fisher, J., & Haughton, 2007). Beginning in 1998 the Slovak Republic would start to move in 
a different direction. The election of a new government was the start of the second transition (Meszaros, 1999). 
Three areas of change would be key to the transformation of the Slovak economy. A program of macroeconomic 
stabilization tied to trade liberalization would be essential if the country was to move forward. In addition, basic 
structural changes would be required. The efforts of the macroeconomic stabilization program sought to release and 
then stabilize prices. This was accomplished through removing price controls, restricting money supply and 
restraining government spending (Fisher, and Haughton, 2007). The goal of trade liberalization was to increase 
competition by opening domestic markets to foreign competition, permitting entrepreneurs to engage in trade and 
the elimination of monopolies. The privatization of banks and other enterprises was only part of the necessary 
structural changes. In addition, the creation and implementation of an enforceable contract and bankruptcy 
framework were keys to the overall set of changes (Eperjesivona, 1999). 

The three sets of factors were targeted to specific areas of the economy. Those areas included in the second 
transition period were fiscal policy, taxation, labor and pension reform, investment programs and the justice 
systems. (Fisher, and Haughton, 2007). Of all the changes during this transition period, reforms to the fiscal and 
judicial programs were the most significant. Changes in and a restructuring of the overall tax code created an 
environment which was now more open and friendly to foreign investment (Carstensen and Toubal, 2004). 
Legislation to protect investments as well as revisions to the commercial and criminal codes aided in transforming 
the landscape (Bevan and Estrin, 2004). In summation from the period of 2000 to 2005, Slovakia launched a set of 
economic reforms that limited government and transferred social and economic risk to individuals. In light of these 
impressive gains, could we have overlooked a key driving force aimed at attracting FDI? During this period, the 
Slovak Republic was positioning itself for entry into the European Union. While we would argue that the reforms 
would have occurred independently, the goal to ascend to the EU hastened their acceptance (Bevan and Estrin, 
2004). As a result, the government created an environment which was more transparent and operated within a 
complete and consistent regulatory framework. It is important to note that the changes in corporate governance 
legislation to meet the requirements of the EU had a dramatic effect on accelerating the rate of FDI in the Slovak 
Republic. 
 
Empirical Evidence of Change 
 
The removal of financially repressive factors and a replacement with factors focused on liberalization occurred due 
to the transitions occurring from 1994 to 2004. Throughout the periods of change, the Slovak Republic considered 
FDI an important source of investment to further expand markets, technology and management techniques 
(Borensztein, DeGregorio, and Lee, 1998). Until the year 2000, the development of FDI flowing into Slovakia had 
an upward trend, but its volume and pace lagged far behind the needs of the economy. The abrupt change beginning 
in 2000 is dramatic. While the data is based upon empirical evidence, one could argue that the policies of 
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transformation focused on the elimination of repression and the liberalization of financial factors aided in the 
positive growth. Table 1 presents the present status of FDI inflows and stocks as of 2007. 
 
 

 
 
Slovakia’s inward FDI performance index has a score of 49 with a potential index of 53 which shows the possibility 

of room for additional inflow of FDI in many a sector. German automotive multinationals Volkswagen and Skoda, 
US multinational corporations such as IBM, Coca-Cola and Cisco, Tesco and Whirlpool in the tertiary sector, and 
Allianz, Citigroup and Credit Lyonnais in the financial services industry are all vigorously participating in the 
market amidst numerous other competitors. Table 2 provides evidence of several state-owned enterprises that may 
open up for a huge influx of FDI through a systematic privatization. 
 
Conclusion 
 
According to the Economic Intelligence Unit’s reports, real gross domestic product (GDP) in Slovakia's main export 
markets will fall in 2009. The GDP growth is expected to slow to 1.5 percent in 2009 as the recession erodes export 
growth further but will grow by 2.5 percent in 2010. The foreign direct investment (FDI) is also likely to decline in 
2009 mainly due to the global financial crisis but is expected to recover gradually from 2010. The potentially 
adverse effects of FDI for regional economic development, such as uneven development, development of a dual 
economy and failure to develop linkages with local and regional economies need to be addressed (Pavlínek, 2004). 
The Slovak Republic was a nation that from its very start had to overcome a number of serious economic 
disadvantages. As an emerging economy, it embodied many factors related to financial repression. Through a series 
of governments and varying efforts, progress removed the repressive factors and ultimately instituted policies and 
programs which led to financial liberalization. While one may argue the factors had numerous effects, one of the 
greatest areas of impact was on foreign direct investment. Empirical evidence suggests the trend in increasing FDI 
tracks to the liberalization and reform of the Slovak economic environment. 
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Abstract 
 
Effective management of inward Foreign Direct Investment (FDI) is the primary key to lift the economy out of its 
emerging status into a major player in the global economy. It is a multifaceted process that begins with broad-based 
development of the necessary factors to attract the desired types of FDI, continues through managing the investment 
to register increased productivity, and concludes with a satisfied investor willing to make further investment in the 
country. In the state of Russia, management of FDI has been anything but effective. While the country has many of 
the necessary factors to attract FDI, research confirms that the state has done little to actually acquire FDI at levels 
on par with its potential.  Furthermore, available data confirms that productivity, as measured by national GDP, 
does not show satisfactory increases when compared with the level of investment. This focus of this paper is threefold: 
first to investigate recent literature in regards to Russia’s FDI attractors (potential); second to compare Russia’s 

increases in productivity as measured by GDP, against the investment potential (performance); and finally to pose 
probing questions regarding the impact of corruption on both Russia’s ability to attract FDI and Russia’s ability to 

manage it to increase productivity. 
 

Introduction 
 
Effective management of inward Foreign Direct Investment (FDI) for any emerging market economy is a 
primary key to lifting the economy out of its emerging status and into the arena of becoming a major player in 
the global free-market economy. In the case of Russia, management of FDI has been anything but effective.  
While the country has many of the necessary factors to attract FDI, research confirms that the state has done 
little to actually acquire the FDI at levels on par with its potential.  Furthermore, available data confirms that 
productivity, as measured by national GDP, does not show satisfactory increases when compared with the level 
of investment. In the 17 years since the 1991 declaration of independence, Russia’s economic system has 

weathered strong economic gains, a complex currency crisis, and recently, a strong run-up in the global price of 
energy related commodities, on which it is so directly dependant for economic gains. Due primarily to its stores 
of natural resources and its growing middle-class, Russia has been able to attract inward FDI to buttress its 
growth.  However, research indicates that despite its abundant supply of primary FDI attractors, Russia is 
performing poorly in actually obtaining the foreign investment, and further to effectively manage the FDI to 
produce increases in GDP. The possible factors pertaining to Russia’s poor FDI performance are many and this 

paper will not attempt to comprehensively review them. The primary focus of this paper will be to shed light on 
Russia’ FDI potential, its performance it translating FDI into productivity increases, and the impact that 

corruption may have on both issues. 
Since 1991, Russian inward FDI has been a necessary but often inconsistent, part of the economic 

revival. Beginning in 1991, global investors were quickly attracted to the seemingly endless opportunity 
afforded by Russia’s huge stores of natural resources, a burgeoning middle class, and a highly educated 

workforce. The 1998 currency crises however, brought to light some of the problems inherent in an immature 
economic system, and the resulting capital flight became a significant problem. Somewhat contrary to popular 
thought, global investors, with their appetite fixed on the opportunity, returned quickly to the Russian markets 
and they did so in force. Furthermore, recent research indicates that the 1998 currency crises did not have 
statistically significant influence over the investment decisions of the investors (Ichiro, 2005). There is no 
argument to the fact that Russia holds many of what is well understood to be primary attractors to FDI. The 
most recent research indicates the leading factors include low-cost labor, a growing middle-class, an educated 
workforce, and natural resources. Of these, Russia is generally considered to be a leader in available natural 
resources, has a growing middle class, and a highly educated workforce.  Adding to the attractiveness, Russia 
also contains peripheral determinants that include regional factors such as a large overall market and 
technological competencies.  
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While there is no argument as to Russia’s attractiveness to global investors, there are questions as to 

why Russia does not appear to garner its ―fair share‖ of global FDI, and why it does not seem to convert its FDI 
into substantial increases in productivity. Termed ―FDI Performance‖ by UNCTAD, this issue concerns the 

effective management of FDI once received in an economy. This is a measure of FDI received to GDP produced 
and Russia is seen as largely failing in FDI performance. While there are obviously many factors that are 
regarded as contributing to Russia’s ineffective management of FDI, we focus on how corruption may impact 

both Russia’s ability to attract FDI and its ability to produce increases in productivity. The general body of 
knowledge regarding the impact of corruption on attracting FDI and in the efficient productive power it brings, 
is somewhat inconclusive.  This is primarily due to the inherent nature of corruption itself. It is generally 
understood that due to its clandestine nature, corruption is the most difficult economic factor to analyze, to 
measure, and to trace.  This creates the primary conflict encountered in recent studies – that some find 
corruption an FDI deterrent and others, that it has little effect. 
 
Russia’s FDI Potential  
 
National and Regional Determinants for Attracting FDI into Russia 
 
The factors that cause markets to attract foreign investment are as numerous as they are varied, but recent 
research has helped to pinpoint many primary factors. The recent literature regarding FDI flowing into Russia 
largely focuses on FDI determinants - those on a national scale and those on a regional or geographic scale. It is 
the latter category, regional determinates of FDI that has garnered the lion’s share of research and is the one, on 

which this section will primarily focus. Many studies have been conducted whose primary purpose was to 
identify the strongest determinants attracting FDI into specific geographic regions within Russia.  These studies 
have varied in scope (number of regions) and have also largely varied in the degree of technical analysis 
(ranging from firm level interviews to in-depth statistical analysis and econometric studies.) While the studies 
have occurred over a short time horizon (the earliest from 1995 with review data beginning in 1993, to results as 
recent as 2007), the results are not as unified as one may think. Naturally, the determinants that serve to attract 
foreign investment, especially in a country as large and economically diverse as Russia, vary widely. However, 
in recent literature many researchers agree on the most substantial determinants at work in Russia. These are: 
low-cost labor, a potential domestic market, an educated workforce, human resources (highly educated), raw 
materials, natural resources, infrastructure development, policy enforcement, and stable legal environment 
(Brock, 1998; Westin, 1999; Ahrend, 2000; Fabry, 2000; Manaenkov, 2000; Broadman, 2001; Ahrend, 2002; 
Bradshaw, 2002; Brock 2005; Brock, 2007;.) In addition to these, several studies also point to factors that add to 
the attractiveness of a region such as: a large market, previous investment experience, an existing Russian 
partner (Ahrend 2000) and an already entrenched Gross Domestic Investment (Brock 2002), While these studies 
are primarily focused on a regional scale, still other studies indicated additional factors that add to the 
attractiveness on a national scale such as technological competencies, managerial capabilities, and stable 
political and institutional environments (Fabry 2000). As a result of the studies, we understand and accept that 
certain FDI determinants weigh more heavily on investors decisions and that other factors serve to add to the 
strength to these determinants. However, it is clear that Russia has vast stores of many of the primary FDI 
attractors and it is reasonable that the economy should grow as a result.  However, growth requires more than 
the resources, it also requires effective management.  
 
Literature Review 
 
While some research has focused on FDI determinants, others focus their study on the regions that attract 
foreign investment within Russia and theorize that these regions, with their combined set of determinants, are 
more capable of attracting FDI than are other, less endowed regions. Miller (2008) notes that the entire country 
has recently become one of the top emerging markets, as listed by Morgan Stanley, due to the stores of natural 
resources which account for 80% of exports, and the growing domestic market for food production, motoring, 
telecommunications, and tourism. This section reviews much of the recent literature regarding geographic 
determinants, sector determinants, and physical determinants that serve to attract FDI. Russia is poised to be the 
beneficiary of FDI inflows thanks to its market size, large cities, ports, energy resources for oil & gas, and 
proximity to European market (Ledyaeva, 2009). Much of its FDI reportedly stems from roundtrip transactions 
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of its domestic companies’ investments in tax havens (Navoi, 2008). If the FDI were to produce the desired 

productivity and income distribution among households, it is important for the country to get the key model 
features right (Rutherford, 2008). Since there are not many subsidiaries formed with the FDI, insufficient 
learning and low degree of regional internationalization among the SMEs have obstructed global 
internationalization in the Baltic Region including Russia (Jansson, 2008). The outward FDI from emerging 
economies, particularly, the BRICs is likely to cause the next distinct wave (Gammeltoft, 2008). The benefits of 
FDI foster faster economic growth in transition economies, especially, China, India and Russia, than 
international aid for development (Smith, 2007). The level of foreign investment positively adds value to the 
financial sectors' contribution to growth in emerging markets as evidenced in the emerging economies of 
Central and Eastern Europe (Eller, Haiss and Steiner, 2006). The withdrawals of barriers and liberalization 
efforts through promotion of FDI in service sectors such as telecommunications are likely to involve Russian 
labor besides giving joint venture opportunities to local investors (Jensen, 2006). 
 
Geographical Determinants 
 
In terms of the geographical locations attracting the majority of Russian inward FDI, a deviation among the 
regions exists but the deviation lacks a clear geographical pattern (Ichirol and Keiko 2005). Most recent studies 
classify regions or regional categories into which, most FDI is being directed. These five regional categories and 
their associated motivations are generally agreed to be the Moscow region: (Moscow city and Moscow Oblast), 
industrial/financial centers: (St. Petersburg, Krasnodar, Samara, Sverdlovsk, Novisibirsk), gateway regions - 
regions with major water gateways: (St. Petersburg, Krasnodar, Primorye), regions with substantial mineral 
wealth: (Tyumen - most important oil and gas producing region, Sakhalin - oil and gas); and regions benefiting 
from post-1998 growth of import substitution activity (St. Petersburg, Moscow) (Broadman and Recanatini 
2000; Bradshaw 2001; Ichirol and Keiko 2005). Bradshaw (1999) noted that a shift was underway in how 
regions were beginning to ―specialize‖ in certain sectors of the economy and with these ―specializations‖ in 

mind, certain foreign investments were directed accordingly.  While data on the sources of investment toward 
sectors is not available, it is clear that sectoral orientation of foreign investment can be tied to specific regions. 
 
Sectors Determinants 
 
In terms of the sectors that attract inward FDI in Russia, Bradshaw (2002) lists only three primary sectors: 
Industry (fuel, food, and metallurgy); Trade; and the financial sector.  It is important to note that sectors are not 
inherently regional. However, some sectors are bound to regions by nature (natural resources), while others may 
be bound to regions by the density of physical resources (labor, human resources, infrastructure development, 
etc).  Thus, sector determinants will often be associated with regional determinants. 
 
Physical Determinants 
 
Finally, in terms of the primary physical determinants that attract inward FDI, Brock (2005) lists several that 
stand out:  

Three regions have gained due to density of resources  – Moscow, Saint Petersburg, and the Moscow 
Oblast – grew faster than the other regions. While these three regions had an initial lift from resources 
coming out of the soviet period, this initial lift was found to be insignificant;  
Labor was found to be a positive and significant factor and especially so for a nation with a declining 
population;  
Human capital (education level of population) was also found to be important to growth and is a 
concern given the declination of the Russian education system;  
Gross domestic investment was also found to be a positive factor to increased growth. 

In addition to this list, Ichirol and Keiko (2005) point out three factors that were found to be highly significant 
regardless of the region or sector, namely, resource endowments, market factors, and social development 
factors. Further research into physical determinants indicates that FDI is attracted to those regions that have 
sizable market potential, have a better developed infrastructure, have played host to significant domestic private 
investment, and have more ―market friendly‖ business environments … than have other regions‖ (Bradshaw 
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2005). Finally, Brock (1997) noted that two results regarding FDI determinants were clear: market size and the 
crime situation were important factors for obtaining and retaining FDI. 
 
Joint Ventures, Import / export, and FDI 
 
In the case of Russia, the governmental regulatory policies strictly regulate the amount of foreign ownership 
potential for host country firms. This regulatory environment drives much inward FDI toward joint ventures 
with existing Russian partners. When looking at the role foreign investment played in the various regions, it is 
clear (based on import and export activity) that different regions use foreign investment in different ways.  
Moscow remained the center for imports (but this data may be somewhat skewed because of Moscow’s role as 

the point of entry) and many joint ventures operating in the Moscow region are service, not production, related 
(29% of JV employment is centered in Moscow and this accounts for only 32% of JV output. However, joint 
ventures rating in other regions (West Siberia) account for nearly 18% of output and only 6.4% of employment. 
This variance is due primarily to the dominance of the oil industry in the region. From this we see that some 
regions are more import centered while others are export centered, and that joint ventures play an important role 
in how FDI is injected into the economy. 
 
Russian FDI Potential Data Presentation  
 
The preceding section highlighted FDI determinants and the primary regional FDI attractors influencing global 
investors seeking investment opportunity in Russia. This section delves into the data available on Russia’s FDI 

potential as indicated by UNCTAD (data sourced from UNCTAD’s Inward FDI Potential Index) and performs a 

comparison with other Brazil, Russia, India and China (BRIC  nations) and other Central and Eastern Europe 
(CEE) and Commonwealth of Independent States (CIS) nations as well. While Hong Kong is generally not 
included as part of discussions regarding the BRIC economies, it is included here as it can be used to show 
forward progress of emerging market potential. UNCTAD’s Inward FDI Potential Index uses predetermined 

factors to determine a composite score of the given economy’s ability to attract inward FDI.  The first of the 

graphical depictions below show how the BRIC economies compare with each other regarding FDI potential.  
Of the 4 BRIC economies, none stand out as having more economic potential than does Russia.  Even China 
after having been in the process of ―opening up‖ to free markets for nearly 30 years fails in comparison when 

considering the potential to attract inward FDI.  In addition to leading the world in stores of natural resources, 
Russia’s high levels of education, its high level of export driven GDP, its per capita consumption of energy (3

rd 
globally), and its relatively high levels of annual GDP push Russia into the dubious position of having the 
highest FDI potential of all of the BRIC economies.  Of the CEE & CIS economies, Russia holds the same 
position – having more potential to attract inward FDI than any other CEE or CIS economy.  
 
Russian Inward FDI Potential 
 
This section has shown that, according to recent research studies and UNCTAD, Russia without question holds 
the greatest degree of potential for inward FDI in comparisons with both BRIC countries and other regions. 
Since the earliest days of entering the open-market experiment, Russia’s potential for attracting inward FDI has 
soared above the other BRIC economies as well as those regional CEE competitors, and the economy has not 
relinquished the top position. Additionally, this trend does not appear to be slowing as the variance between 
Russia and its closest competitors in UNCTAD’s index is widening. While the reason for this is largely the 

increased exports in the extraction sector (oil and natural gas), the trends in global demand are likewise 
increasing so it is logical to predict Russian inward FDI potential will continue to rise. This coincides with 
Wilson and Purushothaman (2003) who predict that by 2050, Russia will be the only BRIC economy with per 
capita income rivaling the current G6 economies.  Noting the FDI potential, the question then becomes one of 
performance.  Is Russia living up to its potential in attracting FDI and secondly, is it turning that FDI into 
productive increases in GDP.  The following sections direct attention to these areas. 
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FDI: Actual Data 
 
Attracting Foreign Direct Investment into Russia– Actual Data 
 
The previous section attempted to draw a picture of Russia’s economic potential to attract inward FDI but 

revealed nothing regarding Russia’s actual draw of inward FDI since it opened its doors to global investment.  

This section shows the actual FDI drawn into the country and discusses the significance of the levels. The first 
figure below graphically illustrates the levels of inward FDI destined to Russia since its emergence from the 
centrally managed USSR economy. Additionally the figure illustrates the levels of inward FDI to the other 
BRIC countries plus Hong Kong as a comparison. The second figure below is a graphical illustration of Russia’s 

inward FDI levels along with comparisons with the regional CEE and CIS countries. 
 
Observations on Inward FDI Attracted 
 
In comparison with China, Brazil, and India, Russia fared poorly during the 1990’s.  However, this observation 

must be viewed in light of the fact that Russia was emerging from decades of communist rule and centralize 
government. While this varies significantly from the other economies mentioned, each have their own specific 
set of economic circumstances that were managed by various methods in order to attract the investment. For 
Russia, foreign investment prior to the 1991 declaration of independence was non-existent and the institutions 
required to attract and sustain FDI – specifically a strong banking system and reliable rule of law - were crude at 
best. However, once the country declared its intent to welcome investment, the infant structure to support FDI 
began to take hold, and foreign investment began arrive as investors saw the potential for gain in the new 
economy – especially in the extractive sectors for oil and natural gas. Since the fall of the USSR, many CEE & 
CIS countries that were previously held within the confines of that centralist communist government, have 
joined the ranks of emerging free-market economies.  As such, they have found themselves enveloped in newly 
found competition for inward foreign direct investment. While each country has essentially the same political 
history, not all have the same resources or potential for attracting inward FDI as does Russia and the actual 
levels of invested FDI reflect that potential. Table 1 offers the recent FDI inflow trends and FDI stocks for 
Russia along with a comparison with two emerging economies of Slovakia and the Czech Republic. Also shown 
is data for the European Union due to its proximity to Russia. 
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Attracting Foreign Direct Investment into Russia – Summary 
 
This section revealed the actual FDI drawn into the country and discussed the significance of the levels. In 
comparison with the other BRIC countries, Russia seemingly has not drawn the levels that one may have 
thought possible given the potential established in the prior section. Certainly China has been more successful in 
raw FDI draw, and it was not until 2004 that Russia, along with India began to show substantial increases.  
While India may have a broad based attraction, it is concerning that Russia’s FDI draw may be primarily 

focused on the extraction industries. Now that the raw data has been revealed, the next section shows application 
of FDI by using the UNCTAD Performance Index to show how this level of inward FDI draw can be 
interpreted. 
 
FDI Performance 
 
Russian Generated GDP – The impact of Inward FDI 
 
Foreign investment needs to increase the host country’s GDP otherwise it can risk becoming a catalyst for 

inflation. Additionally, just as domestic investors invest with the expectation of gain, foreign investors accept 
the increased risks associated with foreign investment with the expectation of greater gain.  This section delves 
into how Russia has managed the inward foreign direct investment to produce increases in GDP.  Additionally, a 
comparison is made of Russia’s GDP levels with that of the other BRIC countries and with those of selected 

emerging CEE and CIS countries. The first figure below graphically indicates reported GDP for each of the 
BRIC countries from 1980 through 2007 with an estimate for 2008. The second figure is the same for the 
emerging CEE & CIS countries. 
 
Observations on GDP Levels 
 
In comparison with other BRIC countries, Russia got off to a late start.  The earliest figures available on GDP 
begin in 1991 when Russia declared its independence.  As shown in the GDP figures, Russia’s overall GDP has 

grown since independence, even if it has seen widespread variances. The figures though can be somewhat 
deceiving when comparing its relative economic size and potential with those of the other BRIC countries and 
even with other regional CEE countries. Russia’s ability to produce increases in GDP since 1991 has proven to 

be inconsistent at best.  During the early years, Russia’s GDP grew at breakneck pace as new reforms were put 
into place and global investors, interested in the short-term, high return GKO’s and the huge natural resource 

stores, flooded into the country.  However, as the 1998 currency collapse took hold, much of this early optimism 
was quickly dashed as the ―bills‖ came due and the global price of oil dropped, sending the country into a hard 

recession.  But this pull back did not last long and in 2000, the country’s GDP began a strong recovery that 

continues today. However, are these levels of GDP output positive, negative, or indifferent when compared with 
the levels of inward FDI? The next section delves into this question by investigating Russia FDI performance 
against UNCTAD’s Inward FDI performance index. 

 
Russian FDI Performance Data Presentation 
 
The Inward FDI Performance Index from UNCTAD is a measure of a country’s share in global FDI compared 

with its share in global GDP (UNCTAD: Inward FDI Performance Index, 2007). The performance index shows 
the relative performance of a host economy in its ability to convert FDI into an increasing GDP. The 
performance index is normalized so a value greater than one (1) indicates the economy received a larger share of 
inward FDI than its relative economic size, while a value less than one (1) indicates that the economy received 
less inward FDI than its relative economic size. Note that this index indicator excludes the impact of ―market 

size‖ and focuses on the influence of a diverse set of factors on inward FDI. These factors include issues such as 

business climate, economic and political stability, and the presence of natural resources, infrastructure, skills 
and technologies, as well as opportunities for participating in privatization or the effectiveness of FDI promotion 
(UNCTAD Inward FDI Performance Index, 2002). The function for the Inward FDI Performance Index is 
described with the following equality: 
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       Host FDI Inflows / Global FDI Inflows 
Host Inward FDI Performance Index =  -------------------------------------------------------------------

- 
          Host country GDP / Global GDP 
 
The figures below provide a graphical depiction of Russia’s FDI performance index as compared with other 

BRIC economies and Hong Kong, and against other CEE economies. 
 
Russian FDI Performance Data Presentation - Conclusion 
 
Russia has certainly made forward strides in attracting inward FDI since its inception into the open-market 
world in 1991. It has successfully turned this investment into an increasing GDP, albeit largely on the back of 
rising oil and natural gas prices.  However, these increases in GDP have failed to meet the level of its inward 
FDI potential and thus, place Russia in a dubious position of having a large potential to attract inward FDI, but 
being unable to produce an equivalent scale of increasing GDP. An overall comparison with the other BRIC 
countries and the regional emerging CEE & CIS countries, reveals that Russia posted the lowest average inward 
FDI Performance scores of all competitors for the17 year period since its 1991 declaration of independence.  In 
addition to Russia’s FDI Performance rating, UNCTAD’s FDI Potential / Performance matrix provides even 

further evidence of a management problem. The Matrix, shown below in Fig 1, is a rating system that 
effectively categorizes a countries management of FDI. A deeper look shows that Russia has constantly been 
placed by UNCTAD in the ―Below Potential‖ quadrant. Given all of the potential within Russia, the lack of any 

movement within the matrix score is indicative of internal problems impeding the value creation cycle that 
should be gaining traction in an economy with such varied resources. 
 

FIG 1 INWARD FDI POTENTIAL AND PERFORMANCE MATRIX 
 
 
 
 
 
 
 
The question is then straightforward; what is causing the failure in efficiency? The data shows that it’s certainly 

not a lack of FDI determinants or potential to attract FDI since Russia scores very well in these categories. In the 
next section we pose probing questions regarding the impact of corruption on both Russia’s ability to attract FDI 

and its ability to produce increases in productivity as a result of FDI. 
 
Probing Questions – The Impact of Corruption  
 
We have seen that Russia holds many primary determinants to attracting inward FDI and thus scores very high 
in UNCTAD’s FDI Potential Index.  We have also seen that even with this high level of potential, Russia has 
fared poorly in the level of actual attracted inward FDI when compared both with BRIC economies and those 
regional economies with whom it competes for regional FDI.  Additionally, data shows that even with the 
inward FDI that Russia has garnered, it has not effectively managed the investment to produce increased gains 
in productivity – and thus scores very low in UNCTAD’s Performance Index. With this data, it is no surprise 

that Russia has remained in the ―Below Potential‖ quadrant of UNCTAD’s potential / performance matrix. But 

what is the reason behind the poor performance in attracting what may be the single most important factor 
necessary for emerging into a global free-market system? The following section presents a brief discussion 
regarding the effect of corruption on Russia’s ability to attract inward FDI and Russia’s ability to produce 

increases in GDP as a result of the FDI received. Some recent literature presents evidence that region-wide 
corruption during the1990’s did not hinder economic growth (Brock, 2000). Further research indicates that 
while corruption is a disincentive for some investors, it is largely a misperception in the west, and that 
inadequate and changing tax laws proved to be the largest obstacle impeding further investment (Ahrend, 2000). 
To further support this view, (Brock 2005) introduced a variable to his econometric study that represented 

 HIGH FDI PERFORMANCE LOW FDI PERFORMANCE 

HIGH FDI POTENTIAL FRONT RUNNERS BELOW POTENTIAL 

LOW FDI  
POTENTIAL 

ABOVE POTENTIAL UNDER PERFORMERS 
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corruption as measured by Transparency International (TI).  His conclusion: ―For all regressions, adding TI CPI 

(covering 40 of the largest regions) data to the model, the statistical study suggests that regional corruption did 
not slow growth to a significant degree.‖ On the other hand, research by Westin, (2000), indicates that the tax 

laws themselves are subject to degrees of corruption, which proves to be a disincentive for investors – ―… the 

actual tax burden depends very much on connections in the Russian power structure. A well-connected business 
can significantly reduce its tax bill.  This ad hoc system creates uncertainty and risk, discouraging investment.‖ 

Additionally, there are cited evidences that corruption is worsening. An interview with a former Russian 
economics minister revealed, ―the system rewards those who are closer to the centre of power, not those who 

work better. It is easier to get a competitor into a jail than to compete with him. Businessmen complain that 
corruption, already rampant in the 1990s, is now more entrenched, and the sums involved are getting larger.‖ To 

further support this perspective, another Economist article in June 2006, with regard to increasing inward FDI, 
indicates clearly that, ―An underdeveloped infrastructure and corruption remain key impediments. While it is 
obvious and widely accepted that corruption exists in Russia and is getting worse, it is not as clear or as 
accepted that corruption actually impacts Russia’s ability to attract FDI nor that it negatively impacts Russia’s 

ability to increase productivity.  However with the apparent divergent result from studies thus far, a few probing 
questions must be posed and answers postulated in order to gain a deeper understanding. 

To begin with, is it not apparent that the covert nature of corruption along with the inherent difficulty in 
measurement would make some forms of data collection more valid than others? Specifically, does it not seem 
more apparent that survey level data may hold more validity that would econometric data? Furthermore, that 
firm-level data may actually be skewed due to the fear of loss by the foreign firm? Secondly, it is accepted that 
risk has its own reward and standard statistical models suggest that with increasing risk comes increasing 
rewards. Additionally, it is accepted that most investors are inherently risk averse. Given these two foundational 
facts, does it not seem apparent that the clandestine nature of corruption and its ―unknown‖ variable would 

increase investor apprehension to investment and thus driving down the overall level of FDI? Thirdly, the 
primary goal of global investors is to capitalize on market opportunities by exploiting undervalued assets – in 
order to create greater economic gain.  With corporate and government bribes, built-in bureaucracy (to which 
the accepted means of circumvention is ―under the table‖), and an increasing level of acceptance to these covert 

activities, does it not seem apparent that part of the reward to the investor is being lost in the covert transactions 
and therefore lowering both the stated productivity (at the corporate and government levels) and the reward 
level to the investor? Finally, with the global economy constantly seeking out new opportunities, is it not 
apparent that, all else being equal, an investor would direct investment to a market with an overall lower 
perception of corruption? 
 
Conclusion 
 
We have seen that much of the relevant research indicates that corruption is inherently part of the FDI 
performance problem, while other research provides data to the contrary. We believe the underlying confusion 
(and the primary reason for disagreement) lies in the clandestine nature of corruption and its inherent difficult 
measurement methods, which in turn create divergent statistical results. While answers to the questions posed 
are difficult to quantify, the Heritage Foundation (HF) in conjunction with Transparency International (TI) 
provide insight into individual factors that may impede both investment and GDP growth. The HF’s Economic 

Freedom Index incorporates TI’s Corruption Perspective Index. (CPI) to provide visibility into individual 

factors that impact Economic Freedom.  The foundational reasoning of the Economic Freedom Index is that 
economic freedom is a catalyst for both increased investment and increased productivity (GDP).  When 
economic freedom is lacking, both investment and GDP will suffer. The next steps of this research will be an 
econometric model using both survey level data and statistical data from the Heritage Foundation and 
Transparency International. Our goal will be to arrive at a point of agreement regarding the effects of corruption 
on Russia’s FDI performance.  We anticipate the results will indicate that corruption, while difficult to define 
and quantify, is indeed a statistically significant factor in the poor performance of Russia’s ineffective 

management of FDI. Among oil-rich states such as Azerbaijan and Russia, developing economies with 
authoritarian regimes tend to fare better in attracting FDI in the oil sector than states with democratized regimes 
(Bayulgen, 2005). While FDI is positively related to the creation and quality of formal institutions, Russia’s 

informal institutions have left a huge gap between the reach and efficiency of the proposed legal reform (Bevan 
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2004). According to the OECD, Russia does not rank among the top ten recipients of FDI because of the lack of 
transparency though the country has an abundant wealth of raw materials and educated labor force. 

 
 

References 
 
[1]. Ahrend, R., ―Foreign Direct Investment into Russia - Pain without Gain? A Survey of Foreign Direct 

Investors‖,  Russian Economic Trends, June 2000, Vol. 9 Issue 2, pp. 26-33 

[2]. Bayulgen, Oksan, ―Foreign Investment, Oil Curse, and Democratization: A Comparison of Azerbaijan and 
Russia‖, Business & Politics, 2005, Vol. 7 Issue 1, pp. 1-37 

[3]. Bevan, Alan; Estrin, Saul; Meyer, Klaus, ―Foreign Investment Location and Institutional Development In 

Transition Economies‖, International Business Review, Feb2004, Vol. 13 Issue 1, pp. 43-64 

[4]. Brock, G., ―Regional Growth in Russia During the 1990s—What Role Did FDI Play?‖ Post-Communist 
Economies, September 2005, 17(3), pp. 319-329 

[5]. Eller, Markus; Haiss, Peter; and Steiner, Katharina, ―Foreign Direct Investment in the Financial Sector and 

Economic Growth in Central and Eastern Europe: The Crucial Role of the Efficiency Channel‖, Emerging 

Markets Review, Dec2006, Vol. 7 Issue 4, pp. 300-319 

[6]. Gammeltoft, Peter, ―Emerging Multinationals: Outward FDI from the BRICS countries‖, International 

Journal of Technology & Globalization, 2008, Vol. 4 Issue 1, p. 3 

[7]. Iwasaki, Ichuro., & Suganuma, Keiko, ―Regional Distribution of Foreign Direct Investment in Russia. 
Post-Communist Economies‖, , Vol. 17 Issue 2, pp. 153-172 

[8]. Jansson, Hans and Sandberg, Susanne, ―Internationalization of Small and Medium sized Enterprises in the 

Baltic Sea Region‖, Journal of International Management, Mar2008, Vol. 14 Issue 1, pp. 65-77 

[9]. Jensen, Jesper; Rutherford, Thomas; Tarr, David, ―The Importance of Telecommunications Reform in 

Russia's Accession to the WTO‖, Eastern European Economics, Jan/Feb2006, Vol. 44 Issue 1, pp. 25-58 

[10]. Ledyaeva, Svetlana, ―Spatial Econometric Analysis of Foreign Direct Investment Determinants in Russian 
Regions‖, World Economy, Apr2009, Vol. 32 Issue 4, pp. 643-666 

[11]. Navoi, A., ―Foreign Direct Investment‖, Problems of Economic Transition, Aug2008, Vol. 51 Issue 4, pp. 

81-96 

[12]. Rutherford, Thomas F.; Tarr, David G., ―Poverty Effects of Russia's WTO Accession: Modeling ―real‖ 

Households with Endogenous Productivity Effects‖, Journal of International Economics, May2008, Vol. 75 

Issue 1, pp. 131-150 

[13]. Smith, Roy C., ―Enterprise Capital in Emerging Markets‖, Independent Review, Summer2007, Vol. 12 
Issue 1, pp. 71-84 

[14]. Vahtra, Peeter; Lorentz, Harri, ―Assessing the Rationale in Strategic Alliances -- Gazprom's Expansion into 
the Finnish Natural Gas Market‖, Journal for East European Management Studies, 2005, Vol. 10 Issue 4, 

pp. 272-292 

[15]. Westin, P., ―Foreign Direct Investments in Russia‖, Russian Economic Trends, March 1999, 8(1), 36 

[16]. Wilson and Purushothaman, ―Dreaming with the BRICS: The Path to 2050‖, October 2003: The Goldman 

Sachs Group Inc. 

 



500 

Tax Systems and Tax Policy Issues of Czech Republic and Slovak Republic 
and Its Implications on the Sustainable Development 

 
I M S K Idirisinghe, sarath658@yahoo.com 

D M D Donald P Sri Jayawardena, donzlin@yahoo.com 
Faculty of Management and Economics, Tomas Bata University in Zlin, Czech Republic 

 
 

Abstract 
 
At present, Czech Republic and Slovak Republic are in the stage of transition process from centrally planned 
economy to market based economies. Though these two countries were together, after establishment of Independent 
Nation States these two countries adopted different policies to achieve development goals. At present the main 
difference of these two countries is embedded with tax system. Czech Republic continued their tax system with 
progressive, proportional and regressive tax combinations while Slovak Republic converted their tax system into flat 
tax system in year 2004. With the implementation of this tax system economic performances have changed into 
positive direction. As flat tax system is performing well in other countries Czech Republic also has decided to step 
into flat tax policy gradually. Therefore this paper elaborates the Strengths, Weaknesses, Opportunities and Threats 
found in Slovak Tax system. Also this paper elaborates the sustainable issues of tax policy process. 
 

Introduction 
 
Fiscal policy is an important instrument to stabilize the economy that is to overcome recessions and control 
inflation in the economy. Monetary policy is deals with the changes money supply and rate of interest for the 
purpose of stabilizing the economy at full employment or potential output level by influencing the level of 
aggregate demand (Ahuja & Chand, 2007).  In the process of stabilizing the economic behavior, government 
revenue plays the major role. Government generates its revenue from various sources such as taxes, borrowing, 
from the people and from bank, profits of public undertakings and from foreign aid. of all taxation is the main 
source of revenue for the government.  

Nature of the ruling system will decide the weight of the fiscal and monetary tools used to regulate the 
economic behaviour of the country. As history evident Czech Republic and Slovak Republic were together as 
one country called Czechoslovakia and later separated due to historical reasons. Before the World War I Slovaks 
and Czechs were separate countries and after the war two countries were joined and formed Czechoslovakia 
(The World Factbook, 2008). This collusion existed up to 1938 and again it was divided as the result of Munich 
Treaty (Rokosova, Hava, Schreyogg, & Busse, 2005). After the Second World War the Czechoslovakia State 
restored in 1948 and formed communist administration. This communist distraction system began to change in 
1989 and democratic election was held in 1990. As the result of transition process ruling system changed, 
marking another historical change in year 1992 by separating Czechs and Slovaks and formed Czech Republic 
and Slovak Republic in year 1993 (The World Factbook, 2008). Although these two countries were together and 
shared same ruling system, gradually they had to change the development strategies to address the development 
needs of those countries. 

Basically, after the separation both countries selected market based economic drive. Czech Republic, 
most of the government owned companies were privatized and government acquired lands were returned to the 
owners. As a result of this, some important companies such as (Skoda Auto, Plzen Brewery) were sold to 
foreign investors and others (CKD, Skoda Plzen) were sold to local investors (Rokosova, Hava, Schreyogg, & 
Busse, 2005). With these changes economic development has accelerated but still it is facing the economic 
shocks as still the selected economic policies have problems of achieving the targeted goals. According to the 
statistics of Ministry of Finance, government income generating strategies, mainly tax income have failed to 
improve the government revenue.    

Behaviour of the Slovak Republic economy is different from Czech Republic economy. Economic 
transition process of Slovak Republic started in 1993 but this transition process was very slow till year 2002. 
After establishing new government in year 2002 most of the appropriate economic changes took placed in the 
country. Mainly the simplification of tax system, reform of labor code and pension system, and a large number 
of privatization had contributed to move the economic growth rate up to 8.5% in 2007 (Travel Document 
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System, 2009). Slovakia had entered into Euro Exchange Rate Mechanism in November 2005 and has reached 
to the targets of Maastricht Criteria of European Union. They entered into the Euro Zone in January 2009. One 
of the main contributors for this fast performance was the appropriate tax reform made by the government. 

As these two countries are operating under different tax strategies, sectoral performances have 
changed.  Although these changes are showing positive and negative impacts, still it is difficult to comment on 
the sustainability of the system and its effect on the sustainable resource utilizations. Also none of these 
countries have shown outstanding performances under different tax policies.  
 
Objective of the Study 
 

1. To explore the performances of the economy under prevailing tax policy level 
2. To identify the possible threats to the sustainability of the system 
3. To propose possible adjustments to the system 

 
Methodology 
 
1. Quantitative and qualitative methodologies were applied to calculate the performances of the economies.  

Economic performances were evaluated by using absolute incremental growth performances methodology. 
 
Cumulative Series of Moving Sums for Development Trends 
 
This method is used to monitor the development trends over the period. In this method minimum of two year 
time series is considered and the series are created by gradually adding up consecutive values. A series of 
moving sums shows the development trends over two periods. “The simplest numerical characteristics used to 

analyze time series are the absolute and relative measure of growth and decline. An analysis of absolute and 
relative measures of growth enables decisions necessary for the selection of a function used for smoothing a 
time series” (Karpisek & Drdla, 2007). 

Following methods have been developed with the assumption of the neighboring boundaries or 
midpoints of the time intervals are equidistant (Karpisek & Drdla, 2007).     
 
Absolute Increment of National Income 
 

This method is used to compare the absolute growth rate increment within a given period of time (δt). 
The second difference depicted the absolute acceleration rate of economic growth δt 

(2) 
 

δt =  Yi – Y i-1 for i = 2, 3, …….n  (1) 
 
δt =  (Yi ) National Income of this year – (Yi-1)National Income of previous year 
 
Mean Absolute Increment of National Income 
 
The average yearly absolute increment explains the development behavior of the economy.  
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Average yearly growth coefficient 
 
This indicator measures the yearly growth rate of the economy.  
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To measure the growth trend average of second difference is used.  
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All these parameters can be used to analyze the effect of polices on economic growth.  
 
2. To identify strengths, weaknesses, opportunities and threats, SWOT analysis was applied. 
 
SWOT Method 
 
This appraisal focused to identify the qualitative characteristics of the tax system operating in the Czech 
Republic and Slovak Republic. In this process one of the best method which can be used in identification of 
characters viz; strengths, weaknesses, opportunities and threats is the SWOT method developed by Harvard 
Business School in year 1963.   

Weihrich (1982) has introduced the famous SWOT matrix as a tool for situation analysis, which may 
be taken as a milestone in the development of SWOT methodology. Since then, SWOT analysis is being used 
more than any other management technique in the process of decision making (Panagiotou, 2003). 
 

TABLE 1: SWOT MATRIX 

 Helpful 
to achieving the objectives of 
the tax policy 

Harmful 
to achieving the objectives of 
the tax policy 

 
 
Internal to the tax system 
 

 
Strengths 

 
Weaknesses 

 
 
External to the tax system 
 
 

Opportunities Threats 

 
Although this methodology introduced to analyze the performance of institutes, it is possible to extend 

the analysis to evaluate the system like tax. Originally it was performed in formulating business strategies; 
SWOT analysis has expanded to encompass larger territories nowadays (Duarte, Ettkin, Helms & Anderson, 
2006). For example, it was used effectively at the United Nations Office of Planning Services to analyze 
proposals and increase staff accountability; it was used as a tool for International Development Management in 
the Globalized World. In addition, SWOT assists in the identification of environmental relationships as well as 
the development of suitable paths for countries, organizations, or other entities to follow. It has also been 
applied by government agencies to analyze expansive regional projects such as India's offshore outsourcing in 
the state of Kerala (Nair and Prasad, 2004). 
 
Applicability of SWOT method to tax policy analysis 
 
As SWOT matrix has developed to analyze the strengths, weaknesses, opportunities and threats, this 
methodology was modified to analyze situation of tax system.  In this analysis under the internal environment, 
strengths and weaknesses which are internal to the tax system were considered. Under the external environment, 
possible opportunities and threats which are outside to the control of tax system were considered.  
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Data 
 
Secondary data sources were used for the research.  
 
Data sources :  Inland revenue Department of Czech Republic, Regional Authorities, Czech Statistical Office, 
OECD Stat Extracts, (2008). 
 
Results and Discussion 
 
Characteristics of tax system 
 
Adam Smith in his wealth of the nation explained four principles which good tax system should fulfil. Those are 
of: 1. Equity- Everyone should pay to the government according to his ability to pay, 2. Certainty – Certainty of 
sum of tax should pay, 3. Convenience – The time and manner of payment should be convenience, and 4. 
Economy – Tax collection cost should be minimal and it must be less than the amount generated by the tax 
collection (Smith, 1976). These are still regard as characteristics as good tax systems. Adam smith explained 
these principles assuming that good tax payers.  

In the context of developing countries, good tax system should have additional characteristics viz: 1. 
Productivity or fiscal adequacy – it should yield adequate amount of resources for the Government, 2. Elasticity 
of taxation – as national income increases as a result of economic growth, the government revenue from taxes 
should also increase, 3. Diversity – a good tax system should have a broad base and different type of taxes, 4. 
Taxation as in instrument of economic growth : Should contribute to accumulate capital by restraining the non-
essential consumption through direct or indirect taxes and to ensure incremental or marginal saving ratio again 
by restraining consumption using the tools such as progressive income tax and indirect income taxes on goods 
with higher income elasticity, 5. Taxation as an instrument for improving income distribution, and 6. Taxation 
for ensuring economic stability: tax system must have build in flexibility (Ahuja & Chand 2007). 

A tax is a compulsory payment levied on the person or companies to meet the expenditure incurred on 
conferring common benefits upon the people of a country. Taxes have been classified mainly as direct and 
indirect and further categorized as progressive, proportional and regressive. Also indirect tax can be specific or 
ad-valorem. The distinction between direct and indirect taxes is based on whether or not the burden of tax can 
be shifted wholly to others. Direct tax refers, if the burden cannot be shifted to others person who pays it to the 
government. Income tax, annual wealth tax, capital gain tax are example for this. Indirect taxes are those whose 
burden can be shifted to others. Excise duties and sales taxes on commodities are examples of indirect taxes. All 
these tax bases are being used by the economies mainly focusing on drawing income for the macroeconomic 
activates of the economy. Also these tax systems have positive and negative characteristics. 

At present almost all the countries use tax strategy as a fiscal policy tool to manage the economy of the 
country. Also now it has become as the mechanism to attract investments to the country as well as the tool for 
controlling resources of the country. The important feature of tax system is percentage of tax burden levied on 
income of the individuals or for other earnings. Tax systems are being designed to charge percentage taxes 
mainly according to the three principles named as progressive tax, regressive tax and proportional tax. Different 
countries use these three types of tax mixtures to design their tax structure. 

Purpose of taxation is the most important issue in deciding the appropriate tax mechanism for a 
country. Depending on the purpose, tax strategies can be applied. According to the literature mainly four 
purposes have been identified as important of deciding tax system. Revenue, Redistribution, Re-pricing, and 
Representation are the four main considerations (Panagiotou, 2003). Different countries gives different weights 
for these categories in deciding their tax system. Revenue generation: Most of the countries give more weight 
for this purpose as definition of tax implies that tax is a compulsory payment levied on the person or companies 
to meet the expenditure incurred on conferring common benefits upon the people of a country (Ahuja & Chand 
2007). Governments redistribute this money to the people to improve the living stranded of the people in the 
country and to improve the social welfare of the country, Redistribution: The aim of this step is to reduce the 
social disparities among the people in the society. This is the main process of the country of transferring 
resources from high resource owners to low resource owners, Re-pricing:  Another important aspect of imposing 
the tax mechanism is to reduce the externalities or the control some sectors of the economy. For this purpose 



504 

different tax levels are being imposed by the government to control the targeted process. Excise duty fulfills the 
purpose of reprising in the economies, Representation: This is another factor that should be considered in 
deciding tax systems. If the representation of target group is poor the tax policy will be less effective. The 
American revolutionary slogan says that "no taxation without representation" (Tax – Wikipedia free 
encyclopaedia, 2009).  
 
How tax affect to sustainable development of the country 
 
Economists, fiscal policy makers should concern how far fiscal policies will positively effect for sustainable 
development as today it is a greater importance in development process. According to the World Sustainable 
Development Conference in 1978 “Sustainable development is development that meets the needs of the present 
without compromising the ability of future generations to meet their own needs” It contains the concepts of 
provide basic needs to the poor and protect the environment and sustain the resources for future generation 
(Bruntdland Commission Report, 1995). In 1995 the World convention on social development given a broader 
meaning to the concept of sustainable development and  it emphasised  “economic development, social 

development and environmental protection are interdependent and mutually reinforcing components of 
sustainable development,  which is the framework for our efforts to achieve a higher quality of life for all 
people”( Copenhagen Declaration, 2000). There is a significant development in international law during last six 
decades and the civilize nations on a wide range introduced the social responsibility of sustainable development 
through international legal conventions. The concept of market economy was first introduced by Adam Smith in 
his text of “Wealth of Nation” in 1776. Logically he described the abolition of government intervention in 

economic matters is essential to develop the national economy on macro level. Smith was not advocating a 
social policy but fairly was describing an observed economic reality where buyers and sellers are allowed to 
transact freely based on a mutual agreement on price without any intervention of the state or any other 
organization (GATT, 1947). Although the concept of free market economy indicates, “abolition of government 

intervention in economic matters is essential to develop the national economy on macro level”, International 
Legal Instruments strongly emphasized the social responsibilities to sustain the human society and the 
environment and governments are the key actors of that process. In this process following conventions addresses 
the issue of; 
 Social responsibility on protection of plants. International plant protection convention Rome, 6 December 

1951 
 Social responsibility on protection of wild fauna and flora. U.N.  Convention on International Trade in 

Endangered Species of Wild Fauna and Flora- United States, on 3 March 1973. 
 Social responsibility on protection of wild animal.  U.N. Convention of Migratory Species of Wild 

Animals, was sign in Bonn in June 1979. 
 Social responsibility on protection of wetlands. Convention on wetlands of international importance 

especially as waterfowl habitat Ramsar, Iran, 1971   
 Social responsibility on protection of human environment. Declaration of the United Nations conference on 

the human environment Stockholm-1972 
 Social responsibility on environment and development. United Nations Conference on environment and 

development, Rio de Janeiro 1992. 
 Social responsibility on waste management. Convention on the Control of trans boundary movements of 

hazardous waste (Basel Convention) in 1989 
 Social responsibility on protection of ozone layer. The Vienna Convention for the protection of the ozone 

layer, November 2001. 
 Social responsibility on combat Malnutrition, Sections 1-21. Plan action for nutrition, World declaration on 

nutritio1992-ROME. 
 Social responsibility on food security U.N. Declaration on World Food Security Rome Italy 1996 
 Social responsibility on adequate food, International code of conduct on the human right to Adequate Food, 

September 1997 
 Social responsibility on human settlement, U.N. Conference on human settlement in Vancouver Canada- 3 

May/June 1976.  

http://en.wikipedia.org/wiki/March_3
http://en.wikipedia.org/wiki/1973
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 Social responsibility on adequate shelter, Adequate shelter for all.  Istanbul declaration on human 
settlements (Habitat ii) Istanbul Turkey June 1996   

 Social responsibility on human settlement on cities, Declaration on cities and other human settlement. New 
Millennium.    

 Social responsibility on elimination of discrimination against women, Convention on the elimination of all 
forms of discrimination against women, 1981. 

 Social responsibility on protect the rights of the women, Fourth World Conference on Women,15    
September 1995,    

 Social responsibility on economic social and cultural rights.  International covenant on economic, social and 
cultural rights 1976. 

 Social responsibility in social development, U. N. world summit for social development, Copenhagen, 
Denmark 6-12 March 1995. 

 Social responsibility on population and sustainable development Conference on Population and 
Development- Cairo, Egypt, September 1994.  

 Social responsibility on protection of the rights of indigenous people. Convention concerning indigenous 
and tribal people’s in independent countries. (No. 169) June 1989  

 Social responsibility on the right to development. UN Declaration on the right to development: resolution - 
adopted by the General Assembly at the 41st session. December 1986.  

 
According to that international law assigned to provide needs such as food, health facilities, education, 

and shelter and protect environment, biodiversity, human rights and elimination of poverty and malnutrition of 
the society as key responsibilities of the Governments. The essence of the international legal instruments is 
Governments have inalienable responsibility under three major components of international law: Social justice, 
Social equity, Social security, Environment protection. Therefore Governments cannot stand away from the 
development process and allow free economy to behave on the demand and supply principal. Intervention in 
economic matters is in alienable responsibility of the Governments lead the society in development process at 
least on the basis of planning and implementation to reach sustainable development goals. But the most 
important thing in this process is Government needs the revenue to allocate such programmes apart from the 
other expenditure on administration. 

Tax is the main income source of State to maintain all Government functions of Executive, Legislature, 
and Judiciary and to create and implement social, economical development ant environment protection 
programs. But imposing tax could be adversely effect, in one hand for well being of the people and on the other 
hand to decline economic development. The ultimate result leads to un-sustainability of the society. 

Imposing tax on goods and services and personal income, reduce the purchasing power of the people 
and decline the consumption. This situation adversely affects the well being of the people. When the 
consumption decline, decreases the demand for goods and services, the production sector will paralyse and 
investors get discouraged. When tax imposes on investments, high tax rates on imports and exports investors get 
more discouraged as they cannot reach to good profit margins and the situation will adversely effect to 
economic development. Ultimately all these situations leads to reduce the production and investments, create 
unemployment, widen unequal income distribution, increase poverty and mal nutrition create and more socio-
economic problems. Therefore fiscal policy maker draw their attention on two major dimensions. One is fiscal 
policies should influence to increase Government revenue simultaneously it should assist the society to reach 
sustainable development goals. 

Some societies rationally applied fiscal policies to influence the sustainable development. It is 
recognises particularly in Organisation of Economic Development Cooperation (OECD). OECD countries, 
environmental taxes support environmental and economic aims. This indicates a shared responsibility for 
environmental taxes which develop from instruments for environment protection to instruments for sustainable 
development and fair fiscal system. The revenue of the environment tax is slowly growing particularly in OECD 
countries at the end of the 1990s. Many countries have now introduced taxes on environmentally harmful 
products and activities or have expanded and refined existing tax schemes to improve environmental 
effectiveness, 

Out of total tax earnings of environmental 95% receives in Europe from energy and transport sector. 
Less than 5% of environmental tax revenue comes from taxes on other items such as emissions, chemical 
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substances products, waste and natural resources. However the numbers of these environmental tax bases are 
exploding. There is no similar quantification of negative environmental externalities for agriculture as transport 
and energy, though estimation indicates considerable cost due to pesticides, fertilizer use and biodiversity loss 
(Barde, J. P. 2004). Environmental damages lead cost that has to cover by society. Due to pollution the cost such 
as for health purify water and the repair of buildings have to be paid from public and private budgets. If these 
are not covered by the polluter they are externalised: the bill has to be paid by some one other than the polluter. 
For an example the pollution from coal fired power station contributes much pollution. The prices paid for by 
the power producers and consumers do not include these “external’ costs, they give incorrect market signal, 
encouraging power production beyond the level of optimal economic efficiency for the economy as a whole. 
The main economic reason for using taxes in environmental policy is to bring the costs of pollution and the 
other externalities in to the price of goods and services produced by economic activity. Some OECD courtiers 
provide a better example of  how tax system apply to reach sustainable development. Social responsibility is 
significantly considering that concept and widens the practical programmes through tax policies to establish a 
sustainable society. 

Today, the main concern of most of the countries is to improve their economic growth. Hence these 
countries have to apply the policies mainly to achieve their economic targets. Both Czech Republic and Slovak 
Republic are operating with two tax systems to reach their economic goals. The issue today is whether these 
polices addresses the development and sustainable development issues simultaneously.   

To identify the main features of the existing tax system, SWOT methodology was used. Here the main 
emphasis was given to identify the features of Slovak tax system as it operates under new strategy call Flat Tax 
Policy.  
 
Strengths of Slovak Tax System and Its Sustainability 
 
Historical background proved that different tax systems are being used by different countries to adjust the fiscal 
requirements and to adjust the economic path. At present, most of the countries have realized that supply side 
policies such as tax policies play the main role in governing the economic situations of the country. Also 
combination of direct and indirect taxes and the weight given for each tax category is more important to achieve 
the objectives of the targeted policies. To identify the proper policies for the Czech Republic, it is appropriate to 
analyse the performance of the different tax system applied in Slovak Republic. Tax strategies of Slovakia and 
Czech were similar to all other countries before and after separation. Although these two countries were 
together, there were disparities of resource distribution and the living pattern.  When they separate, aggregate 
tax burden was around 41% (Genser & Reutter, 2007). With this base Slovakian continued their economy with 
difficulties and they wanted to attract investors to the country. 
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Main Features of Slovak tax system  
 
Slovak republic started to operate flat tax system from the year 2004. This system was designed for Slovak 
Republic by Professor Hall and Rabushka, Stanford (Helder, Moloi & Wallace, 2007). With his work Slovaks 
were able to formulate flat tax policy for the country and it was adopted in 1st January, 2004. This new reform 
removed the 21 different types of direct tax categories including different tax brackets.   

Before the reform it was reported more than two hundred tax exemptions had been included into the 
system. But with the introduction of flat tax system, most of those complications have removed and the system 
have simplified. It has removed the tax bracket in income taxation and has replaced with one tax rate for income 
tax and for corporate income tax. Corporate and income tax level has reduced to 19% level with the principle of 
taxing capital income once. This has brought the effective tax rate on investment into the lowest level among the 
developed nations (PROSPERITAS, 2006).  

Gift tax also abolished and also removed the estate transfer tax. Even though revenue variations were 
occurred in different tax types the total amount reached the level of earlier system showing revenue neutrality. 
With this tax system, fiscal decentralization was took place by allowing regional government to collect taxes. 
Payroll taxes were not affected by tax reform. As expected this system showed the neutrality of income 
generation. Although income generation from income tax reduced, the generated income from VAT 
compensated the shortage.  
 
Strengths of Slovak tax system  
 
This tax system embedded with number of strengths.  Mainly degree of efficiency (low marginal tax rates), 
transparency (simple rules) and neutrality (absence of either loopholes or penalties) are the main characteristic 
of this tax system. In addition to these main features following characteristics contribute to improve the 
efficiency of the tax system.  

This system ensures to reduce tax burden and minimize the double taxation or taxation for dividends. 
As the result of this simplification of tax system has effectively improved its transparency and business 
friendliness. It has the lowest aggregate tax burden among developed nation (in 1993 tax burden was 41% and 
have dropped to 30% in 2004) (PROSPERITAS, 2006). Reform makes sure to design the reform in a politically 
acceptable manner as leaders actively involved into the process. This tax system has simplified the tax 
administration process as it has removed almost all exemptions and tax bracts. Also it has lead to reduce tax 
aversion and avoidance. Flat tax reform has created supply-side feedback effect though stimulating their 
investments with the application of lower income tax rates for their earnings.  Growth has averaged nearly 6% 
annually since the flat tax was adapted. Unemployment rate has dropped according to the International Monitory 
Fund. Income tax revenues have exceeded according to the forecasts. Government borrowing has lowered. After 
one year of tax implementation all tax payers were better off. These changes helped to report lowest poverty rate 
in the Europe and Central Asia Region in year 2005. This tax system has created playing field level to attract 
foreign investments to the country. As a result of this investments budget deficit has reached to below 3% of 
GDP. Also this tax policy has triggered the effect to other countries. 

 
Weaknesses of Slovak tax system 
 
Even though this tax system has recorded many merits, the system has shown some demerits.  One of the main 
demerit is the average workers tax burden, which is still in a very high level due to the high payroll tax burden 
(41.9% in year 2006) (OECD Stat Extracts, 2008). This is around the half of the earning. Fiscal power 
decentralization has caused some problems. They have added additional taxes into the system and that will 
increase the level of local taxation. The main problem is that in most taxes administered by the regions and 
municipalities as the legislation does not state any minimum or maximum tax rates. Already found one example 
from real estate tax. It has gone up to 100% (PROSPERITAS, 2006). Tax burden on middle income earners 
have increased. Around 60% of workers fall into this category (PROSPERITAS, 2006). This reform has badly 
influenced to the taxpayers with less income category which they pay indirect taxes as this reform have removed 
tax concession like law VAT brackets. Middle income earners with no children have affected with this tax 
system (PROSPERITAS, 2006).  
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As mentioned above this tax system embedded micro-scale disadvantages. In addition to that this flat 
tax policy process affect to the sustainability of the fiscal system of the country. In one way tax mechanism is a 
controlling mechanism of some activities of the country. That objective will achieved through adopting different 
tax rates. With the application of similar rates the system looses that ability. As tax rates are uniform no 
restriction for movement of products from other countries. In long-term this process will harm to the local 
production process and change the production pattern of the country. Also if some sudden shortages occur in the 
other countries local consumers have to suffer as they have stopped the local production. This process already 
experienced by the developing countries with the existing food crisis situation in the world. Earlier they pumped 
enough amount of wheat flour to the developing countries as subsidies but now they have stopped most of those 
grants and prices of wheat flour have gone up with high rates. As most of developing counties have adopted to 
consume wheat flour based products by giving up their native production process, now they are suffering with 
food crisis. 
 
Opportunities of Slovak Tax System 
 
As tax system is simple, government has the opportunity to reduce the resource allocation for to manage tax 
system. They can allocate those resources for other sectors. Unified tax structure has attracted investors from 
other countries as they have less tax barriers for investments. It has opened the path to absorb knew knowledge 
from other countries with the new investments. This system enabled them to enter into European Union and to 
fulfil the Maastricht Treaty conditions to enter into the Euro Zone. Also it has opened the opportunities to 
country to join into the most of international organizations. 

 
Threats of Slovak Tax System 
 
It can increase the income disparities between rich and poor people as same amount of tax brackets adopted for 
both parties. If Czech Republic also stepped into the flat tax system there may be mobilization of investment 
from Slovakia to Czech Republic. With that there may be threats to the tax income generation process and 
attraction of investments. This system had granted to less income earning group by removing them from 
charging taxes. But when it comes to middle income category they have affected badly by applying high income 
tax rate with all other deductions. This situation may force them to think whether they spend their extra time for 
leisure work. Under the reform most of the government owned institutions have been privatized and those 
organizations are owned by foreign investors. If these private investors decide to take out their investments, that 
will affect to the sustainability of the economy. 
 
Main features Czech Tax System 
 
After the separation Czech Republic operated with the combined tax policy of progressive, proportional and 
regressive taxes. Personal income tax applies a progressive rate schedule to all earned income and income from 
other sources. This income tax was comprised of five brackets with rates ranging from 15-40 percent. But from 
year 2008, Czech Republic also introduced the flat tax policy into income tax system (15% flat rate for personal 
income) (Dalsgard, T. 2008). In addition to personal income taxes, labour income is subject to social security 
taxes. Social security share contributed largest and growing share of Government revenue in the period of 1993 
to 1997. The percentage increase is 38.6 to 43.9 percent respectively. Ecological tax – is to reduce negative 
externalities. This was imposed on specific tax basis VAT rules are followed EU model. VAT is charged on all 
taxable transactions, including domestically produced supplies in kind and imported goods. Export goods are 
zero rated while small firms, financial and social security services are exempted. VAT rate is at 19% to 9%. 
There is a reduced rate of 9% to ensure redistribution goals (Dalsgard, T. 2008). This applied for social sensitive 
items including food stuffs, pharmaceutical products, telecommunications, heating fuels, construction and most 
services. Corporate income tax is levied on worldwide income from all activities of legal entities, including 
limited partnerships and domestic income earned by permanent establishments of foreign companies. 
Deductable business expenses including physical depreciation of capital, interest on liabilities, provisions for 
bad debts and social security contributions. At the beginning statutory corporate tax rate was higher than in most 
OECD but reduced to 35% in 1998 (Dalsgard, T 2008). 
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As the paper elaborated the embedded characteristics of the tax system of both countries, it is important 
to inquire the performances of the system.  

 
Growth performance of the economy 

 
Economic performances are the final goal of these policies. Therefore it is better to identify the growth trends of 
both countries. One of the main indicators for growth performance is behaviour of Gross Domestic Products 
(GDP). In this study, absolute growths of Czech Republic and Slovak Republic were calculated to find the 
growth trends. 

 

TABLE 2: GROWTH PERFORMANCES OF CZECH REPUBLIC 
Year GDP Absolute increment (δt) 

(Billion US$) 
Absolute acceleration (δt

(2)) 
(Billion US$) 

Coefficient of Growth 
(Kt100%) 

1992 114.9    
1993 117.6 2.7  102.35 
1994 122.7 5.1 2.4 104.34 
1995 132.7 10.0 4.9 108.15 
1996 141.0 8.3 -1.7 106.25 
1997 142.6 1.6 -6.7 101.13 
1998 143.8 1.2 -0.4 100.84 
1999 147.2 3.4 2.2 102.36 
2000 153.8 6.6 3.2 104.48 
2001 165.5 11.7 5.1 107.61 
2002 172.1 6.6 -5.1 103.99 
2003 183.8 11.7 5.1 106.80 
2004 197.2 13.4 1.7 107.29 
2005 207.6 10.4 -3.0 105.27 
2006 226.0 18.4 8.0 108.86 
Sum 2368.5 111.1 15.7 1469.73 

 
Current price Gross Domestic Product values from year 1992 to 2006 were used for the calculation of 

absolute growth performances. Table 1 presents the absolute increment (δt), absolute acceleration (δt
(2)) values 

and values for coefficient of growth values (Kt100%). According to the calculated differences, the highest 
difference were reported in year 2006 (18.4 Billion US$) and lowest rate were recorded in year 1998 (1.2 
Billion US$). Also the largest relative growth rate was recorded in year 2006 (108.86%) and least relative 
growth was recorded in year 1998 (100.84%). Further this table present the greatest absolute acceleration of 
GDP in year 2006 (8.0) and the greatest slow down was recorded in year 1997 (-6.7). These results indicate that 
growth performances of recent years have increased in the economy. 
 
Average yearly growth coefficient was calculated using the following formula. 

K = 1

1
n

Y

Yn
                    n = 15 , Yn = 226, Y1 = 114.9 

K = 1.0497 or 104.97% 
According to the calculation average yearly growth coefficient for GDP is 0.0497 or 4.97%. This 

implies that economy of Czech Republic is growing at the rate of 4.97%. 
 
To find out the growth trend calculated the average of second difference.  

δt 
(2) = 

1

1

n



n

i

i
1

 2   n = 14, ∑δt 
(2) = 15.7 
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δt 
(2) = 1.214 > 0 

 
This indicates that over all growth of national income is increasing over the time. Although GDP 

growth rate shows increasing trend, the coefficient of growth shows more or less constant trend (FIG. 1). Figure 
2 presents the growth trends of absolute increment and absolute acceleration values. The most important 
relationship here is when economy reach to the higher value of absolute increment, absolute acceleration values 
has reduced. This shows negative relationship in the economy (FIG. 3). This may be due to the resource 
limitation when it reached to the certain level of growth. Similar pattern of relationship can be seen in Slovak 
Republic also (FIG. 4). 

 

 
 

FIG 1: GDP GROWTH TRENDS OF CZECH REPUBLIC 
 

 
FIG 2: ABSOLUTE INCREMENT AND ABSOLUTE ACCELERATION GROWTH TRENDS OF CZECH REPUBLIC 
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Growth Performances of Slovak Republic 
 
Growth performances of Slovak Republic were also calculated. Current price GDP values from year 1992 to 
2006 were used for the calculation of absolute growth performances (OECD Statistics, 2009). Table 3 presents 
the absolute increment (δt), absolute acceleration (δt

(2)) values and values for coefficient of growth values 
(Kt100%). According to the calculated differences, the highest difference were reported in year 2006 (9.2 
Billion US$) and lowest rate was recorded in year 1999 (0.7 Billion US$). Also the largest relative growth rate 
was recorded in year 2006 (110.75%) and least relative growth was recorded in year 1998 (101.25%). Further 
this table present the greatest absolute acceleration of GDP in year 2004 (3.4) and the greatest slow down was 
recorded in both years 1999 and year 2003 (-2.2). In this economy also growth performances of recent years 
have improved. 

Average yearly growth coefficient was calculated using the following formula. 

K = 1

1
n

Y

Yn
                    n = 15 , Yn = 94.8, Y1 = 7.6 

K = 1.0699 or 106.99% 
 
According to the calculation average yearly growth coefficient for GDP is 0.0699 or 6.99%. This 

implies that economy of Slovak Republic is growing at the rate of 6.99%. 
 
To find out the growth trend, calculated the average of second difference.  

δt 
(2) = 

1

1

n



n

i

i
1

 2   n = 14, ∑δt 
(2) = 15.7 

 
δt 

(2) = 0.542857 < 0 
 

TABLE 3: GROWTH PERFORMANCES OF SLOVAK REPUBLIC 
Year GDP Absolute increment (δt) 

(Billion US$) 
Absolute acceleration (δt

(2)) 
(Billion US$) 

Coefficient of Growth 
(Kt100%) 

1992 36.8    
1993 38.4 1.6  104.35 
1994 41.6 3.2 1.6 108.33 
1995 45.0 3.4 0.2 108.17 
1996 49.1 4.1 0.7 109.11 
1997 52.9 3.8 -0.3 107.74 
1998 55.8 2.9 -0.9 105.48 
1999 56.5 0.7 -2.2 101.25 
2000 59.4 2.9 2.2 105.13 
2001 65.0 5.6 2.7 109.43 
2002 69.9 4.9 -0.7 107.54 
2003 72.6 2.7 -2.2 103.86 
2004 78.7 6.1 3.4 108.40 
2005 85.6 6.9 0.8 108.77 
2006 94.8 9.2 2.3 110.75 
Sum 902.1 58 7.6 1498.32 

 
This indicates that over all growth of GDP has not shown satisfactory increasing trend over the last 

period (From year 1992 to 2006). Reason for this trend may be the slow growth rates recorded before the flat tax 
system implemented. Therefore it is too early to comment the performances of the economy.  
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GDP Growth trends of Slovak Republic
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Figure 3 shows the GDP growth trends of Slovak Republic. According to the growth trends still both 
countries are showing similar growth performances. This shows that still too young to elaborate the 
performances of the tax system of Slovak Republic. Even Slovak Republic has shown the increasing GDP 
growth over the years, the real growth rate is still show stagnate level (Coefficient of growth in FIG. 3).   

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

FIG 3: GDP GROWTH TRENDS OF SLOVAK REPUBLIC 
 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

FIG 4: ABSOLUTE INCREMENT AND ABSOLUTE ACCELERATION GROWTH TRENDS OF CZECH REPUBLIC 

 
Conclusion 
 
This whole analysis process revealed that both countries have gained positive growth trends over the years. In 
comparatively Slovak Republic has gained the higher growth rates when compared with Czech Republic. Even 
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with this growth rates it is very difficult to come to conclusion that any of these countries have shown 
outstanding performances to push the economic growth even with two different levels of tax policies. But 
SWOT analysis results revealed that Flat Tax System operated in the Slovak Republic has created favourable 
environment in the country to attract new investments. Also this system has removed many complication of 
operating tax system. Although this system counts many merits, still there is a risk of sustainability of 
investments attracted from outside countries. Also there are issues of whether this tax system positively 
contributes to develop local industries and contributes to generate required level of revenue to achieve the 
sustainable development goals.  
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Abstract 
 
The concept of regionalisation is not simply a matter that regions exist as material entities in the world of business, 
but as social, cognitive constructs embedded in political practice. The ethnicity and values held and actioned by 
different individuals and groups are received from their social and cultural environments and influence the world of 
work and economies in which they operate as employees. Against the backdrop of convergence and divergence the 
concepts of values and regional integration are considered in this paper. Various configurations of ethnic Chinese 
values in South-East Asia as an identifiable ‘region’ are reported in the context of comparisons and exposure to 
different local environments. Data illustrate the clustering values of Chinese persons in Singapore, Malaysia, Hong 
Kong and China to demonstrate that the Chinese ethnic background sets a substantial foundation for the 
development of values that transcend different national environments; they are an ideal predictor of specific 
regionalisation potential in South-East Asia. An improved understanding of underlying values informs development 
of HR principles, policies and procedures, and directs HR practice in different environments, particularly for 
working with an ethnic Chinese labour force. 
 

Regionalisation 
 
Generally, globalisation is understood to be a matter of powerful forces restructuring economic, technological, 
social and cultural domains of life to sweep aside forms of localism (Yeoh & Willis 1997). More formally, 
global capitalism can be viewed as establishing a structural shift; i.e., “a transfer of power from multilateral 

economic institutions controlled by powerful states to transnational forces without familiar territorial links and 
therefore without accountability to any formal political authority (Peterson 1996). Thus, globalisation is 
described as having three dimensions; viz., economic, political and cultural. However, the increasing 
significance of TNCs (Trans-National Corporations) and the emergence of NIEs (Newly Industrialised 
Economies) as a consequence of globalisation have tended to emphasise the first two dimensions, with cultural 
globalisation being limited; e.g., “the strong presence of indigenous, traditional cultural traits through the world 
has made it difficult to claim that the world has become culturally unified” (Bae-Gyoon 2002). 
  Nevertheless, while the effects of globalisation are evidenced in South-East Asia, the concept of 
regionalisation remains contentious. The case for regional integration is largely economic and political, but is 
not accepted by many groups within South-East Asia where “cross-border links, harmonisation, or even 
infrastructure mergers do not seem to be very pressing topics” (Gneff 2006). This could be partly attributed to 
four major events in the last thirty years that have significantly altered the relative capitalism positions of China 
and South-East Asia.  These events include the following: 

 China‟s economic growth after the reforms of 1978. 
 the end of the Cold War in 1990. 
 the Asian financial crisis in 1997 that interrupted the high growth of the South-East Asian economies, 

extended by both the SARS and bird flue epidemics. 
 China‟s entry to the World Trade Organisation in 2001. 

  Numerous attempts at regional economic integration have occurred in Asia, with limited success. In 
1967, ASEAN (the Association of South East Asian Nations) was formed to foster free trade between member 
countries and to achieve co-operation in industrial policies. Similarly, the Asia-Pacific Cooperation (APEC) 
forum emerged with a view of a free trade region. In 2003 an ASEAN Free Trade Area (AFTA) between the six 
original members of ASEAN came into full effect and is expanding as Vietnam joined AFTA in 2006, Laos and 
Myanmar joined in 2008 and Cambodia will join in 2010. 
  Since the 1997 financial crisis, as well as being a market for South-East Asian products, China has 
combined its role as an investment site with that of being an economic competitor to South-East Asia. Despite 
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this, a developing relationship has emerged which was formalised with the signing of agreements between 
ASEAN and China, to the extent that the two sub-regions now appear to be engaged in a formal process of 
regional integration (Wee 2006).  
  Globally, the dominant patterns of trade and foreign direct investment (FDI) occur within three key 
regions of the world, viz., North America, Western Europe and East Asia (Edwards & Rees, 2006). In tandem 
with trade a regio-centric approach has developed in human resource management with a wide pool of managers 
enjoying “a degree of regional autonomy in decision-making” (Dowling & Welch, 2005). 
  Consequently, in East Asia, there has been an increased interest in the topic of „Chinese capitalism‟ as 

a vehicle for regional integration. Studies are being focussed on the rising economic power of both China and 
the ethnic Chinese in South-East Asia, with implications about a „Chinese‟ pattern of organising business and 
economic interests. Unfortunately, there is a lack of agreement as to whether Chinese influence is about trans-
national Chinese nationalism or a re-orientalisation of „Chineseness‟; the related debate that may revive fears of 

the so-called „yellow peril‟ (Wee, 2006).  
  Therefore, setting aside arguments as to the economic and political cohesiveness of groups of ethnic 
Chinese, this paper is designed to examine the values of Chinese in several sites in China and South-East Asia to 
examine whether or not they comprise a set of common cultural dynamics that can assist in promoting 
regionalisation to inform international human resource management policies and practices. It is suggested that 
understanding of regional changes should not be limited to state actors concentrating on regional politico-
economic forces, but should include the dynamic „ethno-class‟ forces that influence resources and interactions in 

regionalisation (Wee, 2006); i.e., the non-state focus on ethnically defined persons of Chinese descent.  
 
Values Background 
 
Social norms and values have two features; they involve a collective, shared evaluation of what behaviour ought 
to be, and can translate into sanctions to induce a particular behaviour of actions and interactions (White 1998). 
Further, Kempton et al. argue that the cultural framework shapes the issues people see as important and affects 
the way they act on those issues; the role of international human resource management, then, is to direct and 
ensure the “co-ordination of broadly divergent national cultures” (Deresky 2008). Early work by Rokeach (1973, 
as quoted by Burroughs and Rindfleisch 2002) considers values to be a centrally held, enduring belief that 
guides actions and judgement across specific situations and beyond immediate goals to more ultimate end-states 
of existence. Jehn et al. defined values as the individual‟s fundamental belief regarding the desirability of 

behavioural choices.  Similarly, Thomson et al. emphasise values as implicated beliefs, discourses and 
identities which simultaneously represent a given worth in particular communities or economies. 
 
Thus, values play a critical role in the everyday life in a society; viz., in 

 interacting and influencing social organizations, behaviour and market outcomes (Anderson, 2000). 
 facilitating choices, motivating ideas and guiding behaviour (Oppenhuisen and Sikkel, 2002). 
 defining priorities that assist in resolving ethical dilemmas (Hosmer, 1987). 
 indicating what people believe to be right or wrong (Smola and Sutton, 2002). 
 legitimizing international human resource management (IHRM) strategies (Dowling et al., 2008).  

 
The crux is that values are used as norms to express social identity and serve as measures against which 
behaviour is assessed; e.g., they 

 emerge as a result of spontaneous interaction among people (Lindbeck, 1997). 
 constitute and reflect expected behaviour which underlies enforced sanctions such as blame and praise, 

social inclusion and exclusion (Anderson, 2000). 
 confirm that young people are implicated deeply in processes of social inclusion and exclusion through 

group affiliations that hold values as a socially embedded reality (Marske, 1996). 
 Thus, according to Anderson (2000), the puzzle about values is not why people adhere to them, but how 
they become normative initially. The current research was developed to examine a similar puzzle; viz., whether 
or not there exists a duality of human nature between the „Chinese‟ nature of an individual and his/her national 
social interaction. 
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Divergence & Convergence of Values as an IHRM Function 
 
It is important for individuals and their broader society, as for a country, to see their values and views of the 
world being shared and carried by others; e.g., Tardiff argues that relationships among cultures and societies are 
subject to „market rules‟ and „values‟ are exported via various channels of communication. Historically, China 
has exported its values by means of trade and migration, although in recent decades, technological development 
and accessibility has contributed to an unprecedented exposure of Chinese people to Western values from the 
rest of the world. Communication with, and exposure to, Western culture and values has been argued to lead to 
individuals and societies increasingly becoming aware of Western values, gradually accepting them and even 
replacing some of their traditional values with those from the West. 
  The concept of adopting more uniform values is labelled convergence; „value convergence‟ reflects the 

degree to which all members of a group agree on values about behaviour, group processes and intra-group 
relationships (Jehn et al., 1997). Although value convergence and acceptance of specific group values reduce 
potential conflict, possible liabilities include complacency, stagnation and groupthink. The convergence 
argument, that values and ideological differences will cease to exist due to increased exposure among 
individuals and societies (Thomas 2002), hinges on a global scale on the dynamic nature of cultures and the 
increased modernisation of societies. At the regional level, the contention is that the values of ethnic Chinese in 
a number of South-East Asian countries, such as Malaysia and Singapore, may lead to a degree of similarity that 
promulgates the potential for a regionalisation movement. Research has established that an increase in wealth 
leads to increased similarity, and modernisation develops a high degree of agreement on the characteristics and 
values of a modern person irrespective of their culture (Yang, 1998). Furthermore, in developing countries the 
argument for convergence is popularised among the youth (Smith and Bond 1999). 
  Kubler labels this the bandwagon concept whereby, once a critical number of followers of the norm is 
reached, the social pressure to abide by the value increases rapidly. Since values determine behaviour, value 
similarity among group members influences the amount of conflict within a group; i.e., the more uniform the 
group values, the more likely are members to agree on goals/tasks and reduce conflict (Jehn et al., 1997). This 
implies the possible introduction of tension in groups with a high level of dissimilarity among group members. 
According to McPherson and Smith-Lovin people demonstrate a higher level of trustworthiness, and find it 
easier to communicate with people who share the same values. Additionally, in this environment, people feel 
more confident that expectations and behaviour are going to be predictable and, therefore, easier with which to 
work. However, though cultures have moved closer together with the development of a „cosmopolitan‟ culture, 

the local focus is still evident in some cultures and theories of cultural convergence are not well developed. 
  The unique origins and complexities of cultures tend to push cultural development in unpredictable and 
diverse ways, making convergence towards common values unlikely (Smith and Bond, 1999). Gleeson and Low 
argues that cosmopolitan values based on intergenerational citizenship and a sense of common responsibility 
cannot claim to be universal because there is a considerable amount of tension between local and global values. 
In a globalised environment different ethnic and cultural groups need to work towards sustaining their values 
(Dahl, 1996); to achieve a regionalised environment, a common ethnic heritage across a region, e.g., Chinese, 
may be the stimulus needed to effect a genuine regional approach; but is it so! 
  Increasingly in South-East Asia, human resource management professionals and organizational leaders 
in developing countries take a stance to distinguish them from the West, thereby asserting their values as a 
means of cultural uniqueness (Smith and Bond, 1999). Instead of being divided by fear and prejudice, each 
group must come to appreciate its own differences. In particular, value dissimilarity refers to differences in work 
ethic, work values and motivations when approaching tasks (Hobman et al., 2003). The search for common 
elements among values in a region derives from the fact that, despite the current internationalisation 
environment which actively promotes diversity, the appreciation of people from different backgrounds and 
multiple value systems and subsequent potential problems emanating from this often are ignored or negated. 
Differences in values readily can contribute to conflict in groups, resulting in negative repercussions on group 
performance. Furthermore, personal dissimilarity or divergence of values impacts on individuals involved in 
conflict and is related strongly to group conflict (Pelled et al., 2001). Value diversity occurs when members of a 
group differ in terms of what and how they think regarding the purpose, goals and actions of the group; in most 
cases, value diversity increases task, process and relationship conflicts (Jehn et al., 1999). Group diversity in 
turn refers to the amount of heterogeneity within a group or unit on certain characteristics, including value 
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differences. From an individual perspective, divergence represents the relative distance between an individual 
and other team members. 
 
Value Change and Ranking 
 
In addition to the trends of divergence or convergence, the passage of time and the developments in society over 
time contribute to changes in values; i.e., although it is argued that values are more or less stable, they do 
change slowly over time (Oppenhuisen and Sikkel, 2002). Many values co-vary with age thereby implying that, 
over time, values will change and result in behaviour changes. Today‟s society is considered to change values 
and customs more quickly while simultaneously being more aware of the changes than previous generations 
(Kubler, 2001).  
  To embed necessary changes in corporate values and cultures, there is a focus not just on changes in 
technology and management systems, but also on capturing the hearts and minds of employees, customers and 
investors. Thus, the emphasis on opinions and actions of role models who are widely noticed and imitated 
(Young, 1998). Similarly, changes in one sphere of interaction (business, media, sport) may have important spill 
over effects in other spheres and are related to underlying trends in society. Smola and Sutton established that 
values are influenced more by life events and socialisation of times than by age and maturity; thus, social 
change is anchored in a variety of reasons.  
  Vinson et al. argue that values and beliefs do not exist as separate, unrelated elements, but co-exist in a 
complex, interconnected and hierarchical structure. In addition, Rokeach explains that individuals are involved 
constantly in a struggle to prioritise and align their various life values. The use of a strong hierarchical approach 
to value differentiation is questioned by Kahle et al. who suggest that the process of developing a stable value 
system is a continual struggle reflecting the tension between individual values. However, Raaza (n.d.) advocates 
that philosophical reflection on values will enable individuals to resolve differences in respect of higher and 
lower values and, subsequently, allow a hierarchy of values to be established. 
 
Overseas Chinese Ethnicity 
 
Chinese ethnicity as referring to an ethnic group is derived from the late 19th Century when nationalism 
identified with the Han Chinese which is the major ethnic group in China (92%) and the largest single ethnic 
group (19%) in the world (Cohen, 1993). Further, several criteria for identifying non-Han overseas Chinese 
(Cohen, 1993) include: 

 evidence of descent from groups living within or originating from China;   
 they still retain their culture; 
 they self-identify with Chinese culture; 
 they acknowledge Chinese origin; and,  
 are not indigenous to their current land. 

  Although the 1911 revolution saw the inclusion of non-Han ethnicities in the official definition of 
Chinese, during the 1920s and 1930s cultural assimilation into a „culturally advanced‟ Han state was advocated. 

Contrary to its single name reference to the group there is a wide diversity of distinct cultures and linguistic 
groups among the Han Chinese; a diversity that is evident also among Europeans (Cohen, 1993). Nevertheless, 
although the geographic origin of different groups is expected to impact on values, there is a strong worldwide 
expectation of relatively high levels of similarity among Chinese from different regions. In mid-1997, Hong 
Kong rejoined China after having been managed by the British since 1841. During the long British occupation, 
Hong Kong emerged as a blend of East and West, old and new, with Colonial architecture and post-modern 
skyscrapers. Abbas suggests that while Hong Kong benefited from the unique situation by turning itself into a 
global and financial city, it impeded regional development of an identity and culture beyond being a space of 
transit; i.e., Hong Kong maintained traditional Chinese beliefs, religion and culture during its long, colonial 
occupation. In effect, the lack of an alternative strategy or policies for cultural development prior to its rejoining 
China has allowed the „special administrative region‟ to maintain cultural roots in the long tradition of Chinese 

culture while integrating East and West (Zhang, 2002). Despite the long British colonial occupation, its impact 
on cultural values has been limited and Hong Kong evidences Chinese values.  
  After colonisation of South-East Asia, overseas Chinese were encouraged to regard themselves as 
citizens of their new nation; Singaporean and Malaysian Chinese sharply rejected Chinese nationalism and 



523 

divided the concept of ethnic Chinese from that of political Chinese (Pan, 1990). Singapore‟s ethnic Chinese 

residents account for about 77% of its population; in Malaysia, ethnic Chinese account for about 24% of its 
population.  
  Hokkien traders and merchants were active in South-East Asia long before Singapore was established. 
A number of different Chinese sub-groups settled throughout the South-East to service local industries and in 
response to trading opportunities. Over the years, these migrants integrated with local communities and 
established a „localised‟ Chinese group referred to as the Baba Chinese or Straits Chinese (Library of Congress, 
1990). Unlike the „Banana Chinese‟, so-called for being yellow on the outside and white underneath, „Baba 

Chinese‟ often spoke English at home but considered themselves Chinese and retained Chinese kinship and 

culture; the latter produced many Singaporean leaders of independent political movements. Since independence 
in 1963, Singapore has adopted English as a common language to unify the nation and maintained Chinese, 
Malay and Indian as official languages to anchor social and cultural values (Lim, 1996).  
  At the turn of the century, Hayashida (2000) reports that 95% of mature aged Chinese Singaporeans 
consider themselves Chinese compare to 78% of school attending children. Further, he argues that maintenance 
of the Chinese culture is important from a cultural perspective and economic point of view since it establishes a 
strong link with the ever-growing Chinese market and economy. A similar argument applies in relation to 
Singapore‟s development as an „educational hub‟ in its own right to act as a magnet to students from mainland 
China. The strong Chinese presence in numbers, heritage and commercial links suggests that Singaporean 
Chinese may well have maintained a similar set of values as their ancestors. 
  The Chinese traded with Malaysia before settling there in numbers in the 19th Century. Initially serving 
as a workforce in tin mining and railway construction, the Chinese in Malaysia have developed into the 
country‟s businessmen. Despite the prolonged exposure to other cultures in Malaysia over many years, the 
Chinese have preserved their culture; a city like Penang gives the impression more of being in China than in 
Malaysia (Interknowledge 2006). The Chinese represent about a quarter of the Malaysian population and live in 
a Muslim dominated society with Malay as the official language (Gafoor 1999). Given the vastly different 
exposure of Malaysian Chinese as a minority, it is expected that their value system is likely to be affected more 
by the environment than were Singaporeans; thus their values may differ from those of other Chinese in South-
East Asia. 
 
Methodology 
 
As part of a larger project involving youth from East Asian countries, data were collected from business 
students; 81 from Hong Kong, 124 from mainland China, 211 Malaysians and 127 Singaporeans. The 
instrument for the study was derived from that of Mensik et al. designed to gauge the attitudes of students to 
socio-economic and environmental values. The questionnaire was developed to ascertain the different values 
associated with the concepts of family life, lifestyle, social and community, job and work, and environmental 
issues.  The instrument was forward and backward translated to accommodate the native students in China. The 
extent of some values is often inherently associated with phrases rather than single words; this could add to 
misunderstandings if individuals were to focus on single words and misread the concepts. Almond and Verba (in 
Oppenhuisen and Sikkel 2002) admit it is hardly possible to translate values in another language; an admitted 
shortcoming of the methodology that suggests caution with interpretation of findings. 
 The analysis of data is based on national cultures, differentiation amongst national cultures being strongly 
argued by Hofstede and Trompenaars & Hampden-Turner. The argument is based upon the political entity of a 
country, but also on the impact of regulatory, political, educational and labour institutions which influence the 
way people interact with one another. In addition, the contention is that nationality has a symbolic value from 
which people derive self-identity. Although the data analysis is based on national values as if values and 
cultures were associated with nationality, it is acknowledged that multiple cultures can and do operate within 
national borders, and the same cultural group can span across national borders. Consequently, Oppenhuisen and 
Sikkel postulate the use of basic data as the primary source for analysis and interpretation of values; values can 
be found in a number of sources in a society and may be labelled as unreliable or biased.  
 A questionnaire of 25 questions which represent five value dimensions was used. Statements in respect to 
values were scored in terms of importance to the respondent along a six-point Likert scale, giving it a forced 
nature (Crask et al., 1995). To determine value convergence, factor analysis was the technique used to determine 
similarities among variables and lead to „clusters‟ of variables with levels of correlation (Fraenkel and Wallen, 



524 

2003). The clusters indicate the similarity of seemingly different values and reduce the number of variables 
necessary to measure them. 
 
Findings 
 
A diversity of values was expected in the clusters because data were collected from youth in various countries. 
All respondents were similar in having a Chinese ethnicity and studying at tertiary institutions in their country of 
birth. A high degree of overlap between group values may be expected because of the heritage and historical 
links of Chinese groups in South-East Asia to mainland China. Nevertheless, exposure to different socio-
political environments may result in differences in values. 
  The factor analysis of the 25 values suggests that there are both similarities and differences in the 
values of ethnic Chinese on a national basis. Respondents from Singapore, Malaysia and Hong Kong were youth 
involved in part-time business studies whereas respondents in China were predominantly full-time students who 
were working part-time. Further, feedback is limited to clusters with three-or-more grouped value items; the 
rationale being to limit the discussion to reasonable clusters without implying that they are more prominent or 
project a tighter relationship than clusters with only two items. 
  The factor analysis of data from the Singaporean respondents identifies one major and three minor 
clusters. The major cluster overlaps variables in the questionnaire related to social and community and 
environment values; the cluster could be renamed „society and environment‟. The second cluster has three less 
related items and is more difficult to define, but is indicative of an orientation towards „others‟. Values in cluster 
three are directly or indirectly associated with work as they cover both the social and material aspects of work 
and may be designated as „work‟. Finally, the fourth cluster considers aspects of values that reflect the 
importance of a life that provides a balance between work and relaxation; perhaps nominated as a „balanced life‟.

  
  Analysis of data from the Malaysian respondents shows two very strong clusters, a moderate cluster 
and a minor cluster. The first cluster overlaps completely into the „society and environment „cluster identified by 

Singaporeans. The second cluster, almost as strong, includes aspects of all five of the initial relationship 
dimensions in the questionnaire; this might be interpreted as „relationship orientated‟. In addition, it is noted that 

the cluster includes all aspects of the Singaporean „other‟ category. Similarly, although the third cluster is not 
uniform, there is some overlap with the values of the Singaporean „balanced life‟ cluster. The fourth cluster also 

lacks commonality in its three value items, nor does it overlap with any other respondent groups; currently, it 
has been left in the too hard basket. 
  Respondent data from Hong Kong was categorised into one major cluster and three smaller clusters. 
Most items in the major cluster overlap with the „society and environment‟ cluster of the Singaporean and 

Malaysian respondents. The second cluster has a strong materialistic focus and overlaps with the Singaporean 
„work‟ cluster and the minor Malaysian cluster. The third cluster reflects the importance of a positive lifestyle, 
and partially overlaps with two Singaporean clusters. Although the fourth cluster is completely covered in the 
larger „society and environment‟ cluster of Singapore, it has a clear focus on „global interests‟, and can be 
nominated as such.  
   The data from respondents in China was analysed into four moderate clusters. The first cluster is 
closely allied to value items in the Singaporean „society and environment‟ and the Malaysian „relationship 

orientated‟ clusters. The second cluster includes all aspects of the Singaporean „balanced life‟ category and 

extended it to include „an interesting, attractive job‟ and „possibilities to influence public affairs‟ thereby giving 

it more of a political flavour. The third cluster represents aspects originally identified as „family life‟ values and 

it has been so-named. The fourth cluster covers being knowledgeable about, and actively participating in, the 
improvement of the environment to eliminate hunger and disease; the cluster could be named as social 
conscience; however, the value items identified matched those included in the „society and environment‟ 

categories of Singapore, Malaysia and Hong Kong and are included in that category for the China respondents. 
 
The identified value clusters in the four distinct ethnic Chinese groups are identified in Table 1. 
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TABLE 1: ORDER OF VALUE CLUSTERS IN NATIONAL GROUPS 
 

Cluster Names Singapore Malaysia Hong Kong China 
Society and environment 1 1 1 1 
Others (relationship) orientation 2 2  1 
Work 3  2  
Balanced life 4 3  2 
Positive lifestyle   3  
Global interests   4  
Family life    3 

 
Conclusions 
 
The value clusters described in Table 1 do indicate a strong degree of overlap in the values of the ethnic Chinese 
national groups. However, the summary of the clustering process does obscure respondents‟ reactions to each 

value dimension on the original questionnaire; similarly, clusters without at least three items were not included 
in the table. Consequently, below, Table 2 is presented to allow further comparison of responses; of further 
interest are the values in each country which do not appear to be linked to other value dimensions. For example, 
„an interesting full life‟ is in the third cluster for China, but was not included in any cluster in Singapore, 
Malaysia or Hong Kong.  
  Table 2 indicates similarity in society and environment values in Singapore, Malaysia and Hong Kong; 
possibly due to people‟s exposure to non-Chinese cultures and systems over a prolonged period of time. 
Similarly, Singapore, Malaysia and China generate a cluster around the value of maintaining a „balanced life‟; 

reflected in different values, it is noted that Hong Kong values „lifestyle‟. Relationships have a similar 

importance in Singapore and Malaysia; the concept overlaps partially with China where there is the added 
dimension of value about conservation. The lack of identity of Hong Kong as a nation and the cultural confusion 
during its transfer from Britain to China may account for the absence of a clear relationship cluster. Work forms 
a clear cluster in both Singapore and Hong Kong, with a more materialistic focus in the latter; this may well be 
associated with the high exposure to Western systems and bureaucracies and the transfer of the Protestant work 
ethic. Only China has a clear cluster reflecting the importance of the family. 
 

TABLE 2: CLUSTERED VALUES IN COUNTRIES 
 

 
ITEMS 

Sing. 
n=127 

Mal. 
n=211 

HK 
n=81 

China 
n=124 

Efforts of society to conserve vital functions of nature  1 1 1 1 
A concern for general human welfare 1 1 1 1 
Possibilities to influence public affairs 1 1 1  
The aesthetic impact of nature 1 1 1  
Knowledge about the factual state of environment 1 1 1 4 
Active participation in improving state of environment 1 1 1 4 
An effort in society to eliminate hunger & disease 1 1 4 4 
Global peace 1  4  
A positive impact of environment on health 1 2 4 1 
Personally organising activities of children/youth 1 2 5 1 
The bringing up of children 2 2 5 1 
Being helpful to others 2 2  1 
A job acknowledged as having social value 2 2   
Good relations with fellow workers 3 2  7 
Basic material security  3 6 2 7 
A steady source of plenty of money 3 6 2  
An interesting, attractive job 3 4   
An easy quiet life 4 4  2 
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ITEMS 

Sing. 
n=127 

Mal. 
n=211 

HK 
n=81 

China 
n=124 

Enough time for hobbies & interests 4 3 6 2 
An improvement in physical working environment 4 3 6 2 
An exciting life full of adventure 5  3  
A high standard of living 5  3 3 
Deep love with a partner 6   3 
A happy family life 6   3 
An interesting, full life    3 

 
  The number of similarities and differences identified in this paper demonstrate that the study was 
warranted; the similarities between Singapore, Malaysia and Hong Kong are substantial. Although value clusters 
in mainland China have some similarity, there are evident differences. Overall, it is suggested that exposure to 
Western and other cultures outside of China has contributed to a minor divergence of Chinese values, especially 
when compared with the more traditional, less internationalised regions in China. This fits with the idea of Pan 
(1990) who, in evoking the widely diverse and heterogeneous directions of the dispersal of Chinese peoples 
throughout the modern world, emphasises a sense of unity of the Chinese diaspore. 
  One conclusion to be drawn from the mixed-up, interdependent, mobile and volatile 20th century world 
is that the traditional notion of ethnic identity is impossible; thus, it may be necessary to develop a post-modern 
notion of ethnicity (Ang 1998). 
  Nevertheless, there have been lessons related to regionalisation that have been learned in South-East 
Asia. Consolidation has been fragmented, localised and not as wide-spread as Chinese ethnicity. Horizontal 
consolidation has occurred between Japan and Korea; vertical consolidation among Singapore, Hong Kong, 
Malaysia and Australia; with further horizontal consolidation among China, Japan and Taiwan. There have been 
alliances and co-ordination of linkages, but competition remains a strong feature of the region (Lin 2006).  
  Despite issues such as national pride, legislation varying from country to country, the absence of a 
single currency and a multitude of languages, there are indications that the process of acculturation and 
intercultural encounters are leading the region to become more multicultural. Thus, an understanding of Chinese 
ethnicity and economy can provide dialectic between culture as construction and economy as a process; with the 
potential for regionalism and regionalisation growing at the same time as complex and inter-penetrating capital 
flows. By an astute, professional exercise of IHRM within organisations, transnational potential will develop in 
South-East Asia because of increased opportunities for ethnic Chinese to deploy their common interests, and 
capital, thereby avoiding the historical sense of marginalisation experienced in the 20th century. Thus, one might 
expect that the „new‟ Chinese may extend their period of transnational migration to promote a South-East Asian 
identity beyond macro-societal paradigms such as nation, ethnicity and race that have become “ambivalent, 

partial, multiple, hybrid and contradictory” (Aguilar 1996: 6) and the link of severely impacting human resource 
management policies and practices in South East Asia.  
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Abstract 
This paper attempts to uncover critical insights into different phases of South Korea’s globalization efforts over the 
last three regimes (1992-2007) characterized as a paradox. A close insight into cultural and institutional elements that 
drove the South Korea’s industrialization in the past reveals that there has been no development paradigm shift 
occurred in the course of South Korea’s globalization drive which was firstly initiated by the Kim Young-sam regime 
in 1994. The paper also argues that the subsequent Korean regimes’ (Kim Dae-jung and Roh Moo-hyun regimes, 
1998-2007) alternative plans to embrace the principles of globalization and the neo-liberal enthusiasm (erosion of 
state capacity) do Not seem to appear to have driven a complete turnaround in mindset and development of a global 
outlook but to appear only a strategic adaptation to specific internal and external developments which in turn 
strengthened  the state capacity.   
 
The Korean political economy: A demise of Korean model? 
 
Perhaps the most striking feature of the South Korean (hereafter Korea) economy in the late 20th century has 
been its rise to and fall from economic eminence. During the 1970s and 80s Korea achieved the most 
spectacular economic growth among the developing countries.  The 1962 per capita gross national product 
(GNP) in current prices was only US$87, and the level of domestic savings was negligible. The nation had no 
significant exports, which amounted to only US$54 million, and had run chronic balance of payments deficits 
ever since its independence in 1948. Despite these poor initial conditions, Korea achieved remarkable economic 
development during the period of three decades, 1962-97. Korea‟s GNP increased more than nineteen fold 
during the period, with an average annual growth rate of 10.4 per cent; the ratio of trade gross domestic product 
(GDP) increased from 35% in 1970 to over 60%  in the early 1980s and 63.4% in 1997 (Kim and Kim, 
2003:345). Yet, in the latter part of 1997, Korea became the first country among the „East-Asian Tigers‟ to 

receive what was then a record-breaking US$58 billion rescue package from the International Monetary Fund 
(IMF) to remedy its ailing economy.  Then, after falling nearly 7% in 1998, real GDP was almost 11% in 1999 
and nearly 9% in 2000. Many early neo-liberal supporters like international financial institutions described 
Korea‟s „economic recovery and financial stabilisation‟ as remarkable (Crotty and Lee, 2001:183).  
Consequently, the IMF loans were paid off in mid-2001.   

The major determinants of Korea‟s phenomenal economic success of the three decades (1960s-80s), the 
1997 currency meltdown and subsequent recovery in 2002 have been the subject of debate among economists, 
political scientists (and political economists) and institutionalists. Literature advances a range of explanations, 
from market mechanisms (Westphal, 1978, 1990; Riedel, 1988; Krueger, 1982, 1990; Little, 1990) to the strong 
role of the State (Jones and Sakong, 1980; Kuznets, 1985; Moon, 1988; Wade, 1988a, 1988b, 1992 and 1998; 
White and Wade, 1988; Chu, 1989; Haggard and Moon, 1990; Haggard, Pinkston, & Seo, 1999; Woo, 1991; 
Wade, 1992; Streeten, 1993), governed globalisation (Moon and Lim, 2003), transformative capacity of the state 
(Weiss, 1998 and 2003), and strong „administrative guidance‟ of the state (Woo-Cumings, 2003) in playing 
strategic role in facilitating private and public sector co-ordination.  

Liberal market economists or neo-classical theorists have attributed Korea‟s phenomenal economic 

growth in the last three decades (1960s-1980s) to the pursuit of export-oriented industrialisation (EOI) along 
with policies that favour a market orientation and minimal state intervention. Krueger (1982), for example, 
argues against the restrictive “direct control” of import substitution industrialisation (ISI) regimes, which, she 
maintains, “fight the market” and lead to a highly complex and erratic incentive structure which eventually 

results in a decline in output and productivity. Instead, she sees Korea‟s along with other newly industrializing 

countries (NICs) success in light of their reliance on EOI, as well as their commitment to achieving economic 
growth. In regards to the state role in socio-economic progress, conventional economic analysts believe that Korea's 
success was mainly because Korea adopted a 'neutral policy' regime in which free trade and private markets played a 
major role.  Markets should be seen as 'economic progress' rather than a social system, and the state should be 



528 

seen as neutral and as playing a mainly catalytic developmental role from outside the economy.  
While the state minimalist approach attempts to explain the success of the Korean economy in terms of 

the shifting patterns of comparative advantage and its management, statists looked into domestic political 
processes and structures in Korea in relation to its rapid economic growth and how specific political and 
economic institutions functioned (Streeten, 1993:1286). In spite of the considerable debate about the character 
of the post-war Korean state, the common consciousness of the literature is perhaps most evident in its view on 
the State dominance over economy, market and labour. In their view, what really matter in the context of 
Korea‟s economic success is the domestic political structures that shape policy choices and implementation and 
ultimately determine economic outcomes. What they suggest is that rather than emphasizing policy itself, the 
nature of economic policy-making should first be analysed in examining the nature of Korean economic 
development. Accordingly, the adoption of an export-oriented industrialisation (EOI strategy) was not a result of 
market forces, but of a conscious state choice to realize economic and political objectives. The state‟s consistent 

and coherent implementation has been facilitated by state strength unique to Korea. As Chang argues, 
„Development strategy (of Korea) is a multi-dimensional problem involving such wide-ranging areas as the 
establishment of long-term targets for growth and structural change, investment in productive facilities and 
infrastructure, the supply of an adequate labour force with industrial competence and discipline, and 
technological catching-up and development‟(Chang, 1994:153; Kiely, 1994:133-160; Önis, 1995:97-119).  
 Interestingly, Paul Krugman has a challenging view against state-centred perspective and a free market 
system.  In the article in Foreign Affairs (1994), Krugman argues that the success of East Asian economies (except 
for Japan and China) is largely driven by „extraordinary growth in inputs (or mobilisation of economic resources like 
labour and capital) rather than by gains in efficiency (or technology and knowledge)‟.  In this process, it was natural 

that „a collectivist, authoritarian government was inherently better at achieving economic growth than free market 
democracies‟.  But this system, Krugman views, cannot upgrade a nation into the more industrially or technically 
sophisticated stage of economic growth.  Thus, to him, the „Asian system‟ or „Asian miracle‟ is not a 'myth' but a 
'disguised account'.   

However, it is also true that the Korean state, contrary to its Japanese counterpart, played a role as an 
investor and financier from the beginning of the military-led Park Chung-Hee regime in the early 1960s (Amsden, 
1987a; Amsden, 1987b; Bello and Rosenfeld, 1990; Choi, 1993; Eckert, 1993; Hamilton, 1986; Park, 1988). Indeed, 
the Korean state has been relatively free from domination by the social structure, and it has been forced to play a 
central role in the process of capital accumulation. It picked up from the Park era (1962-1979) the objectives of 
securing national ownership and controlling strategic resources and building an integrated industrial base. Thus, the 
Korean case departs from the dependency perspective, which argues that the state operates as an instrument of the 
bourgeoisie or its fractions and represents their interests.  Rather, the role of socio-political and institutional 
processes of class formation, capital accumulation and the state intervention provides a more plausible insight into 
the development of Korea's post-war industrial capitalism.  Then, how do we explain the Korea‟s 97 financial crisis 

given that Korea‟s economic success has been rooted either in the nation‟s adherence to the market principles and 

minimal state intervention or in the strong capacity of the state?  
 Economists tend to contribute various macroeconomic (capital inflows, real exchange rate application) and 
microeconomic (excessive state intervention in financial markets, financial regulation and supervision, and state-
driven credit expansion,) factors to the financial crisis (Radelet and Sachs, 1998).  Some also argue global and 
international shocks and structural flaws led to the crisis including accumulation of current account deficits, 
sustained appreciation of the currency value, mismanagement of the financial institutions and excessive short-term, 
and foreign currency-denominated debt, etc (Corsetti, Pesenti and Roubini, 1998; Radelet and Sachs, 1998).  Corsetti, 
et al‟s empirical work on the Asian crisis suggests that the Asian economic crisis is rooted in the inconsistency of 
policies aimed at simultaneously sustaining growth, investment and risk-taking, maintaining stable exchange rates 
and providing guarantees to under-regulated financial institutions. In the absence of fully developed and 
sophisticated securities markets but excessive state intervention, these policies caused large account imbalances. The 
following comments made by Alan Greenspan, former chairman of the US Federal Reserve, in December 1997, well 
reflects the dominant neo-liberal view on the financial crisis: “Government-directed production, financed with 
directed bank loans, can‟t readily adjust to the continuously changing patterns of market demand for domestically 

consumed goods or exports. Gluts and shortages are inevitable” (cited in Wade, 1998:1536). 
  While the economists see the 1997 financial crisis as a new beginning of the end of the guided market 
economy, political economists like Robison and Beeson believe that the economic literature seems to put too 
much emphasis on institutional functions and „good governance‟ and less recognition of the role played by the 
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state (Robison and Beeson, 1998). Unlike the neo-classical economists, state-centred or institutional theorists, 
while they see the crisis as financial in origin, tend to view the problems and causes in relation to capacity of the 
developmental state.  Weiss and Hobson, for example, argue that the currency meltdown of Asian economies is 
fundamentally rooted in the vulnerability of state capacity to strong winds of global finance (Weiss and Hobson, 
1998). In other words, the state power is the most critical variable in explaining „both the sources of the crisis 

and its ensuing severity‟ (Weiss and Hobson, 1998, p.2).  Chang in his study on the deep causes of the Korean 
financial crisis shows how the transitional (rather weakening) state capacity, especially the Kim Young-sam 
regime (1993-1997) in relation to its relationship with business and institutions led to the crisis.  He sees the 
solution to the crisis, contrary to the IMF bailout packages, are to break crony capitalism and to reduce the state 
power, in strengthening, not weakening the „co-ordinating function‟ of the state (Jang, 1998:223-231).   

The conditions of the rescue package imposed by the IMF certainly demanded a fundamental overhaul of 
the Korean political economy where one finds state as the primum mobile of the socio-economic and cultural 
progress.  It is true that Korea‟s state-led developmental economic growth model (state-capital collusion), 
embedded in a strong nationalistic and neo-mercantilistic leadership, faced the challenges to the unavoidable 
globalisation force (IMF), especially if the globalisation would imply realisation of market democratisation and 
minimisation of state involvement. One of the most distinct strategic changes in the process of economic 
development adopted by the new administration under President Kim Dae-jung (1998 - 2002) was the 
substantial opening of the domestic market to foreign capital (foreign direct investment). This was a 
contradictory economic choice from the previous decades of Korea‟s export-led industrialisation policy where 
the state (the Park Chung-Hee regime, 1962-1979) drew foreign loans as an alternative to FDI (Shin, 2005: 387) 
and pervasive state intervention, combined with large-scale technological development and foreign capital 
borrowings, was necessary to produce a nation's dynamic comparative advantage (Amsden, 1987a, 1992, 1994). 
One conspicuous result of the financial crisis-driven reforms was eventual disintegration of the state from the 
market and its declining capacity seem to be inevitable. Since the opening of its market to the outside, there has 
been a massive influx of foreign capital, which jumped from US$6.97 billion in 1997 to $8.85 billion in 1998 
(Graham, 2003: 111, Chang, 1998; Weiss and Hobson; 1998, Kim and Rowley, 2001; Harris, 2002; Noland, 
2005a; Shin, 2005; Kwon, 2006). By the end of 2000, Korea had posted an annual record of $15.2 billion in 
foreign direct investment (notification basis), with a cumulative total of 9,403 foreign-invested companies. In 
2000, Korea ranked 18th in the world and third in Asia in terms of FDI inflows, up from 32nd and eighth place, 
respectively, in 1997. And, the number of foreign-invested companies increased by about 3.7 times from 4,412 
companies in 1997 to 16,181 companies in 2004, which included about 53 percent of the Fortune Global 500 
and all of the world‟s top 20 corporations such as Exxon, GM, BP, GE, etc.  

However, the prevailing contradiction within Korea was that it is perceived by foreign investors to be 
anti-foreign, and the state still appropriates the FDI as a nationalist goal (Shin, 2003; Kwon, 2008). For example, 
there has been a host of international business grievance cases that cast serious doubt on the government‟s 

announced commitment to FDI liberalisation and its adherence to the globalisation path. The recent rise in 
Korea of sentiment opposed to foreign capital due to the growing presence of foreign-controlled banks and to 
the entry of foreign equity funds and a series of anti-globalisation/liberalism protests (against free trade 
agreements with the US and imports of American beef), questions whether Korea is reverting to the Korea of old, 
that is the country once dictated by isolationism, self-sufficiency and the closed mindset of the people. Though it is 
not surprising for Koreans to see such a derailing in the context of Korea‟s shifting politico-economic and socio-
cultural background, wherein anti-foreign capital ethos is often evoked to override rational choice, allocative 
efficiency, and policy coherence, it puzzles the foreign media and the business community to comprehend the 
disparity between the Korean government‟s rhetoric on enticing foreign investors on the one hand and its deterring 

behavior towards them with excessive regulation and intervention on the other (Fairclough, 2005; Noland, 2005a). 
A 2002 survey of 1,700 managers at 71 Fortune 500 companies in Asia showed that Seoul came in last after 
Hong Kong, Shanghai, Singapore and Tokyo in five of eight categories: globalisation status, foreign-exchange 
controls, labor market flexibility, work permits, immigration, and prestige. The McKinsey Report, released in 
July 2003, finds that Seoul must overcome many significant barriers to become a financial center in Northeast 
Asia, including its restrictive and anti-market regulatory legal practices, lack of English language abilities, 
disruptive unions (Korea is the only country that has unionised employees in the financial industry), and 
comparatively inconvenient living conditions for foreigners.  

In a similar vein, results of  the annual “Global Benchmark Report 2008” published by the 

Confederation of Danish Industry, in which the confederation evaluated the 29 OECD member states on 84 
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measurable indicators in six main categories: growth and development; knowledge and competences; business 
flexibility; enterprise and entrepreneurship; costs and taxation; and internationalisation and openness, well 
reflects the above. While Korea was ranked third in overall adaptation to the globalised world among the OECD 
member countries, Korea was ranked 28th in the category of Business environment attractiveness for foreign 
highly-skilled workers, 25th in Internationalisation and openness, 17th in Attitudes toward Globalisation, 29th in 
Cultural openness, and 28th in Discrimination towards race, gender, etc (Confederation of Danish Industry, 
2008). So, it is not at all surprising that over two thirds of our 47 interviewed company managers of 
multinational corporations operating in Seoul Korea conducted in Korea between 2005 and 2006 saw in Korea 
strong nationalism; different concept on globalisation or xenophobic attitude towards FDI, transparency and 
inconsistent regulations, bureaucratic red-tape and regulatory bodies, as major challenges and impediments for 
Korea‟s moving into a mature economy

1. 
 
The following attempts to uncover critical insights into such seemingly paradoxical trends through the 
examination of three different phases of Korea‟s globalisation efforts made between 1992 and 2007.  
 
First phase of meandering path to globalisation: Kim Young-sam era, 1992-1997 
Korea‟s economic success had to suffer from various side-effects that resulted from state-led EOI economic 
policies from the mid-1980s. They included the emergence of a new protectionism from the advanced industrial 
countries, particularly from the US government, the European Union and the looming competition from the 
newly emerging economic superstars of Southeast Asia such as Indonesia, Thailand and Malaysia.  At home 
there were other challenges. These included increasing social and political tensions such as labour and 
management conflict, the growing discrepancy between the „haves‟ and the „have-nots‟.  Moreover, there have 

been worsening infrastructural imbalances within the economy, particularly in the high-tech industries, and there 
is an underdevelopment of small and medium-sized firms.  With rising labour costs since 1987, Korean 
industries and the economy had to some extent shed their competitive lustre in the global market as a 
manufacturing base.   
 The above problems consequently resulted in rapid escalation of labour costs, a huge depreciation of the 
Korean currency (25%), and the phenomenal increase of general prices especially land prices.  These factors, as 
was the case for Japan in the 1960s, have been pivotal in developing a general consensus in Korea that it ought 
to expand production in knowledge-intensive industries such as computers, pharmaceuticals, atomic-power 
related activities and reduce the importance of pollution-prone and labour-intensive industries such as chemicals 
and textiles.  This has been initiated and accelerated since 1994 by the state‟s (the Kim Young-sam 
administration, February 1992- February 1998) globalisation drive or segyehwa, which put a strong emphasis on 
educational, administrative reforms, and introducing new science and technologies. One of the conspicuous 
consequences of this top-down reforms was the frequent and progressive relaxation of foreign exchange control 
and deregulation towards outward foreign investment laws since the early 1990s.   
 Korean business (chaebol) responded to those initiatives. In terms of the value and the number of realised 
projects, Korea‟s outward foreign direct investment (FDI) during the last five or six years has been larger during 
the previous four decades.  In 1972, for example, Korea‟s outward FDI amounted to only US$19 million and it 
reached US$82 million in 1977.  These numbers have grown to US$290 million by 1982, and US$966 million 

                                                           
1
 This research is in part based on findings from field work carried out between 2005 and 2006, in which 47 face-to-face interviews were 

conducted with senior executive officers (CEOs) of foreign companies and various foreign chambers of commerce in Korea. Companies 
interviewed in this study reflected a variety of sources of ownership:  American (United States), Australian, British, Canadian, Dutch, 
French, German, Irish, Japanese, Korean, New Zealander, Norwegian, Swedish, etc. as did the nationality of the interviewees. Although the 
sample of the firms was small and not fully representative, MNCs were selected based on a wide range of sectors, length of stay in Korea, 
nationalities of firms, individuals and firm sizes. Sectors include agro-industrial products, automobile products, industrial products, 
consumer products, petro-chemicals, distribution, insurance, finance, advertising, logistics consultancy, lawyers and foreign chambers of 
commerce etc. Among the organisations interviewed were: OSRAM, EUKORAIL, Lee & DDB, Alstom, CLSA, Achates Korea, Samsung 
Fire and Marine Insurance, Kim, Shin & Yu (law firm), Korea Vilene, University of Phoenix, Daimler Chrysler, Hankuk Sekurit Ltd., 
Panalpina, Telus International Korea, Novo Nordisk Pharma Korea, Saint-Gobain Sekurit, PanAsia Paper, Unilever Korea, Fuji Xerox Korea, 
Samsung Total Petrochemicals, National Australia Bank, Macquaire Corporate Finance Advisory Group, Meat & Livestock Australia, BP, 
Canadian Chamber of Commerce, European Union Chamber of Commerce, American Chamber of Commerce in Korea, Grand Hyatt, 
Australia-New Zealand Chamber of Commerce in Korea, Australian Trade Commission, New Zealand Trade Commission, Bosch, Westing 
House, BASF, LG Philips, VA TECH International, Korea Exchange Bank, Siemens, Hong Kong Shanghi Bank Corporation (HSBC), 
Market Force, Asia Connection, Seoul-Japan Club and Financial Times in Seoul. Some organisations preferred not to be named.  
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by 1987. Also by the end of the first four months of 1988, Korean FDI stood at US$392 million, which was 
close to 30 percent of Korea's outward direct investment in the twenty years between 1968 and 1988.  Moreover, 
in terms of cumulative total investment, Korean FDI abroad increased from US$5.4 billion involving 2,726 
projects at the end of 1993 to US$10.22 billion with 5,327 projects at the end of 1995 (Bank of Korea, 1996, 
p.236).In particular, Korean investments in low-cost labour regions like Indonesia, Vietnam and China were 
very much active in the 1990s.  For example, in Indonesia, more and more Korean-brand home appliances, 
ranging from washing machines, video players, CD players, tape players to microwave ovens, now compete 
with Japanese products, which was hardly seen in the previous decades.  In most Southeast Asian countries since 
the early 1990s, Korea has been among the top ten investors.  This addresses two critical negative aspects of 
globalisation.   Firstly, the chaebol or their subsidiaries have been and still dominate these investments. By 1996, 
the total number of subsidiaries owned by the top thirty chaebol were 668 in almost every industrial sector, 
ranging from primarily consumer goods, automobiles, finance, machinery, electronics, engineering, construction, 
cosmetics to insurance and securities.  Among these 668 subsidiaries, 55 are controlled by Samsung, 46 by 
Hyundai and 48 by LG respectively (New Industry Management Academy, 1997).  A critical point is that legacy 
of the Korea Inc. (state-capital collusion) was still prevalent during the Kim Young-sam era, using the control of 
finance (Bank of Korea) as a key policy tool. This enabled the state to have control over politics and led to the 
practice of favouring people and companies (chaebol) in regard to economic policies. A number of chaebol 
groups benefited from this tight alliance, especially when they needed financial help in expanding their 
industries overseas, including European countries.  Deregulation without state monitoring led to a dramatic 
increase in indebtedness in outward FDI; on the other hand, the Korean state continuously showed xenophobic 
restriction on inflow of foreign capital. It is no wonder that most of the top 30 chaebol were found to have piled 
up debts averaging about 4.5 times more than their assets in 1997. The debt-to-equity ratio averaged 449.4 
percent in 1997. The top 30 industrial conglomerates (chaebol) accumulated a total debt of 249.67 trillion won 
(US$177 billion)(Gong, 1999).  
 Among the five big chaebol or the heaviest borrowers included Hyundai, LG, Daewoo, Sunkyung and 
Samsung (Kwon, Rhee & Suh 2005; Fitzgerald and Kim 2005). It was inevitable this debt problem spilled over 
into the banking and financial sectors, which became one of the triggering factors behind the 1997 financial 
crisis. Secondly, although the term „globalisation‟ can be interpreted as economic liberalisation, it really was a 
state-driven, top-down strategic and nationalistic choice to struggle out of the harsh domestic economic 
conditions, such as rising labour costs, interest rates, and land prices with strong competition from other 
neighbouring countries (especially from Asia) and thus to enhance Korea‟s national competitiveness (Shin, 

2003:10-18). Indeed, successful liberalisation required more intervention.  In other words, Korean state‟s 

conscious strategic choice of the term, „globalisation‟ or „Koreanisation‟ (Shin, 2003) was a one-way street, 
failing to adapt the nation to the neo-liberal principles of globalisation.  In short, Korea‟s globalisation policy 
has been nothing more than a replica of the previous economic policy that had been carried out since the 
emergence of Park Chung-hee‟s regime (1962-1979) in the 1960s, emphasising international competitiveness 
and the exports of domestic industries and products. There was hardly a balance between the inflow and outflow 
of capital.   

Paul Krugman has explained how a cosy, murky relationship between government, firms and financial 
sectors of the nations in East Asia led to the financial crisis by generating excessive moral hazard problems in 
terms of dubious investments by firms and reckless lending by banks. In Korea, such a pattern of close 
government-business-bank interactions gave birth to an intrusive government that encouraged business 
conglomerates, or chaebol, to rely on debt financing through the government‟s system of preferential policy 

loans. Krugman has labelled this type of interplay as a form of “crony capitalism” (1998: 62-78). As long as 
chaebol complied with government policies and responded to government suggestions, they were assured that 
the government was likely to assist them in any future period of financial stringency. This in turn prompted 
chaebol to incur the risks of over-expansion and excessive corporate indebtedness. The accumulation of huge 
non-performing assets by the banks, that extended bailout loans to troubled chaebol upon the directives of the 
government, stymied the autonomy and efficiency of the entire banking industry. 

While the flawed banking system had long been ripe for financial panic, it remained virtually intact so 
long as the economy and exports grew vigorously. The viability of such a faulty system, however, was put to the 
test when a series of disturbing developments resulted in massive capital flight and the ensuing foreign 
exchange crisis, thus triggering a sovereign crisis in late 1997. In 1996, Korea‟s current account deficit recorded 
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an alarming 4 per cent of GDP as a result of actual output surpassing potential output since 1994, with the 
output gap or the current account deficit financed largely by unhedged foreign currencies and volatile short-term 
borrowings from abroad (K. S. Kim, 1996, 1998: 97-101).  By late 1997, the Korean economy was clearly 
headed down an unsustainable path. 
 
Second phase of meandering path to globalisation: Kim Dae-jung era, 1998-2002 
When former President Kim Dae-jung took office as the Head of State on 25 February 1998, the new 
administration inherited an economy that was shattered by the currency attacks. It also was pressed to carry out 
massive structural reforms in almost every segment of the ailing economy as a condition for the US$58.4 billion 
rescue financing package provided by the International Monetary Fund (IMF), which included pledges from the 
World Bank and Asian Development Bank as well as a second line of defense from G-7 countries. The major 
socio-economic reforms mandated by the IMF consisted of restructuring troubled financial institutions 
(accountability), improving corporate governance (transparency) and enhancing labour market flexibility. The 
IMF also demanded equally important external reforms.  

One of the top economic policy priorities of the new administration under Kim Dae-jung centred on 
attracting inward foreign direct investment (FDI) into Korea with the aim of overcoming the currency crisis and 
strengthening the competitiveness of Korean industry. Only after teetering on the brink of default in late 
December 1997 during the currency crisis did Korea realize that short-term borrowing carried substantial 
hazards and FDI could act as an important stabilizer against the risk of financial panic. The Korean 
government‟s adoption of sweeping measures to actively promote FDI can be best summed up with the 
enactment of the Foreign Investment Promotion Act (FIPA) of 1998. This landmark piece of legislation legally 
and unconditionally guarantees international remittances by foreign investors even under certain circumstances 
of exogenous shocks such as natural disasters and wars (Article 3). What is more important, it focuses on 
creating an investor-friendly environment through the introduction of various support measures including a wide 
range of financial incentives as well as the establishment of institutional vehicles such as the investment 
ombudsman system (Articles 14 through 16, FIPA). 

With the passage of FIPA, Korea‟s FDI regime has been effectively liberalised. In fact, currently 97.5 
per cent of all business sectors (1,058 industries) are fully open to foreign investment, a level on a par with that 
of other OECD (Organisation for Economic Co-operation and Development) economies. As of May 2005 radio 
and television broadcasting are among the sectors that remain closed to foreign investment (USTR, 2006: 408). 
To entice more foreign capital, the government eliminated the foreign stockholding limit in May 1998 resulting 
in a sharp increase in capital inflow. Also, the amendment to the Foreigner‟s Land Acquisition Act in May 1998 
saw restrictions on foreign ownership of land, property and dwellings removed. As a result, the amount of land 
acquisition by non-Koreans climbed by more than four times to 169.5 million square metres (0.161 per cent of 
total land area) by the end of 2005 from 38.0 million square metres (0.038 per cent of total land area) in 1997 
(Ministry of Construction and Transportation, 2005). Foreign-invested companies are thus being accorded the 
same rights and treatment as domestic companies.  

The role of foreign capital (inward FDI) throughout the history of modern Korean capitalism has been 
insignificant to say the least. The level of inward FDI relative to the size of the Korean economy had been quite 
negligible when compared to that of other countries in East Asia. This fact can be verified by a number of 
indicators. According to the United Nations Conference on Trade and Development‟s (UNCTAD) World 
Investment Report 2006, the inward FDI stock in Korea as a percentage of current GDP in 2005 was 8.0 per cent, 
above Japan (2.2 per cent) but below the levels of Taiwan (12.1 per cent), China (14.3 per cent) and Singapore 
(15. 8 per cent). Also, as Korea posted an average ratio of inward FDI flows to gross fixed capital formation of 
3.1 per cent in 2005 while China and Singapore recorded 9.2 per cent and 78.9 per cent, respectively (UNCTAD, 
2006a). Therefore, it is no surprise that according to UNCTAD‟s 2006 transnationality index, which measures 
the extent and scope of foreign firms‟ economic activities in a host country, in 2003 Korean markets were 

virtually closed to foreign investors, ranking 29th out of 32 developing economies sampled (UNCTAD, 2006a: 
11).  

What then has accounted for the relatively minor role played by FDI in Korea‟s economic development 
in comparison with its Asian neighbours? In the initial period of Korea‟s modern economic growth during the 

1960s, the inflow of foreign capital was encouraged to make up for the shortage of domestic savings and foreign 
reserves. However, the Korean government preferred foreign borrowing, which brought foreign resources under 
its control, over FDI. The general fear of Korean industries being dominated by foreign entities, which was 
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deeply rooted in Korea‟s then recent history of Japanese colonisation from 1910 to 1945, was too widespread 
inside Korea for the government to accommodate foreign management. Even today there is a lingering suspicion 
that FDI is just a conduit through which foreigners attempt to control Korean industries. Another factor working 
against FDI was the relative cost structure of capital. In times of inflation and exorbitantly high domestic 
interest rates, cheaper borrowing from accessible offshore markets was much more attractive to Korean business 
than foreign equity capital. 

This sweeping and sudden departure from the previous regimes‟ nationalistic and neo-mercantalistic 
development strategies may be shown as the state retreat. But in fact, as Woo-Cumings argues (Woo-Cumings, 
2003) this kind of process of reform or a strong „administrative guidance‟ is another form of top-down state 
intervention. Moon and Lim (2003) see this as a „managerial globalisation‟, which can be seen as the state‟s 

conscious strategic responses to external stimuli (Moon and Lim, 2003:63). Weiss also calls it as a 
„transformative capacity of the state‟, which means the “ability (power) of the state to coordinate industrial 

change to meet the changing context of international competition” (Weiss, 1998:7 and Weiss, 2003: 293-317). 
Above all, Korea‟s new globalisation strategy should be treated primarily within the political economy spectrum 
in which „states play a strategic role in taming domestic and international market forces and harnessing them to 

a national economic interest” (White and Wade, 1988:1). 
In one important respect, the momentum of state-led globalisation gathered during the financial crisis 

of 1997 was, however, a blessing in disguise.  Severe as they were, the IMF-mandated reform programmes 
enabled Korean policy makers to tackle head-on some of the business practices (accountability and 
transparency) that had hobbled the Korean economy for several decades – restrictions to trade and investment, 
the rigidities of the labour market, excessive regulatory regime, and chaebol-led industrial structure. Indeed, 
Korea‟s unprecedented liberalisation drive in the wake of the financial crisis was par excellence in comparison 
with some other countries that had been similarly inflicted. Yet, many Koreans have tended to believe that their 
government was forced to adopt liberalisation measures under external pressure, rather than viewing them as 
being truly beneficial to themselves and to their own economy.  In other words, there has been no fundamental 
turnaround in the closed mindset of the Korean people in general and some policy makers in particular, being 
commensurate with their shining achievements in trade and investment liberalisation. As soon as a full recovery 
from the crisis in 2002 was believed to be in sight, Koreans‟ innate suspicion of liberalisation efforts and their 
deeply-rooted nationalism and xenophobic culture have resurfaced, caricaturing foreign capital as ominous 
vultures that suck out precious national wealth.  
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Third phase of meandering phase of globalisation: Roh Moo-hyun era, 2003-2007 
The Roh Moo-Hyun administration (2003-07) inherited basically what Kim Dae-Jung had done on the external 
front, including the hub concept (Lee and Hobday, 2003), and it offered at the beginning a glimpse of what 
Korea could do better externally through his sort of globalisation efforts by enlarging and solidifying the hub 
vision launched by his predecessor. However, the Roh regime has been paying more attention to distributional 
targets than to efficiency gains that a vibrant and dynamic economy needs so much. As a result, the growth 
engine has simply stalled and Korea is now a laggard in terms of growth and employment creation. For example, 
recently published various economic indicators well reflect this. Korea‟s annual GDP growth rate of 4.2 per cent 

over the period 2003-06 is not only falling below its possibilities but it is also far behind China (10.2 per cent), 
India (8.5 per cent), Vietnam (7.9 per cent), Singapore (6.5 per cent), and Hong Kong (6.4 per cent), ranking a 
lowly 13th among 15 Asian economies (Asia Economy, 12 February 2007; Bank of Korea Monthly Bulletin, 
January 2007; Korea Development Institute, 2007).  

A similar case of deterioration in FDI attraction can also be seen in three Free Economic Zones (FEZs), 
the substance of the hub concept. Though they were created mainly to entice FDI, their lowly performance is far 
off people's expectations, calling into serious question their continued existence. The plight of FEZ is further 
exacerbated if one raises a question of whether three FEZs costing some 43 trillion won (US$45.3 billion) so far 
for construction of just basic facilities would finally pay off (Chosun Ilbo, 3 March 2007). And not surprisingly, 
excessive regulation is being blamed as a major culprit behind negligible FDI inflows into three FEZs (Korea 
Herald, 13 March 2007).  The survey undertaken on June 2006 by the National Assembly Budget Office shows 
nearly 63 per cent of 330 civil servants (interviewees) working for three FEZ authorities felt that the government 
has failed so far in luring top-notch high-tech firms from abroad. There were eight cases of sundry FDI worth 
US$650 million in 2005 (Korea Herald, 13 March 2007), about 12 per cent of the amount of the FDI undertaken 
in the Shanghai Podong New Area, supposedly Korea‟s hub rival in the region (Korea Chamber of Commerce 

and Industry, 12 March 2007). Furthermore, the Chosun Ilbo editorial reports that of the entire FDI projects in 
three FEZs during the 5-year period 2002-06, there is only a single case of FDI in the high-tech sector that 
actually landed: the one by Celtrion, a biotechnology company, which was formed in 2002 in the Incheon FEZ 
jointly by VaxGen, a California-based bio-pharmaceutical manufacturing company and a group of Korean 
partners (Chosun Ilbo, 3 March 2007). Interviewees attribute such a dismal record of FDI attraction to 
overlapping and burdensome regulations governing education, the medical service and housing and ineffective 
FDI incentive systems in FEZs. On 2 April 2007, Korea and the US (KORUS) concluded a landmark free trade 
agreement (FTA) after some 14 months of gruelling negotiations.  It is, however, ironical that President Roh, a 
left-of-centre leader, who won the presidential election in 2002 on a nationalistic, anti-American sentiment, has 
taken the initiative in launching free trade talks and in concluding a free trade pact with the Bush administration. 
Quite surprisingly, without President Roh‟s strong push shown during the period of intensive FTA negotiations a 
successful sealing of the KORUS FTA would have been in serious doubt. It may be no exaggeration, therefore, 
to say that it is a totally unexpected reversal of his deeply egalitarian stance on a number of major policies in the 
past.   

What then has prompted President Roh, in his nationally televised speech on 2 April 2007, to call FTAs 
bread-and-butter issues, not political or ideological questions? To begin with, that Korea has become a laggard 
in terms of economic growth and employment creation and been losing its attractiveness as a location for 
investors, domestic as well as foreign, in comparison with its neighbouring competitors has done enormous 
political damage to him. Perhaps, President Roh felt that the KORUS FTA is the last chance for him to salvage 
himself from the wreckage of major economic policies pursued. It may be against this backdrop that an FTA has 
been seen by him as a catalyst for the Korean economy in adjusting to the changing economic dynamism of 
Northeast Asia vis-à-vis Chinese price competitiveness on the one hand, and Japanese technological prowess on 
the other, and in transforming the nation into a world-class economy. President Roh has finally seen that in order 
to avoid the risk of being “nutcrackered” by its two neighbouring giants, there may be no other choice but to 
conclude a free trade agreement with the US.  
 For one, the Roh Moo-Hyun regime, which came into power with its leaning towards egalitarianism, 
has often defied the dictates of the market and been lukewarm about extending the benefits of globalisation that 
were amply demonstrated during the financial crisis. Furthermore, under the Roh administration, the National 
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Assembly, the judiciary, the tax authority, several interest groups and the media all have added fuel to the rise of 
economic nationalism by exaggerating the fears of growing foreign presence in Korea. In fact, there have been a 
host of foreign business grievance cases that cast serious doubts on the Roh government‟s announced 

commitment to FDI liberalisation and its adherence to the globalisation path. Likewise, in view of the recent 
upsurge in Korea of sentiment opposed to foreign capital due to the growing presence of foreign-controlled 
banks and to the entry of foreign equity funds (Faircolugh, 2005; Graham, 2005), one wonders if we are 
reverting to the Korea of old – a country once dictated by isolationism, myopia, autarky and the closed mindset 
of the people. 

However, there is a more fundamental issue to be addressed. That is the concept of globalisation 
perceived by the three previous regimes, namely the Kim Young-sam, Kim Dae-jung and the Roh Moo-hyun 
regimes. We believe none of them had formulated consciously a globalisation strategy clearly. The Kim Young-
Sam regime (1993-98) never had a neo-liberal form of globalisation strategy, though it created and initiated the 
term segyewha (globalisation), while the Kim Dae-jung regime, compared with its predecessor, was better. But 
the Kim Dae-Jung administration encouraged FDI inflows only to rescue an ailing economy and his external 
reforms were mandated by the IMF, not on his own initiative. So he did not have a consciously drawn 
globalisation strategy: an external reform with a fundamental turnaround in the closed mindset of the 
people.  He had, at most, globalisation efforts, taking the form of a hub vision, an economic variety, but failed to 
push it forward along the road to globalisation. This is because as indicated earlier, Korea‟s economic policies 

used to be state-driven and nationalistic and the country like Japan has long spurned and to minimise foreign 
competition in the local market.  As mentioned earlier, Korea‟s industrialisation strategy has worked only in 
favour of the chaebol.  Equally important, the Korean mentality and consciousness towards foreign countries 
and economic globalisation must be transformed.  Korea and its society is yet to be changed despite its 
remarkable economic transformation in the late 20th century.  In broader terms, in Korea, even though it 
transformed rapidly from an agricultural society into an industrial one, a corresponding change in people‟s 

consciousness and perception is yet to materialize. Although Koreans are living in a very modern society, the 
people‟s, generally negative, mind-set towards foreign is still prevalent.  Koreans still tend to value human 
relationships based on kinship, affinity and geographic proximity more than rationality and patriotism more than 
negotiation (Yoon, 1995). Many of the chief executive officers (CEOs) of foreign firms in Korea interviewed for 
this study echoed what Samuel Kim has found in his evaluation of Korea‟s Segyehwa or „globalisation‟ drive, 

that „despite the rising globaliasation and globalism chorus, deep down Korea remains mired in the cocoon of 
exclusive cultural nationalism, which acts as a powerful and persistent constraint on the segeyhwa drive… no 

fundamental learning - no paradigm shift - has occurred in the course of Korea‟s segeyhwa drive, only situation-
specific tactical adaptation‟ (cited in Shin, 2003:6). The following characteristics of Korea well reflect the above. 
 
‘Hermit Kingdom’ mentality 

 
The perceptions of Korea as being insular and parochial and as a country that is only lukewarm in implementing 
its liberalisation policies can be explained by examining Korea‟s historical background and Korea‟s cherishing 

its ethnic homogeneity (Shin, 2003). Although a source of national pride for many Koreans, it has also served as 
a debilitating obstacle for Koreans and their capacity to understand and accept foreign ideals and cultures 
(Noland, 2005b). This narrow and self-destructive mentality is the key variable that has haunted Korea for 
centuries and explains its tendency to isolate itself from international society. One would expect that with its 
past history of being subject to numerous invasions Korea would be more inclined to assimilate foreign cultures, 
but, in fact, such pressure from the outside has made Koreans even more reluctant to accept foreign influences. 
To many of our interviewees,  the Korean government‟s globalisation drive is often viewed as inconsistent, 
unpredictable, „xenophobia‟ or even „schizophrenic‟. A couple of cases elucidate the above. Although it is 
common knowledge that Korea has a highly trade-dependent economic structure (the share of two-way trade 
value as a proportion of GDP amounted to about 69 per cent in 2005), it took more than four years of 
negotiations and three failed attempts since the first round of talks began in November 1999 in Santiago, Chile 
for the National Assembly to ratify (on 16 February 2004) a free trade pact with Chile, the first such agreement 
by Korea with another country. This protracted round of negotiations stems from the fact that the overzealous 
nationalistic agrarian interest groups have controlled Korea‟s legislative process for too long.  
    Second, in August 2005, both the ruling and opposition parties submitted a revision to the Retail 
Industry Development Act to the National Assembly that could restrict the business hours and number of large 
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domestic and foreign discount stores in order to protect and nurture mom and pop stores, which are claimed to 
be on the verge of collapse. In short, being conscious of local public opinion and votes, the National Assembly 
is now engaged in anti-business and anti-foreign deliberations to amend the bill that runs against market forces 
and negates the consumer benefits brought about through the liberalisation of Korea‟s archaic and inefficient 

distribution industry. That is, the legislative is attempting to regulate big discount stores that sell quality 
products at cheaper prices (Herald Media, 22 September 2005).  

A brief depiction of the national ethos exuded during Korea‟s economic development over four decades 

substantiates the above view.  As pointed out earlier, during the 1960s when the Korean economy was about to 
take off, the inflow of foreign capital supplemented the shortage of domestic savings. Despite the relatively 
negligible amount of inward FDI, however, it was either closed or restricted in order to protect flagging 
domestic industries. Likewise, though inward FDI played a vital role in helping to resuscitate the ailing Korean 
economy following the financial crisis of 1997, a suspicion that foreign capital is really a means for foreigners. 
Korea‟s rather meandering path to globalisation, that oscillates between insularity and openness, motivated often by 
national ethos of self-sufficiency and sovereign obsession as a policy priority may not be a phenomenon only unique 
to Korea. Indeed it could quite commonly surface in countries with strong traditional values and racial cohesiveness 
that are at a transitional stage, planning a shift towards a more mature country.  
 
Economic nationalism 
As a result of Korea‟s unprecedented liberalisation drive in the wake of the financial crisis of 1997, foreigners 
owned about 40 per cent of the shares of the companies listed on Korea‟s stock exchanges in terms of market 

capitalisation at the end of December 2005, higher than the US (10 per cent), Japan (18 per cent), Taiwan (23 
per cent) and Thailand (33 per cent) (Korea Times, 30 January 2006). On the other side of the coin, due to 
growing foreign ownership in Korea‟s leading manufacturing firms as well as in the domestic banking sector 

(22 per cent in 2004), there is a distinct revival of economic nationalism in the name of the outflow of national 
wealth. As in the case of the US during the l980s, the wave of foreign investment raised the fears of “giving 

away America‟s future” (Tolchin and Tolchin, 1988: 274). 
In Korea, too, there are views that the government is “selling out” to foreign enterprises and 

“practically giving away” Korea‟s hard-earned assets at fire sale prices and that FDI only accelerates the foreign 
dependence of domestic industries. Such anti-foreign capital sentiments have given rise to the spurious 
controversy surrounding the outflow of national wealth, sparked chiefly by the media, business circles, the Bank 
of Korea and indirectly by the Financial Supervisory Commission and the tax authority. In his reaction to 
Korea‟s poor performance in economic globalisation, according to the Swiss survey referred to earlier, the 
Minister of Finance and Economy views not only the general public and the news media but also the National 
Assembly as far too nationalistic when it comes to foreign capital (Korea Herald, 15 February 2006). Take the 
well-publicised case of the sale of Korea First Bank to Newbridge Capital in December 1999. The mass media 
carried blown-up news that the final sale price of Korea First Bank was practically a “give away”.  

The government, which once showed strong will after the financial crisis of 1997 to cut the chaebol 
conglomerates down to size, seems to yield to their lobbying efforts to shackle foreign investors. In a response 
to the large business conglomerates clamouring for equal treatment and for protection of their managerial rights 
from hostile takeovers, the Financial Supervisory Commission, a government entity, issued requirements on 29 
March 2005 that any investor acquiring 5 per cent or more of a publicly-traded company‟s outstanding shares or 

who changes his/her share ownership by 1 per cent or more must declare whether he/she intends to influence the 
latter‟s management and disclose his/her sources of funds. These measures are widely perceived by the 
international business community as a means of tightening controls on foreign investors. The 5 per cent rule is 
not only a serious impediment to FDI inflows into Korea, but also goes against the Korean government‟s 

commitments to improve corporate governance, carry on structural reforms, enhance increased domestic 
competition and transform Korea into a financial hub of Northeast Asia (Financial Times, 30 March 2005, 31 
March 2005a; MOFE, 2005). 

The Bank of Korea (BOK), Korea‟s central bank, appears to be riding a tide of economic nationalism. 

In a press release issued on 19 December 2003, the BOK singled out the growing foreign ownership in the 
domestic banking sector (30 per cent in 2003) as a destabilizing factor in the Korean economy. In particular, it 
was weary of the control of assets in commercial banks by foreign private equity funds that has fuelled the 
outflow of national wealth syndrome. This stance is a complete about-face from a previous BOK research report 
released on 30 July of 2001 that called for continued sales of banks to foreign investors due to the advance of 
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foreign capital having a beneficial impact on the domestic financial industry. Such a reversal in position was 
indeed shocking to say the least (Bank of Korea, 2003). 

The dirigiste stance taken by the Bank of Korea appears to negate market competition as the most 
fundamental source of management discipline and is tantamount to advocating a return to the ubiquitous 
government involvement in the financial market. It is also bent on using regulation to protect less efficient local 
players. In this era of globalisation, where efficiency is the name of the game, the Korean authorities seem to be 
passing moral judgment on the business operations of foreign-controlled banks for their failure to perform 
altruistic roles. One reason the government in general and the Bank of Korea in particular are so apprehensive 
about the operations of foreign private equity funds in Korea is that they are perceived to stress short-term 
arbitrage gains and liberal dividend payouts over building the long-term competitive position of the firm, 
thereby acting as destabilizing forces in the financial market. As a result, foreign private equity funds have been 
identified as a major source of volatile and speculative capital flows. It was amid such a mood of economic 
nationalism that on 22 July 2005, the Financial Supervisory Commission indicted Hermes Pension Management 
Ltd., a British pension fund in Korea, for irregular transactions in the purchase or sale of Samsung Corporation 
shares between 2003 and 2004, with an aim to manipulate the stock prices for large, short-term capital gains 
and/or to wage corporate takeover battles. Such a countermeasure has, however, led to growing fears among 
some foreign investors on the one hand and has triggered xenophobic sentiments in Korea on the other 
(Financial Times, 23 July 2005).  

The prejudice against foreign-invested companies in general and foreign private equity funds in 
particular, as well as the associated fears of imperialism, constitute Korea‟s main bottleneck in maximizing 

economic gains and stability through FDI-led globalisation. The trepidation that raising the ceiling on 
foreigners‟ equity ownership would invite hostile takeovers of Korean companies has proven to be unfounded, 
as not only have friendly M&As been the mainstream but also foreign shareholders have been shown to play a 
positive role in improving the corporate governance and managerial transparency of Korean firms through their 
strict monitoring function, thereby contributing to increased firm value and decreasing possibility of hostile 
takeovers (Jang, Lee and Park, 2006: 2-13).  
 
Conclusion 
 
The paper has examined three different phases (dimensions) of Korean states‟ globalisation initiatives since 
1994 within the political economic perspective. First, we have looked at the dynamics of socio-political and 
economic changes in Korea in relation to the origins of the 1997 financial crisis and subsequent increase in the 
FDI in the country. Second, we have dealt with the process and the details of the state‟s new form of economic 

strategies in the name of globalisation. Third, we have investigated the contradictions and challenges. An 
important point that has emerged from this discussion is that it is the way in which domestic factors, such as the 
exercise of state power, state policies, domestic social classes and political forces react to the rapidly changing 
international division of labour that are significant factors in Korea‟s economic order. This is not to say that the 

market approaches are deficient. Alongside these approaches, it should also be recognised that economic and 
political strategies of the country change over time in response to the economic, historical, political, and social 
circumstances of a particular nation. Thus, Korea‟s seemingly newly adopted globalisation strategy since the 
mid 1990s should not be treated solely as a consequence of the economic crisis or a political crisis but as a result 
of the structural crisis of the Korean political economy accumulated over decades. 

The dramatic increase of international capital flows to Korea cannot be described as a systematic 
economic development process in terms of Korea‟s structural economic adjustment. Instead, it is the Korean 

state‟s survival reaction to political economic developments at home coinciding with the 1997 financial crisis. 
The state‟s changed policy agenda was more related to the internal and external conditions stemming from the 

state‟s past economic policy. Massive international capital flows into Korea since the financial crisis were 
necessitated by changed conditions and the IMF bail-out and not the result of the state‟s fresh development 

strategies, emanating from its keen realisation that Korea, being a resource-poor, trade-dependent economy, has 
little choice but to embrace the realities of globalisation and to tailor its policies and profit-maximizing strategies 
to these new conditions of the globalisation.  
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Abstract 
 
Germany has now emerged as the single largest investor from Europe in China. However, China account for only 1.2 
percent of German FDI outflows making Germany the sixth largest investor in China. The main reasons for German 
firms investing in China appear to be its large market potential, low labour costs, improved infrastructure and 
natural resources. Liberal trade and investment policies reflected in free trade zones, reductions in tariff and non-
tariff barriers and effective financial policies further enhanced the prospects for German FDI in China.  
 
Introduction 
 
Since China introduced the open door policy in 1978 the flow of FDI has been steadily rising and has started to 
accelerate with China‟s accession to the World Trade Organisation (WTO) in 2001. The purpose of the open 

door policy was to attract FDI and technology transfer with the ultimate aim of promoting the growth of exports. 
With the WTO accession the flow of FDI will continue to increase as it will likely to increase returns to 
investment in China. 

Indeed in the wake of successful economic reform, the Chinese economy has experienced spectacular 
growth which has resulted in increased flows of investment and trade. China entered the transition era not only 
with a substantial physical and social capability but also with privileged access to the overseas savings needed to 
develop and expand the capital stock during the 1980s (Bramall, 2000). The manufacturing sector now accounts 
for 48 percent of GDP in China now and this sector is the primary driving force behind the present economic 
growth. Therefore, this sector‟s ability to attract FDI is crucial both in terms of economic growth and exports.  

China has made its legal framework more transparent and effective with regard to FDI and this will 
facilitate increased flows of FDI. FDI has significantly contributed to China‟s economic growth and will 

continue to play a significant role as China continues to undertake further economic reform measures. This is 
also indicative of the rapid integration of the Chinese economy with the rest of the world through financial 
flows. 

China has transformed from an autarkic economy to the third largest trading nation in 2005. This is a 
spectacular rise in China‟s position as a trading nation. It is clearly evident that foreign trade in general and 

exports in particular (as reflected in continuing current account surpluses since the mid 1990s) exert a greater 
influence on the domestic economy than at any other period in its history. 

China‟s economy since 1978 with the introduction of the open door policy has achieved remarkable 

economic growth recording on average a growth rate of 9.6 per cent. Since 1990 China has achieved of 9.5 per 
cent growth rate per annum. In 2006, China accounted for 5.5% of world GDP ranking only after the U.S.A 
(27.5%), Japan (9.1%) and Germany (6%), but on the basis of purchasing power parity (PPP) China in the same 
year accounted for 16 percent of global GDP compared to 20 percent each for the USA and the EU and 
Japan only 7 per cent. This significant economic growth has been primarily buttressed by its 
spectacular growth in exports over this period. China‟s share of world exports increased steadily, from 0.9 
percent in 1980 to 4.3 percent in 2001 (Fu, 2004) and that figure went up to 7.3 per cent in 2005. China now 
stands as the third largest exporting nation only after the USA and Germany in the world relative to its ranking 
of 28th in 1978. Exports have become the engine of growth for China. The export led economic growth strategy 
has also helped to attract significant inflows of FDI into China both to take advantage of its comparative 
advantage in labour intensive manufacturing industries as well as to sell products to the huge domestic market. 
Fu (2004) also concluded that exports are intimately related to FDI and processing trade and they are also 
mostly labour intensive and geographically concentrated in the coastal regions. The manufacturing sector 
accounted for 48 per cent of GDP in 2005. This sector is primarily the driving force behind the present 
economic growth in China. Manufactures also remain the mainstay China‟s merchandise exports accounting for 

93.4 per cent in 2005 relative to 50 percent in 1980. FDI was also viewed as a way to avoid incurring unduly 
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heavy foreign debt burden and as an effective means of transferring technology to China (Blejer et al, 1991). As 
Bramall indicated that China was remarkable among LDCs in beginning transition with no accumulated foreign 
debt. 

China‟s rapid economic growth has significantly impacted on trade and investment flows both at the 

global and regional level. Table 1 provides statistical information on China‟s economic growth FDI and trade. 
The table highlights that real GDP has been growing very rapidly and goods and services exports as a proportion 
of GDP has also increased quite substantially indicating China‟s growing economic engagement with the rest of 

the world. Rapid economic growth has also generated increasing import demand for energy and industrial raw 
materials in China. Now China has become the principal engine of global economic growth. Despite such 
spectacular economic growth, China‟s per capita income still remains relatively low.  
 

TABLE 1: ECONOMIC GROWTH, FDI AND TRADE, CHINA, 2000-2007 

 
 2000 2001 2002 2003 2004 2005 2006 2007 

(a) 
GDP (US$bn) 1,080.1 1,324.8 1,453.8 1,641.0 1,931.6 2,243.7 2,644.6 3,250.8 
GDP per 
capita(US$) 

853 1,038 1,132 1,270 1,486 1,716 2,012 2,461 

Real GDP 
growth(% Δ 

YOY) 

8.0 8.3 9.1 10.0 10.1 10.4 11.1 11.4 

FDI Inflows (US$ 
ml) 

624 692 828 1151 1535 1891 2002 NA 

Current account 
balance (US$ml) 

20,518 17,405 35,422 45,875 68,659 160,818 249,866 360,705 

Current account 
balance (%GDP) 

1.9 1.3 2.4 2.8 3.6 7.2 9.4 11.1 

Goods & services 
exports (%GDP) 

25.9 22.6 25.1 29.6 34.0 37.3 38.3 41.4 

Source: Department of Foreign Affairs and Trade (DFAT): Fact Sheet and China Statistical Yearbook, 2007. 
(A) subject to revision. 
 

There is a general consensus that China‟s rapid economic growth is likely to continue for the remainder 
of the decade. Such a rapid economic transformation of the Chinese economy is largely attributed to its “open 

door policy” introduced in 1978. The purpose of the open-door policy was to attract direct foreign investment 
and technology transfer with the ultimate aim to promote the growth of exports by a combination of state 
investment in infrastructure and low tax rates (Bramall, 2000). This was facilitated by the establishment of the 
special economic zones (SEZs) in the costal cities in 1979 and opening up these cities to foreign investment. 
Indeed, the application of China‟s policy of economic opening to the rest of the world began with the 

establishment of four SEZs in the two costal provinces of Guandong and Fujian in 1979-80 ((Bell et al, 1993).  
China‟s main source of international competitiveness lies in its low wages at the same time labour 

productivity has also increased at a rate better than some of the countries in South East Asia. China‟s major 

exports accounting for about 84 percent of its total exports are composed of clothing and textiles, footwear, 
chemicals, machinery and appliances, miscellaneous manufactures, vegetable products, base metal and metal 
products and mineral products (see Tongzon, 2005). It is evidently clear that China‟s exports are largely 

composed of labour intensive manufactured products and where china will continue to be the global leader for 
the foreseeable future. But China‟s involvement in intra-industry trade has also been increasing since the early 
1990s as reflected in the total intra-industry trade index (TIIT), rising from 30.8 in 1992-94 to 39.9 in 1999-
2001 at the world level (see Zhang et al, 2005). The authors further argue that vertically differentiated products 
have increasingly dominated China‟s intra-industry trade, vis-à-vis horizontally differentiated goods. This 
observation suggests that comparative advantage might well be the main reason for the increase in Chinese 
bilateral intra-industry trade. This trade patter is also contributing to influence FDI into China. 
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Chan, Tracy and Zhu (1999) also suggest that while manufactured goods constitute the bulk of China‟s 

exports since 1985, there have been significant changes in their composition. Since the mid 1990s machinery 
and electronic equipment have become more important in manufacturing exports. The author‟s further point out 
that what is very clear in the mid 1990s is the very close correlation between foreign investment and exporting 
performance. This correlation is very stark. It is estimated that almost half of China‟s exports account for by 

foreign owned enterprises. China has attracted the attention of the major economic powers of the world since its 
economic reform in 1978 and has become the largest FDI recipient among developing countries. In this paper an 
analysis of German FDI in China is provided within the wider context of FDI flows into China. Germany was 
the 6th largest trading partner and the 7th largest investor in China in 2007. 
 
Literature Review 
 
Over the last three decades we have witnessed significant increase in foreign direct investment (FDI). The 
International Monetary Fund (IMF) defines FDI as „investment that is made to acquire a lasting interest in an 

enterprise operating in an economy other than that of the investor, the investor‟s purpose is to have an effective 

voice in the management of the enterprise”. Therefore, FDI means international capital flows in which a firm in 

one country creates or expands subsidiary in another country. The recent literature has concentrated on the role 
of MNCs in promoting economic integration through FDI. Firms expand their international operations using a 
variety of means for a wide variety of reasons. FDI is a major strategy used by MNCs to achieve wider market 
access to increase their market shares.  

FDI involves not only transfer of resources but also the acquisition of control. FDI does not necessarily 
have to begin with capital flows. It can also be initiated by the flows and transfers of technology, skills (like 
managerial and marketing expertise), intellectual property, granting a foreign firm or a subsidiary the rights to 
use brand names. Some firms specifically use these methods in order to reduce their exposure to current or 
future exchange rate uncertainties and political instability and their associated risks. Enterprises‟ also use the 

strategy of borrowing in the markets in which they seek to operate so as to minimise their risk in case of 
expropriation or nationalisation of their assets, as well as to reduce their exposure to the fluctuations in the 
foreign exchange markets. 

The standard analytical approach to FDI normally draws on the location theory of FDI. The theory simply 
states that there are certain advantages that a firm can reap from locating production in particular overseas 
locations. There are four key location factors that can be identified (see Pugel, 2007). They include: 
 

1. Comparative advantage: the effects of resource availability (i.e. labour, land etc) on the costs of 
producing in different countries; 

2. Economies of scale: conditions that favour concentrating production in a few locations and serving 
other national markets by exporting; 

3. Government barriers to importing: tariffs and non-tariff barriers that make it difficult to export from 
the home country i.e. jumping the barriers; and 

4. Trade blocs: if the home country is not a member of the block, by setting up production in a member 
country, the firm can serve buyers in all other member countries. 

 
At the centre of the decision is the enterprise‟s selection of the optimal location to produce and distribute 

its products. If the home market is the best location a FDI expansion is not necessary. However, if there are 
benefits to be gained by locating overseas, the degree of control it must exercise over its operation and the 
extent of internalisation required for it to conduct its operations are two additional considerations must be taken 
into account.  

The interrelationship between the control, internalisation and location is discussed by Dunning (1981, 
1988, and 1992) in what has become known as his “Eclectic Theory of International Production”. The 

subdivision into location, control and internalisation is convenient for categorising the broad motivation for FDI. 
As separate categories, a range of factors can be discussed in relation to each of them. Another factor playing an 
influential role especially in the case of MNCs is an enterprise‟s strategic response to the actions of its 

competitors. In this context the purpose underlying a MNC‟s decision to invest overseas will be part of a 
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coordinated global competitive strategy. Therefore, MNCs integrate the combined resources of their 
international operations to achieve global efficiency and competitiveness.  

Graham and Krugman point out that the factors influencing FDI decision fundamentally relate to complex 
issues in determining the optimal boundaries of the firm. A key feature in deciding to invest overseas is the 
relationship between trade flows and producing overseas. The neoclassical trade theories consider trade and FDI 
as substitutes (Graham and Krugman, 1993). But with increasingly fragmented international production chains 
indicate otherwise to a relationship of complementarity. This is again supported by Graham and Krugman, 
especially in the case of some industries. This supports the view that FDI is the instrument through which firms 
try to exploit comparative advantage of the overseas location which they lack at home. Dunning also argues that 
the primary motivation for the foreign activities of firms have changed from that of seeking markets and natural 
resources to that of exploiting domestic competitive advantage and of acquiring additional resources and 
capabilities perceived necessary to sustain and advance these competitive advantages. Lardy considers that one 
important reflection of China‟s increasing liberalised foreign investment regime is the growing importance of 

exports of foreign invested firms. Xu and Wang also suggest based on their empirical study that through inward 
FDI and the trade it generates, China has gained significantly from comparative advantage, economies of scale, 
and trade related R&D spillovers. They further point out that the trade effects of inward FDI appear to have 
declined in the 1990s. The increased popularity of market-seeking FDI in the 1990s can partly explain the 
diminished trade effects in this period.  

The regulatory regime relating to FDI in the host country also remains the most crucial factor in 
determining a country‟s preference for FDI than the level of FDI. However stable macroeconomic environment 

remains fundamental to attracting FDI. This can be further strengthened by the market size of the host country. 
Zhang suggests that China‟s FDI boom seems to be mainly as a result of its liberalized FDI regime and huge 
market (Zhang, 2004). Wei and Liu point out that the unique feature of FDI in China is that majority of China‟s 

inward investment has been contributed by ethnic Chinese not only from Hong Kong, Taiwan and Macao but 
also from other Asian, European, Australian and North American countries. Huang refers to round-tripping FDI 
inflow which refers to Chinese capital that first goes to Hong Kong and then re-enters China in the form of FDI. 
It is suggested that such kind of inflows account for a significant FDI inflows from Hon Kong. Zhang argues 
that in terms investment objectives, FDI in China generally follows three patterns (i) the productive factors 
pattern i.e. low production costs (ii) the market pattern i.e. access to the Chinese market and (iii) the resource 
pattern i.e. use of China‟s abundant natural resources such as coal and oil.  

Overall it appears that a combination factors such as China‟s efforts in attracting FDI with low production 

cost, its huge existing and potential market size, sustained high economic growth rates have contributed to 
spectacular growth in FDI inflows into the country.  
 
Trends in FDI Inflows into China 
 
Since the mid 1980s China has become one of the largest destination for the inflow of FDI in the world. Zhang 
points out that in two decades since the economic reform was initiated in 1978, China has become the largest 
recipient of FDI in the developing world and second only to the U.S globally since 1993. Figure 1 clearly 
demonstrates that the FDI inflows between 1984 and 1990 was on a fairly static steady path but from 1991 to 
1993 there was an upward surge FDI inflows followed by a downward trend until 2000. But thereafter until 
2006 there was another spectacular upward surge in FDI inflows into China surpassing the previous one. FDI 
has been of critical importance in improving China‟s ability to produce well for the world market. FDI also 
facilitated the flow of technology and management skills which has created positive externalities. This has 
enabled China to reap the benefits resulting from both internal and external economies of scale which has 
contributed to gain production efficiency (Zhang, 2004).  

Tseng and Zebregs indicate that part of China‟s success in attracting FDI may be exaggerated because 
of misreporting and round-tripping (Zebregs, 2003). The latter refers to capital originating in China that is sent 
to other economies and then returns disguised as FDI to take advantage of tax, tariff and other benefits accorded 
to foreign but not domestic investment. The authors quoting from other sources estimate that the round-tripping 
while difficult to estimate, ranges between 7 percent and 25 percent of FDI inflows. Wei indicates that about 15 
percent of Hong Kong investment in China can be considered as round-tripping (Wei, 2000).  
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FIG. 1: FDI FLOWS INTO CHINA 1984-2006 

  
In terms of the sectoral allocation, in 2006, manufacturing accounted for 63.4 percent of total utilised 

FDI followed by services accounting for 34.7 percent. Agriculture and mining together accounted for less than 2 
percent. The regional distribution of FDI in China is presented in Table 2. 
 
 

TABLE 2: REGIONAL DISTRIBUTION OF FDI IN CHINA, 2006 
(Percentage share) 

 
Province/City Number of 

Enterprises 
Registered Capital 

Beijing/Tianjin 8.3 7.7 
Shanghai 11.5 12.8 
Jiangsu 13.3 17.5 
Fujian 6.8 5.3 

Shandong 7.6 5.4 
Guandong 22.6 19.1 

Others 29.9 32.0 
 

FDI has taken place all over China, but the largest proportion of foreign enterprises and their invested 
capital appears to be located in the major metropolitan centres and costal regions as can bees in the table above. 
Zhang suggests that most overseas Chinese originally come from costal areas, which has received a huge share 
FDI originating from Asian countries. In the case of the western investors he suggests that market access is the 
main concern, hence metropolitan cities and costal areas are their favoured locations relative to inland regions. 
Bramall also observed that China was able to call upon the savings of Chinese living abroad, notably in Taiwan 
and Hong Kong (Bramall, 2000). 

Hong Kong looms very large in terms of FDI source country for China, accounting for almost 40 
percent of FDI in 2006. Surprisingly Cayman Islands accounted for even greater share of FDI with 44.4 percent 
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during the same year. Wei also observed that FDI into China had a very unusual composition of source countries 
given that U.S, Japan, Germany, U.K. and France collectively account for over 70 percent of all FDI from 
developed countries. 

Wei and Liu argue on the basis of their empirical study that FDI inflows are positively influenced by 
China‟s relative market size and global economic integration represented by its trade flows and negatively 
impacted by China‟s relative real wage rates, country risk, and cultural differences and borrowing costs. Zhang 
attributes China‟s success in attracting FDI to factors such as large domestic market, FDI flows from Hong 

Kong, Taiwan and other overseas Chinese and the liberalised FDI regime. The wage differentials have persisted 
in China for a considerable period of time and likely to continue for some time to come given the availability of 
China‟s very large rural population and that alone can not explain the recent surge in FDI flows into China.  
 
German FDI in China 
 
Underlying the recent trends in FDI and global integration is the idea of shifting an enterprise‟s competitive 

advantage to capture different countries‟ natural and comparative advantages in respect of factor cost or 
resource endowments. Enterprises, therefore, are trying to exploit the comparative advantage of nations to 
achieve global competitive advantage. Within this broad framework, the paper intends to examine German FDI 
flows into China. 

Since 19978 China has actively sought FDI and technology in an effort to modernise its economy and 
to accelerate exports. As it appears that China‟s inflows of FDI have been atypical in terms of its sources as 

indicated by Wei (Wei, 2000). While that atypical trend continues, suggest that there is a trend that investments 
from other parts of the world, especially from Western Europe and North America have gained momentum. 
Indeed, the driving forces behind investment in China have changed over time (Fung, et al, 2002). Prior to the 
WTO accession, China‟s domestic market potential could be tapped to a very limited degree, while export 

oriented investment was promoted. China‟s membership of the WTO now enables foreign firms to exploit the 

opportunities offered by the domestic market. Graham and Wada also point out that since 1996 a growing 
portion of FDI flows has come from other sources such as Europe, North America and Japan. They further argue 
that one consequence of a rising percentage of FDI from Japan, Europe and North America has been that overall 
the activities of foreign invested enterprises in China have become somewhat more focused on domestic market, 
less on export markets, in the late 1990s relative to the mid 1990s. In this context an examination of German 
FDI inflows into China can be considered as a case study. Buch et al from their empirical study found that 
German firms‟ decision to invest overseas is positively related to economic activity and negatively to risk on 

FDI. They also found that German firms are drawn by large and safe markets. In this context it appears that 
China‟s membership of the WTO seems to have played a major role in attracting German FDI, as firms are now 

hoping for better and easier access to the Chinese market. Van Den Buckle et al argue that the FDI position of a 
particular EU country in China can be determined both its overall propensity of outward FDI and its economic 
size. Germany is the single largest economy in the EU accounting for about a quarter of EU GDP. This links 
directly with Germany being the single largest investor in China. 

Germany is China‟s most important European trading partner and ranks sixth internationally. German 

companies are the sixth largest investors in China, making it the largest investor from Europe (DB, 2004). To 
protect and further stimulate the growth of German investment in China, a bilateral treaty was signed between 
China and Germany in 2003. 

The 1990s marked the boom in FDI flows into China reflecting the confidence in the Chinese 
Government‟s policy towards FDI. The growth of German investment in China became significant during this 

period resulting from economic reforms and a significantly more liberalised FDI regime in China. Figure 2 
shows the trend in German FDI in China from 1994-2006. 
 
 
 



545 

 
FIG. 2: GERMAN FDI IN CHINA, 1994-2006 

 
The figure above clearly demonstrates a fairly fluctuating trend in German FDI flows into China. 

According to Deutsche Bank Research (2004) there three clusters of German firms‟ investment activity in China 
(1) The greater Shanghai area/Yangtze River Delta including Jiangsu Province (2) the industrialised North East 
and (3) the Pearl River Delta. Almost all German firms active in China have a representative office in Shanghai. 
According to the same source German investment in China account for only 1.2 percent of total German FDI. It 
is estimated that two thirds of German investment are in manufacturing activity encompassing automotive 
vehicles, electrical, mechanical and chemical industries and about 80 percent of German firms are involved in 
the manufacturing sector in China. German firm are also investing in the services sector, especially in the 
banking and finance and retail, and travel industries. Most large German banks and insurance companies are 
increasing their presence in China. 

The main motivation of most German firms in the manufacturing sector is the low wage costs, especially 
when goods are produced for export markets. However German firms have not lost sight of the huge market 
potential within China. This also now constitutes another major motivation for investing in China. China‟s 

accession to the WTO will further significantly facilitate in exploiting the China‟s domestic market potentials 

not only by investing in the country but also through exports from Germany. China has already made further 
reforms to foreign investment regime since its accession to WTO. These changes include in the areas of: 

 Financial incentives; 
 Laws and regulations; and  
 Further economic reforms encompassing tariffs and non-tariff barriers and taxes. 

China‟s massive investment in physical infrastructure, especially in transport and communication sector has 

also made the country very attractive foreign investors including German firms. There are also challenges facing 
German firms investing in China. In an increasingly open business environment in China, German firms will 
continue to face increasing competition from both local and other foreign companies. But most German firms 
operate in the most technically advanced areas in the manufacturing sector with very high R&D outlays. These 
German firms can effectively use that as barriers to entry in the Chinese market. In some regions such as 
Guandong province is already facing labour shortages, especially skilled labour. Also as labour standards are 
likely to improve, this will further add to labour costs. Current rises in commodity prices, both agricultural and 
mineral will have impact on all firms in China including German firms.  
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Conclusions 
 
The opening up of the Chinese economy has attracted very high volumes of foreign investment into China. 
There are a number of factors that have contributed to inflows of German FDI into China. Most important of 
these factors include market size, physical and technological infrastructure, macroeconomic policy regime, open 
economy and access to major international markets, investment promotion incentives provided by the 
government and Sino-German bilateral investment promotion agreement. German firms seeking to invest in 
China in essence not only want to use it as a location for production to export but also increasingly positioning 
themselves to take advantage of huge domestic market potentials in China arising from huge population with 
rising income levels.  

Despite the success of the Chinese policies in attracting FDI, there are several challenges lie ahead and 
they are likely to hinder or slow down FDI inflows in the future. These are related to macroeconomic stability, 
input costs, increasingly competitive environment in the Chinese domestic market. China also faces competition 
for German FDI from Easter block countries of the enlarged EU.  

Overall, if China‟s Economy can continue on a steady path of growth, the country will continue to 

attract more FDI from across the world including Germany, thereby sustained economic growth itself will 
ensure sustained FDI flows.  
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Abstract  
 
Since the "open door” policies adopted by China in 1978 ended 30 years of isolation,  introduced massive economic 
and legal reforms,  encouraged foreign investment  and resurrected private enterprise, China has become the world's 
fourth largest and fastest growing economy.  These developments, and China’s 1.3 billion population and stable 
political environment, have led to the introduction of the franchising concept by international franchising firms and 
its adoption by domestic enterprises.  
This paper examines the major environmental factors in a target country which influence a franchising firm’s 

international expansion. Taking China as an example, it analyses whether the theory, built mainly on the experiences 
of US franchising firms’ expansion in the developed Western world, is applicable to emerging economies. This paper 
also reviews the development of the economic, demographic, legal and political environment in China and examines 
the impact of these environmental factors on foreign franchising firms.  
 
 
Introduction  
 
Franchising is a proven strategy for business expansion which has revolutionised the distribution of goods and 
services since its development in the US in 1950s (Terry, 2002).  Franchising is a sophisticated business 
relationship in which a franchisor with a unique or individual manner of doing business grants to a franchisee, 
in return for fees, the right to use that system in a controlled fashion in the operation of the franchisee‟s 

independently owned business. It is characterised by an ongoing business relationship between the franchisor 
and franchisee which includes not only the product or service, and trademark, but also the entire business, 
operational and management system and a continuing process of assistance, guidance and supervision. It 
enables the franchisor to achieve rapid geographic expansion as franchisees bear the cost of capital investment. 
The franchisee benefits from acquiring rights to a proven system, training and ongoing support (Giles, Redfern 
and Terry, 1998). A comprehensive study conducted in 2006 for the International Franchise Association, 
indicates that franchised businesses in the US then operated over three quarters of a million establishments and 
generated jobs for more than 18 million Americans (IFA, 2006).  
 Until the 1970s, franchising was primarily a US phenomena. It was the international expansion of 
established and pioneering US franchise systems – particularly KFC, McDonald‟s and Pizza Hut – that was 
catalyst not only for the development of domestic franchising in host counties but also for a growing wave of 
globalisation which today characterises franchising worldwide. In the late 1960s and early 1970s the expansion 
of the international franchise pioneers was to developed countries, but the decades of the 1980s and 1990s saw 
expansion to developing and transitional economies. The shift to services economies, urbanization, rising 
disposable incomes, and expanding consumer markets created conditions similar to those which originally 
supported the growth of franchising in the US (Nelson and Marcheso, 1998). Economic reform and market 
liberalisation in developing economies, often pursuant to WTO commitments, have provided opportunities for 
franchisors to seek access to foreign markets (Teegen, 2000). International franchising has come of age as 
business and legal environments in developing and transitional economies have matured to the extent necessary 
to support and nurture franchising. The success of franchising generally, and of international franchising in 
particular, stems not only from its benefit for all stakeholders, but also from its adaptability to different cultures 
and economic systems at various stages of development, and its flexibility as a business and legal technique 
(Loewinger, 1999) . 

Despite the undoubtedly impressive achievements of franchising, it poses significant commercial and 
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legal challenges. The challenges are even greater in international expansion. Franchise systems must carefully 
assess their reasons for international expansion, and the suitability of the appropriate target county and the entry 
vehicle.  The likelihood of success is significantly reduced if the franchisor decides to franchise internationally 
for the wrong reason, or in the wrong country, or with the wrong entry vehicle. The short history of franchising 
is replete with examples of systems which have failed internationally – and frequently in their home market as a 
consequence – because comprehensive due diligence has not been exercised. In relation to the initial decision to 
expand internationally, market saturation in the home country, real market opportunities in target country, the 
pre-emption of competition from a copycat system in the target county and geographic and cultural closeness 
are reasons commonly given by franchisors for international expansion. Konigsberg (2008) identifies several 
reasons for unsuccessful, or less than optimal, international expansion decisions– ego, blind optimism and 
arrogant belief that international expansion would be in easy task to accomplish: a quick fix for earnings, 
impulse, or a coincident or reactive strategy driven not by a comprehensive business plan but by an ad hoc 
approach from a prospective franchisee. In relation to the target country itself, a range of commercial and legal 
considerations must be assessed. Konigsberg (2008) notes the following commercial factors – labour resources, 
capital and financial resources, physical distance between the franchisors‟ home country and the foreign target 
country, availability and quality of communication systems, complexity of the franchise system, differences 
between the franchisor‟s county and the foreign country, political systems and stability factors, level of 
economic actively and the nature of the products or services (Konigsberg, 2008). The relevant legal 
considerations include laws relevant to foreign franchise system entry (foreign investment, import and export 
control, currency restriction and fund repatriation, limitations on royalties special industry laws and 
employment laws), business laws of general application (particularly intellectual property laws, contract law, 
and laws governing the legal status of parties and the nature of their legal relationship) and franchise specific 
law and regulations (Mendelsohn, 2003). In additional to laws and regulations, Hackett suggests that 
government interference and red tape are also pervasive problems for US franchisors abroad (Hackett, 1976). 

Academic research in the area of choice of country for international franchise system expansion 
distinguishes between internal or organisational factors and external or environmental factors. Theories of 
organisational factors focus on the characteristics of a company which leads it to internationalize. Theories of 
environmental factors focus on the key host country factors, which have been classified into four categories - 
economic, demographic, distance, and legal and political factors - which influence choice of country and choice 
of entry strategy (Alon and Mckee, 1999). As emerging markets become important for international franchising, 
the importance of host country evaluation increases. This paper examines environmental factors in the context 
of China- the world‟s most important emerging market for franchising.  
 
The Impact of Environmental Factors on International Expansion of Franchising Firms  
 
Domestic franchise expansion is usually analysed by reference to agency theory (Brickley and Dark, 1987; 
Rubin, 1978; Norton, 1995) and resource-scarcity theory (Oxenfeldt and Kelly, 1969; Hunt, 1973). „Resource 

scarcity theory‟ (also called „resource acquisition theory‟) suggests that franchising is adopted by a company as 

a means for expansion in order to extend scarce resources (Oxenfeldt and Kelly 1969; Hunt, 1973). By adopting 
franchising, a franchisor can more easily raise capital because the franchisees provide capital through the 
payment of various franchising fees, typically including initial and continuing payments. In exchange for the 
right to use the franchisor‟s proven business name, concept and system, a franchisee typically assumes all of the 
financial burden for establishing and running the franchised unit. This reduces the franchisor‟s exposure to 

business risk. 
While resource-scarcity theory has been well developed in the literature, particularly by scholars of 

marketing and retail systems; other studies have considered agency theory and transaction cost theory as 
explanations for franchising. Agency theory suggests that managers (as agents) within a company tend to shirk 
in their duty to the company (the principal) in cases where their compensation is a fixed salary. A fixed salary is 
a low powered incentive because it is determined independently of company performance (Williamson 1985). 
By comparison, franchisee-owned units are likely to perform better than company-owned units because the 
franchisor‟s and the franchisee‟s financial interests are closely aligned (Shane, 1996).  

Resource-based theory and agency theory are also applied in relation to international franchise system 
expansion. Domestic market saturation (Sternquist, 1997) and opportunity recognition (Clarkin, 2002) have also 
been introduced to explain international expansion. The domestic market saturation theory suggests that in a 
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mature market, established firms with substantial domestic market share may seek growth through expansion 
into foreign markets (Sternquist, 1997). Opportunity recognition theory suggests that franchisors expand to 
countries where substantial market opportunities are believed to exist regardless of the situation in their 
domestic market (Fernie and Fernie, 1997). As noted above, researchers have divided the reasons for 
international franchising into two categories - environmental factors and organisational factors (Alon, 1999). 
Organisational factors include organisational explanations to which resource-based and agency theories have 
been applied (Fladmoe-Lindquist, 1996; Fladmoe-Lindquist and Jakque, 1995; Shane 1996). Although Alon 
(1999) suggests that, whereas agency and resource scarcity theories were developed in the domestic context to 
explain why companies prefer franchising to company-owned outlets, in the international context, the focus is 
on the decision to internationalise. Alon (1999) further suggests that the key organisational factors of 
international franchising include franchising life cycle, domestic market saturation, resources-based, and agency 
factors.  

While theories of organisational factors focus on the characteristics of a company which leads it to 
internationalize, theories of environmental explanations focus on the macro environmental factors in 
relationship to the target country which lead to the choice of country or choice of entry strategy (Alon and 
Mckee, 1999). Environmental factors can explain why some countries have higher shares of international 
franchising, or why a particular method of entry was chosen. Key host-country variables affecting international 
franchising companies have been classified into four categories - economic, demographic, distance and legal 
and political factors. These four factors have been integrated by Alon and McKee (1999) to develop a normative 
macro-environmental model of international franchising companies from the US.  
 
Economic  
The market potential of a foreign country is one of the key determinant factors for US franchisor‟s decisions on 

whether or not to expand into that country (Alon and Mckee, 1999). Economic factors include income/GDP, 
income growth, level of urbanization, and the maturity of the country‟s retail, service and tourism sectors (Alon 
and Mckee, 1999).  
 
Demographic 
The existence of a substantial middle class has been posited as the most important demographic factor 
(Andersen, 1996). Population has also been considered in relating to choosing a host country and has been 
found to be positively related (Andersen, 1996). A significant relationship has also been found to exist between 
the expansion of US fast-food franchising systems and both the level of education (Andersen, 1996) and female 
participation in the labour force within the host country (Yavas and Vardiabasis, 1987).  
 
Distance 
Both physical distance and cultural distance have been found to be important by researchers (Eroglu, 1992).  
Physical distance is one of the most mentioned factors in US international franchising expansion. Geographic 
proximity is also suggested by Konigsberg (2000) as a motivation for franchising companies to expand 
internationally. Cultural distance refers to the differences between the culture and language of the host and 
home countries. Cultural differences, particularly Western/Eastern cultural differences, sharply affect a firm‟s 

management and business activities and can create uncertainty as well as problems in a business contest 
(Andersen, 1996). Contract negotiation, hiring and operational protocols, can vary significantly. Fladmoe-
Lindqist (1996) states that “the transferability of the [franchise] system becomes a function of cultural distance 
between the foreign and domestic cultures.  The very strength of a franchising format, its standardization, 
makes its successful replication in foreign markets difficult”.  
 
Legal and Political Environment  
Research shows that the perceived attractiveness of an external environment is negatively related to its 
perceived risk and positively related to the perceived benefits which it offers. This means that the economic, 
cultural and political stability of a foreign country will increase the likelihood that a franchisor will select it as a 
host country for expansion (Eroglue, 1992; Alon and Mckee, 1999). Franchising, as for any other method of 
business operation, also requires an underlying legal infrastructure which is necessary to promote and protect 
business assets. In its Guide to International Franchise Arrangements, UNIDROIT defined a „healthy 

commercial law environment‟ as „one with general legislation on commercial contracts, with an adequate 
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company law, where there are sufficient notions of joint ventures, where intellectual property rights are in place 
and enforced and where companies can rely on ownership of trademarks and know-how as well as on 
confidentiality agreements‟ (UNIDROIT website, 1998). Whether or not a franchise sector requires a franchise-
specific law to regulate its orderly development is controversial (Terry, 2004). Further complications can arise 
in developing/transitional countries, where activity which is not expressly authorised is, by implication, 
prohibited. In the case of China for example, the introduction of a law on franchising gave official recognition 
and, by implication, encouragement of franchising as a distinct method of business operation (Oak, 1992). 
Similarly in Vietnam, the development of franchising was hampered until recently by a regulatory framework 
which did not recognise franchising as a discrete business relationship (Terry, 2008). Indeed as Philip Zeidman 
(2005) has commented in relation to China‟s regulatory regime for franchising, “it may well be that the sheer 

act of regulation – and, in the process, the recognition of franchising, the stripping away of its „second class‟ 

status – is more important than the contents themselves”. 
 
China as an Emerging Market for Franchising  
 
In the late 1940s when Dick and Mac McDonald, Harlin Sanders, Howard Johnson and other franchising 
pioneers were refining their concepts which would within a few years revolutionise the distribution of goods 
and services, China was preparing for a quite different revolution. The establishment of the People‟s Republic 

of China on 1 October 1949 was to have a profound effect not only on a country which today comprises a 
quarter of the world‟s population but also, and increasingly, on the very fabric of global commerce. It was not 
until the “open door” policies of Deng Xiaoping in the late 1970s ended three decades of isolation and re-
engaged China with the outside world that the opportunities existed for the US franchising firms to expand their 
businesses into China. Prior to1978, China had virtually no foreign investment. China‟s reengagement with the 
international community and the introduction of significant legal and economic reforms, coupled with it huge 
consumer market and relatively stable political environment, have resulted in a significant foreign direct 
investment (FDI) inflow. China was the largest recipient of FDI in 1993 and 2003, the second largest (after the 
US) in 1994, 1995, 1996 and 1997 (Ministry of Commerce website, 2003). China dominates the developing 
world as the main recipient of FDI. Foreign investment brings new technology, modern business management, 
and links to foreign markets. The massive economic reforms which commenced from early 1980s also created 
an environment in which franchising could be applied, as by then it had been in the West generally, to deliver 
substantial benefits to the business sector, consumers and the economy generally.  

As in other countries the pioneering US franchise systems provided the catalyst for local franchising 
development. The first major franchising firm to enter China was KFC with its first store opening in Beijing in 
1987. The system grew to about 150 outlets in the first decade of operation but its growth since then has been 
spectacular – with today over 2,000 outlets in more than 250 cities (KFC website, 2008). McDonald's was a 
later entrant into the Chinese market opening its first outlet in 1990. Although it commenced its operations not 
in the national capital but in Shenzhen in the south of China, one of the first Special Economic Zones 1 
established by Deng Xiaoping to experiment with foreign investment. McDonald‟s soon moved to Beijing and 

in April 1992 opened an outlet in Wangfujin (the major shopping street of Beijing) which is still the largest in its 
30,000 plus worldwide chain (McDonald‟s website, 2008). Today, McDonald‟s has more than 750 outlets in 

China (McDonald‟s website, 2008). Pizza Hut commenced operations in 1990 with a more “up-market” dining 

concept and today has almost 200 restaurants. The success of these pioneers has led to many other American 
franchising concepts being launched in China and today 15 of the worlds top 20 franchise chains in terms of 
worldwide sales have operation in China. The success of the international brands alerted the local business 
community to the unique advantages of the franchising concept and encouraged its adoption by local 
entrepreneurs and led to China becoming the most franchised country in terms of system numbers in 2004 
(Wang, Zhu and Terry, 2006). Franchising has been embraced in China, as elsewhere, because it is an intelligent 
way of doing business for the existing business seeking to expand as well as for the prospective entrepreneur 
wishing to enter a business sector and is supported by the Chinese government because of the benefits it brings 
to the business community, consumers and the economy generally. China is a market of current opportunities 
and unlimited potential for franchising which offers a dynamic method of establishing a presence in the world‟s 

largest developing market. 
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Environmental Factors and Foreign Franchisor in China 
 
Research Methodology  
The purpose of the study is to examine the environmental factors influencing an international franchisor‟s 
decision to export its franchise system to China. Data generation and analysis through survey method was 
adopted. Following a pilot study, a survey of 400 firms in three important franchising industry sectors - 
restaurant, retailing and service - which have operations in China was conducted in 2005-2006. Out of 145 
returned questionnaires, 15 invalid responses were excluded from the study bringing the number of collected 
questionnaires to 130, an effective response rate of 32.5 percent. In order to conduct proportion difference 
analysis, the quantifiable data from these questionnaires was typed and formatted for input into the analysis 
computer software. In order to understand the impact of environmental factors on China as a target country for 
foreign franchisors, data from the World Bank and the China National Bureau of Statistics are used to analyse 
the relationship between environmental factors of China as a target country and the number of international 
franchising firms entering this market.  
 
The Economic Dimension  
In less than three decades since the initiation of reform and opening up, China's economy has undergone a 
fundamental change from planned economy to market economy. Since 1978, China‟s economic growth rate has 

been among the world‟s highest, with an average annual growth of over 8% a year for over 20 years. The 
overall objective for economic construction proposed in 1978, quadrupling the annual industrial and agricultural 

output value of the year 1980 by the end of the 20th century，was fulfilled ahead of schedule. China became 
the world‟s 4th largest economy in terms of GDP in 2005 (World Bank data, 2006).  

Eighty-five percent of the survey participants rated economic growth as either „important‟ or „most 

important‟ in their evaluation of China as a host country. The economic growth in China from 1985-2005 has 
led to increasing numbers of international franchising firms expanding their business to China over this period. 
The GDP volume of China and the number of international franchising firms expanding to China are 
summarised in the following chart. It indicates that the growth in the number of international franchising firms 
in China has a very close relationship with China‟s GDP growth. 

 
FIGURE 1: GDP V INTERNATIONAL FRANCHISORS IN CHINA (1985-2005) 
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With high GDP growth and a low birth rate (because of the one child policy), the per capita income in 

China now qualifies it as a Middle Income country (World Bank, 2008). The higher disposable income of the 
Chinese citizenry has provided adequate market potential. The retail and service sectors experienced rapid 
growth which almost doubled from 1985 to 1990 (from RMB 430 billion to RMB 830 billion). By 2006, the 
turnover of retail sector reached RMB 7641 billion (National Bureau of Statistics of China, 2008). The 
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following chart shows the growth of retail and consumer sector and the growth of number of foreign franchisors 
in China.  
 
FIGURE 2: RETAIL SECTOR V INTERNATIONAL FRANCHISORS IN CHINA (1995-2005) 
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This research result is consistent with the finding that franchisors expand to countries where substantial 

market opportunities are believed to exist (opportunity recognition) (Fernie and Fernie, 1997). It is also 
consistent with findings on exploiting potential markets by Hackett (1976), Hoffman and Preble‟s (1993), Welch 

(1990) and Hopkins‟s (1996); findings on increased sales and profits by Trankheim (1979) and Hopkins (1996); 
and findings on perceived favourability of the external environment by Eroglu (1992) and Hoffman and Preble 
(1993). 
 
Demographic Dimensions  
China‟s economic growth is mirrored in its demographic transition. Per capita incomes have increased and 
poverty has been reduced. It has been suggested that high population growth has a positive impact on 
international franchising firms‟ expansion. China‟s one child policy has led to population growth below 1% over 
the last ten years. However, when mortality and then fertility declines, countries have a period when most of the 
population is in the workforce age groups and dependency ratios are low. China‟s economy as benefited from 
this “demographic window of opportunity” (Zhang and Banister, 2005).  The percentage of the population aged 
from 15 to 64 rose from 67% of China‟s total population in 1990 to 72% in 2006. Over the same period, China 
has rapidly reduced illiteracy and increased numbers of university graduates and youth with graduate degrees. 
UNESCO (2005) estimates that 22% of the population in tertiary education age groups are enrolled in tertiary 
education. China‟s adult literacy rate for those aged 15 and above is 89% (UNESCO, 2005). The following chart 
shows the number of graduates in China each year in relationship number of foreign franchising systems.   
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FIGURE 3: ANNUAL UNIVERSITY GRADUATES V INTERNATIONAL FRANCHISORS IN CHINA (1985-2005) 
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The increasing number of university graduates has provided a strong pool of management personnel. 

During the same period, the pool of potential franchisees has also increased. Chinese people have traditionally 
embraced entrepreneurship and franchising provides viable business opportunities. The economic reforms in 
China which have made franchising possible have resulted in some unwelcome and previously unknown 
consequences, such as a rising unemployment rate in the early 1990s. However, the existence of unemployment 
and the prevalence of entrepreneurship combine to provide an ample supply of potential franchisees.  

China‟s population today is far more urbanised than that of its neighbour India. China‟s urbanization 
rate increased from 40% in 2006 to 45% in 2007 compared with India‟s 29% in 2007. Some analysts argue that 
China‟s urban manufacturing and construction boom, and thriving urban markets, are attracting villagers to the 
cities and towns. China has recorded urban population growth rates of 4.7% annually between 1995 to 2005. 
Today, China has 183 cities with a population of one million or more compared to India‟s 35. Urbanization 
provides franchising firms with more opportunity for expansion. The following chart shows the growth of urban 
population and growth of foreign franchise firms in China. 
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FIGURE 4: ANNUAL UNIVERSITY GRADUATES V INTERNATIONAL FRANCHISORS IN CHINA (1985-2005) 

Number of Firms (cumulative) entering Chinese Market 
vs Urban Population in China
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It is suggested that female education and labour force participation are positive to franchising sector 
growth. Since the establishment of the People‟s Republic of China in 1949, the equal opportunity policy 
promoted by the government has played a positive role in women‟s status in the society. It is estimated that the 

adult literacy rates for women in China is 84% compared with only 53% in India (UNESCO, 2005). Female 
labour force rate of more than 40% for many years which is similar to most developed countries. The table 
below compares the demographic dimension in China, US and Australia.  
 

TABLE 1: COMPARISON OF DEMOGRAPHIC DIMENSIONS AMONG CHINA, US AND AUSTRALIA 
Demographic items China US Australia 
Population (Million) 1,304 296.5 20.32 
Population Growth Rate (Annual %) 0.9 1.2 1.2 
Population Density (Inhabitants/sq.km) 139 32 3 
Urbanization (%) 40 80 92 
Female Labour Force Participation Rate (%) 44.6 46.2 45.3 

(Source: World Bank, World Development Indicators 2006) 
 

International business expands into China partly because it provides economies of scale. The 
development of Chinese private companies and the growth of private capital provide a solid base. China‟s 

growing interest in Western concepts and its rapidly growing middle class have attracted multinationals entering 
China to supply its growing market, especially since those firms face mature markets at home. From the above 
table, it can be seen that China has a large population base for franchising sector development. The urbanization 
rate in China is still much lower than the US and Australia, but Chinese government policy to increase 
urbanisation, and recent land right reform, provides huge potential for future development.  
 
Distance 
Geographical and cultural distances are invariably identified as important factors affecting franchisors‟ 
international expansion decisions. For this reason, franchising firms in the US typically expand to Canada first 
and as Australian franchisors typically expand to New Zealand first. 
 The research divided sample firms into four groups according to their home countries: North America, 
Asia, Europe and other. The result shows that among the 130 international franchising firms in China, 61.5 
percent come from Asian countries, 30.8 percent come from North America and 7.7 percent from Europe. 
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TABLE 2 FREQUENCY AND PERCENTAGE OF HOME COUNTRY GROUP 
Regions Frequency Percentage 
North America 40 30.8 
Asia 80 61.5 
Europe 10 7.7 
Total 130 100.0 

 
 North America and Europe are, generally speaking, much more advanced in franchising development, 
and this result supports the conclusion that companies from Asia are motivated to franchise in China as a result 
of lesser cultural and geographic distance. This result is consistent with the findings of Fladmoe-Lindquist 
(1996) which indicates that the less the cultural and geographic distance between China (host county) and home 
country, the more likely a franchisor is likely to enter the Chinese market. The current international franchising 
firms in China are mostly from Asia. If international franchising firms in North America and Europe can do 
more to meet the culture gap with China, they will have more marketing opportunities in the Chinese market.  
 
Political/ legal  
China‟s WTO accession commitments and obligations to open retail, services and franchising sectors to foreign 
competition, coupled with stronger intellectual property protection under the TRIPS Agreement and the 
introduction of an appropriate regulatory regime for franchising, have had the greatest influence on the entry 
and expansion of foreign franchising firms. 2   Franchising was not possible without the underlying legal 
infrastructure.  

Franchising specific regulation in China commenced with the 1997 Interim Franchise Measures – 
rudimentary industry rules the main significance of which is that they signalled government approval and 
authorisation of franchised distribution albeit only for domestic invested enterprises. The need at that time for 
an experimental, provisional law prevailed over the need for a more carefully constructed regulatory regime for 
the embryonic franchise sector at that time. The first franchising regulation officially governing foreign 
franchisors, Measures for the Administration of Commercial Franchise Operations (2005 Franchise Measures) 
was issued on 31 December 2004 by the Ministry of Commerce which came into effect on 1 February 2005. 
2005 Franchise Measures  repealed the 1997 Interim Franchise Measures and subjected both domestic and 
foreign franchisors to a uniform regulatory regime. However, foreign invested franchisors were nevertheless 
subject to an approval process which wholly domestic franchisors were not subject to - a regime which was 
arguably in breach of WTO obligations. A decade after the first franchising regulation, the introduction of the 
current 2007 Franchise Regulation provides a solid foundation for future development through its status as a 
law of the State Council and its unified regime for domestic and foreign franchisors. The 2007 Franchise 
Regulation, through prescribing an authoritative regulatory regime for franchising, will be influential in 
„promoting the healthy and orderly development of commercial franchising‟ as well as „safeguarding market 
order‟ (article 1). 

In developed countries, the justification for regulation is to address unfair practices in franchising 
which arise from the information and power imbalance inherent in the franchising relationship. In a developing 
country such as China, there may be more basic imperatives driving regulation. In the context of a system in 
which business activity which if not expressly authorised is, by implication, prohibited, a law which legitimises 
franchising as a method of business operation is a necessary step.  In the decade time while China moving from  
1997 Interim Franchising Measures as a Ministry Rule to the 2007 Franchising Regulation by the State 
Council which governing both foreign invested and domestic franchising firms under the same law, the 
franchising sector in China has experienced significant growth. With more certainly in law, foreign franchisors 
expanded rapidly in China. KFC entered in China in 1987, by the end of 2006, it only has 131 stores in China.  
However, the expansion after 1997 has been impressive. The following chart shows the number of store KFC 
and McDonald‟s had at the year which a franchising specific law was introduced.  
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FIGURE 5: NUMBER OF KFC AND MCDONALD’S STORES IN CHINA 
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The survey shows that only 23% of the foreign franchising firms entered China between 1985 to 1996. 
16% of the firms entered China in 1997 when the first franchising regulating in China was released. In the 
survey, respondents were requested to circle a score from 1 (very important) to 5 (unimportant) as to the 
significant of political uncertainty and law and regulations.  Most respondents believe that the political and legal 
environment significantly influences their decision to enter China. The massive legal reforms, the stable 
political environment and WTO accession have had a positive impact on foreign franchising firms entry in 
China. However, the influence of local levels of government bureaucracy, and administrative discretions 
inherent in comprehensive approval and licensing requirements, remain a concern and a frustration.  
 
Conclusions  
 
A range of economic, commercial, social, political and legal factors have influenced the rapid growth of the 
Chinese franchise sector over the last two decades. It was the open door policy and economic reform which 
made it possible for foreign franchisor to enter China and introduce the franchising concept. The rapid 
development of the Chinese franchising sector mirrors the rapid development of the Chinese economy generally. 
This research has proven that most theory on environmental factors, which is built mainly on the experiences of 
US franchising firms‟ expansion to developed Western world, is applicable to China, an emerging economy. 

Although China presents significant commercial, cultural and legal challenges for the foreign 
franchisor, the success of McDonald‟s, KFC and other international brands has proven that such challenges can 
be overcome. The sheer volume of almost a quarter of the world‟s population is obviously significant in itself 

but access to this market by foreign franchise systems is now increasingly possible because of economic and 
regulatory reforms and liberalisation of market access, and increasingly attractive through equally significant 
commercial and social factors. These factors, combined with the current under-development of the franchise 
model, suggest an exciting future for franchising in China. 
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Endnotes 
 

                                                        
1  Special Economic Zones (SEZs) are development zones established by the Chinese Government to 

encourage foreign investment, delivering jobs, technical knowledge, and future tax revenues in return for 
significant tax concessions at start-up and over a number of years. The first SEZs, established in 1980, 
were Shenzhen, Zhuhai, Shantou and Xiamen. 

2  China was admitted to the WTO in November 2001 15 years of negations. China‟s WTO commitments to 

franchise operations included the removal of restrictions on geographical location, number, equity ratio and 
form of establishment for foreign investment by no later than 11 December 2004 (Part II - Schedule of 
Specific Commitment on Services, the Report of the Working Party on the Accession of China 
(WT/ACC/CHN/49/Add.2), WTO, 1 October 2001).  

 

http://ceh.resourcehub.ssrc.org/china-economic-development-and-mortality-decline
http://www.sciencedirect.com/
http://www.mofcom.gov.cn/
http://www.stats.gov.cn/tjsj/ndsj/2007/indexch.htm
http://www.unidroit.org/english/guides/1998franchising/annex.htm
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Abstract 
 
China, as the largest developing country, actively joined the wave of economic globalization. During last two decades, 
China has experienced incredibly rapid growth of trade in services. Our paper attempts to find the determinants of 
service trade in China by utilizing country-specific and industry-specific panel data investigation. In particular we try 
to explore the determinants of the intra-industry trade (IIT) in service, because China has higher value of indices of 
IIT in service. The empirical results show that China’s service trade is positively correlated with differences in factor 
endowment, skilled labor proportions, gap of technology, market openness, goods trade and FDI, but negatively 
related to population according to country-specific model. Service trade in China is positively related with market 
openness of service sector, FDI and service value added, but RCA can not explain service export according to 
industry-specific model. The determinants indicate that vertical intra-industry trade dominates in China’s services 
trade. 
 
Introduction 
 
With the revolution of information communication technology and progress of service liberalization in the 
context of the General Agreement on Trade in Services (GATS), regional trade agreement and domestic reform 
in service industry, tradability of services has increased, which brought service trade in much concern in these 
two decades. A new form of economic globalization draws much attention, which is often called international 
fragmentation or production relocation, i.e. offshoring, ―whereby firms located in developed countries pursue 
vertical disintegration of their production processes by locating some stages in developing country where 
economic conditions are more advantageous‖(Kohler, 2004). More recently, attention has been shifted to the 
offshoring of services as well. Blinder(2006) refers to the expanding feasibility of offshoring of services as the 
―the third industrial revolution‖.  

China, as the largest developing country, actively joined the wave of economic globalization. China has 
made active and radical openness commitments in service sector in the process of China’s access into World 
Trade Organization (Sheng, 2002). With the end of the post-transition period (2002-2006), China became one of 
the most open markets for service industry in the world. During last two decades, China has experienced 
incredibly rapid growth of trade in services. The total trade in services has amounted to 191.75 billion US$ in 
2006 from 4.34 billion US$ in 1982, which increased almost forty-eighth times. The service export has 
increased more than thirty times, and the average growth rate from 1982 to 2006 is 15.9%, which exceeds the 
world’s average export growth twice. See graph 1. 

What determines rapid growth of trade in services? Which theoretical or empirical model can explain 
service trade in China? Our paper attempts to find the determinants of service trade in China by utilizing 
country-specific panel data and industry-specific panel data. Moreover, we try to explore the determinants which 
are dominant to the inter-industry service trade or the intra-industry service trade. In particular, we try to define 
which factors are dominant to the Horizontal intra-industry service trade and which factors are helpful for 
explanation of the vertical service intra-industry trade.  

The reminder of the paper is organized as follows. Section 2 shows the characteristic of services trade 
in China; Section 3 provides the theoretical background and reviews the empirical works. Section 4 focuses on 
two model specification and data. Section 5 presents the estimation results of country-specific model and 
industry-specific model. The final section is devoted to conclusions and policy implication. 
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GRAPH 1: CHINA’S TRADE IN SERVICES (1982-2006) 

 

The characteristics of service trade in China 
 
There are two popular ways to define trade in services. One is GATS, which defines trade in services using four 
mode of supply: cross-border (mode 1), consumption abroad (mode 2), commercial presence (mode 3) and 
presence of natural persons (mode 4). The other one is BMP5 (International Monetary Fund 1993). Services are 
flows that take place between residents and non-residents of an economy based on balance of payment. Most of 
data in services are still based on BMP5, which cover service trade of only mode1, mode 2 and part of mode 4. 

―The reason for intra-industry trade (IIT) or two way supply of services are obvious‖ (Lloyd and Lee, 
2002). Telecommunication services provided to final consumers is two way. Producer services such as transport, 
insurance, financial services and other services are also two way. Furthermore, because of heterogeneity of 
services and high skill content of labor in services, the adjustment of cost between different service industries is 
much higher than manufacture. We can prove it’s Characteristic of intra-industry trade by calculating the two 
popular IIT indices, which are Grubel-Lloyd (GL) index and Brülhart dynamic GL index.  
 
GL Index 

 

IIT is conventionally measured by the Grubel-Lloyd (GL) index defined as equation (1): 

       1 i i

i

i i

X M
GL

X M
                                            (1) 

Where Xi and Mi are exports and imports of service i. The index is calculated using the data of services 
trade between China and the rest of the world based on 1 digit categories. The mean of years (2000-2006) for 
eight service sectors is shown in graph 2. We find that GL index for eight service sectors are from 0.63 to 0.87 
and all of these services industry have high level of intra-industry trade. 
 

Brülhart Dynamic GL Index 

GL index is a static measure, so Brülhart (Brülhart, 1994) suggests a dynamic index based on the 
concept of marginal intra-industry trade (MIIT). It is between zero and one with relatively high level of MIIT 
trade being indicated by a value close to utility. See equation (2).  
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Lee and Lloyd also calculate the weighted average of Brülhart index over all industries as equation (3). 
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(3) 
China’s Brülhart (1994) dynamic GL index in each service sector (which is the mean of year 

1998-2006) and weighted Brülhart index (which is different in year) are shown in graph 3,4.The results tell that 

the level of IIT in services is exceedingly high in China.  
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GRAPH 4: CHINA’S WEIGHTED BRüLHART INDEX 

Theoretical and empirical Background 
 
According to the trade theories, there are some factors which contribute to the reason why service trade takes 
place, including the differences in factor endowment i.e. capital, education, skilled and unskilled labor, gap of 
technology, market openness and trade liberalization, scale of economy, FDI and service fragmentation, trade in 
goods, market size, differences in demand pattern, heterogeneity in each service industry (industry-specific 
factors), and so on. There are different factors for the inter-industry trade and Intra-industry trade (IIT), and 
different factors contribute to the horizontal intra-industry trade (HIIT) and vertical intra-industry trade (VIIT). 

Comparative advantage theory explains why inter-industry trade in goods and services take place. 
Revealed comparative advantage can denote a country’s comparative advantage in each industry. Intra-industry 
trade (IIT) of manufactured goods has been paid much attention since Balassa (Balassa, 1965) coined the new 
term. According to OECD’s classification, intra-industry trade can be categorized into horizontal intra-industry 
trade (HIIT) and vertical intra-industry trade (VIIT). HIIT is the trade in differentiated varieties of similar 
products, and VIIT is the trade in vertically differentiated products that are distinguished by quality or prices, as 
well as the trade that emerges from vertical specialization of production. As for trade in services, the 
intra-industry (sector) trade is much more obvious as we showed above. In detail, we can resort help for 
intra-industry trade (IIT) theory for two reasons. Firstly, Service trade has high level of Grubel and Lloyd index 
and Brülhart IIT index in China. Secondly, China almost has no comparative advantage in total services 
according to revealed comparative advantage (RCA), see Table 1, which is a motive for inter-industry trade in 
services. Furthermore, to understand intra-industry trade in services calls for a need to distinguish vertical 
intra-industry trade with horizontal intra-industry trade. However, it is hard for service trade because the method 
to detangle HIIT with VIIT, which we use for manufactured trade, is based on the unit value of goods. But the 
unit value data for trade in services is unavailable. 

TABLE 1: CHINA’S REVEALED COMPARATIVE ADVANTAGE (RCA) IN SERVICE INDUSTRY 

   travel construction telecommunication finance others 

2000 1.75 0.51 0.64 0.08 0.86 

2001 1.80 0.63 0.58 0.13 0.85 

2002 1.75 0.82 0.64 0.08 0.87 

2003 1.31 0.71 0.75 0.12 1.21 

2004 1.46 0.61 0.80 0.09 1.06 

2005 1.38 0.83 0.85 0.11 1.08 

Source: calculate by using the Data derived from UNCTAD  
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Horizontal Production Differentiation and HIIT   

 

The early works on intra-industry trade in goods concentrated on HIIT. Krugman (Krugman, 1980, Krugman, 
1979, 1981), Lancaster (Lancaster, 1979, Lancaster, 1980) apply monopolistic competition approach to analyze 
intra-industry trade and emphasized the major role of scale economy and product differentiation in determining 
HIIT. Neo-Chamberlinian model, such as Krugman’s model assumes consumers consume as many different 

varieties of a given product as possible (which is called ―love of variety approach‖). Neo-Hotelling models, for 
example, Lancaster’s model adopts ―favorite variety approach

1
‖ (Helpman and Krugman, 1991) which is known 

as Chamberlin- Heckscher- Ohlin model, incorporate factor endowments, decreasing costs and horizontal 
product differentiation in a theoretical model which generates both intra- and inter-industry trade. These models 
suggest that HIIT be more likely between countries with similar factor endowments and income structure. 
(Bergstrand, 1990) expands earlier theoretical work by using a gravity-like equation. His model reveals that 
differences between both countries in terms of their endowment, per capita income and economic size are 
important determinants of the share of HIIT in total good trade.  

Linda (Linder, 1966) explains HIIT from demand side. When the two countries are similar in their 
income level and consumer preference set, they can produce more products that can simultaneously serve 
consumers in both countries. Due to the economic scale effect, both countries produce differentiated products 
with similar quality, but with different characteristics or attributes. So, the closer trade partners are in terms of 
their demand patterns, the more similar will be their trade commodities composition and the larger will be their 
volume of HIIT.2 
 
Vertical Product Differentiation and VIIT  
 

The models of VIIT (Falvey, 1981, Falvey and Kierzkowski, 1987, Flam and Helpman, 1987, Shacked 
and Sutton, 1984) show how trade in vertically differentiated products takes place between countries with 
different incomes and factor endowments. Falvey and Kierzkowski (1987) assume that the differentiated 
product sector is of the Heckscher–Ohlin type with constant returns to scale and technology identical across 
countries, but Ricardian type in terms of technology, with fixed and different factor intensities at the variety 
level. Higher (lower) quality variety is produced with a higher (lower) capital-labor-ratio and has a higher 
(lower) price. Therefore, relatively high-income and capital-abundant countries specialize in (and export) 
relatively high-quality products, whereas the relatively low income and labor-abundant countries focus on the 
production (and export) of low-quality goods. The model by Flam and Helpman (1987) emphasizes the effect of 
technology and suggest that the quality differences between the varieties from developing and developed 
countries originate from differences in technology. Developed countries uses high technology to export 
high-quality products and developing countries uses low technology to export low quality products. 

According to Linda’s theory, an important determinant of production and trade is domestic demand, 

but aggregate income is not equally distributed in any country. Hence, developing countries tend to specialize in 
the export of lower-quality products because their low-income consumers prefer such low-quality products, 
whilst developed countries tend to supply the high-quality differentiated products that fit with the high income 
of their consumers. As a result, demand variety in both countries provides an opportunity for intra-industry trade 
in quality-differentiated products.  

Shaked and Sutton (1984) set up the model with ―Natural Oligopoly‖ assumption. They assume unit 
variable cost does not rise steeply with quality, and the quality improvement depends on fixed (R&D) costs .The 
number of firms in a Nash equilibrium is limited. So if market is enlarged by trade, survived firms enjoy greater 
marginal returns to R&D expenditure and enhanced economies of scale. 

However, when we apply the VIIT theories of manufactures to service products, we have to be careful 
of the quality differences. Vertical differences can be resulted from the high skilled and low skilled labor 
content differences which also can bring to price gap. Developed countries uses high technology or high-skilled 
labor to export high-skilled labor intensive products and developing countries uses low technology or 
low-skilled labor to export low-skilled labor intensive products. Anyway, many services sectors, such as finance, 



564 

insurance, telecommunication, transport and so on, are so important that government has to enact laws or 
regulations to supervise the quality of services. 
 
VIIT and International Fragmentation 

 

VIIT can be interpreted as the reflection not only of differences in quality, but also of ―back-and-force 
transactions with value-added embodied in vertical fragmented production process‖

3 .Rapidly falling 
coordination costs caused by the development of information technology and service liberalization has fostered 
this international fragmentation take place not only in manufactured industry, but also in service industry. Many 
economists have tried to explain the relationship between VIIT and fragmentation (offshoring). Many papers 
(Batra and Casas, 1973, Dixit and Grossman, 1982, Jones and Kierzkowski, 1990, Woodland, 1977) contribute a 
lot on the theory of trade in intermediate goods. Dixit and Grossman (1982) analyze trade in manufactured 
goods that are produced via a vertical production structure with a continuum of intermediate stages, at which 
stage a good is traded to be endogenous. Stages distinguished by factor intensities and comparative advantage 
determine the pattern of production and trade.  

Jones and Kierzkowski (1990) made great progress considering offshoring as technological progress. 
―The greater disparity in technology and factor prices found between countries may encourage, via the 
Ricardian doctrine of comparative advantage, the use of several international locations for production block.‖  

Later on, some economists (Findlay and Jones, 2000, Findlay and Jones, 2001, Jones and Henryk, 2000, 
Jones and Kierzkowski, 2001) develop verbal and diagrammatic analyses in the case where fragmentation 
occurs in only one sector and in one direction in small open economies. Relative endowment of nations which 
perform or receive offshoring is one of the important determinants of VIIT. Francois (Francois, 1990) formally 
built up a general equilibrium model to explain the mechanisms of the impacts of services liberalization on 
fragmentation of production blocks. 

The model (Venables, 1999) is based on H-O model in which non-factor price equilibrium is generated 
by factor intensity reversal. He concludes that ―production fragmentation may change factor price by changing 

the composition of exports as well as imports". 
It is evidenced by the study of the more recent services offshoring (Amiti and Wei, 2005). The paper 

(Markusen, 2005) emphasizes offshoring of white-collar services. Fragmentation is assumed to occur in skilled 
labor intensive sector and the offshored part is middle--skill intensive segment. One interesting result is that 
offshoring can expand trade of goods in extensive margin.  

A simple framework in (Baldwin and Robert-Nicoud, 2007) enables us to analyze the trade effect of 
offshoring in both source and host countries. The model is based on H-O model and non-factor-price 
equilibrium is generated under free trade of final goods due to Hicks-neutral technological differences among 
countries in each sector. One notable result is that offshoring leads to intra-industry trade, and by itself, it is a 
source of comparative advantage for final goods. 

Zhang (Zhang et al., 2008) set a general equilibrium model based on H-O model. Services offshoring, 
considered as shadow migration, has impact on production and trade in both countries. The bigger the 
technology difference and factor price difference, the more trade in services will take place. Services 
liberalization and offshoring bring new kinds of intra-industry services trading, FDI in services and generates 
trade in final goods. The complementary relationship between trade and FDI in services can also be got from my 
model 

In sum, VIIT can be explained by the doctrine of comparative advantage through vertical production 
differentiation and international fragmentation. The differences of factor endowments, (such as physical capital 
and human capital, unskilled labor and skilled labor), the gap of technology and the factor prices differences 
(especially for the wage premium differences) account much for VIIT in services. 
 
FDI and IIT 
 

Two classical papers on the relationship between trade and FDI (factor movement) are (Mundell, 1957) 
and (Markusen, 1983). Mundell used H-O framework to show that trade and factor movement are substitutes. 
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Markusen (1983) introduced an alternative non-factor-proportions basis for trade and examined four situations 
in which factor movement and international trade are complements in the sense of trade volume. These four 
situations include (a) countries have different technology; (b) production is characterized by increasing return to 
scale; (c) production is characterized by non-perfect competition; (d) there are domestic distortions in either 
country. In Markusen’s model, the basis for trade is something other than differences in factor proportions 
between countries, but factor movements generate relative factor endowment differences and lead to an increase 
in international trade. In Mundell and Markusen’s papers, there is no distinction between inter-industry trade and 
intra-industry trade, but we can deduce that Markusen’s assumption has much explanation for intra-industry 
trade.  

The product life cycle theory (Vernon, 1966) can explain the complementary relationship between VIIT 
and FDI in services. FDI from developed countries to less developed or developing counties can be treated as a 
way of technology transferring and enables production of ―old‖ product to be located in less developed country 

with a lower cost (lower wages). ―The more highly developed country exports the latest versions of 
technologically differentiated products to the less developed country, and simultaneously imports older versions 
in the same product category from the less developed country.‖ The magnitude of this kind of trade is 
determined by how quickly new products replace old one in the certain market (Fukasaku and Bonturi, 1992). 

The impact of international trade on FDI also depends on the motivation of FDI. FDI in services can be 
categorized into vertical FDI (which is due to geographical fragments by tasks) and horizontal FDI (performed 
by multinationals which produce the same final products in multiple locations). Vertical FDI (VFDI)4 in 
services dominates when countries have different wage ratios and technology gap in production, and the motives 
for FDI are efficiency-seeking. We expect that FDI is positively related to VIIT on either of the two conditions. 
The First one is that multinational firm combines their superior technology with local low-cost endowment to 
produce services that subsequently exports back to home market. The second one is shown in paper of 
Markusen and Venables (2000), which incorporate aspects of multinational firms into conventional international 
trade model. Parent companies provide headquarter services, such as management, marketing and R&D, and 
export these services to their foreign affiliates. Fukao et al. ( 2003) develop a theoretical model to capture the 
main determinants of VIIT, based on the supposition that VIIT is related to fragmenting production by FDI. 
They show that FDI play a positive role in the rapid increase in VIIT of manufactures.  

Horizontal FDI (HFDI)5 in services dominates when countries are similar in size, relative endowments 
and the motive for FDI is market-searching. In (Brainard, 1997), the correlation between trade and HFDI is 
based on the trade-off between proximity advantages from being located close to consumers and scale economy 
advantages from concentration production in one location. HFDI may substitute the exports that were previously 
produced in home countries. The conclusions can be easily applied to trade in services. 

 
Empirical Literature   
 
Empirical Hypothesis: 
According to theoretical literature above, we can get five hypotheses: 

Hypothesis 1: HIIT in services is more prominent among countries that are similar in terms of factor 
endowments and demand patterns; VIIT in services is more prominent among countries that are different in 
terms of factor endowments, technology and consumer patterns. 
Hypothesis 2: HIIT in services is positively correlated to scale of economy, but VIIT in services is not defined. 
Hypothesis 3: HIIT in services is negatively correlated to FDI in services; VIIT in services is positively related 
to FDI in services. 
Hypothesis 4: HIIT and VIIT in services are both positively correlated with market openness. 

 
Empirical Review 

There are a large number of literatures6 that investigate the determinants of IIT in goods, (Balassa and 
Bauwens, 1987). According to theoretical background, VIIT and HIIT have different expectations with respect 
to parameter values of the determinants of IIT. Greenway, Hine and Milner (1994) firstly disentangle HIIT and 
VIIT in goods and the determinants of each are investigated by a lot of researchers, such as (Ando, 2006, 
Fontagne and Freudenberg, 1997, Greenaway et al. , 1994, Zhang et al. , 2005). 
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Anderson (Andresen, 2003) provides a survey of the determinants of IIT in goods. On one hand, there 
are country specific factors, including economic development, market size, geographic proximity, economic 
integration and trade barriers. On the other hand, there are some industry-specific determinants, which cover 
product differentiation, scale of economy, market structure, product life cycle and the role of multinational 
firms. 

Some literatures focus on China’s bilateral manufactured IIT using Panel data study. (Hu and Ma, 1999) 
test empirically various country-specific and industry-specific determinants of VIIT and HIIT between China 
and her major trading partners. As for cross-country regression, Product differentiation (Hufbauer index), GDP 
per capita and the share of manufactured export in total export have positive effect on HIIT. Market size 
(measured by population) and Difference of GDP per capita are negatively related with HIIT. FDI and the 
human-capital intensity (proxied by the share of education expenditure in GDP) are significant and positive 
related to VIIT. As for cross-industry specification, product differentiation (measured by R&D) and scale of 
economy (measured by minimum efficient scale) have positive effect on IIT. Zhang and et al (2005) examine the 
determinants of Chinese bilateral IIT during the transition period (1992–2001). They find that Chinese bilateral 
IIT, particularly VIIT, increased quickly during this period. VIIT appears to be positively related to differences 
in consumer patterns; HIIT is negatively related to these differences; FDI has played an important role in 
determining IIT, especially VIIT. Other significant IIT drivers are geographical distance, economic size, trade 
openness and trade composition. 

Most empirical studies of IIT have been confined to goods trade. Recently, there are a few studies on 
trade in services. Lee and Lloyd (2002) carry out an empirical analysis of country-specific determinants of 
multilateral IIT for the OECD countries. Grubel-Lloyd index for IIT in nine services sectors was uniformly high 
in OECD countries and pretty stable over time (1987-1996). They find that IIT in services is positively related to 
the countries per capita income and market size, but negatively related to trade barriers and trade imbalances. 
(Li et al. , 2003) is the first study of determinants of IIT in insurance services for United States. They take FDI 
and market openness into account and find both of them are significant contributors to IIT. Other factors include 
per capita income, market concentration, trade imbalance, market size and affiliate trade. 

Pain and Welsum (2004) investigated the outward foreign direct investment and exports of services 
from United States by using several panel data estimators. Outward FDI has a negative effect on export of 
services for given level world demand and relative prices and allowing for heterogeneity among different 
categories of services. Sadhana (2006) analyzes the role of FDI in India’s services export and confirms the 

presence of short-run unidirectional Granger causality from FDI to services exports by using a multivariate VAR 
framework. Francis et al. (2008) find robust evidence of complementary effects of FDI on trade in services, with 
a panel dataset of OECD countries over the decade 1994-2004. 

Cheng (2008) shows that IIT in services between China and the United States is high and finds IIT 
accounts most for the growth of services trade. He uses the panel of China-US bilateral trade data from year 
1997-2005 and finds that differences of demand structure decrease IIT, but the differences of FDI volume, the 
differences of market size, openness and trade intensity increase IIT.Sichei et al.(2007) use a wild bootstrap 
dynamic panel data to empirically identify determinants of South Africa-US IIT in some selected services during 
1994-2002. The empirical results support HIIT and dissimilarities in demand structure reduce the level of IIT. 
Scale of economy and FDI in South Africa increase IIT in services.  
 

Model Specification and Data 
 

Some hypotheses advanced in the preceding section can be tested in two sets of regression models, as 
country-specific model and industry-specific model, by two panel datasets.  
 
Country-Specific Model 
 

Country-specific model attempts to identify factors determining China—OECD countries’ services 

trade during the period of 2000-2006. The specification of model is as follows: 

1 2 3 4 5 6 7ln ln ln lnjt jt jt jt jt jt jt jtst digdppc dite dirde digdp fdi gt fdigt   
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8 9 10 11 12ln ln ln lnjt it jt t j j t jtsva pop open gdpc dist u  

ach OECD countryj e

t = 2000 - 2006
           (4) 

The subscript j denotes the OECD country j, and the subscript t is year from 2000-2006. 

The dependent variable (stjt) denotes the bilateral services trade between China and 17 OCED countries7.  
 
Differences of factor endowments can be measured by three explanatory variables. First is difference of 

GDP per capita (constant 2000 US$) between China and main OECD countries (digdppc), which can be proxy 
for capital endowment difference and income difference. The second variable is difference of tertiary school 
enrollment (dite) which can capture the difference of skilled labor proportion and education level differences. 
The third variable is difference of R&D expenditure of GDP between China and OECD countries (dirde), which 
captures the technological gap between China and OECD countries. Differences of demand pattern can be 
measured by differences of GDP (digdp), because services, especially producer services are important 
intermediate inputs for production8. Differences of GDP also can represent product differentiation. We use 
relative differences proxy, instead of taking the absolute values of inter-country differences. This method is also 
used by Balassa (1987) and its advantage is that the value is from zero to one, which is easy to explain. And 
relative difference can also avoid the magnitudes of the particular country’s characteristic. The measurement is 

shown as: 
       1 [ ln (1 ) ln(1 )]/ ln 2Diff w w w w                                   (5) 

Where w refers to the ratio of a particular country’s characteristic in China to the sum of this characteristic in 

China and partner country j. 
 

FDI (lnfdi) is the OECD countries’ outward FDI to China in all industries, which cover agriculture, 

manufacture and services. 9Cross-industrial relationship may matter because trade and FDI in goods have 
impact on trade and FDI in services. Therefore, we add bilateral goods trade (lngt) into our model to see the 
impact of trade in goods on trade in services. The cross section variable (lnfdigt )of lngt and lnfdi can show the 
net effect of FDI on services trade. 

Services value added (constant 2000 US$, lnsva) can be proxy for scale of economy in service industry. 
Population (lnpop), distance (lndist) and China’s GDP (lngdpc) appear in the model. The data of Distance is 
taken from Mayer and Zignago (2006) CEPII distances measures. We choose weighed distances (distwces) 
which calculate distance between two countries based on bilateral distances between biggest cities of those two 
countries, those inter-city distances being weighted by the share of the city in overall country’s population.

10 
The variable of open is the index of trade openness in services, which we use import of services 

divided by the total trade in services. ju
denotes some unobserved time-invariant country-specific variables, 

such as common border, common language, some culture and customs effects and so on. t is some unobserved 
country-invariant time-specific variables. jt  is an idiosyncratic disturbance term which varies across country 
and time. 

Bilateral trade and FDI data of China and OECD countries come from OECD source. All other micro 
indicators are got from WDI World Bank. The data of Distance come from CEPII distance database. Table 2 
shows the description of data. 
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TABLE 2: DISCRIPTIVE STATISTICS OF COUNTRY-SPECIFIC MODEL  

 

      lndist         112    8.834435    .6365401   6.907007   9.314682
     lngdppc         112    9.846029    .5592057   8.454319   10.59223
                                                                      
       lnpop         112     17.1599    1.171412   15.31759   19.51728
        open         112    .4838815    .1757357          0   .9914956
       lnsva         112    26.59213    1.497109   23.96564   29.71228
       lngdp         112    27.08498    1.434582   24.59329   30.05712
       lnfdi         103    19.71382    2.408345   13.81551   23.82462
                                                                      
       digdp         112    .2997094    .2682657   8.85e-06   .8142748
       dirde         112     .219024    .0584272   .1515472   .3734642
        dite         105    .2960459    .1075955   .1161329   .5448664
     digdppc         112    .6526278    .1452016   .2610114   .8305383
        lnst         112    20.65702    2.091741    13.7338   25.19174
                                                                      
    Variable         Obs        Mean    Std. Dev.       Min        Max

 
 

Industry-Specific Model 

We also construct the model to investigate the industry-specific factor impact on China’s trade in services. The 
pace and magnitude of China’s liberalization reform in services are different in different sectors. And service 

industry includes a lot of heterogonous sectors which each sector has their own characteristics. Therefore, there 
is a need to investigate the determinants of trade in services in industry (sector) level. The specification of the 
model is as follows:  

' 1 ' 2 ' 3 ' 4 ' 5 ' ' 'ln ln lnit it it i (t -1) it t i t itst =   a + openness + RCA + sfdi + sgdp dummyt +v +                                          each service sectori =

t' = 1998 - 2005
                       (6) 

 
The subscrpt i denotes five service sector (i= tourism, construction services, telecommunication and 

transport (computer and information is also included), finance and insurance services and other services. 
Because SITC (Statistics of International Trade Classification) and SIC(Statistics of Industry Classification) are 
not compatible in services, we only choose these five sectors for data availablity. 't denote year from 
1998-2005. 

The dependent variable stit’  is China’s trade in service sector i with the rest of the world. The 
explanatory variable Openness index is measured by trade divided by GDP in each sector. RCA is the index of 
relative comparative advantage in each sector, which is caculated by China’s trade devided by world services 

trade in each sector. RCA11 can explain why inter-industry trade in services exists. If RCAi>1 then there is 
comparative adavantage in sector i; 0<RCAi<1, there is no camparative advantage in sector i.sgdp is the variable 
to measure service value added in each service sector in China. It can be explained by home market effect in 
China. sfdi is inward FDI in each service sector12. dummyt is the dummy of year which captures the time effect 
on trade in services. vi is unobserved service industry-specific effect and it can consider time-invariant industry 
(sector) characteristics which pertain to individual sectors in sevices, including market structure, industrial 
concerntration, and cultural or historic varialbles. t denotes unobserved sector-invariant year-specific 
variables. 'it  is an idiosyncratic disturbance term which varies across country and time.  

Data of China’s world export and import in each services sector are derived from UNCTAD. The other 

data are obtained from China statistic year book (various year of 1998-2007). See table 3. 
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TABLE 3: DISCRIPTIVE STATISTICS OF INDUSTRY-SPECIFIC MODEL 

 

      lnsgdp          40    9.224444    .5909555   8.154713   10.87811
      lnsfdi          38    4.789001      1.4263   1.260448   7.012948
         rca          40    .8084642    .5088846   .0787181   1.802819
        open          40    .1336188    .0874822   .0333435   .3680452
      lnsexp          40    6.005331    1.634285   2.923162   8.538074
                                                                      
    Variable         Obs        Mean    Std. Dev.       Min        Max

 

For these two panel data, we use fixed effect model and random effect model to run regression by Stata 10. 
Hausman test is used to choose the model.13 

 

Empirical Results Analysis 
 
Country-Specific Model Results 
 
The results of country-specific model show that Variables of difference of endowments and technology are 
positively and significantly correlated with trade in services. Difference in skill labor proportion, difference in 
income and gap of technology can explain well for it. However, difference in GDP ,which is the proxy for 
demand-pattern similarity and service differenction, is negative but not significant. Scale economy variable of 
services value added is positive but not significant. According to theorectical expectation, Hypothesis 1 and 2, 
we can see China-OECD bilateral trade in services can be explained well by VIIT theory, but not HIIT theory. 
Therefore, the evidences imply that VIIT dominate China-US services trade. 

OECD countries’ outward FDI to China and bilateral good trade between OECD country and China 
both have positive and significant parameter. But the cross section term has a negative and significant coefficent. 
It suggusts that outward FDI may substitude manufactured trade, especially export of goods. The 
complementary relationship between trade in services and OECD’s outward FDI to China also reinforces that 
VIIT dominates in China’s trade in services, based on previous hypothesis 3. 

Market openness, as we expect in hypothesis 4, drives China’s service trade. But the coefficent of 
distance between China and each OECD countries is negative but not significent. The reults is different from IIT 
in manufactured, Greenway and et al (2004), Fontagne and et al (1997), Thorpe and Zhang (2005), Ando (2006). 
We can suggest that the role of geographic proximity played for trade in services is not as much more important 
as that for trade in goods. Cultural and historical variable, such as common languages and colonial relationship, 
which has been included in country-specific effect accounts much for trade in services. 

The variable of population (lnpop) is negatively and significantly related with trade in services. This 
results is contradictory to that of study of Loertscher and Wolter (1980) and Hine (1991) if we consider 
popultation as a proxy for economic size. But in our points of view, it is grudging to take population as market 
size variable to explain trade in services. With the globalization and trade liberalzaiton, world economy has been 
integrated not only on trade level but also on the level of interaltional relocation of production. Services has the 
characteristic of intermediate input to facilitate producton and trade. So market size for services are based on the 
whole world system, but not only on the population of each country. The result is cosistent with those of Hu and 
Ma (1999) and MacCharles (1987). Their explanation is based on population is a proper proxy for size. They 
suggest at least that the economy at given level of GDP per capita, the more variety of types that the country can 
produce and the less demand for international trade. Howerver, the size variable of China’s GDP significantly 
relates with trade in services. It can be explained from supply aspect that China’s economic development will 
promote developmemt in services trade. See table 4. 
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TABLE 4: COUNTRY-SPECIFIC MODEL RESULTS 
 

Explanatory 
variables 

Fixed Effect 
model 

Random Effect 
model 

digdppc 34.41897 
(0.026) 

4.608661** 
(0.002) 

dite 2.27013 
(0.103) 

5.017388** 
(0.000) 

dirde 10.75785 
(0.029) 

4.264901** 
(0.036) 

digdp -6.482409 
(0.018) 

-0.8645185 
(0.317) 

lnsva 5.701856 
(0.039) 

0.3589019 
(0.229) 

lnfdi 0.9270716 
(0.063) 

0.8705687* 
(0.048) 

lngt 1.40095 
(0.014) 

1.089248** 
(0.009) 

lnfdigt -0.0419021 
(0.055) 

-0.0414381** 
(0.031) 

open 0.6916156 
(0.170) 

1.269138** 
(0.003) 

lnpop -8.988526 
(0.053) 

-.6211955** 
(0.006) 

lngdpc 8.936203 
(0.001) 

6.016759** 
(0.000) 

lndist (dropped) 
 

-.1780005 
(0.546) 

coefficient -158.8289 
(0.104) 

-91.68707** 
(0.000) 

R-sq 0.7612 0.9578 
Hausman test         chi2(4) = 14.09         Prob>chi2 = 

0.1690 
Notes: According to Hausman test (Prob>chi2 = 0.1690>0.05), we choose random effect model. In the parentheses is p-value. *,** : 

denoted significent at 10% and 5% level, respectively 

 
Industry-Specific Model Results 
 
We choose fixed effect model according to Hausman test results. Time-invariant industry (sector) specific 
variables, including market structure and industrial concerntration may have effect on some explanatory 
variables. China’s inward FDI in services and services liberalization, especially domestic reform of services 
industry may have impact on market structure and industry concentration of services. Therefore, endogenous 
problem exists. Fixed effect model can help handle it and get consistent parameters. 

Services liberalization and reform in China boost services export, as the coefficient of openness is 
positive and significant. In the fixed effect model with time dummy of 2002 and 2005, we can find that the 
coefficient of dummy 2002 is not significant, but that of dummy2005 is positive and significant. This implies 
that China’s services liberalizing reform takes effect on 2005, with the end of transition period. 

The index of relative comparative advantage in each sector can explain inter-industry trade among 
services sectors. The services sector with relative comparative advantage will export more, vice versa. Our test 
shows that the coefficient of RCA is not significant. China’s revealed comparative advantage in services is 
behind the world average level (Cheng 2003, Sheng 2005). According to table 3, the mean of RCA is (0.8085) 
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less than 1. It means that China has no comparative advantage in services sectors as total. China only has stable 
but decreasing comparative advantage in travel services during 1997-2006, while China has no comparative 
advantage in most services sectors, especially the high-value-added, capital-intensive services or 
technology-intensive service sector such as finance, insurance and information services (Tang 2003, Wang 2005). 
Moreover, even the openness of services market, in particular, the WTO commitments is not based on the 
comparative advantage of services according to Cheng (2003). Combined with the high magnitude of IIT index 
and the structure of trade in services of China, the result implies that most trade in services of China is 
intra-industry trade, rather than inter-industry trade.  

Services GDP, as a variable to represent service industry development and home market effect, 
significantly and positively correlated with export in services. That means the large and growing services market 
can support the service industry and competitive advantages to develop, and large home market can help China 
decrease the cost and increase productivity, so as to form home market effect and increase services export.  

As for FDI in services, we lag one year time. If we use the contemporary data, the coefficient is not 
significant any more. So FDI in services has positive and significant effect on export in services with some 
delay time, here is one year lag. The complement between FDI and trade in services in industry-specific model 
reinforces the effect of services offshoring on VIIT in services. See results in table 5. 

 
TABLE 5: INDUSTRY-SPECIFIC MODEL RESULTS 

 

 
 

Fixed effect model 
 

Random effect model Fixed effect model 
with 

time dummy  

openness 7.512577** 
(0.003) 

7.973515 
(0.000) 

4.390846** 
(0.034 ) 

RCA 0.2643443 
(0.660) 

0.5481933 
(0.013) 

0.5834162 
(0.239) 

Lnsfdi 
(t-1) 

0.6517482** 
(0.005) 

0.2881222 
(0.000) 

0.3823577** 
(0.058) 

lnsgdp 0. 1586052** 
(0.000) 

0.9737183 
(0.000) 

0.9887776** 
(0.000) 

cons -12.92627** 
(0.000) 

-5.821456 
(0.000) 

-6.091712** 
(0.032) 

dummy2002   0.0926307 
(0.606) 

dummy2005   1.020395** 
(0.000) 

R-sq (overall) 0.8665 0.9189 0.9285 

Hausman test     chi2(4) = 12.65           Prob>chi2 = 
0.0131 

 

Notes: According to Hausman test (Prob>chi2 = 0.0131<0.05), we choose fixed effect model. In the parentheses is p-value. *,** : denoted 

significent at 10% and 5% level, respectively 
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Conclusions and Further Study 
 
The empirical results show that China’s trade in services is positively correlated with differences in factor 
endowment, differences in skilled labor proportions, gap of technology, market openness, goods trade and FDI, 
but negatively related to population according to country-specific model. Service trade in China is positively 
related with market openness of service sector, FDI and service value added, but RCA can not explain China’s 
export in services according to industry-specific model. The results give us a chance to analyze the structure of 
China’s services trade. Firstly, the empirical results are consistent with VIIT theory and imply VIIT dominates in 
China’s trade in services. Secondly, the relationship between FDI and services trade is complementary in both 
two models. The results reinforce the domination of VIIT and imply that China has been involved into service 
fragmentation. Thirdly, services liberalization has prominent effect on trade in services, especially China’s 
export in services. Therefore, How to take advantage of opportunity of the new world industrial adjustment 
towards services is a new challenge for China. China should continue carrying on the liberalization reform in the 
context of GATS, regional agreements and domestic reform, while China should take measures to develop 
services industry to build up competitive advantage in some knowledge and technology intensive services sector 
and realize scale of economy to promote HIIT. 

Further study should be developed in the following. Firstly, we need new data, which can be a proxy 
for unit value in services sector, such as profit ratio. Then we can distinguish HIIT with VIIT and test our results. 
Secondly, the proxy for market openness in our model is based on calculation of trade data in services. It is 
better to use some direct trade liberalization (barriers) measurement, such as Hoekman frequency index or 
price-related index. Thirdly, we use fixed effect model and random effect model to analyze the panel data. Some 
new econometrics method, such as Boostrap dynamic panel data (Sichei 2007) or panel VAR Model should be 
used to test the model’s robustness. FDI and trade in services may have two-way effect, so we need new 
econometrics method, like simultaneous equations to deal with the endogenous problems. Lastly, It is also an 
interesting attempt to combine country-specific and industry-specific variable in one model. 
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Endnotes 
                                                        
1 Favorite variety approach means different consumers have different preferences for alternative varieties of a 
given commodity and each consumer prefers one variety to all others.  
2 ―The fundamental of trade in services are really no different from trade in goods, and only the difficulties of 
measuring and monitoring trade in services make it distinctive‖ Deardorff (1985). We can apply the principle of 
trade in goods to trade in services. 
3 See more details in Mitsyyo Ando (2006) ,―Fragmentation and vertical intra-insutry trade in East Asia ‖.  
4 VFDI is based on traditional comparative advantage model’s framework (Zhang et al. 2008, Baldwin 2007, 
GRH 2006a,b, Grossman and Helpman 1983) 
5 HFDI assumes scale economy, imperfect competition or product differentiation (Markusen 2005, 1996, 
Brainard 1997, Melitz2003, Helpman, Melitz and Yeale 2004, Antras 2004). 
6 See Balassa (1986), Helpman(1987), Bergstrand (1990), Hummels and Levinsohn(1995), Caves(1981), 
Toh(1982), Greenaway and Milner(1982), Hughes(1993), Loertscher and Wolter(1980), Balassa and Bauwens 
(1987,1988) and et al 
7 We select seventeen OECD countries: Australia, Austria, Canada, Czech Republic, Denmark, France, Germany, 
Hungary, Italy, Japan, Korea Rep, Netherlands ,Norway, Portugal, Spain, United Kingdom and United States 
8 When determinants of manufactured IIT is investigated, differences of GDP per capita is always be used to 
measure demand pattern, such as Balassa (1987),  
9 We have not got the continuous data of bilateral outward FDI in services between China and seventeen OECD 
countries.  
10 See more details in Mayer and Zignago(2006) and the website of CEPII. 
11 See Balassa (1965) 
12 FDI in travel use the data of FDI in Wholesale and Retail Trades and Hotels and Catering Services  
13 See Green (2003) ―Econometric Analysis‖ 5th ed. 
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Abstract 
 

Based on the concept of Scientific Outlook on Development, for which there is an increasing interest in China as the 
guiding principles for development of the Chinese society, this paper presents an assessment framework for 
comprehensive sustainable development of different levels of society system such as provincial, municipality and 
county levels. The paper also explains the modus of formulating the framework using the cross-matrix method and 
the principles of making use of the already existing and available data and new measurement systems. The examples 
of simulated assessment are presented, according to the data collected in ten major provinces of China. Finally the 
paper discusses the characteristics of the assessment system, suitable scope of its application and suggestions for 
further users. 

 
Key words: Scientific Outlook on Development, Assessment, Regional Society System, Sustainable 

Development 
 
Definition and Introduction  
 
Definition 

 
In this paper, the whole nation, provinces, regions (sub-provinces), and counties are all regarded as social and 
economic entities (SEE), which are all being controlled by the government body in order to make policies for 
guiding social and economic activities.  

It is a widely accepted social sciences concept that government administrative measures will influence 
the social forces, such as company behaviors, social organization’s efforts and individual efforts, and these 
forces can finally bring social development results, better or worse, depending on the measures and policies. 
Particularly in China, government policies and measures have had great influences on economic and social 
development, the evidence of which could be the facts of the social and economic development in the past thirty 
years in China. Before the 1978, China adopted closed doors policy and central planning economic policy with 
less development, and after that China adopted its reform policy and achieved great progresses in social and 
economic development. Therefore, this paper puts forward the following logic pattern to explain the importance 
of our research.  

The government guiding policy – administrative measures – positive social and economic results – 
comprehensive evaluation system – rewarding the officials – next circle. 
 
Introduction 

 
The Scientific Outlook on Development (SOD) as a main guiding policy concept for governing the whole 
national development has been very popular in China, since the China’s President Hu Jintao, who is also the 
general secretary of the CPC Central Committee, became the president in 2003. The concept is composed of 
three guidelines (sustainable development, coordinated development and all-round development) with the core 
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being people-oriented development, which is which is shown on Figure 1. This guiding concept has profoundly 
influenced national and regional government policies, thus directing the paths of development of China in 
present and in the years to come. 

 

Coordinated 
development

All-round 
development

Sustainable 
development

People-oriented 
development

 

FIG.1: STRUCTURE OF THE SCIENTIFIC OUTLOOK ON DEVELOPMENT 

 
These guidelines represent an important guiding principle for the social and economic development of 

China. It is a major strategic idea that we must adhere to when building socialism with particular Chinese 
characteristics (Hu, 2007). Firmly establishing and comprehensively implementing the Scientific Outlook on 
Development is the major objective of the realization of the "China 11th Five-Year Plan" and it is the key of 
building solid foundations for a prosperous society (Recommendations about the "China 11th Five-Year Plan", 
2005). 

China currently uses GDP as a parameter for evaluating its economic development progress. However, 
solely GDP is inappropriate for giving an overview on environmental pollution and ecological costs of the 
economy's underlying growth, as well as social and human development situation. To a large extent, it cannot 
reflect the quality and structure of economic growth accurately, it cannot reflect the actual level of benefits 
enjoyed from the community, and it cannot accurately measure the social distribution and social justice (Yu, 
2005). As a result, it is necessary to build a comprehensive evaluation system for economic bodies based on the 
SOD. 

In order to put forward SEB’s development, it is necessary to upgrade the research and practice fields, 
that is to say, there is an urgent need to develop a comprehensive evaluation system which properly reflects the 
core idea of the SOD. But nowadays, in the research field in China, there is no research purely related with the 
topic of comprehensive evaluation system to measure the result of the efforts to carry out the policies in line 
with the Scientific Outlook of Development, except some reports related to the comprehensive evaluation 
system research supported by some national social science institutes, which are only related to urban 
development. In the real practice field, there is also a lack of such kind of comprehensive evaluation on the 
national level in China, and on the provincial level, Guangdong provincial government has developed an 
innovative evaluation system to make annual assessment for city, regional and provincial administration bureaus 
in 2008 (Guangdong Provincial Government Evaluation System, 2008), which is only in the beginning stage. 
Therefore, this paper aims to make a contribution with some novel ideas in this area.  

In addition, regarding the process of globalization and 1.3 billion of population in China, this paper 
could serve as a reference material for international researchers to better understand China, and to know the real 
situation concerning China’s development policy. 
 
Literature Review 
 
Evaluation system whose core is GDP proves to have limitations more and more. The main limitations are that it 
cannot reflect social development and the degree of coordination of resources, environment, population and 
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society. GDP was regarded as one of the evaluation indexes for the most time in the past, and can no longer be 
the sole index.   

A number of institutions and scholars introduced a new evaluation system for social and economic 
development, although specific targets and evaluation methods are different, and emphases are also different, the 
system makes evaluations from several angles such as economic, social, ecological and all-round development, 
coordinated development and sustainable development.  

These systems include the Measure of Domestic Progress (MDP), an integrated economic, social and 
environmental resource accounting system (green GDP), GNH (Gross National Happiness), and others (Tang, 
2006). A number of countries and agencies have used new methods to evaluate the regional development, for 
example, the British Government released the country's sustainable development strategy in 1994 and built a 
comprehensive index system in order to make clear objectives and reach sustainable development. United 
Nations Development Program publishes "Human Development Report" every year since 1990 (UNDP 2002, 
2008), and explains the latest global development issues and recommends solutions. IMD Business School from 
Lausanne, Switzerland, evaluates their nation’s competitiveness every year, and publishes the Yearbook and 

Global Competitiveness Report of World Economic Forum and others (Augusto and Porter and Schwab, 2005). 
In China, there are also some research reports about the evaluation of social and economic 

development, such as the City Competitiveness Assessment System by Chinese Academy of Social Science with 
three universities from the two sides of Taiwan Strait, which has compared more than 200 cities in seven 
dimensions, such as economic development, scale, efficiency, benefit, structure, quality and employment (Ni, 
2006). The development evaluation system of middle and small size cities was also developed by the City 
Development and Environmental Research Centre of Chinese Academy of Social Science, which focused on 
three aspects such as resource saving and environmental protection, potential investment attractiveness, and 
comprehensive development ability (Ni, 2007/2008). China Environmental Protection Bureau and Statistics 
Bureau jointly published China Green GDP Report in 2006, which subtracts the environment costs such as air, 
water and land pollutions, resource depletion and so on. This was the first time to publish such kind of report in 
China and faced a lot of resistances because the system was too complicated that local government authorities 
felt great difficulty to offer the data to match the system needs. Therefore, there are no such green GDP reports 
in the last few years in China (Zhang, 2004).  
 
Methodology 

 
The method of formulating evaluation system used in this paper is intuitionally straight. Let us examine the 
following development process. For the construction of the comprehensive evaluation systems for the SEEs 
which implemented the SOD, it is based on the following basic points in our opinion:  

First, the system evaluates an SEB’s development in four areas: economic development, resources 
saving and the environment protection, comprehensive development, and social progress.  

Second, the system does not only evaluate the extent of comprehensive development of SEEs, but also 
evaluates the level of coordination and sustainable development for the SEBs. For instance, evaluation of the 
degree of economic development at city level should also be carried out for the countryside, not only evaluation 
of total GDP growth, but also of social progress and human being development and so on.  

Third, indicators of the evaluation of the entire system should include adjustments according to the 
time, that is to say, to be based on the situation of the actual SEEs’ development.  

Consequently, we will hereby introduce the initial concept for a comprehensive evaluation system 
according to the SOD, and will explain it through the following two diagrams, Figure 2 and Figure 3.  
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FIG.2: RESULT ORIENTED THINKING TO FORMULATING THE EVALUATION SYSTEM 
 

From the left box, a logic flowchart is explained in the sequence of the government cognition, decision 
making, and action, which could have numerous possibilities, for example, government leader realize the harm 
caused by pollution, and develops the policy to control the pollution, which makes enterprises carry out the 
measures to treat the pollution, which finally has good result and proves beneficial to the SEB. Of course, this 
kind of cognition, policy and measures are all in line with the principle of SOD, therefore, we design the 
evaluation system. There are four dimensions listed in the right box, which are exactly the main content of SOD, 
and are there to give clear guiding direction for formulating the system. In fact, the left box could be regarded as 
a black box, and all conduct processes need to be neglected. The focus should only be result oriented with four 
dimensions indicated in the right box. 

Figure 3 clearly illustrates the main content of SOD, which are in two boxes, the lower part of the 
diagram and upper right corner box. The lower part box includes one sustainable development dimension and 
five coordinates of SOD, such as "coordinated urban and rural development, coordinated regional development, 
coordinated economic and social development, harmonious development between the man and nature, 
coordination of domestic development and opening to the outside world", which all serve as the main 
considerations for formulating the evaluation system. The upper right corner box represents the total 
development dimensions, which is also the key contents of SOD. 

The two boxes mentioned in the above given Figure 2 can be regarded as two matrices, one matrix is 
A1,6 (1 row, 6 columns), other matrix is B4,1 (4 rows, 1 column), which can intuitionally multiply to formulate 
a third intersection as an evaluation matrix Z6,4(6 rows and 4 columns). Thus this kind of evaluation system 
development process seems to be quite easy and with sound and systematic sense, and the avoidance of main 
evaluation item missing can be ensured. The total evaluation considerations could be limited to 24 items, which 
will be explained in following section. 
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FIG. 3: THE METHOD OF FORMULATING THE EVALUATION INTERSECTION (MATRIX) 

 

 
The comprehensive evaluation system for SEEs to implement SOD 

 
Followed by the method developed above in section 3, a new comprehensive evaluation system in a matrix form 
has been formulated, as shown on Table 1. For example, on the Table 1, the first evaluation item is the 
intersection of number one (coordinated degree of urban and rural development) in the lower box with the 
number one (economic development) in the upper right box, the remaining processes of which are similar as to 
the mathematical operation, so do not need to explain every one in detail.  

We hereby preliminarily suggest 23 indexes to be used. These indexes may present a comprehensive 
evaluation for China’s level of development. For example, indexes to narrow the gap between urban and rural 
economic development reflect the coordination degree in the process of SEE’s development between urban and 
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rural areas. Regarding data the system needs to collect for the evaluation, people can have their own options. 
They can use some of the current evaluation indexes, such as the Gini Coefficient which can also be used for a 
wide range of existing assessment of mathematics through the weighted index, such as evaluating the GDP 
growth between urban and rural poor, and indicator to narrow the gap between per capita GDP and so on. 

Needless to say, according to the above method, numerous items can be evaluated in order to evaluate 
SEBs. This paper only points the direction towards formulating the system, and there should be plenty of further 
efforts in the future. Therefore, the above given table can just serve as a base for the future improvement and 
development.  

TABLE 1: THE COMPREHENSIVE EVALUATION SYSTEM FOR SEBS TO IMPLEMENT SOD 

Total development 
 Economic 

development 
Resource and 
environment 

Total 
development 

Social 
progress 

Coordinated 
degree 

evaluation 
(the five 

coordinates) 

Coordinated 
degree of 
urban and 

rural 
development 

Indexes to 
narrow the gap 
between urban 

and rural 
economic 

development 

Indexes to 
narrow the gap 
between urban 
and rural areas 

Indexes to narrow 
the total 

development gap 
between urban 
areas and rural 

areas 

Indexes to 
narrow the 
differences 

between urban 
and rural social 

progress 

Coordinated 
degree of  
regional 

development 

Indexes to 
narrow the gap 

between 
regional 

economic 
developments 

Indexes to 
narrow 
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regional 

resources and 
environment 

Indexes to narrow 
differences in the 

all-around 
development of 
regional human 

development 

Indexes to 
narrow 

interregional 
differences in 

social progress 

Coordinated 
degree of 

economic and 
social 

development 

Indexes of 
coordination of 
economic and 
social progress 

Indexes of 
environmental 
coordination of 

economic 
development and 
the efficiency of 

resource use 

Indexes of 
coordination of the 

all-round 
development and 

economic 
development 

Indexes of 
coordination of 

the all-round 
development and 
social progress 

Coordinated 
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harmonious 
development 

between 
human 

and nature 

Indexes of 
economic 

development 
and coordination 

of the natural 
environment 

The two 
matching 

aspects in this 
field are the 
same, so we 

cannot make the 
intersection. 

Indexes of the 
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the natural 

environment 
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and the natural 
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Explanation of the calculation process to obtain the measurement index 
 
Explanation 

 
In order to show the application of such evaluation system, an example related to item Z11 is explained below. 
First of all, we assign the name to this item as the index of urban and rural area economic development gap. The 
purpose of setting such an index is very clear, knowing that nowadays in China, economic development in the 
countryside areas lags far behind the cities’ level, whereas the SOD has the clear content to reduce the gap 
between cities’ and countryside areas’ economic development, so we formulate the index in the following way, 
as shown through the formula (1).   

 
Z11i+1=(yi+1/xi+1)-(yi/xi)                            (1) 
In the above given formula,  
 

Z11i+1   means the process actor to determine measurement index, 
Xi       means the urban economic development increase rate in the last year, 
Yi       means the rural area economic development increase rate in the last year, 
Xi+1     means the urban economic development increase rate in the current year, and  
Yi+1     means the rural area economic development increase rate in the current year. 

 
Further development to formulate the measurement index follows:  

 
According to the random situation of urban and rural area economic development, Z11i+1 could be 

positive or negative. We design a converting scale to get the index from the process factor Z11i+1. First of all, 
all process factors (there are 23 factors in our system) are divided into two categories: positive category and 
negative category.  

For the positive category, we nominate the largest one corresponding to 100 index points and the 
smallest one corresponding to 60 index points. The middle one, we put forward following formula (2) to get 
their index points. 

 
Index points = 60 + (process factor – the smallest process factor) * (100–60) / (the largest process factor – the 
smallest process factor)                                                                     (2) 

 
For the negative category, we also use the similar nomination method, but this time, we first take 

absolute value transformation, and then choose the largest one corresponding to 0 index points and the smallest 
one corresponding to 60 index points. The middle one, we put forward following formula (3) to get their index 
points.  
Index points =60 - (process factor – the smallest process factor) * (60–0) / (the largest process factor – the 
smallest process factor)                                                                     (3) 

 
By using the similar process above with any Zij, we now can get the whole measurement index from all 

the process factors in the matrix Z. By using absolute value transformation and our two formulas above, we 
finally get the indexes with the same kind of dimension, therefore, the comparison operation can be processed 
according to the evaluation intention. For example, we can add all indexes into a figure to measure the SEE’s 
comprehensive results in implementing SOD. It is apparent that in such evaluation measurement index system, 
the bigger the index accumulation, the better the SEEs to implementing the SOD! 

 
Sample Calculation 
 
For better explaining the method to get the indexes, here an example is offered for calculating the index Z11 
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which is the index to narrow the gap between urban and rural economic development. Also for easy to get the 
data to make just a sample calculation, we use the substitution data from the China Statistical Yearbook 2006 
and 2007, which are increase rates of first industry and second industry in ten provinces in China, instead of 
rural development increase rate and city area economic development increase rate in the Table 1. All these data 
are listed in Table 2, in which xi indicates the First Industry increase rate in 2006, and xi+1 indicates that rate of 
2007, while yi means the Second Industry increase rate in 2006, yi+1 means that rate of 2007. Therefore, we can 
use formula (1) to calculate Z11i+1 for the ten provinces, and the results are presented in Table 2. Further more, 
based on the Z11 

i+1 from Table 2, we get the result that seven provinces belong to the negative category, while 
three provinces belong to the positive category.  

 
TABLE 2:  THE INDEX OF URBAN AND RURAL AREA ECONOMIC DEVELOPMENT GAP: Z11 

(Data taken from the China Statistical Yearbook 2006 and 2007) 
 

Provinces 
Zhe 

Jiang 
Shang 

Hai 
Jiang 

Su 
Liao 
Ning 

He 
Nan 

Guang 
Dong 

Si 
Chuan 

Bei 
Jing 

Shan 
Dong 

He 
Bei 

xi 3.2% 0.8% 5.0% 7.3% 7.3% 3.8% 3.0% 0.6% 5.2% 5.0% 

yi 14.3% 12.3% 16.0% 16.6% 17.7% 16.9% 20.0% 12.6% 16.8% 15.0% 

xi+1 2.8% 2.0% 4.0% 5.5% 3.8% 3.3% 4.4% 2.1% 4.0% 4.0% 

yi+1 15.4% 11.5% 15.9% 19.6% 18.1% 16.9% 19.1% 12.6% 15.8% 14.2% 

Z11i+1 -0.042 0.109 -0.061 -0.159 -0.202 -0.030 0.080 0.119 -0.056 -0.052 

 
Secondly, we use formula (2) to calculate index points of provinces of negative category. The results 

are shown on Table 3.  
 

TABLE 3: INDEX POINTS OF THE PROVINCES OF THE NEGATIVE CATEGORY 
 

Negative 
Category 

Zhejiang Jiangsu Liaoning Henan Guangdong Shandong Hebei 

 -0.042 -0.061 -0.159 -0.202 -0.030 -0.056 -0.052 

 0.042 0.061 0.159 0.202 0.030 0.056 0.052 

Index Points 55.71 49.12 15.04 0.00 60.00- 50.71 52.35 

 
Thirdly, we use formula (3) to calculate index points of provinces belonging to the positive category. 

Thus we obtain the information presented on Table 4. 
 

TABLE 4: INDEX PIONTS OF PROVINCE OF POSITIVE CATEGORY 
 

Positive Category Shanghai Sichuan Beijing 

 0.109  0.080  0.119  

Index Points 89.48  60.00+  100.00  

 
Finally, from the index points of the ten provinces, we can make the sequence:  

Beijing>Shanghai>Sichuan>Guangdong>Zhejiang>Hebei>Shandong>Jiangsu>Liaoning>Henan 
So our measurement indexes can be used to all SEEs. The calculation process is like the above sample 

calculation. In the same way, we can get all SEBs sequences.  
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Discussion 
 
The characteristics of the system 
 
First of all, the characteristics of the system are as following:  
 
(1) The indexes are all in line with the concept of SOD, and actually this concept is quite matching the 

international commonly accepted standards, the key concepts of placing the people first and aiming at 
comprehensive, coordinated and sustainable development.  

(2) The system is quite systematically designed, so the possibility of missing important evaluation factors is 
greatly reduced, meanwhile the redundancy possibility is also reduced in the design stage with the help of 
matrix operation manner.  

(3) The process factors are mainly dependent on the available data, so the working of data processing is 
comparatively easy.  

(4) The evaluation logical thinking is quite intuitional, so the final results are apparently related to policy 
influences and efforts, that is clearly linked to key contents of SOD, therefore such evaluation could serve 
as an incentive to encourage policy makers to guide in the right direction. 

(5) All process factors and final indexes in the system are based on the quantitative data, so the results of 
evaluation are quite reliable. 

(6) The evaluation process factors are suitable for adjustable changes, which depend on the people’s 
recognition of the SOD. Also concerning the application of such a system, every government administrative 
department can use their preference to make the choice of factors, and the quantity of the factors also 
depends on evaluation body’s option, there we can say that this paper is only suggesting a reliable method 
for them. 

 
The weighting 
 
Concerning the weighting for the index, the authors of this paper have not done such a research, so it can be 
further continued according to researchers’ aspirations, and depending on the government’s intentions. We 
suggest here that at the beginning, especially in the testing time, the equal weighting system could be used first, 
emphases should be put to realize this system’s basic structure and its value of intuition linked to SOD. 
Gradually, evaluation body could nominate and adjust the weighting and get better evaluation results further on.  
 
Summary and Outlook  
 
Summary  
 
Firstly this paper formulates a system for evaluating the results of Social and Economic Bodies (SEEs) to 
implement the Scientific Outlook on Development (SOD), and the processes of this formulation can be seen 
within two diagrams (presented on Figure 1 and Figure 2). Secondly, by using the logic thinking pattern with the 
matrix method, the intersection of evaluating process factors is designed. Thirdly, a systematic transformation 
scale method is used to formulate the evaluation indexes, which have the same dimensions so they can be put 
together to have a comparative sense. The options to indexes are quite dependent on the government leaders’ 
cognitions of the SOD, and further refining these indexes, the innovative and practiced indexes can be 
developed greatly, thus this could be very important to China’s future development.  

 
Outlook 
The evaluation system not only meets the requirements of the construction of a socialist and harmonious society 
in China, but also proposes an important reference for direction which governs the nation, the provinces, the 
areas and the counties by the leadership of the country at all levels. Meanwhile, the system can also provide a 
very good basis for central government's judgment and test at all levels of the nation. Certainly, the development 
of a synthetic evaluation system of the Scientific Outlook on Development will experience the process from a 
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few indicators to composite indicators, further to composite indicators with a system framework construction; 
the establishment of indexes has to experience an initial stage, expansion, and consummation. 

Now the Guangdong Province government authorities have developed their own system to evaluate the 
performances of cities, regions and administrative departments (at the provincial level), which matched the 
concepts of the SOD. This evaluation system could also be a valuable reference material for them. At present, 
China is launching a large scale study and practice movement in the whole nation, therefore, this research could 
also have a reference value for the movement.  

As the international research related to the sustainable development and green GDP and National 
Happiness Index are also as hot topics, the authors hope this paper can bring some insights that can prove to be 
beneficial for the following research.  
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Abstract 
 

This paper takes a close look at China’s strategy of “Technology Transfer in Exchange for Domestic Markets” 

(TTEDM), targeting on foreign direct investment (FDI). It analyses how TTEDM accommodates trade reform, 
identifies its mechanism and policy instruments, and assesses its effects, taking automobile, electronic and 
telecommunication sectors as examples. The impacts of WTO accession and the elimination of some trade-related 
investment measures are explored. The paper concludes that China’s technology transfer policy has been effective in 
attracting FDI, building local technological capabilities to enhance absorptive capacity and technology diffusion, 
though more efforts should be directed to foster market competition, and strengthening R&D collaboration between 
“Transnational Corporations” (TNCs), and local institutes and stimulating indigenous technology development. The 
lessons other developing countries may learn from China’s experience is also discussed.  

 
1. Introduction 

 
It has been observed that as a consequence of the importance of innovation for development, nearly all the 
governments in the world have adopted some types of technology policy; i.e. a policy targeted to foster 
innovation, diffuse innovation within a country, or increase technology transfers from abroad (WTO, 2002a). It 
has also been generally agreed that transfer of technology is often most successful when accomplished by means 
of foreign direct investment. And active and dynamic national policies are among the most important elements 
for making the interaction between technology transfer and FDI a virtuous relationship (WTO, 2002b)  

In economic theory, technology policy is only justified where market failures occur that call for remedial 
actions from government interventions to restore equilibrium, and when government is capable to undertake 
measures so that the benefits of intervention exceed their costs. However, governments in fact use technology 
policy to go beyond correcting market deficiencies to changing the basic parameters within which markets 
function: creating new factor endowments, industries, enterprises, capabilities, institutions and market structures 
(UNCTAD, 2003).  

China is a country with long history of pursuing a technology policy. Before opening up in 1978, China 
carried out an externalization-oriented policy that aimed to build up domestic production capacity and procure 
technology transfers in externalized mode. Since the 1980s, China has shifted to an internalization-oriented 
strategy namely “Technology Transfer in Exchange for Domestic Markets” (TTEDM), which is accomplished 

by means of foreign direct investment and targets on attracting foreign funded enterprises (FFEs) to transfer 
advanced technology to China, and to reap the spillover benefits.  

Both strategies have been successful in meeting their goals. The externalization-oriented policy had played 
an essential role in framing China‟s industrial structure and building up self-reliant domestic production 
capacity. The internalization-oriented strategy has been effective in bringing in advanced technologies from 
transnational corporations (TNCs) to upgrade traditional industries and set up newly emerging high-tech 
industries. However, with the progress of multilateral negotiations within WTO framework, the member 
governments of WTO are committed to accommodate relevant regulations such as TRIPS (Agreement on 
Trade-related Intellectual Property Rights), TRIMS (Agreement on Trade-related Investment Measures) and 
GATS (General Agreement on Trade in Service), and are required to depend on market force rather than on 
direct government interventions in promoting technology progress. 

China is at the present stage transforming towards a mixed strategy that favors the flow of technology via 
both trade and FDI, and intends to build up local technological capabilities to enhance absorptive capacity and 
technology diffusion within the country.1 The priorities of the strategy are on intensifying market competition, 
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strengthening collaboration between TNCs and domestic institutes, and stimulating indigenous technology 
development. 

Empirical evidence of China‟s experience in adjusting technology policy may provide lessons for other 
developing countries in mounting strategic interventions to enhance technology transfers and to build their 
technological capabilities.  

Section 2 of this paper provides a review of China‟s technology transfer development and policy evolution. 
Section 3 takes a closer look at the TTEDM strategy taking automobile, electronic and telecommunication 
sectors as examples by examining the mechanism and policy instruments, assessing its impacts and discussing 
implications for further policy changes. Section 4 concludes. 

 
2. Evolution of Technology Transfer Policy in China 

 
Before 1978 when China adopted an „open door‟ policy, China was basically closed to any FDI. Main channels 
served to transfer technology from abroad were limited to importing “turn-key” projects and assembly lines, 

accompanied by knowledge codified in blueprint2. The technologies required for the ambitious industrialization 
campaign were mostly procured from the former Soviet Union in the 1950s‟, Western European countries and 

Japan in the 1960s‟and 1970s‟. 
With the adoption of an opening up policy, FDI gradually gained significance as the dominant channel of 

technology transfer since 1978. Compared with technology transfer from an arm‟s length market, which is 

referred to as externalized technology transfer, the internalized technology transfer arrangements via FDI by 
TNCs bear several advantages3. First, it could avoid the constraint of foreign exchange scarcity. Second, 
internalized technology transfer would do much better in providing matching tacit techniques. Third，certain 
technologies, especially new technologies, may be obtained only through an internalized arrangement, since 
technology owners were usually more willing to sell advanced technologies under arrangements they could have 
tight control over the technologies sold.  

Being aware of the advantageous characters of FDI and facing the facts that China‟s foreign exchange 

remained scarce resource throughout 1980s, and given the fact that the majority of the technologies applied 
across industries in China were out-of–date and needed extensive upgrading, in late 1980s‟, the Chinese 

government adopted the strategy of “technology transfer in exchange for domestic market”. It encourages 

advanced technology transfers from TNCs, by offering attractive Chinese market in exchange. The launching of 
TTEDM was a turning point of China‟s technology transfer policy from externalization-oriented policy strategy 
that aims to build up domestic production capacity to an internalization-oriented strategy which favors 
technology transfers in internalized mode. 

 
3. The Strategy of Technology Transfer in Exchange for Domestic Markets 

 
The TTEDM strategy was designed with strong intention to attract technologically advanced FDI, and to exploit 
the spillover effects of FDI.  

3.1. Trade Reform and FDI Strategy 
FDI inflow to China could be classified into two categories: export-oriented and import-substitutive. 

Export-oriented FDI refers to those investments that are attracted primarily by China‟s abundant cheap labor and 

other inputs such as land, and to use China as an export platform with international market as their target market. 
This group of FDI ventures consists of numerous small firms from the newly industrializing economies (NIEs) 
of East Asia, Hong Kong in particular. They usually focus on labor-intensive industries. Since parent companies 
of this kind are usually not at the forefront of technology innovation, and the export-oriented production is, to a 
great extent, isolated from domestic production network, the export-oriented FDI is believed to have limited 
contribution to advanced technology transfer and to China‟s economic structural upgrading. 

The import-substitutive FDI are mainly from large TNCs based in developed countries. The attractiveness of 
China for this kind of FDI mostly lies on China‟s huge potential market. The ventures are established with 

strategic perspective of producing proxy to the Chinese market and gaining competitiveness edge over rivals. 
This group of investment tends to target in technology and capital intensive manufacturing sectors and is often 
of tariff-jumping or import substitutive nature.  
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The two types of FDI have been both encouraged complementing the trade reform and opening up. Before 
1978, following the self-sufficient principle, China‟s trade regime bore significant anti-export bias including 
overvaluation of currency, high barriers towards import. Export was assigned to finance the import of those that 
could not be domestically supplied and were of essential importance to the economic development. 

Following the gradualist reform approach, China‟s trade liberalizing reform was divided into phases. The 

logic has been firstly, to remove the anti-export bias by providing export promotion incentives, while at the 
same time import protection has remained to ensure the continuous development of domestic industries. 
Secondly, with export competitiveness improved, and domestic the industries grew stronger to survive the 
import competition, export incentives and import protections were eliminated to result in a neutralized trade 
regime. 

While export-oriented FDI serves as an effective approach to expand export, import-substitutive FDI was 
expected to accelerate industrialization by bringing in advanced technology either to establish new 
technology–intensive industries, or to upgrade existing industries. The TTEDM strategy was designed to target 
on import-substitutive FDI from TNCs that have been the most important actors in generation, application and 
international transfer of technology.  

The justification of TTEDM strategy could be examined from three aspects. First, by permitting access to 
otherwise protected local market, the strategy encourages foreign investors to deploy in China the productions 
that apply advanced technology.  Internalized technology transfers enables faster introduction of technologies, 
especially new technologies, since innovators are unwilling to part with them to unrelated parties, transfer of 
such technology may be available only in internalized form. Moreover, internalization provided the direct access 
to parent firm‟s technology improvements where the technology is changing rapidly, and it also enables the 

access to parent firms‟ tacit knowledge, thus to reduce the learning costs of deploying a technology efficiently in 

a new environment (UNCTAD, 1999).   
Second, the TTEDM strategy targets on exploiting the benefit of technological progress imposed by 

backward and forward linkages of FDI. Though internalized technology transfer may not result in the immediate 
technology upgrading of domestic firms, the linkage effects FDI bring upon domestic firms could be significant. 
By developing domestic suppliers and subcontractors around TNCs, or in other words, by integrating into 
TNCs‟ production network, it is possible to develop wide-ranging competencies and establish, build and deepen 
local industrial capabilities. As a consequence, the potential for technology spillovers into the local economy 
could be larger. 

Third, the TTEDM strategy intends to take advantage of huge Chinese market by playing foreign investors 
against one another to reinforce technology transfer from TNCs, in the norm that the more advanced technology 
transferred, the wider access to Chinese domestic market is granted, TNCs would be directed to transfer more 
advanced technologies in order to win a larger slice of the Chinese market.  

3.2 The Policy Instruments of TTEDM Strategy and Their Effects 
3.2.1. Policy Instruments 
The policy instruments of TTEDM strategy could be distinguished into three categories: incentive schemes, 

investment requirements and administrative approval scheme.  
Incentives Schemes  
Direct incentives towards high technology FDI include tax incentives and other privileges. Tax incentives 

are mostly in the form of reduced enterprises income tax and tax holidays, exemptions from customs duties, and 
value added tax (VAT) exemptions for imports.4 In addition to tax reductions and tax holidays generally 
granted to FFEs, foreign firms introducing advanced technology are given further taxation concessions in terms 
of tax rate and length of tax holiday, are allowed to sell their products to local users through an import 
substitution scheme, and are promised better access to local bank loans and resources. Royalties received by 
FFEs in providing technology enjoy lower income tax rate. Equipments imported as an integral part of 
technology transfer deal are exempted from customs duties and VAT. In the various versions of Industrial 
Guidelines towards Foreign Investment, in which three categories of FDI are explicit: encouraged, restricted or 
prohibited, with the first category focusing on advanced technologies, the above mentioned incentives are 
always provided to the encouraged category. 

Besides the above direct incentive to encourage technology transfer by TNCs, China had put in great efforts 
to improve the intellectual property protection by strengthening legislation regarding IPR. China began 
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establishing its legal system in terms of IPR in early 1980s, and expedited the pace in late 1980s and early 1990s 
when making preparations for joining WTO. Amendments and improvements regarding the legal system about 
IPR were made according to the requirements of TRIPS of WTO, though China was not a WTO member till 
2001. The amended laws, regulations and rules provide a wider protection scope and stronger protection for the 
owner of IPR. These amendments have greatly improved the Chinese legal system in terms of IPR, thus 
ensuring its consistency with the TRIPs. China has also acceded one after the other to the major international 
conventions and agreements for the protection of IPR since the 1980s. Improving protection environment of 
intellectual property forms an important incentive for TNCs to transfer technologies to China5. 

Investment Requirements 
Investment requirements targeting on exploiting advanced technology and the spillover effects from TNCs 

include local equity requirement, local content requirement, and trade balancing requirement, foreign exchange 
restriction and technology transfer requirement, etc.. It is generally believed that for fear of technology leakage, 
especially in host countries where intellectual right protection are limited, foreign firms with sophisticated 
technologies tend to avoid shared ownership and instead choose to invest only in fully-owned subsidiaries. In 
order to ensure participation of local capital in a foreign investment project and thus facilitates spillovers, 
requirement of local equity in some technology intensive sectors are introduced. 

Requirements on local content, foreign exchange and trade balancing intend to induce foreign firms to 
procure locally. With these compulsory requirements, FFEs have to search part of their supply from local 
sources. In order to procure inputs of competent quality, FFEs are usually willing to provide technology 
assistance to local suppliers, in many occasions for free. Thus by encouraging linkages between FFEs and local 
production, advanced technologies, which otherwise are not to be provided or provided at higher cost by FFEs, 
could be transferred and their spillover effects are reaped. 

The administrative Approval Scheme 
Besides the incentive schemes and investment requirements, the approval administration system6 of foreign 

investment in China acted as one the most important policy instruments. It functioned in the process of 
decision-making regarding approvals of foreign investment contracts by being selective and restrictive. The FDI 
projects were examined among bids from TNCs, and the more technology-advanced projects were usually 
granted approval. The ambiguity of the scheme was that the approval was granted on a case-to-case bases, and 
there was not a clear-cut standard that was publicly available. The Chinese authority had plenty of flexibility on 
picking specific investment projects. 

The approval administrative body also held a principle of refining TNCs in each strategic industry to a 
limited few, such that plenty of market share could be left to domestic firms, once they catch up. The negative 
effect of the practice was realized by mid 1990s‟. Though the initial motivation of the policy was to protect the 
domestic market of strategic industries from being dominated by foreign TNCs, the consequence has been quite 
the opposite. Since only few foreign invested projects were approved in each industry, while domestic firms 
were neither competent to compete nor sufficient in number to cover adequate market share, the early entrants 
of TNCs were naturally getting the market position of dominant firms, which reduced the urgency of 
transferring advanced technology to China by TNCs. 

3.2.2 Effects of TTEDM Strategy 
The effects of TTEDM strategy were generally reflected in continuous increase of technology import, 

linkage effects, the advancements of technology transferred by FFEs and building up of production capacity of 
high-tech products. 

Technology Imports 
From mid 1990s‟, with TTEDM strategy being reinforced in pillar industries including auto industry, 

electronics and telecommunications industry, and chemical industry etc., technology imports had experienced 
vigorous increase. The majority of the import was directed into these pillar industries, which were also 
intensively invested by foreign capital. The annual technology import hopped from US$ 4.1 billion in 1994 to 
UD$ 13 billion in 1995. The share of technology import in total import jumped from 3.35% to 9.97% for 
respective years. Throughout the second half of 1990s, the technology import experienced continuous increase 
with the share of technology import remained higher than 10 percent of the country‟s total import (see table 1). 
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TABLE 1: EXPENDITURES ON TECHNOLOGY IMPORT (1991 –2000) (UNITS: BILLION USD) 
Year Amount Tech. Import/ Total Import (%) 

1991 3.459 5.42 
1992 6.590 8.18 

1993 6.109 5.88 

1994 4.106 3.35 

1995 13.033 9.97 
1996 15.257 10.99 

1997 15.923 11.18 

1998 16.375 11.68 
1999 17.162 10.36 

2000 18.176 8.07 

Source: China Statistical Yearbook, various years, and data from Ministry of Commerce of China.  
 
Local Content vs. Linkage Effects 
Local content rate is an indicator contributes to measure the linkage effect of FDI. In order to meet local 

content requirement and reach the competent quality of local content, a foreign business has two options: to 
either encourage their suppliers to also come to China or to train local firms to produce quality products. Either 
way, technological know-how is transferred to China. 

By the end of the 1990s‟, the local procurement ratio of many TNCs was raised substantially. Component 

suppliers in China, both FFEs and domestic firms, had been growing in number, density and capability. Clusters 
of suppliers working with TNCs in the coastal areas of China were growing particularly fast, implying 
significant linkage effects of FDI. A survey (Jiang, 2002) shows that among the 127 sample TNCs, 74 had local 
suppliers providing raw materials and parts, and 51 either set product standards or offered technological support 
to local suppliers (Jiang, 2002).  

Though the establishment of local supply network formed the important channel of spillovers through 
backward linkages, the different status of foreign funded suppliers and domestic suppliers should be noted, 
which should have impacted on the evaluation of linkage effects of FDI. Foreign invested suppliers were 
generally at the more important position as core and high-tech parts suppliers, while domestic firms were 
usually low-tech and peripheral suppliers. Thus technology spillovers through linkage effect towards domestic 
firms could be limited. 

Advances of Technology Transferred by TNCs 
Technology transfer requirements and competitions among TNCs and between TNCs and the catching up of 

domestic firms have been a crucial impetus for accelerating technology upgrading. Technology transfer 
requirement have urged TNCs to provide technologies of international advanced level, and the policy shift by 
the Chinese government to inviting more TNCs to access the Chinese market have sharpened the competition 
among TNCs. This in turn has pressed TNCs to deploy more advanced technology in China. What‟s more, the 

demonstration of advanced technology by TNCs and the pressure from losing market share has inspired 
domestic firms to increase investment in innovation and technology upgrading. As a result, domestic firms in 
some industries became more and more competitive. All of these factors have pushed TNCs to apply more 
advanced technologies in the Chinese market. 

Throughout the 1980s‟ when market competition was seriously inadequate, advanced technology transfers to 

the Chinese market by foreign investors were very limited. There were only 2% of foreign invested projects 
with 5% of the total foreign investment that were recognized as technology-advanced projects7.  

A survey (Jiang, 2002) showed that from 1997 to 2001, the advances of technology applied in affiliates of 
TNCs in China had improved in a large extent (see table 2). 

In 1997, only 14 out of 96 (or 14.6%) FFEs surveyed were applying “advanced” level technology. By 2001, 

42 out of 127 (or 33%) FFEs were applying “advanced” level technology. FFEs were applying “ordinary” level 

technology reduced from 34% in 1997 to 10% in 2001. And in 2001 survey, 83 out of 127 FFEs (65%) were 



589 

found applying “filling the blank” technologies, which were defined as technologies that applied for the first 

time in China. 
 

TABLE 2: TECHNOLOGIES APPLIED BY TNCS IN CHINA (% OF TOTAL) 
Technology applied in TNCs 1997 2001 

Comparing with parent‟s company   

   Advanced 14 42 

   Relatively advanced 53 45 

   Ordinary  33 13 

Comparing with domestic companies   

   Never been applied before - 83 

   Advanced - 44 

Note 1: 1997 and 2001 survey included 96 and 127 sample FFEs respectively, most of which are 
transnational corporations from developed countries. 

2. Technology advances are defined as follows: when comparing with parent‟s company, “advanced” 

technology refers to those that are first introduced in the parent‟s firm in less than 3 years; “relatively advanced” 

refers to those that are first introduced in more than 3 years and are still in operation at the time of the survey; 
“ordinary” refers to those that are no longer in use in parent firms. Comparing with domestic companies, “never 

been applied before” refers to those technologies that is first applied in China; “advanced “refers to those that 

are already applied in China by other firms, but are still at the forefront of technology. 
Source: Jiang 2002, P53. 
Rapid Expansion of High-tech Product Export and the Contribution of FFEs 
Encouraging technology transfers not only benefit China‟s import substitutive industries, but also export 

industry especially high-tech industry. China has achieved rapid expansion of high-tech manufacturing and 
export since the mid 1990s‟, which could be attributed, among other factors, to technology transfers from TNCs. 

In five years from 1996 to 2000, high-tech export more than tripled from US$ 12.6 billion to US$ 37 billion, and 
the share of high-tech product in total export increased steadily, from 8.3% in 1996 to 14.9% in 2000.. The trend 
has continued since 2001 with an even more rapid annual growth rate. The share of high-tech product in total 
export has been raised to 28.6% in 2005. FFEs are major contributors of high-tech product export, whose share 
in high-tech product export was 58.6% in 1996, and the figure has increased all the way to 80.9% in 2000, and 
in 2005, FFEs contribution reached the new record of 88% (see table 3) . 

The extraordinary contribution of FFEs in high-tech export also reflects the phenomena that while increasing 
high-tech production has been deployed in China by TNCs, domestic firms‟ participation has been limited. With 
advanced technologies having been mostly kept within the boundaries of TNCs, the benefit high-tech export 
brought upon technology progress and innovation capability building were only limitly extended to domestic 
firms.  

 
TABLE 3: HIGH-TECH. PRODUCT EXPORT EXPANSION (1996-2000) 

Year High-tech. Product Export 
 (In billion US dollars) 

Share in Total 
Export (Percent) 

Share by 
FFEs 
(Percent) 

1996 12.663 8.3 58.6 

1997 16.310 8.9 66.9 

1998 20.251 11.0  73.8- 

1999 24.704 12.7 76.0 
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Year High-tech. Product Export 
 (In billion US dollars) 

Share in Total 
Export (Percent) 

Share by 
FFEs 
(Percent) 

2000 37.043 14.9 80.9 

2001 46.457 17.5 81,5 

2002 67.707 20.9 82.2 

2003 110.160 25.1 85.5 

2004 165.540 27.9 87.3 

2005 218.36 28.6 88.0 

Source: 1996-1999 data are from the Ministry of Science and technology, adapted from Jiang 2002, p80. 
2000-2005 data are from Statistical database of Ministry of Commerce, China,. 

 
3.3 Industry Case: Automobile, Electronics and Telecommunications  
Automobile, electronic and telecommunications are typical technology-intensive industries which Chinese 

government wishes to develop by carrying out TTEDM strategy. These industries are also of great interest to 
TNCs for China‟s potential market and are thus most densely invested by them in China.  

3.3.1 Specific Policies towards Automobile, Electronics and Telecommunications Sector 
Automobile 
China proclaimed the auto industry as a “pillar industry” considering the strategic and economic importance 

this industry plays in supporting a range of other critical industries. In the 1994 officially published auto 
“industrial policy” designed to develop an indigenous auto industry, it is made clear that the development of 
China‟s auto industry will be largely dependent upon the acquisition of foreign technology. Strict requirements 

were set for establishing an auto manufacturing joint venture in China, which include 
1) 40% local content at start up, 60% by the second year and 80% by the third year for passenger cars. 

Similar local content requirements exist for auto components, and the levels for trucks are even higher; 
2) A department responsible for technological research and development must be set up within the enterprise. 

The department will have the capacity to update products; 
3) The enterprise must have a capacity for manufacturing products that attain the international technological 

levels of the 1990s; 
4) The enterprise will obtain the foreign exchange it needs mainly through exporting its products;  
5) The joint venture must give priority to local-made spare or component parts when they need them. 
Electronics and Telecommunications 
Electronics and Telecommunications is the industry characterized by the fast pace at which advances are 

made and new technologies emerge. This nature allows less developed latecomers to this industry catch up 
rather quickly,，since latecomers could enjoy the advantage to “leapfrog” to the latest technologies. Like the auto 

industry, electronics and telecommunication were declared by the Chinese government to be a “pillar industry” 

in 1994, and an internal industrial policy designed to create an indigenous industry was developed and 
implemented but not published. The development of such high-tech industry will be largely dependent upon the 
access to foreign technology. Internal policy to encourage technology transfer typically reflects the theme of 
TTEDM strategy that market access is available in exchange for technology transfers. Measures include: 

1) Provisions of advanced and continuous technology transfers as part of a joint venture agreements; 
2) Requirement of 70 percent export of joint venture-manufactured products in order to enjoy preferential 

treatment; 
3) Requirement of central government review and approval of certain electronics joint ventures to ensure the 

conformation to the state's industrial policies; 
4) Restriction of labor-intensive joint ventures unless export of 100 percent of the products is guaranteed; 
5) Restriction of wholly foreign-owned enterprises and requirement of no less than 50 percent of local equity 

in joint ventures. 
3.3.2 Policy Effects 



591 

The huge potential market and TTEDM strategy had attracted increasing amounts of foreign capital to invest 
in China, and the automobile, electronic and telecom indutries were among sectors that were most targeted by 
FDI. Some features in the evolution of Chinese automobile and telecommunication equipment manufacturing 
reflected the positive and negative effects of TTEDM strategy. 

Investment Requirements Have Strengthened the Linkage Effects 
The strict local content requirement and foreign exchange balance requirement have stimulated foreign 

investors either to seek supplies from domestic producers or to persuade their suppliers also to invest in China. 
For instance, automakers around the world had been pressing their leading suppliers to open operations in 
China. Over 100 Volkswagen‟s leading suppliers around the world have set up operations in China in order to 

provide supplies to Shanghai Volkswagen. Ford Motor and General Motors have also considerably beefed up 
their supply lines in China. Telecommunication industry provide a similar case. Among hundreds of Motorola 
suppliers in China, about half were FFEs. In order to encourage more suppliers to invest in China, Nokia even 
invested to set up Nokia Starlight Industrial Zone, intending to form a cluster of suppliers for the 
telecommunication industry. 

Inadequate Market Competition Has Negative Effects on the Advances of the Technologies Transferred  
As part of the TTEDM, the Chinese government held a policy of “few firms, large scale” in key industries, 

refining TNCs in each industry to a limited few. Although there were regulations in place to ensure the advances 
of technology, it was difficult to implement since there was great flexibility in defining the technology level. As 
a consequence, the policy of restrictions on the number of TNCs has had a direct negative impact on the 
inadequate market competition, which has reduced the urgency for early entrant TNCs to transfer advanced 
technologies.  

In the telecommunications industry, Shanghai Bell and Motorola were typical cases whose motivation of 
technology transfer was influenced by the policy. In the early stages of reform and opening up, the severe lack 
of telecommunication facilities were the bottleneck for China‟s ambitious reform and development program. 

The Chinese government started to negotiate with TNCs on the terms of setting up joint ventures, intending to 
establish China‟s own production capabilities with the help of technology transferred from TNCs. Shanghai Bell 

became the first joint venture to produce program-controlled switching device in China in 1984. As the only 
joint venture in the industry, whose products were import substitutive, demand for Shanghai Bell‟s products was 

much greater than its supply capacity. Its annual supply was 300,000 lines in early 1990s. However, the orders 
for its products to be delivered in 1991 were 700,000 lines, 1,260,000 lines for 1992, and 2,700,000.lines for 
1993. Buyers had to use all kinds of resource (guanxi) in order to be served at an early date. In the explosively 
expanding Chinese market, Shanghai Bell faced neither competition from other TNCs nor from domestic firms, 
which naturally resulted in its lack of pressure to upgrade its technology. 

Another example is Motorola, which opened a representative office in Beijing in 1987, and set up Motorola 
(China) Electronics Ltd. in 1992. Its products were much less advanced while prices were much higher than in 
international market for a few years when it enjoyed monopolistic position in mobile telecommunication 
manufacturing.  

As for auto industry, Shanghai Volkswagen was the first joint venture set up in 1984. In about 10 years after 
establishment, it held the dominant firm position in the passenger car sector. In late 1980s‟, Santana produced 

by Shanghai Volkswagen had about 90% of the market, and in mid 1990s‟, its market share remained as high as 

60%. The first generation Santana it produced was the out-of-date car model, which its parent company had 
ceased producing in other markets back in mid 1980s‟. However, the price had remained high in the Chinese 
market, almost twice as high as the price in the international market when the same model was sold in mid 
1980s‟.  

Being aware of the negative effects of the policy, the Chinese government started to make adjustment on 
foreign investment policy in the first half of 1990s, trying to foster competition by granting approvals of 
entrance to more TNCs‟s within an industry. By the end of 1990s, almost all major auto producers in the world 

had set up joint ventures in China. With increasing access of foreign auto producers, competitions between TNC 
rivals are enhanced, which has pressed them to introduce more advanced technologies in the Chinese market. 
Competition in the telecommunication sector has also been intensified by the policy shift, during 1992-1995, 
Bell‟s major competitor NEC, AT& T, Nortel all set up joint ventures in China. Domestic firms such as Huawei, 

ZTE also started to penetrate into the market previously dominated by foreign brand in mid 1990s. Tougher 
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competition has accelerated the technology upgrading in the sector. Foreign companies were motivated to bring 
into China state-of-art technologies, and domestic firms were obliged to continuous technology innovations.  

 
3.4 Impact of WTO Accession on China’s Technology Transfer Policy 
3.4.1 Removal of Trade-related Investment Measures 
China had been preparing its WTO accession for 15 years before it eventually became a member of WTO in 

2001. During the process, the Chinese government has used for reference the relevant international conventions, 
treaties including WTO provisions and has made necessary amendments and improvement to its legal system, 
Regarding investment and technology transfer, at the end of year 2000, prior to the accession to the WTO, in the 
revision of legislation of foreign investment, China removed the technology transfer requirement together with 
content requirement, foreign exchange balance requirement and requirement upon FFEs to submit production 
plans to local authority. 

The above amendments of foreign investment legislation are in accordance with “TRIMs Agreement” of the 

WTO that prohibits trade distorting investment measures. Though technology transfer requirement is not 
included in the prohibited list, host countries of foreign investment are still eligible to apply technology transfer 
requirements to support national development objectives, China has decided to remove the requirement from 
foreign investment legislation. The decision was based on the trend in international legislation of international 
investment, and lessons drawn from international and China‟s own experience. 

 
3.4.2. Impacts of Policy Changes on Technology Transfer since China’s Accession to WTO 
Will the removal of trade-related investment measures and the compulsory technology transfer requirement 

from legislation of foreign investment reduce the quantity or quality of foreign technologies transferred to China? 
How FFEs have been reacting to the policy changes?  

FFEs Remain as the Major Technology Importers  
Technologies imported by FFEs continue to take large shares of national total technology imports, both in 

terms of contract numbers and money amount since 2001(see table 4). 
From 2001 to 2005, FFEs accounted for 30%, 57%, 60.6%, 58.9% and 60.5% respectively of the total 

technology import contracts, and in money amount, FFEs took as high as 75% in 2002 due to a large licensing 
contract of over US$ 4 billion with Motorola, and in 2003, 2004 and 2005，FFEs‟ share were 56.5%, 48.3% and 

43.4%, Though FFEs‟ share are experiencing a slight decrease, which might indicate increasing enthusiasm of 

domestic firms to import technology, FFEs are still major conductors of technology import. 
 

TABLE 4: TECHNOLOGY IMPORTED BY FOREIGN FUNDED ENTERPRISES (2000-2005) 
Year 

 
Tech. Import Contracts (billion $) Tech. Import Amount (billion $) 

National FFEs FFEs/National% National FFEs FFEs/National% 

2000 n.a. n.a. n.a. 18..76 7.27 40.0 

2001 3900 1170 30.0 9.091 n.a. n.a. 

2002 6072 3471 57.0 17.39 13.10 75.0 

2003 7130 4313 60.6 13.51 7.61 56.5 

2004 8605 5057 58.9 13.86 6.69 48.3 

2005 9902 5992 60.5 19.05 8.26 43.4 

Source: Statistical Database, Ministry of Commerce, China. 
 
Technologies imported by FFEs were mostly transferred from their parents companies. By doing so, more 

advanced technologies were deployed in China, and technologies in industries densely invested by foreign 
capital were up-graded, and the gaps with world technology forefront were narrowed. Electronic, 
telecommunication and automobile industries were typical examples of the noticeable technology up-grade 
resulting from technology imports by FFEs. These industries have stayed at the top among industries to which 
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imported technologies have been destined (see table 5). From 2001 to 2005, the top 5 industries where imported 
technologies were most densely deployed remained fairly stable. China has emerged as one of the main markets 
where TNCs in these industries meet and compete, which in turn spurred the increase of import of advanced 
technologies by them.  

 
TABLE 5: TOP 5 SECTORS IMPORTED TECHNOLOGIES DESTINED (2001-2005) 

(IN MONEY TERMS) 
2001 2002 

1. Electricity, steam and hot water supply 1. Electronic & telecommunication 

2. Locomotives & vehicles 2. Ferrous metallurgy 

3.Electronic & telecommunication 3. Locomotives & vehicles 

4. Ferrous metallurgy 4. Chemical material & related products 

5.Chemical material & related products 5. Computer applying service 

2003 2004 

1. Electronic & telecommunication 1. Electricity, steam and hot water supply 

2. Electricity, steam and hot water supply 2. Electronic & telecommunication 

3. Chemical material & related products 3. Ferrous metallurgy 

4. Ferrous metallurgy 4. Locomotives & vehicles 

5. Locomotives & vehicles 5.Other manufacturing 

2005 

1. Railway transport 

2. Electronic & telecommunication 

3. Ferrous metallurgy  

4. Locomotives & vehicles  

5. Electricity, steam and hot water supply  

Source: Statistical database, Ministry of Commerce, China,. 
Increase of “Software” Technology Import 
 
One of the noticeable changes since 2001 regarding technology transfers to China was the increase of 

“software” technology. The share of “software” import in forms of patents, industrial designs, technology 

consulting and service, computer software and trademarks, has increased remarkably recent years, while the 
share of “hardware” import in forms of key equipment and assembly lines has dropped (see table 6 and 7). Both 

FFEs and domestic importers of technology have shifted to focus more on software, which are essential for 
technology assimilation and diffusion, rather than on equipment import which are more associated with 
production expansion. From 1998 to 2000, the assembly line and key equipment accounted for high shares of 
68.63%, 40.34% and 57.23% respectively in national total technology import. From 2001 to 2004, the shares 
were reduced to 36.94%, 10.66%, 22.05% and 27.31%. These changes might imply the strengthening role of 
import technology on technology progress and innovation capability building. 
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TABLE 6: TECHNOLOGY IMPORT SORTED IN TYPES 1998-2000 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Ministry of Commerce, China, Statistical database. 

TABLE 7: TECHNOLOGY IMPORT SORTED IN TYPES (2001-2004) 
 

 
 
 
 
 
 
 

*Note: 2001 is a transitional year when Ministry of Foreign Trade and Corporation launched a new 
statistical system for technology import. No detailed breakdown by types of import is reported. The annual 
technology import is divided by “software” and “hardware”, with the formal including patents, industrial 
designs, consulting and service, computer software, trademarks and direct investment, while the latter including 
assembly line and key equipments import. 

Source: Ministry of Commerce, China, Statistical database. 
 
Rapid Increase of R&D Facilities Set up by TNCs 
One of the noticeable phenomena about FDI in China in recent years is that R&D centers set up by TNCs 

have been increasing rapidly. In 1994, Northern Telccom set up the first joint R&D center with Beijing 
University of Post and Telecommunication. By 2004, about 700 R&D centers have been set up in China, mostly 
locating in Beijing, Shanghai, and Guangdong.8 Establishment of research facility was one of the mandatory 
requirements the Chinese government set to obtain desired technology in targeted industrial sectors as part of 
TTEDM strategy. The mandatory requirement was removed in 2000, and new preferential treatment9 was 
adopted to encourage TNCs to set up more R&D centers in China. Foreign funded R&D centers have ever since 
developed at a faster rate voluntarily. 

What have attracted R&D centers including the availability of a large pool of hard and soft R&D 
infrastructure (with complementary well qualified researchers) and the huge domestic market, where 
technologies innovated in developed countries need to be adapted to local demand. Though most of the joint 
R&D being conducted at these centers was “localization” of existing products and technologies rather than 

Year 1998 1999 2000 

Types of tech. Import 
% of 
total 

% of 
total 

% of 
total 

Total 100.00 100.00 100.00 

Tech. transfer 15.86 18.68 8.45 

Tech, license 9.81 22.28 18.68 

Tech. consult 0.47 3.46 2.38 

Tech. service 4.95 14.05 11.6 

Assembly line  33.16 15.47 19.17 

Key equipments 35.47 24.87 38.06 

Direct investment 0.28 1.19 1.66 

Year 2001 2002 2003 2004 
Types % of total % of total % of total  % of total 
Total 100. 100. 100. 100. 
Patents  63.06 33.54 9.85 7.41 
Industrial Design - 28.26 32.96 29.81 
Consulting service - 15.75 26.35 24.98 
Computer software, - 7.12 2.90 1.83 
Trademarks - 0.45 0.84 1.85 
Investment related   2.96 0.95 0.83 
Assembly line & 
key equipments 

36.94 10.66 22.05 27.31 

others - 1.26 4.11 5.98 
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“innovation”, however some R&D projects involve more advanced or basic research. In either case, a significant 
amount of technology know-how is being transferred. A survey by Beijing municipal shows that there were 18 
R&D centers located in Beijing in 2000; most of the projects carried out by them were of adaptation nature. 
63.6% of the total R&D expenditure was assigned to technology adaptation; 6.2% was to basic theory research; 
24.8% was for experiment and improvement.10 

Another main drive inducing the rapid growth of R&D centers is the keen competition among TNCs and 
between FFEs and domestic firms. For instance, telecommunication equipment manufacturing is one of the 
areas R&D centers have been most densely distributed. As one of the largest and fastest growing markets for 
telecommunication manufacturing, China has attracted almost all the world brands to invest in China, thus the 
competition among them are tough. What‟s more, Chinese domestic firms such as Huawei, ZTE have been 

catching up very rapidly by taking the advantage of better knowledge of China‟s telecommunication system, by 

means of purchasing technology from arm‟s length market and by vigorous innovation investment. Their 

products are not only competent to compete with foreign brands; they also command some forefront core 
technology of the industry. Facing fierce competition, almost all the TNCs in this sector who have investment in 
manufacturing in China have also set up R&D centers. And the R&D projects conducted in the centers are of 
more advanced nature, closer to the technology forefront of parents‟ company. These R&D centers have played 

a significant role in enhancing the innovative capability of foreign affiliates, and strengthening their competitive 
edges. And in some circumstances they are of strategic importance for TNCs. For instance, R&D center of 
Alcatel Shanghai Bell11 has become one of the three pillars of Alcatel‟s global R&D network.  

Increase of Wholly Foreign Owned Enterprises (WFOE)  
The share of WFOE in total FDI has increased dramatically since 2000. The gradual relaxation of 

restrictions on foreign ownership by the Chinese government and the increasing knowledge gained by FFEs 
about doing business in China has put impetus in the popularity of WFOE. Though based on accumulated 
amount of foreign investment, equity joint venture is still the top form of FDI. WFOE has taken over as the 
dominant form since year 2000 and its share went up to 62.39% in 2003, and further increased to 66.34% in 
2004 and 71.21% in 2005 (see table 9). The shift towards WFOE should have an important impact on 
technology transfers by the TNCs. They tend to be more active in transferring advanced technologies to its 
wholly owned affiliate, while under joint venture arrangement, especially in the situation of minority foreign 
ownership, foreign investors are more cautious about advanced technology transfers for fear of technology 
leakage.  

TABLE 8: DISTRIBUTION OF FDI AMONG DIFFERENT FORMS (PERCENT) 

 
Equity 

Joint Venture 
Contractual 

Joint Venture 
Wholly Foreign 

Owned Enterprise Other Forms 
1979~19

85 34 62 4  

1986 60 49 1  

1991 53.1 21.1 23.8  

1995 4305 19.5 36.9  

1997 43.08 19.73 35.77 1.43 

2000 35.23 16.2 47.41 1.26 

2002 28.42 9.59 60.15 1.84 

2003 28.77 7.16 62.39 0.63 

2004 27 5.1 66.34 1.56 

2005 24 0.3 71.21 1.78 
Note: The distribution is based on amount of utilized foreign investment. 
Source: China Statistical Yearbook, various years, China Yearbook Publishing House. 
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Collaboration between TNCs and domestic institutes is still weak 
Successful technology transfers require not only that the host country be able to acquire the technology, but 

also that this technology is diffused internally and finally be used as a basis for creating new technologies by the 
host country. Technology diffuses in a country through backward and forward linkages, thus promoting 
technology links and collaboration between TNCs and domestic institutes is vital for foreign technology to take 
a deeper rooting in host country. Besides fostering domestic firms to cut into TNCs supply chain and form a 
local supply network with TNCs, as more complex technologies are imported and deployed, collaboration in 
R&D is crucial in order to absorb their underlying principles. 

However，R&D collaboration between FFEs and domestic institute are still very limited in China.  A 
survey12 (Wang, 2003) showed that 94% sample FFEs in China never participate in domestic technology 
market, none of the sample FFEs ever sold their technology in the market; 11.3% FFEs formed technology 
alliance with local firms; 1.5% FFEs co-apply patent with domestic institutes; 10.3% FFEs are involved with 
human resource movement with local institutes; 14% FFEs are involved with technology consultation with local 
institutes. The weak technology collaboration between FFEs and domestic firms, universities and other research 
institutes has slowed down the learning process and has reduced the spillover benefits from FDI.  

FFE Patent Application and Granted Rate Remain Higher Than Domestic Counterpart 
Though China has successfully attracted large amounts of FDI and technologies have been imported 

continuously both from internal markets of TNCs and from arm‟s length markets, the situation of China‟s 

domestic innovation is far from optimistic. An examination of China‟s patent applications, which is one of the 

outputs of innovation system, shows that domestic ownership of innovation and invention growth rates is much 
lower than foreign ownership, indicating domestic innovation and invention performance is lagging behind and 
the extent to which foreign firms control domestic inventions is high. The overall level of patenting activity has 
been increasing rapidly during the 1990s, which could be attributed, to a large extent, to the rapid increase of 
foreign patent applications. Between 1990 and 1999, foreign patent applications increased by 26.9% a year, 
whereas domestic patent applications increased by only 11.9% a year (OECD, 2004). The three major kinds of 
patent (invention, utility model and design) granted to foreign applicants have been increasing much faster than 
that to domestic applicants (see table 10). This phenomenon might indicate that foreign firms are seeking 
stronger protection from IPR while transferring more R&D activities to China. 

 
TABLE 9 THREE MAJOR KINDS OF PATENT (INVENTION, UTILITY MODEL AND DESIGN) 

GRANTED FOR DOMESTIC AND FOREIGN APPLICANTS, 1997-2003 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: State Intellectual Property Office of China (SIPO), http://www.sipo.gov.cn/sipo2006/ 

 
Total Domestic Foreign 

Average 
Increasing 
Rate(%) 

23.6% 21.5% 38.6% 

1997 16.5% 16.8% 13.5% 

1998 33.1% 32.3% 41.5% 

1999 47.5% 50.1% 23.7% 

2000 5.2% 3.4% 25.5% 

2001 8.5% 4.2% 48.1% 

2002 15.9% 12.9% 35.6% 

2003 37.6% 33.4% 60.8% 
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The above analysis shows that the removal of trade-related investment measures and the compulsory 
technology transfer requirement from legislation of foreign investment does not reduce the quantity or quality of 
foreign technologies transferred to China. The prospect that the fulfillment of the commitments China made 
upon accession of WTO places China among one of the most open developing host countries. Furthermore, the 
fact that China‟s technology diffusion capability has improved greatly has boosted technology transfers since 
2001. However, in order to reap to a greater extent the benefit spilled over from foreign technologies, policy 
instruments enhancing market competition and R&D collaboration between TNCs and local institutes are 
desirous.  

 
4. Summary and Concluding Remarks  
 
China‟s technology transfer policy went through a shift from the externalization-oriented policy to the 
internalization-oriented strategy. The internalization-oriented strategy, represented by TTEDM strategy, has 
been effective in bringing in advanced technologies from TNCs to upgrade traditional industries and set up 
newly emerged thigh-tech industries.  

However, with the progress of multilateral negotiations within WTO framework, member governments are 
becoming less possible to apply compulsory investment requirements that have direct influence on technology 
transfers, though it doesn‟t prevent governments from acting actively in this aspect. Rather, given the  
increasingly important role of technology as a determinant on economic growth and development and on 
competitiveness in world market, and, the fact that technology transfer does not incur automatically with the 
arrival of foreign investment, government policy intervention remains highly necessary and could be effective if 
they are properly designed.  

The key mechanism of TTEDM strategy, which lies on the administrative power of granting approvals to 
TNCs is weakening out as China eliminated technology transfer as a compulsory requirement, and has 
quickened its pace in removing restrictions on market access for foreign investment. China is at the present 
stage transforming towards a mixed strategy that favors the flow of technology via both trade and FDI. The 
mechanism of the strategy has been experiencing dramatic shift from depending on direct government 
interventions to depending on market force. The priorities include  enhancing market competition, 
strengthening collaboration between TNCs and domestic institutes, and stimulating indigenous technology 
development. 

The enlightenment China‟s experience in technology transfer policy may provide for other developing 

countries includes: 
Firstly, technology policy intervention by government is even more desirous when the market is open up. In 

order to balance the interest between TNCs and host countries, strong government institutions that are capable to 
bargain with TNCs are important. 

Secondly, some investment requirements (such as local content requirement and technology transfer 
requirement) are effective in building up domestic technological capabilities in the initial stages of sectoral 
development. Therefore, less developed countries should be able to request extension of transition period of 
eliminating TRIMs, which shall permit these countries better position to benefit from FDI. 

Thirdly, when moving up towards higher levels of technology capability, it is vital for developing host 
countries to encourage R&D collaborations between FFEs and domestic institute, which will help developing 
countries to move into autonomous innovation and will eventually enable them to approach the frontier of 
technology.  
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1 Technology transfer strategies are divided into three categories: externalization-oriented, internalization-oriented and mixed strategy by WGTTT in WT/WGTTT/W/3. 

2 In the study by WGIT „ A Taxonomy on Country Experience on International Technology Transfer‟ WT/WGTTT/W/3, four main channels were defined to serve transfer 

technology across countries.: using technologically advanced intermediate products that have been invented abroad; accessing the knowledge codified in a blueprint; 

person-to-person communication or learning-by-doing; interaction between domestic and foreign firms. 

3.Technology transfer in internal market is transfers that occur between a parent of a multinational enterprise and a foreign affiliate under the ownership and control of that 

enterprise, transfer in external market is transfers from a multinational enterprise to an entity that is not controlled by that enterprise and can take the form of licensing, 

minority joint ventures, technical cooperation contracts, etc.  

4 Article 66 of Implementation Regulation on the Tax law of the People's Republic of China for Enterprises with Foreign Investment, 1991.  

5 Recent study by OECD (2003) finds positive impact of intellectual property protection reform on FDI in developing countries, D/TC/WP(2002)42/FINAL. 

6 Large foreign investment projects in strategic industries are subject to approval by the central government. 

7 Foreign invested projects which apply technologies that were first applied by parent firms within the last 3 years. The figures are from Jiang, 2002, pp58. 

8 News Release by Ministry of Commerce, China, December 24th, 2004. 
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12 The survey was conducted in 2003, covering about 400 FFEs located in Beijing, Shanghai, Suzhao and Dongguang. These citie are among those most densely located by 
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Abstract 

This paper tries to shed some light on the possible relationship between religion and economic development with the 
emphasis to the impact of Islam on the economic development in the Middle East. This paper consist namely of the 
review and summary of the literature related to this topic, which is supplemented by econometric testing of validity of 
expected theoretical relationship between religion and economic development using panel data regressions. Our 
empirical analysis indicates, that economic development is connected and mutually dependent on religion, political 
regime and level of education.  

Introduction 

The World Bank set out six strategic themes to contribute to inclusive and sustainable globalization - to 
overcome poverty and enhance growth with attention to the environment. One of these global challenges is to 
support economic growth in the Arab world. The Middle East and North African region have sufficient energy 
resources and potential for growth and development. However, on the other hand they also have inefficient 
government, lack of social services and low private sector which are considered as the main barriers to 
economic development in this region. In comparison with other regions, the Middle East and North Africa have 
the highest unemployment rate, the lowest participation of women in the labor force and the lowest index of 
public accountability. The majority of problems thus result from inefficient institutional systems who’s 
establishment is influenced by the societies culture. Culture and social values in these regions are significantly 
affected by Islam that is often considered to be the drawback to economic growth.  

A lot of literature suggests that religion plays an important role in economic development. From the 
historical point of view the Judaic-Christian tradition is emphasized as essential factor of the European 
economic development. Conception of property rights dates back to biblical times and Christianity sustained and 
transformed it (Landes, 2004). Development of Christianity was accompanied by the crises, which led in its 
separation. Reasons were usually connected with the efforts to gain the political power. The third and last 
splitting in the sixteenth century led to the creation of Protestantism as the critique of Roman-Catholic (West) 
Christianity, which influenced positively not only political regimes but also supported private property and 
business. Main requirement was to return to original sources. The Bible was translated into the original 
languages to enable common people reading it and its original thoughts could not be modified at authorities’ 

discretion. Secular rulers, even Church, could not do and take what they wanted. In other words, they could not 
leave out the property rights. In addition, it was followed by the dividing of power on secular and Church. 
Fractionalism and splitting of power led to the support of freedom and competition, which are important factors 
of technological progress and economic development. 

Islam, on the other hand, is often considered as the barrier to economic development. The religion 
dominated and controlled everything and ideal government was the government of holy men. So called oriental 
despotism was characterized by principle that the ruler, considered as God, could dispose of lives and properties 
of his retainers. Lack of freedom and limited (if not any) property rights naturally suppress business, 
competition and economic development. On the other hand, there is an opposite group of researchers trying to 
prove that it is not Islam what caused the economic underdevelopment of the Muslim world. They stress the role 
of institutions.   

This paper wants to bring more light into the relation between religion and economic development with 
the emphasis to the impact of Islam on the economic development in the Middle East. The fundamental part of 
this study is focused on the summary and evaluation of existing literature concerning this topic. One group of 
researchers and scientists, such as (Huntington, 1996), (Landes, 2004) or (Weber, 1930) claims that religion 
plays an important role in economic development by affecting personal behavior and values such as honesty, 
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thrift, the will to work hard etc. This argument is motivated by the difference in economic development and 
standards of living between Western Europe, North America and other cultural offshoots of Western Europe on 
the one side and Muslim world on the other. The critics of this approach try to offer broader explanations 
considering Muslim attitudes as dependent variables (Kuran, 2004, 2007), (Lewis, 2002). 

The second part of this paper wants to provide some evidence of the religion impact on economic 
development via the impact on political regime and institutions on the basis of empirical research based on the 
cross country analysis. The cluster analysis together with the searched literature serves as the base for setting the 
hypotheses to define our model of the simultaneous equations. The first equation is simple Cobb-Douglas 
production function added by the variable of human capital and political regime. The second equation presents 
the impact of GDP, political regime and religion on human capital. This is supported by the hypothesis that 
human capital is influenced by the economic level in society by political regime and religion. Political regime 
establishes institutions and directly influences the extent, quality and access to education. Higher GDP per 
capita is connected with technological progress that creates higher demand for more educated people. Religion 
played and has been playing the important role of establishing priorities and values in society and thus 
influencing political regime and education. The third equation expresses the influence of human capital and 
religion on the political regime. Regarding the impact of human capital on political regime, it is supposed that 
more educated people prefer democratic political system. Our approach, used for the sample of 60 countries to 
identify the role of religion on development via its impact on education and political regime, suggests that the 
religion plays an important role for economic growth. 

The structure of this paper is following. The first chapter explains the results of literature relating to 
this topic. The second chapter consists of discussion about data and methodology used in the empirical analysis. 
The third chapter includes the analysis of the impact of religion on economic development of the countries. The 
first part uses the method of cluster and descriptive analysis which divides countries into groups on the basis of 
similarity of the selected variables. It is followed by regression analysis of the relations between educational 
level, GDP per capita and religion and political regime. The results are summarized in the conclusion. 

Impact of religion and political regime on economic development in literature 

Impact of religion 

(Barro R. J. et al. 2003) uses a cross-country panel consisting of 59 countries and studies the interaction between 
church attendance, religious beliefs and economic development. Data are derived from individual information in 
six international surveys between 1981 and 1999. First, the impact of economic development on the religiosity 
is analyzed, resulting in declining tendency to become believer within the overall economic development. This 
only confirms the secularization hypothesis. This analysis is used to estimate the effect of religion on economic 
growth with the presumption that higher religious beliefs stimulate growth because they influence individual 
behavior that enhances productivity such as work ethic or thrift. The results confirm this hypothesis. On the 
other hand, increases in church attendance, for given religious beliefs, reduce economic growth. This approach 
is concentrated on the examination of the impact of religiosity on the economic growth even if some growth 
equations include the shares of seven religion categories which are jointly statistically significant. Our approach 
emphasizes the impact of certain religions such as Catholic, Protestant, Muslim, etc. on the political regime and 
education and thus on economic development. 

One group of researchers and scientists, such as (Huntington, 1996), (Landes, 2004) or (Weber, 1930) 
claims that religion plays an important role in economic development by affecting personal behavior and values 
such as honesty, thrift, the will to work hard etc. Christianity and especially Protestantism are believed to have 
positive influence on economic development by means of support of the private property and business which led 
to competition and technological progress. Private property and law ensuring its existence supported later the 
dividing of power on secular and Church. So called secularization meant that the public goods and affairs were 
provided by the secular government and no more by the Church. Secular government was more flexible, 
reacting faster on social and economic development by establishing the adequate institutions. Secularization is 
stressed by mentioned authors as the positive factor of economic development in Europe. On the other side, 
(Stark, 1994) as sociologists tried to deny the concept of secularization by means of argument that majority of 
society in the Middle Ages was not more religious than today. The authors say that secularization is a myth and 
thus could not happen at all. We can not agree with this statement because secularization, as defined, is not 
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connected with the ordinary people and religiosity of the whole society. Secularization relates to the breaking of 
powers and thus influences the governments and institutions in a country. 

The Weber’s argument explains the positive effect of Protestant ethics on economic development and 

was examined by various authors. (Becker, 2007) by means of simple growth model with human capital 
modified this argument with the statement that Protestantism led to higher educational level which positively 
influenced the economic growth. In other words, the Protestant ethics such as honesty, thrift, the will to work 
hard were not the “engines” of economic growth in the Western Europe as stressed by Weber. However, the 
translation of Bible into the national languages led to higher educational level of population and was the base for 
the economic growth in the Protestant countries. (Blum, 2001) tested growth theories in the period of 1500 – 
1750 and did not prove the Weber’s hypothesis about the positive impact of Protestant ethics on economic 

growth in Europe, too. On the other hand, they supported some of the Weber´s hypotheses, e.g. positive 

influence of information networks, high level of specialization of the Protestant cities or the observation of 
contracts among people who did not know each other.  

The role of religion for education and thus economic development was seen in Jewish history, too. 
(Botticini, 2005) emphasized the transformation of Jewish religion about the year 70 a.d. toward understanding 
Tora. Each Jew was responsible for teaching his sons to read and understand Jewish rules. By this fact Jews 
gained the competitive advantage in the form of human capital that could be offered in the market.  

In terms of Islam, there are also two groups of researchers. One group emphasizes the negative effect 
of Islam on economic development while the other one is trying to prove that it is not Islam itself that works 
against the economic growth. The first group (e.g. Huntington, 1996, Landes, 2004) claims that the conviction 
that God is the only one, almighty, sovereign, eternal and disposes of lives and properties of his retainers led to 
not only lack of freedom and limited property rights suppressing business, competition and economic 
development but also to fatalism. Another aspect of Islam is insignificance of individuals. Human being is part 
of the society serving to God. This aspect is evident in common worship. It discouraged the individual efforts 
and thus competition. Other factors which hold down the economic development are personalism, laziness, lack 
of curiosity, mistrust of science, conservatism and traditionalism. These features are commonly called Islamic 
culture. On the other hand, (Kuran, 2007) tries to explain that the cause of economic underdevelopment in the 
Muslim world should be seen in inadequate institutions. He claims that all of the previously mentioned 
characteristics can not be denied but can be seen in other religions, too. He emphasizes that mentioned 
characteristics of human behaviour are symptoms of institutional deficiencies that started to reveal in times of 
industrial revolution in the western civilizations in the 18th and 19th centuries. The Middle East suffered from the 
lack of adequate organizational capabilities to use new technologies. Islamic law formed a system of institutions 
that are responsible for low economic level of the Muslim world. These institutions include law of partnerships, 
inheritance regulations and waqf. As Kuran says “these elements of Islamic law delayed the transition from 

personal to impersonal exchange, discouraged the use of the technologies of mass production, kept civil society 
weak, and set the stage for sustained authoritarian rule”.  

Impact of political regime 

Literature usually offers the interplay between democracy and economic development. The importance of 
democracy for securing property rights and economic development is stressed in principle by institutional 
economics (North 1990; DeLong and Shleifer 1993).  The opposite idea that economic growth causes 
institutional improvements is associated with (Lipset 1960) supported later by (Przeworski 2004; Barro 1999; or 
Glaeser et al. 2004).  

(Barro 1996) estimates functional relationships between growth and democracy with the statement that 
there is non-linear relationship between democracy and growth, precisely – of the quadratic form. The 
coefficients estimated are all statistically significant and signs are correct. This means, that the initial change of 
the political regime from the low-level value will bring relatively large increment of the economic growth rate. 
However, as the political regime tends to be more and more democratic, the contributions of these changes to 
the growth raise will be decreasingly significant. 

However, this approach does not reflect mutual relationship between democracy and growth. Instead, 
(Barro 1996) tests the possible influence of the economic development on the democracy in the separate system 
of equations. The result is that level of economic development significantly influences the level of democracy, 
or put differently, the kind of political regime. So, Barro concluded that the advanced countries should export 
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their economic systems to poor countries, rather than their political systems which are supposed to be more 
democratic automatically with the higher standard of living. In addition, (Barro 1996) performs addition 
regressions, when he adds the following variables in the system which estimates influence of aforementioned 
regressors on the democracy index. The additional variables are: log of life expectancy, income inequality, 
urbanization rate, OPEC dummy, log of population, ethnolinguistic fractionalization, dummy for former colony, 
dummies for contemporaneous colonies and dummies for kinds of religions1. From the religions dummies only 
the Hindu dummy was statistically significant. This leads him to the conclusion that religion is rather 
unimportant to the level of democracy. 

(Minier 1998) uses panel regression, control group analysis and regression-tree analysis to find out that 
countries with positive changes in democracy index experience significantly faster growth than countries with 
opposite characteristics. Most of existing studies work with the GDP growth as dependent variable, so they 
analyze impact of democracy on economic growth. In our approach, we consider the impact of political regime 
on the standard of living expressed by the level of GDP per capita. We want to verify the hypothesis that 
„growth unfriendly“ political regime may cause stagnation and in the long time decline of living standard in 

economy (compared to other countries). To be more precise, the history proves that autocratic political regimes 
(aside from some exceptions) are in the long time associated with lower economic development or in some 
extreme examples with the failure of economy. 

Data and methodology 

The first part of the analysis is based on the cluster methodology with the aim to divide countries into groups 
with the similar characteristics. Clusters are established on the basis of four variables: religion (as the prevailing 
religion in the country), political regime, GDP per capita and average years of education. 

Data for religion is taken from the World Almanac and Book of Facts2 and include:  Buddhism, 
Hinduism, Indigenous, Aboriginal, Animist, Traditional faith groups, Judaism, Islam, Orthodox Christianity, 
Protestant Christianity, Roman Catholic Christianity, Confucianism and Christianity imported to Africa strongly 
influenced by the traditional faiths. 

The measure of political regime is based on data from the Polity IV3 data collection. A country's so 
called Polity score, which ranges from -10 for a full autocracy to +10 for a full democracy. Indicator for each 
country is counted as the average Polity score from 1975 to the present. The average for the long period is used 
to express long-term positive or negative impact of the political regime on the economic development and 
education. GDP per capita in the year 2003 is taken from the World Bank database and is expressed in the 
purchasing power parity, in constant 2000 international $. Data for average years in education in the year 2003 
is also taken from the World Bank database. The analysis is carried out on the sample of 110 countries. 

The second part of the analysis carries out regression analysis of the relation among education, GDP 
per capita, political regime and religion. The analysis is based on the panel data covering 60 countries (cross-
sections) and spans over 6 years (1998-2004). We made a restriction on the length of time-series, since data 
about educational level are very rare before the year 1998. We are aware of the fact, that namely a political 
regime influences the economy (wealth) in the long-run, but because we did not want to drop education variable 
from our analysis (and possibly make a misspecification error), we chose a short time span instead. However, 
even after reducing our data time dimension to six years, there are still a few gaps in them. Due to availability of 
data about education, indicator had to be changed and is measured as total public expenditure on education as a 
percent of GDP. Physical capital is expressed as gross fixed capital formation as a percent of GDP. Data for 
both indicators is taken from the World Bank Statistics. Data about GDP p.c. is taken from International 
Monetary Fund, religion and political regime as in the cluster analysis. All data presented are in yearly 
frequencies. More details about data in our analysis are described later in section Data limitations. 

Empirical analysis of the impact of religion on economic development 

Cluster and descriptive analysis 

The countries are divided into two groups according to cluster analysis, see Tab. 1. Groups are created on the 
basis of four variables: religion, education, political regime and GDP per capita. Tab. 2. shows basic statistics of 
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these variables for selected clusters, except for the religion variable, which is shown in tab. 3., i.e. mean and 
standard deviation from mean.  

TAB 1 CLUSTER DISTRIBUTION 

 N % of Total 

Cluster  
1 49 44,5% 

2 61 55,5% 

Total 110 100,0% 

TAB 2 CENTROIDS OF THE CLUSTERS 

  
Political regime GDP Education 

Mean Std. Dev. Mean Std. Dev. Mean Std. Dev. 

Cluster 

1 5,79 4,05 16412,85 10276,37 14,69 2,43 

2 -2,42 4,20 3615,29 3076,81 9,90 2,98 

Comb. 1,23 5,81 9316,02 9619,97 12,03 3,64 

The fourth variable, the religion, is not displayed in the tab. 2., but in the tab. 3, where distribution of 
different kinds of religions is shown. 

TAB 3 DISTRIBUTION OF RELIGIONS IN THE CLUSTERS – PART I.   

  
1,00 2,00 3,00 4,00 

Freq. Perc. Freq. Perc. Freq. Perc. Freq. Perc. 

Cluster 

1 34 
100,00

% 
11 

100,00
% 

2 
18,20

% 
0 0,00% 

2 0 0,00% 0 0,00% 9 
81,80

% 
27 

100,00
% 

Comb. 34 
100,00

% 
11 

100,00
% 

11 
100,00

% 
27 

100,00
% 

 

TAB 3 DISTRIBUTION OF RELIGIONS IN THE CLUSTERS – PART II.  

5,00 6,00 7,00 8,00 9,00 10,00 

Freq. Perc. Freq. Perc. Freq. Perc. Freq. Perc. Freq. Perc. Freq. Perc. 

1 100% 0 ,0% 0 
0,00
% 

1 
16,7
% 

0 0,00% 0 
0,00
% 

0 
0,00
% 

3 
100
% 

13 
100
% 

5 
83,3
% 

1 100% 3 100% 

1 100% 3 
100
% 

13 
100
% 

6 
100
% 

1 100% 3 100% 

Note: 1 = Roman Catholic Christianity, 2 = Protestant Christianity, 3 = Orthodox Christianity, 4 = Islam, 
5 = Judaism, 6 = Hinduism, 7 = Christianity (influenced by the traditional faiths in Africa), 8 = Buddhism, 
9 = Confucianism, 10 = Indigenous, Aboriginal, Animist, Traditional faith groups. 

The first cluster includes 49 countries4 with the total population of 1,4 mld. and the characteristics: 
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14,5 years of education, average GDP per capita at the level of 16413 $, usually democratic political 
regimes (5,8 on average), 100 % of Roman Catholic Christian countries,  100 % of Protestant Catholic 
countries, 18,2 % of Orthodox Christian countries, 100 % of Judaism (only Israel) and 16,7 % of Buddhist 
countries. 

 
The second cluster consists of 61 countries5 with 3,9 mld. inhabitants (this cluster includes two most 

populated countries, China and India) and the characteristics are mentioned below: 
9,9 years of education, 3615 $ of GDP per capita, usually not democratic political regime (-2,4), 81,8 

% of Orthodox Christian countries, 100 % of Muslim countries, 100 % of Hindu countries, 100 % of 
Christianity influenced by the traditional faiths (mainly in Africa), 83,8 % of Buddhist countries, 100 % of 
Confucian countries (only China) and 100% of Indigenous, Aboriginal and Animist countries.  

The analysis shows that the higher level of GDP and education is connected with democratic political 
regime and mainly Roman Catholic and Protestant Christianity and Judaism. On the other side, low level of 
GDP and education reflect more autocratic political regimes and predominantly Islam and Hinduism. 

Regarding statistical verification of variables in the cluster analysis, all variables contribute to the 
formation of the clusters because the values of Student’s t test for continuous variables and Chi-square for 
categorical variable exceed the critical line.  

Regression analysis 

Cluster analysis and related literature support hypotheses that are summarized below: 
 Economic level (expressed usually as GDP per capita) and growth is determined by human capital 

(approximated the most frequently by the educational level), physical capital and technological progress. 
This approach is based on the neoclassical conditions of economic growth and thus on the assumption of no 
restrictions in economy. However, the reality is different. The conditions of business and any behaviour of 
“participants” in society are determined by institutions that are established by the political regime.  

 Educational level is influenced by the economic level in society, by political regime and religion. Political 
regime establishes institutions and directly influences the extent, quality and access to education. Higher 
GDP per capita is connected with technological progress that creates higher demand for more educated 
people.  

 Political regime is influenced by religion and educational level. Religion played and has been playing the 
important role for establishing of priorities and values in society and thus influencing political regime and 
education. Moreover, the religion has also direct political power in countries which are not secularized (or 
only partially), e.g. Muslim countries. Regarding the impact of educational level on political regime, it is 
supposed that more educated people prefer democratic political system.  

Defining the model 

In accordance with suggested hypotheses we define our baseline model used for empirical analysis of expected 
relationships between selected variables. The model is represented by following formulas: 
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Apparently, we have a panel-data system consisting of three equations. All variables, except for 

religion dummies, are in natural logarithms. GDP denotes Gross domestic product per capita, CAP means 
physical capital, EDU expresses human capital approximated most frequently by educational level, REG is an 
indicator of political regime6, REL is a set of dummies determining the type of prevailing religion in a given 
country. α1, α2 and α3 are constants where α1 includes the effect of technological progress resp. multifactor 
productivity and α2, α3 the effect of benchmark religion category. β1 to β39 are coefficients, where β1, β2 , β10  and 
β(26 – 31) are strongly expected to be positive. 

The first equation in the system is simply a Cobb-Douglas production function extended by political 
aspects. We have added this variable to C-D function to express the impact of political regime on economic 
development.  

The second equation captures the influence of GDP, political regime and religion of given economy on 
the education. Although the political regime variables are included in the first equation of the system (1) and 
therefore their influence is already built in GDP p.c. variable, we include them in the second equation once 
again. This decision is based on our assumption that political regime influences the education not only through 
GDP p.c. indirectly, but also more firmly (e.g. political regime and religion may influence a structure, quality 
and access to education). Inclusion of religion and GDP into the second equation corresponds to our hypothesis 
about the influence of religion and GDP on the educational level.  

The third equation shows the expected impact of GDP and religion on the political regime. The 
hypothesis rather supposes the impact of educational level (instead of GDP) on the political regime in the sense 
that more educated people usually prefer more democratic regime. However, we are forced to use GDP indicator 
because of availability of data about education.7 The impact of data on the results of our research is discussed in 
more detail in Data limitations section. Supposing the mutual dependence of GDP and educational level, we 
replaced education by GDP.  

Since, at least theoretically, and as our cluster analysis and other literature suggests, should be wealth, 
the level of education and the political regime mutually dependent, we employ the model given by the system 
(1). We suggest using panel data system not only to observe more data but prevailingly to show the dynamics of 
development. In other words, we want to show the dependence of regressands on suggested explanatory 
variables both across countries and in time. We also suggest using indicator of political regime in the first two 
equations and GDP in the third equation as lagged variables since it is supposed that GDP and educational level 
respond to the change of political regime with a lapse of time and with the long-run effect. Political regime will 
react on the change of educational level (in our case unfortunately approximated by GDP) with the delay, too. 
Our aim is, therefore, to confirm or reject suggested hypotheses. 

Data limitations 

Regarding the data availability, the quantification of human capital poses the biggest problem. Due to its 
qualitative character, the indicator of human capital will always be the approximation of the real value of human 
capital. Literature offers three approaches how to measure human capital: 1) the highest attained education 
which is usually described by either the share of labour force with at least upper secondary education or average 
years in education; 2) direct measurement of skills; and 3) estimation of market value of human capital on the 
basis of wage. The most frequently used approach for empirical analysis is the first one because of availability 
of data. However, these two indicators are published by several international organizations, e. g. World Bank, 
Unesco or OECD, data is not (at least publicly) available for longer period. Intending apply panel data system, 
we were forced to choose another indicator associated with education with data available for sufficient number 
of countries and years. The only acceptable indicator meeting our demands was the total public education 
expenditure as a percent of the GDP for which we received at least six years (1998-2004) in a row. However, 
there are still a few gaps in data. Thus, our panel and therefore whole system (1) is unbalanced. It is necessary to 
take it into consideration when interpreting the results of our analysis.  



606 

Expression of physical capital as gross fixed capital formation as a percent of the GDP has its 
limitations, too. It does not really measure the whole stock of physical capital but it is generally accepted in 
empirical works.  

Which type of religion seems to influence the education the most? Any religion category could be used 
as a benchmark dummy variable. For easier readability of our estimations, we want to use religion which is 
connected with the highest level of education. However, considering the limitations of our indicator of 
educational level and supposing the interdependence between the GDP and educational level, we estimate some 
impact of religion on the GDP. Therefore, we employ function A(1), which we treat as an auxiliary regression 
considered as some kind of help-tool. 
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The GDP is in non-logarithmic form. Constant was dropped to allow us to identify the “strength” of the 

various kinds of religion, in terms of their influence on wealth. Regression output can be found in table 4. 

TAB 4 REGRESSION OUTPUT FOR GDP – RELIGION RELATIONSHIP 

Variable Coefficient Standard errors 

Independent variable - GDP 

REL1 Roman Christian 8315.5290 263.8740 

REL2 Protestant Christian 21400.6600 426.8033 

REL3 Orthodox Christian 14970.9600 821.0328 

REL4 Muslim 2539.0400 170.5849 

REL5 Judaism 18281.8400 1072.6670 

REL6 Hindu 1545.0400 79.2418 

REL7 Imported Christian 3854.9870 233.5141 

REL8 Buddhism 21247.7900 1388.6570 

REL9 Indigenous 937.6007 43.5471 

Wald-test probability 0.0000 - 
 Note: All coefficients were significant at 1% level. Method: FGLS 

We can clearly see that the most influential religion, in terms mentioned above, was Protestant 
Religion, closely followed by Buddhism. The “worst” religions were clearly the Indigenous, Hindu and Muslim 

religion dummies. One can immediately see the huge gap between this group of religion types and the others. 
These findings are fully consistent with results of our cluster analysis and with our theoretical expectations. 

Results of the system (1) 

To solve the system (1), Zellner’s SUR method was used8. This should make our results robust to cross-
sectional heteroskedasticity and serial-correlation. The output of regression from the software package appears 
in tab. 5. 
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TAB 5 REGRESSION OUTPUT FOR SYSTEM (1) 

Variable Coefficient Standard Errors 

Equation 1. – Dependent variable: GDP 

Constant 0.8825 1.2022 

CAP 0.4453 0.2922 

EDU 1.7911*** 0.2396 

REG 1.4240 7.7485 

REG(-1) -0.6238 7.7659 

REG(-2) -1.1438 0.9504 

REG(-3) 2.0054 1.3715 

REG(-4) 1.7379 1.3382 

REG(-5) -1.9395** 0.8039 

Adj. R2 0.3440 - 

F-stat. probability 0.0000 - 

Equation 2. – Dependent variable: EDU 

Constant 0.0249 0.4313 

GDP 0.2166*** 0.0402 

REG -2.0164 2.6803 

REG(-1) 2.0526 2.6803 

REG(-2) 0.0606 0.3351 

REG(-3) -0.6885 0.4731 

REG(-4) -0.8434* 0.4625 

REG(-5) 1.3081*** .02533 

REL Roman Catholic -0.1460** 0.0659 

REL Orthodox -0.0485 0.1100 

REL Muslim -0.0464 0.1279 

REL Judaism 0.1705 0.1716 

REL Hindu -0.1127 0.1426 

REL Imported Christian 0.1937 0.1228 

REL Buddhism -0.4193** 0.1719 

REL Indigenous -0.0401 0.2160 

Adj. R2 0.4927 - 

F-stat. probability 0.0000 - 

Equation 3. – Dependent variable: REG 

Constant 1.4498** 0.6681 

GDP -0.7101 1.7241 

GDP(-1) 1.3255 2.6863 

GDP(-2) -0.9887 2.0607 

GDP(-3) -0.3209 2.7755 

GDP(-4) 0.1519 2.5580 

GDP(-5) 0.7088 1.6722 
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Variable Coefficient Standard Errors 

REL Roman Catholic 0.0612 0.1008 

REL Orthodox 0.0596 0.1705 

REL Muslim -0.3991** 0.1846 

REL Judaism -0.0612 0.2655 

REL Hindu -0.0946 0.2085 

REL Imported Christian -0.4548*** 0.1751 

REL Buddhism 0.1188 0.2582 

REL Indigenous -0.0464 0.3801 

Adj. R2 0.3295 - 

F-stat. probability 0.0000 - 
 *,**,*** marks significance at 10%, 5% and 1% level, respectively. Statistically significant 
coefficients  are bolded. Method: SUR. 

Results from the first equation suggest that only human capital (approximated by public education 
expenditures per GDP) had the influence on wealth. What is quite surprising is the statistical insignificance of 
the capital and technological factors. Both of them are quite highly insignificant (although they have correct 
signs). There may be several reasons for that: The first, our data time span is too short to be able to discover and 
confirm expected relationship between variables of the system (1). The second, there are some gaps in the data 
for some cross-sections. The third, our sample of included countries is relatively small (60 countries).  All of 
these may have rendered our results to be a somewhat misleading and, thus, the theoretical relationships 
strongly suggested by various literature or by our cluster analysis were not empirically confirmed. 

The second equation shows, that GDP p.c. influenced the education, as expected. 
From political regimes variables, only those lagged by five (in the 1st equation) and four and five years 

(in the 2nd equation) are statistically significant. What seems really interesting is, that signs of coefficients 
change between years. One possible reason for this may be, for example, the negative change in the political 
regime of given country and the simultaneous or the subsequent positive change of the GDP. The rise of the 
GDP may be influenced by some other, non-political factors. Hence, the linear relationship suggested by the 
regression may appear to be negative.  The regression results may confirm the fact that political regime 
influences wealth and education namely in the long run and with a long-lasting effect. 

From religion dummies, in the second equation only Roman Catholic Christian and Buddhism 
dummies were statistically significant. In the third equation, only Muslim and Imported Christian dummies were 
significant.  Looking at the coefficients of given significant coefficients, we come to conclusion that the 
influence of these kinds of religion on the education and political regime respectively is weaker compared to the 
benchmark dummy (Protestant Christian). 

When examining the possible influence of GDP on the political regime, our results look quite 
disappointing, since all coefficients are highly statistically insignificant. But we should bear in mind that, firstly, 
with better data availability, the indicator of educational level would be used instead of GDP as our hypothesis 
suggests. Secondly, economic level most probably influences the type of political regime with much longer 
delay. Although, wealth and educational level of the citizens grow, their striving for more democratic regime 
will probably take quite a lot of time, before some change happens. 

Considering the model globally, we may see, that it performs quite well, if we take into consideration 
the relatively poor data availability, the rough proxy used for the education variable and gaps in the data. 
Graphical residuals testing shows a mild and relatively weak cross-correlation between the equations’ residuals. 

Using the correlation matrix of the residuals indicates again the only minimal and negligible correlation. 
Breusch-Pagan test of independence thus displays highly statistically significant results of the F-statistics, again 
confirming possible cross-correlation between equation of the system (1). Using the rule-of-thumb of the 
exceeding the value of the pair-wise correlation between regressors set to 0.8, we conclude that the collinearity 
is not present (the maximum value in the correspondent correlation matrix was slightly above 0.4). The testing 
of the residuals for the normality shows that residuals are most probably asymptotically normally distributed. 
Thus, one has to be cautious in interpreting the results or when making some conclusions and predictions. 
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Testing the long-run influence of political regime on wealth 

Since the system (1) was restricted to only six observations per a cross-section, we could not make use of data 
about GDP p.c. and political regime with time range between 1975 – 20049. Thus, we will now test the equation 
(1), where the GDP p.c. is solely dependent on the current and lagged up to 5 years political regime, added by 
religion which woud be ideally used in the second and third equation in our system. This will allow us to check 
our hypothesis of strong and long-lasting influence of these factors on wealth in the long-run. Equation (1) is 
defined as: 
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Output from the regression package can be found in table 6.  

TAB 6 REGRESSION OUTPUT FOR THE EQUATION (1) 

Variable Coefficient Standard Errors 

Dependent variable: GDP 

Constant 9.4660 0.0444 

REG 0.0235 0.0030 

REG(-1) 0.0140 0.0031 

REG(-2) 0.0051* 0.0031 

REG(-3) 0.0218 0.0030 

REG(-4) 0.0168 0.0029 

REG(-5) 0.0240 0.0027 

REL Roman Catholic -0.7863 0.0473 

REL Muslim -2.0832 0.0473 

REL Judaism -0.1647 0.0518 

REL Hindu -1.2785 0.1255 

REL Imported Christian -1.0856 0.0771 

REL Indigenous -2.7767 0.0530 

Wald-test probability 0.0000 - 
 Note: All coefficients, except for REG(-2) were significant at 1% level. * marks significance at 10% 
 level. Method: FGLS. 

It is worth noticing, that we had to reduce the number of cross-sections to 51 to obtain balanced panel 
and the third and the seventh religion dummy (Orthodox and Buddhist) had to be dropped to avoid collinearity. 
Other dummies are relative to the Protestant Catholic dummy. We had to employ the FGLS regression to 
account for cross-sectional heteroskedasticity and serial-correlation. 

The results are fairly clear. All independent variables are highly statistically significant. Wald test 
shows that all the regressors are jointly significant as well, but all religion dummies perform worse than the 
Protestant Catholic (benchmark) dummy. These results are in compliance with our theoretical expectations as 
well as with results of our cluster analysis and our auxiliary “religion” regression’s (A(1)) results. It is also 
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clear, that the political regime is influential in the long-run and has positive and statistically significant long-
lasting effect. 

Although, we only applied the linear relationship between GDP and political regime, our results 
confirm (Barro’s 1996) conclusion that political regime matters in the economic development and has positive 

influence on wealth. 

Conclusion 

The cluster analysis showed mutual relation between education and economic development, political regime and 
religion. It is evident that education, as the significant part of the human capital, belongs together with the 
physical capital and technological progress to the main factors of economic growth. Nevertheless, there must be 
demand for education which increases with the economic development. Education seems to be the motivation 
factor since the industrialization of economy.  

Education and economic development is influenced by political regime and religion which both 
determine the institutional environment. The highest education and economic level are reached in the countries 
with full democracy. Democratic regime influences positively, in the sense of ensuring the freedom and property 
rights, that support business and competition and thus economic development. Economic development 
subsequently requires a larger number of qualified and educated people who have backward impact on the 
support of democratic regime by involving in political affairs and freedom and equal rights requirements. Fear 
of educated people may be the reason why the autocratic systems usually have low level of education and GDP 
per capita.  

Furthermore, the results show that democratic regimes are successfully established particularly in the 
Christian countries. The reasons why seem to be firstly in the process of secularization that began much sooner 
than in other religions and secondly in establishing of the principle of equal rights. On the contrary, the Muslim 
countries are usually autocratic with low level of economic development and education. The results suggest that 
religions, which set forward the process of secularization with the dividing of power and adopted the principle 
of equal rights, support democratic political regimes and institutions. They have subsequently positive influence 
on economic development which brings higher demand for education. And educated people consequently 
positively support democratic regime. Secularization and the principle of equal rights and freedom with 
subsequent democratization seem to be the crucial factors for the economic development and higher educational 
level. Our results are also in line with the Kuran´s statement that Islamic law established institutions inadequate 

for economic growth. These institutions like system of partnerships, inheritance regulations and especially waqf 
suppressed civil society due to the lack of organizational autonomy. These institutions were restricted, they did 
not encourage people to look for advanced organizational structures suitable for the changing economy. This 
institutional rigidity caused the stagnation of the Muslim world.  

On the basis of cluster and descriptive analysis we established the model. The regression analysis 
proved that it performs quite well and supports mentioned results. However, one has to consider poor data 
availability for the indicator of human capital that forced us to use shorter period. It would be interesting and 
useful to verify the model with better indicator of human capital, such as average years in education, which 
would be available for each country and for more years in a row. 
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End notes 

1) Dummies for colonies: British, French, Spanish, Portuguese, other. Dummies for religions: Muslim, 
Protestant, Eastern, Hindu, Jewish, other. Dummies for colonies and religions are put together to the regression 
of the democracy index. 
2) 

Normally, the only source of information about the religion make up of a country comes from that country’s 

government census. Sometimes political concerns influence the government’s reports. Data is based on self – 
reporting. If a person considers himself to be a Christian, he or she is counted as a Christian. Various religious 
groups use other criteria for membership.  
3) Data is taken from Polity IV Country Report 2003 Series edited by Center for International Development and 
Conflict Management, University of Maryland. 
4) USA, Canada, Mexico, United Kingdom, Ireland, Netherlands, Belgium, France, Switzerland, Norway, 
Denmark, Sweden, Finland, Spain, Portugal, Austria, Czech Republic, Slovak Republic, Italy, Slovenia, Croatia, 
Greece, Japan, Australia, Israel, Cyprus, Philippines, Estonia, Latvia, Lithuania, Hungary, Poland, Dominican 
Republic, Jamaica, The Republic of Trinidad and Tobago, Guatemala, El Salvador, Nicaragua, Costa Rica, 
Panama, Colombia, Venezuela, Peru, Brazil, Bolivia, Paraguay, Chile, Argentina, Uruguay. 
5) Guyana, Albania, Macedonia, Bulgaria, Moldova, Romania, Russian Federation, Ukraine, Belarus, Armenia, 
Georgia, Azerbaijan, Mali, Senegal, Mauritania, Niger, Guinea, Burkina Faso, Ghana, Cameroon, Chad, Congo, 
Uganda, Rwanda, Djibouti, Ethiopia, Eritrea, Zimbabwe, South Africa, Namibia, Lesotho, Swaziland, Comoros, 
Mauritius, Morocco, Algeria, Tunisia, Iran, Turkey, Egypt, Jordan, Tajikistan, Kyrgyzstan, Uzbekistan, 
Kazachstan, China, Mongolia, Korea, India, Pakistan, Bangladesh, Nepal, Thailand, Cambodia, Laos, Vietnam, 
Indonesia, Fiji, Benin, Burundi, Kenya. 
6) PolityIV index can be found here: http://www.cidcm.umd.edu/polity/data/. For purpose of estimation, we have 
modified it by adding a scalar of arbitrary value 11.1. This allows us to take logs of all (namely negative) values 
of indexes. Since this alteration is proportional to all values, the results are intact. 
7) The only publicly available data (that were available for us) about education that would cover at least several 
years for the most possible number of countries is data expressing public education expenditure as a percent of 
GDP. 
8) All estimated models were tested for heteroskedasticity, autocorrelation, multicollinearity and normality of 
residuals. All models are valid in terms of these tests unless it is said otherwise. 
9) Data for GDP p.c. variable was taken from World Bank Statistics for the purpose of this estimation. 
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Abstract 
 
Privatization is a complex exercise with multifaceted implications and has to be conducted with a number of caveats 
(Khan, 2001).The present privatization process of State Owned Enterprises (SOEs) started in Pakistan in 1991 under 
pressure form donor agencies without formulating a rational privatization policy. This includes establishing a proper 
business environment, regulatory regime and development of financial markets to create potential for the purpose. 
The privatization process was criticized during all the governments.  The capital markets in Pakistan are not so 
developed. So, as was done in some cases, it is  better that all the wholly owned units by the government are first 
converted into public limited companies and than the shares are offered to a wide range of investors specially 
targeting overseas Pakistanis and Arab world. It is never too late, still units having real worth of billion of dollars are 
there to be privatized. A major shift in the privatization policy can not only facilitate the government of Pakistan to  
eliminate  completely the foreign debt but also this will align and enhance economic activities in the shape of effective 
and efficient management both in public and private sectors business units. In view of bail out packages by the state 
its role to own business units has been reemerged. And if at all privatization is still desirable it should be in a different 
mode according to the changed scenario with the ultimate aim of economic prosperity.  
 
Introduction 
 
The political and economic policy of privatization, broadly defined as the deliberate sale by a government of 
state-owned enterprises (SOEs) or assets to private economic agents, is now in use worldwide (Megginson and 
Netter, 2001). Privatization is a complex exercise with multifaceted implications and has to be conducted with a 
number of caveats (Khan, 2001).The present privatization process of  state owned enterprises (SOEs) started in 
Pakistan  in 1991 through establishment of Privatization Commission of Pakistan.  In addition to other reasons, 
the main logic being given behind   privatization in Pakistan was to get rid of huge losses by SOEs and reducing 
foreign debt burden.  “The PC Ordinance specifies that 90 percent of privatisation proceeds will be used for debt 
retirement and 10 percent for poverty alleviation. Reducing the debt service burden will help strengthen the 
fiscal situation” (Privatization Commission of Pakistan). Unfortunately the proceeds of privatization were not 
credited to a separate fund created for debt retirement     but were put into Federal Consolidated Fund and used 
for current expenditure. 

Unfortunately, the very purpose of reducing the budget deficit and reduction in debt could not be met.  
The privatization process was criticized during all the governments through out its tenure. Firstly, all the units 
which were financially very strong and earning huge profits were sold on through away prices, leaving those 
incurring losses. The privatization process was always subject to corruption charges. According to conservative 
estimate of Anti privatization Alliance Pakistan, a massive 1550 Billion Rupees ($23.84 billions) corruption has 
taken place during 8 years of Musharraf-Shoukat Aziz privatization push. The anticipated fiscal impact was not 
realized because the proceeds of privatization were not credited to a separate Debt Retirement Fund but were put 
into Federal Consolidated Fund from where these were utilized for current expenditure (Khan). The PTCL was 
privatized on very low prices through using Pakistan Army. The privatization of Steel Mills was stopped on the 
interference of Supreme Court of Pakistan on this account.  

The methods used for the valuation vary with the type of business and often more than one method is 
used in determining the value. These include the discounted cash flow method, asset valuation at book or market 
value, and stock market valuation. Despite using scientific methods, valuation remains more an art than a 
science. (Privatization Commission of Pakistan). “The sale of public assets should bring maximum prices to the 
government so that the budgetary deficit is reduced and resultant inflationary tendencies may subside. This is 
possible only if the privatization process is transparent. Transparency requires that reserve price is appropriately 
estimated, they are made public before the opening of the bids and no sale must be allowed below the reserve 
price” (Kemal, 2001).  
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The state enterprises were mainly financed through highly costly debt, arranged by accepting unfavorable 
conditions of donor agencies like IMF, World Bank and Asian development bank in addition to local debt 
borrowings. Further more, due to inflation and devaluation of rupee the cost of total investment along with the 
cost of capital automatically increased with the passage of time.  Therefore, the ideal approach while fixing 
minimum reserve price was to take also into consideration the total cost incurred on these units till privatization.  
The capital markets in Pakistan are not so developed. So, it was  better that all the wholly owned units by the 
government were first converted into public limited companies and than the shares are  offered on large scale to 
targeted potential investors like overseas Pakistani and Arab world in addition to general public and institutional 
investors in Pakistan. In this aspect, the Islamic mode of finance of mudarabah and musharakah can also be 
used. On the one hand this will not only facilities the privatization process to reduce foreign debt and budget 
deficit through getting high prices but on the other hand it will bring professional management and more 
investors  compared to present scenario where only a few are being obliged. This will also improve transparency 
in these transactions. It is never too late, still units having real worth of billion of dollars can be privatized.  

“The privatization programs of the last 20 years have significantly reduced the role of state-owned 
enterprises in the economic life of most of the countries. Most of this reduction has happened in developing 
countries only during the 1990s. The SOE share of “global GDP” has declined from more than ten percent in 
1979 to less than six percent today” (Megginson&Netter,2001). “Since the early 1970s, as in most developing 

countries, Pakistan has relied on the public sector to operate virtually all infrastructure and financial services and 
many industrial units. The government nationalized many businesses and enlarged the areas where the private 
sector was prevented from competing. In addition to a number of important industrial enterprises, the 
government owned and operated services in banking, energy, communications, infrastructure, and transport. The 
experiment proved to be a failure” ( Privatization Commission of Pakistan). As per information available at 
Private Commission of Pakistan web site  till November ,2008 167 privatization transactions has been 
completed which has yield an amount of Rs. 476.421billions.  

In the first instance the nationalization of business units itself was a disaster for the economy of 
Pakistan which ended the golden era of industrialization for ever. Therefore, it is normally said that it was never 
took off again. In the second instance huge public money in the shape of taxes and foreign debt was wasted 
through irrational investment, corruption and huge losses in the state owned enterprises (SOEs). However, when 
these SOEs were a little bit stabilized after heavy investment in the shape of equity and huge losses an abrupt u 
turn was taken to privatize  these through a very hasty and irrational approach which was always subject to 
corruption charges. It was normally said that most of these units were incurring huge losses which was a great 
burden on the  budget. It further argued that there was a need to curb inefficiencies and corruptions in these 
units. Another argument was reduction in foreign debt through sale of these units. However, privatization in the 
manner it was carried out leads to billion of losses through tax evasion and under payment of government 
utilities bills as first adverse impact. “Privatization reduces the net transfer to SOEs in the aggregate. These 
transfers become positive if the government actually starts collecting taxes from privatized firms” (Sheshinski & 
Calva, 2003)  

Than the units which were earning hands sum profits were sold on through away prices without 
considering its earning potential and market value of the assets like real state. In such cases the management was 
also transferred to the private owners against  making a minority payment of stake. In some cases the liabilities 
was also absorbed by the government. Another mistake which was repeated similar to abrupt nationalization 
was privatization of units without creating proper business environment. Earlier on the one hand the 
nationalization of private business units with a single stoke of a pen     washed out the business culture of the 
country and on the other hand the new unprofessional management which was incompetent to run the 
nationalized units, destroyed the profitability of units through inefficiencies and corruption. However, the gains 
which were taken over a long period of time through sacrificing public tax monies in the shape of losses and 
increase of debt burden and improvement in the professionalism were washed out through abrupt faulty 
privatization without any proper home work. This badly effected the economic conditions of Pakistan. The GDP 
growth rate was decreased from 6 % in 1980 to around 4 %  in post privatization period (Khan). As per Debt 
Policy Statement 2008-09, issued by the government of Pakistan  the external debt  has been increased  to 46.3 
billion  US$ at the end of fiscal year 2007-08. This is expected to reach at 51.5 billion US$ by the end of current 
fiscal year (News Report, January, 2009). Whereas in 1990 it was 19.2 billions US$ and subsequently reached to 
33.6 billions US$ in 1999(Economic Survey 2006-07). “It is generally accepted that the declining trend in 

poverty in Pakistan during the 1970s and 1980s was reversed in the 1990s. The incidence of poverty increased 
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from 26.6 percent in FY1993 to 32.2 percent in FY1999 (ADBP). Now it is growing at a very rapid speed. “The 
poverty rate has jumped to 37.5% from 23.9% during the past three years. More than 64 million people, out of a 
160-million population, were living below the poverty line in 2008, as against 35.5 million people in 2005, 
according to the Planning Commission of Pakistan” (Haider, Feb. 2009). 

Corruption, inconsistence economics policies and nonexistence of proper business environment are the 
main causes of worst ever present economic conditions of Pakistan which was not created in a day. Our faulty 
privatization policy since inception is a reflection of this situation.  It is never too late and so there is an urgent 
need to revamp our present privatization policy. Haste should not be the feature of the policy. As a first step to 
the right direction first of all we should create friendly business environment which should be  free from fear, 
corruption and red-tape to attract more and more investors. Next we should attract strategic partners like 
Overseas Pakistanis and Arab world on the one hand and on the other hand encourage institutional investors and 
individual shareholders within the country to participate more and more. This will not only diversify the base of  
investment but it will  also create good business environment.  

Presently with minority share transfer the management is entrusted to the seller from the government. 
This aspect of policy is also required to be improved. As in several cases the units were closed by the new 
management. Even in some cases the new owners snatched the retirement benefits of employees. The author as 
a chief accountant of a government unit which was subsequently privatized,  himself  very difficultly manage to 
prevent the owners from snatching the gratuity and provident amount of about of Rs. 10. millions of the 
employees.  

In nut shell the very purpose of privatizing SOEs to boost economy has been failed. Instead it has 
increased the miseries of people of Pakistan in the shape of drastic increase in the poverty, cost of livings and 
enlargement of population below the poverty line. As it is never too late it is still high time to make the 
privatization policy to achieve economic prosperity instead of poverty. 
 
Literature Review 
  
Even the more emphasized aspect of efficiency and profitable outlook  of privatization in developed countries 
are now debatable in view of present economic and financial crises. The bail out packages by the state to check 
present financial and economics crises has reemerged its role in establishing and managing business enterprises. 
So instead of following a stereotype blind privatization policy there is a need to review it to re-determine the 
role of state in industrialization. If the business enterprises finally looks for the state to rescue them than at least 
there is no need to privatize the State Owned Enterprises. This also puts a big question mark on the performance 
of industries in the private sector in terms of efficiency and profitability. The present economics and financial 
crises  also questioned the credibility of regulatory regime which is considered mandatory for privatization in 
particular and in general for the whole industry. Although the author considered the contemporary financial 
system based on interest the main cause of present financial and economics crises but the ultimate role of states 
to rescue the private sector also hint us to rethink about selling SOEs and atleast demands a review of open 
mandate of privatization. Actually the objective of a country should be sustainable economic growth and if as 
one of  its mechanism we adopt privatization it should be towards achieving  economics prosperity. I fear that 
the present economics and financial crises may lead us to rethink about the reversal of present privatization 
policy, although practically we have started doing it indirectly through bail out of packages. This is specially a 
signal for developing countries like Pakistan to rethink about the privatizing its giant companies without wisdom 
It is also a fact that even before the present scenario there were a lot of controversies relating to privatization of 
SOEs. These issues mainly relates to method, time, type, transparency, methodology, status of economy  and 
capital markets.                

 The privatization is a process going on since long in allover the world. “The most important 

development in international corporate governance in the past 20 years has been the transfer of ownership of 
state-owned enterprises (SOEs) from governments to private ownership, a process called privatization by 
Margaret Thatcher. A large literature has studied the effects of privatization on firm performance – see, for 
example, the surveys by Megginson and Netter (2001), Djankov and Murrell (2002) and Denis and McConnell 
(2003)” (Mulherin, Netter and Stegemoller, August, 2004). Gibbon (2000) reports that the cumulative value of 
proceeds raised through privatization program by governments exceeded $1 trillion sometime during the second 
half of 1999, and the amount of such revenue raised each year by governments is now roughly $140 
billion(Tanko). “In the last two decades, privatization policy has swept the world. Up to end 2002, governments 
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sold assets worth US$1,127bn in more than 3,535 privatization deals. Not surprisingly, industrialized economies 
got the lion’s share of total revenues (67 per cent) (Securities Data Corporation); however, developing countries 

have also privatized large chunks of their State-owned enterprise (SOE) sector under the pressure of 
international lending agencies  (Mulherin, Netter and Stegemoller, August, 2004). 

Normally it is claimed that privatization improve the performance of firm in terms of profitability and 
efficiency and thus maximization of wealth of owners can be achieved in a better way than in case of firms 
owned by the state. Research now supports the proposition that privately owned firms are more efficient and 
more profitable than otherwise-comparable state-owned firms (Megginson & Netter, 2001). However, this may 
be a good achievement from a business point of view but privatization for achieving only this objective is a very 
narrow outlook from economic point of view which should look for the whole economy and talk to maximize 
the wealth of the whole society. Still there is a controversy of firm performance in terms of profitability and 
efficiency when we talk about end results. One of the fundamental and empirically most controversial economic 
questions is whether private firms perform better than state-owned enterprises (SOEs) and whether privatization 
improves firm performance (Kocenda & Svejnar, May 2002). The empirical evidence generally concludes that 
privatization improves firm performance. However, while there are numerous theoretical arguments for why 
performance improves after privatization, empirically there is limited evidence on the sources of the gains from 
privatization (Mulherin, Netter and Stegemoller, August, 2004). 

Parker & Kirkpatrick (May, 2005) in his article has taken a good stock of studies made on the impact 
of privatization and pointed out some limitations in terms of scope and methodology therein. In the context of 
impact of privatization in the developing countries they find that “the evidence suggests that if privatisation is to 

improve performance over the longer term, it needs to be complemented by policies that promote competition 
and effective state regulation, and that privatization works best in developing countries when it is integrated into 
a broader process of structural reform”. While summarizing the results of  their review of different research 
studies to assess the effects of privatization in developing countries they concluded that “the relationship 

between privatisation and performance improvement is complex and superior post-privatisation performance is 
not axiomatic. The evidence points to the roles of competition and regulation in performance and reveals that 
introducing more market competition and effective state regulation may be crucial in ensuring that economic 
performance improves. In addition, a wider range of institutional issues, including improving political, legal, 
management and financial capacity within countries will affect the impact of privatisation on performance when 
privatisation occurs in low-income countries. Where these capacity constraints are often acute, the result may 
not be the creation of a more competitive and dynamic economy, as assumed by the champions of the policy, 
but monopoly or imperfect markets”. 

Different methods are used for privatizing SOEs depending upon type of economy, political 
considerations and status of financial markets. For example  “policy makers in transition economies adopted 
radically different privatization techniques. The most popular were mass give-away privatization programs, 
followed by sales to insiders (employees and managers) and sales to outsiders (domestic and foreign investors). 
Moreover, these programs were very different from those implemented in the OECD countries where a financial 
infrastructure was already in place(Estrin, 1991; Laban and Wolf, 1993)” (Jelic, Briston & Aussenegg, 2003).  

Bortolotti and Pinotti(2003) tested and concluded that in developed countries a political economy 
approach is particularly useful in understanding why and how governments privatize. They further concluded 
that privatization methods seem instead shaped by political preferences, with market oriented governments 
involved in spreading share ownership among domestic voters. 

“Interestingly, while privatization is based on the premise that it will improve corporate performance 

and help countries grow, the effect has been surprisingly hard to identify. At the macro level, one observes that 
some of the fastest growing transition economies (e.g., China, Poland and Slovenia) have been among the 
slowest to privatize, while some of the fastest privatizers (e.g., Russia, Ukraine and the Czech Republic) 
experienced a decline or slow growth after privatization in the 1990s. In a cross-country aggregate study, Sachs, 
Zinnes and Eilat (2000) find that privatization does not by itself increase GDP growth, but they suggest that a 
positive effect is present when privatization is accompanied by in-depth institutional reforms” (Kocenda & 

Svejnar, May 2002)  
India a neighboring country, although an arch rival, but has a lot of similarities with Pakistan. 

Regarding India, Gupta (November, 2001) reveals that sale of non-controlling shares remains the primary 
method of privatization and privatization program too has proceeded slowly with an average of 16 percent of 
equity in 44 of 258 centrally-owned firms sold in the ten years following the adoption of the privatization policy 
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in 1991. In another SARAC Country,  Sri Lanka the privatization process can be grouped in there phases. In the 
third phase, “Strategies such as the sale of the majority of shares to corporate investors on the basis of open 
tenders and competitive bidding, management contracts and employee buyouts were adopted in this stage. This 
was the phase under which public utilities such as telecom and gas were privatized.(Balasooriya, Alam and 
Coghill, 2007). They have concluded that “the insights into the Sri Lankan situation suggest that successful 
implementation of privatization requires all three dimensions, i.e. ownership change, creating competition and 
establishing proper regulation. The change of ownership by itself is not enough”. 

Bangladesh, earlier a part of Pakistan, has too a number of similarities like India. Actually all these 
countries some time ago were part of “ Indo Pak Sub Continent” and therefore, have analogous political, cultural 
and economic background.  The business environment in the   Bangladesh is very comparable to Pakistan and so 
we can learn a lot from its experience to put our privatization  policy on the right track “It is important that, in 

Bangladesh, we move away from constantly debating whether privatized enterprises have done well or not, to 
diagnosing the reasons for less than satisfactory performance in some privatized enterprises. If these are not 
doing well, is it because the environment is not competitive enough, is it because government continues to bail 
out poor performers, is it due to lack of managerial skills, is it due to bottlenecks created by government policy 
and its implementation, or is it due to other factors? Once this diagnosis is done, we would be in a much better 
position to identify policy and other responses required to address the constraints”(Mahmood).  

Regarding performance of privatization in Bangladesh Shahzad Uddin states that “the major findings 
are not supportive of privatization policy, indicating that the performance of privatized enterprises has not 
improved significantly. Without denying the economic problems of Bangladesh's public enterprises, past and 
present, this article questions the performance of privatized companies in terms of their declining profitability 
and productivity; employment conditions and trade union and individual rights; altered distributions of value 
added in absolute and relative terms; and serious lack of financial transparency and accountability”.  
Like Bangladesh, Pakistan also needs a proper business environment where management can play a better role 
in achieving the objective of the business organization. The real objective should be to make all the business 
units both in private and public sector efficient and profitable. Simple change of ownership can not accomplish 
the objective. “The change in the nature of corporate governance is more crucial to achieve better performance 
than the change of the ownership of firms from the public sector to the private sector. When privatization takes 
place under suitable conditions, where the profit-motive of economic actors to be directed at productive 
activities instead of rent seeking and corruption it can contribute towards growth and development. However, 
privatization is not a sufficient condition for the improvement of firm performance. Thus, privatization should 
be accompanied by policies installing a market order that promotes economic growth and development in 
Bangladesh (Akram, 99).   

“In a study which made a comparison between public industrial enterprises and private firms producing 
similar goods, the conclusion was that changing the ownership of industry from public to private is neither a 
necessary nor a sufficient condition for more efficient operation of specific industrial enterprises. However, on 
the other hand it is often correctly claimed that due to political interference and over-staffing, the efficiency of 
the public sector units is reduced”(Akhtar). In this respect the worst part of  story in Pakistan is closure of many 
units after privatization. 

Due to a lot of similarities we think that Pakistan should had taken the benefit of experience of India, 
Bangladesh and Sri Lanka. We should have adopted a thoughtful slow pace privatization policy like the India 
had the feature of transfer of non-controlling shares.   Our country  should have adopted a policy to inject fresh 
investment in new ventures which have created healthy competition among the SOEs and newly established 
business units. This may had created the similar industrial scenario as we had before 1970. As a second step if 
the situation had demanded, the uncontrolled shares of SOEs may had been sold to pay back our foreign debts.    

There have been two tides of privatization in Pakistan. The first tide is from 1992 to 1994 and the 
second tide from July 2001 to October 15, 2002 ( Khan). While describing the rational and policy, the 
Privatization Commission of Pakistan has described the following characteristics of SOEs : 

Mismanagement and overstaffing  
Inappropriate and costly investments  
Poor quality and coverage of services  
High debt and fiscal losses  
Production and profits that were well below their potential  
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This was said to be the background behind starting privatization in Pakistan. “Whereas in the initial 
stages of its establishment Privatization Commission did not spell out the objectives of privatization, it has 
recently come up with a very clear Mission Statement contained in the Privatization in Pakistan (1998)” (Kemal 

) The statement as quoted  says: 
“Privatization is envisaged to foster competition, ensuring greater capital investment, competitiveness, 
and modernisation, resulting in enhancement of employment and provision of improved quality of 
products and services to the consumers and reduction in the fiscal burden”. 
The PC Ordinance 2000 specifies the following modes of privatization (PC Annual Report 2007): 

 a). Sales of Assets and business; 
b). Sales of Shares through public auction or tender; 
c). Public offering of shares through a stock exchange; 
d) Management or employee buyout by management or employees of state owned enterprise; 
e) Lease , management or concession contracts : or 
f) Any other method as may be prescribed. 
The latest available annual report 07 of Privatization Commission of Pakistan Mission Statement 

States: 
Privatization in an Open, 
Fair and Transparent Manner, 
for the Benefit of the People of Pakistan, 
in the Right way, 
to the Right people, 
at the Right price 
However, what have done so for is not compatible with such statements. Like in case of other 

developing countries the privatization of units in Pakistan is subject of sever criticism since inception. “There 

has been massive corruption during the eight years of Musharraf-Shoukat power period from 1999 until 2007. It 
is very clear that the privatization process has not been proved as a key to economic development as was 
claimed by the government, but instead a total disaster for the economy (Anti privatization Alliance Pakistan). 
Unless developing countries embrace a corporate governance perspective, privatization is unlikely to provide 
the benefits of improved performance with accountability (Dyck, 2001). 

Another argument for privatization in Pakistan was utilization of 90 % of sale proceed to reduce debts 
as stipulated in Privatization Ordinance. The anticipated fiscal impact was not realized because the proceeds of 
privatization were not credited to a separate Debt Retirement Fund but were put into Federal Consolidated Fund 
from where these were utilized for current expenditure (Khan).  Total public debt increased by Rs 1087 billion 
in the outgoing fiscal year 2007-08, reaching a total outstanding amount of Rs 5901 billion; an increase of 22.6 
percent in nominal terms. Total public debt has been growing at an average of 12 percent per year since the 
fiscal year 1999-2000 (Debt Policy Statement, 2008-09). In the same statement it is stated that Pakistan’s 

External Debt and Liabilities (EDL) stood at US$ 37.9 billion or 51.7 percent of GDP in end June 2000 and rose 
to US$ 40.5 billion in absolute terms but declined to 28.1 percent of GDP by end June 2007 . In other words, 
Pakistan’s EDL witnessed a decline of 23.6 percentage points of GDP in seven years. Low fiscal and current 
account deficits in conjunction with exchange rate stability played a crucial role in reducing the country’s debt 

burden 
The privatization in developing countries was carried out under pressure from International donor 

agencies (Mulherin, Netter and Stegemoller, August, 2004,   Bortolotti & Pinotti, June, 2003). This also true in 
case of Pakistan. So this is it self a big question mark. The role of  international donor agencies in terms of their 
contribution in the development of developing countries was always remained debatable. This is also true in 
case of pursuing privatization in the developing countries. The privatization process was also dictated  by the 
donor agencies without seeing ground realities. Under the pressure the SOEs were privatized with out creating 
favorable business environment and strengthening basic infrastructure of  financial markets and regulatory 
regime. For example the Security and Exchange Commission of Pakistan (SECP) was established with the 
financial assistance of Asian Development Bank in 1999, taking over the role of Corporate Law Authority. The 
SECP is responsible to regulate non-banking companies in Pakistan. Similarly the State Bank of Pakistan, 
responsible for regulating banking companies was significantly restructured in 2002. Likewise the other 
regulatory like National Electric Power Regulatory Authority(NEPRA), Oil and Gas Regulatory 
Authority(OGRA) and Pakistan Telecommunication Authority(PTA) were established much after starting the 
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privatization of SOEs in Pakistan. It is just like putting horse before the cart. However, there is still a big 
question mark on the independence issue of these regulatory authorities.  

  
Findings 
 
The privatization policy formulated in developed countries can not be adopted in the developing country due to 
limited, unstable, unstructured and less developed  financial markets. The same is the position   in the case of 
Pakistan. Pakistan should learn from the experiences of India, Bangladesh, Sri Lanka and China. Pakistan 
should have followed China’s example and instead of undertaking sweeping tides of privatization conducted in a 
non-transparent manner, detrimental to national interest, we should have rather lured private investors along 
with foreign investors to set up new industry which would have gradually reduced the size of public sector 
enterprises (Akhtar) Based on the experiences of these countries we proposed the following steps to revamp the 
privatization policy of Pakistan.  

1- Creation of a Proper Business Environment. Stable economic policies free from all type of 
corruption and fear and preferably one window operation for solving all the problems of industries 
under one roof as we have witnessed the establishment of Private Power and Infrastructure Board in 
case of  private power policy. 
2- Development of Financial Markets specially establishment of Islamic financial institutions should be 
encouraged and culture of  sanctioning politically motivated loan and subsequent   writing of loans 
should be stopped. Even in huge claims of achieving high degree of governance in Musharaf era loans     
billion of rupees were written off.   
3-Making SOEs Efficient and Profitable. Highly capable result oriented professional management 
instead of civil servants should be inducted to manage these units.   
4- Attracting Foreign Investment Focusing on overseas Pakistanis and Arab World to invest capital on 
new business units instead of old ones. This will bring healthy competition between SOEs and new 
business units. For example it was better that instead of privatizing  PTCL, strategic foreign investors 
had been encouraged to establish  another similar telecommunication company.   
5- Encouraging Individual and Institutional Shareholders to invest in the converted SOEs into Public 
Ltd. Companies instead of outright sale of units or transfer of management to  Family Owned Large 
groups. 
6-Improving Corporate Governance Environment specially bringing high level of  transparency to the 
actual process of privatization. 
7- Strenthning the regulatory frame work. The regulating agencies like SBP, SECP, NEPRA and 
OGRA should be made independent in true sense.  
8- The sale proceed should be utilized in the manner as stipulated in the PC Ordinance.  
9-Keeping in view total investments made on SOEs while setting reserve price. A huge price in the 
shape of investment and losses was paid on these units which although may not be recovered fully, 
though may be kept in view at least as reference at the time of setting reserve price for privatizing.  
10- Revaluation of Assets according to current market prices of assets. While revaluation of assets 
current market value of assets especially infrastructure and real state must be properly evaluated.   
“The empirical analysis shows that the decision to privatize and the choice of privatisation method 

appear to be influenced by the governing political majority and public-sector budget constraints, while the 
success of privatisation in terms of revenues and stakes sold requires suitable legal institutions and developed 
capital markets (Bortolotti, Fantini and Siniscalco, March, 2001). The factors that unambiguously affects the 
three criteria are existence of supporting market institutions, overall quality of governance, non-agrarian 
economy, technical assistance from foreign donors, small public sector, fiscal stability, and right wing, new, 
cohesive, government. It is a combination of all these factors acting together that facilitate the privatization 
decisions and enhance the gains from divestiture. After two decades of privatization efforts around the world, it 
is time to reflect and understand how and why privatization occurred (Banerjee & Munger, 2002).  

In nutshell as a prerequisite to successful privatization a proper business environment consist of 
developed financial markets and truly independent regulating institutions are needed with the vision to spread 
the base of investment to attract more and more local and foreign investors to establish units in the first instance 
and subsequent thoughtful privatization of SOEs in most profitable manner as and when required. This will not 
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only create a healthy competition between SOEs and privately owned units but will also leads to economics 
prosperity instead of poverty.  

  
Conclusion 
 
There is a need that we change our outlook towards our economics priorities and so to set our direction which 
takes us to the economics prosperity of the whole world society instead of  few groups of  people or countries. 
According to recent news report “New estimates for the year released by the World Bank on Friday suggest that 

lower economic growth rates will push 46 million more people to $1.25 a day than was expected prior to the 
spreading global economic crisis. Another 53 million people will stay trapped on less than $2 a day in addition 
to the 130 to 155 million pushed into poverty in 2008 because of soaring food and fuel prices (Dawn, Feb. 
2009). “People who celebrate technology say it has brought us an improved standard of living, which means 

greater speed, greater choice, greater leisure, and greater luxury. None of these benefits informs us about human 
satisfaction, happiness, security, or the ability to sustain life on earth” (Jerry Mander).  

Likewise of other economic strategies, the character of our privatization policy should be privatization 
for economics prosperity and not for poverty. It is never too late. Recently the Pakistan Cabinet Committee on 
Privatization has hinted at a major shift in its privatization policy from strategic sales to selling of 26 % shares 
of 21 state-owned enterprises in lines with the concept “public-private partnership”. The policy will ensure 

transparency and take necessary safeguards to maximise documentation in line with the Privatization 
Commission’s Ordinance (Dawn 18 Feb.,2oo9). In the same news report the Privatization Minister of Pakistan 
was quoted as saying “We will pursue our privatisation policy and it is not linked to generation of proceeds but 
with improving performance of state entities”.  

However, it will take long time to see that whether the revamped privatization policy is  implemented 
in its true spirit as being claimed. The most important thing which is needed is a proper business environment 
including developed financial markets conducive to privatization. Secondly existence of an efficient, effective 
and independent regulatory regime is also mandatory for implementing privatization policy. Thirdly the actual 
privatization process should be free from corruption and carried out in a most transparent manner. Unfortunately 
so for since inception of privatization process in Pakistan this factor is lacking. 

Most importantly there is a big question mark that whether we need privatization in the present 
scenario of  bail out packages by the state to the privately owned business units to rescue them. This pushes us 
to recall the earlier direct role of states to set up more and more business units in the public sector as a part of 
their economics and industrial policy. Until the 1980s international policy tended to favor state planning and 
state ownership to lever investment and capital accumulation as part of economic development (Parker & 
Kirkpatrick May, 2005). Than the time was came to pursue privatization. Some time ago we have turned 
ourselves to public private partnership. Now a spell  of bail out packages has reemerged the role of states as 
owners in the business enterprises. This is a wish full circle and some strong forces are running it to keep intact 
to accomplish  their vested interests. Like human every country is a sovereign state and should not be dictated 
for accomplishment of objectives of others. So the policies of a country, including Pakistan, should be focused 
on the economic prosperity of its people and not for  interests of aliens.    
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Abstract 
 
There are a large number of village level user groups helping the government to implement their schemes. Since 
1980, Water Users Associations (WUAs) are actively involved in irrigation management in a number of countries 
such as Philippines, Indonesia, Senegal, Madagascar, Columbia and Mexico. This is viewed as a mechanism for 
decentralization, privatization, participation and democratization. Participatory Irrigation Management (PIM) is a 
program that seeks to increase farmers’ involvement in system management, water distribution and revenue 

collection. This process helps in resolving inequitable distribution and effective maintenance. This study is based on 
data from 1000 farmers in two major states in India, namely, Andhra Pradesh and Maharashtra. Data was collected 
on various aspects of the role and governance issues and effectiveness of Water Users’ Associations.  
 
Introduction 

 
Agriculture, though just about 20% of GDP, is a key to sustained growth and macroeconomic stability of the 
Indian economy. Even today sixty percent of India’s population derives their livelihood from agriculture. That 
includes majority of poor in the country. The sector is vital for food security and the weight of agricultural 
products is at 23% of Wholesale Price Index (WPI). Thus, the performance of the sector, essentially, determines 
inflationary trends in the economy and a sustained growth in agriculture is seen as a prerequisite for attaining 
the overall growth of 9% per annum projected for the Eleventh Plan period. Thus, both from the point of view of 
ensuring growth and social justice, the agricultural sector in India will be a major driver. Despite the importance 
of agriculture in the Indian economy, however, the rate of growth of agriculture has decelerated in the last 
decade to about 2% per annum as against 3.2% observed between 1979- 1980 and 1996-97. And, the eleventh 
plan is counting on a 4% growth of the sector in the plan period to achieve its overall growth target of 9%. 
Clearly, the crisis of stagnation in agriculture needs urgent attention. Against the above background, there is a 
need to look at the crucial role of irrigation as a major driver of growth and equity in Indian agriculture. 
Currently this sector is facing stagnation. Irrigation plays a major role in the development of this sector and 
during the last three plan periods a sum of Rs.950, 000 millions were spent in the development of this sector. 
Another problem that is being experienced in the irrigation sector is the widening gap between irrigation 
potential created and utilized during the last three plan periods (Table 1 below) 

 
TABLE1: DETAILS OF IRRIGATION POTENTIAL CREATED AND UTILIZED BETWEEN EIGHT AND TENTH 

PLAN PERIODS 

 
 Eighth Plan Ninth Plan Tenth Plan 
Potential created (Ml.Ha) 86.3 94.0 102.8 
Utilized (M.Ha) 77.2 81.0 87.2 
% gap 10.5 13.8 15.1 

Source: Economic Survey, 2007-08 
 

Monitoring and minimizing this gap is quite difficult unless, the farmers take active participation in the 
management and distribution of water. A number of studies by World Bank and ADB clearly brought out the 
role played Water Users’ Association (WUA) in improving the irrigation systems across the world. This paper 
reviews the contribution of WUA in different countries. The role played by WUA in the State of Karnataka and 
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Andhra Pradesh are analyzed. The paper also deals with Structural changes needed in irrigation management for 
enhancing the contribution of WUA in Water Management. 

 
Review of Literature 

It is essential that the beneficiaries are to be actively involved in water distribution, field channel maintenance, 
water cess collection and decision on cropping pattern etc. to improve efficiency of water usage. Multilateral 
agencies such as World Bank, ADB have underscored the importance of farmers’ involvement through WUA in 

these activities. Recognizing the importance of farmers participation in water development activities, the 
government has initiated several small-scale people-managed irrigation systems throughout the country. The 
government adopted a participatory mode of intervention and management framework to work with user 
farmers for efficient use of water. A case study of before-and-after intervention in FMIS is undertaken to 
suggest policy changes in FMIS (Shivakoti, 2000) 

In developing countries the irrigation development rests with the government and irrigation department 
prescribes the role of Water Users Association in the adoption and implementation of participatory irrigation 
management (Bagadion, 1992) Bagadion further analyzed the factors that may affect the role of WUAs and 
potential roles which WUAs could perform. 

(Nikku, 2002) studied the impact of Participatory Irrigation Management Program (PIM) in Andhra Pradesh 
in India after transfer of rights over the canal water and its assets to the newly constituted Water Users 
Associations (WUAs). There are about 10,292 WUAs in Andhra Pradesh functioning at local level with an 
assured funding from the State in the initial years of formation. The author concludes the opportunities for the 
reform processes and presents recent field evidence to highlight the constraints faced for effective collective 
action in the management of major irrigation systems.  

While the WUAs are generally democratic organizations, supported by the government itself, the 
governance structures and procedural policies vary from place to place. (Mohammad and Kelly, 2005) 
concluded that nationwide standard operating procedures for participatory approaches to irrigation development 
and management have never been adopted in the Philippines. In the past five years under the Southern 
Philippines Irrigation Sector Project (SPISP), NIA has been taking a new look at its experience and introducing 
several innovations in its participation programs. The SPISP approach encourages farmers to improve 
performance of irrigation systems by transferring ownership of systems to them. The underlying principle of the 
project is to work in partnership with local communities throughout the feasibility, design, construction, and 
initial operations phases to ensure that communities have full ownership of the new or upgraded facility and can 
take on the ongoing operation and management of the transferred system. However, preliminary results include 
PIMT strengths and weaknesses, and reflections on the future of the process. (Murry, Menon and Talpur, 2005) 
outlined the conditions necessary to achieve the goal of an empowered and vitalized organization. Proper legal 
framework for organizational structure, the technical skill-building of the members and internal capacity-
building are highlighted in their study. 

Wegerich, (2000) presents two case studies about WUAs in Uzbekistan and Kyrgyzstan regarding the 
process of formation, present structure and social aspects of participation in WUAs and their sustainability. In 
both countries the legal framework concerning property is weak. 

Starkloff (2001) studied institutional reforms of Pakistan’s irrigation and drainage sector and the experience 
of social mobilization for participatory irrigation management. International Irrigation Management Institute 
(IIMI) had organized 3 Water User Federations (WUF) and 80 Water User Associations (WUA) and on that 
basis recommended a halt in further social mobilization projects in the irrigation sector.  

Molle, etal, (2002), outlined that there is wide agreement that it is beneficial to have water users involved in 
the management of the irrigated systems they depend upon. In the early 1980s, large scale initiatives were taken 
to establish water user associations in Thailand. Despite the theoretical underpinnings of setting up such 
associations, the program was a failure, as most groups were found to be inactive and eventually existed only on 
paper. It questions the renewed interest of donors for institutional changes, and the preconditions for successful 
reforms. 

An analysis conducted by (IWMI, 2000) in central Asia shows that in the past, most of the Water Users 
Associations have been established through a top-down approach and these WUAs have failed in most of their 
activities because the ordinary farmers do not feel ownership and tend to avoid fee payment. WUAs should 
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rather be established through a bottom-up consultative approach to work with the ordinary grassroots level 
farmers so that they understand what a WUA is and how they will benefit from it. 

Byrnes (2002) carried out the role of Pakistan’s water users associations (WUA) in World Bank financed 
irrigation projects. The results indicate a significant enhancement of the organizational capacity of in three main 
areas (a) water management - allocation/distribution; (b) infrastructure maintenance at the systems end-level; 
and (c) management of the members group itself. Many of the WUAs were most active in watercourse design, 
construction, or brick-lining, and more broadly in resource mobilization. The study also identifies the areas in 
which further assistance could overcome persistent institutional weaknesses and increase the returns on 
investments in WUAs. While the objectives of WUAs in different developing countries were more or less 
similar, there have been different models for establishing WUAs in these countries. Also, the governance 
structures as well as processes have been different. The rights and opportunities for the association varied across 
these different models. In India, these models and processes varied across different states resulting in varied 
degrees of success. 

 
Objectives 
 
The objectives of the study are  

1. To understand the role of water users’ Associations in irrigated agriculture 
2. To understand various issues concerning with the governance of the Associations and 
3. To analyze the effectiveness of these associations 

 
Methodology and Data 
 
Data was collected from about 500 farmers in the state of Andhra Pradesh. An adequate representation is given 
to farmers in the head reach, middle reach and tail end to elicit their specific problems about availability of 
water as well as timely release. Data was collected from the selected farmers through a structured and pre-tested 
questionnaire. The questionnaire was designed to elicit information on a wide range of items such as size of land 
holding (including irrigated and un-irrigated land), season wise cropping pattern for the past 5 years, crop yields, 
income and expenditure data, role of farmers’ associations like water users’ associations and the level and nature 

of their interactions with the officials of the irrigation department. Information is obtained with respect to 
farmers’ expectations from the officials of the irrigation department in water management. The information 
collected from the farmers about water users’ association includes: 

1. Percentage of farmers joining WUA in their area 
2. Role played by WUA in respect of equitable distribution, maintenance management, resources 

mobilization, complaint redressal, cooperation from Irrigation department etc.  
3. Organizational issues of WUA, frequency of meetings and mechanisms in resolving conflicts. 

This data is analyzed to get an understating of the role of WUAs as perceived by the members and the 
governing structures. Further analysis is carried out to understand the effectiveness of these WUAs. 
 
Sample Profile 

 
The sample profile of farmers selected in the states of Andhra Pradesh (AP) and Maharashtra are presented 
below in table2. The sample profile is discussed in a number sub heads: 
 
Age Group: 

 
In AP about one third of the sample farmers were from the age group of 31 to 40 making this as the predominant 
age group. The second largest group is those above 50 years accounting for about 28 percent. In case of 
Maharashtra, most predominant age group is the one with more than 50 years accounting for about 44 percent of 
the entire sample.. The second predominant group is 41 to 50 years. Thus, the sample could be considered to be on 
the older side. There are only 40 farmers who are between 21 and 30 years. 
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Caste Composition: 
 
Most of the sample farmers belong to ―Other castes‖ accounting for 78.6.Very few sample farmers belong to the 

scheduled castes and schedules tribes. These two categories together constitute about 2.6 % of the sample and 
another 2.6 % constitute the backward castes. Most predominant caste group (36 percent) of the sample farmers 
in Maharashtra belong to other backward. There are very few sample farmers belonging to the scheduled caste 
and scheduled tribe. These two groups account for only 6 percent. 138 sample farmers did not reveal their caste. 

 
Literacy Status: 
 
In AP the sample consists of 146 illiterate and 137 with high school or higher educational qualifications. The 
predominant group with respect to the literacy levels is of those who had studied junior high school. In the state 
of Maharashtra 99 farmers are illiterate and about 41 percent have studied up to high school or intermediate. 
Another 7 percent of the sample farmers are graduates. Around 14 percent are literates.  
 
Primary Occupation: 

 
All the sample farmers except one had stated that their primary occupation is agriculture. The primary 
occupation of the lone exception is business. The situation in Maharashtra is slightly different with 73 percent of 
the sample farmers’ primary occupation is agriculture and 119 sample farmers had not indicated their primary 

occupation.  
 
Secondary Occupation: 

 
In AP about 38 percent of the sample farmers have stated that their secondary occupation is also agriculture and 
a few informed their secondary occupation as labor. Only 46 farmers indicated having a secondary occupation in 
Maharashtra and 18 of them as cooli while 12 have a kirana shop. 
 
Income Distribution of Sample Farmers: 

 
Most of the sample farmers in AP earn an annual income of Rs. 10,000 to 50,000. Only 6.8 percent of the 
sample farmers earn more than Rs.2, 00,000 per annum. In the case of Maharashtra most of the sample farmers 
reported an income between Rs. 10,000 and Rs. 25,000 from their primary occupation. About 64 percent of the 
sample farmers have an income between Rs. 10,000 and Rs. 50,000. And only 12 percent of the sample farmers 
earn more than Rs. 50,000. 
 
Land Holding Details: Non Agriculture Land 

 
In the state of Andhra Pradesh about 90 percent of the sample farmers own non agricultural land. A majority of 
them own up to one acre 4 of them own more than 10 acres. On the whole, it is important to note that a large 
proportion of the sample farmers own non-agricultural land. Very few sample farmers own non-agricultural land 
in Maharashtra. About 95 percent of the sample farmers do not own any non-agricultural land.  
 
Land Holding Details: irrigated Agriculture Land 

 
In AP most of the sample farmers is between 1 and 3 acres. This group constitutes more than 40 percent. 

Another 20 percent of the sample farmers own irrigated area between 3 to 5 acres. About 10 percent of sample 
farmers do not hold any irrigated land. All the sample farmers except 5 own irrigated land in the state of 
Maharashtra. Majority of them own a land holding between 3 and 5 acres. 27 of the sample farmers own more 
than 10 acres of irrigated land 
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TABLE 2: SAMPLE PROFILE OF FARMERS IN ANDHRA PRADESH AND MAHARASHTRA 

Characteristic Andhra Pradesh Maharashtra 

Age Profile 

Age Group Number Number 

Less than 20 0 2 

21 to 30 65 40 

31 to 40 162 101 

41 to 50 132 114 

More than 50 141 197 

Caste 

SC 7 12 

ST 6 12 

OBC 81 163 

BC 13 2 

Others 320 127 

Non Response 73 138 

Literacy Level 

Illiterate 146 99 

Literate 56 60 

Below JHS 159 75 

High School/Inter 112 186 

Graduate and above 27 34 

Secondary Occupation 

Agriculture 190 4 

Cooli (Labour) 42 18 

Business 34 12 

Mini milk dairy 2 6 

Service 7 6 

NA 225 408 

Income Details 

Up to Rs.10000 78 119 

Rs.10001 to Rs.25000 140 168 

Rs.25001 to Rs.50000 137 89 

Rs.50001 to Rs.100000 72 29 

Rs.100001 to Rs.200000 27 15 

More Than Rs.200000 7 7 

NA 39 27 

Land Holding Details non Agriculture Land 

Landless 45 430 

Up to 1 Acre 389 9 

1.01 to 3 Acres 44 9 

3.01 to 5 Acres 11 4 
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Characteristic Andhra Pradesh Maharashtra 

5.-01 to 10 Acres 7 1 

More than 10 Acres 4 1 

Land Holding Details Agriculture Land 

Landless 48 5 

Up to 1 Acre 64 96 

1.01 to 3 Acres 203 183 

3.01 to 5 Acres 101 89 

5.-01 to 10 Acres 61 54 

More than 10 Acres 23 27 
 
Results and Analysis 
 
While the primary purpose of a water users’ association is to manage equitable distribution of water across all 

the members, the association is involved in many other activities. These activities are based on the local 
requirements and the needs of its members. More than 60 percent of the sample farmers from Maharashtra felt 
that the role of the association is to ensure equitable distribution of irrigation water. On the other hand, only 43 
percent of the sample farmers from Andhra Pradesh had felt similarly. As many as 30 percent of the sample 
farmers from Andhra Pradesh felt that the role of the association includes advise on cropping pattern. In other 
words, the association in Andhra Pradesh is expected to go much beyond distribution of water. These details are 
presented in Table 3. 

 
TABLE 3. PERCENTAGE OF SAMPLE FARMERS ON THE ROLE OF WUAS 

 
Role Maharashtra Andhra Pradesh 
Distribution of water 60.80 43.40 
Collection of water charges 13.20 2.00 
Advice on cropping pattern to be followed 2.40 29.20 
Maintenance of field channels 0.20 10.40 
Others 23.30 15.00 

 
The governance processes of the water users’ association have a significant impact on their effectiveness. 

The water users’ associations are democratic institutions. The office bearers are expected to be elected on a 
regular basis. While the response from Andhra Pradesh indicates much more regular elections, only 24.7 percent 
of the sample farmers from Maharashtra indicated timely elections. As Shown in Table 4, associations in 
Andhra Pradesh conduct the association meetings on a quarterly basis as well as based on the need. A large 
percentage of sample farmers from Maharashtra indicated lack of regular meetings of the associations. The 
meetings of majority of Maharashtra associations are annual or need based, each accounting for about 16 
percent. The discussions of members on various issues are carried out in an orderly manner in both the states, 
whenever the meetings are held. The main issue of the meetings in both the states is water distribution. 

 
TABLE 4. GOVERNANCE ISSUES OF WUAS (PERCENTAGES) 

Item Maharashtra Andhra Pradesh 
Whether timely elections of the organization take place 

Yes 24.70 98.00 
No 75.30 2.00 

How often the meetings are conducted? 
Monthly 8.40 7.40 
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Item Maharashtra Andhra Pradesh 
Quarterly 2.20 39.00 
Yearly 16.30 6.60 
Need based 16.10 25.20 
Season wise 9.50 19.40 
NA 47.60 2.40 

Whether discussions on members’ issues take place in orderly manner? 
Always 7.90 8.00 
Very often 26.00 25.00 
Often 5.30 27.00 
Occasionally 5.10 22.60 
Rarely 9.30 15.20 
NA 46.50 2.20 

Do you have a meeting to discuss water distribution?  
Yes 85.70 92.00 
No 14.30 8.00 

Issues raised in the meetings by the farmer 

There has been unequal distribution of water 19.40 12.20 
The canals and tanks have not been maintained properly 8.60 1.40 
There has been no accountable person 0.70 1.80 

Solutions provided 
Yes 15.00 20.20 
No 20.50 3.40 

 
Even though the issues raised in the meetings deal with the unequal water distribution, vary few sample 

farmers felt that the solutions provided in the meetings are not very satisfactory. Majority of the sample farmers 
did not even respond to this question. 

The governance structures and processes of the WUAs appear to be more democratic in Andhra Pradesh as 
compared to those of Maharashtra. 

The water users’ associations are also expected to play a more pro-active role in liaisoning with the state 
Irrigation Department. Here also, there is a significant difference between the two states. The Irrigation 
Department in Maharashtra communicates the water releases through WUAs, where as it is on a person to 
person basis in Andhra Pradesh. The percentage of sample farmers who are satisfied with the cooperation and 
advice of the Irrigation Department is higher in Maharashtra than that of the sample farmers in Andhra Pradesh, 
as shown in Table 5. This could be the result of person to person interaction that the Irrigation Department in 
Andhra Pradesh adopts.  
 

TABLE 5. INTERACTION OF WUAS WITH IRRIGATION DEPARTMENT (PERCENTAGES) 

Item Maharashtra Andhra Pradesh 
How does the irrigation department communicate to you about water releases? 

Communication through personal interaction - person to person 19.80 34.40 
Communication through water societies ,  43.60 0.00 
Communication through different media - newspaper, television 18.30 9.00 

Are you satisfied with the cooperation and advice from the irrigation department? 
Extremely dissatisfied 13.00 18.40 
Some what dissatisfied 15.00 8.60 
No opinion 7.90 14.60 
Partly satisfied 37.90 35.20 
Extremely satisfied 26.20 23.20 
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In the last 2 years, did you raise issues with the Department? 
Basically insufficient or no water supply for many years 17.00 20.80 
We have raised the problems regarding cleaning , repairing etc 12.60 1.20 
Other problems like more representation for our villages 1.30 1.60 

Issues resolved or not? 
Yes 5.90 10.40 
No 24.90 28.40 

What is your opinion on the functioning of the irrigation department? 
We get all the help required 55.90 10.60 
We get help only when we ask/complain 28.60 47.00 
We get help depending on the particular person 2.40 13.80 
We hardly get any help 6.60 26.40 
They did nothing to us 1.30 1.40 

How do you communicate to the department, the grievances you face and the facilities you need? 
Individually or collectively 62.30 45.40 
Through a letter 1.50 3.20 
Oral complaint to the official 30.40 7.60 
Complaining in local society meetings 2.20 8.60 
Through elected representative 0.20 31.40 

 
Very small percentage of sample farmers had raised their issues with the Irrigation Department. These 

issues are mainly with respect to the availability of water. Even this small percentage of sample farmers who 
raised the issues with the department felt that these issues are not resolved. About 56 percent of the sample 
farmers in Maharashtra felt that they get all the help required from the Irrigation Department. On the other hand, 
47 percent of the sample farmers in Andhra Pradesh feel that they get help from the department only when they 
ask or complain. More than one-fourth of the farmers from Andhra Pradesh felt that they hardly get any help 
from the department. Again this could be because of the person-to-person approach of the department.  

The WUAs do not play any role even when the farmers have to communicate their grievances to the 
department. Majority of the farmers communicate their grievances either individually/collectively or through the 
elected representatives. Less than 10 percent use the WUAs to air their grievances. These farmers seem to have 
more faith in the elected representatives than in the WUAs. 

A percentage of sample farmers who have rated WUAs positively in Andhra Pradesh is significantly higher 
than those in Maharashtra. More than 63 percent of the sample farmers in Andhra Pradesh had rated their 
associations as ―Good‖ or ―Very Good‖. The corresponding percentage in Maharashtra is only about 46 percent. 
Very few farmers appear to rely on the WUAs advice on the cropping pattern. The main influencing agency in 
Andhra Pradesh is the Agricultural Department where as the farmers in Maharashtra decide on their own about 
the cropping pattern. 
 

TABLE 6. EFFECTIVENESS OF THE WUAS 
Item Maharashtra Andhra Pradesh 

How do you rate/view the functioning of the organization in terms of its effectiveness? 
Very good 9.00 6.80 
Good 36.80 56.60 
Not sure 7.30 11.20 
Poor 6.60 16.20 
Very poor 6.40 9.20 
NA 33.90 0.00 

Who influences your cropping pattern? 
Irrigation department 8.40 7.40 
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Agricultural department 4.60 46.80 
Irrigation society 0.00 3.00 
Other farmers 15.90 20.00 
Purchasers of the produce 14.10 1.20 
Own/Self 56.60 13.20 

Do you think there is equitable distribution of water 
Yes 71.10 37.20 
No 28.90 62.80 

Do you think someone/group influence the water distribution decisions in your area? 
Yes 7.90 27.80 
No 92.10 72.20 

What sort of responsibilities can the farmers undertake in the operation of canals/tanks? 
The farmers can take the responsibility of cleaning , repair 99.80 10.80 
Some farmers do not want to take any responsibilities  0.20 0.20 

How do you rate your water user organization as compared to others in the same distributory 
Very useful 4.00 7.20 
Useful 8.60 47.80 
No difference 2.90 17.00 
Not useful 0.20 19.20 
Very harmful 0.00 8.80 

NA 84.40 0.00 
 
Majority of the sample farmers in Andhra Pradesh feel that the distribution of water is not equitable. Only 

29 percent of the sample farmers in Maharashtra feel that there is no equitable distribution of water. Similarly, 
more farmers in Maharashtra feel that they can take up certain responsibilities in the operation and maintenance 
of the canals. But ultimately, more than 50 percent of the sample farmers in Andhra Pradesh feel that their 
WUAs are much more useful than other organizations in the vicinity. This anomalous situation could be 
attributed to the democratic functioning of the associations in Andhra Pradesh, which not only makes the 
members more involved in the processes but also raises their expectations. 
 
Summary and Conclusions 
 
A large number of user groups are associated in the implementation of programs developed by different State 
Government Departments in various sectors. These user groups are called as self help groups, user associations, 
protection committees etc. Water Users Association (WUA) is one such group involved with a large number of 
functions of irrigation department, watershed department and agricultural department. The emergence of WUAs 
across the world has given them more or less a legal status in their activities. Their activities encompass 
Participatory Irrigation Management (PIM), equitable distribution of water, maintenance of field channels and 
suggestions on cropping pattern. This paper brings out a comparative picture in the perception of farmers on 
Water Users Association in the states of Andhra Pradesh and Maharashtra. These results and analysis are based 
on the primary survey conducted through 1000 farmers in both the states. 
 
Water Distribution 
 
In the case of Maharashtra, equitable water distribution (60.8%) is the main activity followed by collection of 
water charges (13.2%). In the case of Andhra Pradesh equitable water distribution (43.4%) followed by advise 
on cropping pattern (29.2%) are the main functions as perceived by sample farmers. 
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Timely organization of elections and meetings 
 
In case of Andhra Pradesh, 98% of the sample farmers are of the opinion that organization of timely elections 
are taking place. Whereas in the case of Maharashtra only 25% responded that timely elections are taking place. 
In the case of Maharashtra majority of the farmers are of the opinion that an annual meeting and the need based 
meetings are taking place. They are of the opinion that regular monthly meetings or quarterly meetings are not 
taking place. In the case of Andhra Pradesh about 40% of the farmers informed quarterly meetings are more 
common followed by need based meetings. 
 
The major meeting agenda 
 
In both the states a substantial number of farmers have indicated that water distribution is the major activity of 
the meeting. The farmers in Maharashtra are more or less the evenly distributed regarding solutions of the 
problems discussed while the farmers in Andhra Pradesh perceive that these meetings have provided solutions to 
the farmers. 
 
Interaction with the Government Departments 
 
In the case of Maharashtra, 44% of the sample farmers are of the opinion that irrigation department is 
approached through their water users association followed by personal contacts of individual members with the 
Government. In the case of Andhra Pradesh the problems have been brought to the notice of the department 
through personal contacts rather than through water users association. In both the states a part of the farmers are 
not satisfied with the cooperation and advise received from the department and 60% of the farmers are satisfied 
with the help and cooperation received from the department. The main issues raised by the department are 
insufficient water supply, and repairs to field channels. The sample farmers from both these states are opined 
that these issues are not resolved satisfactorily. However, 60% of the farmers in both the states more or less 
agree that they get all the help from the department whenever help is sought. 
 
Effectiveness of WUAs 
 
About 63% of sample farmers in Andhra Pradesh perceived Water Users Association is functioning very 
effectively whereas this percentage is 45% in the case of Maharashtra. In spite of the presence of Water Users 
Association and their involvement in equitable distribution of water, 63% of sample farmers perceived this 
problem of equitable distribution is not satisfactorily resolved. Whereas in the case of Maharashtra, 71% of 
sample farmers perceive this problem is effectively resolved. Thus, even though there are variations in the 
functioning of Water Users Association in both the states it appears that these associations are able to provide 
effective mechanisms in resolving a number of problems associated with irrigation management in the 
respective states. Thus, the experiment of public private partnership in irrigation systems management is a 
successful one and may be replicated in different states. 
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Abstract 
 
Liberalization is an undeniable trend these days which countries can not evade that. It will effect on all aspects of 
economics in the world. One of the most important parts of one economic which will be impressed by liberalization 
and WTOs rules is import. In liberalization process, tariffs reform and it may change the direction of trade between 
countries. All countries should think about WTO rules deeply, exactly about import and export and more over about 
their affects on GDP which is important to public welfare enhancement. In this study, for exploring the impacts of 
liberalization on import of Iran -one of the developing countries which are not the member of WTO- the import 
function of agricultural sector was estimated with regarding an important index which show how much an economic 
is open. This index is the Integration of International Trade (IIT). The span of our study is 1970-2006. At the end of 
article some suggestions and strategies have been presented. 
 
Introduction 
 
Liberalization is an undeniable trend these days which countries can not evade that. It will effect on all aspects 
of economics in the world. One of the most important parts of one economic which will be impressed by 
liberalization and WTOs rules is import. In liberalization process, tariffs reform and it may change the direction 
of trade between countries. All countries should think about WTO rules deeply, exactly about import and export 
and more over about their affects on GDP which is important to public welfare enhancement. One of the most 
important sectors in developing countries is agricultural sector that a lot of force labors are working on that. 
During trade liberalization, this sector will be impressed which should be predicted before accepting WTO rules 
because if global price are less than domestic price the import will increase more and more after liberalization 
and in this way employment will decrease. Because of all reasons which have been told, focusing on agricultural 
import function is one of the most important subjects which must be estimated by decision makers in every 
society. In this decade, a lot of researches have been done in developing countries on import function and 
liberalization as fallow: 

Grethe and Nolte identified various internal and external factors that can contribute to the emergence of 
agricultural import surges in developing countries and discusses their relevance. External factors play a rather 
minor role. Internal policies, whether carried out for purely domestic reasons or for whatever kind of 
international commitment, have a much stronger potential to cause import surges. International Support Group  
investigated the Impact of trade liberalization on some agricultural sub-sectors of Vietnam. They concluded, to 
improve the competitiveness and strengthen capacity of economic integration for reduce or remove all non-tariff 
barriers, particularly in administrative procedures so that marketing and trading cost can be decreased and price 
competitiveness can be enhanced. Liu et al used a national CGE model of China linking to GTAP model to track 
the changes of household income and expenditure patterns due to the impacts of WTO membership on China’s 

agriculture. The tariff reduction leads to a decline in local import prices, inducing consumers to substitute 
cheaper imported agricultural products for their domestic counterparts. Similarly, the tariff reduction brings 
about cheaper intermediate inputs as it drives the domestic cost of production down, benefiting the outward-
oriented-import-dependent industrial sector as output and exports increases. Agricultural output decline while 
industry and services output expand. It affects the income of rural households which engaged in agriculture 
production. According to the analysis of household income, real tariff cut could increase the income of most 
households. But it also brings about a little inequality in China. Brafu-Insaidoo and Obeng investigated the 
effect of import liberalization on tariff revenue in Ghana. Import liberalization in Ghana may not be fiscally 
incompatible if the liberalization is coupled with other policy measures such as tax replacement, for example 
substituting sales taxes for tariffs, improves total tax revenue sufficiently. Thus the fiscal policy issue may be 
whether these suggested measures improve revenue sufficiently to compensate for tariff revenue loss due to 
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import liberalization. Weeks suggested that the failure of agriculture to respond positively to policy changes can 
be in part explained by an unfavorable trend in world prices of the region’s major tradable commodities. 
Itharattana investigated the effects of trade liberalization on agriculture in Thailand. He concluded during 
liberalization Thailand has to reduce producer subsidies. This will affect major commodities which are 
subsidized, such as soybeans, palm oil, dairy products and sugar. Henriques and Patel investigated Mexico’s 

Agricultural Trade Liberalization on corn. They concluded the exact impact of trade liberalization on import-
competing producers cannot be generalized without considering the heterogeneity among them. 

In this study, the impact of liberalization on agricultural import has been explored. All equations have 
been estimated by Microfit 4.0 Software. All variables are changed to constant of 1997.  
 
Materials and Methods 
 
Data 
In this study we focus on agricultural import and liberalization in Iran. For this aim Iran center bank data of 
1968-2006 have been used. Variables are the growth rate of agricultural exports ( X ), the growth rate of 
( GDP ), the growth rate of net factor income remittances from abroad ( NFI ),the growth rate of real 

investment ( INV ),the growth rate of agricultural imports ( aM ), the growth rate of nominal exchange rate ( e ) 

and 59D  is a dummy variable which is related to a year (1980) when Iranian people suffered from a big war. 
This event changed the investment and economic direction sharply. All equations have been estimated by 
Eviews Software. All variables are changed to constant of 1997.  

 
Unit Root Test  

Of particular interest to us is the Augmented Dickey-Fuller (ADF) test that has been developed to test 
univariate time series for the presence of unit roots or non-stationary. The extended maintained regression used 
in the ADF test can be expressed in its most general form as:  
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If 0H could be rejected, there is non stationary for tested variable. 

 
Model 
Our aim in this study is determination the linkage of agricultural imports and liberalization in Iran. In order to 
achieve our goals 2SLS model for estimating the agricultural imports and GDP growth equations was used.  

The advantages of using 2SLS over the more conventional maximum likelihood (ML) method include:  
• It does not require any distributional assumptions for RHS independent variables; they can be non-normal, 
binary, etc.  
• It is computationally simple and does not require the use of numerical optimization algorithms.  
• It easily caters for non-linear and interactions effects. (Bollen and Paxton, 1998).  
• It permits the routine use of often ignored diagnostic testing procedures for problems such as 
heteroscedasticity and specification error; (Pesaran and Taylor, 1999).  
• Simulation evidence from econometrics suggests that 2SLS may perform better in small samples than ML 

(Bollen,1996). 
 
2SLS Estimation Basics-Consider a simple regression model:  
  uXY                                                      (1)  



633 

Where y is the dependent variable, x is the independent variable  and   are estimable parameters, u 

is the error term. If x and u are correlated then this violates an assumption of the regression framework. 
Applying standard ordinary least squares (OLS) to equation (1) under these circumstances results in 

inconsistent estimates, that is, even as the sample size approaches infinity the estimates of the parameters on 
average will not equal the population estimates. To remedy this problem one can apply 2SLS, also called the 
instrumental variables (IV) procedure. To implement 2SLS we need to identify one or more instruments for x.  
These instruments (call them z) must satisfy two conditions:  
1. z must be uncorrelated with u.  
2. z must be correlated with x.  

In choosing the number of instruments to employ in 2SLS asymptotically, the larger number of 
instruments the better in terms of efficiency. However, the small sample bias of the estimator may get worse as 
the number of instruments increases. Further as more instruments are employed degrees of freedom are lost and 
this will weaken the power of statistical tests. (Oczkowski ,2003). 
 
Estimating with two new parameters 
Liberalization is an undeniable trend these days which countries can not evade that. When a country accepts 
liberalization, this trend will effect on all aspects of its economy. Imports and exports are the most important 
parts of one economic which will be impressed by liberalization and WTO1

s rules. Iran is one of the developing 
countries which are not the member of WTO but it should be prepare for accepting this organization rules. There 
are some indexes that show the degree of liberalization and the readiness of a country for accepting 
globalization. We try to use two important of them in this article. The export and import functions were 
estimated with regarding to these indexes which show how much an economic is open. These two indexes are 
the Level of International Trade (LIT) and Integration of International Trade (IIT). 
1- Level of International Trade (LIT) index 
This index reveals the extension of connection for a sector and defined as fallow: 

)(

)(
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LIT




   

In this equation iX , iM  and iY are export, import and production of case study sector (i). Small iLIT shows 

the case study sector has less partnership in trade regarding to its production. However this index is very 
suitable, it shows first order condition for measuring globalization, not second order condition for that. 
2- Integration of International Trade (IIT) index 
This is Grubel and Loyd (1975) index that measure international integration for a sector. It is like as fallow: 

ii

ii
i MX
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IIT




1  

iIIT  is always between 0 and 1. 0 shows there is no any trade in that industry and 1 shows there is 

complete trade in that industry or sector. Economics believe iIIT is a good index for finding the degree of 

globalization for an industry because it is related to a lot of factors which are effective on globalization and it 
shows the impact of liberalization more than the other indexes.    

For our purposes, we defined equations which were required as fallow: (estimations were not 
significant and desirable by using IIT ). 

 
1. Agricultural imports equation: 

tttttta DLITPmeGNPM 1543210 59    

2.  GNP equation: 

 ttttatt DNFIINVMXGNP 21312111098 59    
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Conclusion 
 
Stationary 
Augmented Dickey – Fuller test (ADF) was used for stationary test of variables. Variables were non-stationary 
in level but their differences were stationary. Table (1) shows the test results. 
 

TABLE 1: RESULT OF ADF TEST  
 

 
Variable 

DF CV Variable DF CV 

aM  -3.21 -2.94 ---- ----- ---- 

GDP  -2.53 -2.942 GNP  -4.33* -2.947 

e  -4.38 -2.942 ---- ----- ---- 

mP  -3.66 -2.94 ---- ----- ----- 

LIT  -2.80 -2.94 LIT  -6.44* -2.947 

X  -2.162 -2.942 X  -4.347* -2.947 

INV  -4.002 -2.942 ---- ----- ---- 

NFI  -4.33 -2.942 ---- ----- ----- 

*at 5% significance level 
 

After that co-integration between variables in equations (1) and (2) were explored. If existence of co-
integration between variables in each equation isn’t true, there wouldn’t be the long run relation between 

variables in equations. So, Engle-Granger method for co-integration was used. The residuals of each equation 
were stationary. Therefore there are long run relations between variables in each equation. Table (2) shows these 
results. 

 
TABLE 2: RESULT OF CO-INTEGRATION TEST FOR EACH EQUATION IN FIRST SCENARIO  

 
Residual ADF 

Equation(1) -3.78* 

Equation(2) -4.20* 

*at 1% significance level 
Table (2) shows that results of each equations are stationary in at least 10% level. Therefore there is a 

long run relationship between variables in each equation. 
 

Estimation 
 
Table (3) shows the 2SLS estimation results. Because all variables are growth rate, the coefficients of them 
indicate elasticity. 
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TABLE 3: RESULT OF ESTIMATION 
 

Equation variable coefficient t statistic 

1 

1C  -10.56103 -0.916719 

GDP  2.344266 2.794398* 

e  -0.149824 -1.544834 

mP  -0.094306 -0.311299 

LIT  23.97368 1.700913* 

 59D  8.270362 0.957448 

2R  0.4 

DW 1.99 

2 

2C  6.749156 5.220746* 

X  0.016157 2.062748* 

aM  -0.012412 -0.128043 

INV  0.274336 3.067396* 

NFI  0.003633 1.600126** 

59D  -5.175902 -3.257601* 

2R  0.74 

DW 2.006 
                       * significance at 1% level 
                      ** significance at 5% level 
 

Table 3 shows results in two parts, in first equation GDP has positive effect on agricultural imports also 
this effect is significant which means by increasing GDP, agricultural will increase too. Another variable that 
was significant and positive effect on agricultural imports is LIT. It means by openness, agricultural imports will 
increase. By 1% increase in LIT index -which shows openness- agricultural imports will increases 23%. 59D  
shows Iranian war increased agricultural imports but it is not significant. Agricultural goods price index and 

nominal exchange rate have negative effect on agricultural imports. 2R  is 0.4 and shows 40% of agricultural 
imports variations explain by dependent variables.  

In second equation, growth rate of GDP is explained. Growth of exports, investment and net factor 

income remittances from abroad have positive and significant effect on growth rate of GDP. Moreover aM  and 

59D  have negative effects on growth rate of GDP, but aM  is not significant. It shows Iranian war has negative 

and significant effect on growth rate of GDP. 2R  is 0.74 and shows 74% of growth rate of GDP variations 
explain by dependent variables.  

It has been proved by many studies, Iran has advantage in producing most of agricultural goods, but 
this study results show trade liberalization will increase the import of agricultural goods to Iran. It might be 
because of that cost of Iran's agricultural productions are high. Before accepting liberalization condition, 
decision makers should try to propagate some methods in order to decrease costs and increasing quality more 
and more. It is a necessary action to face the of liberalization impacts. 
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Abstract 
 
Trade liberalization with consideration to the relative advantages of countries will increase welfare in the world. One 
of the usual policies which are done for accepting trade liberalization among countries is decreasing or omitting 
tariffs. Moreover, saving the quality of the environment is the most desirable condition and of the most important 
goal of sustainable development and liberalization. Therefore this study investigates trade liberalization of rice 
imports affects on using chemical fertilizers which are one of the most important run-off and groundwater pollutants. 
Data which were announced by the agricultural ministry of Iran for 1989-2002 was used. Equations were estimated 
with Seemingly Unrelated Regressions (SUR). Results demonstrate that rice trade liberalization will decrease 
chemical fertilizers in each hectare and therefore the pollution from run-off on ground water will also decrease  
Key words: trade liberalization, rice, import, water pollution 

Introduction 
 
With an increasing human population and its demand for food, world is currently experiencing an accelerated 
worldwide degradation of the natural resource base. Using of extensive chemical herbicides, insecticides, and 
fertilizers in agriculture is one of the most important factors of unsustainable development. Increasing yield 
should not be in the way of threatening of human welfare. (Turner et al, 1998). Water pollution has become an 
obstacle to the sustainable development of agriculture in the world because in order to increase the productivity 
of each hectares more and more fertilizers are used which the run off them, pollute ground and underground 
water; in other word, unabsorbed fertilizers and pesticide are discharged annually into rivers, lakes and 
underground water, which could cause pollution in drinking and ground water. Based above a lot of studies have 
been done on relationship between liberalization and pollution in different categories. Bekmez and Gokalp 
(undated) analyzed the affects of Turkish trade liberalization efforts on industrial sector pollution emission. 
Results showed international organizations put obligatory regulations that Turkey should adopt and comply 
with. Even though level of pollution increases in aggregate, it is due to scale effect. Thus, it can be said that 
Turkey has not been exploited by the globalization process. Ma et al (2006) focused on how globalization and 
international trade affect on sustainable development in China. Results showed Massive processing of raw 
materials will cause serious environmental and ecological problems such as water and air pollution, loss of 
biodiversity, increased emission of greenhouse gas. China may have earned processing fees at the cost of 
damaging its environmental quality and carrying capacity. How to achieve a balance between trade and 
environment is important for China’s sustainable development in future. Battacharya et al (1999) investigated 
environmental impacts of trade liberalization and policies for the sustainable management of natural resources 
on Bangladesh’s Shrimp Farming Industry. Results show in the search for environmental management 

instruments in developing countries (like Bangladesh) is a search for instruments for sustainable development. 
This is not say that command-and-control regulations have to be abandoned and replaced by economic 
instruments altogether, as this is neither desirable nor possible. Accordingly, they suggested entails improving 
the efficiency and flexibility of existing regulations through selective introduction of economic instruments. For 
the promotion of sustainable shrimp culture in Bangladesh, two sets of measures involving economic 
instruments and command-and-control regulations may be pursued. Jha and Rabindran (2004) investigated 
environmental impact of India’s trade liberalization for after 1991 (the year of trade liberalization for India). 
Results showed production was higher in water pollution industries relative to clean industries, post 1991 and 
Exports was higher from air and water pollution industries in the post-liberalization period. Therefore their 
results highlight the need to strengthen environmental policies simultaneously with trade liberalization measures 
to avoid potential environmental damage. Vasavada and Nimon (2001) investigated environmental effects of 
further trade liberalization in agriculture. Empirical evidence of their study suggests that the environmental 

mailto:marziehmotallebi@yahoo.com
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impacts of trade liberalization will vary by country, sector, type of pollutant, and trade policy instrument. By 
coordinating trade and environmental policy instruments, countries can preserve the economic gains from 
expanded trade while mitigating adverse environmental impacts and promoting a more sustainable pattern of 
resource use. Inocencio, et al (1999) investigated on the impact of trade liberalization and exchange rate policy 
on industrial water pollution and groundwater depletion in Philippines. Study showed that trade liberalization 
with fixed and flexible exchange rate decreases the national average pollution intensity (and consequently 
environmental damage) of production as output are reallocated towards less pollutant industries. Managi1, et al 
(2008) have analyzed the causal effects of trade openness on SO2, CO2, and BOD emissions by using extensive 
annual data for OECD and non-OECD countries. Our results also show that there is a sharp contrast between 
OECD and non-OECD countries with regard to SO2 and CO2. Both in the short and long terms, trade reduces 
emissions of these pollutants only in OECD countries. Mousavi (2007) explored the effect of trade liberalization 
on resource degradation and pollution in Iran. Study showed similar trade or policy shocks can have different 
effects, depending on initial economic structure, trade orientation and policies. Frankel and Rose (2002) 
examined the impacts of trade liberalization on various air pollution measures. In their analysis, they found little 
statistical evidence that trade had a detrimental effect on the levels of their indicators of air pollution in the U.S. 
They did find, however, that sulfur dioxide emissions (SO2) decrease significantly with increasing openness to 
trade. 

Trade liberalization with using comparative advantages for every country in order to produce different 
production will increase society's welfare. Omitting or decreasing trade and non trade barriers are policies which 
leads countries to liberalization and it will create some externalities and dis-externalities.  

It is obvious that agricultural subsidies reduction, levy tax on usage of chemical fertilizers, liberalization of 
agricultural production import, changing planning pattern are some strategies in order to chemical fertilizers 
usage reduction and improve the quality of water.  

Nowadays Iran's government supports most of goods and productions by some policies like exerting tariffs 
on imported goods. In this study reduction of tariffs on rice have been investigated because rice is one of 
agricultural productions which needs a lot of nitrogenous fertilizer and by its planning the amount of nitrate on 
ground and underground water will be pile up because of run off. 
 
Methodology 
 
One of the most basic factors of joining conditions to the world trade organization (WTO) is reduction and 
gradually omitting of tariffs. Impacts of liberalization on some environmental aspects like water resources 
pollution in Iran -one of the developing countries which are not the member of WTO- should be cleared before 
accepting the WTO conditions. 
Considering this point, current study investigates the effect of trade liberalization on water resources pollution in 
rice cultivation.  

By using time series data of 1989-2002 (which were announced by the Iran's ministry of agriculture), three 
functions which are rice demand, domestic rice supply and fertilizers usage have been estimated with Seemingly 
Unrelated Regressions (SUR). All variables changed to constant of 1998. These equations have been estimated 
by Eviews Software. 
 Equations are as fallow:  

 

Yt= α0 + α1 Prt + α2 Pmt + α3Pft + eit 

  St= β0 + β1Prt + β2IMPt + β3 Ct + β4 t +ejt 

  ) + γ2Pft + γ3 Prt + ekt

t

t

Y

Zft=( γ0 + γ1 

In first equation yt, Prt  Pmt, Pft and eit are rice demand, rice price, meat red price (lamb  and beef ), white 
meat price( Fish and cheken ) and error term of first equation respectively (rice, red meat  and white meatare 
complementary goods for rice in Iranian food diet). 

In second equation, St, Prt, IMPt, Ct and t are rice supply, rice price, imported rice, average cost of rice 
planning in per hectare and time respectively. In this equation IMP is an index of reduction or increasing of 
tariff and t is a proxy of technology in this time series. ejt is error term of second equation. 

(1) (2) 

(3) 
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In third equation, ft, Pft,
t

t

Y

Z , Prt and ekt are fertilizer consumption in per hectare, chemical fertilizer price, supply 

to domestic demand ratio, rice price and error term of second equation. These equations have been estimated by 
Eviews.3.0 Software and for analyzing increasing imported rice on chemical fertilizers usage, Lingo Software 
has been used. 
 
Results 
 
Stationary 
The best model has been estimated with linear model which all coefficients had expected signs. Augmented 
Dickey – Fuller test (ADF) was used for stationary test of variables. Variables were non-stationary in level but 
their differences were stationary. After that co-integration between variables in equations (1), (2) and (3) were 
explored. If the existence of co-integration between variables in each equation couldn’t be confirmed, there is 
not long run relation between variables in equations. In order to test the long run relationship between variables, 
Engle-Granger method for co-integration was used. The residuals of each equation were stationary. Therefore 
there are long run relations between variables in each equation. Table 1 shows these results. 
 

TABLE 1: RESULT OF CO-INTEGRATION TEST FOR EACH EQUATION 

Residual ADF CV 

Equation(1) -4.10* -2.82 

Equation(2) -6.01* -2.82 

Equation(3) -3.36* -2.82 

                    *at 1% 
 

Table 1 shows that results of each equation are state in 1% level. Therefore there is a long run relationship 
between variables in each equation. 
 
Estimation 
Table 2 shows the Seemingly Unrelated Regressions (SUR) results. For the variables are logarithmic therefore 
coefficient of variables are elasticity of investment in each equation. 
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TABLE 2: RESULT OF ESTIMATION 
Rice Supply Function 

Elasticity t statistic Coefficient Variable 

- 12.5 1741413 Intercept 
-0.099 -1.03 -175.326 Rice Price 

0.8 2.7 379.586 Red Meat Price 
-0.51 2.94 --367.706 White Meat Price 

Rice Demand  Function 
Elasticity t statistic Coefficient Variable 

- -2.046 -98.06549 Intercept 

-0.2 -2.92 -0.128 Rice Price 
-0.3 -3.49 -0.8586 Rice imports 
0.11 1.43 212.546 Cost of per hectare 
44.6 2.104 73692.98 Time 

Demand of Nitrogenous Fertilizers Function 

Elasticity t statistic Coefficient Variable 

- 0.76 46.1518 Intercept 

0.56 1.95 1.6.7216 Supply to Demand of rice ratio 

-0.2 -2.23 -0.22169 Nitrogenous Fertilizers Price 

0.4 4.71 0.6488 Rice Price 
 at 1% 

  at 5% 
 
Table 2 shows in demand function; there is a negative relationship between rice price and its demand which 

means when the rice price increases, the demand of rice will be reduced. While the coefficient of red meat is 
positive, the coefficient of white meat is negative. It indicates that while rice and red meat in household 
consumption basket are substitutions, rice and white meat in household consumption basket are complementary. 
In rice supply function, the coefficient of average cost of rice planning in per hectare and the amount of 
imported rice are negative, and shows increasing of these two parameters will decrease domestic rice supply. It 
is vivid that protection polices like tariff have affects on imports of goods. In this study, rice imports is a proxy 
of changing in tariff which is one of the protection polices it means when imports of rice pile up, tariff should 
have been reduced. Tariffs are one of the most important parts of government income that by them government 
can support farmers and producers. With joining to WTO, imported tariffs should be reduced or omitted and 
fallowing that monetary support by government will decrease. The negative coefficient of IMP in supply 
function demonstrates increasing of imported rice will reduce domestic rice supply therefore with accepting 
trade liberalization and reducing tariff the amount of domestic rice supply will decrease. The relationship 
between rice supply and its price has expected sign.  

In this function T is a proxy of technology and it is positive that illustrates technology improvement will 
pile up the amount of rice supply.  

In third equation demand of nitrogenous fertilizers has been investigated. In this equation when the supply 
to demand of rice ratio increases, the amount of the consumption of nitrogenous fertilizers as one of the 
polluting factors of ground and underground water will increase too which shows when there is supply surplus 
the usage of nitrogenous fertilizers will be more then desirable extent and is a threaten for sustainable 
development. Moreover the relationship between the rice price and usage of nitrogenous fertilizers is positive 
that demonstrates in higher price of rice farmers' tendency to cultivate rice will increase and also in order to 
improve the yield of per hectare they try to use more and more nitrogenous fertilizers. The relationship between 
nitrogenous fertilizers price and its consumption has expected sign. 
Elasticity of demand: 
The price elasticity of demand is -0.099 and shows that demand is inelastic to price, and when price increase 
1%, its demand decreases less than 1%. 
Cross elasticity of rice demand and red meat is 0.8 which means by increasing 1% in red meat price, the demand 
for rice will decrease 0.8%. It indicates these two commodities are substitution. In spite of red meat, white meat 
and rice are complementary, because their cross elasticity are -0.5. 
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Elasticity of supply: 
Elasticity of production cost in supply function is -0.2 which reveals increasing 1% in production cost, will 
cause decreasing in farmers tendency for rice production. The elasticity of supply related to imports is -0.3. By 
increasing 1% in rice imports, domestic supply of these goods will decrease 0.3. It means the prices of foreign 
variety of rice are less than prices of domestic variety of rice, therefore imported rice is suitable substitution for 
domestic rice and people try to use imported rice because of its fewer prices. When the consumption of imported 
rice pile up, domestic producers will be losers and their tendency to rice production will reduce. Price elasticity 
of supply shows 1% increasing in price, will pile up supply of rice 0.1%, therefore rice supply is inelastic to 
price.  
The elasticity of supply related to time (which is a proxy of technology) is positive and shows improvement of 
rice production technology, has positive affect on farmers in order to cultivate more and more rice.  
 
Elasticity of demand for nitrogenous fertilizers: 
Price elasticity of demand for nitrogenous fertilizers is negative (-0.2) therefore it is inelastic. Moreover the 
demand for nitrogenous fertilizers elasticity related to domestic supply to demand ratio is 0.56 and demonstrates 
when the supply quantity to demand quantity ratio increase 1%, the demand for nitrogenous fertilizers will pull 
up around 0.6. the elasticity of demand for nitrogenous fertilizers related to rice price is 0.4 which means 
increasing in rice price will effect on fertilizers consumption and will increase it thus rice price is an effective 
parameters on using fertilizers, increasing price is a factor for devoting more areas to cultivate rice and therefore 
increasing usage of  nitrogenous fertilizers. 
The effect of changing in amount of rice imports on fertilizers usage: 
After model estimation by Seemingly Unrelated Regressions (SUR), the effect of changing the rice imports on 
fertilizers usage investigated by Lingo software in a lot of scenarios. These estimations show when rice imports 
cut off completely and all rice demand would be provided by domestic rice production (it means there is no 
liberalization), the usage of nitrogenous fertilizers will increase 31.42 in per hectare and by increasing 100000 
ton in rice imports and the usage of nitrogenous fertilizers will decrease 4.5 Kg in each hectare. 
Conclusion: 
 
Sustainable development definition says current generation should protect environment which is one of the most 
important endowments for next generation. These days groundwater that has been affected by human activities 
to the extent that it has higher concentration of dissolved or suspended constituents than the maximum 
admissible concentrations formulated by national or international standards for drinking, industrial or 
agricultural purposes which is the opposite of sustainable development. There are not applied studies on the 
penetration of chemical fertilizers on underground water and their undesirable on human healthy in Iran. It is 
suggested environmental experts determinate the standard quality of ground and underground water which by 
them and considering to the quality of soil, the amount of rain and the kind of product, which have effect on 
fertilizers run off, the amount of desirable usage of fertilizers, are calculated.  

Results show that liberalization has positive effect on chemical fertilizers usage. Because the rice run off is 
high, it is suggested, decision makers, pay attention to its environmental effects, in this way however 
independency as a goal maybe economically profitable for a country, in order to achieve this goal, 
environmental problems, dis-externalities and its costs maybe more than profit of independency which should be 
estimated.  
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Abstract 

This present study investigates the performance contrast of male and female firms in Lao micro, small and medium 
sized enterprises (MSMEs). A number of previous studies have shown that male firms outperform female firms in 
developed countries. The present paper examines and compares male and female firms in the Lao MSMEs. The 
sample consists of 840 observations including: 493 male firms and 347 female firms with 1 to 99 
employees. By an ordered probit models, this paper examines if there are differences in gender-based performance. 
We control the business characteristics as well as entrepreneurs’ characteristics. Our results confirm previous studies 

that female entrepreneurs tend to underperform relatively to male entrepreneurs. When we divided the whole sample 
into two groups such as male and female firms, we get contrasting results of determinant factors. 
 

1. Introduction 
 
An increasing attention to gender entrepreneur issues has created considerable amount of research regarding the 
differences between male and female firms in terms of their business performances. However, to date, the 
considerable studies of gender entrepreneurs are mainly concentrated in developed countries. Therefore, 
studying gender entrepreneurs in the least developed countries can be interesting and useful for policymakers to 
design policy for female and male firms. 
 In Lao PDR, society has had the tradition to explicitly segregate the duties between females and males. 
Females are believed to be the back feet of the elephant while males are believed to be the front feet. This 
expression means that men are supposed to take leadership by nature. For example, men are the heads of the 
families and work outside to get financial support to their families as well as receive leading positions at the 
workplace. In contrast, females are believed to be good at domestic roles such as house work and take care of 
their families. At the workplace, females had hardly received leading positions in the past. It is very hard to 
change this way of thinking among people, which can be a waste of female human resources as the country‟s 

assets. 
 Recently, the government of the Lao People‟s Democratic Republic (Lao PDR) has gradually lifted up 

the roles of females by adopting the Law on the Development and Protection of Women No.08/National 
Assembly (NA) dated October 2004. The said law has included the measures to protect the legitimate interests 
of females with an emphasis on gender equality; and the elimination of all forms of discrimination against 
females. 

Over the past five decades, the Lao Women‟s Union (LWU), a mass organization, has striven 

vigorously to unite and mobilize Lao women of all ethnic groups to participate in the national liberation 
movement in past time as well as in the current task of national development. To date, the LWU has made 
achievements in a number of areas thus uplifting the role of females and gradually realizing gender equality. 

In addition, the National Commission Advancement of Women that is part of LWU, has actively 
contributed to raise the ratio of women in the political scene and leading positions at different levels, namely: in 
the legislative organ, the number of female parliamentarians has increased 25 percent in the current Sixth 
Legislature of the National Assembly; in the executive organ, there is an increase of women at the rank of 
Ministers and Vice Ministers at Government Cabinet (Mounphoxay, 2006).  

However, the abovementioned law has not dealt directly with the business sector, particularly, gender 
entrepreneur issues. The share of women in the work force actually plays a very important role. There is an 
increase in the number of self-employed female entrepreneurs in micro, small and medium sized enterprises 
(MSMEs). The potential contribution of MSMEs to create employment opportunities and to generate income at 
the country level is very important to the economic development in Lao PDR. This can be part of the measures 
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for poverty reduction in the country.  
In Lao PDR, the gender disparities exist as men usually receive higher salaries than women. 

Onphanhdala and Suruga (2007) explain that gender disparities in Laos are derived from the expertise as well as 
differences in industries, which lead to the difficulty in comparing the differences in men‟s and women‟s 

salaries. For example, females tend to work on trade activities, particularly, in retail and small-scale businesses, 
whereas men tend to work in constructions and transportation sectors, which usually pay 20 to 50 percent higher 
than their female counterparts working in the trade sector (Ibid). 

Independent female entrepreneurs have difficulties, in which they need assistance from males, 
particularly, from their husbands. To some extent males can provide some advice and support to strategic 
businesses‟ plans to obtain credits for business expansion, since the males tend to have better business networks 
as well as have better credit with financial institutions. 

The social structure in Lao PDR shows that both husband and wife are working outside their home. 
The law for civil servants states that the couples are not allowed to register any business in their names if they 
are both civil servants. This is to avoid conflict of interests and corruption in the government. For example, most 
of the cases wherein husbands are civil servants; wives either owned businesses as self-employed or work for 
non-governmental organizations to provide financial support for their families or vice versa. 

The objectives of this paper are to examine if there are differences in gender-based performance in the 
Lao MSMEs as well as investigate if there is any difference in terms of determinant factors between male and 
female firms. The present paper is divided into five sections. Section one is the introduction. Section two 
presents the literature review and hypotheses development. Section three describes the research methodology, 
while, section four, presents data analysis and discussion. Finally, section five provides the conclusion and 
implication from the present paper.   

 

2. Literature review and hypotheses development 
 
2.1  Gender and firm performance 
Previous studies suggest that there are a number of reasons why the female and male perform differently in the 
businesses. The majority of previous literature, which examine and compare the performance of male-and-
female-owned firms have generally found that male-owned businesses performed better than female firms. 
Female entrepreneurs have been stereotyped as conservative and risk-averse, while male entrepreneurs are seen 
as taking more risks than female entrepreneurs (Meier & Masters, 1988).  

On one hand, the liberal feminist theory confirms that SMEs are operated by female, which prove to 
have a poorer performance because females were explicitly discriminated by lenders and consultants or because 
of other systematic factors such as lack of relevant education and lack of experience that serve as barriers for 
females to access key resources (Fischer et al., 1993). According to Fischer et al. (1993), most studies seem to 
support the liberal feminist theory but the existent empirical studies have not provided strong evidences that 
explicitly discriminate females or that any systematic lack of access to resources can prevent their abilities to 
succeed in businesses. Coleman (2000) found that female-owned firms paid higher interest rates than male-
owned firms for their most recent loans, and female-owned service firms were more likely to put up collateral 
than male-owned service firms. This can be the reason why female-owned firms may be reluctant to access 
more resources, which can lead to worse performance compared to their male counterparts. 

On the other hand, social feminist theory suggests that males and females are inherently different in 
nature (Fisher et al. 1993). The differences between male and female approaches in terms of doing businesses 
cannot simply mean that male entrepreneurs are more effective than female entrepreneurs. Male entrepreneurs 
may adopt effective approaches that can lead to different outcomes between them. The existent studies often 
compared male and female on social characteristics and values. They are supported with a social feminist 
perspective and the findings confirmed that the differences are true but may not have strong impact on firm 
performance (Fisher et al. 1993). 

Several studies have shown that female entrepreneurs were discriminated by banks. For example, the 
types of discrimination in banking practices against female entrepreneurs include demanding for higher levels of 
collateral as well as often require for co-signers on loans and lines of credit to female firms (Stevenson, 1986). 
Riding and Swift (1990) also found that there was a gender bias in banking practices for the Canadian case 
because there were different treatments from the banks between female and male entrepreneurs in terms of 
interest rates on lines of credit and loans, requirements for loan collateral, rates of loan approvals, and co-
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signature requirements from spouses, which were explained by the differences in the characteristics of male-
and-female-owned businesses. Husbands of female entrepreneurs are sometimes powerful in businesses to some 
extent, because they sometimes become financial partners since financial institutions often request the husbands 
to negotiate or co-sign the wives‟ business loans (Stevenson, 1986). These findings seem to confirm the 
existence of different treatment between male and female entrepreneurs by banks, which can put female 
entrepreneurs into a disadvantageous situation in accessing financial aid for business. This can underline 
unsuccessful female entrepreneurs relative to male ones. 

As female entrepreneurs have difficulty in dealing with banks, it is important for female entrepreneurs 
to acquire knowledge and get advice from consultants in order to successfully obtain business financial aid. Fay 
and Williams (1993) observe that females can face gender discrimination when seeking start-up capital but such 
a discriminative behavior by loan officers may not be intentional. These authors believe that the social 
construction of differential gender roles in western culture causes sex-discrimination that is unconscious or 
unintentional and thus difficult to change. Female entrepreneurs who plan to obtain business capital need to be 
familiar with the requirements from the banks and seek appropriate advice if they have not had the skills to 
develop financial statements and business plans (Fay and Williams, 1993). Female entrepreneurs need to fulfill 
all the requirements, which are set by the banks in order to succeed when applying for loans. 

In fact, commercial banks are risk-adverse lending bodies in nature. Applications for loans with limited 
education and experience in the fields that they plan to operate and low proposed personal equity, are often by 
female entrepreneurs (Bowen & Hisrich, 1986; Humphries & McClung, 1981; Hisrich & Brush 1986). This can 
lead to rejection of loans from commercial banks. Another reason is that loan officers may not be familiar with 
loan application from female entrepreneurs, in which they seek security for their lending decisions over and 
above tangible securities of equity and fixed assets (Hoffman, 1972). Education levels of female entrepreneurs 
seem to be an additional intangible requirement in the form of loan security as one of the criteria to obtain the 
loans (Jankowicz & Hisrich, 1987). 

Fasci and Valdez (1998) found that male-owned firms outperformed female-owned firms in accounting 
practices. There are so many disadvantages that female entrepreneurs have in running businesses as discussed 
above, such as accessing business finance as well as limitation in terms of education and experience, which 
could lead to underperformance among male counterparts. However, the study of Du Rietz & Henreckson 
(2000) provides no support for testing the female underperformance hypothesis for most variables except the 
sales variable, which was found that female firms underperform male firms. 

Looking from another perspective, gender can influence career choices. In the US case, 90 percent of 
female entrepreneurs confirmed that they needed the support (especially emotional support) of their husbands 
and their families (Stevenson, 1986). In contrast, the majority of male entrepreneurs believed that their families 
had no influence on their decision making in career choices in this same study. Husbands often obtained the 
loans for financing the small business of their wives. Therefore, the female entrepreneurs are not purely 
independent from their husbands in terms of decision making for their careers and obtaining business credit.  

Furthermore, male entrepreneurs tend to have stronger network ties, which have traditionally been 
viewed as a way of obtaining power that is seen critical to a manager‟s success (Bacharach & Laurer, 1988; 

Kanter, 1977), compared with female counterparts. This is often referred to “Old Boy Networks”, which 

attracted a number of researches on the organization (Smeltzer & Fann, 1989). External networks can enhance 
the power for entrepreneurs in MSMEs, for example, personal contact with partners, suppliers and customers, 
which can lead to develop valuable and new products. This can be subject to achieve superior performance in 
business practices. 

Even though this paper has not included finance and network factors in the analysis, it is necessary to 
emphasize that finance and network factors are behind the success of firms. Without obtaining sufficient finance 
and good network with suppliers, customers, and partners, firms could be led to inferior performance. In this 
case, female firms have a disadvantageous position. These can be invisible factors that explain why female firms 
have not performed as well as the male firms do. In addition, some factors are adopted as independent variables 
in the analysis that have strong connections with the finance factor. As the finance factor is considered to be a 
crucial factor for firm success, it will include this factor in the coming paper.  

Hypothesis 1: There are differences in gender-based performance in the Lao MSMEs. 
 
2.2  Other determinant factors and firm performance 
Besides the gender-based factor, there are other factors that can impact firm performance, such as business 
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characteristics and individual characteristics, which will be discussed in this section. 
 
2.2.1  Business characteristics 
Firm size indicates the size of operation, which can be a key factor that determines how firms are managed. 
Firm size can be substantiated to be correlated with the survival of the firms (Mukhtar, 2002). Bigger firms can 
enjoy the economies of scale as they are able to exploit available resources than the smaller firm (Dass, 2000). 
Achieving economies of scale means that bigger firms can produce a larger quantity of output with lower costs 
and lower fixed costs because they have the capacity to access critical resources such as business finance and 
other resources (Penrose, 1995). In turn, these can lead to a competitive advantage and better performance. 
Ghemawat (1986) suggests that inimitable positions are derived from size advantages that are capable of 
accessing resources or customers, and/or restriction on rivals‟ options. Firm size is also a key factor in providing 

access to low cost capital (Goerzen, 2007). The other important issue of this variable is that we use sales as a 
performance indicator so that we need to control the firm size in order to avoid bias in the model. Firm size is 
often used as a research variable as well as a control variable but the findings are not consistent. One 
justification on the insignificance of firm size on performance is that larger firms are less adaptive and flexible 
to change their resource base as the majority of researchers argue (Chandy &Tellis, 2000; Kanter, 1988). 

Controlling the firm age is also important because, to some extent, firm age can influence a firm‟s 

performance. Young firms tend to have lower sales and, thus, lower profits (Watson, 2002), whereas older firms 
tend to have larger sales turnover, number of employees and capital assets (Rosa et al., 1996). Older firms also 
tend to build good networking with business partners and customers; have good relationship with financial 
institutions and customers as well as have an established reputation in the markets. Therefore, firm age often 
represents the experience of the firms in the industry, which can be an influential factor for firm success. In this 
paper, sales are used as the dependent variable so we control the age of the firms (Chandler & Hanks, 1993). 
 Operation months indicate the time entrepreneurs have spent on their business activities. This can 
measure inputs of entrepreneurs to business that can lead to influence performance. Fasci and Valdez (1998) 
confirm that hours spent to the business on a weekly basis, a measure of input to the business, contributed 
significantly to earnings. This can provide some control over potentially important individuals‟ efforts of 

entrepreneurs in the form of human capital. 
Premises for businesses are whether the entrepreneurs are using their home-based business or office-

based business. Collins-Dodd et al. (2004) found that home-based businesses compared to offices outside the 
home are much more productive for women. Home-based for female entrepreneur can allow them to allocate 
time for business as well as time for domestic roles such as childcare responsibilities, which provide the 
flexibility in work-time and work-place (Faci & Valez, 1998; Lustgarten, 1995; Kallengberg & Leicht, 1991). It 
is interesting to see if home-based businesses have some impact on male performance. Home-based businesses 
can be more economical than renting commercial buildings. Home-based businesses can be more beneficial if 
the location is a good site for trading as well as if it has easy access from external parties such as customers, 
suppliers and partners. Thus, the premises for businesses are crucial for firm performance.  

Presence of competitiveness has been included as a variable, since it is part of the demography of 
business (Singh et al., 2001). The presence of competitiveness can be seen as both a threat and an opportunity 
for the firms, which are concerned with external environment. Analyzing an external environment can provide 
information about threats and opportunities for the firms. Threats can be harmful to business performance. Thus, 
threats can be seen as a signal for firms to minimize the potential risks in order to achieve better performance. 
The opportunities are external conditions that firms can consider in analyzing the market conditions, which can 
be helpful for firms to achieve the objective in order to stay on the top among competitors and thus maintain a 
superior performance. When competitiveness exists, firms may need to seek for alternative strategies in order to 
improve performance.   

Training for employees is building the human capital of a firm at the practical level, which is expected 
to impact performance. When employees‟ skills are required for specific tasks, products and projects, they 

become „dedicated skills‟ through learning in different forms, strategic combinations of dedicated skills 

eventually become „core skills‟ (Kamoche, 1996). Core skills can be used in new products, markets, dedicated 

skills and innovation. 
Training was traditionally emphasized in human capital theory (Schultz, 1960), which suggested that 

the investment of firms in skill development can improve productivity and efficiency of employees, with the 
costs of training such as paying an instructor, buying materials and downtime, which can be offset. Training is a 
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crucial factor to improve skills and knowledge of the employees.  
In addition, capabilities of employees have been developed by firms‟ investing in different types of 

training. Building employees‟ know-how has been ranked by chief executives as of the most crucial contributor 
to business success (Hall, 1993). Human resource management strategy can be done by developing employees 
through training, which is part of the firm‟s investment in human capital in order to realize the potential skills 
and knowledge of its employees.  

Business development services for entrepreneurs can be obtained through professional advisors such as 
lawyers, bankers and accountants that aim to improve business performance, particularly to support MSMEs at 
starting businesses. Management know-how may be also obtained through receiving professional advisors 
(Cooper et al., 1994). Business service providers can provide different forms of services including business 
support centers, mentoring, clusters and networks, business incubators, training, consultancy and advisory 
services, marketing assistance, information, technology development and transfer, and business linkage 
promotion, which are expected to affect the business performance (Kennedy, 2000; Tanburn et al., 2001).  

BDSs consist of two types: the operational and strategic services (Tanburn et al., 2001). Operational 
services are involved with routine business operations such as information and communications, management of 
accounts and tax records, compliance with labor laws and other regulations. Unlike strategic services, 
operational services are not difficult to work out the demand and willingness to pay for goods and services, 
which firms can base on the existent market. However, strategic services serve firms to address short-term and-
long-term issues in order to improve the performance of the firms through access to markets and to be able to 
compete. Strategic services can provide a critical guidance for long-term sustainable performance for the firms 
because they can identify and service markets, design products, establish facilities and seek sources of financing. 
In the long-term, markets for strategic services are a more critical factor to maintain superior performance of 
firms.  

BDSs are very important for MSMEs; in a least developed country such as Lao PDR, not all firms can 
obtain BDSs. Thus, the government and donors often provide BDSs to firms. Firms benefit from various forms 
of professional assistance that has been examined in a number of studies. For strategic advice, it is taken by 
firms, which expect to have an impact on firm performance. For example, one of the studies proved that acting 
on the advice given by accountants including useful advice related to strategic decision has been positively 
associated with performance (O‟Neill & Duker, 1986). 
 
2.2.2  Individual characteristics of entrepreneurs 
Education of entrepreneurs is one of the most popular entrepreneurial variables in previous studies. Education 
of entrepreneurs can impact the path to business success because this is a process of building the absorptive 
capacity of managers such as confidence, psychology, knowledge and skills. An absorptive capacity can also 
accumulate within firms as it is a function of the level of the firm‟s prior related knowledge; the firms‟ 

previously collected knowledge facilitates the absorption of knowledge (Danneels, 2008, p.525). A number of 
previous studies suggest that years of formal education of entrepreneurs before establishing business were 
associated with firm performance (Box et al., 1993; Brush & Hisrich, 1991). Box et al. (1993) also found that 
there was a positively associated relationship between high education levels of entrepreneurs and performance 
for manufacturing firms in Oklahoma. Additionally, Yusuf (1995) reported that one of the success factors in 
small businesses was the education levels of the owner/managers, which can assist firms to survive and manage 
in a complex environment and can keep the business profitable. 

Furthermore, Schutjens and Wever (2000) observe that business managers who have a reasonably good 
education can handle complicated business activities. The managers‟ skills and competencies obtained from 

educations that are associated with business success (Casson, 1982c). The collection of knowledge and prior-
qualification can also increase psychological confidence of owner/mangers. Particularly important skills for 
entrepreneurs are capable of predicting and making decisions under conditions of uncertainty. One of several 
reasons for changes in sales value in the past is resulted by change in human performance (Steffy & Maurer, 
1988, p.280). Therefore, specific features that can be realized from the education of entrepreneurs can have an 
impact on firm performance. 

Working experience of entrepreneurs can be derived from path dependency and past investment in 
human resources. The influential previous experiences of entrepreneurs were also examined by several studies 
in the past since the previous experiences of entrepreneurs can be prevented from being imitated, which can be a 
source of sustainable competitive advantage, in turn, better performance for the firms. Previous experience in 
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business is one of several factors for the success of firms (Yusuf, 1995). This experience can be specific 
knowledge and skills of entrepreneurs in the business. Box et al. (1993) reported that prior years of experience 
of entrepreneurs were significantly associated with performance in a study of 300 manufacturing firms in Tulsa 
(in the State of Oklahoma). 
As previous experiences of entrepreneurs have accumulated specific-skills through on-the-job training, it can 
prevent other firms from imitating such skills. Increasing the stock of know-how through on-the-job training and 
„learning by doing‟ play crucial roles to firm performance. Firm specific-skills actually develop through on-the-
job training that has been proven to be related to high economic returns (Bishop, 1991; Castanias & Helfat, 
1991). The benefits of on-the-job training include low cost, minimal training time, immediate productivity and 
concurrent trial period. When basic skills are required, on-the-job training can be the most beneficial (Snell & 
Dean, 1992). 
  The age of entrepreneurs can represent life experience and years in business practices, which captures 
expertise (Collins-Dodd et al., 2004), as the experience of entrepreneurs has collected through a number of past 
events and social complex activities. Experience of entrepreneurs can accumulate various skills and credentials 
(Ng Wai-Kit et al., 2007). As it is a critical ingredient of human resources in the firms, entrepreneurs have 
accumulated over time in forms of knowledge and skills that can reduce the potential to allow competitors to 
imitate specific-knowledge and skills from such experience. 

Experience developed from past and present work can provide both general and specific-knowledge 
and skills. Work experience in the past can be experience in management, team work, sales, cooperation and 
industrialization. Hatch and Dyer (2004) suggest that the value of experienced human resources cannot be 
imitated for some time and the dynamic adjustment costs of training and using new human resources can lead to 
continual differences in performance. Steiner and Solem (1988) observe that successful firms utilize the prior 
experience of entrepreneurs. Working experience in management is one of the successful factors for firms 
(Schutjens & Wever, 2000). Therefore, longer experience of entrepreneurs can have a potential impact on firm 
performance. 

Training for entrepreneurs is essential to firm performance. Training is needed in the form of off-the-
job training after starting a business. As on-the-job training is not sufficient, it tends to be seen as fragmented, 
not really systematic and not enough to update the knowledge and skills from outside the firms. Hence, 
entrepreneurs can answer such problems by obtaining the specific training, which is in line with the objectives 
of firms.  

As training is evident that it influences to achieve better performance, firms continuously invest in 
training. Firms with accumulated knowledge realize „strategic asset‟ (Winter, 1987) by learning through training 

that can have an impact on the production process. Training is part of the path dependency because the benefits 
of training have accumulated over time, which creates „bundles‟ of routines that are not easy to understand and 

imitate (Koch & McGrath, 1996). Resource based view (RBV) suggests that creating bundles of routines are the 
main driver for superior performance. In addition, skills and capabilities of entrepreneurs that are gained from 
training can improve the productivity and efficiency in firms. An underlying investment in entrepreneurs 
through training can upgrade and update their skills and capabilities, which is expected to have an impact on 
firm performance.   

Prior to investigating whether firms owned by male and female entrepreneurs differ in terms of 
performance, in practice, the individual characteristics of male and female entrepreneurs and the business 
characteristics cause variance in their business performance. Therefore, we control the individual characteristics 
and the business characteristics in our study, which have been used in previous literature by (Lustgarten, 1995; 
Fasci & Valdez, 1998). The conclusions from previous literature investigating performance found that males are 
more achievement-motivated, capable to manage risk and employ systematic planning (Stevenson, 1986; 
Vespec, 1980). In contrast, Kalleberg and Leicht (1991) found that female entrepreneurs are just as successful as 
male entrepreneurs. 
 This paper examines the performance of male and female businesses on different dimensions including 
the characteristics of business and characteristics of entrepreneurs. The existent literatures have identified the 
characteristics of businesses, which include business income, profit margin, firm age, firm size and firm location 
whether it is home-based or business office based (Fasci & Valdez, 1998; Lustgarten, 1995; Kallenberg & 
Leicht, 1991). A number of individual characteristics also include education, age, experience, marital status and 
the amount of time devoted to business (Stevenson, 1986, Lustgarten, 1995, cited in Fasci & Valdez, 1998).  

The rationale of the second hypothesis is to confirm whether there are different factors that determine 
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the performance between male and female firms in the Lao MSMEs or not. We compare the determinant factors 
such as business characteristics and individual characteristics of male and female entrepreneurs whether they 
have similar impact on firm performance or not.  

Hypothesis 2: Differences exist between male and female firms in terms of the determinant factors to 
firm performance. 
 
2.3 Firm performance 
To measure firm performance, financial data is preferable but firms are not often willing to disclose the 
confidential financial data unless the laws require them to disclose it to the public. Hence, the subjective 
performance measures have been widely used in strategy related research (Dess & Robinson, 1984; Robinson & 
Pearce, 1988; Venkatraman & Ramanujam, 1986; Spanos, 2001). This is partly because of the difficulty to 
obtain reliable financial data. Financial data are also criticized for being unreliable and subject to inconsistent 
accounting practices among the firms or even to managerial manipulation for different reasons, which include: 
avoiding to pay high corporate income taxes or personal income taxes (Dess & Robinson, 1984; Sapienza et al., 
1988; Powell & Dent-Micallef, 1997). Therefore, subjective measures have been widely acceptable in 
organizational research (Lawrence & Lorsch, 1967; Dess, 1987; Powell, 1992a; Powell & Dent-Micallef, 1997). 
This paper is using annual sales turnover that are basically subjective measures, which were also used by 
previous studies (Rosa et al., 1996; Du Rietz, 2000; Anna et al., 1999). 
 

4. Research Methodology 
 
4.1  Sample and data collection 
The present paper uses panel data that collected in 2005 and 2007 by the Enterprises Baseline Survey (EBS) 
from the German Agency for Technical Cooperation (GTZ). The enterprise sample selected only enterprises that 
are formally registered. It analyzed questionnaires, which sought responses from entrepreneurs. The survey in 
2005 includes 370 companies that covered four Lao provinces, Vientiane capital, Champasack, Luang Prabang, 
and Luang Namtha, wherein the first three belong to the economically dynamic provinces and the fourth is a 
rural province. For 2007 survey, the sample size is 470 Lao MSMEs that covered five Lao provinces, Vientiane 
capital, Champasack, Luang Prabang, Luang Namtha and Savanakhet, wherein the fifth province is new sample. 
The sample consists of 840 observations including: 493 male firms and 347 female firms with 1 to 99 
employees. 
 
4.2  Measurement 
4.2.1  Gender 
This refers to the sex of entrepreneurs. Male entrepreneur is given 1 while female entrepreneur is 0. 
 
4.2.2  Personal characteristics 
Education of entrepreneurs. This is measured by ordinal numbers from 1 to 9 corresponding to the level of 
education of owner/managers. From the lowest to the highest level these are: no schooling; some primary 
school; completed primary school; lower secondary school; upper secondary school; vocational school; 
technical school; higher (undergraduate); and post graduate.  

Working experience. This is measured by the age of owner/managers, from which is subtracted the total 
years spent in education. Because of a limitation of the data set, a more comprehensive measure of experience 
cannot be specified. 

Training of entrepreneurs. This question is whether or not any training was received since they started 
their business. If the respondent chose „yes‟, then the next question asked to describe the kind of management 

training, including: health and safety, cost calculation, business management, accounting, marketing, law and 
regulations, quality management, business finance and others. Therefore, this variable is measured as a dummy 
variable.  
 
4.2.3  Business characteristics 
Firm age. This is the number of years since the MSMEs were established prior to 2005, which is taken to 
represent industry experience for the firm. 

Firm size. This is measured by the total number of current full-time employees. According to Prime 
Ministerial Decree No.42 (2004), the Lao PDR defines a micro firm as consisting of 1 to 2 employees; a small 
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firm having 3 to 19 employees, a medium firm with 20 to 99 employees and a large firm with 100 employees or 
more. 

Premises for businesses. This question is whether home-based offices or outside based offices: are 
places where the businesses operate. If the business uses the home as the office, it is given 1. If the business uses 
other places as an office, it is given 0. 

Operation months. This question indicates the amount of time that the entrepreneurs have put in 
business (part-time/full-time). 
 Presence of competitiveness. This question is whether or not the owner/managers have any problem 
with competitiveness. This variable is measured as dummy variable.  

Training for employees.  This question is whether or not the employees of firm received training at the 
start of business. If the respondent chose „yes‟, then the next question asked to describe the kind of management 

training, including: customer services, accounting, record booking, operation of machinery and tools, computer, 
documentation and filing and others. Thus, this variable is measured as dummy variable.  

Business development services for entrepreneurs. This question is whether or not the owner/managers 
of a firm received any advice for the development of his/her business. This variable is measured as dummy 
variable.  

 
4.2.4  Performance 
Performance is the dependent variable in this study, which is measured by ordinal numbers from 1 to 5 
corresponding to a level of annual turnover or sales (as stated in the national tax office). From the lowest to the 
highest level: these are less than 100 Million Kip; 200-400 Million Kip; 400-700 Million Kip; 700-1,000 
Million Kip; and more than 1,000 Million Kip. At the time of survey, one US dollar was equivalent to 9,696 Lao 
Kip. 

 

5. Data analysis and discussion 
 
5.1  Ordered probit models 
Ordinal dependent variable and differences between ranks are not necessarily equivalent and therefore an 
ordered probit model is appropriate (McKelvey & Zavoina, 1975; Davidson & MacKinnon, 1993; Greene, 2003; 
Storchmann, 2005). The econometric model is defined as the observed response by considering a latent or 
unobserved variable yi

*, which depends linearly on the explanatory variable x, plus a disturbance term that has a 
standard normal distribution: 

yi
*= xiβ+ εi,    with  εi ~ N (0, 1), i =1,…,N                            (1) 

Where yi
* is a vector of the dependent variable, ranging from -∞ to +∞. xi a vector independent 

variables and β are the parameter to be estimated. yi  denotes as annual turnover, which can take one of the five 
values as follows: 

1= less than 100 Million Kip 
2= 200-400 Million Kip 

          3= 400-700 Million Kip 
          4= 700-1,000 Million Kip 

                    5= more than 1,000 Million Kip. 
The observed category of yi is based on the value of a latent variable yi

*, which depends on a set of 
observed category in five values as follows: 
    yi = 1 if yi

* ≤ µ1       

    yi = 2 if µ1 ≤ yi
* 
< µ2 

    yi = 3 if µ2 ≤ yi
* 
< µ3                                                              (2) 

                                                        

    yi  = 4 if µ3 ≤ yi
* 
< µ4 

    yi = 5 if µ4 ≤ yi
*   

 
Where µ1, µ2, µ3, µ4 and µ5 are "cutoff points" and µ1< µ2< µ3 < µ4 < µ5 and residual ε is assumed to 

follow a standard normal distribution. Vector x is a vector of independent variables. The cutoff points and β can 

be estimated by maximum likelihood (Frankel, 2007). 
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It is similar concept with the model for binary data because it is concerned how changes in the 
predictors translate into the probability of observing a particular ordinal outcome by substituting from equation 
[1] and under conditions as stated in [2]. Therefore, the probability of yi is in the ranking form that can be 
estimated as follows: 

(1) Pr(yi = 1) =  Pr(µ-1 < yi
* ≤ µ1), 

   = Pr (-∞ < yi
* ≤ µ1), 

   = Pr (yi
* ≤ µ1), 

    Substituting from (1)            (3) 
      =  Pr(xiβ+ εi≤ µ1), 

        =   Pr(εi≤ µ1- xiβ), 
=  Φ(µ1 - xiβ); 

(2) Pr(yi = 2) = Pr(µ1 ≤ yi
* 
< µ2), 

    = Pr(µ1 ≤ xiβ+ εi
 
< µ2),        

    = Pr(εi
 
< µ2 - xiβ) – (εi ≤µ1- xiβ), 

    = Φ(µ2 - xiβ) – Φ(µ1- xiβ); 
 

…, etc. and 
 (5) Pr(yi = 5) = Pr (yi

* ≥ µ4), 
= Pr (xiβ + εi ≥ µ4), 
=   Pr(εi≤ µ4- xiβ), 
=  Φ(xiβ - µ4). 

Where Φ denotes as cumulative normal distribution function. 
The dependent variable was measured using ordinal measures from 1 to 5. Therefore, an ordered probit 

model (Long, 1997; Godfrey 1988; Davidson & MacKinnon 1993) was used in the analysis to investigate the 
impact of the effect of human resources on firm performance in male and female firms in MSMEs in the Lao 
PDR. The objective of the model was to determine the probability that the effect of human resources on firm 
performance in male and female firms, which the firm performance will be the ordinal numbers from 1 to 5 
corresponding to a level of annual turnover or sales. Let us assume that yi depends on the value of a latent 
variable yi

*, which in turns depends on a set of observables: 1= less than 100 Million Kip; 2= 200-400 Million 
Kip; 3= 400-700 Million Kip; 4= 700-1,000 Million Kip; 5= more than 1,000 Million Kip. Therefore, we can 
derive the specific for the first model, a latent variable yi

* can be estimated as follows: 
 

 
 
We regress the latent variables on one independent variable (GDi). 

 
 
We regress the latent variables on independent and control variables. Independent variable is gender 

(GDi). We control the individual characteristics (xi) of education (EDU), working experience (WEXP) and 
training for entrepreneurs (TRNFE) as well as control the business characteristics (zi) such as firm age (FA), 
premises for businesses (PB), operation months (OPM), firm size (FS), presence of competitiveness (CT), 
training for employees (TRNE) and business development services (BDS). 

In the second and third models, the whole sample was divided into the male and female firms to 
compare the determinant factors that influence on male firms and female firms in the Lao MSMEs. In equation 
[6] and [7], they are used to answer hypothesis 2 whether there is an existent differing performance between 
male and female entrepreneurs in the Lao MSMES or not. The purpose is to confirm the results whether there 
are existent differences in gender-based performance. Ordered probit models are specified in the equation [6] 
and [7] below: 
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Where, in equation [6]   is latent variable for male firms and xm are the independent variables, which 
are classified into two groups: (1) individual characteristics: education (EDU), working experience (WEXP) and 
training for entrepreneurs (TRNFE) and (2) business characteristics (zm): premises for businesses (PB), 
operation months (OPM), presence of competitiveness (CT), and business development services (BDS). We 
control firm size (FS), firm age (FA) and training for employees (TRNE) and thus (cm) are control variables.  

 
Where, in equation [7]  is latent variable for female firms and xf are the independent variables, which 

are classified into two groups: (1) individual characteristics: education (EDU), working experience (WEXP) and  
training for entrepreneurs (TRNFE) and (2) business characteristics (zf): premises for businesses (PB), operation 
months (OPM), presence of competitiveness (CT), and business development services (BDS). We control firm 
size (FS), firm age (FA) and training for employees (TRNE) and thus (zf) are control variables.  
 
5.2  Analysis results 

It is important to note the differences in characteristics of male and female entrepreneurs as well as 
differences in business characteristics, which can lead to be different business performance, as shown in Table 1. 
The share of male entrepreneurs is 59 percent versus 41 percent of female entrepreneurs. 

In terms of years in business, in this sample both male and female firms tend to be young firms. 
Seventy percent of female firms in the sample were under 10 years while 68 percent of male firms fell in the 
group. Overall, the proportion of male and female firms shows similarity in the age of businesses from 11 to 60 
years old. 
 The differences in firm size in gender-based performance are important to acknowledge as it can 
explain the differences in performance. In this sample, firm size among male and female firms is different. The 
similarity in the firm size between male and female firms fell in the micro-firms. However, male firms in 
medium-sized businesses indicate more than two folds of female firms. For small-firm size, female firms 
represent almost 69 percent, which is higher than male counterparts in this category.  
 Education levels of male and female entrepreneurs show significant differences. Male entrepreneurs 
appeared to hold a relatively higher education levels from vocational school up to post graduated degree 
compared to female entrepreneurs. However, the share of female entrepreneurs who completed primary school 
up to completed upper secondary school was a relatively higher in proportion than male entrepreneurs. 
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TABLE 1: DIFFERENCES BETWEEN CHARACTERISTICS OF MALE AND FEMALE FIRMS 

 Male (n=493)  Female (n=347) 

  Frequency Percentage   Frequency Percentage 

Gender 493 59  347 41 

Education      

No schooling (0 year) 7 1 
 

7 2 

Some primary school (2.5 years) 11 2 
 

14 4 

Completed primary school (5 years) 51 10 
 

52 15 

Some lower secondary school (1.5 years) 41 8 
 

41 12 

Completed lower secondary School (3 years) 77 16 
 

55 16 

Some upper secondary school (1.5 years) 25 5 
 

24 7 

Completed upper secondary school (3 years) 53 11 
 

43 12 

Vocational (2 years) 105 21 
 

69 20 

Technical (3 years) 34 7 
 

8 2 

Higher (Under graduated)  (4 years) 69 14 
 

31 9 

Post graduated (2 years) 20 4 
 

3 1 

Firm Age      

01 -10 years old 340 69  242 70 

11-20 years old 133 27  94 27 

21-30 years old 12 2  8 2 

31-40 years old 5 1  2 1 

41-50 years old 0 0  0 0 

51-60 years old 3 1  1 0 

Firm Size (No. of Employees)      

Micro: 1-2 97 20  78 22 

Small: 3-19 290 59  238 69 

Medium: 20-99 106 22 
  

31 9 
 
Table 2 presents the means of independent samples t-test for male and female firms, which can explain 

the reasons behind the differences in gender-based performance. Male firms are found to have higher mean 
scores and statistical significance in most variables such as the presence of competitiveness, training for 
entrepreneurs, business development services, working experience, education and firm size; compared to 
female firms. In contrast, female firms were found to have higher mean score and it was statistically significant 
on operation months. Female firms tend to spend longer times in their businesses but fail to contribute to their 
performance. For male firms, they were found to be older, invested higher in training for employees and tended 
to use home as offices compared to female firms but the magnitude of differences was insignificant from female 
firms.  
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TABLE 2: MEANS FOR INDEPENDENT SAMPLES T-TEST FOR MALE AND FEMALE FIRMS 

  
Male Firms 

Mean 
 Female Firms 

Mean Sig. 
Mean  

Difference 

Premises for businesses (PB) 1.655  1.648 0.96 0.01 

Operation Months (OPM) 11.659  11.865 0.01** -0.21 

Presence of Competitiveness (CT) 0.655  0.588 0.05** 0.07 

Training for Entrepreneurs (TRNFE) 0.497  0.378 0.00*** 0.12 

Business Development Services (BDS) 0.673  0.550 0.00*** 0.12 

Working Experience (WEXP) 33.198  30.287 0.00*** 2.91 

Education of Entrepreneurs (EDU) 6.710  5.885 0.00*** 0.83 

Firm Age (FA) 8.740  8.686 0.91 0.05 

Firm Size (FS) 13.722  8.415 0.00*** 5.31 

Training for Employees (TRNE) 0.691 
 

0.669 0.49 0.02 

N 493 
 

347   
*** Significant at ≤1%; **≤5% (2-tailed) 
 

The findings confirm that there are differences in gender-based performance in the Lao MSMEs, as 
shown in the hierarchical regression in Table 3. Model 1 shows that male firms perform better than female firms 
at statistical significant at 1 percent level. Even though, model 2 controls the business and individual 
characteristics and the results sill confirm that male firms outperform female firms at a statistical significant 5 
percent level. One possible interpretation is that males are risk takers by nature and/or socially, while female 
counterparts are risk adverse (Meier & Masters, 1988). It could be that male firms employ different strategies to 
achieve better performance. For example, male firms may obtain the credits to finance strategic business 
activities. They also spend less time for domestic role at home so that they can concentrate on their business 
practices. Male entrepreneurs are more advantageous in terms of credit and networking with external partners 
(Smeltzer & Fann, 1989), while female entrepreneurs are disadvantageous in many means such as 
discrimination from banking practices as well as overwhelming responsibilities for families, which means they 
spend less time taking care of the businesses.  

Additional explanations displayed in Table 2 shows that male firms do not only have higher mean 
scores for most variables but also the gaps of gender are found to be statistically significant in most variables 
such as education, training for entrepreneurs, business development services, working experience and firm size, 
compared with the female firms. In general, male firms tend to have entrepreneurs with higher education levels 
and higher levels of investment in training for entrepreneurs and obtaining business development services; have 
longer working experience in their business practices; and, bigger in terms of firm size, compared to the female 
counterparts. As illustrated in Table 2, the results are consistent with the liberal feminist theory, which states 
that female entrepreneurs have lower education levels; shorter working experience; and insufficient investment 
in training for entrepreneurs and obtaining business development services; and smaller firm size, compared with 
male counterparts (Fischer et al., 1993). Lower education levels of female entrepreneurs may lack the 
fundamental skills and knowledge. In addition, insufficient investment in training for female entrepreneurs and 
obtaining useful business development services may lead to be less competition relative to male entrepreneurs. 
Also, shorter working experience of female entrepreneurs may not inherit sufficient skills and knowledge in 
business. Lastly, smaller firm size of female firms may control limited important resources.  

To sum up, the findings show the persistent constraints of female firms in many areas that are 
discussed above, which could be the underlying reasons for the underperformance of female firms in the Lao 
MSMEs compared to male firms. Hypothesis 1, then, received support.  

For control variables, business characteristics such as firm size, training for employees and business 
development services are significant to firm performance. Overall, the findings are evident in showing that 
larger firm size has some impact on firm success. To invest in training at practical levels (i.e. employees) and 
obtain business development services, they are crucial factors to achieve better performance. However, the 
premises of businesses particularly home-based businesses were found to be insignificant. Perhaps, home-based 
businesses are not a good location for businesses even though they do not have to pay for rent. Other factors 
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such as operation months, presence of competitiveness and firm age were found to be insignificant to firm 
performance. For individual characteristics of entrepreneurs, all variables such as education level of 
entrepreneurs, working experience and training for entrepreneurs are significant to firm success as these factors 
have contained the capabilities, skills and knowledge of entrepreneurs, in turn, they can improve the 
performance of entrepreneurs, which is very important prerequisite to firm success. 
 

TABLE 3:  HIERARCHICAL REGRESSION RESULTS 

Performance 

 Model 1 Model 2 

 z Coefficient Std.Err. z P>|z| 

Gender (GD) 5.98*** 0.204 0.097 2.10 0.035** 

Business Characteristics:      

Firm Age (FA)  0.111 0.007 1.56 0.118 

Premises for businesses (PB)  0.030 0.026 1.13 0.258 

Operation Months (OPM)  0.002 0.038 0.04 0.966 

Firm Size (FS)  0.041 0.004 10.66 0.000*** 

Presence of Competitiveness (CT)  0.102 0.094 1.08 0.278 

Training for Employees (TRNE)  0.255 0.110 2.31 0.021** 

Business Development Services 
(BDS) 

 0.218 0.099 2.20 0.028** 

Individual Characteristics:      

Education of Entrepreneurs (EDU)  0.083 0.022 3.69 0.000*** 

Working Experience (WEXP)  0.013 0.004 2.86 0.004*** 

Training for Entrepreneurs 
(TRNFE) 

 0.283 0.096 2.94 0.003*** 

Pseuo R2 0.02 0.17    

LR Statistic 36.27*** 334.76***    

Log likelihood -946.084 -804.09    

N 837 837    

*** Significant at ≤1%; **≤5% 
 

Hypothesis 2 was found partially supported. The findings have shown that there are similarities and 
differences in terms of influential factors to the firm performance between male and female firms in the Lao 
MSMEs, as illustrated in Tables 2 and 4.  

The results show that similar results for both male and female firms in training for entrepreneurs, 
working experience for entrepreneurs and education for entrepreneurs are statistically significant, as illustrated 
in Table 4. For both, investments in training for entrepreneurship and longer working experience for 
entrepreneurs can obtain and accumulate important capabilities, skills and knowledge, which are evident to be 
critical factors to their performance. Education levels of both male and females entrepreneurs are also found to 
be significant to firm performance (Box et al.,1993; Brush & Hisrich, 1991). In addition, similar findings for 
male and female firms were found insignificant in premises for business and operation months. Premises for 
businesses or home-based businesses for both male and female firms were found to be insignificant impact on 
performance, which could explain that the location of premises is not good for doing businesses if it is at home 
for both male and female firms. Operation months were found to be insignificant to firm performance for both 
firms but for male firms it was found to be negative to their performance, which is probably because they may 
be inefficient in terms of using the additional time. Female firms appear to spend longer operation months than 
male firms (in Table 2) but surprisingly the amount of time female firms has spent in their businesses, which 
have no impact on performance. This could be an inefficiency matter for female firms. 
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 The findings show that there are significant differences among male and female firms in presence of 
competitiveness and business development services. For female firms, presence of competitiveness was found to 
be statistically significant. The presence of competitiveness may be a cause for alarm among female firms so 
that they may put effort to cope with the competitiveness, and consequently influence their performance, 
whereas male counterparts are not found to have significant differences in performance. Male firms are shown 
to have a higher presence of competitiveness relative to female ones (in Table 2). This means that they may be 
at a relatively better position than female ones so that male firms may emphasize on other influential factors to 
their performance. For male firms, business development services were found to be important factor to their 
performance because these services may provide useful advices that can increase skills and knowledge to 
improve their performance. However, obtaining business development services for female firms had weak 
impact on their performance, which could be the types of business development services that may not fit with 
entrepreneurs‟ needs. Other possible reason is that female entrepreneurs may be less capable to utilize business 
development services compared to male entrepreneurs Overall, it can be concluded that hypothesis 2 is partially 
supported.  

For control variable such as firm size has a significant impact on firm performance for both male and 
female firms. The larger sized firms perform better than the smaller firms for both male and female firms 
because the advantage of the larger firm size may control important resources while it was surprise that older 
firms may not be necessary to outperform the young firms. One of possible interpretations for this is the 
insignificant relationship between firm age and firm performance for both firms, which may be less adaptable 
and flexible with dynamic business environment. For male firms, the training for employees also contributes to 
better performance in the practical levels, whereas for female firms training for employees is insignificant with 
firm performance because the level of investment in training for employees was found to be weak impact their 
performance, which may be the inappropriate contents of training in line with the need of the firms.  
 

TABLE 4:  REGRESSION RESULTS FOR MALE AND FEMALE FIRMS 
 Male Firms  Female Firms 

  Coefficient z P>|z| 
 

Coefficient z P>|z| 

Premises for businesses (PB) 0.034 1.04 0.298  0.013 0.28 0.776 
Operation Months (OPM) -0.010 -0.23 0.815  0.029 0.30 0.767 
Presence of Competitiveness (CT) -0.034 -0.28 0.776  0.383 2.44 0.015** 
Training for Entrepreneurs (TRNFE) 0.215 1.78 0.074*  0.593 3.70 0.000*** 
Business Development Services (BDS) 0.255 2.00 0.046**  0.254 1.59 0.112 
Working Experience (WEXP) 0.012 2.09 0.037**  0.015 2.11 0.035** 
Education of Entrepreneurs (EDU) 0.090 3.21 0.001***  0.085 2.30 0.021** 

Control Variables        
Firm Age (FA) 0.012 1.46 0.144  0.008 0.69 0.493 
Firm Size (FS) 0.037 8.56 0.000***  0.025 4.30 0.000*** 
Training for Employees (TRNE) 0.281 2.02 0.044**  0.229 1.25 0.211 

Pseuo R2 0.15    0.13   

LR Statistic 189.59***    89.45***   

Log likelihood -519.73    -288.82   

N 491      346     
*** Significant at ≤1%; **≤5%; *≤10% 
 

6. Conclusion 
 
6.1  Findings and conclusion 

The findings indicate that there are differences in gender-based performance in the Lao MSMEs (H1). 
Male firms outperform female firms. Male firms tend to engage in strategic business activities in order to 
improve their performance, compared to female counterparts. Male firms seem to take more risk and have better 
networks with external stakeholders such as suppliers, customers and banks while female firms tend to be risk 
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adverse, conservative and may not establish good external networks. In addition, male firms are found to have 
higher capabilities to adapt with competitiveness; maintain higher investing in training for entrepreneurs; 
obtaining business development services; have longer working experience; higher education; and have bigger 
sizes of businesses, compared to female firms. The overall problems are associated with individual 
characteristics and the business practices for female firms, which could be the underlying reasons why female 
firms underperform male firms in the Lao MSMEs. 

For (H2), the findings on whether the differences exist between male and female firms in terms of 
determinant factors to firm performance, show mixed results since both similarities and differences are shown. 
The similarities for both male and female firms found that training for entrepreneurs, working experience for 
entrepreneurs and education for entrepreneurs were significant to firm performance. In contrast, the significant 
differences are the presence of competitiveness and business development services. For female firms, presence 
of competitiveness found to be statistically significant whereas male counterparts are not found to have 
significant differences in performance. For male firms, business development services were found to be 
important factor to their performance because these services may provide useful advices to improve their 
performance. However, obtaining business development services for female firms had weak impact on their 
performance, which could be the types of business development services that may not fit with entrepreneurs‟ 

needs. 
 

6.2  Policy Implications 
 
The present paper expects to provide the policy implications in both the government (policymakers) and the 
business sector (implementers). Policymakers encourage enhancing a good business climate for the business 
sector, particularly, for the Lao MSMEs. The findings can be useful for policymakers to implement policy to 
match with the needs of male and female firms. Different backgrounds of both male and female firms lead to 
different outcome and thus the policy for female firms may consider gender differences in nature and/or socially. 
The government should be more careful on female firms because female firms have just entered the economy 
and are not as mature as male firms are. Thus female firms should have more support from the government in 
order to improve their performance. The government may assist the female firms to reflect the gender-based 
differences so that it can mitigate such differences. The government may remove gender discrimination in 
banking practices, which can encourage female firms to have access to more credits. These policies can reduce 
the gap between the differences in terms of performance between male and female firms. The government can 
help both firms through providing training for entrepreneurs and improve education system and useful business 
development services in order to produce the qualified entrepreneurs for private firms.  

For the MSMEs, they need to emphasize on determinant factors which can help them to maintain 
superior performance. Some factors such as training for entrepreneurs needs to continuously invest in relevant 
training in order to improve skills and knowledge at the leadership levels for both male and female firms. In 
addition, for male and female firms working experience and education of entrepreneurs have contained 
important capabilities, skills and knowledge, which are critical to their performance. For male firms, obtaining 
useful business development services seem to be critical to business success. For female firms, the presence and 
continuous existence of competitiveness needs to be paid attention to because this can serve as an opportunity 
for them in their business.  

 
5.3  Research Limitations and Future Research 

In this study, using secondary data provides limited choices for selecting theoretical meaningful variables. 
Therefore, future studies in conducting surveys are encouraged in order to provide important variables. Apart 
from the limitation of a secondary data for selecting meaningful variables in this study, the authors realize that 
other factors could also affect business performance in the Lao MSMEs. Future researches can consider both 
economic and non-economic performance indicators, particularly female firms, which could provide more 
meaningful empirical studies. 
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Abstract 
Organizational structures are hardly stable these days especially in a global, multi-cultural environment. Multina-
tional enterprises in particular can simply not afford to maintain existing structures if they do not want to risk being 
left behind. Technology advantages are perishable and no longer a guarantee for revenue and business success. Com-
petitive advantages in a rapidly changing environment such as China might help to stay ahead for a certain time 
frame—but with a declining trend. 
The paper is investigating and comparing the historical development of three change management theories (Lewin, 
Bullock and Batten, Cummings and Huse) assisting companies to stay ahead of the competition and adds the cross-
cultural perspective to them. Permanent changes are counterproductive to the basic desire of a human being, namely 
to live in a steady environment. Inevitably, organizational changes put stress on the most important resource a com-
pany has—the employees. Situations of change must be handled thoroughly as unrest of the staff will have devastat-
ing consequences to the organization when operating in a cross-cultural environment. 
Important precautions are discussed which have to be taken in order to successfully conduct an organizational 
change under cultural aspects. The lessons learnt are then applied to a real example of a new company setup in China 
concluding with a brief analysis on the possibility of transferring knowledge gained from an organizational change 
process to the homeland headquarters. 

 

Organizational Change Theories 
 

Coghlan (2003) describes Kurt Lewin (1890 to 1947) as “the father of social psychology”. Lewin intended to 

develop a scientific understanding of the way teams work. Looking at the time Lewin conducted that research 
and considering the duration until the term teamwork finally entered the rooms of top managers, the farsighted-
ness of Lewin is remarkable. Lewin developed the theory of “quasi-stationary equilibrium, gatekeepers, and 
change” (Coghlan, 2003). According to Lewin humans do not perform changes voluntarily. An external impulse 
for change is required to “unfreeze” a human and get ready for a change. As humans we are able to change and 

adapt new behaviors and values what Lewin described as “moving”. After a certain change humans have the de-
sire to stabilize again and consolidate the changes. Lewin defines that stage as “refreezing”. Bamford (2003) de-
scribes Lewin‟s three-phase-model as an approach which “recognizes that, before any new behavior can be 
adopted successfully, the old one has to be discarded”. The fast-changing environment, companies have to cope 
with these days, does not allow enough time to “refreeze”. Even a short rest can result into stagnation and the 

loss of competitive advantages. Furthermore, the tendency to stagnation can be a cultural parameter as well. 
Cross-cultural issues have not been included into Lewin‟s theory. This is certainly a shortcoming but gained on-
ly importance since the way of doing business became more international. Lewin‟s theory is categorized as a 

planned model of change. This is not longer applicable these days as “organizations seek to align and re-align 
themselves to an unpredictable, many-faceted and rapidly changing environment” (Burnes, 1996). 

In 1985, Bullock and Batten concluded their studies of effective organizational change with a four-
phase model. They basically developed the planned model of change into an emergent model of change. The 
phases of this model were defined as exploration, planning, action, and integration. According to Timmermann 
(2003), “one of the key strengths of their model is the distinction between phases and change process”. This is 

an important differentiation from Lewin‟s theory as the definition of an organizational phase got prefixed to the 

actual change from one phase to the other. 

Almost 50 years after Lewin, Cummings and Huse extended the four-phase-model of Bullock and Bat-
ten to a five-phase-model. As summarized by Grover (1995), Cummings and Huse defined five steps towards 
effective change management: “motivating change, creating a vision, developing political support, managing the 
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transition, and sustaining momentum”. Cummings and Huse did not define the process steps only, but developed 

the theory a bit further considering the fact that somebody has to initiate and supervise these steps. This impor-
tant task carries a high responsibility and can successfully be conducted only by someone with certain capabili-
ties. These people are defined as “change lovers” and show certain highly developed skills such as (Gilbert, 

1993): 

 Commitment. They are involved in their work and they create a sense of purpose and meaning in what they 
do. 

 Control. They experience a sense of personal power and look for what they can control about their jobs. 

 Challenge. They see change as an opportunity to learn new skills, not as something they must avoid and 
fear. 

 Connection. They value their friendships with people, feel respect, and have a common bond and purpose 
with the people around them. 

The historical development of change management theories is compiled in Fig. 1. As stated earlier, all 
three theories are yet to be refined by cultural aspects. Effective cross-cultural management as imprinted by the 
process of globalization moves organizational change to a new level, which has to be elaborated in greater de-
tail. 

 

 
FIG. 1: HISTORICAL DEVELOPMENT OF CHANGE MANAGEMENT THEORIES 
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Cultural Dimension Comparison of China and Germany 
 

Looking at the history of China, first experiences with cross-cultural issues were already made during the „China 

learn from foreigners‟ program launched by Empress Dowager Cixi after China‟s loss in the Second Opium 

War. In 1862, foreigners were invited to a Beijing university for lecturing modern subjects such as astronomy, 
English, and French. This forward thinking program was however stopped in 1881 as Emperor Dowager Cixi 
saw the modern and liberal thinking of the foreign teachers posing a treat to her power. Put into modern terms, 
Empress Dowager Cixi simply capitulated from the challenges of organizational cross-cultural change as she 
realized that autopoietic learning, i.e. the cooperative exchange of knowledge to develop new and innovative 
ideas, is crossing cultural barriers. Autopoietic learning is a powerful tool of transformational leadership and 
will be elaborated further in this paper. 

In order to obtain a basic understanding of cultural differences between Germans and Chinese in par-
ticular, Hofstede is a suitable scientific source to start with. Hofstede rated various cultures by five main dimen-
sions: 

 Power Distance Index (PDI) 
 Individualism (IDV) 
 Masculinity (MAS) 
 Uncertainty Avoidance Index (UAI) 
 Long-Term Orientation (LTO) 

Comparing the German and Chinese cultural dimensions in Fig. 2 the main differences appear in fol-
lowing dimensions ranked by the actual score difference: 

 Long-Term Orientation (LTO)—Chinese score approximately 70 points higher than Germany 
 Individualism (IDV)—Chinese score approximately 50 points lower than Germany  
 Power Distance Index (PDI)—Chinese score approximately 50 points higher than Germany 

A high Long-Term-LTO dimension reflects a tendency to let time assist the resolution of issues. This 
conflicts with the straightforward and timely approach to overcome obstacles prevailing the German culture. 
Such cultural differences often lead to frustration and misinterpretation with European business partners espe-
cially in the process of contract negotiations. Running an overseas investment in China, such perseverant atti-
tude amongst the local staff can retard the business development significantly and be seriously destructive to the 
organizational development. In other words an organizational change strategy has to be designed in a way that a 
distinctive Long-Term Orientation (LTO) does not obstruct the organizational development particularly in the 
implementation stage of organizational changes. 

China is a collectivistic society resulting into a low Individualism (IDV) score. Relationship networks 
in the Chinese society enjoy a similar importance as family links. Being successful in China without a profes-
sional business network is next to impossible. However, a low IDV carries a high risk of nepotism, unsustaina-
ble business development and the vulnerability towards bribery. The best practice section of this paper elabo-
rates on strategies to handle such environment. 

According to Hofstede (2009) the high Power Distance (PDI) score “is indicative of a high level of in-
equality of power and wealth within the society”. Social inequality is certainly present in the Chinese society 
and creates regular challenges for the communistic leadership as once the PDI is overruled by the low IDV, 
same interest groups are consolidating their activities in a breathtaking speed resulting into considerable protest 
movements. Such collectivistic momentum can as well be a threat to multinational corporations and must be 
closely monitored. 

Being aware of possible cultural hazards is part of a successful cross-cultural change management 
strategy. However, knowing such traits is neither sufficient nor a success guarantor of an international cross-
cultural undertaking.  
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FIG. 2: COMPARISON CULTURAL DIMENSION GERMANY AND CHINA (HOFSTEDE, 2009) 

 

Cross-Cultural Change Management 
 

The leadership style of expatriates operating in a foreign environment with varying cultural values is determin-
ing success or failure of the operation. Organizational changes related to what the staff has been acquainted to 
before is almost inevitable irrespective of employing new staff for a newly setup operation or accompanying ex-
isting staff through a merger and acquisition process. Stereotyping apparent areal cultural similarities is a mis-
take commonly made by pretentious expatriates claiming to know the „Asian culture‟. Even within a particular 

country, cultural variations can prevail demanding a greater sensitivity for basic cultural values also in the work-
ing environment.  

In regard to multinational overseas operations, another key success factor has to be considered namely 
the consistency and sustainability of change compromised by the frequent alteration of oftentimes young and in-
experienced expatriate managers. Commonly, overseas expatriate posts are handed over every three to five years 
generating a high risk of inconsistent leadership style. Such situation stresses an existing organization signifi-
cantly and carries the possibility of a snowballing staff turnover. Changes of leadership styles must be cautious-
ly carried out and ideally enjoy the acceptance and understanding of the staff right from the beginning. Expa-
triate managers have to be prepared accordingly for their overseas assignment. Common cross-cultural trainings 
supplemented by language crash courses are a good start but certainly not sufficient to assure a smooth transi-
tion of expatriate managers. Cullen (2005) adds “the failure of the spouse to adapt is the major cause of expa-
triate downfalls, assignment conditions help determine the training needs of the spouse and possibly other fami-
ly members”. 

Schermerhorn (1996) suggests, “that leadership is the process of inspiring others to work hard to ac-
complish important tasks”. In other words, effective leadership style is a prerequisite for successful implementa-
tion and verification of change management processes. Changes require a leader telling the followers in which 
direction to proceed. A leader without orientation will most likely guide a company into the wrong direction. 
There are too many examples where such „misleadership‟ resulted into bankruptcy. But what are effective lea-
dership styles? Pheng (1999) is ranking planning, organizing, leading and controlling as the most important lea-
dership styles. These styles assure that directions and objectives are set correctly, the required resources are 
available, staff is motivated and exploited according to their skills and preferences, and it is assured that the 
change process will bring the desired success. How can these theories be applied into practice in a multi cultural 
environment such as China? 
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Leadership Styles and Practical Implementation 
 

China is a rising nation with the aspiration of becoming a driving global economic powerhouse. Internationally 
operating enterprises cannot afford to go pass the myth China any longer. The same applied for WVC, the sister 
company of a German small and medium sized enterprise (SMEs). The motivators to invest into a cultural play-
ground vastly differing from the homeland can be divided in three main categories. In regard to WVC, the local 
market development was a key motivator for this investment. 

 SMEs are sucked into the vacuum created by large multinational enterprises already operating in China and 
forcing SME suppliers into domestic supply chain integration. 

 SMEs attempting to participate in the breathtaking economic growth in China 

 Organizations hoping to compensate dwarfing profit margins in the homeland by looking for low-cost pro-
duction in China. 

Organizational development and change belongs to the most demanding tasks of a top manager and 
cannot be taken seriously enough. The changes conducted at WVC show clearly that major decisions will create 
resistances by the people involved. Any major change must be fine-tuned depending on the actual reaction trig-
gered by this change. Transition or change managers must be sensitive enough to identify these reactions and to 
define adequate countermeasures within the shortest possible time. The same applies for the situation at WVC. 
Smart modifications and amendments of the overall organizational change process help to turn initially negative 
reactions into a positive and constructive force. To find the right balance differentiates a successful from an un-
successful transition manager. 

As elaborated earlier, cultural differences in the IDV and PDI dimension can trigger unwanted devel-
opments within the local working staff demanding for a corresponding leadership style being able to handle 
such difference to the organizational benefit. According to Cullen (2005) “a global leader must have the skills 

and abilities to interact with and manage people from the diverse cultural backgrounds that populate his or her 
multinational company”. Cullen defines those skills as: 

 Cosmopolitan 
 Skilled at intercultural communication 
 Culturally sensitive 
 Capable of rapid acculturation 
 Knowledgeable about cultural and institutional influences on management 
 A facilitator of subordinates‟ intercultural performance 
 A user of cultural synergy 
 A promoter and user of the growing world culture 
 A commitment to continuous improvement in self-awareness and renewal 

Those skills are certainly a prerequisite for successful leadership. However, those prerequisites must 
disembogue into effective leadership styles tailored to the actual environment. In general, there are two effective 
leadership styles: 

 Transactional leadership 
 Transformational leadership 

Transactional leadership reflects a process-orientated and task-centered approach dominated by awards 
and punishment. Transactional leadership can be a successful management model, but most likely does not 
create a lasting sustainable and successful organization especially in a culturally differing setup. Particularly in a 
Chinese business environment, a visionary approach, the willingness to try new ways at calculated risks, manag-
ing by respect and expertise combined with cultural openness and high ethical standards.  

Transformational leadership creates respect, motivation, high engagement and triggers innovative with-
in the working staff. The trait of cultural openness makes transformational leadership a powerful tool of success-
ful cross-cultural management not only in regard to the Chinese business culture. Especially the younger Chi-
nese graduates are highly motivated to learn not only new but culturally differing business techniques. Efficient 
mentoring and coaching of the local staff on all levels contributes to a fruitful autopoietic learning process bene-
fiting the staff involved but the multinational operation in particular. Triggering such learning processes is espe-
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cially important in societies with a high PDI dimension. How this is put into practice is described in the follow-
ing chapter. 

 

Qualitative Findings of First Hand Experiences 
 

WVC started as a Greenfield investment of a German based multinational SME in 2004. During the startup pe-
riod, the daily operation was characterized by a transactional leadership style. In order to get important 
processes in regard to production, purchasing, and controlling in place, a transactional leadership style delivered 
the best results in the shortest possible time. Within a period of six months all important processes were put into 
place assuring an operational standard meeting German expectations. However, a key component of organiza-
tional success in China is a low staff turnover, i.e. highly motivated employees being able to bring in new ideas, 
learn new aspects, widen the technical and commercial horizon, and having the possibility to work independent-
ly in a team oriented manner. In other words, the leadership style had to be changed from a transactional to a 
transformational approach in an effort to assure the long-term successful and sustainable development of WVC. 

As a first step the responsibilities at WVC had to be decentralized building self-contained teams in or-
der to boost creativity and motivate teams by delegating responsibilities. Breaking the company into teams re-
quires a well-defined workflow and frequent employee interaction to keep rising numbers of internal processes 
properly channeled otherwise the awareness of the ultimate goal of the transition might fade. Most certainly, 
numerous staff members will not appreciate these changes especially when keeping the high complexity and 
power distance of the Chinese culture in mind. It is important that all employees are involved in the change 
process and also informed about the reasons for inevitable HR changes. The acceptance of change has to be 
created starting with the cultural basis. Effective self-contained teams are simply impossible in a cultural envi-
ronment where admitting mistakes with the imprinted fear of loosing face is prevailing. Consequently, the abili-
ty to notify and admit mistakes became an integral part of the mentoring process by demonstrating the power of 
effective error analysis with the ultimate goal to improve the companies operation while letting the actual perpe-
trator gain the final laurels. 

An emergent model of change has to be reviewed and fine-tuned permanently. The stabilization period 
after the first major organizational changes must not be too long otherwise the change process is loosing steam. 
The organizational structure has to be further reorganized and internal workflow processes must be optimized 
continuously. Further changes will put the staff on the next test bench. It is recommendable to train team leaders 
as comforters for colleagues in doubt of the transition process. As a transition goes along with a generation of 
new skills, the constant training of the staff is an essential criterion to build-up knowledge helping to stay ahead 
of the competition. At WVC, regular Denison 360° surveys were conducted with the complete staff to verify the 

status and success of the cross-cultural organizational change. The Denison Organizational Culture Survey is a 
tool specialized in linking performance to bottom-line results. As Denison (2009) elaborates, “the Denison mod-
el and surveys were designed to link to important business outcomes such as profitability, customer satisfaction, 
return on equity, shareholder value, sales growth, innovation, employee satisfaction, and more. Denison surveys 
can help organizations and leaders understand how their regular activities impact bottom-line performance”. 

Fig. 3 shows the result of the Denison Survey conducted at WVC beginning of 2008. The ratings with-
in the stable traits „Mission‟ and „Consistency‟ are considerably high testifying a concentration on processes and 

clearly defined tasks as reflected by the transactional leadership style. However, when analyzing the flexible 
traits „Adaptability‟ and „Involvement‟ in particular, it becomes obvious that organizational changes are inevita-
ble to secure the operational success of WVC. The low score for „Empowerment‟ indicates that the organization 
might not trust capable employees to make important decisions that impact their work. These employees often 
feel frustrated that their skills are not being utilized and may leave for better opportunities elsewhere. This com-
bination is a warning signal indicating the possibility of a high turnover rate of valuable employees who may be 
leaving for the competition. As stated before, a low staff turnover is essential for sustainable success in China. 
Therefore, focus had to be put on staff empowerment. This cognition came along with the organizational change 
from a transactional to a transformational leadership style. 

However, staff empowerment in China carries another risk that has to be taken care of seriously. Due to 
the rapidly changing social environment and enormous consumer pressure in China, local people in certain posi-
tions might be prone to bribery acts. Small and medium-sized enterprises are especially vulnerable as a consi-
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derably small investment and the reliance on a smaller number of core staff puts them into a relatively weak and 
unstable position. A stringent code of conduct, positive publicity and a system of social corporate responsibility 
is essential for SMEs to succeed in such environment. At WVC, great effort is put into relationship building 
with local institutions, the media, as well as engagement in supportive activities to benefit the weaker elements 
of the Chinese society such as retires and orphanages. 

 

FIG. 3: DENISON CULTURAL SURVEY CONDUCTED AT WVC, CHINA IN 2008 

Once new processes are proven successful and have reached a stable stage, the processes must be do-
cumented and technical findings certified in order to protect the newly acquired knowledge. The implementation 
of an appraisal scheme will assure that the innovation speed can remain on the desired level. WVC is a German 
based company where the basic cultural dimensions certainly vary from other countries. It will be interesting to 
analyze whether change management proven successful in Germany can be transferred to a country with differ-
ing cultural values such as China. However, this matter shall not be a part of this paper. 

 

Role of Communication in Cross-cultural Change Management Strategies 
 

China is a high-context society with a high desire for uncertainty avoidance and large power distance. Those 
cultural values are almost counterproductive to efficient teamwork. The rapidly changing organizational envi-
ronment adds a further level of complexity to sustainable organizational development. Such a difference of ra-
ther lethargic cultural values and a highly dynamic and unstable organizational environment can be effectively 
balanced by strategic communication making it an essential and powerful tool of an effective and successful 
leader. 

Baldoni (300) argues “leadership communications consists of those messages from a leader that are 

rooted in the values and culture of an organization and are of significant importance to key stakeholders, e.g., 
employees, customers, strategic partners, shareholders, and the media”. Effective communication is basically a 

continuous circle of developing, delivering, and sustaining messages while staying well informed is the integral 
basis of developing a powerful, convincing, and trust-building message. Consequently, accurate information 
about the organizational environment has to be constantly compiled: 

 Business environment 
 Macroeconomic indicators 
 Legal environment 
 Political environment 
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Regular sustainable communication is most important in an environment of cross-cultural organiza-
tional change. While operating in China, the definition of a reliable communication channel is a serious chal-
lenge as most foreign leaders lack a greater command of the Chinese language while the risk of distorting the 
message by unprofessional translation is high.  

At WVC, communication is established through various channels: verbal as well as in writing. Written 
communication such as announcements on the company‟s information board, the „Manager‟s Suggestion Box‟, 

emailing, … might be more time consuming but remains essential in China. However, the key success factor is 
the development of a trustworthy communicator. At WVC, this person is not only in charge of sustainable inter-
nal but external communication as well. As Chinese as well as German are high-context languages giving plenty 
of room for interpretation and the drawing of mental pictures, this position at WVC is filled with a person who 
lived in Germany for several years before. This also supports the role of being a credible cultural communicator. 

Making the benefits of organizational change aware to the staff is an important task. However, to 
achieve sustainability in China, the communication cannot end at this point. Chinese belong to an extremely 
family-oriented society, where the opinion of the elder people not only counts but also might even be considered 
as law. Organizational change must therefore be somehow communicated into the staff families without being 
distorted. Regular family events on company premises, public relations as well as printed newsletters which can 
be taken home are efficient tools to carry information about the company‟s actual status, plans and strategies in-
to the families and make all important societal elements understand the benefits and needs of cross-cultural 
change management at WVC. 

At WVC this communication strategy works successfully and is reflected by a highly engaged and mo-
tivated team with a staff turnover of less than two percent. Applying above discussed techniques, the transition 
might consume more time, but once the Chinese employees see the benefits, the changes are happily accepted 
and sustainably implemented. Furthermore, it is important to let the staff participate in the success of the com-
pany—not only in regard to having a right to be heard but also in regard to an annual bonus system. Effective 
appraisal systems are a topic by itself and should not be a part of this paper.  

Looking at the international aspect of change management, how can these principles be applied on in-
ternational mergers and alliances?  

 

Brief Excursus: Applying Change Management on International Mergers and Alliances 
 

Even the strategic drivers of a cross-cultural merger are quite different to the drivers of an organizational 
change, a cross-cultural merger of two companies is basically a change management process with a prefixed cul-
tural audit and in-depth company analysis further complicated by a different motivation and involvement of var-
ious cultures. The stress-factor on the employees during a cross-cultural merger is even higher than during an 
organizational change and development process. Therefore, extra caution has to be spent on HR management. A 
change manager with experiences in cross-cultural mergers will be most likely able to handle an organizational 
change process successfully. Whether an experienced organizational transition manager can be a guarantor for a 
successful cross-cultural merger must be doubted. 

The earlier discussed transformational leadership style becomes a must in international mergers and 
acquisitions in an effort to assure a sustainable development. However, mainly during the early transition period 
focus must be put on clearly defining processes and tasks demanding for a transactional leadership style. A 
cross-cultural manager incorporating both leadership styles is a rare occurrence. Therefore, it might be worth to 
consider a well-synchronized double-speared management team able to execute both leadership styles as long as 
the transition period takes. 

 
Conclusion 
 
Steering a company successfully through organizational changes is a task with multi-dimensional complexity. 
An organizational development must be cautiously prepared by analyzing the current internal as well as external 
environment, defining the ultimate target of the transition and identifying the necessary steps to reach the same. 
However, even the most cautious planning is subjected to frequent changes triggered by unforeseen events. Such 
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events can be a change of the economical environment, staff unrest, changes in alliances with suppliers, … but 
also culturally triggered. The human factor carries the highest uncertainty potential, as human reactions on 
changes are difficult to predict. Inevitably, a transition manger must be able to react fast and efficiently on such 
short-notice events with well-prepared communication as a powerful and utmost important tool. 

In a highly dynamic environment, the change management theories as developed by Lewis and Bullock 
can act as a basic guideline only and must be stringently developed further as described above in order to 
achieve a sustainable but not lethargic organizational development. To sustain momentum as described by 
Cummings is certainly important as long as the direction of the momentum is dynamically changeable on the 
way. The business environment nowadays is too unpredictable to rely on a currently powerful and positive mo-
mentum. 
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Abstract 
 
The issue of brownfield redevelopment is pressing in European countries. Brownfield redevelopment should 
consistently be part of a coherent spatial and strategic land management approach but involvement of universities in 
dealing with theses issues within their curricula is limited. In the process of transformation  towards knowledge-
based economy a new life-long educational project on brownfield redevelopment in Baltic states (BRIBAST) has 
started that includes several European countries. In the frame of the project it will be possible to exchange the 
experience and know-how and implement it into the professions that deal with the brownfields, in the structure of the 
modules focused on economic, financial, legal, managerial, social and cultural and environmental aspects. This will 
bring substantial increase in the skills and knowledge potential of professionals, involved in local and regional 
development how to manage brownfield redevelopment. The BRIBAST project puts the emphasis on the 
sustainability of brownfield redevelopment processes. 
 
Key words: brownfields, redevelopment,  economic conditions, regeneration, partnerships, BRIBAST 
 
1. Introduction 

 
When examining the effects of economic globalisation and the growing challenges of current European real 
estate markets, the role of brownfield redevelopment as a means for supporting economic development and 
competitiveness across Europe has become more prominent.  This is particularly true in more traditional 
formerly industrial areas, where the economic possibilities associated with site redevelopment are increasingly 
acknowledged.    

There are several kinds of brownfields from post-industrial brownfields, e.g. harbours and ports, 
mining and landfill areas, railways,  chemical works to those  buildings and areas that arose through 
demilitarisation, increasingly also degraded housing estates to rural brownfields as numerous agricultural fields 
that can be found in smaller Czech, Slovak, Polish communities as remains from the era of collective farming.  
In terms of characteristics, some of the most problematic brownfield sites have poor infrastructure, abandoned 
buildings and have disadvantaged and possibly fragmented local communities.  

Brownfields are sites that:   
 have been affected by the former uses of the site and surrounding land, 
 are derelict or underused, 
 may have real or perceived contamination problems, 
 require intervention to bring them back to beneficial use. 

Brownfield sites may also have one or more demographic or socio-economic issues in common: an 
ageing population, poor health status within the population, low employment levels, few amenities and lower 
than average incomes. With population decline and health, sport, culture security or educational systems 
restructuring there will be all sorts of institutional, leisure and cultural brownfields entering the real estate 
market. 

Taking into account the complexity of this spatial problem, brownfield redevelopment should 
consistently be part of a coherent spatial and strategic land management approach, where particularly with 
respect to the wider issues of economic, environmental and social dimensions of sustainable development.  

When considering sustainable development objectives, brownfield opportunities and redevelopment 
responsibilities can be characterised as follows: 

Economic: mobilising human resources, using existing sites and infrastructure to modernise and 
improve the urban fabric. Generate economic growth in urban quarters, increase public and private income. 
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Environmental: cleaning up, restoring previously used land. Placing brownfields regeneration at the 
forefront of regeneration strategies and using this programme as a driver for the clean-up of contaminated land. 
Reducing land consumption and urban sprawl by encouraging sustainable brownfield regeneration projects.  

Social and cultural: ensuring the long-term sustainability of brownfields redevelopment by including 
socio-cultural dimensions. Mobilising communities to ensure representative and equitable sustainable 
development which may reduce the potential for subsequent decline and re-creation of brownfields, improve the 
quality of life and  preserve local culture and memory of the places.   
 
2. Different types of brownfield sites 

 
One of the major drivers of brownfield redevelopment is the economic viability of individual sites.  This can be 
affected by many different factors which can alter quite considerably over time.   The economic status of a site 
can be affected by: 

 indirect as well as direct costs of the regeneration,  
 predicted revenues / return from the site, 
 the type of financing and the associated financial risks, 
 national and local taxes and their perceived risk of fluctuations,  
 any development agreements between the land owner and / or the municipality and the 

developer.To characterise different types of sites in terms of their economic viability and 
highlighting how status can change, based on variation in location standing, site treatment costs and other 
economic conditions, can help policy makers identify strategies that can improve the economic viability and 
status of sites.  In “Fig. 1” the different types of brownfield redevelopment sites, representing their economic 
status, are illustrated by using a conceptual model elaborated in the frame of 5FP project “Concerted Action on 

Brownfield and Economic Regeneration Network”, with forty nine members from various European countries, 
including the author of this paper, that was one of the first projects to deal with brownfields from broader view 
of their economic, social, environmental and  physical aspects (CABERNET, 2005).  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

FIG. 1: THE ABC BROWNFIELD SITES MODEL  (AFTER CABERNET, 2005) 
FIG 1: THE A-B-C BROWNFIELD SITES MODEL (AFTER CABERNET, 2005) 

The A-B-C  model identifies three types of sites, according to their economic status (due to the for example the 
cost of regeneration, the value of the land, etc).  Sites are classified as: 

A sites – these represent sites that are highly economically viable and the development projects are 
driven by private funding. 
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B sites – these sites are characterised as being on the borderline of profitability. These projects tend to 
be funded through public-private co-operation or partnerships. 

C sites – are not in a condition where regeneration can be profitable. Their regeneration relies on these 
sites represent mainly public sector or municipality driven projects which are of low economic viability.  Public 
funding or specific legislative instruments (e.g. tax incentives) are required to stimulate regeneration of these 
sites. 

The A-B-C model highlights the funding drivers for brownfield redevelopment. The conceptual model 
can be used to assist institutions that are responsible for regional development and investment by allowing them 
to characterise strategies for dealing with different types of brownfield land.  By identifying the type of site and 
considering the factors that are affecting a site’s category, i.e. if it is an A, B, or C site, both public and private 

bodies can examine intervention options and regeneration strategies.   Using this conceptual approach to 
examine the factors that affect re-categorisation of a site, for example from a B Site to an A site, can result in the 
development of site-specific strategies which can also be useful.  A number of municipalities are currently using 
these categories to review their local brownfield strategies and to produce informal inventories of regional 
brownfield sites. Municipalities and local authorities are concerned by wider issues associated with vacant or 
derelict land, increasing urban growth and a lack of access to greenfield sites has acted as an economic stimulus 
for brownfield redevelopment. 
 
3. Economic conditions for regeneration 
 
Whilst much brownfield land is being brought back into beneficial use solely by the market (i.e. category A 
sites), in other cases, vacant and derelict brownfield land persists (i.e. category B and C sites).  These persistent 
sites can often be concentrated in areas of social deprivation, and so policies to deal with the backlog of vacant 
and derelict brownfield land is clearly a crucial component of urban regeneration – and the challenge is to 
accelerate the pace at which the market is able absorb brownfield land.   

If the perceived value of a site is less than anticipated costs, the site will remain vacant or under–used 
for the foreseeable future (category B and C sites).  This can only change if there is some means of creating a 
surplus of value over cost. Policy initiatives can variously seek to raise market values or to reduce anticipated 
costs or combine both approaches. 

Only modest adjustments to perceived costs and values are required for the market to redevelop 
category B.  In contrast, the market is highly unlikely to be able to respond with category C sites, implying a 
more leading role for the public agencies (whether at national, regional or municipality level).   Therefore, a 
proportion of brownfield sites (i.e. category B) can be taken forward by the private sector if the public sector is 
able to assist with the costs (or values) at the margin, rather than requiring leading investment to be made by 
public agencies.   

C sites represent a significant problem as they can have a negative impact on the surrounding area and 
community, especially when concentrated within a given locality, increasing the difficulty of achieving effective 
urban regeneration. C sites generally require substantial pre-investment from the public sector before they can 
be handed over to private developers or redeveloped using public-private partnership approaches or put to soft 
end uses. These sites with their high reclamation / redevelopment costs and low market values, constitutes a 
specific challenge for many cities and regions.   

The problems associated with these sites particularly relate to: 
 Market forces are not able to drive redevelopment of these sites. 
 Future uses are often limited to soft-end uses.  
 Reuse is only considered relevant if they are related to long-term options. 
 Many major public programmes focus on redevelopment to stimulate direct economic growth.  

One possible option or basic solution for these sites are soft-end uses, whether permanently (i.e. with a 
definitive loss of development opportunities), or as an interim use (i.e. affording the sites some form of reserve 
status).  In response to this issue, at beginning of the 1990s, French regions of Lorrain and Nord-Pas de Calais 
have concentrated public funding on C sites by bringing them into a reserve status, focusing on projects that 
draw in local organisations to create new “green amenities”, providing benefits both for people and for nature. 

When examining the “reserve status” approach, no final or binding decision is made regarding the 
future use of a site.  It is perceived that the transition of a site from abandoned or derelict status to a reserve 
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status can be realised fairly quickly, especially for sites already publicly-owned, and this approach can also be a 
cost-effective strategy.  There is, therefore, a need to explore specific planning and technical approaches for 
transferring brownfields from an unutilised form to a reserve status.  Options of this nature can be developed 
and implemented by affected regions and municipalities as part of their spatial planning responsibilities.   

Sites which could be definitively excluded from further developments for technical reasons, market 
conditions or planning goals could be reclaimed for soft end-uses as a way of managing the potential social 
costs of doing nothing.  However, most of these sites will require long-term maintenance. Therefore, any short-
term treatment will need to be linked to a maintenance strategy that will be managed by the public sector.  

Sites with a future prospect of redevelopment could be transferred into reserve status. A number of initial 
planning, technical and financial concepts have been tested in different European regions. The main goal of any 
reserve status redevelopment should be the limitation of treatment costs in the first step of remediation, demolition 
and interim landscaping. 
 Another important aspect of brownfield redevelopment is the support to local economy and 
employment. There are numerous ways of achieving employment opportunities through brownfield 
redevelopment. Sometimes, the need is for housing development to provide homes near to employment; in other 
cases, the need is for new employment which can be offered by business and industrial parks, being built on 
brownfield sites. Where possible, new or reused buildings or infrastructure in brownfield developments should 
be used for new enterprises and job creation and give support to: 
 development of the mixed use areas in the process of brownfield revitalisation,  
 self-regeneration process of the brownfield using the local potential for starting the business activities, 
 establishing the local training centres in order to educate local people in relevant skills and methods 
 public-private partnerships as the guarantee of variety of interests in the locality and diversity of functional 

use of the area. 
 

4. Partnerships in redevelopment process 
The principle of allowing partnerships to address the cost-value gap in the development of property on brownfield 
sites has not yet been fully recognised. In “Fig. 2” the opportunities for partnerships in relation to the types of 

brownfield sites are shown.  Without a viable use of land, brownfield site remediation by itself does little for 
economic redevelopment of the area. 

 
 
FIG. 2: A-B-C MODEL WITH DIFFERENT TYPES OF BROWNFIELD PROJECTS, IN RELATION TO PARTNERSHIPS 
AND FUNDING (AFTER CABERNET, 2005) 
 
The benefits of partnerships working in brownfield regeneration include: 
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 greater leverage in the use of limited public funds, and  
 encouraging the private sector to develop on brownfield land. 

A significant proportion of brownfield land, specifically in areas with low market values, is not 
commercially viable to bring back into beneficial use.  Without some form of public intervention these sites will 
remain unused, and potentially derelict, for the foreseeable future.  The consequence is a blight on the 
surrounding areas and communities, and the loss of an opportunity to renew the community in a sustainable 
manner. There appears to be a strong case for the establishment of new form of programme to tackle these 
issues.  Any specific approach could be applied either through existing programmes or via the establishment of a 
new funding programme aiming at reserved sites, which could specifically highlight a social advantage for town 
planning and municipal development.  

In terms of the alternative styles of intervention that could be considered as part of any policy review, 
there are essentially two forms of intervention:  market enhancements and market displacements. 

Market enhancements involve action by the public agencies to improve the working of the market by 
sharing, or modifying the costs and/or risks faced by the private sector or by taking steps to enhance the market 
values likely to be achieved.  In these ways, market enhancements: 

 encourage private sector involvement in sites that they would otherwise decline to invest in, 
 stimulate, over time, adjustments to market perceptions of costs, risks and values, and  
 over time, permit the public sector to withdraw from the market. 

In other words, the objective of market enhancements is to achieve self-sustaining market activity 
without the need for continued public sector interventions. 

Market displacement, by contrast, involves the public agencies taking primary responsibility for 
dealing with problematic brownfield land. Inherently, the role of the private sector is reduced to that of a 
contractor to the public sector, rather than that of a risk-sharing partner.  Such a relationship may well be 
justified by the particular circumstances, such as sites that have deep-seated problems. 

If market displacement activity becomes the norm for all non-viable brownfield sites, private sector 
innovation and risk-taking cannot be rewarded and, over time, may well discourage market innovation and 
competition in the field of urban regeneration. In other words, market displacement activity can discourage the 
private sector from urban regeneration activity except in the most buoyant areas.  Any brownfield site, perceived 
by the market as in any way non-viable, will become wholly the responsibility of the public sector.  

To summarise, market enhancement activities offer the opportunity to foster market activity and to 
stimulate innovation and competition in urban regeneration.  Market displacement activities, by contrast, will 
require the public sector to wholly fund the urban regeneration process other than in the most buoyant market 
areas. Public-private partnerships, that have been designed to bridge the cost-value gap that often prevents the 
commercial regeneration of many marginally non-viable brownfield sites and can be very effective in the 
process of brownfield redevelopment. 
 
5. BRIBAST project 
 
The Leonardo da Vinci II project CZ/08/LLP-LdV/TOI/134005 “Life-Long Educational Project on Brownfield 
Redevelopment in Baltic States”, acronym: BRIBAST  that has started in October 2008 and will run for two 
years, is based on transfer of experience and know-how on brownfields redevelopment. It brings the project 
participants a possibility to exchange the  information and knowledge on the issue of brownfield redevelopment. 
Transfer of experience will occur both through the common work on prepared project sites and through 
participation in meetings and seminars.  

The project partnership consists of partners from four countries (Czech Republic, Slovak Republic, 
Latvia and Lithuania). There are 3 universities, one vocational training school and one NGO. Work on the 
common project will contribute to development of cooperation between partner institutions and will make 
grounds of good conditions for retaining of cooperation even after the project life.  

The issue of brownfields redevelopment is a long-term issue. Only well-educated professionals can 
continue in the process with maximal effectiveness. Therefore the project and its results are based on 
development of study materials and preparation of professionals on various aspects of brownfield regeneration 
processes. These are taught in six modules of the teaching courses (environmental, economic, socio-cultural, 
managerial, legal and financial modules).  The main purpose of the project is to contribute to a positive 
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movement in project preparation and their implementation on brownfield sites by knowledge transfer. This 
transfer is aimed  not only at the target countries Latvia and Lithuania but also at other CEE countries that can 
have any use of the products.  

The target group of the BRIBAST products users are professionals who deal with urban planning, civil 
engineers, developers as well as representatives of municipalities both from the city administration and city 
management. The main products are: demonstration teaching courses, teaching materials  and handbook as well 
as dissemination seminars for members of professional organizations in Latvia and Lithuania.  

The BRIBAST project aims at increasing the awareness of brownfields redevelopment issue and 
transfer of the acquired knowledge to countries where this problem has not yet been tackled too much. This 
project aims at increasing of personal drive of people and their interest in learning and being active in the field 
of brownfield redevelopment.  
 
6. Conclusions 
 
Striking examples of the economic viability of brownfield redevelopment when compared with greenfield 
development bring evidence on the potentials of brownfields (e.g. Vienna, Prague, Bratislava). Also, when 
taking a mid- and long-term perspective, there are advantages to developing urban derelict land (for example, 
public transport and sewage networks often already exist). In addition, investment to revitalise city areas can 
improve local municipality revenues,  have implications on taxation, support tourism and attractive image of the 
area.   
 
In “Fig. 3”  there are views at one of the successful examples of regeneration, represented by regeneration of 
gasmeters in Vienna, Austria. The four gas holders, know as gasometers were built in 1896 as part of the 
gaswerks at Simmering in Vienna. This gas work in Vienna was the largest on the European continent to 
produce town gas by destillation of coals. When the production of natural gas became more popular, the 
gasometers got out of order. After the gasworks were closed down, the four historic towers were renovated and 
reopened in 2001. Four famous architects of Austria and France gave the gasometers new functions and a new 
spirit of life which revitalised also the whole surrounding area. Now it is a developed part of the city, connected 
by underground and visited not only as industrial heritage but as a public space worth seeing. 
 

 
 

FIG. 3: GASOMETERS IN VIENNA, AUSTRIA, www.wiener-gasometer.at 
 

It should be a priority of every country to live in a nice and healthy environment where the land is not 
contaminated and the old buildings and structures are not left empty. It is important to find new functions for 
buildings that have already been built, to reuse the land and not to build new constructions on greenfields.  
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Abstract 
 
Globalization has fueled industrialization in the Emerging Economies, resulting in exports to both developed and 
developing countries, especially in relation to low-skill,  manufactured products. As markets have saturated with 
products from India and China,  small businesses in developed countries  have had to invest in the development of 
specialized products so as to venture into export markets. And most of their exports are now aimed at the EE 
countries. The situation for developing countries is somewhat different. The general level of  infrastructural 
development places these countries at the beginning of industrialization, producing low-skill products. These are the 
very products which the EE countries are efficiently  producing and exporting. Small businesses in  African countries 
would not be expected to export these products to the EE countries. In addition, African small business exporters find 
it difficult to export to developed countries because of the competition with the cheap EE countries’ products. The 

paper discusses these issues and finds, among other problems, that developed countries have not assisted African 
exporters as much they have repeatedly promised. 
 
Introduction 
 
Globalization of markets has resulted in a free flow of goods and services across international borders. No 
business, however small, is not touched by the wave of globalization.  In developed countries small businesses 
are internationalizing at an accelerated pace.  In the U.S. 96% of all exporters are small businesses (Burpitt and 
Rondinelli, 2000, p.1). Small Businesses are businesses with under 500 employees. This is the standard used by 
the EU and the U.S. Department of Commerce, although the U.S. Small Business Administration has additional 
criteria for defining a small business (Mitellstaed, Harben and Ward, 2003).   As globalization has intensified in 
the U.S., firms, big and small, have found it necessary to export to foreign markets, especially markets in what is 
referred to as Emerging Economies (EE, including  China, India, South Korea, Brazil, and Mexico). 
             In Sub-Saharan Africa globalization took off abruptly following the World Bank and IMF-sponsored 
economic reforms/liberalization in the early 1980s.  The major changes that took place, under what is popularly 
called “Structural Adjustment Programs (SAP)”, included the dismantling of state-owned enterprises (SOEs). 
These SOEs, discussed extensively in many places (Elkan, 1988), produced almost all goods and services in 
most African countries, from electricity to food stuffs to transportation services to farming tools and to 
household goods. There was an effort and a desire to produce things that would otherwise have been imported 
(import substitution). To protect SOEs as well as to serve sometimes purely political objectives, African 
governments had instituted exchange controls, import/export controls, price controls, wage controls, interest rate 
controls, marketing/distribution controls, and enterprise formation controls. Most SOEs also received 
government subsidies.  These policies kept commodity prices artificially low, in most cases.  The privatization 
of SOEs and the lifting of price controls generally resulted in a spike of prices for locally produced goods. The 
lifting of import controls opened the floodgates for imports from EE countries. 
             What happened to African markets for commodity-type, low-skill industrial goods is very much the 
same as what you see in some developed countries, such as the U.S, and Canada. There are no longer 
domestically/locally manufactured leather goods, rubber goods, clothing and household goods. Retailers, large 
and small, deal in EE countries’ imported products. Manufacturers of consumer goods have moved on to 

specialized, high skill products, such as software, security systems, specialty foods, and designer clothing. This 
is especially the case for small business manufactures. It is this category of small businesses that are able to 
export. Small businesses in the U.S. and other developed countries can no longer export simple and easy-to-
make products. 
              Globalization has fueled industrialization in the EE countries, resulting in exports to both developed 
and developing countries, especially in relation to low-skill, labor-intensive manufactured products. As markets 
have saturated with products from India, China, among other countries, small businesses in developed countries 
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are under great pressure to participate in international business. American small firms have had to invest in the 
development of specialized products so as to venture into export markets. And most of their exports are now 
aimed at the EE countries. 
              The situation for developing countries is somewhat different. The general level of economic and 
infrastructural development places these countries at the beginning of industrialization, producing low-skill, 
labor-intensive products, such as textiles and shoes. These are the very products which the EE countries are 
efficiently (not merely due to cheap labor, but also due to fairly good managerial skills) producing and 
exporting. Small businesses in the developing countries of Africa and elsewhere, would not be expected to 
export these products to the EE countries. But what about exporting to the developed countries? African small 
business exporters (in the African context this means all exporters, since there are hardly any businesses in 
Africa with 500 hundred or more employees) find it difficult to export to developed countries because of the 
competition with the cheap and better-quality EE countries’ products. Shirts from Kenya would be competing 

with shirts from South Korea and Taiwan. The Taiwan shirts are at least of better quality, if not cheaper as well.  
              Globalization has, therefore, created new challenges to African business owners. The domestic markets 
are saturated with EE countries’ exports. And so are export markets. As Rotberg states, “China’s own great leap 

forward may well doom Africa”(2005). This paper will focus on these challenges. Several questions will be 
addressed. For example, what can governments in African developing countries do to encourage and stimulate 
African exports? Some governments in the EU and the U.S. have tried programs to encourage African exports to 
their countries, what success have these programs met?  Finally, what can or should policy makers in the EE 
countries do to moderate the adverse impact their export products have on the nascent manufacturing export 
sector in the developing countries?  Moreover, can African governments learn from what the governments in the 
EE countries do to stimulate exports to developed countries?  For example, what role does the Chinese 
government play in the formulation of strategic alliances between Chinese businesses and American businesses? 
Such strategic alliances have been found to be responsible for much of the rapid growth of Chinese exports to 
the U.S.           
              Answers to these and other questions must be explored if Africa is to cut in half its current level of 
poverty by 2015, as stipulated in the Millennium Development Goals (UNCTAD Trade and Development 
Board, 2008). This paper, therefore, is exploratory. In the following sections we briefly discuss 
business/entrepreneurial development in sub-Saharan Africa, the faltering African export sector, 
institutional/governmental impediments to developing African exports, and some recommendations for going 
forward.    
 
Business and Entrepreneurship Development in Sub-Saharan Africa 
 
State capitalism was the economic development model followed during colonial times and immediately after 
independence in sub-Saharan Africa. Goods and services were produced, imported and exported by state-owned 
enterprises (SOEs) This economic model became unpopular with the collapse of the Soviet Union, and due to 
the poor performance of SOEs. For stable and faster economic growth, African economies had to be liberated 
(economic liberalization), it was argued. Privatization (the turning over of SOEs to the private sector) was to be 
the key thrust of economic liberalization which the international financial community (foreign aid donor 
countries, the World bank, and the IMF) was urging Africa and other developing regions to adopt.  Economic 
liberalization policies, collectively known as Structural Adjustment Program (SAP), were supposed to give a 
boost to economic growth and economic development by  increasing competition and, therefore,  improving the 
efficiency of resource allocation.  Privatization was accompanied by  reduction or elimination of subsidies,  
elimination of price controls, and  elimination of  restrictions on imports and foreign exchange.  
              In many ways  SAP has not worked out well for business and entrepreneurship development.  First, 
many state-owned enterprises (SOEs) were sold to foreigners, often in non-transparent ways.  Those not sold to 
foreigners went to the few already well-to-do local businessmen, many of them non-indigenous Africans. Many 
SOEs went to people  with government connections. It is not unusual to find a chain of hotels, formerly owned 
by an SOE, to be now owned by a well-known family with good political connections. New competition against 
businesses formerly under SOEs  was often  not encouraged.  Developing new entrepreneurs was rarely taken 
seriously  Even where governments have set up  small business/entrepreneurship programs and policies,  such 
initiatives have not been implemented aggressively (Frese, Brantjes and Hoorn, 2002). Non-governmental 
organizations have sometimes been more resourceful. FATE Foundation, established in 2000, is a private 
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Nigerian organization that provides training to new entrepreneurs. It  has been responsible for over 1800 
business start-ups in Nigeria, a record which would be the envy of most government-run small business 
programs in most sub-Saharan countries (African Journal, 2007).               
              Economic liberalization, always followed by currency devaluation,  has resulted in a flood of cheap 
imports into many African countries.  One can even find crafts representing African themes, e.g., a Kenyan 
tribal dance, made in Taiwan.   The budding African entrepreneur has no chance to compete with imports of this 
kind. This makes both starting and growing a business unnecessarily risky and difficult  Economic liberalization  
aimed at encouraging African producers to sell abroad in the developed countries.  Potential   exports to 
developed  countries  include products of light industries such as textiles and leather products. African countries 
would have to compete with Asian and Latin American countries in markets which they currently dominate 
through strategic alliances with large retailers (e.g., Wal-Mart)  in the U.S. and other developed countries.   A 
nascent African entrepreneur is not likely to do this because of his or her lack of knowledge of what sells well  
in export markets. (Fafchamps, 1994).  In addition, export markets in developed countries are probably 
inaccessible to imports of low quality, produced with very traditional methods.  So, a typical African small 
business owner has very limited opportunities to grow. 
              SAP eliminated controls on bank interest rates and commodity prices and  subsidies on bank loans and 
manufactured/processed products (e.g., corn flour). As a result, small businesses, including those started by 
people laid off due to SAP, faced new hardships including  stiffer bank interest rates and soaring prices for raw 
materials, especially as a consequence of devaluation.  Combined, these situations created a working capital 
crunch.  It is this situation that has resulted in the growing interest in micro finance, following the successful 
experience of the Grameen bank in Bangladesh. Microfinance is for microenterprises; it doesn’t solve financing 

problems that wish to grow (Satta 2004).   
             Although SAP eliminated government control in many sectors of the economy, it didn’t do away with 

government regulation on economic activities altogether.  Because government no longer has control over state-
owned enterprises, whose operations often generated revenues to support public expenditures (e.g., education,  
roads,  and the military), government must impose more taxes on the business sector. Business licensing fees  
also need to rise.  These consequences of SAP have major implications for business survival and growth.  High 
taxes always encourage tax avoidance (which is legal) and tax evasion  (which is illegal). As a practical matter, 
very small and informal businesses are exempted from certain taxes. Many entrepreneurs in sub-Saharan Africa 
take this advantage of being small and informal.  In a survey of  87 Namibian  entrepreneurs who were 
interviewed by Frese, Brantjes, and Hoorn (2002)  an entire 29 of the were not “registered.”  Other business 
owners decide to have a string of very micro businesses instead of having one growing business (Fafchamps, 
1994, Bewayo, 2009). Legal or not, small business size confers cost advantages to business owners.  As such, 
business growth can be seen as involving certain opportunity costs. So,  African business owners can rationally 
choose and they often choose to stay small, and in the so-called “informal sector.”         
             Businesses which willingly or unwillingly remain small aren’t likely to go into export markets. The 
matter of business size is important for entering export markets. A researcher found that in most cases a business 
with fewer  than 20 employees is too small to venture into international markets (Mittelstaedt, Harben, and 
Ward, 2003, Leonidou, 2004,). So, the vast majority of businesses in sub-Saharan Africa would need to work 
through other businesses or organizations to export. In the EPOPA program we describe later, some exporters 
had to go through others in order export their products.    
 
Exports From Africa 
 
“A new surge of manufactured exports from China is threatening prosperity in Africa. It is undermining many of 
the efforts of American and European donors to alleviate poverty [in sub-Saharan Africa]” (Rothberg, R. 2005, 

p 1). This new surge of manufactured exports from China is a direct consequence of trade liberalization efforts 
undertaken by African countries, often with the urging of the international finance community, i.e., donor 
countries, the World Bank and the International Monetary Fund. Between 1980 and 2007 Africa’s market share 

in total world merchandise exports fell from 6% to 3% (UNCTAD Trade and Development Board, 2008).There 
is a plethora of problems that have been responsible for Africa’s slow growth in its share of export markets. 
Although these problems are inter-related, they fall into three broad categories: the growing power of global 
value chain networks; the explosive economic growth of China, India and Korea; and the challenges of 
manufacturing or adding value to primary products.  
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Global Value Chain Networks 
 
Most suppliers of African products have, up to now, failed to gain entry to global export markets, partly because 
they have not linked with global sourcing networks. The growing bargaining power of large retailers, processing 
companies and distribution networks in global value chains enables them to impose strict requirements on 
suppliers in terms of quality, quantity and nature of the production process (environmental concerns). The 
overwhelming power of global value chain networks carries the risk of “marginalizing and excluding a large 
number of producers, processors, and traders from developing countries who are unable to respond to the new 
requirements due to lack of access to information, know how or financing” (Mayer and Fajarnes, 2005, p. 13).  
The EPOPA case which we discuss later, enabled African organic product producers (farmers) and exporters to 
link with global value chains (SIDA, 2006). 
              Strategic alliances have been extensively used by Chinese firms and firms in other emerging economies 
to link with global value chain networks. A Chinese firm attracts an American investor, usually a firm. The 
Chinese firm “learns not only the capabilities [of the American firm] but also how to do business in the [US] 

and how to build contacts and networks within [the U.S.]”(Yamakawa, Peng, and Deeds, 2008,  p. 69). Chinese 
companies have been able to enter not only U.S. markets but Japanese and European markets through strategic 
alliances.  
              Can African companies do the same? Outside South Africa, few sub-Saharan African firms have been 
able to attract European investor partners, not to mention U.S. partners, who generally prefer to partner with 
Asian or Latin American firms (UNCTAD Economic Development in Africa, 2008)). The failure by African 
firms to attract partners in developed countries is often explained in terms of lack of economic and political 
enabling environments in many African countries and lack of transparent corporate governance in most African 
businesses  (African Development Bank, 2007, p. 57). 
              South African companies in search of investment opportunities within Africa are gradually enabling 
African producers, processors and exporters to link with international value chain networks. Due to historical 
reasons European companies partner with South African firms to set up distribution networks. Distribution 
networks “increasingly dominate food retailing”, especially in Southern and Eastern Africa. Known as the Wal-
Mart of Africa, Shop rite South Africa has 700 stores in 16 African countries and has recently opened it first 
supermarket outside Africa, in Mumbai India (The Economist, U.S. 2005). This is a great opportunity for 
developing regional and  international trade for African producers. 
 
The Explosive Economic Growth of Emerging Economies  
 
“China’s great leap forward may well doom Africa”. [Rotberg, 2005] China’s exports to Africa and other 
regions has slowed , and in some instances, destroyed exports of finished products from Africa. South Africa 
imports 86% of its clothing from China (Rotberg, 2005). The figure for more underdeveloped countries in sub-
Saharan Africa, such as Kenya and Nigeria, are probably much higher. The textile industry had developed roots 
under the import substitution strategies pursued by African governments prior to the trade liberalization 
programs of the early 1980s. A textile factory was a standard operation of State Owned Enterprises (SOEs) 
which dominated the African economic scene prior to the 1980s. Besides satisfying domestic needs, textile 
producers had entered textile markets in some developed countries. By 2002 Lesotho, a small African country, 
was earning $400 million annually from export markets (Rotberg, 2005).  In 2004 the World Trade 
Organization’s Multi-Fiber agreement expired. Before it expired, this agreement had enabled developed 
countries to protect their textile industry against cheap imports from foreign countries. Individual developed 
countries could grant preferential entry for textiles from certain regions. The U.S. offered such preferential entry 
to textile imports from sub-Saharan African countries. The expiration of the Multi-Fiber Agreement appears to 
have prompted a discontinuation of textile preferential arrangements. 
              These circumstances have ushered in the Chinese and Indian domination of the global textile market to 
the tune of 80%. As stated earlier, textiles have been produced in Africa for over 3 decades. Being a low skill 
and a low technology industry, textiles constituted a great export potential for African countries. The near 
monopoly position held by the Asian emerging economies threatens to relegate African sub-Saharan countries to 
producers and exporters of primary products, which fetch low prices because there is no value added. As a 
result, Africa’s terms of trade vis-a-vis exporters of finished products continually deteriorate. As low as it 
currently is, to maintain its standard of living would require Africa to produce and export bigger volumes of 
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primary products in order to buy a constant quantity of imports. Moreover, the price of primary products is 
sensitive to supply. More exports of primary products will eventually result in lower prices in export markets for 
these products.  It has been argued that Africa will be able to “triple” its exports of primary products without the 
fear of depressing the prices of those products because of the  economic boom in the emerging economies in 
Asia that is expected to  result in a commensurate rise in the demand for primary products (Mayer and Fajarnes, 
2005).  Tripling Africa’s primary exports is an important target because it is an aspect of the Millennium 
Development Goal, set by the UN for African countries. The goal, as we stated before, is to cut in half Africa’s 

abject poverty by 2015, or to reach the current standards of living in the Latin America region. It is estimated 
that to reach the Millennium Development Goal will require tripling Africa’s primary exports. However, to 
reach such a goal will require a major overhaul in Africa’s production of primary products, especially in relation 
to agriculture. “Africa’s agricultural output potential is...controversial” (Mayer and Fajarnes, 2005, p.11).  Even 
though Africa has a ten fold arable land advantage over Asia , that land currently suffers from 
undercapitalization. Fertilizer use in Africa is only one-eighth what it is for an average world farmer (Mayer and 
Fajarnes, 2005, p. 11). As the developed world takes less and less of Africa’s primary exports, China and other 
Asian countries take more (UNCTAD Economic Development, 2008). There is said to be a complementarity’s 
between China’s imports and Africa’s exports. So, as China imports more cotton from Africa it exports more 
textiles to Africa. Even though Chinese textiles are still a great bargain in Africa, they will become expensive as 
the Chinese standard of living rises, because it will cost more to get finished products out of raw cotton.  This 
will require African countries to export larger volumes of cotton for constant amounts of textiles. There doesn’t 

appear to be any factors to mitigate this eventuality, a deterioration of terms of trade in favor of China and 
other emerging economies. Moreover, the abandonment of manufacturing to developed and emerging 
economies is reminiscent of Africa’s colonial times. The African colonies were sources of raw materials and 
consumers of imported finished products (UNCTAD Economic Development in Africa, 2008). 

Adding Value to Raw Materials 
 
Africa’s “persistent trend of exporting raw materials (crops and minerals) without adding value” is well known 
and needs to be reversed (African Development Bank, 2007, p. 5). Africa lags every other exporting region in 
the export of labor-intensive and skill-intensive  manufactured products. Forty  percent of Africa’s exports are 

unprocessed agricultural products. The figures for Latin America, South Asia and East Asia are 30%, 10% and 
5% respectively. Only 14% of Africa’s exports are manufactured (labor and skill-intensive). The figure for Latin 
America is 40%, over two times that for Africa. South and East Asia’s exports are over 80% manufactured 

products. The Millennium Development Goal for Africa is to reach Latin America’s current level of 

manufactured products, 30%, by 2020. It is estimated that this will require Africa to expand its exports of 
manufactured products seven fold. This goal is unlikely to be realized.  In  2000 Africa’s manufactured exports 

were 14% of its total exports. This figure was lower than it should have been (18.6%) according to predictions 
(Mayer and Fajarnes, 2005). Most of this short-fall is due to the discontinuation of textile exports following 
trade liberalization in the 1980s and 1990s.  
              Increasing the volume of Africa’s exports of manufactured products is going to be more challenging 

than increasing its volume of exported primary products. “Value addition is attractive in theory but has very 
high entry thresholds and challenges” (SIDA, 2008, p. 80). First it uses many inputs and consequently many 
suppliers. This makes manufacturing expensive. Reliable sources of financing are critical. Financing is the 
commonest complaint of business owners everywhere (Peterson, 1988). Because of  the underdeveloped credit 
institutions in Africa, financing problems are more serious. In the EPOPA program we discussed earlier, 
financing was one of the most serious problems of exporting processed organic products. But it was also found 
that many exporters failed to raise needed financing due to lack of business plans. Most manufacturers in Africa 
operate at small scale; they are small  business men and women. In general, manufacturing is more efficient 
with large production volumes, due to the possibility of economies of scale. African exporters of manufactured 
products are at a distinct disadvantage when they have to compete against larger well-established Asian 
manufacturers. Manufacturing in Africa is invariably labor-intensive, partly because of the relative abundance of 
labor vis-à-vis capital. Maintaining product quality is generally harder with labor intensive than with capital-
intensive production technology.  And yet product quality is extremely important when the manufactured 
products are aimed at export markets. Manufactured products are “finished” products because they are ready for 

the consumer, whose specifications are rather precise. To get the quality correctly product manufacturer must 
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command good knowledge of the consumer. This is not easy or cheap in the best of circumstances; export 
markets make understanding the consumer doubly hard. Further, it is commonly recited that export products 
from Africa are of inferior quality, that buyers would generally choose an Asian product, whether it is a raw 
material or a finished product (Mayer and Fajarnes, 2005). In the EPOPA program we discuss below, 
maintaining high quality was very critical because “African suppliers don’t have the best reputation” (SIDA, 
2008, p. 93). With a poor quality reputation, African producers and exporters will need to go beyond the “global 

average”. This is precisely what the Korean auto maker, Hyundai in the U.S. highly competitive market. In the 
late 1990s they began offering a bumper-to-bumper warranty as “one way of developing a positive reputation” 

from a poor one (Raymond, Kim, Shao, 2001).    So, clearly African countries are at a disadvantage against their 
competitors in export markets for manufactured products.  
 
Avoiding Head-On Collision With Asian Manufacturers 
 
The manufacture of low-skill/low-technology products has in recent years been dominated by the emerging 
economies in Asia. These countries manufacture and export the bulk of these products. In the U.S. these 
products are neither produced in the country nor exported from there. American exporters and exporters in 
Europe generally export specialty goods.   Having a unique product to export has been found to be the number 
one reason for going into export markets [Pope, R. 2002; Burpitt and Rondinelli, 2000], especially for small and 
medium enterprises, under 500 employees. Of course, enterprises, regardless of size, must also be interested in 
reaching new markets (Ekeledo, 2008, p. 58)  A typical U.S. manufacturer produces specialty products and 
ventures overseas to expand his or her market. There must be an export niche. Latin American countries, Chile, 
for example, have a booming export market in the U.S., but in export niches. African countries will need to 
discover their own export niches within the manufacturing sector. Several African countries have discovered 
their export niches in processed or semi-processed agricultural products. Such products include canned and 
dried fruits, cut flowers, frozen fish and fish fillets, and vegetable.  
              Sub-Saharan Africa is now the largest exporter of these products (Global Policy Forum, 2000). Some of 
the countries that have gained competitive advantage in this field are Cameroon, Madagascar, Ghana, Kenya, 
South Africa and Mozambique. These are products where value is mostly added after the farm. But more 
important, these are products in which the emerging economies of Asia have not been able to dominate 
international markets, and in many cases they are net importers (Mayer and Fajarnes, 2005, p. 5). Even though 
Africa appears to have some comparative advantage in agro-based manufactured products, the sector needs to be 
developed to maximize its potential in export markets. An example of what needs to be done to develop agro-
based processed products for export markets can be seen in the Swedish-based program to promote African 
exports of organic products. Known as the “Export Promotion of Organic Products From Africa” (EPOPA) 

program, and sponsored by SIDA (Swedish International Development Agency), it lasted six years (2002-2008) 
and concentrated on Uganda and Tanzania. Its highlights and significance for African export markets are briefly 
discussed here.  
              EPOPA’s objectives were very noble indeed: to “develop exports of organic products from Africa, and 

thereby increase income particularly of small holder farmers” (SIDA, 2008, p. 10). Swedish consultants 
affiliated with SIDA had observed a growing demand for organic products in some European countries and the 
U.S. Organic cotton and some other organic products were being produced in the U.S., Turkey, and a few other 
places. The consultants found Uganda small farmers to be practicing organic farming by default, because they 
didn’t apply any inputs. The consultants began providing some technical assistance to these farmers. This 
assistance evolved into EPOPA. EPOPA was able to identify 37 active or potential exporters. Exporters had to 
be interested in entering the organic market. EPOPA appears to have worked hard to spur some of these 
exporters interested in organic exports.  Exporters contracted with farmers to grow specific products under 
highly regulated conditions in order to control organic crop or produce quality. All exporters needed to be 
certified by international certification bodies. Certification is the “over-riding demand [requirement]  for gaining 
access to the organic market” (SIDA, 2006, P. 8). The certification process relates to how the product is 
produced. The certification is based on standards stipulated by governmental entities, such as the EU, and 
private sector entities such as Naturland in Germany. Organic certification is time consuming and costly because 
all farmers in the exporter’s supply chain must be certified. The exporter is certified when all his /her farmers 
are certified. EPOPA had to find a way of having the exporter’s farmers certified as a group, instead of being 

certified individually. Group certification requires the exporter to set up an internal control system, rules farmers 
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must follow in producing crops or produce. EPOPA provided some technical assistance. The exporter must also 
have internal inspectors to make sure that farmers follow the rules. EPOPA was also able to persuade the 
international certification agencies to set up branches in African countries. UgoCert is the organic certification 
organization in Uganda. These initiatives by EPOPA have made certification costs remain under 2% of product 
value (Mayer and Fajarnes, 2008, p. 16).   EPOPA provided a variety of additional services to organic exporters. 
These included management and staff training assistance, development of new crops, and marketing assistance 
(market surveys, importer/buyer contacts and trade shows).  
              EPOPA’s contribution to the 2 African countries’ organic exports is considerable. Uganda is now the 

leading African nation in organic exports (SIDA, 2008, p. 61). Small organic farmers are now part of the global 
value chain in terms of organic products. The organic small holder farmers saw their incomes rise significantly 
because they got a better price for their crops. Sometimes the increase in price was as much as 100%. The rise in 
incomes was a  welcome step toward the fulfillment of the Millennium Development Goal of halving poverty by 
2015. EPOPA helped identify organic export markets in Europe, the U.S., Asia, the Mid East and South Africa 
(an example of regional trade). During the six years of the EPOPA program $15 million worth of organic 
products were exported. And EPOPA cost the Swedish taxpayer the equivalent of one cap of coffee. 
 
What Needs To Be Done 
 
If the Millennium Development Goal of cutting in half Africa’s poverty by 2015 is to materialize many steps 
must be taken. Clearly, “each African country must take primary responsibility for its own development” 
(UNCTAD Trade and Development Board, 2008). African governments must create enabling business and 
international environments. African producers, from all sectors of the economy should be encouraged to 
produce more and sell more domestically, regionally and internationally. African governments should all have 
export development programs and encourage business partnerships with foreign companies, including those in 
international trade. 
              It is commonly acknowledged that a key ingredient in the current economic boom in the emerging 
Asian economies is the presence of appropriate economic, political/legal institutions in these countries. (African 
Development Bank, 2007, p. 5). Earlier in the paper, we referred to EPOPA, the Swedish-back program to 
develop organic exports from Africa. The evaluators of the program claimed that EPOPA had succeeded more 
in Uganda than in Tanzania because of Uganda’s relatively better economic and business environment. The 

evaluators stated that “the general business climate [in Uganda] is better; there are fewer government 
regulations, and it is easier to set up and run a company” (SIDA, 2008, p. 91). Case studies conducted by 
UNCTAD involving Nigeria and South Africa, among 5 other developing countries, concluded that an enabling 
business environment is a requirement for integrating small firms into the global market. They stated that a 
favorable business environment depends on “stable macroeconomic policies and well-designed complementary 
policies in areas such as competition, international trade and investment, finance, labor and education, including 
human resources capacity building for internationalization” (UNCTAD, Secretariat, 2007, P. 9). In Nigeria the 
failure to protect intellectual property prevents Nigerian movie makers from linking with global movie 
distributors. 
              Earlier in the paper, we stated that strategic alliances have been one of the vehicles Asian companies 
have used to link with global value chain networks. Alliances with foreign investors, companies or individuals, 
require the existence of a sound enabling business and infrastructural environment. A concept paper by the 
African Development Bank (2007) pointed out the way the Chinese government and private Chinese family 
firms have worked together to develop proper corporate governance practices, with a high degree of 
transparency. Financial markets and external financing require a high degree of transparency. The concept paper 
draws attention to the lack of transparency in African corporate governance practices and “shortcomings in the 

regulatory frameworks” (African Development Bank, 2007, p. 5). Transparency is a basic a cultural 
infrastructural issue. The lack of transparency compromises not only the effectiveness, but also the legitimacy of 
every institution in a country. It is the centerpiece in enabling business and economic/social environments In 
Africa, it will ultimately determine whether the Millennium Development Goals will be realized or will remain 
elusive. 
              “No matter how much Europe, the United States and Japan may do for Africa, trade is always more 
forceful than aid”(Rothberg, 2005). In recent years it has been rather obvious that Africa’s development 

partners, the sympathetic developed countries, need to be reminded of the promises they made in the past. In the 
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December 2005 “Declaration of the Sixth World Trade Organization Ministerial Conference”, developed 
countries committed to providing “duty-free and quota-free market access for least developed countries” 

(UNCTAD, Trade and Development Board, 2008). Developed countries have not done this. They still have all 
sorts of non tariff measures (NTM) against African exports.  “While African countries have reduced NTMs 

considerably, their exports are now restricted by NTMs in their partners’ economies” (UNCTAD Economic 
Development in Africa, 2008, p. 8). These NTMs include social, environmental and sanitary rules 
              In 2008, the Trade and Development Board of UNCTAD urged developed countries to “honor their 

commitment” in the above-mentioned declaration. The developed countries were also alerted to the “erosion of 

trade preferences for African countries”([UNCTAD, Trade and Development Board, 2008). One such trade 
preference was the African Growth and Opportunity Act of 2000 in the US. As we saw earlier, this law enabled 
many African countries to build a sizable textile export market in the U.S. Lesotho alone earned $400 million 
annually while the law was still in force (Rotberg, 2005). The expiration of this law was a devastating blow to 
many African countries. The export markets of the developed world are a key foundation of the economic boom 
in the emerging Asian economies. As long as the low-skill and labor-intensive product export markets in 
developed countries continue to be dominated by the emerging Asian countries, the developing African 
countries will be denied entry into those markets. The 2005 Ministerial Declaration referred to earlier needs to 
cover “entry into” in addition to “access to” export markets in the developed world. An argument has been made 

that China and India (but especially China) will eventually graduate from the low-skill/labor-intensive 
manufacturing sector, as Japan has gradually done, and move into the high- skill/capital-intensive manufacturing 
sector. When this happens, African countries, along with other developing countries, will take their turn at 
exporting low-skill manufactured products to the markets of developed countries. But how long will this waiting 
be? Developed countries need to do something soon to diversify their import sources, to help sub-Saharan 
Africa develop a little faster. 
              The emerging Asia countries will most likely experience some slow-down in their    economic growth 
arising out of trade preferences for African exports. But there are three potentially positive outcomes for the 
emerging Asian economies. First, they will work harder to move into skill-intensive manufacturing, the most 
unambiguous sigh of developed countries. Second, some Asian companies will exploit investment opportunities 
in Africa. In the early 2000s Chinese investors made considerable investments in the then booming textile 
industry in Africa, supported by the U.S. African trade preference law, Africa Growth and Opportunity Act 
(Rotberg, 2005). Third, the emerging Asian countries could insist that trade preferences extended to African 
nations be extended to the poverty-striken Asian countries.  
              The emerging Asia countries can play a positive role in the development of Africa’s export programs. 
We already referred to how the economic boom in Asia is likely to give a boost to Africa’s primary products 
exports. Assisting Africa to industrialize is more complicated because of its ambiguous impact on Asian 
economies in the short-term. But its long-term benefits should be explored. 
 
Summary and Conclusions 

Sub-Saharan Africa continues to be the most underdeveloped and therefore the most poverty-ridden region of 
the world. Eradication of poverty is the first Millennium Development Goal, of eight goals adopted by the UN 
in 2000. This goal relates to Africa more than to any other region, although there are pockets of poverty in every 
country. In the case of Africa, the Millennium Development Goal is to reduce poverty by half by 2015. This will 
raise Africa’s living standards to those of Latin America in 2000. Given the globalization of economies, 
reaching this goal will require improving and expanding Africa’s links to the rest of the world. This means 

importing and exporting more goods and services. Africa already imports more from the rest of the world than it 
exports. So it will need to export more. To reach the eradication-of-poverty  Millennium Development  Goal,  
Africa’s exports of primary products will need to triple; that of manufactured products will need to go up seven 
fold. According to some sources we reviewed earlier, there is a good chance that the primary exports goal will 
be reached. The economic boom in the emerging Asian countries will create a great increase in the demand for 
primary products. All that is needed is to ramp up the production of these  products. This calls for major 
improvements in the production of these products, especially agricultural primary products. 
              The export of manufactured products is more problematic.  UNCTAD statistics have indicated that 
Africa’s exports of manufactured products actually fell between 2000 and 2007. Reversing this trend will 
require undertaking many steps. African policy makers need to create an enabling business and international 
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environment. This includes policies in a wide range of areas including legal, finance, security, transportation, 
and education. More than anything else, an enabling business/international environment requires a major 
improvement in transparency. African exporters  must integrate into global supply chain networks. This will not 
happen without a transparent legal and financial framework in African countries. There is also a great need to 
develop the supply capacity of manufactured products. The improvements are required in both quantity and 
quality, especially quality, given the competition African finished products  face in export markets. African 
governments need to establish effective business and entrepreneurial programs. 
              There are excellent opportunities for African countries to develop the agro-based manufacturing sector 
and exploit export markets for finished products in this field. These markets, unlike the markets for other low 
skill-products (such as textiles) aren’t dominated by emerging Asian countries. EPOPA, a Swedish-sponsored 
program to promote organic exports from Africa, provided a good model of how to develop export markets in 
processed (and unprocessed) agro-based products from Africa. The program needs to be duplicated Africa-wide. 
Africa’s exports  of manufactured products aren’t likely to grow without the goodwill of the developed 
countries. The eighth Millennium Development Goal is “Developing a Global Partnership for Development.”  

(UNCTAD Trade and development Board, 2008) reminds the developed countries of their responsibility to 
honor the promises they have made to the least developed countries of the world, most of which are in sub-
Saharan Africa. The developed countries continue to deny African exporters access to their markets through non 
tariff measures (NTMs). There is no doubt that the economic boom in the emerging Asian economies would not 
have happened but for their exports to developed countries, The domination by Asian countries of the export 
markets in developed countries effectively denies African exporters  entry to these markets. In 2000 the U.S felt 
a need to enact a law to provide trade preferences to African exports. The African Growth and Opportunity Act 
and initiatives of similar nature in other developed countries need to be revamped. 
 

References 
 
[1] African Development Bank, (2007) “The Role of Corporate Governance in Private Sector Development: 
Exploring Partnership and Practices in Asia, Concept Paper” 
http://www.afdb.org/pls/portal/url/ITEM/305536770308132DE 
[2] Africa Journal, Washington, DC (2007) “Entrepreneurship in Africa: Rebranding Through 
Entrepreneurship” June 6. 
[3] Bewayo, E. (2009 forthcoming Spring) “Family Business in Africa: A Comparison With The U.S.-Western 
Model” Journal of Global Business Issues, 3,1.    
[4] Burpitt, W. and Rondinelli, D. (2000) “Small Firms’ Motivations for Exporting: To Earn and Learn”  Journal 
of Small Business Management, 38, 4  
[5] Economist, U.S (Jan. 2005), “Africa’s Wal-Mart Heads East”.   
[6] Elkan, W. (1988) “Entrepreneurs and Entrepreneurship in Africa” Research Observer, World Bank     
[7] Ekeledo, I. (2008) “Internationalization of Firms From Economies: Entry Mode Strategies and Research 
Propositions” International Journal of Business Strategy, 8, 1.  
[8] Fafchamps, M. (1994) “Industrial Structure and Microenterprises in Africa”, The Journal of Developing 
Areas. October. 
[9] Frese, M., Brantjes, A. and Hoorn, R “Psychological Success Factors of Small Businesses in Namibia” 

Journal of Developmental Entrepreneurship, 7, 3.  
[10] Global Policy Forum, (2000) “More African Exports Compete in Global Market” Pan African News 
Agency, March 7. 
[11] Leonidou, L. (2004) “An Analysis of the Barriers Hindering Small Business Export Development”, Journal 
of Small Business Management 22, 3. 
[12] Mayer, J. and Fajarnes, 2005), “Tripling Africa’s Primary Exports: What? How? Where? UNCTAD, 
Geneva. 
[13] Mitellstaedt, J., Harben, G., and Ward, W. (2003)  “How Small is Too Small? Firm Size  as Barrier to 
Exporting From the United States” Journal of Small Business Management, 41,1 
[14] Peterson, R. (1988), “Understanding and Encouraging Entrepreneurship Internationally” Journal of Small 
Business Management April. 
[15] Raymond, M., Kim, J., and Shao (2001) “Export Strategy and Performance: A Comparison of Exporters in 
a Developed Market and an Emerging Market”, Journal of Global Marketing, 15, 2.  

http://www.afdb.org/pls/portal/url/ITEM/305536770308132DE


 

684 

Growth and Development in Emerging Countries: A four country review 
Gordana Pesakovic, pesakovic@msn.com 

Argosy University, USA 
Olivia C. Saunders, 1olivia11@gmail.com 

The College of The Bahamas, The Bahamas 
 
 

Abstract 
 

This paper reviews and contrasts the contexts and strategies of four emerging economies in their quest for economic 
growth and viable development strategies as the challenges of globalisation merge with the challenges of innovating 
and modernising domestic socio-political-economic infrastructures designed during another era. The four countries 
are two European, Montenegro and Slovenia, and two Caribbean, The Bahamas and Trinidad and Tobago. These 
countries differ as regards geography, population, governance, history, and economic structures. Economically each 
of the countries reviewed embraces some form of market capitalism with particular emphasis on attracting foreign 
investment and openness in trade. Current challenges of emerging countries generally are discussed along with 
overviews of each of the subject countries. The major portion of the paper is devoted to analysing the performance of 
each country in light of its special context, comparing the countries and identifying similarities and differences in 
policy options. 
 
Challenges for Emerging/Developing Countries 

The countries discussed in this paper Bahamas, Montenegro, Slovenia and Trinidad and Tobago are by 
affiliation a part of the Caribbean Community, CARICOM (Bahamas and Trinidad and Tobago), European 
Union (Slovenia with Montenegro seeking membership); by income, Bahamas, Slovenia and Trinidad and 
Tobago are high income, and Montenegro is upper middle income; by development status, Montenegro is 
developing according to the World Bank and Slovenia is a transition economy according to the IMF. The 
Bahamas and Trinidad and Tobago, as part of the Caribbean are classified by the United Nations as developing 
countries.  Geographically, Montenegro and Slovenia are in Europe while The Bahamas is a part of North 
America (although geo-politically part of the Caribbean) and Trinidad and Tobago is in the Caribbean. This 
paper seeks to review similarities and differences of the socio-economic performances of these four countries in 
relation to their respective contexts.  

Many challenges are common to so-called emerging or developing countries as they seek growth and 
socio-economic stability. These challenges are heightened for small states. Slovenia is the largest of the subject 
countries with a population of around 2 million, land mass of 20,151 sq km and GDP(PPP) in excess of $60 
billion. The Bahamas is the smallest with respect to population, just over 300,000. Its land mass is 10,070 sq 
km, and GDP (PPP) is $8.5 billion. Montenegro‟s population is around 678,000, land mass of 13,812 sq km and 

GDP(PPP) is $7.2 billion. Trinidad and Tobago‟s population is just over one million; its land mass is 5,128 sq 
km, and GDP(PPP) is $26.8 billion. (CIA World Fact Book, 2009). The key factors affecting small states 
include “a high degree of openness, limited diversity in economic activity, export-concentration on one to three 
products, significant dependency on trade taxes, and small size of firms.” (Bernal, 1998, p.2). The implications 

of these factors are explained by Bernal (1998): limitations with respect to economies of scale and therefore 
competitiveness, vulnerability to external events, higher relative transportation costs in trade, large share of the 
public sector in GDP. Daniels and Ealey (1986) argue that although “smaller countries do not necessarily have 
lower per capita income”...they “exhibit wider growth rate fluctuations and tend to experience recession more 

severely” (p.3)   
Another consequence of size and limited capacity is in the construction of national developmental 

strategies which are for the most part drafted with reference to mainstream research which is seldom conducted 
in or by small developing or emerging states. (Humphrey, 2007) Tied to this are the differing agendas of large 
powerful nation which have over recent years emphasised the fight against terrorism, expansion of corporate 
power and their style of capitalism, while small nations are more concerned with economic and social 
advancement. (Garten, 2005). As the combined GDP of the four subject states is less than the 40 th largest (by 
revenue) corporation, small states are resigned to accept and comply as international standards and guidelines 
are crafted for them.  
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In the midst of these external challenges many developing countries‟ greatest challenges are internal. 

“The governments of many developing countries have either been unwilling or unable to devote the appropriate 
level of effort to economic, social and political transformation of their societies.” (Mbaku, 1999, p. 13) It is 

suggested that crisis management prevails along with monopolistic political and economic concentration. For 
many countries emerging from colonialism, ethnic conflicts, political violence, severe inequalities and inequities 
in incomes, corruption, economic infrastructure, brain drain, etc. continue to hinder progress. At the end of the 
Cold War external support for many of these negatives has dwindled. Membership in such organizations as the 
WTO has forced more open and accountable societies. 

“A global convergence of economic, technological, and ideological forces which drive the process of 
globalisation is shifting power away from governments toward multilateral institutions, and a small number of 
multinational corporations and financial institutions.” (Bernal, 2000, p.94) Cooperation seems to be the only 
way forward for survival. The emergence of trading blocs has therefore been both a cause of and results of 
globalization. The formation of political and economic alliances for example, with Slovenia and Montenegro (in 
the near future) joining the European Union and the formation of the CARICOM Single Market and Economy 
(CSME) has the tendency of mitigating against smallness for the purpose of world trade and competitiveness. 
This is also the case with respect to political influence. Sovereignty in the meantime is diminished. 

 
Montenegro and Slovenia 
 
Common history or not? 
 
In 1918, Slovenia and Montenegro became part of the same country, Kingdom of Serbs, Croats and Slovenes. 
Slovenia has retained name recognition while Montenegro has lost its name. At the end of the union called 
Yugoslavia, it was Slovenia that would be the one to request separation. Slovenia did not earn its independent 
statehood until 1991. However, Slovenian distinct culture survived despite being ruled by different masters over 
the centuries. This speaks to Slovenian resilience, and their skill at compromise and sense of pragmatism. Since 
it became the constituent entity of the Kingdom of Serbs, Croats and Slovenes, its geography and previous 
history came to define its role in the federation.  

After 1945 (post-WWII), Slovenia‟s favorable position was affected by geography, history and 
influenced by the major architects of Yugoslavia, Josip Broz Tito and Edvard Kardelj who were from Slovenia. 
(Tito‟s mother was Slovenian.) By the end of this union, Slovenia had become the most developed republic in 
Yugoslavia. Yugoslav purchasing power in 1985, equaled 44% of Austria‟s and lagged behind Portugal‟s by 

7%. However, Slovenia‟s purchasing power was 85% of Austria‟s and was higher than of Portugal, Greece, 
Spain, and Ireland. (Jaklic 2004) A complex set of factors, including internal and external, politics, along with 
social and economic issues, led to deterioration of the economic situation in Yugoslavia during the mid-1980s. 
This provided the impetus for the referendum in December 1990, when 88% of Slovenes voted for 
independence from Yugoslavia.  

Montenegro attained independence from the Ottoman Empire in 1878. It joined the Kingdom of Serbs, 
Croats and Slovenes in 1918. As in the case of Slovenia, history and geography defined Montenegro. Its rugged 
territory had its positive (making it difficult to conquer) and its negative (limited arable land and 
communication) developmental consequences for the country. Montenegrin history has been intertwined with 
that of Serbia since the twelfth century. In the 2006 referendum on independence only 55.5% voted yes, 
illustrating some reluctance because of special connections. A significant number of Montenegrins live in 
Serbia, while a significant number of people living in Montenegro identify themselves as Serbs. Montenegro 
was the smallest republic in the former Yugoslavia. Its industrial structure was not necessarily based on the 
economic principles of comparative advantage. As an example, the region had aluminum production yet no 
aluminum resources, and thus the industrial structure was inadequate to support living standards in the republic. 
Therefore, Montenegrin dependence on the outside assistance has been and still is significant.       

Slovenia and Montenegro shared a common roof from 1918 until 1991. However, based on 
geographical and historical differences, combined with the different roles each played in the Yugoslav 
federation, their respective starting transition positions were significantly different. Both share the same 
transition goals, i.e. European integration, NATO membership, as well as membership in other international 
organizations (e.g. WTO). Most likely both of them will achieve these goals. (Slovenia already has). However, 
these ends will be attained on a different scope and at different speeds of the transition processes. 
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Transitions compared 

 
Slovenia started its transition early (mid 1980s) and under favorable circumstances. The country: 1. was 
economically more developed; 2. had a supportive international environment; 3. did not have fiscal or current 
accounts problems and therefore was not desperate for foreign direct investment or foreign financing (Stiblar 
2008); 4. had a more homogenous population, and 5. carried out its transition processes with consensus (World 
Bank 2004, Slovenia News, March 23, 2004). 

Slovenia took a more gradual approach. Menzinger (2002) pointed out that Slovenia resolved a 
dilemma: “the American free market model based on “share holder value” or the European social market model 
based on “stake holder value,” in favor of the European model. Slovenian transition was not as much dictated 
from abroad, which was the case for countries heavily dependent on foreign funds for financing its budget as 
was Montenegro. Slovenia had a balanced government budget and was not a hostage of IMF or other foreign 
funds. The historical juncture, gaining independence for the first time in its cultural existence, defined the nature 
of this process as well. Slovenia was more reluctant to open its market to foreign investors (indeed, the country 
was very often criticized on this account) and has delayed the decision to allow foreigners to purchase and own 
land for as long as possible. Such measures slowed the inflow of the foreign direct investments. However, the 
country did liberalize foreign trade quickly. The privatization process represented a compromise between two 
concepts: one that is decentralized (with dominant enterprises‟ role) and one that is centralized (with more 

government involvement). Still, employee buyouts were more dominant (Bukowski 1999, Jaklic 2004, Stibler 
2008).  

This favorable starting position, combined with wise internal decisions, made transition in Slovenia 
less painful than in other transition economies. Even among all EU member countries, Slovenia shows 
impressive results. For example,Slovenia remains the country with the smallest regional disparities in the EU. 
The gap between the best and the worst performing regions inside the countries of the EU is the smallest in 
Slovenia. (Pecar 2008)  

However, Slovenia did not escape without a few transition hiccups. Sabrina Ramet (1998) observed 
that “privatization has been accompanied by an increase in crime and corruption”…that “xenophobia was 

increasingly taking violent forms”…while “about half of young Slovenes…favored the introduction of “ethnic 

cleansing” in Slovenia”. These facts should not undermine Slovenia‟s transition success. Instead they serve to 

demonstrate that even “the most successful” stories have less noble chapters. 
Montenegro started its transition while still part of Yugoslavia (Serbia and Montenegro). Some 

processes were part of the joint transition programs, i.e. democratization of the political system with multi-party 
elections. Others confirmed complete independence from the existing federation, for example, the introduction 
of the Euro as the official currency in 2002, even before Slovenia, a member of the EU, adopted the Euro. 
Frictions between the two remaining republics of the former Yugoslavia were peacefully resolved in 2006 when 
Montenegro became an independent country.  

Montenegro‟s transition has been alternately interrupted or complicated by war, sanctions, and the 

temporal status of the federation between Serbia and Montenegro between 2000 and 2006. Montenegro‟s 

starting point would be less favorable even without the above-mentioned hardships because the country is: 1. 
less developed since it has an economic structure which is not based on economic principles of comparative 
advantage; 2. highly dependent on international markets (Serbia and EU) and international financial support due 
to its budget deficit; 3. experiencing negative residues from sanctions (gray market and corruption); 4. an 
economically and demographically divided country, with the north, less developed, and the south, more 
developed.  

Uzelac (2003) analyzed transition processes in Montenegro from the perspective of “state capture” and 

its influence on the transition process (slowing it down), organized crime, and a weak political system. During 
the first privatization phase transparency was lacking. For example, almost 60% of all social capital was 
acquired with only 5% of deposits. Since 2006 the situation has somewhat changed. However, quite contrary to 
Slovenia, Montenegro had put out the “foreigners welcome” sign the very first day of its independence. The 

outcome of the banking system reform, in contrast to the Slovenian case, delivered a remarkable 80% of foreign 
ownership. (Ministarstvo finansija Crne Gore, 2008) The real-estate hype made many individuals rich, but 
transformed them from owners of the property to persons that rent property (houses, apartments) from 
foreigners! In order to attract foreign direct investment, Montenegro offers one of the lowest tax rates in the 
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region. The inflow of foreign capital, in the form of foreign direct investment and loans from foreign 
commercial banks, was significant and represented around 31% of GDP (2007-2008)! Montenegran foreign 
trade is highly concentrated with more than 50% exported to Italy and Serbia and around 35% of imports 
coming from Serbia. The negative aspects of this high dependency on foreign capital, particularly in the 
situation of the foreign investment concentration (Kentor and Boswell 2003), takes a heavy toll on the economy 
especially during the difficult times like the current global economic crisis. As it has applied for the EU 
membership in 2008, Montenegro is in the process of adjusting, changing its laws and regulations in accordance 
with the EU regulatory system. 
 
The Bahamas and Trinidad and Tobago 
 
The Bahamas and Trinidad and Tobago share a common history with respect to slavery and colonialism by the 
same country, England. They are both members of the Caribbean Community (CARICOM) but The Bahamas 
does not participate in the common market and has not signed on to the CARICOM Single Market and 
Economy (CSME). Trinidad and Tobago was one of the early full members in CARICOM and one of the key 
drivers of the CSME. Trinidad and Tobago is a part of the WTO while The Bahamas holds observer status as it 
seeks membership. Trinidad and Tobago is a twin island nation while The Bahamas is said to comprise 700 
islands cays and rocks with some 23 of the islands inhabited. Trinidad is off the coast of South America, 361 
miles from Venezuela while The Bahamas is bordered on the south by Hispaniola, to the west by Cuba and to 
the north (50 miles) by the United States of America. 

The Bahamas has the distinction of being the first landing place of Christopher Columbus in his voyage 
to the new world in 1492. Later the islands were colonised by the English until gaining independence in 1973. 
Bahamians benefited economically by „blockade running‟ during the American Civil War. At the latter part of 

the 19th and early 20th century its primary industries were agriculture, and fishing. The genesis of today‟s 

economic structure can be traced to the early 20th century with the passing of legislations encouraging the 
building of hotels and steamship services to the colony, formation of the Development Board with the purpose 
of promoting the colony as a tourist resort and with the responsibility of ensuring the necessary infrastructure to 
facilitate tourism. 

The American law (Volstead Act, 1919) prohibiting manufacture, importation and selling of alcohol 
beverages provided a boon for the Bahamian economy as the country became a staging ground for bootlegging 
and rum running.  The subsequent repeal of prohibition in 1933 led to extreme hard times for The Bahamas. 
This situation provided an opportunity to do “nothing less than to turn this insignificant community into the new 

Mecca of the world's rich, a metropolis gorgeous enough in the serious enough to draw the international set 
away from the Riviera and Biarritz in Palm Beach." (Craton, 1986, p.255) This was the reinforcement of a 
development strategy that promoted the sale of Bahamian land to the rich and famous, inviting them to build 
homes, tourist resorts and other enterprises. The second world war led to "the descent of a swarm of rich 
refugees, eager to escape the shortages and danger of a beleaguered Britain. Real estate and building received 
their first faint hints of future inflation, and Nassau cocktail society took on the fresh lease on life. "(Craton, 
1986, p. 259) The end of the second world war led to monumental increases in tourism resulting from 
improvements in transportation, air conditioning, increasing wealth of Americans and the major thrust in 
advertising the colony. Another boom phase was experienced after the Cuban revolution and the American 
embargo. Some of the Cuban enterprises shifted their business to The Bahamas and tourists who would 
normally have visited Cuba now visited the Bahamas. In the formulation of the Bahamian economic model 
agriculture, fishing, manufacturing, and any other activity outside of tourism and banking were ignored.  

The ruling oligarchy controlled transportation inside and to the colony and were representatives and 
agents for foreign investors. Racial discrimination prevailed and socially the people were being neglected. 1962 
was the first election with universal adult suffrage. The attainment of majority rule in 1967 did not alter the 
economic model. Banking and finance emerged as a second industry to tourism because of the lack of income 
taxes and bank secrecy laws that facilitated tax evasion by Europeans and North Americans. After majority rule 
and through to independence in 1973 social conditions improved tremendously. In 1995 the Minister of Finance 
(Allen, 1995) said, “[T]he basic structure model of our economy is not likely to change over the next several 
decades. ... Restructuring the economy or remodelling the economy are not the appropriate terms to describe 
what is needed to move the economy forward. What is needed is strengthening the fundamentals of the economy 
and repositioning the economy so that we take advantage of the new forces which have occurred in the tourism 
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marketplace. ... It may be fashionable to harbour notions about fundamental change in the economic structure 
but I fear those notions are more fanciful than practical” 

As more than 80% of tourists come from the United States, the Bahamian economy ebbs and flows in 
direct correlation with the United States. In 2000 the Bahamian economy was jolted when the Financial Action 
Task Force (FATF) of the OECD placed the Bahamas on its blacklist of countries (tax havens) that it felt were 
not cooperating in the fight against money laundering and terrorism. This led to a compendium of legislations 
that completely altered the way financial activities were conducted in the country and greatly reduced the 
benefits of banking The Bahamas. This was followed in 2001 by a major fire on the main tourism strip followed 
a week later by the terrorist attack in the United States. Policy responses were to continue the same tourism 
model but on a larger scale. In his New Year‟s address to the nation in January 2009, the Prime Minister 

outlined the government‟s stimulus efforts: i) More relaxed payment plans for students at The College of The 
Bahamas ii) infrastructure program including cleaning up the physical environment with emphasis on the main 
tourist routes iii) heightened and innovative promotion of tourism iv) retraining programs between the Ministry 
of Labor and the trade unions.  

The Bahamas is seen as one of the success stories of the developing world. It's real per capita GDP 
estimated in 2007 to be in excess of $18,000 is third only to the United States and Canada of independent 
countries in the Western Hemisphere. In terms of human development index it ranks 49th in the world. Its 
political transitions have been democratic and peaceful. Up until 2008 the Bahamas had a AAA credit rating 
internationally. It is praised by the IMF and other multilateral agencies for its fiscal management. Debt to GDP 
ratio of 42%, external debt to GDP of less than 10%, inflation of 4.3% (1.8 points over previous year), foreign 
direct investment 7.3% over last year, and an increase in international reserves over the previous year. 
(Ingraham, 2009) The Bahamas operates a fixed exchange rate regime with its currency the Bahamian Dollar 
fixed on par with the United States dollar. Poverty is not considered a problem in The Bahamas at a rate of 9% 
with 5% of households falling below the poverty line. However, The Bahamas is characterized by extreme 
regional disparities in living standards. (Department of Statistics, 2004) 

Christopher Columbus came across the two islands Trinidad and Tobago in 1498 and added them to 
Spain‟s dominion. Spanish settlement of these two islands lasted more than two centuries when subsequently 
captured and turned over to the British. They were merged as one colony in 1888, achieved independence in 
1962, and became a republic in 1976. In the 19th century sugar plantations gave way to cocoa plantations which 
brought labourers and settlers from England and Venezuela. Oil was discovered in Trinidad in 1857 but 
production did not start until 1893.  

To compensate for the abolition of slavery, indentured Indians were brought in from India. The Early 
20th century saw much political and labor unrest. Universal adult suffrage came to Trinidad and Tobago in 1946 
and in 1956 a 30 year rule of government by the black dominated People's National Movement (PNM) began. 
The dominant PNM was unseated by the mixed race National Alliance for Reconstruction (NAR). In 1990 a 
group of Islamic extremists held the Prime Minister and other parliamentary members hostage for five days 
while island-wide rioting was taking place. The first prime minister of Indian descent took office in 1995. 

American influence came to the country in 1941 with the establishment of a US military base in 
Trinidad which, during the war years provided a boost to the economy. As with other CARICOM countries, the 
1970s was a time to remove foreign domination over the main industries in the country. It was the view that 
foreign investment was not for local national development but only for the profits of the foreign investor as 
foreign ownership led to minimal if any internal economic linkage. Consequently, private ownership was 
reduced relatively as governments sought to wrest control of major industries. The oil spikes of the 1970s led to 
real per capita GDP growth in Trinidad and Tobago, fiscal surpluses along with current account surpluses. 
These surpluses provided the impetus for the government to invest in capital works projects jumping from 5% of 
GDP in 1973 to 19.4% in 1981. (Downes, 1998) But the fall in oil prices in 1982 led to economic declines and 
harsh foreign exchange conditions. Its reliance almost solely on natural resources was reaping negative rewards 
to the extent that the country sought IMF assistance. 

The economy declined by almost 30% between 1982 and 1989 and from 1981 to 1982, the fiscal deficit 
grew by over 700% gradually declining for the rest of the decade. Inflation during the 1980s averaged over 
11%. During the 1980s, Trinidad and Tobago embarked on a more market oriented approach, consistent with 
IMF conditions, for example, partnering with multinational corporations, building an iron and steel plant, two 
ammonia plants, a urea plant and a methanol plant retaining majority share holdings in these companies. 
(Griffith, 2002) Typical IMF prescriptions obtained. These included wage and salary freezes in the public 
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sector, reduced transfer taxes, tax reform with the introduction of value-added tax, higher user fees and limits to 
bank financing of public deficits. There were measures to remove certain price controls and reductions in 
subsidies supporting low prices. The central bank was limited in its lending to commercial banks. Adjustments 
were made to the tariff structure. Growth returned to the country in 1990.  (Downes 1998) Claims have been 
made that the IMF „manufactured‟ Trinidad and Tobago‟s data in order to force implementation of certain 
policies. (Meeker-Lowry,1994) Interestingly, Trinidad and Tobago is the most the important supplier of 
ammonia and methanol in the world, as well as the largest supplier of liquefied natural gas (LNG) to the USA 
(and fifth largest in the world). (Artana, Auguste, Moya, Sookram, and Watson, 2007)  

Trinidad and Tobago is the most industrialized country in the Caribbean. It has experiencing 
phenomenal growth since the 1990s. In 2001 the country embarked on a program to become a developed nation 
by 2020 (Trinidad and Tobago 2020 initiative). In the early 1990s deliberate steps were taken to diversify the 
energy sector moving away from an oil based economy to one where natural gas became more important. The 
government is proposing to take ownership in parts of the natural gas market to reap the benefits of this industry 
beyond tax revenues. The government is also promoting a plastics industry. Additional diversification of the 
economy is taking place as the country is moving towards expanding manufacturing, growing its tourism 
business, facilitating chemical plants, reviving and developing agriculture and agribusiness, etc. (Nunez-
Tushiera, 2008) 

 
Four Emerging Economies 

 
Economic Performance 
 
The economic performances of Bahamas, Slovenia and Trinidad and Tobago over the period 1997 to 2007 have 
been quite good. Trinidad and Tobago‟s average GDP growth has been highest at 8.3% followed by Slovenia, 

4.4% and Bahamas at 2.7%. The Bahamas experienced negative growth rates in 2001 of -0.3%, 2003 of -2.4% 
and 2004 of -0.2% while for these years the other two countries had positive growth rates, Slovenia – 3.1%, 
2.8% and 4.4%, and Trinidad and Tobago – 4.2%, 14.4% and 8.8%. Trinidad and Tobago experienced the 
highest growth rate of the three countries at 14.4% in 2003. The Bahamas recorded a growth rate of 7.7% in 
1998. Slovenian economic performance was positively influenced with the county‟s membership to the EU 

(Since 2004). Slovenia recorded the highest growth rate in 2007 at 6.1%. Montenegrin economy had a positive 
trend from 2003-2007 with GDP growth rate from 2.4 to 7.5%. See figure 1. 

Per capita GDP at the end of 2007 was highest in Slovenia at US$22,665. Up to the year 2004 the 
Bahamas‟s exceeded that of Slovenia‟s but Slovenia experienced higher overall GDP growth rates from 2005 to 
2007 than The Bahamas. In fact, for the period 2000 to 2007 per capita GDP for the Bahamas has grown on 
average a mere 0.5% compared to 8.4% for Trinidad and Tobago, 5% (2003-2007) for Montenegro and 11% for 
Slovenia. 

 

 
FIG.1: GDP GROWTH RATES 
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Unemployment figures are incomplete for The Bahamas prior to 2001 however, from 2001 to 2007 The 

Bahamas and Trinidad and Tobago experienced unemployment rates as high as 10.8% whereas Slovenia's high 
was 6.7%. The average unemployment rate for this period, 2001 to 2007 was Bahamas 9%, Trinidad and 
Tobago 8.5%, and Slovenia 6.2%. Trinidad and Tobago experienced an unemployment rate of 19.7% in 1993. 
Slovenia had unemployment rates of 9.1% in 1993 and 1994. In 1995 the Bahamas experienced an 
unemployment rate of 11.1%. Montenegrin economy recorded the highest level of unemployment from 31.5% 
(2001) to 11.7% (2007). See figure 2. 

 

 
FIG. 2: UNEMPLOYMENT RATES 

 
For the period between 1997 and 2007 Bahamas has had the lowest inflation rate averaging 1.8%. 

Slovenia‟s average inflation rate was at 6% and Trinidad and Tobago have average inflation rate of 5.1%. For 

this period, The Bahamas has had inflation rates of 3% or less. This compares favourably to inflation rates as 
high as 8.2% for Trinidad and Tobago in 2005 and 9% for Slovenia in 1991. Slovenia's inflation rates have been 
trending downwards since 2001 (one of preconditions to join EU is lower inflation rate) and bottomed out by 
2004 when Slovenia became a member of the EU.  Trinidad and Tobago's inflation rates have been trending 
upwards. Montenegrins inflation rate from 1997- 2003 was the highest among the observed countries. Major 
reasons for such a high inflation rate are internationally imposed sanctions (since 1992 until 2001) and war 
(1999). However, since 2004, country is showing dramatic declines in the inflation rate, and more stability.   
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FIG. 3: INFLATION RATES 

 
The differences in these performances are explained by the structure of the respective economies, and 

in the case of Montenegro by international sanctions and war (1996-2001). Trinidad and Tobago has been 
benefiting particularly from the rise in petroleum prices, expansion of liquefied natural gas production, and 
diversification within these and other sectors. While rising petroleum prices tend to have negative effects on The 
Bahamas. For tourism-based economies such as The Bahamas, increases in petroleum prices force up the cost of 
transportation, a key ingredient for the cost of travel as well as for the cost of imports. The Bahamas is a non-
producer nation where some 90% of its goods are imported. In recent years Slovenia has been opening up its 
economy to higher levels of direct foreign investment and since its membership in the EU in 2004 has been 
benefiting from these relationships. Yet Slovenia‟s economy is considered to be a relatively closed, with high 

taxes, excessive government involvement, and a rigid labor market. Slovenia has chosen an economic model as 
mentioned earlier, of emphasizing stakeholder value which has a tendency for more moderate and steady 
growth. Slovenia's strategic position serving as a link between Western Europe and Western Balkans also plays 
a role in its economic success. The economic stimulation from rising petroleum prices along with diversification 
policies account for Trinidad and Tobago‟s steady and falling unemployment rates (5.5% in 2007).  The 
Montenegrin economy, especially until 2001, was significantly negatively influenced by the fact that country 
(Yugoslavia and Serbia and Montenegro) was punished by international sanctions and war (NATO bombing in 
1999). Official economy contracted in the given period and opened the door to considerable illegal activities 
(grey economy and corruption). 

One way of assessing a country‟s integration in the world economy and dependence on foreign trade 
and investment is the ratio of the Balance of Payments (overall balance) to gross GDP. This relationship is 
shown in table 1 below. For The Bahamas, its ratio (1996-2006) is fluctuating. The country‟s economy is 

heavily linked to the US economy, and when the major trading partner is going through difficult times, The 
Bahamian economy suffers. This is compounded by almost exclusive reliance on trade in services. Compared to 
The Bahamas, Trinidad and Tobago‟s ratio is positive reflecting surpluses.  The oscillations and ratio size are 
indicative of the country‟s export of primary products and their world prices. Slovenia‟s ratio during this period 
has frequently shown negative signs. The main reason for this was recorded current account deficits in the 
respected years. Montenegro registered chronic current account deficits from 2004 to 2007. The ratio of the 
Current Account to GDP was: in 2004, -7.2; in 2005, -8.6; in 2006, -30.4, and peaking in 2007 to 37%! 
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TABLE 1: BALANCE OF PAYMENTS AS A 
PERCENTAGE OF GROSS DOMESTIC PRODUCT 

  Bahamas Trinidad and Tobago Slovenia 

1996 -0.2 0.6 0.2 

1997 1.5 0.5 0.3 

1998 2.8 0.2 -0.6 

1999 1.4 0.4 -3.5 

2000 -1.2 0.9 -2.8 

2001 -0.6 0.9 0.2 

2002 1.1 0.1 1.4 

2003 2.0 0.5 -1.1 

2004 3.2 0.9 -2.7 

2005 -1.5 2.0 -2.0 

2006 -1.3 1.4 -2.8 

Source: calculated using IMF and national data 
 

Social and Other Measurements 
 
Each of the countries is considered by the United Nations as having high human development. For 2006 
Slovenia has the highest ranking and has moved up to 26th in the world. Slovenia, inherited Yugoslav‟s 

socialistic approach to human development, and continued to emphasize these type policies, “capitalism with 

the human face” since it gained independence. The Bahamas ranks 49th, while Trinidad and Tobago ranks 57th. 
Each of the countries has raised their level of human development over the years except for the Bahamas which 
saw a fall from 1990 to 1995. See table 2 below. Between 1990 and 2006, the Bahamas‟s progress has not been 

as pronounced as the other two countries. HDI data for Montenegro are available for 2006 only. Montenegro 
ranks 64th with an index of 0.822. 
 

TABLE 2: HUMAN DEVELOPMENT INDEX 

Year Bahamas Trinidad and Tobago Slovenia 

1980 0.809 0.784 .. 

1985 0.822 0.782 .. 

1990 0.831 0.784 0.851 

1995 0.82 0.785 0.857 

2000 0.825 0.796 0.891 

2005 0.845 0.814 0.917 

2006 0.854 0.833 0.923 

Source: http://hdrstats.undp.org/countries/data_sheets/  
 
Table 3 provides some data on social measures for the three countries. The Bahamas has the most 

youthful population. Slovenia surpasses The Bahamas and Trinidad and Tobago in every other social category 
life expectancy, child mortality, public expenditure on health, education and GDP. Slovenia‟s favourable results 

are result of the previous Yugoslav socialistic legacy, combined with the European model of social capitalism. 
Trinidad and Tobago has the lowest life expectancy, highest under five mortality rate, lowest public expenditure 
on health and is about even with The Bahamas as regards the education index. The two Caribbean countries 
have negative GDP per capita rank minus HDI rank, suggesting that their social conditions are not aligned with 

http://hdrstats.undp.org/countries/data_sheets/
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the wealth being generated in their countries. This can be explained by economic models that were not designed 
for developing people and their social advancement. Comparable data for Montenegro are not available.  

 
 

TABLE 3: SOCIAL MEASUREMENTS 

  Bahamas Trinidad and Tobago Slovenia 

Population under age 15 (% of total 
population), 2005 27.6 22.2 14.1 

Life expectancy at birth, quinquennial 
estimates (years), 2000-05 71.1 69 76.8 

Under-five mortality rate (per 1,000 live 
births), 2005 15 19 4 

Life expectancy index 0.789 0.737 0.874 
Public expenditure on health (% of GDP), 
2004 3.4 1.4 6.6 

Education index 0.875 0.872 0.974 
GDP per capita (PPP US$) rank minus HDI 
rank -12 -14 4 

GDP index 0.87 0.832 0.902 

Source: http://hdrstats.undp.org/countries/data_sheets/  
 
Another perspective for measuring social progress is attainment of Millennium Development Goals 

(MDGs) of: ending poverty, gender equality, universal education, improvements in maternal health, global 
partnership and environmental sustainability. Using ten indicators as proxies for these goals, as shown in table 4 
below, sufficient data are not available to assess levels and progress for the MDGs. No poverty data are 
available for The Bahamas and Trinidad and Tobago. Lack of data implies that countries are not compiling data 
signifying perhaps that attainment of these goals are not priority. It is interesting that for a country so reliant on 
tourism, the Bahamas has the lowest percentage of its terrestrial and marine areas protected. It is to be expected, 
and the data provide support, that being in petroleum producing country Trinidad and Tobago would have the 
highest carbon emissions per capita. Politically, there is no gender equality as indicated by female representation 
in all of the Parliaments. It is interesting and significant for these countries that economic data are so much more 
readily available and current than are social data. 

There are number of indices compiled by private organizations to measure country characteristics. One 
example is the KOF Globalization Index (2006) which incorporates three indices: economic globalization which 
measures flows of goods, capital and services and information; political globalization which is measured by a 
country‟s political connections with the rest of the world, and social globalization which measures personal 
contacts, information flows and cultural proximity. Table 5 shows that Slovenia is more globalised than the 
Caribbean countries. This may be expectable due to the Slovenia‟s membership to EU and its compliance with 

EU regulations. Economically, politically and overall, The Bahamas is the least globalised. These are interesting 
results in light of the fact that some 90% of the Bahamian two main industries are owned by non-nationals but 
there are very few, if any Bahamian businesses operating outside the country. It is not efficient for small 
countries to have embassies and consuls throughout the world. This is also the case for large countries as regards 
establishing embassies in small countries. This explains the low political globalisation indices for The Bahamas 
and Trinidad and Tobago. Comparable data for Montenegro are not available.  

http://hdrstats.undp.org/countries/data_sheets/
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TABLE 4: SELECTED MILLENIUM DEVELOPMENT INDICATORS 2004 and 2006 

  
BAH, 
2004 

BAH, 
2006 

SLV, 
2004 

SLV, 
2006 

TT, 
2004 

TT, 
2006 

Population below $1 (PPP) per day, percentage … … 2 … … … 
Population below national poverty line, total, 
percentage … … … … … … 

Primary completion rate, both sexes 101.2 94.9 … … 89.8 … 
Literacy rates of 15-24 years old, both sexes, 
percentage … … 99.8 … 99.5 … 

Gender Parity Index in tertiary level enrolment ... ... 1.38 1.46 1.28 … 
Seats held by women in national parliament, 
percentage 20 20 12.2 12.2 19.4 19.4 

Maternal mortality ratio per 100,000 live births 89 88 … … … … 
Children 1 year old immunized against measles, 
percentage … … 94 96 95 89 
Carbon dioxide emissions (CO2), metric tons of 
CO2 per capita (CDIAC) 6.2916 ... 8.1175 ... 24.6802 … 
Terrestrial and marine areas protected to total 
territorial area, percentage 1 1 6.5 6.5 8.5 8.5 

BAH = Bahamas, SLV = Slovenia,  TT = Trinidad and Tobago 

Source: Source: http://hdrstats.undp.org/countries/data_sheets/  
 

 
TABLE 5: INDICES OF GLOBALISATION, 2006 

Country 
Economic 

Globalization 
Index 

Social 
Globalization 

Index 

Political 
Globalization 

Index 

Overall 
Globalization 

Index 

Bahamas, The 48.2 83.0 44.7 60.8 
Slovenia 80.3 86.5 79.1 82.4 
Trinidad and Tobago 72.7 58.2 49.1 61.6 
Source: http://globalization.kof.ethz.ch/ 

 
The Freedom Index is calculated by the Heritage Foundation using ten areas to determine the overall 

freedom in a country. The countries‟ ranking according to this methodology may somewhat contradict the 
Globalization index (this can open new areas for discussion that will not be covered in this paper). Table 6 
shows that The Bahamas has a higher freedom index than Slovenia, Trinidad and Tobago or Montenegro, 
ranking 27th in the world. This can be accounted for by the high indices fiscal, government size and labour.  
Corruption is a serious problem for all 4 countries, with Slovenia showing the least corruption and Montenegro 
the highest.  The low trade index for The Bahamas is accounted for by high tariffs on international trade which 
to some degree substitutes for income taxes that gives the Bahamas such high fiscal and government size 
indices. The low indices in investment, financial and property rights for Slovenia are consistent with its gradual 
approach to transition and slower opening of its economy to foreign investment. Government size and labour 
relations in Slovenia are influenced with its the former socialist heritage. Montenegro has high indices in trade, 
fiscal and monetary area. 

 
 
 
 

http://hdrstats.undp.org/countries/data_sheets/
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TABLE 5: FREEDOM INDICES, 2009 

Freedom Index  Bahamas Slovenia Trinidad and Tobago Montenegro 

Business 74.7 84.5 60.1 68.7 

Trade 56 85.8 79.8 80.2 

Fiscal 96.5 62.9 79.7 89.1 

Government Size 84.4 38.4 75.6 45.3 

Monetary  75.5 78.6 72.2 78.9 

Investment 40 60 70 40 

Financial 70 50 70 50 

Property Rights 75 60 60 40 

From Corruption 50 66 34 33 

Labor 80.4 42.8 78.3 57.2 

Overall 70.3 62 68 58.2 

World rank 27 68 41 94 

Source: http://www.heritage.org/ 

 

Conclusion 

This paper compares and contrasts four different small countries (The Bahamas, Montenegro, Slovenia, 
Trinidad and Tobago) from two different and distant regions (Caribbean and Europe). Quest for political, 
economic, and social development is shared by all. However, their historical, geographical, political and 
economic differences influenced their path.  

Slovenia and Montenegro were part of the same country for 70 years. However, based on geographical 
and historical differences, combined with the different roles each played in the Yugoslav federation, their 
respective starting transition positions were significantly different. Both share the same transition goals, i.e. 
European integration, NATO membership, as well as membership in other international organizations (e.g. 
WTO). However, these ends were/will be attained on different contexts and at different speeds of the transition 
processes. Slovenia is the most economically successful country from 10 new member countries of the EU. 
Montenegro, successfully reduced inflation rate from the record three digit number in 1999 to around 3.1% 
(2005-2007) 

The Bahamas and Trinidad and Tobago shared the common colonizing power, United Kingdom and 
were both influenced by this. Their economies were more shaped by external demand for their products and 
services than by internal needs for sustainable development. However, both countries achieved commendable 
results: Trinidad and Tobago is the most industrialized country in the region, and The Bahamas‟s real GDP per 

capita is third only to the United States and Canada in the Western Hemisphere.  
A few common trends are revealed in this paper. The population factor (from 300 000 to 2 million) 

define their economic structure with only few industries: from tourism and banking (The Bahamas) to tourism 
and aluminium industry (Montenegro). Global economic trends have considerably impacted these economies. 
Therefore, all four countries have demonstrated somewhat unpredictable economic growth rates along with 
relatively high unemployment rates and pronounced inflation rates (except the Bahamas who pegged its 
currency with US $). Still, three of them (not Montenegro) have for the most part demonstrated positive balance 
of payments relative to GDP (or run small deficits relative to GDP). Human development index ranking put all 
four countries in the group of countries with the high HDI. By any measure, these small emerging states have 
demonstrated and continue to demonstrate positive advancement. 
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This paper has presented a case to support the view that there are no „one size fits all‟ policies and 

strategies applicable to all countries. Clearly, the countries reviewed in this paper have had different 
philosophies about attaining acceptable levels of social and economic progress. These different philosophies 
emerged from their respective historical and geographical backgrounds.  Their policies and strategies therefore 
differ. The recommendation coming out of this paper is that emphasis should be placed on designing 
development programs that take into consideration unique characteristics of every country: their historical, 
geographical, cultural, political, social and economic specificities which logically calls for more involvement of 
local (and other small, developing and emerging countries), experts and expertise.   
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Abstract 
 
China effected tremendous changes not only in its economy but also in its banking system under the “gradualist 

approach” in transforming to a socialist market economy unique to China over the last two decades. However, the 

Chinese banking sector is far from developed and comparable to western countries, still predominantly dominated by 
the four quasi-private, state-owned commercial banks (SOCBs) with a banking market share of 57%. The Chinese 
financial markets did not open fully to foreign participation until 2006 under the twin pressures of meeting its 2001 
WTO membership agreements and the urgent need to resolve its growing massive non-performing loans (NPLs) 
problems. This paper looks at the participation of foreign banks in the Chinese banking system. In particular, the 
paper looks at the ability of the foreign banks to penetrate the Chinese banking markets and the foreign bank 
participation in the development of the Chinese banking sector. Lastly, the paper looks at the prospects and growth 
of foreign banks in the Chinese financial markets.  
 
Introduction 
 
The Chinese financial market has been opened to foreign participation but foreign banks have made slow 
inroads to being a full participant in the heavily protected Chinese financial and banking markets. The go-slow 
approach may be reasonable when China was in the early transition period but foreign banks still find it difficult 
to penetrate the Chinese banking markets.  

Massive NPLs problems plagued the Chinese banking system and despite the huge capital injection 
with the government spending more than $283 billion by 1998 to resolve the non-performing loans, the bad 
loans problem persisted and worsened. In 2006, the Chinese banking system experienced massive NPLs 
amounting to 21.67% of GDP, requiring the Chinese government to inject fresh capital to prevent the banks 
from going into insolvency. The government resolution agencies Asset Management Corporations (AMCs) 
purchased 1.17 trillion yuan (US$145 billion) of NPLs with 230 billion yuan (US$25 billion) still unresolved on 
the books. Although three of the four SOCBs received foreign capital injection when they went public, Chinese 
banks are still majority owned by the government. A foreign bank is allowed only up to 20% stake, up from 
15%, in any Chinese bank but foreign ownerships in any Chinese bank is limited to 25%. The opening to foreign 
banks participation in the banking system is necessary as a means of resolving the Chinese bad loans problems 
and if the Chinese banking system is to evolve into a developed global financial market.  

Despite the much publicized economic growth and the prediction that China will become a super 
economic power in the coming decade, unless the internal financial problems are resolved China will be 
thwarted in achieving this distinction. The Japanese banking crisis in the 1990s that finally brought a halt to 
Japan‟s headlong economic growth followed by a decade of stagnation is a good case in point and a lesson for 
China. The Chinese banking system experienced macro- and microeconomic shocks from the unprecedented 
operational risks from bank embezzlements and excesses in real estate and stock market speculations. Bank 
managers also exhibit moral hazard behavior and “disaster myopia” bank lending. Honohan (1997) finds that 
“disaster myopia” probabilities increase with the liberalization of financial markets. The Chinese banking 
system also had pervasive systemic problems due to inadequate corporate governance, regulations and 
enforcement, and supervision and monitoring by government agencies. Mid-to-upper bank managers took 
advantage of inadequate policing by authorities, and embezzlement and corruption were widespread. The 
directive policy to rotate bank managers constantly to prevent the pervasive corruption and “guangxi” 

(connections) problems may not be a good resolution since it engenders a lack of continuity and reinforces the 
myopic and moral hazard behaviors in bank managers lacking incentives and concerns for future accountability. 
China‟s financial system is endemic with problems of underdevelopment, inefficiencies, and an ineffectual 
bureaucratic framework that engenders embezzlement and corruption. 
 The lack of transparency and market incentives for bank managers to perform and stifling bureaucracy 
are obstacles to the development of the Chinese banking sector. The benefits of advanced banking operational 
structure and know-how that foreign banks can offer were not fully taken advantage of when they were 
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restricted from the domestic renmimbi and full geographical banking markets. Foreign banks can contribute to 
the development of the Chinese banking sector by bringing the technology, corporate governance structure, the 
management skills and expertise needed in risk assessment and bank management, and providing the innovative 
competitiveness in the domestic financial market. Improvement in the banking sector will enable the Chinese 
financial market to meet global competition and be a global player corresponding with its potential role as a 
super economic power. 
 
Literature Review 
 
A number of literature on foreign banks entry‟s in transition and emerging financial markets focus primarily on 
the role they play in the emerging markets (Mathieson and Roldos 2001, Moreno and Villar 2005), their 
profitability (Claessens et al 2001, Havrylchyk and Jurzyk 2006) and performance (Bayraktar and Wang 2005). 
Mathieson and Roldos find that a banking crisis and improved macroeconomic conditions attract greater foreign 
participation and control when the host countries turn to foreign banks to restructure their banking system. On 
the other hand, high GDP growth rates significantly attract increased foreign bank entry and control while high 
inflation rates negatively affect foreign control more than foreign participation. Lastly, Mathieson and Roldos 
find that foreign entry is more significant in central Europe than in Asia.  

Moreno and Villar (2005) suggest that although the degree and impact of foreign banks entry into 
emerging markets is more considerable in Latin America and central Europe than in Asia despite the financial 
crisis experienced by all three regions, there is less foreign banks entry in Asia because of higher savings rates 
and greater government bailouts and less reliance on foreign help. 

Claessens et al find that profit margins in the domestic banking sector tend to decrease with foreign 
bank entry. A later panel study by Bayraktar and Wang concur with the Claessens et al study, that the entry of 
foreign banks improves efficiency in the banking sector. Further, the authors find that domestic bank 
competitiveness increases significantly with foreign bank entry in host countries that liberalized their stock 
market first. In contrast, foreign banks entry did not improve the efficiency of domestic banks in countries that 
liberalized their domestic financial markets first and that the gains in domestic bank efficiency depend on the 
liberalization path taken by the host countries. In particular, the study concludes that a country like China with 
ongoing liberalization may gain more from foreign banks entry by combining the globalization and restructuring 
of the banking sector while learning from the foreign banks at the same time. 

In a study of 265 banks in Central and Eastern European countries, Havrylchyk and Jurzyk find that 
foreign banks through the Greenfield mode of entry earn higher profits than domestic banks. However, unlike 
the popular fears suggested by some literature that foreign banks tend to take over the best customers and 
business leaving the more risky business to domestic banks, the authors find that foreign banks tend to take over 
less profitable institutions and that the profits are acquired rather than inherited. 
 
China’s Banking Reforms and Constraints 

 
Like most transition countries, China‟s financial system is still essentially a bank-dominated system. Chinese 
banks continued to be majority state-owned with small stakes allowed by foreign banks. The mounting NPLS of 
the banks in 1998 pushed the government to implement major reforms to address the growing problems in the 
banking system. The reforms required the banks to adopt international standards of bad loans classification and 
recapitalization of the banks.  Regional bank branches no longer had autonomy to make lending decisions owing 
to undue influence from the cozy relationship with the local governments. A banking system framework was 
adopted similar to the U.S. Federal Reserve System. The 31 provincial bank branches were removed, replaced 
with nine regional central-bank branches: Tianjin, Shenyang, Shanghai, Nanjing, Jinan, Wuhan, Guangzhou, 
Chengdu, and Xian. The goal is to put a stop to the guangxi and corruption between the regional banks and the 
provincial governments that grew out of the opportunistic free-for-all environment following the liberalization 
of the financial markets and end the influence of the local governments. Conflicts still exist between the 
provincial government and the new branches of the PBC 

The banking reforms were implemented to strengthen the regulation and supervision of the four 
SOCBs and to comply with the international Basle Standards. In 1999, an internal supervisory board in each of 
the SOCBs, consisting of members from the PBC, the Ministry of Finance (MoF), the National Auditing Office, 
and other government agencies, was created to supervise and evaluate bank performance and behavior of the 
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bank‟s board of directors. Accountability is to the supervisory board, rather than stockholders, with potential for 
guangxi, graft, and corruption to breed. The policy is to rotate managers and those who neglected their duties, 
have weak performances, incurred growing losses or bad loans, would be removed from office and replaced. 

One of the most important reforms undertaken by the Chinese government is authorizing public 
offerings by three of the largest state commercial banks in 2005 and 2006: China Construction Bank (Hong 
Kong listing, October 17, 2005), Bank of China (Shanghai listing, July 1, 2006), and Industrial and Commercial 
Bank of China (Shanghai and Hong Kong listing, October 27, 2006). China Construction Bank (CCB) has raised 
US$ 9.2 billion in the world‟s largest IPO of 2005, Bank of China (BOC) raised US$11.2 billion in 2006, and 
lastly, Industrial and Commercial Bank of China (ICBC) raised US$ 21.9 billion in 2006, a world record in IPO 
capitalization. The bank public offerings have an important impact on the Chinese banking sector by injecting 
fresh capital into the state commercial banks. The participation of foreign banks also indicates that the Chinese 
banks will be integrating a greater measure of international corporate governance into their operational structure. 

With the elimination of the four SOCBs‟ monopoly in 2006 (under the WTO agreement) to hold local 

depositors and enterprises captive, the protected Chinese financial markets are now opened to foreign 
competition. The centralized banking system and the Chinese banks‟ inability to respond quickly to changing 
market conditions poses a problem for the banks to become profitable and efficient. Local depositors and 
corporations now have access to foreign banks that are more efficient and can offer better quality services and 
more alternative savings and investment choices. The drying up of captive deposit flows into the four SOCBs 
may pose a serious threat to the banks‟ ability to absorb their NPLs. 

Since 1990, the Chinese government has been increasing the interest rate margins between the loan and 
deposit rates. The purpose is to enhance the banks' profitability by transferring the banks' losses from the large 
NPLs to the average depositors. In 2007, the one-year deposit rate is about 3.6% and the average one-year loan 
rate is about 7%, a 3.4% margin compared to a 1.8% margin of ten years ago. The negative real deposit return, 
when considering inflation, incurred great dissatisfaction among the average savers, forcing deposit money to 
leave the banking system for the equity market. The interest policy has limited impact due to the concern of 
social protests and the competition from foreign banks with better quality services.   
 
Foreign Bank Participation in the Chinese Banking Sector 
 
China opened its banking sector to foreign participation in four stages. Stage I, beginning in late 1970s to early 
1980s, allowed foreign banks to open representative offices in the domestic market. In Stage II, from 1980s to 
early 1990s, foreign banks were allowed to open branches in Special Economic Zones, restricted geographically 
primarily to the east coast. In Stage III, in the mid-1990s, the banking market for foreign banks was expanded to 
23 cities. In Stage IV, after 1996, foreign banks were allowed to branch all across China but restricted to foreign 
currency loans and deposits. In all four-stages, the foreign banks were restricted from undertaking local currency 
business except for a pilot program in the Pudong area of Shanghai in 1996. Foreign banks, located in Shenzhen 
and Shanghai, were permitted a wider range of banking activities such as local renminbi currency banking 
services and activities. The rationales behind the deliberate policy of gradual entry of the foreign banks were 
that the rapid entry of foreign banks may spur liquidity lending growth fueling speculative excesses, that foreign 
banks may transmit external shocks to the domestic markets because of their globalized business and contagious 
financial crises, and the fear of sudden capital withdrawal and outflow when foreign banks experienced financial 
difficulties or crisis.  
 From 2001 through 2006, foreign banks invested more than US$17.16 billion in domestically 
registered Chinese banks. Foreign banks have tried to overcome the domestic customers, geographic, and 
branching restrictions through joint ventures by purchasing minority stakes in domestic banks to access a wider 
market share. The Chinese government provides an incentive to encourage minority stakes by foreign banks in 
domestic banks with a lower tax for foreign banks than for domestic banks.  

Initial foreign entry was not easy in the Chinese financial markets. Foreign banks have to meet a 
minimum asset size of U$10 billion, have to operate a representative office in China for at least two years, and 
limited to opening one branch per year. Foreign ownerships of any single domestic bank are limited to 24.9% 
and any single foreign investor is limited to 19.9%. The potential access to local renminbi business and $2 
trillion in deposits after the full opening of the Chinese retail banking market in December 2006 under the 2001 
WTO mandate is very attractive to foreign banks. Foreign banks hope to expand into credit cards, insurance, and 
mutual funds services. In anticipation, the government imposed new requirements. Foreign banks have to 
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incorporate in China with a minimum capital of one billion yuan and accept only fixed deposits of more than 
one million yuan from individual depositors, which is beyond the means of most Chinese savers. As a result, 
foreign banks focused on wholesale banking related to trade finance. Financial analysts view these new 
requirements, while not technically violating the WTO mandate, as means to protect the survivability of the 
domestic banks given the banking sector‟s massive NPLs problems and the fear of domestic deposits 
transferring to foreign banks en masse by savers. Despite these new restrictions, foreign banks are aggressively 
playing catch up in entering a potentially lucrative albeit risky emerging banking market by buying the 
underlying NPLs of the acquired bank.  

The problem of NPLs gave foreign banks greater negotiation power and concessions from the Chinese 
government.  HSBC Holdings, one of the largest foreign investor who purchased a 19.9% stake in problem 
Bank of Communications (BoCom), was able to negotiate for more government assistance, protections and 
control, for example, two of the eight seats on the board of BoCom.  

 
Benefits of Foreign Banks Participation 
 

Foreign participation brings expertise in operational and management skills much needed in an 
emerging banking system and improvement in efficiency and corporate governance in the Chinese banks, 
particularly in conjunction with China‟s liberalized and expanding trade sector. The introduction of an effective 
operational system and the benefits from greater foreign participation should help the Chinese banks to 
restructure and implement international Basel standards and practices.  

Foreign banks were allowed a larger minority stake in the SOCBs when the Chinese government 
realized that capital injection is necessary if the massive NPLs are to be resolved and to avert a banking crisis. 
This suggests that the authorities recognize that foreign banks can bring stability, improve bank asset quality and 
pricing, and produce new financial products and services. By allowing foreign participation in the IPOs of the 
SOCBs and other banks, the Chinese banking system reaps a number of benefits. First, the state banks were 
recapitalized to replenish the depleted bank capital, more than what the People‟s Bank China, Ministry of 
Finance, and sale of AMCs bonds can provide. Foreign capital injection would be a logical restructuring policy 
for the Chinese government without jeopardizing the state budget and economic growth while still meeting the 
WTO mandate of opening its banking markets to foreign banks equity ownerships. Second, the risk is partially 
borne by the foreign shareholders as well. However, the amount of foreign stakes is still relatively minuscule in 
comparison to the total market (Table 1). In return, foreign banks are able to secure a foothold in a potentially 
profitable banking and financial service market through joint ventures with Chinese banks and minimize start-up 
costs from an already established network of branches and customers. The lucrative Chinese retail and 
commercial banking for consumer financial services, wealth management from a rising standard of living, credit 
cards, mortgage, auto- and personal loans, brokerage and asset management services are attractive to foreign 
banks. Private banking has become a profitable business as the Chinese standard of living increases (Table 2). 
Financial opportunities are also abundant in commercial and investment banking services in mergers and 
acquisitions, risk management, underwriting services, and trade financing from a growing privatized business 
market. 
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TABLE 1. FOREIGN OWNERSHIPS IN DOMESTIC CHINESE BANKS 
 

Panel A: Foreign Ownership in the Four SOCBs 
Foreign Participant Domestic Bank Investment 

U$ million 
Ownership Stakes Year 

Tamasek-Singapore BOC $3,100 
$500 

10 %  
Additional investment in BOC‟s 

IPO stock listing 

2005 
 
 

Tamasek-Singapore CCB $1,500 
$1,000 

5.1 %  
Additional investment in CCB‟s 

IPO stock listing 

2005 
 

Royal Bank of 
Scotland & 
Consortium banks 

BOC $3,100 10 %  2005 

Bank of America  CCB $ 2,500 
$500  

9 %  
Additional investment in CCB‟s 

IPO stock listing 

2006 

Bank of Tokyo-
Mitsubishi UFJ Ltd 

BOC $180 0.2% 2006 

Goldman Sachs ICBC $3,780 10% 2006 
 
Panel B: Foreign Ownership in other Chinese Banks 
 

Foreign Participant Domestic Bank Investment 
U$ million 

Ownership Stake Year 

HSBC Bank of Shanghai $63 8.0%  
 

2001 

Hang Seng Bank Industrial  Bank $208 16.0% 
 

2003 

Citigroup Shanghai Pudong 
Development Bank 

$73 5%  stake in credit card 
venture with the 
objective of a 19.9 % 
stake 
 

2003 

HSBC  Bank of 
Communications 

$1,745 19.9 %  2004 

Bank of Nova Scotia Xian City Commercial 
Bank 

$3 2.5% 2004 

Commonwealth Bank of 
Australia 

Jinan City Commercial 
Bank 

$17 
 

11 %  
 

2005 

Commonwealth Bank of 
Australia 

Hangzhou City 
Commercial Bank 

$77 19.9 %  2005 

Standard Chartered Bohai Bank $120 19.9% 2005 

ING Bank of Beijing $215 19.9% 2005 

Deutsche Investitions 
und 
Entwicklungsgesellschaft 

Nanchong Commercial 
Bank 

$4.8 13%  

Australia & New 
Zealand Banking Group 
(ANZ) 

Tianjin City 
Commercial Bank 

$112 20% 2006 

ANZ Shanghai Rural 
Commercial Bank 

$252 19.9% 2006 
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Foreign Participant Domestic Bank Investment 
U$ million 

Ownership Stake Year 

Oversea Chinese 
Banking Corporation 
(OCBC) Singapore 

Bank of Ningbo $75 12.2% 2006 
 

Royal Bank of Scotland Suzhou Trust  $31.8 19.9% Pending  

 
Source: Collected from press releases, International Herald Tribune 2005,  Asia Focus FRBSF 
July 2005 

 
 

 
TABLE 2. PRIVATE BANKING OPERATIONS IN CHINA (AS OF 18 OCTOBER 2008) 

 
Bank Investment Threshold City of Establishment 
Bank of China/Royal Bank of Scotland (JV) > USD 1million Shanghai, Beijing, Nanjing, 

Guangzhou** 
China Merchant Bank > RMB 10 million Guangzhou, Beijing, Shenzhen, 

Shanghai, Nanjing** and Hanghou** 
China CITIC Bank > USD 1 million Beijing, Shenzen Shanghai** 
Standard Chartered Bank > USD 1 million Shanghai, Beijing, Hangzhou**, 

Shenzhen**, Suzhou** and 
Guangzhou** 

Citibank > USD 10 million* Shanghai, Beijing, Guangzhou 
BNP Paribas > USD 1 million Shanghai 
Deutsche Bank > RMB 10 million Shanghai, Beijing 
Societe Generale > USD 20 million* Shanghai 
HSBC > USD 1 million Shanghai, Beijing, Guangzhou 
ABN AMBRO n/a Shanghai 
Bank of East Asia > USD 1 million Shanghai, Shenzhen, Guangzhou 
China Construction Bank > RMB 10 million Beijing, Shanghai, Guangzhou and 

Shenzhen** 
Industrial and Commercial Bank of China > RMB 8 million Shanghai, Guangzhou and 

Shenzhen** 
Bank of Communications > USD 2 million Shanghai, Beijing, Hangzhou, 

Guangzhou and Shenzhen 
Development Bank of Singapore > USD 3 million Beijing**, Shanghai** 
Minsheng Bank > RMB 10 million Beijing**, Shanghai** 
*This is an asset threshold, not an investment threshold. 
** These branches are in the process of being established. 
Source: KPMG Banking Survey Report 2008 
 
However, foreign banks entry is not received without reservation by the Chinese government. Besides the fear 
of excessive liquidity, foreign banks participation poses a competitive threat to the Chinese banks, particularly 
the four dominant SOCBs rife with corruption and inefficiencies. The limited stake allowed by foreign banks in 
the SOCBs is an indication of the authorities‟ protectiveness of their domestic banking market. Despite the 2006 
WTO mandate to liberalize the domestic banking market fully to foreign participation, foreign banking activities 
are still tightly controlled through bureaucratic licensing and government approval. Emerging banking markets, 
in Central Europe, for example, have seen foreign banks “cherry pick” the most lucrative business and best 

customers because of their perceived superior quality, increasing the risk to the domestic banks left with the 
riskier businesses and customers. The Chinese government also wants to limit the risk of external shocks to the 
domestic markets from too strong a presence of foreign banks and the fear of capital flight in the event of a 
financial crisis. 
Risks to Foreign Banks in the Chinese Markets 
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 An endemic banking crisis can be caused by excessive government involvement in banking operations.  
Transitional countries like China is well known for government directed policy lending targeting specific 
sectors, particularly the insolvent SOEs and favored regional development projects, to drawing on the banking 
system as a means of financing the government budget, conditions that can lead to banking failures. The 
Chinese government is faced with the hard choice of keeping insolvent state enterprises afloat while appeasing 
potential social unrest from rising unemployment when inefficient SOEs are closed. On the other hand, the 
government has to encourage the free market allocation of scarce resources in the efficient pursuit of economic 
growth.  

Regional and local governments have been known to use the banks as a source of funding regional 
projects to win approval from the central authorities. Bank bureaucrats are rewarded more for party loyalty and 
closer local relations and have greater incentives to conceal worsening problems due to harsh disapproval. The 
deferment or concealment of problems weakens the banking system, given that the loans are known to be 
implicitly irrecoverable. Chinese bank managers do not have market based profit-seeking incentives in a 
bureaucratic government dominated environment and local and regional political interference in lending 
decisions is pervasive. Rather than carry out credit-risk assessment of customers, banks consider their primary 
function to be implementing the directives of the central authority. An example of the pervasive government 
involvement at all levels of banking operations can be seen when to cool overheating in the economy in 2004 
the Chinese government directed smaller banks to curb new lending, imposed restrictions on investments, and 
instituted new price controls. Foreign banks operating in such a heavy handed bureaucratic environment face 
difficulty in being able to practice prudent market disciplines. The lack of government and corporate 
transparency and clear and consistent rules and regulations, not to mention the onerous required bureaucratic 
approvals, made it costly to do business. Lone Star Funds, a global investment firm, withdrew from the Chinese 
market due to long bureaucratic delays in getting approvals and Citigroup had to wait nearly a year for approval 
to purchase 1.096 billion yuan of NPLs that the Chinese government wants to unload. 
 The difficulty in establishing an effective and transparent corporate governance structure in China is 
partly due to the accepted Chinese culture of graft and the insidious corruption.  Embezzlement and fraud by 
bank officials at all levels are major concerns for the Chinese government. The extent of the banking fraud is 
significant as seen in a separate section below.  

The Chinese financial and credit infrastructure is still rudimentary and trained banking personnel are 
scarce. Recording keeping and data collection, external auditing, and internal controls are not typically 
practiced. Reliable and accurate data to make prudent risk assessment on individual and corporate clients is 
therefore difficulty. Clients often misrepresent financial information and lenders have no access to other sources 
to substantiate its accuracy. Risk shifting is not an option since the Chinese government does not permit loan 
securitization.  

The undervalued managed Chinese renminbi and the growing trade surpluses with China‟s trading 

partners have prompted accusations of unfair trade and retaliatory protectionism by U.S., European Union, and 
other countries. Foreign banks forced to concentrate primarily on foreign businesses in China will be affected 
significantly by rising protectionism when Chinese exports are targeted. 

Growing social unrest from a widening income and economic disparity is another concern. The global 
financial crisis contagion from the U.S. sub-prime mortgage in 2008 and the coming recession has reverberated 
through China‟s export dominated sectors. The closing of factories and lay-off of migrant workers have lead to 
dissatisfaction and unrest unless the government can create sufficient jobs domestically to absorb the rising 
unemployment. The risks of an export dominated economy and its downturn to foreign banks are the lost of 
business as well as being targeted as the foreign scapegoat. 
 The host country environment also poses a risk to foreign banks. China has a poor biased judicial 
system subject to bribery and corruption. The consistent and fair enforcement of contracts and judgments cannot 
be depended on and bankruptcy laws are inadequate and usually not in the foreign banks‟ favor when conflict of 
interest arises and the counter-party is the government as the shareholder, creditor, and arbiter. Therefore, the 
enforcement of valid contracts and legal judgments are seldom enforced. There is also uncertainty over the 
Chinese government‟s commitment to open market disciplines and competition despite China‟s need to adhere 

to the WTO requirements. 
 Table 3 shows the average ROA and ROE for the twelve major foreign banks in China are 0.73 and 
0.48 and 16.15 and 10.38 for 2006 and 2007, respectively. Both ROA and ROE for the foreign banks are falling.  
This may be due to the rising NPLs to Gross advances to customers from 1.254 to 1.31from 2006 to 2007. The 
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full opening of the Chinese banking markets to the foreign banks after the 2006 WTO mandate may have 
increased the risks to the foreign banks as they are able to take on more customers. 
 

TABLE 3 PERFORMANCE MEASURES OF FOREIGN BANKS 
 

 
    

Gross NPLs/gross 
advances to customers 

Name 
ROA 
(2006) 

ROA 
(2007) 

ROE 
(2006) 

ROE 
(2007) 2006         2007 

Citigroup 1.16 0.18 18.22 3.43 0.12 0.25 

Bank of America 1.45 0.87 15.62 10.21 0.1 0.24 

HSBC Holdings 0.91 0.87 14.68 15.11 1.56 1.83 

JPMorgan Chase 1.07 0.98 12.47 12.47 0.35 0.52 

Royal Bank of Scotland 0.75 0.41 14.28 8.44 1.32 1.24 

Barclays Bank 0.52 0.42 18.97 15.69 1.78 2.76 

HBOS 0.67 0.62 18.61 18.5 2.31 2.43 
Mitsubishi UFJ Financial 
Group 0.2 0.31 3.76 5.57 1.53 1.45 

BNP Paribus 0.54 0.49 15.77 15.45 1.51 1.26 

Fortis 0.57 0.47 20.48 11.91 2.06 1.72 

Deutsche Bank 0.38 0.32 18.16 16.92 1.78 1.57 

UBS 0.54 -0.17 22.86 -9.04 0.63 0.43 

Average 0.73 0.48 16.15 10.38 1.254 1.31 
 
In contrast, the average ROA and ROE of the twelve major Chinese banks are improving from 2006 to 2007 
from 0.61 to 0.81 and 0.13 to 0.15, respectively (Table 4). NPLs to Gross Advance to customers are also falling 
from 4.56 to 3.98 from 2006 to 2007. This may be due to the AMCs purchasing the NPLs from the books of the 
Chinese banks, more stringent regulations, and the injection of new capital through the sale of minority stakes to 
the foreign banks. 
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TABLE 4 PERFORMANCE MEASURE OF CHINESE BANKS 
 

 
TABLE 5 RANKING GROWTH IN NET PROFIT AFTER TAX OF BANKS IN CHINA 

 

Ranking Growth in Net Profit after Tax 2006 
 

2007 

Name Ranking 
Percent 
% Name 

Percent 
% 

JPMorgan Chase Bank 1 20395.3 Calyon 1898.1 

Oversea-Chinese Banking  Corporation 2 4399.4 
Canadian Imperial Bank of 
Commerce 1866.7 

Cooperative Central Raiffeisen-
Boerenleenbank 3 1935.1 China Merchants Bank 1127.3 

DBS Bank 4 921.4 ABN AMBRO Bank 762.2 

BNP Paribas 5 706.8 BNP Paribus 689.6 
Industrial and Commercial Bank of 
China 6 224.5 Fortis Bank 608.5 

Deutsche Bank 7 207.8 Barclays Bank 600 

Bangkok Bank Public Company 8 175 Royal Bank of Scotland 522.7 

China Merchants Bank 9 171.4 Societe General Bank and Trust 349.1 

Bayerische Landesbank 10 153.7 Citibank 347 
 
Table 5 shows that in 2006 JP Morgan Chase Bank was ranked first in profitability at 20,395% while Industrial 
and Commercial Bank of China, one of the SOCBs, was ranked 6th. In 2007, Calyon of Credit Agricole Group 
was ranked first with a net profit after tax at 1,898% while Citibank was ranked 10th. 
 
In terms of asset growth, the fastest growing bank is China Merchants Bank at 267.4% in 2006 while Bayerische 
Landesbank, a German bank, has assets growth at 102.9%. 
 

 
    

Gross NPLs/gross 
advances to 
customers 

Bank 
ROA 
(2006) 

ROA 
(2007) 

ROE 
(2006) 

ROE 
(2007) 2006 2007 

Industrial and Commercial Bank of 
China 0.66 0.94 0.10 0.15 3.79 2.74 

China Construction Bank 0.85 1.06 0.14 0.16 3.29 2.60 

Agriculture Bank of China 0.10 0.20 0.06 0.13 23.34 23.50 

Bank of China 0.90 1.03 0.12 0.14 4.04 3.12 

China Development Bank 1.19 1.02 0.17 0.08 0.72 0.59 

Bank of Communications 0.73 0.98 0.14 0.16 2.54 2.05 

China Merchant Bank 0.73 1.16 0.12 0.22 2.12 1.54 
Agricultural Development Bank of 
China 0.04 0.14 0.02 0.07 7.65 6.29 

China CITIC Bank 0.53 0.82 0.12 0.10 2.50 1.48 

China Minsheng Banking 0.52 0.69 0.19 0.13 1.38 1.20 

Shanghai Pudong Development Bank 0.49 0.60 0.14 0.19 1.83 1.46 

Industrial Bank 0.62 1.01 0.23 0.22 1.54 1.15 

Average 0.61 0.80 0.13 0.15 4.56 3.98 
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TABLE 6 RANKING GROWTH IN ASSETS OF FOREIGN BANKS 
 
Ranking Growth in Assets 

 
2006 

  
2007 

Name Ranking 
Percent 
% 

 
Name 

Percent 
% 

China Merchants Bank 1 267.4 
 

Bayerische Landesbank 102.9 

Credit Suisse 2 131.3 
 

Calyon 102.7 

Banco Bilbao Vizcaya Argentina 3 106.6 
 

Cooperative Central Raiffeisen-Boerenleenbank 99.7 

WestLB 4 80.4 
 

Barclays Bank 86.3 

Commonwealth Bank of Australia 5 75.7 
 

Royal Bank of Scotland 84.8 

DZ Bank 6 70.8 
 

Cathay United Bank 83.5 

United Commercial Bank 7 61.9 
 

Oversea-Chinese Banking  Corporation 82.9 

Llyods TSB Bank 8 661.9 
 

Commerzbank 81.6 

JPMorgan Chase Bank 9 59.5 
 

Societe General Bank and Trust 78.9 

Societe General Bank and Trust 10 57.1 
 

Bank of New York 74.1 
 
Operational Risk and Unprecedented Bank Embezzlement 
 
The Chinese banking sector is plagued by corruption, embezzlement, and inadequate risk management. The 
application of international auditing standards to the three SOCBs (ICBC, BOC, and CCB) in preparation for 
their IPOs in 2005 and 2006 uncovered the depth of the embezzlement problem.  The Agricultural Bank of 
China is not financially stable yet to consider any public offering. In 2005, the Chinese central bank reported 
more than 40,000 of CCB and 18,000 BOC employees were censured for misappropriating funds and 
unauthorized loans. The huge bureaucratic network is not conducive to transparency and good record keeping. 
The accuracy of financial statements is questionable and unreliable and international standard accounting 
practices are not usually practiced. This makes the practice of embezzlement and fraud relatively easy and 
difficult to detect. 

A brief internet survey of anecdotal cases of embezzlements by individuals indicates the inherent 
problems within the Chinese banking system. In the first half of 2005, the Chinese government uncovered 240 
cases in the four state commercial banks totaling US$198 million (RMB 1.6 billion) in losses, amounting to half 
of the total losses of US$396 million. According to Forbes (2007), as of September 2006 there are over 800 
fugitives still wanted by China for fraud and embezzlement since 1998 to the tune of almost US$10 billion 
(RMB 70 billion). A brief survey of the news media shows the extent of the embezzlement and corruption 
problems, totaling more than US$975 million (Table 7). The extent of the embezzlement might be higher since 
not all amounts are disclosed or made public. The AMCs created to resolve the NPLs are not immune to fraud 
and embezzlement. In 2005, the government uncovered 38 cases of embezzlement and fraud totaling more than 
$800 million by AMCs officials.  

Unlike the Savings and Loans Crisis of the 1980s and the Japanese Banking Crisis of the 1990s, where 
NPLs are due mainly to speculative investment, it is clear that the four Chinese SOCBs suffer a combination of 
government central directed lending policies of mismatched deposit and lending rates, unprecedented bank 
embezzlements, poor governance, and moral hazard behavior. 
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TABLE 7.  EMBEZZLEMENTS IN CHINESE BANKS 
 

Bank Year Perpetrator Amount 
Bank of China 1992-

2001 
Xu Chaofun, Yu Zhendong (former branch 
managers of Kaiping branch-Guangdong) & 
Hui Yat Sing of Ever Joint Properties 

US$ 485 m (largest 
embezzlement in China) 

Bank of China 1993-
1995 

Chen Man Xiong & wife, Chen Qiuyuan 
(connection to bank clerks at Zhoushan branch) 

US$ 51 m (RMB 420 m) 

Industrial  & 
Commercial Bank of 
China  

1995 Chen Xin (former accountant of small branch) US$ 4.84 m (RMB 40 m) 

Bank of China 1999-
2004 

Xhai Changping (former bank data input clerk 
at Dalian) 

US$ 6 m 

Bank of China 2003 Liu Jinbao (former president of HK branch) 
 
Bribes 

US$ 1.8 m (RMB 14.3 m) 
 
US$ 1.1m (RMB8.7 m) 

    
Bank of China 2003 Wang Xuebing - fraud Bank of China fined $20 m 

by US and Chinese 
regulators 

Bank of China 2004 Gao Shan (former branch manager – Harbin) US$ 130 m (RMB 1.0 B) 
China Construction 
Bank 

2006 Zhang Enzhao (former  chairman) - Bribes US$ 250,000 

Bank of 
Communication  

2006 Dai Jinggui (vice-president of Shenyang 
branch) 

US$ 25 m (RMB 200m) 

Bank of China 2006 The Epoch Times (June 14, 2006) US$ 146 m 
Shanghai Pudong 
Development Bank 

2006 The Epoch Times (June 14, 2006) US$ 126 m 

 
Source: Collected from various press media 

 
Challenges for Foreign Banks 
 
Foreign banks have made inroads into the Chinese banking sector but their role in the development of the 
Chinese banking sector is doubtful given the major role played by the Chinese government. Foreign banks are 
limited to a minor ownership of no more than 24.9% ownerships and the risks in the host country are significant. 
Corporate governance and disclosure standards have to be established and effective to improve transparency. 
The ability to evaluate asset quality and credit risks, corruption, and lax internal controls pose a threat to 
financial stability. Although most of the literature view foreign banks‟ entry as beneficial through the transfer of 
technology, management and risk assessment skills and expertise, and by providing a standard of market 
disciplines, Chinese bank managers and government officials are reluctant to cede management control to 
foreign banks.  
 The recognition and attempts to resolve the massive NPLs are admittance by the government of the 
fragility of the Chinese banking system. The crackdown by the government on the pervasive corruption and 
embezzlement has not eliminated the problem. The lack of transparency and burdensome bureaucracy not only 
imposes cost on the foreign banks doing business in China but also encourages the embezzlement. The Chinese 
government wants the benefits that foreign strategic investment can bring to help to resolve the problem banks 
and to restructure and modernize its banking sector yet unwilling to concede control to the foreign banks to do 
so. Until the Chinese government privatizes the banking system and take on only the regulatory and supervisory 
role and the lender of last resort, the banking system will not develop vibrantly through market disciplines and 
incentives to one comparable to western banking sophistication and standards. 
 The incentives of a bigger market share and profit opportunities for foreign banks to operate in the 
Chinese financial market may be attractive but the Chinese economic growth although considerable is far from 
stable. Social unrest and discontent due to the recent economic downturn is gaining ground and economic 



708 

inequality and rising unemployment are major concerns for the Chinese government. Job creation is a primary 
focus but the protection of domestic markets from competition will not enable China to become a financial 
global player. 
 
Conclusion 
 
The bad debt problems plaguing the Chinese banking system have been reprieved through the purchase of the 
NPLs by the AMCs government resolution agencies from the books of the major Chinese banks and with the 
injection of new capital from selling minority stakes to foreign banks. Foreign banks now have accessibility to 
the Chinese financial markets mostly without restrictions to some extent. Foreign banks have access to a wider 
range of financial opportunities and geographical markets since 2006 although the Chinese government has 
imposed artificial barriers and restrictions. However, the profitability for foreign banks has been decreasing 
while default risks have increased with rising NPLs. On the other hand, the profitability of major Chinese banks 
is improving while their NPLs are declining. The major challenge facing the foreign banks is to access the 
Chinese financial markets without the onerous restrictions imposed by the government, such as the limitation of 
minority stakes. The difficulty of risk evaluation of customers due to the lack of information and data can be 
resolved when the Chinese financial markets grow and develop and historical data accumulates. The Chinese 
banking system has benefited from foreign banks entry through the transfer of banking operations skills and the 
injection of capital enabling the Chinese banking system to avoid a crisis. However, the role of foreign banks in 
the development of the Chinese banking system is still a minor role. 
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Abstract 
 
HIV/AIDS has spread rapidly around the world since its identification in 1981, but it has had a disproportionate 
effect in the poorer regions of the world, where it threatens to reverse recent advances in social and economic 
development in emerging markets, particularly in southern Africa, Asia, and eastern Europe. This paper first 
examines the effect of HIV/AIDS on access to low-cost labor and growing markets, and then focuses on South Africa 
as a case study, since almost one-sixth of HIV/AIDS victims live in South Africa.  Why was the South African 
government so slow to respond to the crisis? The explanations include social stigma, gender inequality and official 
denialism.  The measures taken by domestic and multinational companies to deal with the problem are discussed, and 
the South African experience is linked to the situation facing other emerging markets.  The paper concludes with a 
discussion of best practices that firms should adopt. 
 
Introduction 
 
HIV/AIDS was first identified in the USA in 1981.  It spread rapidly through the world in the 1980s (Kaiser 
Family Foundation, 2008) and it is estimated that around 33 million people worldwide are currently infected 
with HIV/AIDS.  However, the disease has had a disproportionate effect in the poorer regions of the world 
(Avert, 2008a), where it threatens to reverse recent advances in social and economic development in emerging 
markets, particularly in South Africa, Thailand, Vietnam, and countries of eastern Europe. Two-thirds of the 
victims of HIV/AIDS, 22 million, live in sub-Saharan Africa and approximately 1.9 million additional people in 
that region were infected with HIV in 2007 alone (Avert, 2008b). Although sub-Saharan Africa has been the 
main focus of health workers and policy makers in the struggle against HIV/AIDS, the United Nations has 
identified  east Asia, central Asia and eastern Europe as areas where „the most striking increases‟ in the numbers 

of people living with HIV have occurred in recent years (UNAIDS, 2008d).  Asia was relatively unaffected 
during the early years of the disease but, by the early 1990s, outbreaks of HIV/ AIDS had occurred across the 
continent.  Infections spread rapidly and today HIV/AIDS is a growing problem in every region of Asia (Avert 
2008c). Although the percentage rates of prevalence may appear to be small, the population in many countries is 
so large that low percentages are translated into very large numbers of people living with HIV; UNAIDS 
estimates that over 5 million people were living with HIV in Asia in 2007 (UNAIDS, 2008a). The rising 
numbers of HIV/AIDS infections in India and China, with over 4 million cases between them, is causing 
particular concern (Sustainability.com).  Latin America and the Caribbean have not been spared, either.  It is 
estimated that over 1.5 million people are living with HIV in Latin America and the Caribbean.  In 2007 alone, 
around 63,000 people died of AIDS in the region and a further 140,000 became infected; the HIV prevalence 
rate among adults in five Latin American countries is more than 2% higher than anywhere else outside sub-
Saharan Africa (Avert, 2008a). In raw numbers, Brazil has witnessed the largest HIV epidemic, with about 
730,000 people infected, but the death rate there has fallen in recent years since access to treatment became 
easier.   

The implications of HIV/AIDS for global business cannot be understated.  During the past three 
decades, globalization has been driven in part by the dual imperatives of seeking lower cost locations for 
manufacturing goods (the globalization of production) and, in response to falling barriers to trade and changes in 
political systems, a search for new markets in countries and regions that had hitherto been closed (the 
globalization of markets).  HIV/AIDS has a direct impact on both these driving forces of globalization by 
raising the costs of doing business and reducing the size and purchasing power of the potential local market. 
According to the World Economic Forum (2006), nearly half of 11,000 business leaders surveyed in 117 
countries stated that HIV/AIDS will have an increasingly adverse affect on their operations over the next five 
years. The current global financial crisis and predictions of a worldwide recession make it more likely that the 

mailto:jpjohnson@rollins.edu
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funds available for tackling HIV/AIDS in emerging markets will diminish in the coming years, exacerbating 
what is already a major social, economic and humanitarian problem.   

This paper examines the impact of the HIV/AIDS epidemic on doing business in emerging markets.  It 
directly addresses the main theme of the conference – Strategies for Competitive Advantage and Sustainability – 
in two ways.  First, the competitive advantage of firms is clearly constrained when access to a low-cost 
workforce and increasingly affluent markets is reduced or becomes unavailable. Second, an important element 
of sustainability is sustainable human development (UNCTAD-UNDP, 2008); the high incidence of HIV/AIDS 
in many emerging markets has profoundly affected measures of human development as well as the achievement 
of sustainable development goals.  In addition, this topic is interdisciplinary and addresses many of the tracks 
and sub-topics of the conference: the challenge of emerging economies; corporate governance, social 
responsibility and ethical issues; the role of corporate philanthropy; and NGOs and human development.   

The paper is organized as follows: first, we examine the effect of HIV/AIDS on access to low-cost 
labor and growing markets, and then we focus on South Africa as a case study, since almost one-sixth of 
HIV/AIDS victims lives in South Africa.  We investigate why the South African government was so slow to 
respond to the crisis, and we include a discussion of the phenomena of social stigma, gender inequality and 
official denialism (Nattrass, 2006).  We then review the measures taken by domestic and multinational 
companies to deal with the problem, and we link the South African experience to the situation facing other 
emerging markets.  We conclude with a discussion of best practices that firms should adopt.  

 
HIV/AIDS and Globalization 
 
The presence of HIV/AIDS in emerging markets has a dual effect on the activities and operations of foreign-
based multinational enterprises (MNEs).  First of all, the degree of prevalence of the disease can impact the 
availability and quality of the local labor pool, which in turn can raise the cost of labor, while efforts to deal 
with the disease, whether instituted voluntarily by the MNE or required by the local government, also result in 
higher costs to the employer.  Second, the presence of HIV/AIDS within a family can drastically reduce the 
family‟s discretionary income and can lead to an increased number of destitute one-parent families and orphans.  
On a consolidated national scale, the result can be slower economic growth and/or a diminished consumer 
market. 
 The effect of HIV/AIDS on labor costs has been well documented.  Unlike most other epidemics, 
which tend to target the very young and the old, HIV/AIDS by its very nature targets sexually active adults who 
are predominantly young or middle-aged and are in their prime period of labor productivity, especially when it 
comes to industries that require manual or semi-skilled labor.  Another difference between HIV/AIDS and other 
epidemics is that its effects are not contemporaneous with the onset of the disease: HIV can remain dormant for 
5 to 10 years before the victim exhibits symptoms, during which time s/he may infect others.  Thus, the costs of 
harboring the disease are not immediately apparent.  However, in general costs can be classified as indirect and 
direct.  Direct costs include the cost to the employer for providing education and training programs to 
employees; the cost of health screenings and of medications for employees, and sometimes their family 
members, who contract the disease; the cost of benefit payments for employees who are too ill to work; the cost 
of hiring and training replacement workers; and the cost of insurance premiums.  The indirect costs to the 
employer include the higher cost of labor that is the result of a shrinking labor pool; reduced productivity that is 
caused by a higher degree of absenteeism; low worker morale, which can result in both lower productivity on 
the job and higher absenteeism; and the cost of dealing with complex legal, social, and political issues (Rosen et 
al, 2003).  It has been estimated that in countries with a high incidence of HIV/AIDS, the cost of dealing with 
the disease can increase the wage bill by between 0.4% and almost 6% -- not an insignificant amount for firms 
with a large labor force. 
 As noted above, the victims of HIV/AIDS tend to be sexually active young people, and often the 
family‟s main breadwinner (Rosen et al., 2003).  The effect on the family can be devastating, as the family 
spends much of its resources on medications and medical treatment, consuming its meager savings and much of 
its disposable income.  In Zambia, for example, it is reported that after the death of the father, who was the 
primary provider for the family, the monthly disposable income of two-thirds of the families fell by more than 
80% (Sustainability.com). In some cases, both parents in a family succumb to the disease, leaving behind a 
generation of orphans; in other cases, older children drop out of school in order to provide some additional 
income for the family and this, over time, lowers the nation‟s skills base as fewer young people go on to higher 
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education.  Overall, it has been estimated that in sub-Saharan Africa HIV/AIDS could reduce the growth rates of 
gross domestic product by between 0.5% and 2.6% per year (Rosen et al., 2003). At a time when economies 
around the world are facing lower growth, it is evident that the presence of HIV/AIDS can have a severe 
negative impact on market growth in developing and emerging markets.  
 
South Africa – A Case Study 
 
With over 5.5 million people diagnosed as HIV-positive, South Africa is the country with both the largest 
number of infections in the world and, at 11%, the country with the largest percentage of its population with 
HIV (UNAIDS, 2008b).  The country has gone through a political and cultural transition during the past twenty 
years, as the period of white-dominated apartheid gave way to majority black rule after the country‟s first truly 

democratic election voted into power the African National Congress, the mainly black opposition party that had 
been outlawed for decades.  Many of its leaders had joined Nelson Mandela in long periods of imprisonment in 
South Africa, while many more had spent years in exile in neighboring countries.  With the restoration of 
democracy and Nelson Mandela installed as President in 1994, foreign direct investment, much of which had 
boycotted South Africa during the latter years of apartheid, began to flood back into the country.  In addition, 
South Africa‟s is the largest economy in Africa, and so the country is often seen as a bell-weather and a leader 
for the rest of the continent.   For these reasons, many outside observers hoped and expected that South Africa 
would become a model for the rest of Africa in responding to HIV/AIDS. Unfortunately, as we will discuss 
later, its record in dealing with the crisis has been less than stellar. 
 Although the official statistics put the number of HIV-positive South Africans at over 5.5 million out of 
a population of almost 49 million (CIA Factbook, 2009), unofficial estimates put the incidence of infection as 
high as 29% (Rosen at al., 2003), and a recent UN study found median HIV rates among pregnant women in 
South Africa at just under 30% (Fig. 1).  

 
Source: UNAIDS (2008b) 

FIG.1: MEDIAN HIV PREVALENCE RATE AMONG WOMEN (15-49 YEARS) 
 

The same report found that more than 75% of the global deaths from AIDS in 2007 were in sub-Saharan Africa 
and that approximately 1.8 million people have died from AIDS in South Africa since the epidemic began 
(UNAIDS 2008b:1,4). Between 1990 and 2003, South Africa fell 33 places in the United Nations Human 
Development Index and average life expectancy in the country today is 54 years, compared with an expected 64 
years if AIDS were not a factor; indeed, over half of the 15-year olds in South Africa today are not expected to 
reach 60 years of age (Avert, 2008b).  Furthermore, it is expected that HIV-positive patients will soon account 
for 60%-70% of medical expenses in South African hospitals (Avert, 2008b).  Much of this cost will be borne, 
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directly or indirectly, by businesses. There is no doubt, then, that the extent of the HIV/AIDS epidemic in South 
Africa has raised the risks and the costs of doing business there (Rosen et al., 2003).   

The Political Response 
When a nation is hit by a crisis, its people tend to turn to its leaders – elected or unelected – for help and advice.  
What was surprising in South Africa was the lack of response by government officials, even after the scale of 
the crisis had become apparent and neighboring countries were energizing themselves to fight the epidemic.  
During the 1990s, as the HIV/AIDS crisis worsened, governments around the world were hampered in their 
response because the drugs that were being used were costly and complex to administer, and their efficacy had 
not been proven. Many African nations wanted less costly versions of the anti-retroviral (ARV) drugs that were 
thought to slow the effects of HIV but, at that time, the major pharmaceutical manufacturers were reluctant to 
allow local manufacture of generic versions of their patented drugs, for fear of losing their intellectual property 
protection.  Besides, they argued, patients need access to medical counseling and regular monitoring to ensure 
that they take the drugs in the right combination at the right time, and the medical infrastructure in many sub-
Saharan countries was not conducive to this (Spar and Bartlett, 2005).  While some countries focused on 
educating the public about HIV/AIDS – how it is contracted and how it can be diagnosed and treated – and on 
developing networks of clinics and peripatetic nurses, especially in rural areas, the South African government 
did not give the crisis the attention that it deserved.  In retrospect, many explanations have been given for this: 
the country‟s leaders were focused on creating a new constitution, creating new institutions in the judiciary and 
the security forces to reflect the new, multiracial South Africa, exorcising the sins of the old regime through its 
“Truth and Reconciliation Commission”, and on rebuilding the economy with the help of much-needed foreign 
investment (Feinstein, 2007).   

The political leaders were not alone in their slow response to HIV/AIDS.  Business leaders, too, were 
slow off the mark.  Dickinson (2004) suggests that there were multiple reasons for this.  He first discusses the 
two conventional arguments offered by business leaders: first, that the failure of government to react left 
businesses with an insurmountable problem and, second, that business leaders did not really understand how 
vulnerable their firms were to the havoc that the HIV/AIDS crisis could wreak.  As we noted above, because of 
the long latency period that is typical of HIV, where it does not develop into AIDS for several years, it is 
understandable that business leaders did not appreciate the enormity of the problem at first.  However, 
Dickinson suggests that there are other explanations for the slow response by business leaders, and these must 
also be taken into account.  He describes the four tensions that exist within the South African context: political, 
moral, industrial relations, and socioeconomic.  We have briefly discussed the political tensions already – the 
need to establish a new, multiracial state and to overcome the excesses and suspicions of the past.  The moral 
tension as it applies to HIV/AIDS was manifested in the official and cultural approach to sex education in the 
country: it was virtually non-existent. Young people received no formal sex education in the public schools and, 
consequently, sexually active young people were unaware of how HIV and other sexually transmitted diseases 
(STDs) were spread, or what precautions should be taken to protect oneself.  HIV/AIDS carried a stigma that 
often resulted in discrimination, rejection, and exclusion.  In 1986, 760 immigrant mineworkers in South Africa 
were sent back to their homes in central Africa because that region was thought to be the origin of HIV and the 
mineworkers might have been infected with the virus (Cameron, 2005: 52).  In 1996, 36 women in South Africa 
were stoned or stabbed to death by their neighbors after revealing that they were HIV positive (Cameron, 2005: 
53). That this ignorance about the disease had spread to the higher echelons of the ruling party, the African 
National Congress (ANC), was evident when the current ANC president, Jacob Zuma, admitted in court in 2006 
to having unprotected sex with an HIV-positive woman and stated that he had taken a shower afterwards to 
reduce the likelihood of contracting HIV (Biles, 2008).  As a result, even today official campaigns to raise 
public awareness of HIV/AIDS in South Africa are very subtle – and probably too subtle to be effective --  in 
comparison with, for example, Botswana, where roadside billboards warn of the dangers of sexual promiscuity 
and where free condoms are available in public restrooms.  The cultural taboo in South Africa against talking 
about sex or giving children accurate instruction on sexually-transmitted diseases has certainly played a part in 
making the issue less visible.   

Outsiders in any culture must be careful when they comment on taboo subjects since a common 
reaction is for members of the culture to become defensive about those practices, and sexual practices in South 
Africa is no exception.  In this case, the defense was led by Tabo Mbeki who, in 1999, succeeded Nelson 
Mandela as President of South Africa. As early as 1998, he was questioning the link between HIV and AIDS 
and, in a speech to university students in 2001, Mbeki openly challenged the science that was the foundation for 
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the prevention and treatment of HIV/AIDS around the world – that HIV is a sexually transmitted virus that 
should be treated with ARV drugs --  and argued that such a description was a racially-based attempt by former 
white colonizers to depict Africans as “a depraved and diseased people”(Ramphele, 2008: 232)  in order that 
western pharmaceutical companies could sell their expensive drugs to poor African countries.  Instead, argued 
Mbeki, AIDS is caused by poverty and malnutrition, conditions that expensive western drugs cannot alleviate. 
Mbeki‟s stance did not change even after 39 pharmaceutical firms dropped the intellectual property protection 
court case that they had initiated against the South African government and permitted the import of cheap 
generic versions of their ARV drugs.  Instead, the official approach to HIV/AIDS was one of denial of the 
problem. A decision by the South African Constitutional Court in 2002 forced the government to provide drugs 
to prevent the infection of newborn children, but even in 2006 official denialism was still evident when the 
minister of health, a qualified M.D., recommended at a  World Health Organization conference the application 
of garlic, beetroot, and African potatoes to treat AIDS  instead of ARV drugs (Ramphele, 2008: 241).  South 
Africa‟s leaders were lampooned in the press at home and abroad on account of their approach to aids (see 

Fig.2). 
Until Mbeki was ousted by Jacob Zuma‟s faction of the ANC in 2008, the government‟s official policy 

was to limit the number of ARV drugs available and to marginalize and obstruct efforts by AIDS activists to 
make such drugs more widely available.  This was in marked contrast to Brazil, where the government and 
AIDS activists worked together both to educate the public and to make ARV drugs available and affordable. 
According to a recent study by the Harvard School of Public Health, the South African government could have 
saved the lives of 365,000 people – including 35,000 babies who were born HIV-positive – if it had provided the 
drugs to AIDS patients and treated HIV-positive pregnant women with drugs that would prevent them from 
infecting their babies (Dugger, 2008).  However, with the appointment of a new minister of health in September 
2008, South Africa is now back in the mainstream and the era of official denialism appears to be over. 

 

 
Fig.2: Cartoon in the South African Mail and Guardian, 16 March 2000 

 

The Corporate Response 
During most of the present decade, corporations in South Africa, rather than the government, were in the 
forefront in the fight against HIV/AIDS.  In a survey of six South African firms, four of which were subsidiaries 
of foreign corporations, Rosen and his associates (Rosen et al., 2003) found an HIV prevalence rate of between 
7.9% and 29%, which correlated positively with an estimate that 25% of the adult population of South Africa 
was HIV-positive in 2001.  They estimated that the cost of one HIV infection ranged between 50% of the 
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employee‟s annual salary to 250% of the annual salary; for the 6 firms in their study, they calculated that the 
financial impact of HIV/AIDS – the “AIDS Tax” -- ranged from $13,300 per year for a retail business with less 
than 500 employees to as much as $11.9 million per year for a large utility with over 25,000 employees.  They 
concluded that the only cost-effective response is to fight the epidemic, and this can take two forms: (1) 
prevention, and (2) treatment.  The best approach is a combination of the two. 

Rosen et al. (2003) report that in the 1990s, companies in South Africa found that educational 
programs about HIV/AIDS alone were not successful in preventing HIV infection.  However, the risk of HIV 
infection is reduced when educational programs and treatment are provided for other STDs.  They advocate a 
four-step program of prevention that includes: 

1.  Educating employees, their families and the surrounding community about HIV/AIDS and how it 
can be prevented 

2. Offering treatment and counseling for other STDs 
3. Providing free condoms 
4. Providing free counseling and testing services for employees and families 

Other firms operating in South Africa found that there was an initial reluctance by employees to take advantage 
of such preventive programs, in part through fear of being discriminated against by the employer and/or their 
fellow workers, so several companies instituted the use of peer counselors, volunteers from the workforce who 
would be trained to administer the preventive program.  Because these peer counselors were known to the 
employees and were not associated with the management, companies such as Ford, Coca-Cola, and the main 
electrical utility,Eskom, introduced them successfully.  Daimler went one step further and allowed the 
employees to select their own peer advisor from a pool of volunteers (BRTA, 2008).  Although the effectiveness 
of workplace educational programs in South Africa is difficult to measure, Rosen et al. (2003) report a 50% 
reduction in the HIV infection rate in a community of 4,000 miners (p.11).  However, it is not clear what 
attempts are being made to educate the families and home communities of migrant workers whose homes might 
be hundreds of miles from their place of work.  Unless the wives and girlfriends that are left behind are also 
included in the outreach program, there is no guarantee that the good practices that are taught in the workplace 
will be carried back when the migrant worker returns home. Indeed, one of the inadvertent results of a focus on 
education in the workplace is that in South Africa today young women aged 15-24 face a greater risk of 
becoming infected than men (UNAIDS 2008b), with an HIV incidence rate more than 6 times higher than for 
men of the same age. Ramphele reports “a horrific epidemic of sexual assaults on young girls, including babies, 

by men believing the myth that sex with a virgin cleanses one of HIV” (2008: 238). She adds that sexism is 
entrenched in South African society, where “(m)en, as fathers, husbands and brothers, control women‟s bodies 

at various points in their life cycles” (2008: 239).  The question arises: To what extent can HIV/AIDS education 
alter deeply entrenched attitudes and stereotypical gender roles? 

When it comes to AIDS treatment, several major corporations in South Africa, including Anglo-
American and BMW, took it upon themselves to provide their employees with ARV drugs and other AIDS-
related treatment in the face of governmental indifference and denialism.  In August 2002, Anglo-American 
announced that it was planning to make ARV therapy available to its employees.  One year later, almost 1,000 
employees were receiving ARV therapy, 90% of whom were keeping to their medication regimes (Trahar, 
2004).  Rosen and associates (2003) estimated that the annual cost of providing ARV drugs in 2002 was $500 
per patient, and although the cost today might be higher, these researchers‟ cost/benefit calculations resulted in a 

positive return to the firm.  The typical treatment is a highly active ARV therapy (HAART) – a combination of 
drugs that must be taken in regular doses and which requires close medical monitoring.  This is easier to do 
where the employees are located in a large manufacturing or mining facility, where company clinics and nurses 
are readily available.  However, it is more difficult to monitor patients when the employees are dispersed; in the 
case of migrant workers, too, treating and monitoring their family members in the home community may stretch 
the resources of the company.   

Several companies operating in South Africa have collaborated with non-governmental organizations 
(NGOs) to introduce novel approaches as well as best practices borrowed from elsewhere.  For example, UK-
based Anglo-American Corporation works with a Swiss-based NGO, The Global Fund, to support Love Life, “a 
broad based coalition of international foundations working in HIV/AIDS prevention, major South African media 
organizations and private corporations, the government of South Africa, and leading South African non-
government organizations with one shared goal – to turn back the epidemic of HIV/AIDS, and related epidemics 
of teenage pregnancy and sexually transmitted infections, among South Africa‟s young people” (Love Life, 
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2009).  Similarly, Germany‟s Daimler corporation partnered with G72, an agency of the German government, to 

establish Daimler‟s HIV and AIDS Workplace Program at its Durban plant. 
 
HIV/AIDS Programs in the Workplace 
 
For many western companies, it has been a challenge to take over responsibilities and activities that were 
assumed to be the responsibility of national and local governments.  Yet multinationals corporations have 
unique networks of resources and contacts that are often beyond the reach of national governments.  It has often 
been pointed out that the largest multinationals, such as Exxon and Wal-Mart, have annual revenues that dwarf 
the gross national product of many states.  In a time of crisis, as Rosen and associates concluded: “Not only is 

AIDS your business; fighting it also makes good business sense” (Rosen et al., 2003:11).  As late as 2006, the 
WEF found that very few of the 11,000 business leaders that it surveyed reported that their company had 
conducted an HIV/AIDS risk assessment or had implementing policies regarding the treatment of employees 
who were HIV-positive (World Economic Forum, 2006).  The WEF recommended that firms should not focus 
only on prevention but should develop support systems to assist employees to obtain ARV drugs and other 
medical treatment.  According to Tony Trahar, CEO of Anglo-American when the company introduced ARV 
therapy in 2002: 

“The decision to go for [ARV therapy] was one of the most complex and difficult of my business 
career. There is no certainty and no precise and quantifiable way of knowing its short to medium—

term financial impacts. But the costs are manageable and will fall as ART use 
increases. I am, however, more convinced than ever that the decision was the right one. 
We owed it to our staff and to the society of which we are a part.”             (Trahar, 2004) 

Trahar acknowledged that two of the biggest challenges to the successful introduction of the program were 
stigma and denial.  While stigma can be dealt with, to a certain extent, by implementing non-discriminatory 
policies to protect and support employees who are HIV-positive, denial can be more difficult to tackle.  
Employees who are in denial may be reluctant to attend peer-education sessions or to undergo voluntary 
screening until they develop full-blown AIDS, at which point they might be too weak or too despondent to seek 
treatment.  In South Africa, this author was told that, once the illness has progressed from HIV to an 
opportunistic infection, it is not uncommon for workers to go home to their rural village to die, or to seek 
treatment from the local traditional healer, rather than identify themselves to their co-workers as HIV-positive.   

From the experiences of companies working in developed nations and emerging markets, the key 
elements of an HIV/AIDS prevention and treatment program comprise the 8 activities shown in Table 1: 

 
TABLE 1: 8-STEP HIV/AIDS PREVENTION & TREATMENT PROGRAM  

 
 ACTIVITY 

1. 
Clearly stated and enforced non-discriminatory policies concerning the hiring, 
promotion, pay, or benefits of HIV-positive employees 

2. 
Advocacy and education to raise awareness of HIV/AIDS and to overcome the 
stigma/discrimination associated with it 

3. 

Prevention education, using peer educators where appropriate: 
a. Educating employees, their families and the surrounding 

community about HIV/AIDS and how it can be prevented 
b. Offering treatment and counseling for other STDs 
c. Providing free condoms 

4. 
Access to voluntary testing and counseling for employees and their immediate 
family 

5. Support and treatment for employees and their dependants 
6. Home care, where necessary (and feasible) 
7. Cooperate with local and national government agencies and NGOs 
8. Work with business partners, especially small and medium-sized enterprises to 

support action and share experiences 
(Rosen, 2003; SustainAbility, 2008) 
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Conclusion 
 
South Africa‟s experience in dealing with HIV/AIDS has been different from that of most other emerging 
markets, primarily because of delays in confronting the crisis that were caused by the nation‟s unique 

circumstances in the mid-1990s, exacerbated by the denialist policy of its senior political leaders from 1999 to 
2008.  However, the lack of urgency exhibited by the South African government provided the opportunity for 
visionary business leaders to step in to do what they thought must be done, from a moral, business, and 
pragmatic point of view.  As Dickinson (2004) noted, the reaction of business leaders was slow at first, partly 
because the seriousness of the crisis was not apparent, but partly because of the underlying tensions in South 
Africa between the predominantly black workers and political leaders and the predominantly white business 
leaders. When President Mbeki‟s depiction of AIDS as a neo-colonial western conspiracy is added to the pot, it 
is surprising in retrospect that South African businesses were able to achieve as much as they did in the face of 
official apathy.  It is clear, however, from Rosen et al.‟s (2003) study that HIV/AIDS was already taking its toll 

in the South African workforce and it is likely that the employees appreciated that something had to be done, 
even though there might have been considerable confusion about what HIV/AIDS was, how it was transmitted, 
and how it could be treated.   
 The leadership exhibited by Anglo-American and other major corporations in South Africa was 
exemplary.  Rather than dealing with the situation in the patriarchal way that had typified South African 
industrial relations under the apartheid regime, these corporations treated their employees with dignity and 
respect, realizing the necessity to overcome barriers of suspicion and distrust that had built up over the years.  
With little or no help forthcoming from official sources, corporations looked to other sources such as The 
United Nations, the World Health Organization, and other NGOs for help and advice, tapping into their global 
networks to discover how their counterparts in other countries were dealing with the problem, with the 
realization that, in the long run, not dealing with the problem would be more costly than trying to deal with it. 
 What does this mean for other emerging markets?  At present, some seem to have taken the necessary 
steps to contain the spread of AIDS.  In particular, Brazil has devoted considerable resources to ensuring access 
to both prevention programs and treatment, which has helped to stabilize the epidemic (UNAIDS 2008c).  In 
other emerging markets, however, particularly in eastern Europe, India and China, there are fears that the 
incidence of HIV/AIDS is on the rise.  In the Russian Federation, the HIV epidemic continues to grow, although 
more slowly than in the late 1990s, but it is concentrated in the urban industrialized areas (UNAIDS, 2008d). As 
we noted earlier, this is where multinationals seek both labor for their operations and markets for their goods. 
Similarly, in India and China the number of HIV infections represents a small percentage of the population but 
over 4 million people in raw numbers.  Many of these live on the fringes of society as drug users or sex workers, 
but without a comprehensive program of education and treatment available to the public, there is a danger that 
the epidemic could spread to the public at large.  The situation would be particularly perilous if the economic 
recession in the developed world led to a sudden and deep economic decline in these two nations, throwing tens 
of millions out of work and stretching the public health system to its limit.   

Now is the time for companies operating in emerging markets to take stock, to conduct an HIV/AIDS 
risk assessment, to introduce policies that address issues concerning HIV-positive employees, and to implement 
a rigorous awareness and education program, if one is not already in place.  Companies should also make 
contingency plans for providing ARV drugs and medical treatment if the local authorities are unwilling or 
unable to do so.  As business research and the South African experience have demonstrated: “Not only is AIDS 

your business; fighting it also makes good business sense.” (Rosen et al., 2003: 11) 
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Abstract 
 
Financial inclusion has been a major theme in both industrialized and developing economies in the era of financial 
globalization. When microcredit institutions have received limited success in many countries, microfinance is being 
used in India for the purpose of accomplishing universal financial inclusion. This paper recognizes the overwhelming 
efforts of the Government of India and focuses on the success of the linkage between commercial banks and self-help 
groups (SHGs). The SHGs comprising predominantly women groups help in the social cause of alleviation of poverty, 
, increase of sustainability, reduction of vulnerability, improvement of  capacity building and help the weaker sections 
build assets. Increased education, better standard of living, reduced child mortality and child labor, emancipation 
cum empowerment of women, and communal harmony are value adding benefits to the country. 
 
Introduction 
 
Financial sector reform in India since independence is essentially focused on the theme of universal financial 
inclusion but the objective still remains a work in process. Various steps have yielded target oriented results 
such as branch expansion for commercial banks thanks to nationalization, creation of Regional Rural Banks to 
assist the farming sector, and state sponsored programs in financing the priority sector. The country has had 
consistent attempts to offer innovative solutions such as, the Integrated Rural Development Program (IRDP), to 
the problems of the poor. These efforts became predominantly felt in the post-nationalization era of major 
banks. The country’s overwhelming steps to promote small, medium and micro enterprises in their 

entrepreneurial progress and skill development are considered a dire need (Venkataramany and Fox, 2009). 
India has received foreign direct investment of about $100 billion from 1991 to 2008 but still about 240 

million people are estimated to be living below poverty line. The country is well-served by numerous types of 
financial institutions – 84 commercial banks, 133 regional rural banks, 55 corporations, 13,014 non-banking 
finance co-operative societies (NBFCs), and 111,777 co-operative institutions. The formation of the National 
Bank for Agriculture and Rural Development (NABARD) was the highlight of numerous efforts of the 
Government of India. 
 
Literature Review 
 
An International Perspective of Financial Exclusion and Financial Inclusion 
 
Financial globalization has caused banks to focus on their key credit markets and global portfolio of assets 
thereby relying on local dynamics for aspects of financial inclusion or financial exclusion (Dymski, 2005). 
Access to basic banking services for the transmission of money services is an accurate way to assess financial 
exclusion. Financial exclusion occurs when some members or households are denied access to all financial 
services. The reasons for the exclusion may stem from past history and culture of the society. It eventually leads 
to societal problems such as widespread poverty, concerns of health, lack of education and illiteracy, 
unemployment, and poor productivity. Financial exclusion thus is a systemic problem hampering sustainable 
development. Governmental efforts to thwart it are usually undermined by disintegrated regulatory practices 
(Vaas, 2007). Those without access to financial services have no other alternative but turning to informal and 
illegal market. They submit themselves to exploitation and predatory lending practices. The process of financial 
liberalization and economic integration in Mexico has paved way for foreign financial institutions to acquire six 
major local banks but low and medium income households’ access to credit markets still remains limited (Biles, 

2005). Financial exclusion can be found in both developed and developing economies.  
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Industrialized economies are not exception to cases of financial exclusion where the goal of financial 
inclusion involves resolution of conflict between social goal and profitability. The Saver Plus program of 
Australia would have been successful in encouraging savings behavior if it had included involvement of 
community groups, financial education and also co-contribution arrangements (Russell, Brooks, Nair and 
Fredline, 2006). Privatization of the postal system in Japan that has been a traditional savings vehicle has led to 
possible occurrence of financial exclusion (Kaneko and Metoki, 2008). Policy response in Europe for the 
promotion of basic financial inclusion has been ad hoc and country specific policy-making by the EC is not as 
effective as a national solution as seen in the US-style affirmative action (Carbo, Gardener and Molyneux, 
2007). 

The case of the UK has been addressed by numerous scholars whose studies have focused on financial 
inclusion, financial exclusion, and the Treasury’s efforts to overcome the challenges. The country has realized 
that f financial exclusion may be overcome and financial literacy may spread only through credit unions as they 
have a social purpose (Evans and Broome, 2005). Co-operative credit unions in the UK have served the cause of 
addressing poverty and promotion of financial inclusion. The support of the government especially the 
treasury’s Financial Inclusion Fund has made an impact within financially excluded communities (Jones 2008). 
In the last two decades, community credit unions being small had marginal impact within financially excluded 
communities. The Financial Inclusion Task Fund has brought a significant transformation in the sector. The 
credit unions have grown to market-oriented and commercial social enterprises. Their capacity to tackle 
financial exclusion from a local reach to national appeal has flourished (Jones, 2006). The growth of the 
Community Development Loan Fund (CDLF) as alternative financial institutions in the UK was mainly to 
overcome financial exclusion to disadvantaged households and promote financial inclusion (Buttle and Bryson, 
2005). In the past two decades, increased costs of adopting advanced technology and the need for cost reduction 
have made the mainstream of financial services infrastructure to be only in urban and metropolitan centers. 
Their imminent withdrawal from lower income suburbs has given an opportunity to costly sub-prime lenders 
thrive. Area-based solutions have been considered a viable, affordable, and social-welfare oriented alternative to 
assist disadvantaged communities. Unless these units embed themselves in the communities they serve, their 
limitations would undermine their very existence as evidenced by Financial Inclusion Newcastle (FIN) in the 
North East of England (Fuller, 2008). Financial inclusion must include the three essential dimensions of 
banking, consumer credit and insurance and the importance of the concept has become more felt in cashless 
economies (Collard, 2007). 

In Spain, groups at risk of social and financial exclusion are supported by individual loans through the 
country’s microenterprise initiatives (Garrido and Calderón, 2006). Financial exclusion in Spain also explains 
the concept of financial deepening and bank dependence (Valverde, Carbó; and Francisco, 2004). Financial 
deepening involves the development of traditional and non-traditional financial services. Bank dependence 
makes reliance on banks by households and firms heavy. Most discussions on financial exclusion point towards 
the retail banking services but it must include access to home mortgages as evidenced in the case study of Milan 
(Aalbers, 2007). Financial exclusion in Canada is more concentrated among low-income households. Naturally, 
such households are not mainly interested in new banking technologies but only in gaining access to financial 
services (Buckland and Xiao-Yuan, 2008). .A society with financial exclusion also suffers from unemployment, 
reduced production levels and lack of productivity resulting in a high debt to output ratio as evidenced in the 
emerging economies (Hatchondo, Martines, and Sapriza, 2007). Lessons learned from Sub-Saharan emerging 
economies suggest that several socio-economic factors must be included in the formulation of monetary policy 
and programs besides good governance (Chibba, 2008).  
 
Financial Exclusion and Efforts for Financial Inclusion in the Indian Context 
 
Poor and non-poor people in many developing countries experience severe financial exclusion thereby creating 
obstacles for growth and reducing income inequality. Finance creates value and ensures efficient resource 
allocation (Beck and Demirgüç-Kunt, 2008). It is worth examining whether access to credit is a right. Access to 
financial services may help the poor in several ways but it may also lead to excessive indebtedness too (Hudon, 
2009), a view endorsed by the planning commission of India. Sparsely populated hilly areas with poor 
infrastructure, difficulty of access, lack of awareness among consumers, social exclusion, low income and 
illiteracy are some of the important reasons for financial exclusion in India (Throat, 2007). The Indian 
perspective of financial inclusion emphasizes access to financial services in three specific dimensions of credit, 
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wealth creation and contingency management. Beyond credit, the provision of a wide range of financial 
services, including saving accounts, insurance, and remittance facilities are needed. Credit in itself is considered 
good if it is self-liquidating and is used for production of units that could be sold for a price. It also increases 
employment for the borrower and the entire household. The credit must address credit needs of the 
disadvantaged households for entrepreneurial livelihood, emergency loans, residential mortgages, and consumer 
loans. For the goal of poverty alleviation to be fulfilled, financial inclusion must ensure that poor people also 
may work towards wealth creation through savings and investment plans. Contingency planning must include 
retirement planning for pension benefits, insurable contingencies for health care, crop insurance and asset 
protection, and also some buffer savings. 

The Government of India constituted a “Committee on Financial Inclusion” and the Committee 
submitted its final report to the finance ministry in January 2008. The committee has defined Financial Inclusion 
as "the process of ensuring access to financial services and timely and adequate credit where needed by 
vulnerable groups such as weaker sections and low income groups at an affordable cost.” It has recommended 
setting up of two funds namely, Financial Inclusion Fund (FIF) and Financial Inclusion Technology Fund 
(FITF). The two funds have been established with NABARD which is the coordinating agency for all initiatives 
of financial inclusion. There are several forms of financial institutions offering microcredit. Domestic 
commercial banks in the public and private sector at the national level and Regional Rural Banks (RRB), co-
operative banks, registered & unregistered non-banking finance corporations (NBFC) and other trusts & 
societies at the regional level provide superfluous services to ensure total financial inclusion. While 95% of the 
salaried class has bank accounts, only 14% of agricultural labor force has access to similar facilities. 79% of the 
people in the low income group receive credit assistance from the informal market such as, money lenders. 
Thus, the financial system in India has at times failed to reach out to the poor and weak sections of the society 
mostly due to the undesirable intervention by the state as indicated by blanket moratoriums, interest subsidies, 
and also non-commercial interferences. The limited disbursals made by the system to the poor as rural credit for 
development are also seemingly not collectible thereby undermining the sustainability and potential of rural 
finance (Rao, Mahajan, Leeladhar, Vasimalai, Reddy, Mohan, Sriram and Vikalpa, 2005).  

According to the Planning Commission of India, there are about 16,400 non-governmental 
organizations (NGOs) voluntarily engaged in finding sustainable development for the poor. An earlier study 
undertaken in 2002 by PRIA, an International Center for learning and promotion of participation and democratic 
governance in association with the Institute for Policy Studies, Johns Hopkins University had estimated that 
nearly 1.2 million non-profit organizations (NPOs) were operating in India in 2000. These NPOs operated with 
about $4 billion mostly funded by domestic households. They remained largely invisible but with widespread 
impact because they were private, self-governing, voluntary, and non-profit distributing (Tandon and Srivastava, 
2002). Many multinational corporations are also assisting government, aid agencies and NGOs in reducing 
poverty through trade. Unilever, Proctor & Gamble and CEMEX are all recent examples in integrating social 
innovation strategies in its business operations (Stefanovic, 2007). Unilever in partnership with NGOs has 
created Shakti, a rural network that employs 31,000 women and sells products to rural customers in more than 
100,000 villages. India has numerous national and regional programs such as, Self Employed Women's 
Association (SEWA), Swarnajayanti Gram Swarozgar Yojana (SGSY) and Society for Helping Awakening of 
Rural Poor through Education (SHARE). Our focus will be on one important dimension namely, the Self-Help 
Group (SHG) wherein the NGOs play a vital role voluntarily. 
 
Self-Help Groups 
 
While microcredit refers to credit assistance of a low magnitude, microfinance offers a broad perspective for 
universal financial inclusion by adding thrift, savings, insurance and other financial services to credit. The Self-
Help Groups (SHGs) represent a non-institutional channel of microfinance. An SHG is a registered or 
unregistered group of micro entrepreneurs having similarities in their social and economic background, 
voluntarily forming a cohesive group. The members agree to save small amounts regularly thereby pooling their 
savings into a common fund and their emergency needs are supported by the common fund on a mutual help 
basis. The group members use collective wisdom and peer pressure to ensure proper end-use of credit and 
timely repayment thereof, a method recognized as an effective substitute for collaterals. An individual from a 
weak and vulnerable group gains strength by being a part of a cohesive group. The objectives of the SHG 
program are to alleviate poverty, increase sustainability, reduce vulnerability, improve capacity building and 
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help the weaker sections build assets. Increased education, better standard of living, reduced child mortality and 
child labor, emancipation cum empowerment of women, and communal cum religious harmony are value 
adding benefits to the country. Through the membership in a homogeneous team, women area able to engage in 
active production, embed their skills in a network for potential synergistic opportunities, become aware of 
numerous government and non-government programs, and also overcome social limitations. 

Financing through SHGs reduces transaction costs for lenders and borrowers at the same time. Lenders 
have to handle only a single SHG account which makes it a commercially viable transaction. They do not have 
to handle a large number of small-sized individual accounts. Borrowers save expenses on travel and time in 
completing applications and supporting documents. They do not have to suffer loss of wages by missing 
workdays in order to get a small loan. Minimizing transactions costs of micro-payments is only one part of the 
task. The transaction involves a systematic investment plan (SIP) of four dollars per month by aggregation for 
the whole group of ten members which implies a saving of forty cents by each individual. Ten years ago, banks 
permitted SHGs to open bank accounts and it is time that mutual funds recognized SHGs as legitimate 
participants. 
 
SHG-Bank Linkage Program 
 
The national bank for Agriculture and Rural Development (NABARD) launched a pilot project on savings and 
credit management in 1986 in conjunction with Mysore Resettlement and Development Agency (MYRADA). 
An enhanced effort came into place permanently in 1991 with the SHG-bank linkage program whereby the 
country’s central bank advised commercial banks to consider credit assistance to SHGs to be included in the 

priority sector. There is some semblance of the Grameen bank Model in the SHGs but there are several 
differences in terms of number of individuals in a group, affinity, freedom, amount of credit and interest rates 
(Chandirakala, 2008). Two models of microfinance are practiced in India. The Self-Help Group (SHG)-Bank 
linkage model is the dominant channel where commercial banks lend directly to SHGs formed explicitly for this 
purpose. This serves as a meaningful link between commercial banks and the SHGs. The second model is the 
Microfinance Institution (MFI) model where MFIs borrow funds from banks for onward lending to 
microfinance clients, many of whom form joint liability groups for this purpose. As of March 2007, more than 
2.9 million SHGs were linked to banks covering a total flow of credit of about five billion dollars as shown in 
table 1. Until 2003, the majority of the SHGs were located in the four states in South India but the concept is 
being received with success in the northern part of the country in the past five years. 
 

During the 
year

Cumulative 
total

During the 
year

Cumulative 
total

1992-99 33 33 $13.26 $13.26

2000 82 115 $31.63 $44.88

2001 149 264 $66.98 $111.86

2002 198 462 $126.74 $238.60

2003 256 718 $237.67 $476.28

2004 362 1,080 $431.63 $907.91

2005 539 1,619 $696.28 $1,604.19

2006 620 2,239 $1,046.28 $2,650.47

2007 686 2,925 $1,544.88 $4,195.35
Source: The Reserve Bank of India, Annual Report 2008 (Adapted)

Table 1 Growth Pattern of SHG-Bank Linkage Program

Total SHGs Financed by 
Banks ('000)

Bank Loans
(Millions)Year ending 

March 31
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More than ninety percent of SHGs happen to be groups of women as shown in Table 2 and thus the 
system paves way for emancipation of women. Women entrepreneurs evolve and their production leads to the 
desired economic growth. There is ample literature available on women entrepreneurship. Johnson offers a 
feminine perspective and stresses on gender bias when it comes to financial exclusion (Johnson, 1999). Huge 
international financial institutions have successfully adapted viable business models in India as the country’s 

landscape offers and demands. They are engaged in promoting financial literacy, skill development, and 
business knowledge among the poor, particularly rural women. These institutional efforts lead to the fulfillment 
of several environmental and social initiatives such as water conservation, sustainability and livelihood creation 
(Marar, Iyer and Brahme, 2009). The level of awareness of services, utilization and satisfaction provided by 
supporting agencies among women entrepreneurs tends to be low according to a study in select states of 
Northern India (Kumar, 2008). Numerous agencies are engaged in training programs furthering skill 
development, motivation and managerial input understanding the successful business models but some training 
centers are not as successful as those at the central and state levels (Nagesh and Narasimha, 2008). 
 

Institution
Number of 

SHGs
Loans Disbursed

Number of 
SHGs

Loans Disbursed

Public Sector Banks 537,228 8,091,000$           466,318 6,915,674$             

Private Sector Banks 34,408 1,022,814$           32,802 1,001,721$             

Total 571,636 9,113,814$           499,120 7,917,395$             

Total SHGs Exclusively for Women

Table 2 Bank Loans Disbursed to SHGs by Commercial Banks During 2006-07

Source: The Reserve Bank of India, Report on Trend and Progress of Banking in India, 2007-08
 

 
Public sector banks and regional rural banks offer financial services to nearly 80 percent and 90 percent of credit 
facilities to the SHGs as shown in Table 3. The average loan per group is about $1,200 which implies that an 
individual member of an SHG has an outstanding loan of $60. 
 

Institution
Number of 

SHGs
Share (%)

Amount 
(million)

Share (%)
Outstanding 

Loan per SHG

Public Sector Banks 1,810,353 62.5% 2,350.00$       66.5% 1,057$             

Private Sector Banks 82,663 2.9% 152.86$          4.3% 1,505$             

Regional Rural Banks 729,255 25.2% 800.57$          22.7% 893$                

Co-operative Banks 272,234 9.4% 229.71$          6.5% 685$                

Total 2,894,505 100.0% 3,533.14$       100.0% 1,221$             

Table 3 Bank Loans Outstanding against SHGs, March 31, 2007

Source: The Reserve Bank of India, Annual Report 2007-08  
 
The recovery rate for the credit facilities has been satisfactory. About 37 percent of banks reported recovery of 
above 95 percent under the program. 36 percent of banks reported recovery in the range of 80 to 94 percent 
while 20 percent banks had recovery in the range of 50 to 79 percent. Only 7 percent of banks had a recovery 
rate of less than 50 percent as indicated in Table 4. 
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Institution
95 per cent 
and above

80 to 94 per 
cent

50 to 79 per 
cent

less than 50 
per cent

Commercial Banks 30.60% 41.70% 27.80% 0.00%

Regional Rural Banks 27.40% 47.90% 17.80% 6.80%

Co-operative Banks 42.00% 30.40% 19.30% 8.30%

Total 36.90% 36.20% 20.00% 6.90%

Table 4 Recovery Indicators for Bank Loans given to SHGs

Source: The Reserve Bank of India, Trend and Progress of Banking in India, 2007-08
 

 
The concept of microfinance is very much realized in that as more than four million savings accounts have been 
opened for SHGs by the commercial banks but only about 2.9 million of them have obtained credits from the 
banks as shown in Table 5. 
 

Number of 
Accounts 

('000)

Amount 
(million)

Number of 
Accounts 

('000)

Amount 
(million)

Commercial Banks 2,293.77 $440.10 1,893.01 $2,037.30

Regional Rural Banks 1,183.07 $269.37 729.26 $651.57

Co-operative Banks 683.75 $107.44 272.23 $187.06

Total 4,160.59 $816.91 2,894.50 $2,875.93
Source: NABARD Annual Report 2007-08

Savings Loans

Institution

Table 5 Savings by and Loans Outstanding to SHGs
(as of March 31, 2007)

 
 
Table 6 shows evidence of commercial banks and regional rural banks controlling about 85 percent of savings 
accounts opened exclusively by women SHGs. 
 

Institution
Number of 
Accounts 

('000)
Share

Amount of 
Savings

Share

Commercial Banks 1,794.73 54.9% $383.95 54.6%

Regional Rural Banks 974.81 29.8% $242.56 34.5%

Co-operative Banks 501.71 15.3% $76.98 10.9%

Total 3,271.25 100.0% $703.49 100.0%

Source: The Reserve Bank of India, Trend and Progress of Banking in India, 2007-08

Table 6 Savings of Exclusive Women SHGs
(as of March 31, 2007)

 
 
Conclusion 
 
The Planning Commission of India is considering six major steps to be undertaken for universal financial 
inclusion. First, India needs an organizational structure that facilitates inclusion by promoting small banks 
despite their lack of viability due to high fixed costs. They must be able to provide both asset and liability 
products to small clients. Second is the focus on risk mitigation whereby vulnerable sections of society may 
afford low-cost insurance protection for life, healthcare, agricultural output and any other contingency through 
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formation of micro-insurance firms. Third, norms pertaining to priority sector lending targets and the, use of 
government subsidies must be revisited and institutional changes need to be introduced including a deregulated 
interest rate environment. The debate whether interest rate ceilings benefit the poor produces varied results. 
Countries with interest rate ceilings have poor market penetration as seen in Tunisia and Colombia but those 
without ceilings have better penetration as evidenced in Bolivia and Morocco (Helms and Reille 2004). 
Fourthly, the use of technology must become prevalent to reduce the effective cost of delivery of financial 
products. The Boston Consulting Group report estimates the cost of funds to be 9 percent, provision for bad 
debts is 10 percent and the combined costs of consumer acquisition, transaction and operation cost is 13 percent 
for the weaker sections thus making financial services to be unprofitable. Overall improvement of infrastructure 
for financial inclusion and the propagation of financial literacy are the last two items for implementation. 

Though we have witnessed the decline of government-funded institutions in the international sphere, 
co-operatives have to combat financial exclusion. International and public sector organizations still can enhance 
the ability of co-operatives so that their members may have access to a variety of financial services (Rogaly, 
1998). Research on banking mainly examines only the banking needs of core customers but, the views of people 
experiencing financial exclusion remain always unknown (Panigyrakis, Theodoridis,and Veloutsou, 2002). 

As of now, the SHGs are able to serve nearly 60 million people and the task of bringing the remaining 
180 million people still living below poverty line is a daunting task. Seeking relief from problems and providing 
welfare is the primary goal of the SHGs and the success thereof would lead to a strong community development 
ensuring eradication of social evils in the environment. Sustainable systems development and the integration of 
all sections would be the ultimate benefits for India. 
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Abstract 
 
This paper examines the relationship between the human resource management processes of induction, recruitment 
and selection, performance management,  reward management,  and training and development and the key logistics 
capabilities of integrated logistics services (ILS), information and communication technology (ICT), flexible supply 
chain (FSC) solutions, and industry-specific logistics expertise (ISLE) in 98 logistic service providers in China. Using 
regression analysis, induction, training and development were found to enhance ILS while recruitment and selection 
was found to have a negative impact on ILS.  Reward and performance management were found to affect ICT 
capability, while performance management and induction, training and development were found to determine FSC.  
Finally, ISLE was found to be dependent mainly on induction, training and development.   The implications of these 
findings in relation to the contextual characteristics and further research are discussed. 
 
Introduction 
 
The view that people in organisations provide competitive advantage and affect organisational effectiveness led 
to greater attention to human resource management (HRM) processes and practices (Becker & Huselid 1998).  
This view was paralleled by the development of the Chinese economy and the changes that occurred there since 
the reforms commencing in the late 1970‟s.  These reforms saw the opening up of the Chinese state-run 
economic system and its transition to a market economy.  As a consequence of China‟s reforms and the 

autonomy firms gained to manage their own affairs, a greater need for specialized human competencies 
followed.  Many foreign firms now operating in China face a number of issues relating to the management of 
the local workforce (Ahlstrom, Bruton & Chan 2001), which have implications for their effectiveness and the 
quality of their products and services.   

The term HRM has been used extensively in China, frequently as a synonym to personnel management.  
More recently, the term has been used in a broader sense (Zhu et al. 2005), with clear evidence that the 
traditional Chinese HR practices have changed (Cooke 2005).  What is evolving is a hybrid form of HRM „with 

Chinese characteristics‟ that, at present, is mainly concerned with short term issues rather than more strategic 
ones (Warner, 2008, p. 779). The development of HRM in China has been found to be related to a number of 
characteristics, such as ownership structure of organisations, with foreign-owned organisations more likely to 
have an embedded HRM function; organizational size, with larger organisations more likely to have developed 
HRM practices; and location, with organisations located in the south of the country more likely to have more 
developed and sophisticated HRM practices (Warner, M. 2008).  Zhu et al. (2005) found that strategic HR 
participation and the changing business environment were the strongest influences undergirding the adoption of 
HRM in China. 

Globally, logistics has emerged as a significant growth sector in most nations.  Reputed to be the 
world‟s manufacturing hub, China is among those nations where the demand for logistics and supply chain 
services has been growing at a monumental pace (Bolton & Wei 2003; China Logistics Yearbook 2006; Goh & 
Ling 2003).  The growth of the logistics service market in China has far outstripped the pace of its logistics 
infrastructure development, despite the vast amount of investment being channelled to develop its transport and 
logistics-related infrastructure.  China suffers from a glaring lack of modern logistics infrastructure and its  
logistics operations are exposed to a large array of risks (Kerr 2005).  Inadequate logistics infrastructure coupled 
with lack of skilled workers and management resources are some of the reasons blamed for the high levels of 
loss, damage, and deterioration of stocks experienced, especially for perishable goods (Dolven 2002; Kerr 
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2005).  These challenges, however, also generated opportunities for companies with advanced logistics systems 
and skilled people to grow their market.  

There is a general reluctance of organisations to emphasise HRM practices in order to improve services 
to customers, despite evidence that HRM practices have shown to be important elements of service quality and 
customer satisfaction (Li, Yang & Wu 2008, p. 1888).   Similarly, logistics service providers (LSPs) in China 
tend to concentrate on systemic or structural, rather than human resource, aspects to improve their organisational 
effectiveness.  The lack of emphasis on HRM appears to be more pronounced in China, because employees 
continue to be seen as „a cheap, expendable resource‟ (Glover & Siu 2000, p. 867).  To overcome this issue in 
the Chinese context, Glover and Siu (2000) argue, specific approaches that are appropriate for China need to be 
developed to address issues of recruitment, training and development, and reward, instead of mimicking 
Western quality management models that are less likely to work.  

This paper reports on an exploratory research project that examines the relationship between the HRM 
processes of induction, recruitment and selection, performance management, reward management, and training 
and development and the key logistics and supply chain (LSC) capabilities of providing integrated logistics 
services (ILS), using information and communication technology (ICT) to solve complex logistic problems, 
devising flexible supply chain (FSC) solutions, and offering industry-specific logistics expertise (ISLE).  The 
literature section looks at HRM in China, the key logistics capabilities examined and their relationship.  The 
methodology section outlines the data collection process, the sample and instrument used, while the findings and 
their implications are discussed in the final section.  The key aim of this paper is to explore the relationships 
between HRM functions and key logistics capabilities in the logistics service industry in China and any possible 
effect HRM may have on the development of key logistics and supply chain capabilities. 
 
Literature Review 
 
Human Resource Management in China 
 
A firm‟s abilities to attract, motivate, train, appraise, reward and retain valued employees are very important in 
the Chinese context, given its historic development and dynamism for local and foreign firms (Ahlstrom, Bruton 
& Chan 2001; Zhu et al. 2005).  The HRM functions of recruitment and selection, reward management, 
performance management, employee induction, and training and development activities regarded as typical in 
effective HRM practices, are used in this research to explore the impact of HRM on four key organisational LSC 
capabilities. 

Research (Ahlstrom, Bruton & Chan 2001; Wilkinson et al. 2005) indicates that firms in China face 
great difficulties in recruiting and retaining competent and professional staff.  Quanxi – „a system of personal 

connections that carry long-term social obligations‟ (Wilkinson et al. 2005, p. 1889) - has been cited frequently 
(Ahlstrom, Bruton & Chan 2001) as an important element of the recruitment process in China.  Such an 
informal approach, however, is seen to be easing, as observed by Cooke (2005), who argues that Chinese firms 
are beginning to adopt more transparent and sophisticated recruitment processes.   

To deal with the difficulties associated with recruiting and retaining competent and professional staff in 
China, Wilkinson et al. (2005) explain that multinational corporations (MNCs) generally do not hire expatriates 
due to the costs associated with such appointments.  Instead, MNCs rely on training, development and 
mentoring to develop the necessary skills of local employees.  Despite these efforts, however, staff may not 
remain with the firm due to the myriad of opportunities available for qualified and skilled staff in the Chinese 
labour market, making staff turnover a persistent issue (Ahlstrom, Bruton & Chan 2001).  This characteristic of 
the Chinese labour market is not only a consequence of the structural imbalance arising from an oversupply of 
unskilled labour and a shortage of skilled labour (Warner 2003), but also the fallouts of market deregulation that 
increased competition for skilled labour (Cunningham & Rowley 2008). 

Since the 1970s reforms that saw the move away from the centralised job allocation system and the 
resulting increase of a recruitment and selection process that allows employers and employees choice, human 
resource training in China, as a formal method of skill and professional development, has improved (Zhu, 
Cherrie Jiubua  1998).  The benefit of training is still questioned, however, as there is evidence that training does 
not appear to impact job design or career development in China (Child 1994, cited in Zhu 1998).  Training is 
particularly important where supply of skilled employees remains short as is the case in China where there is an 
abundance of cheap unskilled labour (Cooke 2005).  In such instances, foreign firms have been known to recruit 



728 

on the basis of potential, rather than actual skill, and provide extensive on- and off-the-job training to develop 
the required skills and socialise employees (Wilkinson et al. 2005).   

Performance management is another area of HRM that has been identified as highly problematic in 
China (Huo and Von Glinow, 1995).  It is also an area, where there has been limited research (Hempel 2001).  
What has been reported, however, is that most Chinese firms use non-systematic performance appraisals while 
foreign firms tend to use collective or group oriented appraisal approaches (Ahlstrom, Bruton & Chan 2001).  
Overall, there has been an increase in the employment of performance management and performance related 
rewards (mainly extrinsic) have become more common in private firms (Ahlstrom, Bruton & Chan 2001; Cooke 
2005).  Cooke (2005) explains that research on performance management indicates that its implementation 
seems to suffer from similar problems found in Western countries, such as systems design problem, unclear 
criteria, and insufficient or ineffective feedback mechanism.   

Employee retention is a very important issue in China and is especially crucial in relation to 
strategically important, highly skilled and trained employees (Ahlstrom, Bruton & Chan 2001; Wilkinson et al. 
2005).  Unlike the days of the „iron rice bowl‟, that guaranteed life long employment (Warner 2008), the average 
number of years people stay in the same job in China is diminishing rapidly.   Research reported in China Staff 
(2001, cited in Cooke, 2005) indicates that, prior to the 1980s, people tended to stay in the same job for 15 to 20 
years.  That figure dropped to average of 10 years an in the 1980‟s, and was further reduced to five in the 
1990‟s.  The main reason that motivated people to change jobs was dissatisfaction with wages, a finding that 
confirms the importance of financial rewards in recruiting and retaining staff (Jackson & Bak 1998).   Ahlstrom 
et al. (2001) suggest that extrinsic rewards, such as pay, working conditions and housing benefits, as well as 
intrinsic rewards, like job security, empowerment, participation and increases in task significance and task 
identity, can improve employee retention.   

Private firms in China have been found to exhibit low-trust relationships between employees and 
managers, with the consequence of low commitment and participation but high employee turnover (Wilkinson et 
al. 2005).  Further, it is argued that those relationships and the resulting behaviours „do not fit with the just-in-
time and total quality systems essential to the establishment of partnership sourcing‟ (Wilkinson et al. 2005, p. 
1889).  The research on HRM functions in China thus suggests that LSPs operating in China face a number of 
HR challenges. 

 
HRM and Logistics Service Providers in China 
 
Recent research in supply chain management in China indicates that a lack of logistics professionals has become 
an issue that can no longer be ignored (Bolton & Wei 2003; Hong, Chin & Liu 2004; Kerr 2005; Trunick 2003, 
2004a, 2004b).  In addition, a survey conducted in 2002 by the Logistics Institute-Asia Pacific in Singapore and 
the Logistics Institute of the Georgia Institute of Technology indicates that both international and domestic LSPs 
have identified lack of talent as one of the key challenges of operating in China (Bolton & Wei 2003). Hong, 
Chin and Liu (2004) also found that inefficient information support systems, coupled with a shortage of logistics 
management expertise, are important hurdles to supply chain development in China.  The lack of qualified 
logistics personnel is expected to be a major issue shaping future logistics management in mainland China 
(Wang et al. 2006).  It is worth noting, however, that LSPs in Hong Kong do not consider lack of qualified 
personnel to be a major issue in the future (Yeung et al. 2006).  This, rather obviously, may be a consequence of 
the greater availability of skilled local and expatriate labour in Hong Kong, compared with the supply situation 
of skilled human power in mainland China. 

Richard Armstrong, president of Armstrong and Associates (a supply chain market research and 
consulting firm) comments that whether a company is able to undertake any logistics project in China still 
depends on the strength of its contacts within the Chinese bureaucracy (Kerr, 2005).  This characteristic of the 
Chinese context increases the market value of logistics professionals with a deep understanding of the local 
culture.  Furthermore, training remains a “black hole” in logistics in China. Kerr (2005) argues that there is little 
practical training in information and communication technology (ICT) skills or warehouse management, let 
alone development of competencies at a strategic level, in the logistics business as well as in the manufacturing 
and retailing sectors.  Hong, Chin and Liu (2004) indicate that many Chinese businesses have not realized the 
benefits that logistics best practices can bring, so they are not interested in outsourcing opportunities or modern 
supply chain management techniques.  Zhou et al. (2008) argue that building a critical mass of expertise in 
logistics and supply chain management is a major challenge for the Chinese LSPs and explain that the short-
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term solution to this problem is usually partnering with a foreign-based LSP by establishing joint ventures. 
 

Impact of HRM in China Logistics Industry 
 
Several studies (Bookbinder & Tan 2003; Li, P & Vellenga 1993; Lieb 2008; Lin 2007) suggest that a work 
force with the appropriate talent and skills would be a positive contributing factor in market expansion for LSPs 
in China.  Bookbinder and Tan (2003) state that state-of-art equipment requires a skilled workforce. Modern 
logistics companies need staff, who can learn quickly about a tool and apply it towards productivity gains, as 
well as, workers who go the extra mile for customer service and are motivated to ensure fewer work shortage.  
Better management of human resources and continuous productivity enhancement is a key factor to establishing 
a sound logistics system for developed and developing countries.  Lin (2007) suggests that the higher the quality 
of human resources, the more likely that China‟s LSPs will adopt innovation in logistics technologies.  Based on 
the results of factor analysis and regression analysis, Lin (2007) found that organizational encouragement, 
quality of human resources, environmental uncertainty, and government support all have significant influences 
on innovations in logistics technologies for China‟s LSPs.  High human resource quality implies that employees 
are more technologically innovative. Lieb (2008) contends that the regional “talent shortage” in the Asia-Pacific 
region will continue, thus making improvements  in recruiting, training and retention essential for LSPs to tackle 
the skill shortage problem, especially in China.  A main cause of the unavailability of logistics experts in China 
is reflected in the recent development of logistics and supply chain as a field of study in Chinese academia, 
since until 1978, logistics management was not taught as a separate discipline in Chinese universities and 
colleges (Li & Vellenga 1993).    

In addition to a lack of modern logistics infrastructure in China, logistics and supply chain operations 
in mainland China also sustain higher levels of risks compared to other countries.  It is reported that the average 
Chinese manufacturer keeps goods in a warehouse for 51 days, with over 2% damage in shipment (Dolven 
2002).  Some international LSPs operating in China, like APL, have expressed concerns about the security factor 
while operating in China. Pau Man, General Manager for North and East China at APL said: “All players, big 

and small, are constrained by a key factor: if the people loading the trucks aren‟t good enough, the system 

breaks down. And they are usually small, independent operators, untrained and perhaps untrainable‟‟ (Dolven 

2002 p. 28).  Goh and Ling (2003) further confirm that the costs incurred due to loss and damage of goods are 
significant and common during transport in mainland China, as vehicles used for freight transportation are 
usually open-backed trucks covered only by tarpaulins.  With the handling of goods with hazardous components 
increasing in China, lack of logistics infrastructure and expertise to deal with industry-specific needs is quickly 
becoming a primary concern. 

  
HRM and Logistics and Supply Chain Capabilities 
 
To explore the effects of HRM practices in the Chinese logistics service provision market, four key LSC 
capabilities are examined in this study: ability to provide integrated logistics services (ILS Capability); ability to 
use ICT to solve complex logistics and supply chain problems (ICT Capability); ability to devise flexible supply 
chain (SC) solutions (FSC Capability); and ability to offer industry-specific logistics expertise (ISLE 
Capability).  These capabilities were chosen because they are among some of the most important logistics and 
supply chain attributes in promoting service quality and effectiveness in the logistics industry (Angeles 2000; 
Han, Trienekens and Omta 2009; Hannon 2003; Kenderdine & Larson 1988; Qureshi, Dinesh & Pradeep 2008). 

 
Integrated Logistics Services (ILS) Capability 

Broadly, LSPs can be segmented into two groups: operational specialists (or functional service 
providers) and integrated logistics service providers (Bowersox, Closs & Cooper 2002; Wanke, Arkader & 
Hijjar 2007). The former offer specialized services, such as transportation or warehousing, while the latter 
provide a larger range of logistics services that include all work necessary to service customers, from order entry 
to product delivery (Bowersox, Closs & Cooper 2002).   The ability to offer integrated logistics services, 
indirectly, implies a capability to deal with a wider range of logistics issues, endemic to different parts of the 
supply chain, such as procurement, production, warehousing, and distribution. 

Effective ILS capabiity, therefore, bind all logistics activities together in a system that simultaneously 
works to minimize total distribution costs and maintain desired customer service level (Kenderdine & Larson 
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1988).  Research conducted by Han, Trienekens and Omta (2009) in eastern China, for example, found that 
integrated logistics management and integrated ICT had an indirect impact on firm performance through quality 
management practices.  This suggests that effective integrated logistics services enhance quality management 
practices, which increase firm performance.  Integrated logistics best practices, therefore, embrace the 
transaction tradeoffs that allow simultaneous improvement in economic performance and service quality (Stank 
and Keller 2001). 
 
ICT Capability 
 ICT is increasingly regarded as a vital resource that supports many business processes (Alshawi 2001).  
In the logistics industry, ICT, such as Intranet, Extranet, Internet, WWW and EDI, facilitates the integration of 
activities in the supply chain (Angeles 2000; Calza & Passaro 1997).   The importance of ICT in LSC  
operations lies in ICT‟s contribution to the provision of timely and accurate information, enabling information 
sharing both within the firm and between supply chain partners, and enhancing organizational decision making 
(Aldin and Stahre (2003).  Bowersox, Closs & Cooper (2002) outline four reasons for the increasing importance 
of ICT as a valuable logistics resource.  First, customers appreciate timely information about order status, 
product availability, delivery schedules and invoice settlement, which are increasingly enhanced by rapid 
advances in ICT.  Second, timely information is essential for inventory planning and human resource 
scheduling. Third, timely information increases LSC flexibility with regard to how, when, and where resources 
may be utilized to gain strategic advantage.  Fourth, enhanced information transfer and capability exchange 
utilizing the Internet is changing relationships between buyers and sellers and redefining channel relationships.  
Therefore, the ability to utilize ICT skills and knowledge to enhance LSC operations is fast-becoming an 
indispensable resource for LSPs. 

 
Flexible Supply Chain (FSC) Capability 

Flexibility in operation and delivery is one of the most sought-after capabilities of LSPs (Stank, 
Daugherty & Ellinger 1998).  In a dynamic market environment, operational flexibility is not just a customer 
attractor but a strong predictor of performance (Anand & Ward 2004).  LSPs typically regard service flexibility 
as an important ingredient for fostering shippers‟ ambitious plan of meeting customers‟ fast changing needs in 
real time.  Expectedly, LSPs capable of providing customers with FSC solutions in a constantly evolving market 
place would have a competitive edge over those less able to do so (Qureshi, Dinesh & Pradeep 2008). 
 
Industry-specific Logistics Expertise (ISLE) Capability 

Increasingly, firms are seeking logistics companies to provide them with a turnkey logistics solution, 
accentuating the importance of industry-specific expertise for new market development (Bolton & Wei 2003; 
Hannon 2003; Huang & Kadar 2002; Richardson 1997).  The unique requirements of automotive manufacturers, 
for example, make handling their logistics operations more challenging than most other manufacturing 
industries.  The manufacturing pace at many automakers requires a constant stream of just-in-time products to 
keep production lines on the move.  Cost control also becomes a major issue for automakers in a down market.  
Thus, the specific logistics requirements of the automotive industry have lead original equipment manufacturers 
to explore joint ventures as an option to strengthen their logistics areas by combining logistics and automotive 
industry expertise in their supply chain (Hannon 2003).  Bolton and Wei (2003) also note the rise of alliances 
and joint ventures as one major trend in the distribution and logistics sector in China: many top LSPs have been 
building competitive national distribution chains targeting specific industries.  The formation of third-party 
logistics service JV, by Legend Group Ltd and APL Logistics, to offer specialized logistics services to the 
information technology industry in China is one such example (Huang & Kadar 2002). 

 
Logistics and supply chain operations typically comprise processes that are causally ambiguous and 

socially complex (Teece, 1987), characteristics reflective of valuable, hard-to-imitate, and hard-to-substitute 
resources that enable an organization to build its core competence and gain competitive advantage (Barney, 
1991).  From the HR perspective, these attributes are embedded in both the team as well as the individuals who 
form the team.  Because of “time compression diseconomies” (Dierickx and Cool, 1989, p. 1507), individually 

embedded attributes become less important than attributes embedded within the team as a whole: the whole is 
greater than the sum of its parts.  The four sets of capabilities examined in this study contain individually 
embedded attributes (human capital), as well as, team embedded attributes (social capital), with the mix between 
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the two sets of attributes varying from one capability to another.  While we cannot categorically identify the 
proportion of the two sets of attributes in each of the four LSC capabilities being examined, we do argue that 
ICT capabilities have a higher content of individually based attributes than the other three capabilities, which 
have a higher concentration of team-based attributes. 

Referring back to the five HRM practices identified as important explanatory variables for exploring the 
effects of HRM on LSC capabilities, we therefore hypothesize that: 

i) reward management, recruitment and selection system, and performance management would 
have a stronger effect on ICT than induction, training and development programs; but  

ii) induction, training and development programs would exert a stronger effect on ILS Capability, 
FSC Capability, and ISLE Capability than reward management, recruitment and selection, and 
performance management. 

We also hypothesize that all the relationships would be positive due to the enhancing nature of HRM 
practices. 

 
Methodology 
 
Sample 
 
The sample of LSPs for this study was taken from the list of international logistics companies provided by The 
Business Directory of China Supply Chain Council and the Chinese logistics companies listed in the China 
Logistics Yearbook (2006).  A total of 162 international logistics companies were located in The Business 
Directory of China Supply Chain Council and 210 Chinese logistics companies were found in the China 
Logistics Yearbook (2006), giving a total of 372 international and domestic LSPs. 
 
Survey Instrument and Variable Measurement 
 
The survey questionnaire used consists of three sections.  Section A focuses on factors affecting service 
operation, market expansion, and performance of LSPs in China.  It is divided into five parts.  Part 1 is designed 
to explore factors relating to barriers and constraints that are perceived to hinder growth and performance.  Part 
2 contains questions relating to logistics service capabilities and strategies.  Part 3 examines issues relating to 
partnership and relationship building, while Part 4 looks at human resource management systems.  Part 5 is 
made up of questions concerning conditions of logistics support infrastructure. 

Section B seeks information on market growth and firm performance, focusing on operational 
outcomes.  The final section, Section C, solicits data describing company‟s characteristics, such as annual 

revenue, employment size, years of operations in China and number of cities covered by the company‟s 

operations.  Except for Section C, questions in Sections A and B are both perceptual in nature.  Respondents 
were asked to rate their agreement or disagreement to a series of single-item constructs depicting the status quo 
of the factor being explored on a scale of 1 to 5, with 1 denoting strong disagreement and 5, strong agreement.  
We have deliberately chosen to use single-item, rather than multi-item, constructs because of the excessive 
length of the resulting questionnaire with the use of multi-item constructs.  The preference for a larger response 
rate through the use of a shorter questionnaire drove us to this decision, since single-item constructs have been 
found to be statistically equivalent as multi-item constructs (Bergkvist & Rossiter 2007). 
 
Data collection 
 
The 372 LSPs found in the two identified sources were mailed a copy of the survey questionnaire in January 
2007.  As a means to increase the response rate, 49 questionnaires were personally delivered to companies in 
Shanghai (11), Beijing (10), Chengdu (8), and Kongming (20).  While no on-site interviews were conducted, 
contact was made with senior managers of these companies explaining to them the purpose of the survey and 
urging them to support the research study.  One month after the first mail-out, a reminder letter, together with 
another copy of the survey questionnaire, was sent to companies that did not respond, requesting their 
cooperation to complete the questionnaire.  In total, 112 completed questionnaires were received, giving an 
overall response rate of 34.2 percent.  After checking, 14 of the returned questionnaires were found to be invalid 
and were excluded from the data-file, reducing the usable sample to 98. 
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TABLE 1: PROFILE OF RESPONDING LSPS 

Note: Percentages in these two rows do not sum to 100% as firms can select more than one category in their responses 
to the listed items. 

 
 
Of the 98 valid questionnaires returned, 11 were completed by the company‟s General Manager, 34 by 

the Sales or Marketing Manager, and 53 by either the Operation Manager or an Operational Executive (such as a 
senior logistics supervisor, warehouse manager or inventory controller). 
 
Sample Profile 
 
The 98 responding LSPs were made up of 11 international LSPs and 87 domestic LSPs.  Briefly, the profile of 
the 98 responding LSPs, in terms of the types of logistics services offered, years of experience in logistics 
industry, years of operation in China, annual revenue (US$), number of employees in China, number of cities 
being serviced in China, and information system used,  is shown in Table 1. 
 

Firm Characteristics Category Percentage (%) 

Types of logistics services 
offered* 

Freight forwarding 
Transportation 
Warehousing 
Distribution 
Inventory replenishment and control 
Logistics information systems 
Value added services Logistics system design 

66.2 
42.9 
38.5 
42.6 
16.2 
32.1 
17.1 
6.0 

Years experience in logistics 
industry 

0 -5  
6 – 10 
11 -15 
16 – 20 
> 20  

35.7 
29.6 
26.5 
3.1 
4.1 

Years of operation in China 0 -5  
6 – 10 
11 -15 
16– 20 
> 20  

38.9 
34.7 
16.8 
5.3 
3.2 

Annual revenue last year 
(US$) 
 
 
 

Less than $500,000 
$500K - $ 1M 
$1M - $ 10M 
$11M - $50M 
$51M - $100M 
More than $100M 

20.0 
43.3 
17.8 
7.8 
4.4 
6.7 

Number of employees in 
China 

Less than 100 
100 -499 
500 – 999 
More than 1000 

45.9 
30.6 
10.2 
12.2 

Number of cities covered in 
China 

1 – 5 
6 -10 
11 – 15 
16 -20 
> 20 

36.7 
23.5 
15.3 
10.2 
12.2 

Information system used* Website portal 
EDI system 
ERP system 
CRM system 
WMS system 

41.1 
33.4 
29.5 
25.4 
17.3 
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Variable Description 
 
Table 2 presents the description of the four sets of LSC capabilities being examined in this study – ILS 
Capability; ICT Capability; FSC Capability; and ISLE Capability – as well as the five HRM measures selected: 
reward management, recruitment and selection, performance management, training and development, and 
employee induction. 

TABLE 2: VARIABLE DESCRIPTION 
 

Variable Name Description Measurement 

Logistics and Supply Chain Capabilities: 

ILS Capability 
We are very capable in providing integrated 
logistics services to all our customers 

Perception measured on a 
5-point Likert Scale: 1 = 

strongly disagree; 5 = 
strongly agree 

ICT Capabilities 
We possess advanced ICT capabilities to enhance 

the visibility of our customers‟ supply chains 

FSC Capability 
We are very capable in offering flexible supply 
chain solutions to all our customers 

ISLE Capability 
We have the capability to provide industry-specific 
logistics expertise to customers in different 
industries 

Human Resource Management Variables: 

reward management  
We offer very competitive salaries and 
employment terms 

Perception measured on a 
5-point Likert Scale: 1 = 

strongly disagree; 5 = 
strongly agree 

recruitment and selection 
We have in place a very rigorous employee 
selection and evaluation system 

performance management 
We have a fair and transparent performance review 
system to assess employees 

training and development 
We offer ample training and career development 
opportunities to employees 

employee induction 
We conduct regular induction training for all new 
employees 

 
Data Analysis 
 
To explore the effects that HRM has on logistics and supply chain capabilities, we use multiple regression 
analysis.  As multicollinearity is one of the main problems plaguing multiple regression studies, we began our 
data exploration by examining the correlation coefficients between the independent HRM variables.  Table 3 
shows that the correlation coefficients between the five independent HRM variables are generally small (r < 
0.5), except for those between performance management and recruitment and selection (0.583; p < 0.01), and 
that between training and development and employee induction (0.638; p < 0.01). 

Given that employee induction typically includes training, in addition to its other orientation programs, 
and since the variable is relatively strongly correlated with training and development, we explored the 
possibility of combining training and development with employee induction using a factor analysis.  The two 
variables produced a factor (to be referred to as ITD - induction, training and development) that explains 81.9% 
of the variance with high reliability (Cronbach‟s  = 0.778).  This enables us to avert part of the problem of 
multicollinearity.   

We did not, however, combine performance management with recruitment and selection in a similar 
manner.  Conceptually the two variables represent two rather distinctive aspects of HRM (Guest 1987). 
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Results 
 
Table 4 presents the results of the multiple regression analysis.  ILS Capability was found to be determined by 
employee recruitment and selection and ITD.  The effect of ITD is positive, implying that induction, training 
and development programs do contribute to nurturing ILS skills.  The employee recruitment and selection 
process, however, was found to have a negative effect on ILS Capability.  While this appears to be counter-
intuitive on the surface, we interpret this as a reflection of the high employee turnover experienced by firms in 
Asian countries which have instituted formal and rigorous employee recruitment and evaluation processes.  The 
explanation given by Cunningham and Rowley (2008), for instance, suggests that in the Asian context, informal 
recruitment methods, such as through recommendations of business associates or word-of-mouth mainly based 
on Quanxi, may be more effective in terms of recruiting the right kinds of personnel with the requisite skills. 

The ICT Capability was found to be influenced by reward management and performance management, 
both of which show a positive regression coefficient.  ITD does not emerge as significant.  This finding 
underscores our argument that ICT Capability is very much dominated by individual-based attributes.  A fair and 
rigorous performance appraisal system backed by an attractive reward scheme is expected to enables LSPs to 
retain staff with good ICT skills, enabling LSPs to leverage the power of advanced technologies to assist clients 
in their supply chain operations. 

FSC Capability was found to be a function of performance management and ITD.  Both explanatory 
variables are positively related to the dependent variable.  The significance of ITD in this regression model 
(Model 3) confirms our expectation that induction, training and development programs would constitute an 
important factor in nurturing team-based supply chain operations and management skills.  The significance of 
the performance management variable also suggests that supply chain operations require the commitment of 
individual team members, which could be assured through performance management. 

ISLE Capability was also found to be dependent mainly on ITD.  Recruitment and selection emerges as 
marginally significant, bearing a negative regression coefficient.  These findings are consistent with those found 
in the case of ILS Capability.  They serve to reinforce our contention that industry-specific knowledge is both an 
individual and corporate based capability.  More importantly, it reaffirms the “inappropriateness” of formalized 

recruitment methods in the context of LSPs‟ operations in China. 
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TABLE 3: CORRELATION MATRIX 

  Mean Std 
Deviation 

ILS 
Capability 

ICT 
Capability 

FSC 
Capability 

ISLE 
Capability 

Reward 
Management 

Recruitment 
& Selection 

Performance 
Management 

Training & 
Development  

ICT Capability 3.612 0.795 0.286**               

FSC Capability 3.531 0.864 0.205* .0340**             

ISLE Capability 3.684 0.869 0.491** 0.298** 0.281**           

Reward 
Management 

3.629 0.846 0.214* 0.337** 0.012 0.078         

Recruitment & 
Selection 

3.857 0.773 -0.060 0.228* 0.075 -0.037 0.354**       

Performance 
Mgmt 

3.653 0.826 0.107 0.327** 0.243* 0.118 0.413** 0.583**     

Training & 
Development 

4.092 0.788 0.272** 0.173 0.204* 0.179 0.317** 0.445** 0.414**   

Employee 
Induction 

3.960 0.849 0.235* 0.053 0.258* 0.178 0.275** 0.274** 0.333** 0.638** 

Note:    ** P < 0.01 level (2-tailed);   * P < 0.05 level (2-tailed). 
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TABLE 4: REGRESSION RESULTS 

 

 
Discussion and Conclusion 
 
Reward management, in the form of competitive salaries and attractive employment terms, is a popular HRM 
approach to attract and retain best talent.  It is particularly effective in China where pay, working conditions and 
housing benefits but also opportunities to attend overseas training are important (Ahlstrom et al. 2001).  In the 
context of logistics service provision in China, our analysis found that this particular method of securing talent is 
statistically significant in contributing only to developing ICT Capability. This HRM approach does not feature 
as a statistically significant factor in explaining the other three sets of capability – ILS Capability, FSC 
Capability and ISLE Capability - where team work and collaborative efforts are just as important as individual 
talents.  This may suggest that reward management among LSPs in China is still very much centered on 
individuals, with little emphasis on team performance.  

In sharp contrast, ITD is a significant explanatory variable for the three team-directed LSC capabilities: 
ILS Capability, FSC Capability, and ISLE Capability.  This finding reaffirms our contention that LSC 
capabilities have two relatively distinct, though related, sets of attributes - one centers around individual talents 
and skills, while the other is characterized by team effort and collaboration.  ITD is effective in increasing the 
skill sets contributed by routines and processes embedded within an organizational culture, while reward 
management is important in securing the right kind of individual talents to developing organizational capabilities 
where individual knowledge matters more than team efforts. 

Performance management predicated on a fair and transparent system to assess employees‟ output and 

work quality appears to be an effective means of nurturing two types of capability in logistics service operations 
in China: ICT and flexible supply chain solutions.  Employee performance management, however, does not 
prove to be a significant explanatory variable for ILS and ISLE Capabilities.  This suggests that performance 
management, when appropriately designed and executed, does have an effect on nurturing capabilities that 
depend more on team effort and collaboration than individual skills and knowledge.  The non-significant effect 
that performance management has on ILS and ISLE Capabilities may be attributable to the complexity of these 
two sets of capabilities.  The performance management systems adopted by the responding LSPs have not been 
able to untangle the outcomes, which resulted from the collective contributions of individual team members, 
from the performance of individual members within those complex processes. 

Our analysis also shows that having a formal recruitment and selection system to hire logistics 
personnel seems to be counter-productive in building capabilities for integrated logistics service provision or 
offering industry-specific logistics expertise.  As alluded to earlier, this finding underscores the prevalence of 
Quanxi in China, where LSPs excelling in such skills may have relied more on informal ways of recruiting 
through word-of-mouth recommendations or even poaching, rather than through such formal avenues as 
advertisement and candidate selection based on demonstration of credentials during interviews, as commonly 
practiced by European and American companies.  Since the use of formal recruitment and selection systems does 

 
Model 1: 

ILS Capability 
Model 2:  

ICT Capability 
Model 3: 

FSC Capability 
Model 4: 

ISLE Capability 
Independent 

Variables 
 

B 
 

Beta 
 

B 
 

Beta 
 

B 
 

Beta 
 

B 
 

Beta 

Constant 
4.014 

(0.512)   
1.750 

(0.496)   
3.466 

(0.505)   
3.954 

(0.583)   

Reward 
Management 

0.164  
(0.103) 

0.174 
0.221 

(0.099) 
0.237** 

-0.128 
(0.103) 

-1.242 
0.022 

(0.117) 
0.021 

Recruitment & 
Evaluation 

-0.286 
(0.127) 

-0.277** 
0.052 

(0.122) 
0.051 

-0.109 
(0.125) 

-0.108 
-0.238 
(0.144) 

-0.211* 

Performance  
Management 

0.080 
(0.122) 

0.083 
0.232 

(0.117) 
0.244** 

0.265 
(0.124) 

0.282** 
0.155 

(0.138) 
0.147 

ITD 
0.250 

(0.088) 
0.313*** 

-0.045 
(0.085) 

-0.533 
0.189 

(0.092) 
0.229** 

0.188 
(0.099) 

0.216* 

N 95 96   95 96  

R2 0.151  0.170 0.126 0.070 

Adjusted R2  0.114  0.134  0.087 0.029  
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not appear to have any significant effect on LSPs‟ capabilities to provide ICT and flexible supply chain solutions, 
this further serves to reinforce the contention that this HRM approach either is not an effective means for 
nurturing service capabilities in the Chinese context or remains an uncommon means of personnel recruitment in 
the Chinese logistics service industry. 
 
Limitations and Further Study 
 
As an exploratory investigation, this study has a number of limitations, each of which presents an opportunity for 
further investigation.  We identify three major limitations and the research opportunities associated with each. 
 
Conduct separate analysis for Chinese and International LSPs  
 
There are distinct differences between Chinese and international LSPs in their HRM practices (Cooke 2005; 
Warner 2008) and LSC capabilities (Lin 2007; Wang et al. 2006).  Whether the distinct differences in LSC 
capabilities are attributable to their dissimilar HRM practices is a question worth further investigation.  Because 
the database collected for this study contains only 11 responses from international LSP, we were not able to run 
separate models for Chinese and international LSPs in this study. 
 
Inclusion of physical resource variables as controls 
 
The adjusted R2 are relatively low for all four models tested in this study.  While it is not common to have low R2 

when variables are measured using Likert scale, the results also signal the need to explore the explanatory effects 
of other predictor variables explored.  For instance, resource-based view (RBV) (Barney, 1991) posits that 
organizational capabilities are a function of their resources, tangible as well as intangible.  This study has limited 
its exploration to the effects of human resources.  The ability to provide flexible SC solutions, for instance, is 
also a function of the physical resources, such as warehouses or available transport fleets, an organization 
possesses or has access to at the time when these resources are needed to support a supply chain operation.  
Likewise, an ability to provide industry-specific logistics expertise also requires LSPs to have available 
specialized equipment when they are needed.  The relative importance of these physical resources on the efficacy 
of a LSP‟s capability, vis-à-vis its HRM practices, would be a fruitful avenue for future investigation. 
 
Explore the use of Multi-item Constructs for HRM Practices and LSC Capabilities  
 
Logistics capabilities are complex routines that are multi-dimensional in nature (Peng et al., 2008).  While the 
use of single-item constructs have been found to be no different statistically from the use of multi-item 
constructs (Bergkvist & Rossiter 2007), we believe that exploring the effects of HRM practices on LSC 
capabilities using multi-item constructs would add considerable richness to the interpretation, providing further 
insights on the relationships between the two set of variables. 
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Abstract 
 
The emphasis given on improving supply chains in organizations by both companies and academia in past two 
decades shows the growing importance of integrating manufacturing and marketing processes of organizations. 
In recent years, supply networks are being recognized as strategic tools that enable companies to fight global 
competitive battles. The paper studies the nature of supplier collaborations and technology’s role in improving 
coordination across the supplier networks in Indian automobile companies. It presents some cases to 
demonstrate the importance of relationships and technology adaptation for strengthening supplier networks.  
The paper highlights the fact that Indian corporate sector is adapting innovative imperatives that promise it 
improved productivity. The increased usage of IT at different tiers of the supply chain is on the increase in all 
the companies studied. An important finding that emerged was that the integration of supply chain is being done 
in all the cities in the country irrespective of the market share.   

 
Keywords: collaborations; supplier networks; technology; partnerships; Indian automotive sector.        

 

1.0 Supply Chains Collaborations  
 
In the business world fostered by competition, the growing concern of companies is to formulate strategies 
that would entail greater satisfaction at the customer‘s end. To provide greater satisfaction entails managing 

supplier-relationship as a competitive tool, as shown by companies such as Dell, Wal-Mart, Nokia, P&G, 
Toyota, Ford, Nissan and Honda. In this context supply chain is increasingly being recognized for 
coordinating across the business functions.  Earlier view of logistics and supply chain as merely a business 
function is being replaced by greater commitment towards supplier-dealer networks. Companies are 
focusing on replacing their supply chain models with newer models facilitated by technology in creating 
lasting relationships with their suppliers. 

Earlier definitions of supply chains focused on value delivery across the company distribution 
networks.  According to Mentzer et al. (2001), ―Supply chain management is the systematic, strategic 

coordination of the traditional business functions within a particular company and across businesses within 
the supply chain, for the purposes of improving the long-term performance of the individual companies and 
the supply chain as a whole‖.  

Companies earlier had more of adversarial relationships with their suppliers. These were sought 
after for personal goal fulfillment and profits but now organizations are working for greater coordination 
and mutual risk sharing. Ellram & Cooper (1990) emphasize that supply chain management extends the 
concept of organizational effectiveness in terms of integrating activities and functions between firms, as 
well as inter-functional coordination within a particular firm. Coordination is being perceived as beneficial 
to both the parties, whether it is the organization or the supplier firms. The exercise of developing the 
product, designing it and then manufacturing it in close cooperation with the suppliers and technology 
providers is not only in line with the idea of flexible manufacturing but also reduces operating costs 
substantially. The definition of ‗Cooperation‘ [Stern, 1971; Day & Klein, 1987] ‗as the joint striving 

towards a common objective and goal‘ can be extended to the domain of supplier networks. Companies 

across the globe have realized the need to move from intra-organizational cooperation towards more of 
inter-firm commitment. So supply chains in its objective have capability to integrate with ‗others for a 

good, goal, or value of mutual benefit‘ [Stern & Reve, 1980]. The concept of intra firm coordination has 

extended beyond the peripheries of the organization and grown to encompass the diverse business 
operations and objectives of varied business firms. 

In this perspective, the paper explores two aspects of the current supply chain networks prevalent 
in India. Firstly, it looks into the strategic importance of collaborations across supply chains in making 
companies more competitive. Secondly, it explores the dimensions of information technology as a 
facilitator in cementing these collaborations across Indian automobile dealer networks.  

mailto:Khare.arpita@gmail.com
mailto:Anshuman@athabascau.ca
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The aspirations of the customers across the globe have led to multitude of innovations and led to delivery 
time compressions. In this era of technological breakthroughs the focus has shifted from manufacturing 
towards more customer-centric management solutions. ―Concurrent engineering involves faster product 

development, flexible manufacturing, tailored logistics, and time based strategies to respond to changing 
markets‖ [Cespedes, 1996]. The efficient handling of the production process requires managing inventories 
and quality constraints. The external market forces compel companies to be agile in responding to the 
customer needs and this essentially requires managing both the upstream and downstream suppliers and 
vendors. ―Just as concurrent engineering improves manufacturing responsiveness, companies wrestling 
with rapid change in today‘s markets adopt concurrent marketing‖ [Cespedes, 1996]. This may have been 

the strategic marketing thinking a decade earlier, but innovations are no longer restricted to marketing or 
operations. They extend across the whole network of suppliers, service providers and dealers. Coordination 
across business functions like manufacturing, marketing and global procurement is becoming very 
essential.  The paper looks into the role of technology in creating faster access to information across the 
companies in India and how it intends to lead to greater efficiency and customer satisfaction.      
 
1.1 Challenges in Supply Chain Collaborations 
 
In industry collaboration occurs when companies work together for mutual profitability. As competition is 
being fought more on the fast availability of information and products, supply chain has emerged from 
being back end function to being a front-end strategy. The very nature of working with the suppliers is 
undergoing a change in perception. Supply chains‘ partners leverage each other‘s operational capabilities 

for strategic benefit. Thus collaborations can occur at all points along the value chain-from design the 
product to distribution. It enables the companies to effectively handle information flows leading to cutting 
processing time, eliminating non-value-added activities. This leads to improving ―quality, accuracy, and 

asset productivity- all of which are fundamental to long term success‖ (Bowersox, Closs, Drayer, 2005). 
Lambe & Spekman (1997) define an alliance as a collaborative relationship among firms to achieve a 
common goal that each firm could not accomplish alone. The challenge lies in converting the different 
business ideologies of the collaborating companies/suppliers into mutual risk and profit sharing 
partnerships.  It requires focusing on transformation of business processes and integrating them to meet the 
requirements of the market. The technical and behavioral perceptions of the collaborating supplier 
companies have to be worked upon for building trust across supply chains. This essentially requires time, 
effort and managerial skills. It entails recognizing the potential of the various suppliers, vendors, 
distributors, logistic providers and other intermediaries and their role in building an efficient supply chain 
network.    

The partnerships in the supply chain are configured as business relationships. They are based on 
trust, ―shared risk and shared rewards that yield a competitive advantage, resulting in business performance 
greater than would be achieved by firms individually‖ [Lambert, Emmelhainz, Gardner, 1996]. With 

companies operating in different parts of the globe, there is an increased pressure to build relationships with 
different kinds of firms for manufacturing and assembling the product. The close integration with the 
suppliers helps companies in expanding across national boundaries and catering to a whole gamut of 
customer needs across the globe. It involves joint planning in product development, organizing the 
procurement and distribution processes, controlling the manufacturing, quality and inventory levels and 
then finally identifying the channels or networks for making the product available to the customer. Lassar 
& Zinn (1995) suggested that successful relationships aim to integrate supply chain policy to avoid 
redundancy and overlap, while seeking a level of cooperation that allows participants to be more effective 
at lower costs levels. 

The organizations that earlier focused on keeping information regarding product development and 
engineering technicalities safely guarded from the suppliers, are now look at the suppliers as partners. The 
difficulty lies in integrating with the operational part of the business. Many suppliers of the companies may 
not be possessing state of the art technologies or quality compatibility requirements. Also as suppliers are 
separated from the company physically, their commitment towards the efficiency perspective gets diluted. 
Global companies that have been successfully managing their supplier networks are essentially using 
production and technological standards for coordination. 
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1.2: Coordinating Across Supply Chains for Competitive Advantage 
 
The coordination in supply chain requires integration of all the processes from sourcing, manufacturing and 
distribution – keeping this into consideration a study was conducted to look into the collaborations 
undertaken by Indian companies with their downstream suppliers. Many companies have understood that 
managing relationships across supply chain requires monitoring closely the technological and managerial 
expertise of the various suppliers. It requires involving suppliers with the cost control and quality initiatives 
of the company and ascertaining their level of commitment towards the partnership. They are constantly 
endeavoring to reduce the supplier base to a manageable number making it possible to build close 
relationships that can be developed and nurtured with time. For example Nortel Networks moved from 
vertical integration to ‗virtual integration‘. It sold fifteen of its manufacturing plants across the globe and 

concentrated on building its core competency of manufacturing high-performance Internet networks. The 
various suppliers of the company have expertise in the particular components that they supply to the 
company. This gives the company the flexibility to spend more time in planning for technological 
innovations rather than coordinating its manufacturing plants. With the help of Internet the company can 
post its component requirements to its various suppliers and it enables suppliers also to respond faster to the 
company‘s needs.  

The benefits that any company can get from coordinating within the supply chain are immense. 
―Participating firms work together to resolve disputes through mechanisms that support joint problem 

solving‖ [Monczka et al. 1998; Salmond & Spekman, 1986]. Toyota with its world-class manufacturing 
works in close coordination with its suppliers and involves them in devising techniques that would lead to 
cost savings and better returns.  The greatest challenge for companies working together relates to 
organizing the operations where the parties get benefit from the relationships. Another aspect of managing 
supplier relationships is the role played by information technology. Increasingly information technology is 
being recognized as an important factor in fostering relationships. In India companies are integrating their 
supply chains by using technology as an enabler in capturing real time data regarding sales and inventories. 
The paper explores the usage level of IT in automobile sector in India and its impact in revolutionarizing 
supply chains. 

 
2.0 Information Technology’s role in fostering partnerships 
 
2.1: Importance of Information across supply chains 
 
The test of competency of the supply chain is based upon the capability to take strategic decisions fast and 
be quick to react to the changes of the demand and supply. In the dynamic business environment 
information is becoming an essential component that is making supply chains efficient. The pressure on the 
supply chains is in enabling companies being better equipped to manage their customer needs. This means 
that there is an inevitable emphasis on the ability of supply chains to adapt product manufacturing 
according to market needs. Information ideally should bring suppliers, distributors and logistics providers 
into the purview of organizational supplier network configurations. ―Every supply chain has an information 
chain that parallels the flow of product‖ [Andel, 1997]. ―Without information relayed at the right time to 

the right place, there are no purchase orders, no shipment messages, no payments, no coordinated 
marketing and sales efforts and supply chain shuts down‖ [Zuckerman, 1998]. The very existence of supply 

chain is based upon timely exchange of accurate information. Supply Chain Management functions on 
information. The purpose is ―the exchange of substantial amount of information among buyers, suppliers, 
and carriers to increase the efficiency and effectiveness of the supply chain‖ [Carter, Ferin, & Carter, 

1995].  
The rules of business that focused earlier on marketing or creating innovative products earlier no 

longer promise any kind of profitability. The growing internationalization of operations, outsourcing of 
functions, customer driven market philosophies are fast mobilizing businesses to use newer strategies for 
corporate success. Integrating business organizations across global networks is the call of the day. 
Information technology is being understood as a force that might give superior competencies in operations 
worldwide. As the product life cycles becoming shorter and technologies becoming obsolete faster, 
companies strive to deliver better quality products to their customers quickly. In the pursuit of being the 
most efficient in catering to the needs of diverse customers, managers are striving to build agile supply 
networks. Information is recognized as a competitive tool for profitability. ―Managers have identified 
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information substitution- the intensive use of information to achieve better control and visibility‖, [Perry, 

1991]. ―Accurate, timely information facilitates better decision making. Substituting information for 

inventory assets influences strategic decisions and enables significant cost reductions‖ [Rogers, Dawe, & 

Guerra, 1992].  Earlier research highlights the importance of collaborations and partnerships in harnessing 
capabilities in fighting competition and reducing costs substantially. ―A survey conducted by Gustin et al. 

(1995) found that the successful implementation of integrated logistics concept was related to high levels of 
information availability. More information provides greater decision-making capabilities at the strategic, 
tactical, and operational level. Gustin et al. (1995) also found that companies with integrated logistics 
functions exhibited enhanced information system performance compared with nonintegrated companies‖ 

[Mentzer, 2004]. Partnerships amongst suppliers and the company can only be developed on the platform 
of information sharing. As manufacturing technologies become complex, involving suppliers in production 
becomes beneficial. Companies developing close relationships with suppliers have benefited from 
technology sharing collaborations. 
 
2.2 Information Technology in supply chains 
  
Information systems needs of the supply chains depend upon the information needs of the companies and 
the markets they are catering to. In a research conducted by Larson & Kulchitsky [2008] technology was 
identified as major force that enable information sharing amongst the buyers and the suppliers in the supply 
chain ―across the following type of information: inventory status, sales data, shipment schedules, demand 
forecasts, order status and production schedules‖. The current research is similar in its objective; it explores 

the benefits of information sharing between the manufacturers and the suppliers across the supply 
networks. No doubt different product categories have different information sharing needs based upon their 
supply chain strategies. Fashion industry needs vary from the automobile manufacturers; food chains needs 
vary from that of computer chips manufacturers. Information has to be available for the participants to take 
timely action. ERP systems have enabled companies to exchange information within the different functions 
of the organizations, leading to reduction in the time to process orders, shorter cycle times and better 
managed inventories. It was important to create ―a single, integrated system, thereby streamlining data 

flows throughout an organization and promising dramatic gains in a company‘s efficiency and bottom line‖ 

[Davenport, 1998].  
Electronic Data Interchange is being used in link the vendors, suppliers to the organization. The 

inter company relationships are now being developed on technology to enable greater flexibility. ―In many 

supply chains long term strategic relationships are replacing the short term transactional relationships of the 
past, and EDI is often the glue that ties long-term relationships together‖ [Bowersox, 1988; Williams, 

1994]. The new systems such as ERP and Web-based technology are being accepted as mechanisms of 
business change. These systems include future planning data also apply decision-support tools which can 
use different kinds of databases for decision-making. Information sharing through technology is supporting 
decision-making in a complex environment [Handfield & Nicholas Jr. 2002].   

Companies are switching over to newer virtual electronic medium and the traditional sectors are 
also focusing on newer interactive technologies in developing better control over their operations. Cisco‘s 

e-hub enables the multiple tiers of its suppliers to be linked to the company helping it to identify demand 
and supply problems and permitting resolution of these problems  [Lee & Whang, 2001]. This kind of 
virtual activity entails greater participation of the suppliers in product development, as customers are 
demanding more visibility in the service performance perspective. Mahindra & Mahindra in India like Ford 
and GM has web-enabled forum where the customers actively participate in designing their own 
automobiles and tracking their orders from the manufacturing plant to the dealer. ―The extension is 

obvious---all items of stable or relatively standard consumption can be ordered via the Internet, with past 
patterns of use driving automated replenishment and home delivery. This combination suits the hectic 
lifestyle of many modern consumers who look to fulfill their everyday needs as conveniently as possible‖ 

[Bovet & Sheffi, 1998]. Ford has by using technology improved several key areas of its operations like 
―supplier lead time, packager and throughput time, warehouse receipt and item availability time, and 
transportation‖ [Bowman, 2004]. These kinds of endeavors are essentially enabling companies in having a 

closer integration across supply chains. 
The Wal-Mart and P& G collaboration stands testimony to the initiatives materializing into cost 

and inventory reductions. Many companies in retail are designing their supply chains tailored according to 
Wal-Mart supply networks. ―Campbell establishes electronic data exchange (EDI) links with retailers. 



743 

Every morning retailers electronically inform the company of their demand for all Campbell products and 
the level of inventories in their distribution centers. Campbell uses that information to forecast future 
demand and to determine which products require replenishment based on upper and lower inventory limits 
previously established with each retailer‖ [Fisher, 1997]. Technologies such as point-of-sales data, efficient 
consumer-response, automated warehousing, continuous replenishment, collaborative forecasting are being 
increasingly used to make the supply chains more flexible and responsive to customer needs. And these are 
being used to enhance the capabilities of the suppliers and distributors in delivering their best for 
competitive advantage of the companies. Better information regarding the demand fluctuations in the 
markets enables companies to adapt their manufacturing accordingly. To track the uncertainties of demand 
and market requires having systems that provide access to information. This information can be easily 
available, if partnerships are built with distributors, dealers and retailers who have exact information about 
customers‘ preferences.  
 
2.3 Technology leverage in the Indian Supply Chains 
 
―In developing a high-performing value system, organizations are continually faced with the challenge of 
managing the ‗people‘ part of the equation. Relationship management affects all areas of supply chain and 

has a dramatic impact on performance‖ [Handfield & Nicholas Jr. 2002]. Even though the importance of 

information sharing cannot be underestimated, technology usage in Indian firms is still limited. The 
dealer/suppliers are connected to the company‘s portal only in big cities. The other aspect is that 

technology is not being used for decision-making; rather its use is restricted to sharing information 
regarding the company‘s policies. While working on this research, there was a realization that 

implementation of technology has to be substantially increased.  
 The Indian companies are in the nascent stage of adopting technological imperatives in managing 
their supply chains. The relationship with the vendors, suppliers and distributors is not based on actual 
‗collaborations‘ as its more prevalent in the Western companies. To be truly global in nature requires 

working with the multitude of supplier networks and re-configuring the supply chain according to the 
changing market conditions. The Indian supply chains are still traditional in their approach and as the case 
maybe the performance is difficult to measure. ―In complex relationship in which performance is difficult 
to measure, profit or income sharing based on incentive schemes is an important cooperation mechanism‖ 

[Grandori & Soda, 1995].  
 In the automobile sector, competition in India has increased with the entry of global companies. 
The global automobile manufacturers have the advantage of global economies of scale as well established 
supplier networks across countries. These automobile majors have already re-engineered their supply 
chains according to the customer‘s just-in-time requirements. In the initiative to reconfigure and focus on 
the key performance parameters, companies have revamped their traditional distribution channels. When 
drawing comparison with Indian manufactures, the back-end coordination is still not in a position to 
translate into major cost savings. During this research, it was understood that global companies are quicker 
to use information technology across distribution networks even in India.    
 Information sharing can benefit both the parties, and can make them improve their relationships 
with the end customers. Many companies have the ‗win-win approach‘ towards reward sharing. 

Information regarding new product launches, promotional campaigns initiated by the company, production 
schedules, forecasts for future purchases, and suppliers‘ cost data if shared with all the concerned parties 

can benefit the partners. ―Wal-Mart is very open and willing to work with its vendors, shares point of sales 
data with suppliers, and has employees communicate with suppliers‘ employees on regular basis‖ [Gill & 

Abend, 1996].   IBM and Caterpillar have information systems that anticipate equipment failures and send 
alerts to the technicians in the field about the nature of the problem with the tools and parts required to fix 
it. Such kind centralized databases enable companies to manage the integral part of their marketing and 
production function. Linking data about customer‘s past behaviour and purchase patterns can make 

targeting decisions more focused and effectively planned. 
Technology‘s role in changing the whole perspective of efficiency and supplier coordination 

cannot be underestimated. However technology can only provide the backbone for relationships, the 
strategic part has to be explored and accordingly planned by organizations. Some of Indian companies that 
have been able to transform their business by using backward and forward integration through technology 
are moving ahead in achieving cost benefits. With technology promising the advantage of integration 
throughout the supply chain, Oil & Natural Gas Corporation (ONGC), has implemented technology in its 
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operations. The procurement process has become more efficient across the supplier network, ONGC has 
implemented the software from SAP and the supplier relationship software enables the company to 
improve visibility across the supply chain. This has also gone a long way in improving its relationship with 
its suppliers. The e-tendering process of ONGC has improved the company‘s reach and also helped it to get 
better prices [SAP, 2006]. Tata Steel has done a major restructuring of its supply chain.  The IT initiative 
is helping the company in monitoring replenishment time from the upstream manufacturing operations to 
the plant warehouses, regional warehouse and finally to customer. Technology is facilitating daily reporting 
about consumption of steel at various levels of supply chain. The use of technology has improved 
production and logistics planning; thus reducing waste and inventory carrying costs.  
  Supply and distribution planning at Hindustan Petroleum Corporation Limited, HPCL was a 
challenge. The company has a large logistics network spread across the country. The plans that were 
created using Microsoft Excel, could not handle the complex data of planning distribution across 500 
storage points, 17 cross-country pipelines, 170 local pipelines, 700 rail linkages and two refineries. By 
implementing ERP solution from Honeywell, the company not only significantly cut down on cost but also 
was able to better coordinate across its supply chain network. Technology adoption enabled the company in 
building closer relationships with its suppliers and distribution points.  
  Godrej Industries was faced with the challenge of improving internal business and to align its 
processes to build greater coordination across its supply chain. The company came up with an initiative 
called ‗Sampark‘ that had brought all its distributors under one forum. Then it went to widen the scope to 

connect its retailers through an IT initiative called ‗Sampurna‘. Sampurna is designed with the motive to 

improve Godrej‘s relationship with its retailers while reducing retailer‘s inventory levels to a minimum. 

With the deployment of Sampurna, all supply Chain areas would be integrated. Godrej has also 
implemented a customized ERP suite for its distributors for daily accounting, material receipts, billing and 
inventory. 
  ―Over the last half century, supply chains have moved from the domain of a single company (such 

as the vertically integrated Ford River Rouge plant) to a web of suppliers and their suppliers‖ [Sheffi, 

2005]. There has been a major change in the kind of product required by companies from commodity 
materials and parts to highly engineered sophisticated products. Outsourcing has become a strategic 
imperative as a result it puts additional pressure on supply networks. Companies are looking towards 
partners who would be able to provide them technically superior quality components to match with their 
sophisticated production systems and needs. In the automobile sector, there is a huge pressure on the OEMs 
in catering to the ever-changing technologies of the automobile sector. While drawing comparisons on the 
global parameters, it can be said that OEMs in India are also awakening to the competitive requirements of 
global companies operating in the country.  Depending for technology and semi-finished products on 
suppliers requires companies to rely on the expertise of their suppliers. Collaborations enable companies to 
work strongly on their core competencies while taking advantage of low labour costs and expertise of their 
suppliers.  To have greater access to suppliers‘ innovations in technology enables companies to upgrade 

their own production and processes.  In this section certain cases of Indian organizations are cited to 
emphasize the adoption of technology to improve supply chain efficiency.    

2.4 Supply Chain Integration in Indian Automobile Sector 

Mahindra & Mahindra: Mahindra & Mahindra has been one of the first Indian companies to implement 
the new business model to cut down its operating cost and provide better visibility to all its partners and 
customers. The reengineering promises to bring the stakeholders, supply chain partners and customers 
under the purview of information accessibility. The technological initiatives in the area of SCM and CRM 
would not only enable the company to provide increased connectivity but also create greater loyalty 
amongst company‘s stakeholders. The company‘s IT initiative called PACE (Performance At Customer 
Elation) is designed to create greater satisfaction for the customer through improved service levels and 
electronic payment and clearance facilities (Sap AG, 2002). The Company‘s tie-up with different banks 
would enable it extend the online payment facility to its vast network of dealers and customers across the 
country. The dealers are now considered company‘s partners and are equipped with more information 

regarding the products of the company. ―The Quality Leadership‖ programs at the dealer level are designed 
to cater to the growing need of the company to create value in their relationships. ―Sometimes the 

relationship with supplier goes beyond products to reach at the human level that surpass all commercial 
considerations. To illustrate, a supplier of castings located at Kolhapur suddenly expired. M&M instead of 
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terminating the contract and finding some other supplier, supported his wife and helped her to run the unit 
till she became confident of doing it on her own‖ [Kulkarni & Sharma, 2004]  

Maruti Suzuki:  Since competition increased after liberalization in the Indian car market, Maruti 
Udyog Ltd (MUL), India‘s largest passenger car manufacturer, was forced to not only improve its quality 

of products that it offered to the customer but also reorganize its supply chain. Foreign car manufacturers‘ 

entry into the Indian market had meant not only bringing down the price of the vehicle but also pressurized 
company to look at ways to improve its performance. Supply chain was understood as a key area that 
would enable the company to streamline its operations strategically to attain substantial cost reduction from 
production to distribution. The company is dependent on over 300 suppliers for some 7,000 components to 
be used in manufacturing its different models of cars [Varadarajan, 2002]. Reengineering efforts thus were 
focused towards bringing about a close coordination with the company‘s varied vendors. This enabled the 

company to achieve not only cost rationalization but also helped it keeping a check on quality of the 
components. The benefits could be passed on to the vendors. The company implemented innovative 
techniques for materials handling and thus reduced wastages; localizing the manufacture of certain 
components also reduced problems in materials handling and cut down logistics cost. The company created 
manufacturing schedules that were issued every fortnight and it was aligned with the online inventory 
replenishment system. The company could reduce inventory levels and the vendors had to only produce 
what was indented. MUL is slowly extending its inventory management system of electronic card system 
across its entire network of suppliers. Their cost control effort has benefited MUL‘s major suppliers like JK 

Industries, Lucas TVS and Kalyani Brakes. 
Baja Auto: With the entry of Japanese manufacturers in the Indian two-wheeler market in the 

1990s, Bajaj Auto, which was the market leader, awoke to the realization that its well-entrenched position 
was under threat. The Indian customer was looking for sleeker and smarter vehicles to suit his changing 
lifestyle and aspirations. Even though the company‘s vehicles gave the customer a cost advantage, he was 

no longer interested in the old outdated designs when there were other manufacturers providing more 
variety. The market share of the company dropped to 39.8 percent in 1998 from 49.3 percent in 1994 and 
its share in the scooter market fell to 64.8 from 74.8 percent. To counter react to the challenge Bajaj Auto 
went for technological tie-ups with Austria‘s AVL for technology to improve vehicle emissions and fuel 

economy; Australia‘s Orbital engine company for combustion systems; and Tokyo R& D for engine design. 

In the Auto Fair held in New Delhi in 1998, the company launched seventeen new models of vehicles 
[Ghoshal, Bartlett & Piramal, 2000]. The marketing strategy was revised by doubling the advertising 
budget; the company launched dealer development programs, standardization and modernization of the 
dealer network, organizing regular dealer conferences. Bajaj mySap Enterprise portal was created to cover 
the sales force and the dealers of the company. It provided access to all kinds of information about the 
company like latest news, new product launches and internal marketplace developments. This has enabled 
the company in reducing inventory levels, developing better coordination across its supply chain partners 
by cutting the non-value-adding activities.  

Ford India: ―Ford Motor Company India was established with an investment of US$ 351.1 

million under single window policy at Maraimalai Nagar, near Chennai in 1995. With a total workforce of 
900, the company is currently manufacturing three models with a number of variants and is one of the key 
players in the Indian automotive industry. Ford Endeavour captured over 40 per cent of the emerging SUV 
market within six months of its launch. The company plans to export vehicles from the Chennai plant to 
various destinations, owing to the incentives offered by the State Government. The Ford Ikon is India's 
largest exported car in the mid-size car segment.‖ [GOI, 2006] Ford announced its e-business strategy in 
1999, Ford was set to revolutionarize the auto industry, by using the Internet. Ford announced ‗Build to 

order‘ model for manufacturing so as to provide customized benefit to the customers. 
Hyundai Motor India Ltd: ―Hyundai Motor India Ltd is a subsidiary of Hyundai Motor 

Company, South Korea and was established at Irrunattukottia, near Chennai, in 1997 with an initial 
investment of US$ 614 million. The plant presently is the largest manufacturing facility of Hyundai Motor 
Company outside Korea. Hyundai is the second largest and the fastest growing car manufacturer in the 
country. Hyundai presently markets over 18 variants of passenger cars across four models. The company 
emerged as the second largest exporter of passenger cars from the country‖ [GOI, 2006]. 
Indian companies, especially in the automobile sector are combating competition from global companies by 
integrating their dealer networks. The importance of collaborations is being increasingly recognized in the 
Indian companies. Collaborations and partnership are giving the benefit of expanding into global markets 
for the Indian entrepreneurs. As more technological dependency grows on the supplier networks, the 
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engineering and technical prowess of companies is being developed. Some companies like Tata Motors, 
Maruti Suzuki India, and Mahindra & Mahindra have developed interactive websites were procurement of 
components with the suppliers is possible. Supply chain integration has been done with the changing trends 
of the industry, but still technology adaptability is in the rudimentary stage. 

The other aspect of the supply chain is the customer perspective. For meeting the demands of the 
dealers on timely basis, ordering and inventory cost has to be reduced. For the company it is of prime 
importance that dealers should have a satisfactory relationship with the company and also may be able to 
meet the pressing demands of the customers. As in the recent years there has been an overwhelming growth 
of the Indian automobile sector, with increase in sales of small and mid-sized car segments, it has become 
important for car manufacturers to make products available across all the dealers in the country. With 
changes in design, features and quality specifications constantly adding pressure to the companies, supply 
chain integration leads to optimizing the operations.        
 
3.0 The Dealer/Distributor Collaborations in Automobile Sector 

3.1: Methodology 

To understand the changing market trends and how dealers are being integrated with the company‘s supply 

chain network, a study was undertaken at a primary level to identify the causes of customer dissatisfaction 
with the automobile manufacturers. A pilot test was conducted through unstructured open-ended 
questionnaire, whereby the dealers‘ expectations were recorded. The outcome of that initial survey 

provided the details about the customers‘ expectations and the problems that are still a part of the dealer-
supplier networks in Indian automobile sector. 

In this research, a structured questionnaire was administered on the dealers across the northern 
part of the country. The objective of the research was to understand the supplier-dealer network of the 
automobile sector. Also the objective was to comprehend the level of technology integration amongst the 
manufacturers and the dealers, to reduce cycle times. Similar to the research conducted by Larson & 
Kulchitsky [2008] the purpose was to comprehend how technology facilitated sharing information 
regarding inventory status, order status, sales data and shipment schedules. The hypothesis drawn was that 
in a country like India, technology is still unable to provide operational cost advantage, as it should be. The 
primary idea was to explore the reasons behind the inability of the companies to integrate the downstream 
supply chains.     

 H0= Information Technology is able to integrate the supply chain networks in the Indian sub-
continent for competitive advantage and operational efficiencies. 

 H1= Adaptation of Information Technology for operational efficiencies in the supply chain 
networks is not to the fullest.        

The study was undertaken of dealers of Mahindra & Mahindra, General Motors, Ford, Maruti 
Suzuki and Hyundai catering to the Indian customers. The objective was to decipher the ramifications of 
technology and its usage in cutting down inventory levels at the dealer outlets. The research attempted to 
understand the cost savings and improved accessibility of information due to integration in the supply chain 
through information technology. The industrial sector selected was automobiles in order to make 
comparisons across the different car manufacturers.    

Total dealers surveyed were 50 in different cities of the automobile companies like Ford India, 
Hyundai India, Maruti Suzuki, Mahindra & Mahindra and General Motors. The selection criteria used for 
identifying the dealers was their scale of operations in a city. In the big cities the number of dealers was 
more than one whereas in smaller cities the number of dealers per company were only one. In some cases a 
dealer was stocking automobile models of more than one manufacturer. This was to give cost advantage to 
dealer as the demand of automobiles varied from city to city. In the big cities, the models of foreign car 
manufacturers were more popular and consequently the dealers were having more collaboration with the 
manufacturer. 

The research focused upon understanding the exact usage pattern of technology at dealer levels 
and how it is instrumental in cutting down inventory levels. The survey was conducted at various outlets of 
6 cities in Northern India and results were consistent regarding the technology usage at various automobile 
dealers and manufacturers.  
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3.2 Findings  
A summary of findings is presented in Table 3:1 below:  

 
TABLE: 3:1: USE OF TECHNOLOGY TO BUILD SUPPLIER RELATIONSHIPS 

Company Total Number 
Dealers 
across India 

Lead time 
(from factory 
to dealer) 

Forecasting 
Techniques  

IT tool used in 
SRM 

Ford India Ltd. 49 7 days Intuitive/ Past Sales AUTODEAL 
Hyundai India 183 12-14 days Intuitive/ Past Sales GDMS (Global 

Dealers 
Management 
Systems) 

Maruti Suzuki India 200 4-5 days Intuitive/ Past Sales DMS (Dealer 
Management 
system) 

Mahindra & Mahindra 400 5-7 days Intuitive/ Past Sales MySAP SRM 
General Motors 45 7 days Intuitive/ Past Sales SUPPLY POWER 

 
 

The study highlighted three important aspects: 
 

1. Technology has found wide acceptance in the manufacturing companies‘ supply chains. More and 

more collaborations are being built on platforms to facilitate information sharing.  The technology 
primarily being used is ERP. In some cases as Maruti Udyog, Hyundai Motors and Mahindra & 
Mahindra implementation of ERP is being given top priority. However the ERP implementation is 
being done in phases where the bigger dealers of the company are being identified and ERP is 
being rolled out to provide better integration with the company.  

2. Using software is helping dealers/retailers/distributors in cutting down inventory levels and 
stocking only those vehicles, which are required by the customers. As the lead-time has also been 
substantially reduced, the orders placed by customers can be efficiently met with minimum delay. 
The software being used is mentioned in Table 3:1.  

3. Most of the supply chain partners surveyed told that deployment of technology is at the 
rudimentary stage. More benefits would be achieved once technology totally takes up all the 
partners in the company fold. They were happy with the cost advantages these partnerships have 
given them.  The ―rudimentary stage‖ is identified the very basic stage of technology integration. 

It essentially meant migrating from telephone and e-mail kind of systems to a more visible 
platform that linked the dealer with the company on a daily basis. This was enabling the dealers to 
send sales reports more quickly to the company. The focus of this integration was primarily for 
sales forecasting, ordering and maintaining sales reports. This is least advanced stage as many 
dealers do not have knowledge of technology and in many cases cannot operate a computer. This 
is an inhibiting force in the supply chain integration.     
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TABLE: 3:2: SURVEY DETAILS 
Company Number of 

dealers 
surveyed 

Technology used for 
integration 
 

Types of information shared 

Ford India Ltd. 05 EDI & ERP Inventory status; sales data; 
demand and supply 
information, order status.  

Hyundai India 10 ERP Inventory status; sales data; 
demand and supply 
information, order status. 

Maruti Suzuki India 15 ERP Inventory status; sales data; 
order status 

Mahindra & Mahindra 15 ERP Inventory status; sales data; 
order status; production 
schedules. 

General Motors 05 EDI & ERP Inventory status; sales data; 
order status; demand status. 

 
 

From Table 3:2 the total number of dealers surveyed can be visualized. Also it is important to add 
that the basic level of technology integration is ERP where only some information is being shared. In case 
of small dealers [who stock only 2-3 models of the manufacturer] there is no ERP implementation. The 
ordering is done on telephone based upon the orders. The dealers are not interested in stocking excess 
number of models even for display. The cities were classified according to their size and population [GOI, 
2006] and dealers were selected accordingly. One important aspect was that dealers who were stocking 
more than one manufacturer‘s models were not considered for the research, as there was little scope of 

collaboration and supplier relationship management. 
 
3.3 Analysis - Building Collaborations in Indian Automobile Supply Chains 
 
As stated earlier the research was targeted towards identifying the extent of technology in building 
supplier/dealer relationships in Indian automobile sector.  The purpose of this research was to find the 
extent of supplier collaborations taking place in the Indian automobile sector.  
 

1. The results showed that there is an increased concern towards cementing collaborations with the 
downstream suppliers by companies. Automobile companies, those that were surveyed, 
demonstrated technological adaptation for better control over their markets and production 
processes. All the companies were working on EDI systems and some of them were in the process 
of installing ERP systems to improve the order and sales data sharing information. Companies like 
Maruti Suzuki and Mahindra and Mahindra were having a huge network of dealers across the 
country but they had prioritized the supplier relationship module implementation with those 
dealers that gave them maximum sales. In case of Hyundai, it was still a bit slow in integrating 
with the dealers. The forecasting was primarily intuitive and based on earlier sales patterns. The 
dealers were also not aware about the company‘s policies and new schemes for customers. Ford 

and GM dealers were having a close integration with the company, where the manufacturers were 
constantly maintaining contacts with the dealers and helping them in case of any problems. 

2. Working in close coordination has proved be beneficial for companies. Sharing information 
regarding company policies, new product launches and technological changes leads to better 
understanding amongst the company and its suppliers. All the dealers surveyed agreed that 
technology has helped them in reducing the inaccuracy in the sales and has also reduced lead 
times. They were able to offer greater variety of the models to the customers and it had led to 
increased satisfaction amongst customers. Also interaction with the company was helping in 
launching new promotional schemes for the customers, like providing loan facilities, providing 
better after sales-service and as in case of Maruti launching the ‗driving school concept‘ where 

customers were being taught to drive cars through the dealers.  



749 

3. The information sharing ―system supports the use of common database and the sharing of 
information across functions and divisions. It supports more effective (cross-functional) team 
performance and is likely to lead to the elimination of gaps‖ [Cohen, Eliashberg & Ho, 1997]. 

Similar kind of trend was visible in the supply chain collaborations in India. The companies were 
focusing towards strengthening their relationship with the dealers by sharing closely the 
information about the products and their availability. For enhancing the quality of relationship 
with the dealers, companies were providing training and also assistance to the dealers in form of 
financial support to install the ERP and they were also sending consultants to train the salespeople 
run the software. In the survey it was found that nearly eighty percent [41 dealers] of the dealers 
did not have the financial resources to implement technology totally by themselves. They were 
being supported by the company financially and also through professional help. The company 
personnel regularly visited the dealers and helped them to create sales reports, inventory status 
reports, shipment details and news about new product launches.  

4. The level of cross-functional coordination prevalent in the international automobile sector is not 
yet apparent in the Indian sector. However, big auto majors in the country are closely working 
towards integration in the domain of design and product development with their component 
providers within the country and also in the international arena. The collaborations and 
coordination apparent through the research merely focused on sales report sharing, reports on 
inventory status and placing orders online. The level collaborations cannot be said to be strategic. 
However in case of Maruti Suzuki and Mahindra & Mahindra there was collaboration regarding 
sharing of information about customer preferences. The level of information sharing was to only 
facilitate the maintenance of appropriate records for the manufacturer. 

5. Many researchers in supply chain collaborations have spoken of coordinating the manufacturing, 
marketing and distribution functionalities. It was seen in the findings of the research that 
companies are trying to use technology to centralize the procurement, billing, ordering, and 
promotional endeavors. Dwyer and Tanner (1999) propose internal partnering among functions as 
marketing, purchasing, manufacturing, engineering (R&D), and finance. This would essentially 
require the downstream and upstream suppliers of the company to have compatible IT architecture 
that would enable them to seek cost optimization. There was no evidence of ‗partnering‘. Only 6 

out of 50 dealers were having ‗good relationships‘ with the company. Here good maybe defined in 

the form of concessions they got from the company, the advantage they got to stock new models 
of the vehicle as soon as it was launched and the new promotional schemes were launched with 
them.    

6. The implications of these research work is immense, companies are focusing on developing long 
term relationships within their processes to maximize profits. As is apparent from the study 
undertaken in the automobile sector, the Indian supply chain networks are undergoing a major 
upheaval. The importance of forging supplier/ distributor relationships is being widely 
acknowledged and adapted in organizations. The Indian companies are changing their 
organizational structures to build cross-functional teams for integrating their supply chains to 
make the most of technological changes. Lambert, Stock & Ellram (1998) have proposed that the 
key processes of the supply chain should be integrated: selling, customer order fulfillment, 
manufacturing flow, procurement, and product management. The advantage clearly stated by the 
majority of dealers was regarding reduction in lead-time in order fulfillment. ―It has enabled us in 
developing better relationship with the customers‖ said some of the dealers. They all were of the 

opinion that the competition in automobile sector was intensive and customers had become 
demanding, if service was appropriate customers came back.  

7. As proposed through the research of Galbraith, 1977; Jaworski & Kohli, 1993; Van de Ven & 
Ferry, 1980 interaction activities with suppliers include committee meeting, teleconferencing, 
conference calls, hall talk, memoranda, and the exchange of standard documents. However, these 
traditional interaction media have been replaced by e-mails, company websites, interactive 
websites- that help the dealers and the customers to get information on time. The Indian 
automobile dealers are sharing information about the sales on a daily basis with the company. This 
has led to revolution in the ordering process and has been able to drastically cut down inventory 
holding costs. 

8. Information technology has added another dimension towards information sharing and building 
teams across supply chains. The basic function of supply chains is to focus on customer 
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satisfaction and retention. And collaborating with suppliers is an effort towards achieving these 
goals of supply chains. Kohli & Jaworski (1990) posit that the marketing concept consists of three 
pillars: customer focus, coordinated marketing, and profitability. The idea behind coordination is 
to instill in the supply chain partners a philosophy towards goal-oriented marketing which solely 
focuses on greater customer satisfaction. The culture of cooperation enables companies to not only 
attain competitive advantage but also to achieve inter-organizational cooperation. As virtual 
organizations are becoming more popular and technology is being extensively used to create 
platforms of coordination, supply chains face greater challenge. ―Virtual organizations are 

collaborative network of employees, linked by integrated computer and information technologies 
that allow organizations to create more flexible structures designed to maximize the experience 
and expertise of their employees and make it available wherever needed‖ [Anderson & Vincze, 

2000].   
For analyzing the supplier relationships in India; ‘The Cox Model’ (1996) has been used which looks 

into the nature of supplier relationships and how it promises competitive advantage to Indian companies. 
The model shows the different stages of evolution of partnerships with the suppliers (Figure 1). As 
companies realize the inevitability of supplier collaborations, their objective shifts towards more focused 
approach. The companies work with their suppliers in developing better understanding. This enables even 
the suppliers to improve upon their core competencies. 
 

 Adversarial Leverage: Supplier relationships entered by companies‘ before 1980s focused on 

short-term contracts. Companies treated their suppliers not as their partners but with mistrust as a 
result there was secrecy regarding their sharing information on product development and 
manufacturing. 

 Preferred Suppliers: The earlier concept of adversarial leverage was replaced by developing 
relationships with specific suppliers who matched their product quality and service requirements. 
This was based on vendor rating and quality specifications.   

 Single Sourcing: Companies started focusing on reducing large supplier base to purchasing and 
building collaborations with single suppliers. This enabled them to nurture and develop strategic 
relationship which gave them cost advantage.‖ ―Dell buys its processor chips and mother boards 
only from Intel and its operating system only from Microsoft, both of whom are very resilient‖ 

[Sheffi 2005].  
 

Figure 1: A Step-ladder of External and Internal Contractual Relationship
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 Network Sourcing: According to Cox (1996), network sourcing ―is the idea that it is possible to 

create a virtual company at all levels of the supply chain by engineering multiple tiered 
partnerships at each stage, but without moving to vertical integration‖. 

 Strategic Supplier Alliances: These kinds of collaborations were built where companies merged 
their identities to create a new distinct alliance that was an outcome of trust and mutual 
equivalence. The future of supply chain collaboration lies in these kinds of supplier/company 
alliances. The benefit of information technology can be best understood when companies work 
together for customer need fulfillment. 

Information technology usage in the automobile sector in India has reduced inventory-carrying costs 
amongst the dealers and has made them more informed regarding company policies and product 
modifications. Full integration at all levels and tiers should eventually lead to cross-functional teams as 
suggested by Cohen, Eliashberg & Ho, (1997).  The nature of collaborations is in the single sourcing and 
network sourcing bracket. The competitive advantage would be only attained when relationships move 
towards strategic alliances. As proposed by Lysons & Farrington (2006) ‗the most successful relationships 

are those where customers and suppliers develop trust and an understanding of their respective 
requirements and interests, accompanied by a concern for both learning from and providing assistance to 
each other.‘  

Technology is enabling organizations to dissolve functional silos, making decision making and 
information accessibility easier and cheaper. Partnerships with distributors and dealers require support from 
top management in bring all the participants in the fold of company‘s supply network. ―Slow decision 

making by overloaded management, however, is not appropriate for successful supply chain that requires 
coordination of expertise of different functions and time-and-quality-based competition. Instead, 
integrating mangers—essentially liaison personnel with formal authority—provide stronger coordination‖ 

[Mintzberg, 1996]. By involving the members of supply chain much can be learnt and improved upon. This 
knowledge can be used in creating better quality product and customer focused marketing. ―The creation of 

superior customer value entails an organization-wide commitment to continuous information gathering and 
coordination of customers‘ needs, competitors‘ capabilities, and the provisions of other significant market 

agents and authorities as well as different functional areas within the firm‖ [Slater & Narver, 1994; Kohli & 

Jaworski, 1990]   
 

4.0 Conclusion 
 
The paper has used both the secondary and primary data to demonstrate the effect of technological tools in 
creating more visibility across supplier networks in India. The survey highlights the fact that Indian 
corporate sector is adapting innovative imperatives that promise it improved productivity. The increased 
usage of IT at different tiers of the supply chain is on the increase in all the companies in India. An 
important finding that emerged from the findings was that the integration of supply chain is being done at 
all the cities in the country irrespective of the market share.   

The impact of collaborations is immense and it promises to eliminate excessive cost across the 
supply chain networks. It also promises to create organizational structures that use and process information 
for attaining their marketing goals and delivering best services to their customers. As in global companies, 
technology plays a vital role in reducing the delays in decision making and sharing information; the same 
kind of phenomena is visible in Indian supply chains. The opportunities promise benefits to collaborating 
partners. The future promises cost advantage to customers and reduced operating costs to companies. With 
supply chains becoming more dependent on technology, supplier-company partnerships would use more 
technology to strengthen relationships.  
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Abstract  
 
As the third biggest trade partner of China, Korea is very important for Chinese international trade. Expect the 
traditional factors such as real output of Korea, real output of China, real exchange rate level, we pay more attention 
on the effect of real exchange rate volatility on trade. We find, in the long run, the real exchange rate volatility have 
significant negative effect on the real export but have positive effect on the real import. The negative effect on export 
is bigger. So exchange rate volatility is one of the factors that introduce the deficit between China and Korea. In the 
short-run, the important factor is the one period lag export and import, the effect of real exchange rate volatility is 
very small through they are significant in statistics. 

 
Introduction 

 
Trade between South Korea (hence forth Korea) and China have expanded ever since the two countries 
established a formal diplomatic relationship in 1992. Joon-Kyung Kim, Yangseon Kim and Chung H. Lee 
calculate the intensities1 of import and export between Korea and China; these intensities indicate that bilateral 
trade between Korea and China has expanded more rapidly than their respective trade with other countries in the 
world. Korea is now the third largest destination of China’s manufacturing exports and China is the largest 

destination of Korea’s exports. At the end of 2005, the two governments plan to make the bilateral trade 
between these two countries to reach of scale of 200 billions in 2012. So we are interested in which factors 
affect the bilateral trade. According to gravity model the basic factors that determine trade are home country’s 

output, foreign country’s output, the comparative price and the distance between two countries. Although this 
approach has been predominant in the empirical literature, recent empirical studies have introduced novelties. In 
this paper, we try to find the main explanatory variables and use not only the traditional factors, but also 
exchange rate volatility. 

The consequences of exchange rate volatility on trade have long been the focus of debate on the 
optimality of fixed or floating exchange rate regimes (côte 1994). It is commonly argued that greater exchange 
rate risk increases the risk of trade profits, leading risk adverse traders to reduce trade. Further the alleged loss 
of welfare arising from the reduction of trade has been one of the main economic arguments for European 
monetary unification and the reason many developing countries adopted pegged regimes (McKenzie, 1994). In 
addition, the supposedly negative effect provides a rationale for foreign exchange interventions to reduce 
exchange rate fluctuations (Edison, 1993).On the other hand, the negative relationship between exchange rate 
volatility and trade is important to design trade policy. For example Export-led growth policy could be 
unsuccessful if exchange rates are very volatile (Arize et al, 2000). 

In the process of China’s foreign exchange rate reform, market forces play a significant role in exchange 

allocation. Since 21 July 2005, with the increase of yuan, the volatility of yuan increases also. For example, in 
March 2006, the exchange rate between RMB and us dollar increase 300 points and decrease 120 points soon, 
so does between RMB and other country’s currencies. Many researchers forecast that the volatility of yuan will 
increase. To what extent the exchange rate volatility effect the export and import between china and South 
Korea is the main theme of this paper. 

The paper is organized hereafter as follows. Section II reviews the theoretical and empirical issues 
relating trade and exchange rate volatility. Section III describes the model and data. Section IV represents and 
discusses the empirical results, and the main conclusions are summarized in section V. Data definition and 
sources are given in Appendix A. 
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Exchange Rate Volatility and Trade 
 

Theoretical analysis of the relationship between exchange rate volatility and international trade has no consistent 
conclusion. For example Hooperand Kohlhagen assumed that the firm is risk averse. The exchange rate is set on 
the signing of trade contract, yet payments are received after the delivery. If the exchange rate volatility 
increased during the period, it is more difficult to forecast the exchange rate, the higher the uncertainty, the more 
increase the trade cost, and hence reduce the profits of export. Franke assumed that firms can optimally adjust 
their export volumes to the level of the exchange rate (Franke, 1991). Exporting is an option which is exercised 
if profitable. So just like the profit of option, the volume of international trade grows as exchange rate volatility 
changes. De Grauwe suggests that there exist income effects and substitution effects. If exchange rate risk 
increase, the expected profit will decrease therefore induces firms to increase exports, which is the income effect. 
On the other hand the substitution effect explains the fact that higher risk will increase the trade cost and hence 
reduce the exports. The effect of exchange rate uncertainty on exports depends on the interchange between 
income effect and substitute effect (De Grauwe, 1988).  

Given the current results of the theoretical models, it is not surprising that numerous empirical studies 
have attempted to quantify the effects of exchange rate volatility on trade. 

The empirical papers give no consistent answers either. CÔte and Mckenzit have surveyed many periods’ 
papers, and found the conclusion is mixed. But some research show that the relationship between exchange rate 
volatility and trade depend on the region of the country. For example Sauer et al suggested that there is negative 
relationship for LDC exports but not for developed countries’ exports. One explanation is that in developed 
countries firms can hedge the exchange rate risk through forward exchange rate market. But in LDC countries 
there no effect exchange rate market and risk management financial instrument. Is there exit negative effect 
between volatility and trade in China? 

There are few papers that analyses the relationship between exchange rate volatility and trade in China. 
Chou analyses the effect of exchange rate volatility to the total exports and sector export by using time series 
data (Chou, 2000). Estimation results show that exchange rate variability has a long-run negative effect on total 
exports, exports of manufactured goods, and exports of mineral fuels. Chen Ping and Xiong Xin analysis the 
effect of the normal exchange rate volatility on China’s export by using gravity model and cross data, the paper 

suggests that exchange rate volatility has significant negative effect on trade. Li guangzhong et al analyses the 
effect of exchange rate misalightment and volatility on sector export by using panel data from 1978 to 1998, 
they also get significant negative effect results. Yu Huishan suggested there are no relationship between 
exchange rate volatility and trade by using panel data and gravity model (Yu Huishan, 2005). 

This study departs from the studies mentioned above in three important respects. (1) Using time series 
data to determine the long-run and short-run relationship between exchange rate volatility and export (import). 
In the four papers that using China data, three use cross or panel data, the results can’t explain the long-run 
relationship and the short-run dynamic process. Chou use time series data before 1996, but from 1996 to now 
ten year has past; there have been important changes in the international trade system and exchange rate regime 
in China (Chou, 2000). For example decentralize international export/import activities. In the same time the 
world economy change a lot also. For example a growing fraction of international transactions is undertaken by 
these multinational firms, fluctuations in different exchange rates may have offsetting effect on their 
profitability. Exchange rate volatility may have a declining impact on world trade (IMF, 2004). So it is 
appropriate to revisit the issues. (2) Using bilateral trade data. The past studies have undertaken an examination 
of aggregate trade flow data. But the use of such data implicitly assumes the impact of exchange rate volatility is 
uniform between countries. If this assumption is incorrect, the examination of aggregate trade data is likely to 
lessen the probability of deriving a significant result. (McKenzie 1999) 。(3) We not only specified the 
relationship between exchange rate volatility and export but also between the imports. 

 
Model and Data 

 
According to the traditional trade theory, the export (or import) id determined by the country’s competitiveness, 

is a foreign activity variable and a domestic activity variable. Although this approach has been predominant in 
the empirical literature, it has remained controversial. In this paper we want to analysis the relationship between 
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exchange rate volatility between trades. This objective is achieved by extending the classical analysis of export 
and import functions to include: exchange rate volatility. 

The export function is: 

tttttftt DVPYYX   05)ln()ln()ln()ln( 543210        (1) 

The import function is: 

tttttftt DVPYYM   05)ln()ln()ln()ln( 543210       (2) 

Where it is natural log, Xt is real exports at time t，Mt is real imports at time t, Yvt is a proxy for Korea 
activity at time t ，Yt isa proxy ofr China activity at time t, Pt represents the bilateral real exchange rate at time t，
in this paper we use real exchange rate between RMB and Korea won., Vt is the measure of real exchange rate 
volatility at time t. D05t is exchange rate regime dummy variable because china change its exchange rate regime 
on the July of 2005, t is the error term. 

Different statistical measures of exchange rate variability have been used in the literature. In this article 
we use a time varying measure of exchange rate volatility to account for uncertainty. This proxy is constructed 
by the moving sample standard deviation expressed as: 
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Our results are based on estimation the equation (1) and (2) for monthly data’s between 1995:1 and 
2006:4. 

 
Empirical Results 

 
Before estimating the long run equation by co integration method, the order of integration of each series should 
be examined. We use ADF test, by estimation the following equation: 




 
p

j
jtjtt yyty

1
1                                         （4） 

The intercept and time trend may or may not included in the equation according to the line graphs of the 
variables. If the line graph has a determined trend then the trend term is included in the equation (4) otherwise 
only the intercept is included. P is the lag length，determined by AIC。The Null hypothesis is: 

0:0 H                                                              （5） 

If we can’t reject the null hypothesis, the variable is non-stationary. 
TABLE 1：ADF UNIT ROOT TEST RESULTS 

Variable name Level data Regression 

equation 

Differenced data Regression 

equation 

in(Xt) -2.11 (C,T,1) -19.38** (C,0,0) 

in(Mt) -1.64 (C,T,1) -11.36** (C,0,1) 

in(Yft) -2.43 (C,T,2) -6.89** (C,0,1) 

ln(Yt) -1.14 (C,T,3) -11.97** (C,0,1) 

ln(Pt) -1.75 (C,T,0) -10.7** (C,0,0) 

V -1.71 (C,0,12) -3.44** (0,0,12) 
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Notes:** shows rejection of the null hypothesis at the 1% level. (C,T,P) represent the regression equation 
with intercept and time trend, (C,0,P) represent the equation with intercept but without time trend, 
(0,0,P)represent the equation without intercept and time trend. The critical value(source Mackinnon(1996))at  
the 1％level for three cases respectively is：-4.1，-3.53，－2.6. at 5% level is：-3.44 -2.88 –1.94. 

According to Table 1, all variable is I(1). But Perron(1989) shows that, if a series is stationary around a 
deterministic time trend that has undergone a permanent shift some time during the period under consideration, 
ADF test has low power, usually can’t reject the non-stationary null hypothesis.  
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FIGURE 1：LINE GRAPHS 

Figure 1 presents the line graphs of real export, real output of Korea, real exchange rate and real 
exchange rate volatility. These four variables all have a break point at the end of 1997. During this period the 
export from China to Korea, exchange rate and output of Korea decreased sharply because of the South-east 
Asia currency crisis. We use Perron(1989)structure break unit root test again. 

Perron（1989）shows if the breaks in the series are known, then it is relatively simple to adjust the ADF 
test by including dummy variables, for example： 

Case A: t

k

i
jtjtt yytDUDTBy   





1
112210  

Case B: t
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Case C: t
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1
1123210  

According to Figure 1, we set 1997:12 as a break point. The time 1997:11 is the TB observation. We set 
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DU=1，when t>TB, otherwise DU=0; DTB＝1，when  t=TB+1，otherwise DTB=0；DT=t-TB，when t>TB，
otherwise DT=0. Null hypothesis 1＝1. If we can’t reject the null hypothesis, the series is a non-stationary 
process with a structure break. Test results present in table 2. 

According to table2 real export, real output of china, real exchange rate is I(0), but real import ,real 

output of Korea, exchange rate volatility is I(1).  

TABLE2：PERRON（1989）STRUCTURE BREAK UNIT ROOT TEST RESULTS 

 

variable 

A B C 

t statistics Lag length T statistics Lag length T statistics Lag length 

ln(Xt) -6.66** 11 -3.2 1 -6.67** 11 

Ln(Mt) -3.28 12 
－2.38 

12 -3.22 12 

ln(Yft) -2.32 2 -2.54 2 -2.36 2 

ln(Yt) -4.3* 12 -2.17 3 -3.86 12 

ln(Pt) -0.001 11 -3.69# 9 -1.76 9 

Vt -2.67 12 -3.26 12 -2.75 12 

Notes：**Rejects the null hypothesis at the 1% level，* Rejects the null hypothesis at the 5% level，# 
Rejects the null hypothesis at the 10% level。A：under 1％，5％，10％level critical value are：-4.39,-3.72,-3.44；
B：under 1％，5％，10％level critical value are：-4.51,-3.87,-3.58；C：under 1％，5％，10％critical value 
are：-4.78,-4.17,-3.87。 

Perron unit root tests show that all variables are I(1) or I(0). So next we use Pesaran et al（2001）ARDL 
method to do the co integration test.  

Pesaran et al（2001）first estimated a conditional ECM model , we use export function as an example: 
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We set the max lag length as 6 by AIC, so the effective sample is 1995:08 to 2006:04.estimate the 

equation 5 by OLS. Then do the standard F-test: 

 

0: 543210  H  

The asymptotic distributions of this  statistics are non-standard under the null hypothesis that there 

exists no level relationship, irrespective of whether the regress or is I(0) or I(1). Two sets of asymptotic critical 

values are provided by Pesaran et al(2001). If the F-statistic big then the upper critical value, then reject the no 

co integration hull hypothesis, if the F-statistic small than the lower critical value, then can’t reject the hull 

hypothesis, there is on co integration relationship. Otherwise we can’t get any conclusion. 

For import function we use the same method. 

If we get a cointegraion relationship, we can get the long-run equation by MICROFIT4.1. We set max 
lag length equal 6 by AIC, finally get a model ARDL(k1，k2，k3，k4，k5) to estimate the long run equation. 
Ki,i=1,2,3,4 is the lag length of the variable Xt（Mt）,Yft,Yt,Pt,Vt。Table 3 presents the co integration test results 
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and long run equation for export function. 
According to Table3 column 3 last row, F-statistic equal 7.47, big then the upper critical value at 1% 

significant level (The 1% level critical range is [3.41  4.68]). So the dependent variable and independent 
variable have co integration relationship. Other rows of colum3 present the long run equation parameters. We 
can see that the exchange rate variable don’t significant in the long run equation, we delete this variable and do 

the co integration test again, results in Table3 colum4 and 5. This time the F-statistics equal to 9.01, rejected the 
null hypothesis again.(The 1% level critical range is [3.74  5.06]), this time in the long run equation all 
variables are significant.  

 
TABLE 3：EXPORT COINTEGRATION TEST AND LONG RUN EQUATION 

 

variable Long run equation 

ARDL(3,1,1,4,0) 

Long run equation 

ARDL(2,0,1,6) 

coefficient T-test[P-value] coefficient T-test[P-value] 

ln(Yft) .68568 2.3508[.020] .69415 5.4360[.000] 

ln(Yt) .85409 5.9619[.000] .88113 11.6482[.000] 

ln(Pt) .0082754 .032049[.974] - - 

V -3.3396 -2.7804[.006] -2.9482 -6.6654[.000] 

C 5.7001 6.4460[.000] 5.5379 14.4538[.000] 

D05 -.12753 -1.5443[.125] -.12142 -2.2685[.025] 

Co integration test F-test statistics 7.47** 

 

F-test statistics 9.01** 

Notes：―-‖no data。**rejected at 1% level。 

The coefficient of exchange rate volatility is -2.9482, exchange rate volatility has a negative effect on 
export, the dummy variable D05 has a significant and negative coefficient, shows that increase of yuan and 
floating of exchange rate in china have negative effect on export. 

The coefficient of Korea’s output ln(Yft) is 0.69415, the coefficient of China’s output is 0.88113.  The 

difference between these two parameters indicates that the level of China’s output have more impact on the 
export than Korea’s output. The insignificant of exchange rate shows that price is not a factor to determine the 

bilateral export. We think these two results consistent with the characters of china’s export. Because supply 

bigger than the demand of domestic in China, the home country export the surplus to keep the equilibrium. 
Supply surplus drive export. Through the volume of export growth fast the profit and price of export goods 
decreased, This maybe the reason of why the real exchange rate insignificant. 

For the import function, According to F-statistics, 3.23 lies in the 90％ confidence range [2.26 3.35], so 
we can’t get any conclusion. Delete exchange rate variable or exchange rate volatility then do the same test 
again. Results present in Table4. 
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TABLE 4：IMPORT COINTEGRATION TEST AND LONG RUN EQUATION 
 

variable Long run equation 

ARDL(6,1,2,5) 

Long run equation 

ARDL(2,1,0,1) 

coefficient T-test[P-value] Coefficient T-test[P-value] 

ln(Yft) .81157 3.2931[.001] .92805 5.2691[.000] 

ln(Yt) 1.0523 7.5592[.000] .99822 9.5266[.000] 

ln(Pt) -.083696 -.46432[.643] - - 

V - - .99298 1.6770[.096] 

C 5.0400 6.9857[.000] 4.6948 8.7414[.000] 

D05 -.23958 -2.0881[.039] -.19896 -2.4736[.015] 

Co integration test F-statistics 3.71# F-statistics 3.83* 

Notes：#rejects at 10% level，*reject at 5% level。 

Delete exchange rate volatility, F-statistics equal to 3.71, bigger than the 90% confidence upper critical 
value(90% confidence range is [2.26  3.35]), rejected the null hypothesis at 10% level. But in the long run 
equation the exchange rate variable doesn’t significant. When delete exchange rate, F-statistics is 3.83, shows 
that reject the null hypothesis at 5%  level(critical range is [2.63  3.79]), this time all independent variables 
significant at 10% level. So we use the last column of table4 as the import long run equation. 

The coefficient of exchange rate volatility is 0.99298, exchange rate volatility has a positive effect on 
import. This shows when the real exchange rate volatility becomes large, export from China to Korea will slow 
down but import will grow fast. Exchange rate volatility is one factor that drives the deficit of balance payment 
between china and Korea.  the dummy variable D05 has a significant and negative coefficient, just as the 
export equation, shows that more floating exchange rate regime have negative effect on export and import. 

The coefficient of foreign output ln(Yft) is 0.92805, the coefficient of home country output is 0.99822. 
This shows that China’s growth of economic is the most important factor that determines import.  

Having obtained the long-run co integration relations using the ADRL approach, it is now possible to 
estimate the short term export and import equation by ECM model. In the ECM model we also include the 
exchange rate variable though this variable doesn’t significant in the long run equation. 

The existence of a co integrated relationship among a set of series implies the following dynamic error 
correction representation of the data:  
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Where ECTt-1 is the lagged error correction term and is the residual from the long run equation. The error 
correction term ECT captures the adjustment toward the long run equilibrium. The coefficient δ represents the 

proportion of the disequilibrium in real exports(imports) at time t-1 corrected  in the next period. Since all the 
variables in the model are now I(0), statistical inference using standard t and F-test is valid. The OLS is still an 
efficient way to estimate equation (6). The equation is estimated with a general specified lag structure for all the 
variables in the equation. Parsimony can be achieved by removing the insignificant repressors. 

Short term export equation: 
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53.02 R ，D-W=2.04 Autocorrelation LM test2（6）＝2.39(0.89)，  

ARCH test，
2（5）＝2.22(0.82)， RESETtest 2（1）＝4.62(0.032) 

Short term import equation： 

(0.0145)          (0.0000)             (0.0000)          (0.0000)                

)ln(24.0)ln(56.0)ln(37.03.0)ln( 411 tttttt PYMECMM  
   （8） 

45.02 R ，D-W=2.02，Autocorrelation LM test2（6）＝10.22(0.12)，  

ARCH test，
2（5）＝0.82(0.98)， RESET test 2（1）＝0.002(0.97) 

The t-statistics are in parentheses. The equations are econometrically preferred since they have the 
highest R2 and all variables are statistically significant at conventional levels The diagnostic tests support the 
statistical appropriateness of the equations. 

The error correction term’s coefficient is negative and statistically significant at 1% level. The 
significance of the lagged error-correction terms displaying the appropriate negative sign supports the co 
integration findings and implies a valid equilibrium relationship between the variables in the co integrating 
equations. This means that excluding the co integration relationship would have led to misspecification in the 
dynamic structure of the models.  

In the export equation, The adjustment of speed to the last period’s disequilibrium is 52% in one month. 

This means after 2 months real export will get equilibrium again. The foreign country’s income and home 

country’s income have positive effect to export in the short run. Real Exchange rate volatility appears significant 
statistically and has positive effect in the short run. The real exchange rates three months ago have effect on 
export. The export have negative effect on the next period export shows that the growth of export have mean 
reversion effect.  

 In the import short run equation, coefficients on the error-correction terms indicate what proportion of 
the discrepancy between the actual and long run value of import is eliminated each month. The income of home 
country has positive effect on import but the foreign country’s income insignificant. Real exchange rates 4 
months ago have effect on import but real exchange rate volatility is insignificant. 

All repressors in equation (7) and (8) are classified into 4 groups just as Table 5 shows. Only use one of 
the four groups as regresses to estimate equation (7) or (8) again. In Table 5, we report the adjusted R

2 

statistics, 
which are proxies for explanatory power, from fitting individual groups of regressors. 

TABLE 5：THE ADJUSTED R
2

： 

 
Export 
ln(Xt－1) ln(Yft), ln(Yt) ln(Xt－1),ECM t－1 ln(P t－3), V, V t－3 

adjusted R
2

 0.183 0.159 0.321 0.015 
Import  
 ln(Mt－1) ln(Yt) ln(Mt－1),ECMt－1 ln(P t－4) 
adjusted R

2

 0.139 0.113 0.278 -0.027 
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The lagged export(import) variables are the key variables explaining Hong Kong export(import) 
variability. Next important variables are income variables. We garner exchange rate and exchange rate volatility 
variables into one group Even though they are statistically significant in these export(import) equations, their 
explanatory power, gauged by the adjusted R2 is very low. The error correction term offers the best incremental 
explanatory power in exports and imports; it adds 75% and 100% to the adjusted R2 in export e and import 
equation. 

 
Summary and Conclusion 

 
To what extent the increase exchange rate volatility effect the export and import between China and 

Korea is the main theme of this paper. We use co integration and error correction model to estimate the long run 
and short run model. Because there is break during the sample we not only use the ADF unit root test but also 
use the Perron(1989) structure break unit root test. Not all variables are I(1), so we use Perron et al (2001) 
bounds test to do the co integration test and estimate the co integration equation. In the error correction model 
we use Cheung(2003)’s method to get the explain power of different group explain variables. 

Our empirical results suggest the following conclusions: 
First, our results suggest that there is a unique, statistically significant long-run relationship between real 

exports(imports) and exchange-rate volatility. In addition, the real exchange rate volatility has negative effect on 
export but have positive effect on import. These suggests that trade policy actions aimed at promote the 
exports(imports) market are likely to generate uncertain results, if policymakers ignore the stability of the real 
exchange rate. In the recent years, the balance of payments between China and Korea is deficit, from our 
empirical results the real exchange rate volatility is one of the factors. Since the exchange rate regime reform on 
July of 2005, the real exchange rate volatility become large, this is not good news to the trade between China 
and Korea. 

Second, in the short run  we get results just like Cheung(2003), through there is significant relationship 
between exports(imports) and exchange rate volatility, the explain power is very low. The most important factor 
is the one period lag of the exports(imports), next is level of each country’s output. 

Appendix A 

 
Data sources and variable definitions 

China’s exports to Korea are examined for the period between 1995:01 and 2006:05. 

tttt CHNCPIENXX _/*  

Where NXt is nominal exports（data were obtained from China Economic Information Network），
Nominal exports of China to Korea is defined in the United Stats dollars，after multiplying exchange rate Et， 
deflated by the China consumer price index to define them in real terms. Real exports are seasonal adjusted by 
using X-11 program. 

Et  is nominal exchange rate which is defined as RMB per foreign money. Exchange rate of RMB to 
USA dollars come from State Administration of Foreign Exchange. Korea Won to US dollars come from IMF’s 
International Financial Statisticians . 

CPI_CHNt  index after 2001 is obtained from China Monthly Economic Indicators ,We set CPI_CHNt 
data deflated by yearly growth CPI from IMF’s International Financial Statistics ,  

Foreign income is presented by the monthly real industrial production index, come from IMF also. 
Real exchange rate Pt is calculated by following equation： 

tttt CHNSACPIFCPIEP _/_*  

CPI_Ft is foreign country’s consumer price index（from IMF）。CHI_CHNSAt is seasonal adjusted data
（adjusted CHI_CHN by X-11 program）。 

http://www.imf.org/
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End Notes 
The export intensity of country A with respect to country B is the ratio of B’s share of A’s total exports to B’s 

share of world total imports. If it is greater than 1 it suggests closer economic ties between the two. The import 

intensity index is similarly calculated and would have the same implication. 
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Stock Markets 

 
Yusaku Nishimura, Ming Men 

University of International Business and Economics, P. R. China 

Abstract 
Along the way of globalization, cross-country capital market integration is underway and the co-movement of capital 
markets is becoming more evident. This paper mainly focused on the stock market co-movement relationship 
between China and G5 countries. This paper applied EGARCH model and the CCF approach for daily data that 
covers the period January 3, 2004 to December 31, 2007. The major findings include (i) The EGARCH model results 
indicate that the volatility in G5 countries stock markets showed the characteristics of asymmetry and longer 
persistence. Furthermore, the empirical evidence suggests that China’s stock market shows signs of overheating and 

Chinese investors are not rational in this period. (ii) The CCF approach results indicate that new evidence of causality 
from China to G5 countries stock markets in variance and an indication of causality in mean from U.S. to China at a 
much lower significant level. This result of the CCF approach indicates that uncertainty in China’s stock prices might 

have had significant effects, whereas the information flow from G5 countries to China might be shut-off during this 
sample period. 

Keyword:  Stock Market Co-movement, CCF approach, EGARCH model, Volatility spillover, Causality 

 

Introduction 
 
On February 27, 2007, Shanghai Composite Index and Shenzhen Component Index fell by 8.84% and 9.29% 
respectively, which created the record of slump in Chinese stock markets in nearly ten years. During the slumps 
in the price of two stock markets, more than 900 kinds of shares closed and market capitalization of more than 1 
trillion RMB evaporated in one day on Shanghai and Shenzhen stock markets. China‟s stock market crash led to 
the chain reaction in Asian, European and American stock markets. 

The major stock markets in Asia-Pacific region were not exceptional. The Kuala Lumpur Stock Exchange 
in Malaysia fell by 2.8%; the Straits Times in Singapore fell by 2.3%; the Hang Seng Index in Hong Kong fell 
by 1.8%; the South Korea Seoul Composite Index fell by 1.1%; the Nikkei 225 Index in Japan fell by 0.5%. 
Chain reactions in stock markets occurred not only in Asia, but also in European countries where underwent the 
biggest slump in one day in the last four years. U.K. FTSE 100 index fell by 2.31%; Germany‟s DAX index fell 
by 2.96%; French CAC40 fell by 3.02%. American stock markets underwent the biggest slump since September 
11, 2001 terrorist attack, Dow Jones Index, Standard and Poor‟s 500 Index and NASDAQ Composite Index fell 
by 3.29%, 3.47% and 3.86% respectively. It seems that the crash of the Chinese stock market quickly affected 
major stock markets around the world. This event indicated an unprecedented link between China‟s stock 

market and world stock markets. 
This paper mainly focuses on the stock market co-movement between China and G5 countries (France, 

Germany, Japan, the United Kingdom, and the United States). EGARCH model proposed by Nelson (1991) and 
The Cross Correlation Function (hereinafter the CCF) approach proposed by Cheung and Ng (1996) are applied 
to examine the causality-in-mean and causality-in-variance between China and other stock markets. As argued 
by Ross (1989) and Cheung and Ng (1996), causality in variance is directly related to volatility spillover. 
Therefore, both of causality-in-mean and variance can be considered to the return and volatility spillover. This 
paper is intended to analyze the internationalization and globalization of China‟s stock markets by studying the 
co-movement between stock markets based on empirical analysis of spillover effects. Meanwhile, this research 
also attempts to explain the reason of co-movement and inner mechanism of stock markets from the perspective 
of China. 

The rest of the paper is organized as follows: Section 2 reports the literature review. Section 3 describes the 
variables and the data utilized in this study, the statistic characteristics of return series and the results of unit root 
test. Section 3 elaborates the methodology employed in our study. Section 5 presents the empirical results. 
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Finally, Section 6 discusses the empirical findings and concludes with a discussion of the underlying economic 
determinants of our findings. 
 

Literature Review 
 
In the era of globalization and growing integration among global financial markets, the co-movement among 
stock markets has been a focus of both scholars and investors. Along with the advancement of econometrics 
techniques in the last two decades, studies on the co-movement between stock markets are attracting more 
academic attention over the past two decades. Jeon and Von Furstenberg (1990) cited evidence for a significant 
increase in the co-movement of the stock price indices in the main stock markets. On October 19, 1987, the 
Dow Jones Index depreciated by 22.6%. Afterwards, similar enormous drops quickly occurred across the world. 
Black Monday has further deepened people‟s understanding of linkages in stock markets, which many scholars 
argue that stock market crash would make the world markets volatile. In many recent literatures, financial crisis 
due to sudden capital outflows was the manifestation of linkages among stock markets in the world. The 1997 
Asian financial crisis, the 1994 Mexican peso devaluation, and the 1987 U.S. market crash are well known 
examples.  

Selected International Literature  

Hamao, Masulis and Ng (1990) showed the presence of co-movement between international stock markets due 
to the Black Monday stock market crash of 1987. Daily opening and closing prices of major stock indices for 
the U.S, U.K, and Japan stock markets from April 1985 to March 1988 were examined in their analysis. They 
divided the time series under study into two subperiods—before and after October 19, 1987. The analysis 
employed the generalized autoregressive conditional heteroskedasticity (GARCH)i model to explore these 
pricing relationships. Evidence of return volatility spillovers from the U.S. and the U.K. to Japan, and U.S. to 
U.K. was observed, but no return volatility spillover effects in other directions were found for the pre-October 
1987 period.  

Watanabe (1996) studied the return and volatility that the U.K. and U.S. stock markets exerted on Asian 
regionsii. In that study, he adopted the daily data from Feb 8, 1990 to June 27, 1994, and calculated the volatility 
in different countries based on volatility model introduced by Schwert (1990), and then regression analysis was 
used to study weather or not there was co-movement effect that the U.K. and U.S. stock markets have on Asian 
stock markets. The empirical results showed that 8 Asian countries except Indonesia were all influenced by U.S. 
stock market and 5 countries were influenced by U.K. stock market in terms of daily return seriesiii. As volatility 
was concerned, they found effects that U.S. exerted on Japan, Indonesia and Thailand, but there was no effect 
from U.K.  

Masih and Masih (1999) examined the short- and long-run co-movement between major international stock 
markets (i.e. U.S., U.K., Germany and Japan) and emerging Asian markets (i.e. Hang Kong, Singapore, 
Malaysia and Thailand). Daily closing prices from February 14, 1992 to July 19, 1997 were utilized in the paper. 
Their analysis was based on the application of the following dynamic time series techniques: Co-integration test, 
Vector Error Correction Model (VECM) and Lag-Augmented Vector Autoregressions (LA-VAR) model 
produced by Toda and Yamamoto (1995)iv. The results tended to show the presence of cointegration relationship 
among these markets. In both the short- and long-run, the dominant influence of U.S. in global financial markets 
was confirmed. However, causality relationship did not appear in emerging Asian countries.  

The interest in the interlinkage among stock markets heightened after the financial crisis of Southeast Asia 
in 1997. Jang and Sul (2002) further sub-divided the sample into four sub-periods: pre-the-crisis period, 
during-the-crisis period, after-the-crisis and years after 2000 period. Daily data of the stock markets from seven 
Asian economiesv were utilized in their analysis. Granger causality test was performed to explore the changes 
of causal relationship in different periods. The results showed that interlinkage among the markets did not 
appear before the Southeast Asian Crisis. However, after the crisis, there were more or less significant 
interlinkage relationships among the markets in different periods. Specifically, Hang Kong and Singapore had 
influence on other markets, but Japan and Taiwan did not affect other markets. 

Moreover, there are many academic papers have indicated the international co-movement of stock markets. 
Some examples include Eun and Shin (1989), Kasa (1992), Cheung and Mak(1992), Hamori (2003) and Khalid 
and Kawai (2003). Although these previous studies adopted different models, countries and sample period, there 
are several empirical regularities: The U.S. market can be considered as a “global factor” and is found to lead 
most of the stock markets at least before the Crash of 1987; There is strong evidence of co-movement among 
international stock markets during or immediately after a crisis when markets are more volatile. 
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Selected Domestic Literature  

So far, there is relatively less direct attention in the academic literature concerning the study on the 
co-movement between China and international stock markets. 

Chen, Han and Jing (2003) analyzed the long-term equilibrium relationship between stock markets in 
Shanghai and Shenzhen with the world major stock markets in U.S., U.K., Hong Kong and Japan respectively. 
In that study, the authors utilized daily data from Nov 20, 1992 to July 12, 2002 and had an empirical analysis 
through Johansen cointegration test. The empirical results indicated that there was no long-term equilibrium 
relationship between domestic and international major stock markets. They concluded that China‟s stock 

markets were isolated from international stock markets. 
Han and Xiao (2005) analyzed the linkages between Chinese and U.S. stock markets by establishing a 

MA(1)-GARCH(1,1)-M model using daily data of Shanghai Stock Index and S&P 500 from Jan. 1, 2000 to Dec. 
31,2004. The results showed that there was some certain effect that China‟s stock market closing have on U.S. 
stock market opening, whereas there was nearly no effect that U.S stock markets closing have on China‟s 

domestic stock markets opening. 
In addition, some Chinese researchers have examined the co-movement relationship in stock prices across 

markets. Examples include Hong et al (2004), Nishimura (2008). Except for few papers, the majority of 
previous empirical studies in China typically examine causality-in-mean relationship between China and other 
international stock markets. 

 

Data and Descriptive Statistics 
As Table 1 shown, this study selects representative stock indices as the market indices in different countries. By  
the end of the year 2007, the total market capitalization and total negotiable market capitalization of Shanghai 
Stock Exchange were 26983.89 billion RMB and 6453.22 billion RMB, much greater than those of Shenzhen 
Stock Exchange, 5730.2 billion RMB and 2853.22 billion RMB respectivelyvi. Furthermore, at the end of 2007, 
the Shanghai Stock Exchange‟s total turnover was in the amount of 30,543.4 billion RMB and total shares 
traded was 2,432.54 billion shares, much greater than  those of Shenzhen Stock Exchange, 18,764.56 billion 
RMB and 1,207.84 billion shares. This comparison indicates that Shanghai Composite Index is representative 
index of China‟s stock market. Therefore, Shanghai Composite Index is selected as China‟s market index in our 

study. 

With regard to sample period, if the sample period is too long, the model‟s forecast accuracy tends to fall 

even though it is stable. The degeneration of the model forecast accuracy is undesirable, because the volatility 

th  is a forecast value of 2
t  at t-1 period. Moreover, as mentioned earlier, there are the forces raising stock 

market co-movement during periods of financial crisis. We choose a sample period ranging from January 3, 

2004 to December 31, 2007 in order to get rid of the bias caused by financial market turmoil. There is some 

trading days do not overlap because it is different on holidays in each country. In this paper, therefore, we 

deleted the data of trading days that do not overlap. The rate of return on stocks is calculated as 

1[ln( ) ln( )] 100t t tR P P   , where tP  is the closing stock price at time t and 1tP  the closing stock price at 

time t-1vii. 

To capture the basic characteristics of daily return series, we conduct the computations of the statistical 
descriptions of return series in terms of mean, standard deviation, skewness, kurtosis and Jarque and Bera 
normality test. The result is listed in Table 2. Mandelbrot (1963), Fama (1965) found some stylized facts 
concerned with the characteristics of financial returns. These characteristics are summarized as follows: (i) the 
distribution of return on financial assets had more leptokurtosis and fatter tails than the normal distribution and 
(ii) stock returns are negatively skewed (a long left tail distribution) and (iii) stock returns exhibit volatility 
clustering. As shown in Table 2, all of the series‟ kurtosis values are greater than 3. This means that the return 
series of the stock markets in China and G5 countries possess the characteristic of excess kurtosis. All of the 
series‟ skewness values are negative. The terms 2Q (20) denote the Ljung and Box (1987) Q statistics for the 
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null hypothesis that there is no auto correlation up to order 20 for squared return. For each m equals 1, 2 … 20, 
series 2Q (m) can not reject the null hypothesis at 1% significant level. The squared return can be seen as the 
proxies of volatility 2 2 2( )t t tR z , therefore it is also possible to consider significant autocorrelation of 2

tR  to 
be volatility clustering. These results indicate that China and G5 countries‟ stock returns are consistent with 
above three types of the well-known fact. Furthermore, this paper carries out the Lagrange Multiplier Test 
(hereinafter LM Test) proposed by Engle (1982) on the mean equations (Equation (1) in the 3rd section). The 
result shows that LM(q) (q=1,2,…,10) of all series are significant at 1% level. This indicates that the return 
series of China and G5 countries‟ stock markets have high order ARCH effect. The value of LM(10) is also 
shown in the table. In addition, The Jarque and Bera (1987) statistics is used to detect whether or not the return 
series resembles normal distributed. The results show that all of the return series are non-normal distributed at 
1% significant level. Sample standard deviation can be considered as an indicator of risk in the stock market. 
CHN has the biggest standard deviation, 1.6813, and USA has the smallest one, 0.7562. According to the result 
of a mean and standard deviation, it is reasonable to conclude that China‟s stock market is high-risk high-return 
market. 

In the time-series approach, pretest for a unit root is usually required before estimating the model. A well 
known characteristic of stock index series (level series) is that they are level and trend non-stationary and 
volatility models are required to make use of first-order differential data (return series). To detect whether these 
variables are stationary series or not, we perform Augmented Dickey-Fuller (hereinafter ADF) testviii before 
moving on to the next step. The Schwarz‟s Bayesian Information Criterion (hereinafter SBIC) is often used to 
select the appropriate lag length, and smaller values of SBIC are preferred. As daily data, the upper limit of 
lag-length is the 15th for the moment, and then we select the appropriate lag length based on SBIC. According 
to the hypothesis test theory, if the series has unit root, do not reject the null hypothesis. The existing of the unit 
root indicates that series are non-stationary. On the other hand, if the null hypothesis is rejected, the return series 
are stationary. From the Table 2, we can arrive at the conclusion that all of the variables reject null hypothesis 
showing that the return series do not have unit root and they are stationary. Therefore, these variables can be 
used in volatility models directly. 

 

Methodology 
 
In this paper, the empirical method is applied in two steps. Step one: Estimate the EGARCHix model for each 
univariate series to obtain their standardized residuals. Step two: Employ the CCF approach to test whether or 
not there exist causality-in-mean and causality-in-variance between the China and G5 countries‟ stock markets. 
 

Volatility Model and Methods to choose lag length 

The EGARCH model introduced by Nelson (1991) is one of the powerful tools to describe the asymmetry 

of volatility. In this paper, the AR(k)-EGARCH(p, q) is introduced as follows: 

4

1 1

k

t h t h l l t
h l

R c R D  

 

                                                     (1) 
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t t th z   1/ 2 0th   tz ~ . . .i i d  ( ) 0tE z   ( ) 1tVar z                                (2) 

1 1

ln( ) ln( ) [| | (| |)]
p q

t i t i j t j t j t j
i j

h h z z E z       

 

                                ( 3 ) 

Equation (1) is the mean equation. Here, tR  denotes daily return of stock indices. lD  denotes a dummy 

variable of l in a week. For example, when l equals 3 and if the stock return observed is Wednesday‟s, then 

3D =1; otherwise, 3D =0. The dummy variable is introduced into the model so as to get rid of the problems 

originated by the day-of-the week effectx. Feng (2000) studied the effect in China‟s stock market using daily 

data of Shanghai Composite Index and Shenzhen Component Index. He found that there was significant 
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negative „Tuesday effect‟ and significant positive „Friday effect‟ in Shanghai stock market
xi. Day-of-the week 

effect may result in serious autocorrelation problem. The dummy variable introduced into the model can 

effectively reduce correlation of the residuals. 

Equation (3) is the EGARCH model introduced by Nelson (1991). The existence of the item (| |)
t j

E z


 on 

the right-hand side of the equation depends on different distributions of tz . If tz  follows normal distribution, 

(| |)
t j

E z


 equals 1/ 2(2 / ) . Because tz in equation (2) is assumed to follow normal distribution, equation (3) 

can be transformed to the following one: 

1 1

ln( ) ln( ) ( | | )
p q

t i t i j t j j t j
i j

h h z z     

 

                                      (4 ) 

Where t jz   is a standardized variable, i.e., 1/ 2

t j t j t j
z h

  
 . 

 

The choice of the lag length of the EGARCH model is a crucial issue in searching for an appropriate 

formula. This paper takes a stepwise procedure to choose the lag length of the AR (k)-EGARCH (p, q) model to 

avoid misspecifications. 

First, the AR(k) model is estimated by using various lag lengths from 1 to 15. The optimal lag length of the 

model k* is the one that minimizes the value of SBIC. 

Second, the AR(k*)-EGARCH(p, q) model is examined with (p, q) equals (1,1), (1,2), (2,1) and (2,2) 

respectively. The optimal combination (p*, q*) is the pair of the lag lengths which minimize the value of SBIC.  

Third, Ljung-Box test is performed on the standardized residuals and their squares got from the 

AR(k*)-EGARCH(p*, q*) model. If the standardized residuals and their squares are not rejected, the optimal 

parameters of k*, p*, q* are affirmed. If the standardized residuals or their squares are rejected, the test in the 

second step will be continued with lag length k*+1 until none of them is rejected and the optimal parameters k*, 

p*, q* are affirmed. 

CCF Approach 

The CCF approach proposed by Cheung and Ng (1996) is employed to analyze the causality-in-mean and 
causality-in-variance effects between China and G5 countries‟ stock markets on the empirical results of the 
EGARCH model. The CCF approach has the following characteristics: (i) This approach can analyze the 
causality not only in mean but also in variance. (ii) This approach does not involve simultaneous modeling and 
is therefore relatively easy to implement. (iii)This approach has a well-defined asymptotic distribution and its 
asymptotic behavior does not depend on the normality assumption. (iv) Since this approach depends on the 
residuals estimated from the univariate model, we do not have to worry about the omission-of-variables problem 
(See also Hamori, 2003 pp.2). 

The following procedure, for instance, is the causality-in-mean tests between U.S. and China‟s stock 

market. Consider a bivariate stationary stochastic processes ,i tR  (i=Usa, Chn, t =1,2,…,T). Let assume that 

stock return series ,i tR  can be written with following mathematical formulation: 

, ,

1/ 2
, i t i ti t R RR h  · ,i tz  ,( ) 0i tE z   ,( ) 1i tVar z                                       (5) 
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Where, 
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                                                              (6) 
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                                                  (7) 

Here, 
, 1i t

R


 represents mean equation (conditional mean) that is AR(k) model of equation (1), 
, 1i t

Rh


 

represents variance equation (conditional variance) that is EGARCH(p,q) model of equation (4). ,i tz  is white 

noise processes with zero mean and unit variance. tI  denotes information set at time t. 

tU  and tV  are defined the standardized residual for return series ,Usa tR  and ,Chn tR  respectively. These 

get from the equation (5) : 

, ,

1/ 2
, ,
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Usa t Usa tt Usa t R R Usa tU R h z                                                  (8) 
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1/ 2
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where 
,

ˆ
Usa tR , 

,
ˆ

Chn tR  and 
,

1/ 2ˆ
Usa tRh , 

,

1/ 2ˆ
Chn tRh  are the estimated conditional means and variance, respectively. In 

addition, let define ( )uvr k as the sample cross-correlation function of tU  and tV  at time lag k, typically 

defined as follows:  

( ) ( ) (0) (0)uv uv uu vvr k Cov k Cov Cov                                           (10) 

where (0)uuCov  and (0)vvCov  the sample variance of tU  and tV . ( )uvCov k  is the sample cross-covariance. 

That is given as: 
1( ) ( )( )uv t t kCov k T U U V V

    0, 1, 2,  k …                               (11) 

The appropriate CCF-statistic proposed by Cheung and Ng (1996) is given by the following formula: 

( ) ( )uvCCF statistic k T r k                                                   (12) 

Cheung and Ng (1996) proved that the CCF-statistic given in equations (12) follows an asymptotic 

standard normal distribution under the null hypothesis as the sample number tends towards infinitely large. 

Consequently, the following hypothesis test to determine whether causality-in-mean or a lead-lag relationship 

exists between the variables at time lag k. 

0 : ( ) 0H CCF statistic k    

1 : ( ) 0H CCF statistic k    

If the null hypothesis can not be rejected, then there is no evidence that causality-in-mean, and vice versa. It 

should be emphasized that CCF is the same as the simple correlation coefficient at k=0. Consequently, we must 

test them under k≠0 conditions. 

The CCF approach mentioned above is causality-in-mean testing method. Causality-in-variance testing 
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method bears a striking resemblance to it. We use the cross correlation function of these squared-standardized 

residuals. That is given as: 

, ,

2 2 2
, ,

ˆˆ ˆ( ) /
Usa t Usa tt Usa t R R Usa tU R h z                                                (13) 

, ,

2 2 2
, ,

ˆˆ ˆ( ) /
Chn t Chn tt Chn t R R Chn tV R h z                                                (14) 

Repeating the above-mentioned procedures, we can test the null hypothesis of no causality-in-variance. 

 

Empirical Results 

 
Results of EGARCH Model 

Based on the methods mentioned in the previous section, this paper compares different lag lengths and get the 

optimal one characterized by parameters k*, p*, q*. The result is shown in Table 3. The AR(4)-EGARCH(1,1) 

model is chosen for CHN, whereas the AR(1)-EGARCH(1,1) model is chosen for all of other G5 countries. 

Then this paper employs Maximum Likelihood Estimation method to analyze the estimate in EGARCH model. 

The detailed results are shown in table 4. In this table, Q (20) and 2Q (20) denote the Ljung-Box statistics of 

the standardized residuals and their squares at lag length 20, respectively. For each m equals 1, 2 … 20, series 

( )Q m and 2 ( )Q m  can not reject the null hypothesis of no autocorrelation at 5% level of significancexii. 

Therefore, there is no autocorrelation in residual series and the lag length of the AR-EGARCH-M model is 

chosen properly. Table 4 only shows the lag 20 of Ljung-Box statistics. 

It is important to know that the condition 1 is both necessary and sufficient for the GARCH process to 
be weak stationary. As shown in Table 4, the values of  in both subperiods are less than one. As a result, the 
models are weak stationary. Many studies on stock markets in developed countries demonstrated that the value 
of  is generally close to 1. This empirical result shows that all of the stock markets have the characteristic of 
persistence as well. 

The presence of asymmetry of volatility can be tested by the hypothesis that γ=0. Many empirical studies 
show that asymmetry of volatility exists in both mature stock markets and emerging stock markets. Meanwhile, 
under the same conditions, bad news effect on stock market is greater than good news effectxiii. As this empirical 
result shown, G5 countries‟ γs are significant at 1% level. Meanwhile, these parameters are negative. This 
indicates that volatility asymmetry exists in all G5 countries‟ stock markets and bad news will lead to much 

more violent fluctuation than good news. However, it should be emphasized that this asymmetric parameter is 
not statistically significant for CHN with a positive parameter. This empirical result directly conflicts with 
previous studies findings. As far as the authors know there has not been theoretical interpretation of the 
phenomenon, perhaps the main reason for this phenomenon is that China‟s stock market shows signs of 

overheating and Chinese investors are not rational in this period. 
Even if stock prices fall unexpectedly, many Chinese investors tended to hold their shares continuously, 

because they believe “stock-pries-rise” myth blindly at this stage. On the other hand, the unexpected raise of 
stock prices cause a rise in price, therefore it accelerated the volatility increase. 

Furthermore, it increases rapidly that the number of new account opening on the Shanghai and Shenzhen 
Stock Exchange securities exchange in recent years, and a number of total account is over 100 millions in May 
2007xiv. This phenomenon is a result of that many individual investors who in the overheating stock market 
moved their capital from the banks to the stock market in order to pursue higher return potential. This suggests 
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that non-rational investment behavior in China. Moreover, The Chinese government has implemented 
aggressively foreign exchange intervention by buying dollars and selling RMB in order to stabilize the exchange 
rate. As a result, the amount of the supply of the RMB has been increased, and this excess liquidity flowed into 
the stock market partly. These inflows of enormous amount of capital further accelerated the stock price increase. 
We interpret this as that Chinese investors are not rational and China‟s stock market was overheating. It is 
reasonable to conclude that China‟s stock market was entering bubble territory and was over valued in this 
sample periodxv. 

Causality test results based on the CCF approach 

This paper use daily data from China and G5 countries‟ stock markets, consequently, concerning the 

transaction, we must take the time difference between these markets into consideration. As far as transaction 
time is concerned during the same day, market hours in China overlap partly with the Japan trading day, and 
Asian hours do not overlap with U.S. and Europe. Because the CCF test requires k0, hence, we need to use 

, 1fra tR  , , 1ger tR  , , 1uk tR   and , 1usa tR   when analyzing co-movement relationship between China and U.S. or 
Europe stock markets, otherwise there would be error. In addition, since this paper uses daily data, in all tests 
significance level is set at 5%. 

The result of CCF test is showed in table 5. Lags are measured in days, which range is 5 lags. The column 
labeled “Var” gives the CCF-statistics is based on the squares of standardized residuals and is used to test for 
causality-in-variance between China and G5 countries‟ stock markets. There is strong evidence of 
causality-in-variance going from CHN to FRA, GER, UK and USA at lag 1, and all of them are statistically 
significant at the 1 percent level. In contrast, there is no evidence of G5 markets affecting the CHN in variance. 
CCF-statistics under the “mean” column is based on the squares of standardized residuals. These are used for 
testing causality-in-mean. As seen in Table 5, causality-in-mean exists from CHN to FRA and GER at lag 1 at 
the 5% significance level and from CHN to UK at lag 1 at the 1% significance level. However, there is no 
evidence that G5 countries cause CHN except for that USA causes CHN at lag 1 at the 5% significance level. 
This result suggests that there is growing trend that U.S stock market begins to influence Chinese stock markets. 
In addition, significance at k=0 implies contemporaneous two-way causality. There is strong contemporaneous 
causality-in-mean between CHN and JPN. This empirical result indicates that much other party‟s information 
will be factored into the market almost instantaneously during the trading day. 

 

Conclusion 
 
This paper mainly investigates the properties of international stock market co-movement between China and G5 
countries. Daily closing prices from January 3, 2004 to December 31, 2007 are used as our sample data. 
EGARCH model and CCF approach are performed to examine mean and variance causality between China and 
G5 countries. Empirical results we get are listed below. 

1. Estimation result of the AR-EGARCH model shows that volatility asymmetry does not exists in 
China‟s stock markets. The results suggest that Chinese investors are not rational and stock market 
is in the state of the bubble in the sample period. 

2. The CCF approach results indicate that evidence of strong volatility spillover effect from CHN to 
FRA, GER, UK and USA stock markets, and not vice versa. There is evidence of one way return 
spillover from CHN to FRA and GER, and bi-directional return spillover between CHN and USA. 
Moreover, there is strong contemporaneous causality-in-mean between CHN and JPN. 

As mentioned earlier, this result of one-way volatility spillover from China‟s stock market to other 
developed G5 stock markets apparently conflicts with previous findings. It should be emphasize about this 
phenomenon. As clearly demonstrated by Ross (1989), return volatility also provides useful data on information 
flow. From this point of view, the empirical evidence in this paper suggests that uncertainty in Chinese stock 
price might have had significant effects whereas the information flow from G5 countries to China might be 
shut-off. Perhaps the main reason for this paradox could be attributed to a number of identifiable factors 
mentioned below:  
Although China's accession to the World Trade Organization (WTO) on Dec. 11, 2001 has brought rapid and 
broad deregulation and liberalization to the country, there still exist several severe regulations on China‟s stock 
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market. So far, Chinese government has controlled the foreign capital inflow and out flow through separating 
the foreign investors and domestic investorsxvi. Only foreign investors with Qualified Foreign Institutional 
Investors (hereafter QFII) quotas are allowed to trade A-share stocks. By the end of the year 2007, China 
Securities Regulatory Commission (hereinafter CSRC) has approved QFII license for 52 overseas financial 
institutions, which have received a combined quota of 9.995 billion US$ from State Administration of Foreign 
Exchange (hereinafter SAFE). On December 31, 2007, the A-share negotiable market capitalization of Shanghai 
and Shenzhen Stock Exchange were 6,435.22 billion RMB and 2,853.22 billion RMB respectively, and the 
B-share negotiable market capitalization of Shanghai and Shenzhen Stock Exchange were 132.24 billion RMB 
and 117.91 billion RMB respectivelyxvii. Hence, the non-tradable shares on the total B-share market and Total 
QFII quota only account for approximately 2.69 percent and 0.79 percent of the whole market, respectivelyxviii. 
In short, the above suggests that the presence of foreign investors is too low to influence China‟s stock market. 
In other words, stock price seldom reflects any available information from foreign investors. 

As mentioned earlier, Chinese individual investors account for 99 percent of total stock accounts. 
Furthermore, at the end of 2006, individual investors hold 57.48 percent of the whole negotiable market 
capitalizationxix. In general, the distinct disadvantage of individual investors, as compared with institutional 
investors, must be the volume of available and relevant information they can access. Furthermore, individual 
investors are not more sensitive to international information than institutional investors. Minority domestic 
investors with Qualified Foreign Domestic Investors (hereinafter QDII) quotas are allowed to invest in foreign 
securities. Consequently, their interests in overseas information are thin and do not necessarily pay attention to 
the international stock market movement.  

 
The well-known Policy Trilemma is defined as “incompatibility of perfect capital mobility, fixed exchange 

rates and domestic monetary autonomy. (Rose, 2000, pp.215).” So far Chinese government has maintained strict 

capital mobility control to secure fixed exchange rates and national independence in monetary policy. However, 
as argued above, the Chinese government is advancing the deregulation of the short-term through various 
policies such as QFII and QDII. The liberalization of capital inflows is often accompanied by the market 
deregulation, which could increase the globalization of financial markets and affect the nature of relationships 
among stock price movements crossing markets.  

Finally, we interpret “the paradox of China‟s international stock market co-movement” as a particular 
phenomenon in China that existing together with rapid economic development and severe capital regulation. We 
expect that Chinese government will accelerate further liberalization and deregulation in capital market because 
the force of globalization can increase international stock market co-movement relationship between China and 
all over the world. 
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TABLE 1: STOCK INDICES AND ABBREVIATION 

 

Countries Abbreviation Securities Exchange Stock Index 

China CHN Shanghai Stock Exchange Shanghai Composite Index 

France FRA Euronext Paris CAC 40 Index 

Germany GER Frankfurt Stock Exchange DAX Index 

Japan JPN Tokyo Stock Exchange NIKKEI 225 Index 

United Kingdom UK London Stock Exchange UKX Index 

United States USA New York Stock Exchange DOW JONES INDEX 

http://www.informaworld.com/smpp/title~content=t713684415~db=all~tab=issueslist~branches=2#v2
http://www.informaworld.com/smpp/title~content=t713684415~db=all~tab=issueslist~branches=2#v2
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TABLE 2: DESCRIPTIVE STATISCTICS OF DAILY RETURS 

DAILY DATA, JANUARY 3, 2004 TO DECEMBER 31, 2007 

 CHN FRA GER JPN UK USA 

Mean 
0.1334 

(0.0551) 

0.0471 

(0.0301) 

0.0737 

(0.0315) 

0.0375 

(0.0385) 

0.0385 

(0.0269) 

0.0268 

(0.0248) 

Skewness 
-0.5660 

(0.0802) 

-0.3317 

(0.0795) 

-0.3722 

(0.0796) 

-0.3179 

(0.0805) 

-0.4036 

(0.0799) 

-0.3816 

(0.0802) 

Kurtosis 
7.5281 

(0.1605) 

4.1333 

(0.1589) 

4.6083 

(0.1593) 

6.8698 

(0.1611) 

5.5893 

(0.1599) 

4.6330 

(0.1605) 

Std. Dev. 1.6813 0.9273 0.9693 1.1724 0.8234 0.7562 

JB 845.99* 68.25* 123.81* 592.74 287.80* 126.17* 

LM (10) 36.14* 80.82* 36.94* 32.74* 144.27* 68.59* 

Ljung- 

Box 

Q (20) 26.52 29.81 23.39 12.95 34.71** 20.776 
2Q (20) 282.95* 313.14* 308.61* 262.53* 314.33* 276.26* 

ADF 
C -31.53* -33.58* -32.17* -34.19* -31.02* -32.16* 

C and TR -31.85* -33.56* -32.18* -34.17* -31.03* -32.16* 

* and ** denote 1% and 5%, respectively. Standard errors are reported in parenthesis. LB is Jarque-Bera statistic that is used 

to test the assumption of normally distributed. LM (10) is the Lagrange multiplier test statistic for the null hypothesis that 

there is no ARCH effect up to order 10. Q  and 2Q  are the Ljung-Box Q-statistic of order 15 computed on the daily 

returns and square of daily returns respectively. C denotes that the ADF regression includes constant term only. C and TR 

denote that the ADF regression includes both constant and liner time trend. This paper employs the Augmented 

Dickey-Fuller (ADF) test of the following form: 

0 1 1

p

t t i t i ti
y y y    

                                   (Constant) 

0 1 1

p

t t i t i ti
y t y y     

                              (Constant and Trend) 

 
TABLE 3: ESTIMATED SBIC OF THE AR(k)-EGARCH (p,q) MODELS 

 AR(k) 
EGARCH (p, q) 

(1,1) (1,2) (2,1) (2,2) 

CHN 4 3.8183 3.8245 3.8228 3.8211 

FRA 1 2.6008 2.6024 2.6087 2.6167 

GER 1 2.7380 2.7495 2.7452 2.7569 

JPN 1 3.0721 3.0739 3.0772 3.0789 

UK 1 2.2939 2.3010 2.3006 2.3123 
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USA 1 2.2445 2.2467 2.2515 2.2631 

TABLE 4: ESTIMIATED PARAMETERS OF THE EGARCH MODEL 

 

4

1 1

k

t h t h l l t
h l

R c R D  

 

      

1/ 2
t t th z   1/ 2 0th   tz ~ . . .i i d  ( ) 0tE z   ( ) 1tVar z   

1 1

ln( ) ln( ) ( | | )
p q

t i t i j t j j t j
i j

h h z z     

 

      

Parameter CHN FRA GER JPN UK USA 

  
-0.1010* 

(0.0171) 

-0.0422 

(0.0268) 

-0.0855* 

(0.0296) 

-0.1237* 

(0.0272) 

-0.0834* 

(0.0248) 

-0.0827* 

(0.0211) 

1  
0.9824* 

(0.0069) 

0.9354* 

(0.0104) 

0.8973* 

(0.0207) 

0.9051* 

(0.0164) 

0.9662* 

(0.0079) 

0.9579* 

(0.0087) 

1  
0.1567* 

(0.0238) 

0.0340 

(0.0316) 

0.0903** 

(0.0359) 

0.1817* 

(0.0333) 

0.0852* 

(0.0279) 

0.0758* 

(0.0235) 

1  
0.0183 

(0.0135) 

-0.2112* 

(0.0247) 

-0.1906* 

(0.0250) 

-0.1995* 

(0.0230) 

-0.1345* 

(0.0194) 

-0.1152* 

(0.0191) 

L.L. -1727.3 -1199.7 -1259.4 -1385.1 -1041.6 -1010.6 

Q (20) 26.954 17.735 15.820 10.486 19.059 15.501 

2Q (20) 16.233 28.303 29.058 10.078 9.122 13.553 

* and ** denote 1% and 5% , respectively. Standard errors are reported in parenthesis. L.L. denotes log likelihood. Q (20) 

and 2Q (20) are the Ljung-Box Q-statistic for the null hypothesis that there is no autocorrelation up to order 20 for 

standardized residuals and standardized residuals squared, respectively.  

TABLE 5: CCF TEST RESULTS 

CASUALTY-IN-MEAN AND VARIANCE TEST RESULTS FROM CHINA TO G5 COUNTRIES‟ STOCK MARKETS 

 

 CHN FRA CHN GER CHN JPN CHN UK CHN USA 

Lag Mean Var Mean Var Mean Var Mean Var Mean Var 

0 － － － － 4.29 0.34 － － － － 

1 2.51** 3.52* 2.39** 3.93* -0.60 1.74 2.69* 2.76* 1.57 4.44* 

2 0.51 0.45 1.26 -0.25 0.51 -0.27 0.87 -0.17 1.68 -0.18 

3 0.54 -0.04 0.58 1.86 -0.13 -0.53 -0.43 0.54 1.03 0.20 

4 -0.16 0.55 -0.04 -0.46 -0.21 1.51 0.54 2.22** -0.45 1.35 

5 0.05 0.28 0.11 0.82 -1.43 -0.33 0.05 1.40 -1.75 0.60 
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CASUALITY-IN-MEAN AND VAVRIANCE TEST RESULTS FROM G5 COUNTRIES TO CHINA‟S STOCK MARKET 

 

 FRA CHN GER CHN JPN CHN UK CHN USA CHN 

Lag Mean Var Mean Var Mean Var Mean Var Mean Var 

0 － － － － 4.29 0.34 － － － － 

1 0.88 0.66 0.60 1.82 -0.37 1.66 1.95 0.22 2.54** 0.07 

2 0.45 -0.45 0.79 -0.10 -0.50 -0.70 -0.19 -0.74 0.68 -0.29 

3 0.04 -0.66 0.36 -0.20 -0.57 -0.35 0.04 -0.79 0.38 -1.32 

4 1.63 -0.04 1.18 -0.22 1.25 -1.03 0.94 -0.81 1.26 0.72 

5 0.23 0.82 1.22 1.51 -0.23 0.79 -0.35 0.88 1.23 0.56 

* and ** denote 1% and 5% , respectively. The test statistic shown in the table is the CCF-statistic(k). Mean and Var denote 

causality-in-mean and causality-in-variance, respectively. 

End Notes 
                                                   
i To put it concretely, Hamao, Masulis and Ng (1990) employed MA(1)-GARCH(1,1)-M model. 
ii The Asian countries or regions included in Watanabe (1996) were Japan, Hong Kong, Korea, Taiwan, 

Singapore, Malaysia, Philippine, Thailand and Indonesia. 
iii The U.S. stock market influenced Japan, Hong Kong, Korea, Taiwan, Singapore, Malaysia, Philippine 
and Thailand. The U.K stock market influenced Hong Kong, Singapore, Malaysia, Philippine and 
Thailand. 
iv Masih and Masih (1999) referred to the LA-VAR as the Toda-Yamamoto Levels VAR. 
v The Asian countries or regions included in Jang and Sul (2002) were Japan, Hang Kong, Taiwan, 
Singapore, Thailand and Indonesia. 
vi Data came from Shanghai Stock Exchange homepage (http://www.sse.com.cn) and Shenzhen Stock 
Exchange homepage (http://www.szse.cn).  
vii If logarithmic stock price series is integrated of order one, I(1), then daily stock return is Rt, and 

  1 1
1

1 1 1

ln( ) ln( ) ln ln 1t t t t t
t t t

t t t

P P P P P
R P P

P P P
 



  

    
        

   
. 

viii Also see Dickey and Fuller (1979, 1981). 
ix Since some literatures have reported that the asymmetry and persistence of volatility is existed in 
China‟s stock market, such as Men, Nishimura and Li (2007), this paper employs the EGARCH model to 
capture the ARCH effects precisely. 
x The day-of-the week effect in stock market is understood as significantly different stock returns in 
different days of a week. 
xi Some literatures support the argument that the-day-of-the week effect is existed in China‟s stock market, 

such as Xue and Gu (2000), Chen, Kowk and Rui (2001). 
xii To improve the accuracy and reliability, we performed LM(q) (q=1,2,3…10) test. At 5% significant 
level, all series do not reject the hypothesis that there is ARCH effect, i.e., ARCH effect is got rid of. 
xiii To see the reason of volatility‟s asymmetry, referring to Campbell and Hentschel (1992). They believed 
that leverage effect or feedback effect could explain the phenomenon. 
xiv In recent China, more and more people start to buy stocks, thus individual investors account for 99 
percent of total stock accounts. We call this phenomenon Quan Min Chao Gu (all people invest in the stock 
market) in Chinese. 
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xv This “bubble” phenomenon can be observed from two years historical data of Shanghai stock exchange 

from the beginning of 2006 to the end of 2007. At the end of 2007, the total market capitalization of 
Shanghai Stock Exchange was 26983.89 billion RMB is 11.7 times as large as 2,309.6 billion RMB at the 
beginning of 2006. Shanghai Composite Index hit 5261.56 points at the end of 2007 from 1242.77 points 
the beginning of 2006, up 423.37 % approximately. Furthermore, it is abnormal that the average P/E Ratio 
stood at 59.24 times at December 2007. Data source from Shanghai Stock Exchange homepage 
(http://www.sse.com.cn) and Shenzhen Stock Exchange homepage (http://www.szse.cn). 
xvi A-share stocks only for domestic investors buying with RMB, Shanghai and Shenzhen B-share stocks 
only for foreign investors purchasing with US$ and HK$, respectively. Since February 19, 2001, B-share 
stock also has opened to domestic investors. 
xvii Data came from Shanghai Stock Exchange homepage (http://www.sse.com.cn) and Shenzhen Stock 
Exchange homepage (http://www.szse.cn).  
xviii These data are calculated using exchange rate of US$1= 7.3046 RMB on December 28, 2007. 
Exchange rate data came from SAFE homepage (http://www.safe.gov.cn/) 
xix CSRC, China Securities and Futures Statistical Yearbook 2007, September 2007. 

http://www.sse.com.cn/
http://www.szse.cn/
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Abstract: 
In this paper, we use Autoregressive Distributed Lag（ARDL）approach to examine the extent to which changes in 
exchange rates result in changes in Chinese domestic price level. The results of the empirical analysis indicate that 
exchange rate pass-through effect to Chinese domestic price is incomplete and small in magnitude. There are 
different effects on various kinds of price index. Specifically, the change in RMB exchange rate has more significant 
effect on PPI than CPI both in the long-run and the short-run. In addition, the exchange rate pass-through to Chinese 
domestic price level is time-lagged. The pass-through coefficient to the CPI almost is close to 0 after 8 months. In 
contrast, the time-lagged effect on the PPI is relatively longer. The findings have important implications for Chinese 
exchange rate policy and macro-economic control.  

 
Keywords: 
Nominal Effective Exchange Rate；Exchange Rate Pass-Through Effect； Autoregressive Distributed Lag
（ARDL）Approach； Consumer Price Index(CPI)；Producer Price Index (PPI)  

 
Introduction 
 

In an open economy, a country's economic development highly depends on the import and export and faces a 
huge currency and capital flow. Therefore, the change of exchange rate plays an important role in determining a 
country's price and inflation level. Normally, the influence of nominal exchange rate changes on a country's 
domestic price level and the import and export price is regarded as the exchange rate pass-through effect. 

The traditional open macroeconomics is originally based on perfect competitive market and flexible market 
price. The theory argues that the law of one price and purchasing power parity are justified to explain the 
relationship between exchange rate and domestic prices. According to the law of one price and purchasing 
power parity, the exchange rate impact will be quick and fully pass-through to domestic price level. Therefore, 
the exchange rate pass-through is complete and instantaneously. However, most empirical findings show that 
the exchange rate pass-through effect is neither complete nor instantaneously. In another word, exchange rate 
changes are not reflected one-by-one in a timely manner in import and export prices and domestic prices. 

Incomplete exchange rate pass-through is an important factor to be considered for the process of 
implementing the current policy. This is because understanding the exchange rate pass-through is incomplete 
and time lagged is a necessary condition both for a reasonable assessment of monetary policy effects on prices 
and for inflation forecast. Low level of exchange rate pass-through effects provides the space and freedom for 
the implementation of independent monetary policy for a nation’s policy-makers. 

On the other hand, the extent of exchange rate pass-through has a major impact on the exchange rate 
expenditure conversion effects. Even though a country's elasticity of demand is relatively high, low-level of the 
exchange rate pass-through effects will lead to trade flows less sensitive to exchange rate movements. If the 
domestic prices delayed reaction to the exchange rate changes, or if the trade flow changes in response to 
relative price lag, then the adjustments of the international balance of payments will be seriously hindered, 
resulting in some degree of exchange rate disconnect. Therefore, it is very important to study on the extent, 
timeliness and reasons of exchange rate pass-through. 
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With its rapid economic development and increasing global economic integration, China's current 
dependence on foreign trade has reached approximately 70 percent, which is the highest in the world. At the 
same time, People's Bank of China has taken the RMB exchange rate policy as a peg to a basket of currencies 
since July 21st of 2005. The RMB exchange rate regime becomes more flexible and exchange rate volatilities 
also tend to increase. Under these circumstances, the effects of RMB exchange rate pass-through on domestic 
prices and the level of inflation have become increasingly important.  

This paper focuses on nominal effective exchange rate pass-through effect on CPI and PPI. We employ the 
Autoregressive Distributed Lag（ARDL）approach to examine the extent to which changes in exchange rates 
result in changes in Chinese domestic prices. The ARDL model makes it possible to analyze the pass-through 
both in the short-run and in the long-run easily. 

The rest of the paper is organized as follows. Section 2 briefly discusses and reviews the literature on the 
exchange rate pass-through. Section 3 presents the data and the methodology. Section 4 shows the results of the 
empirical studies and section 5 discusses the conclusions and policy implications. 

 

Literature Review 
 
The early literature on exchange rate pass-through was spurred in part by the muted response of U.S. import 
prices to the strong appreciation of the dollar in the early 1980s and the subsequent depreciation. There are 
ample literatures on incomplete exchange rate pass-through. These literatures can be classified into three groups. 
The first group is concentrated on the effects of exchange rate changes on the import prices of some specific 
industries（Bache，2002；Bernhofen and Xu，2001）. The second group focuses on the effects of exchange rate 
changes on general import prices（Hooper and Mann，1989；Kenny and McGettigan，1998）. The third group 
is concentrated on the impacts of exchange rate changes on domestic prices（Bailliu and Eiji，2004；McCarthy，

2000；Choudri2003）. 
The literatures of the first two groups draws from the industrial organization economics and focuses on the 

relationship between the exchange rate pass-through and industry characteristics such as market structure and 
the nature of competition. For example, Dornbusch (1987) and Krugman (1987) discussed incomplete exchange 
rate pass-through from the view of incomplete competition and pricing to market separately. Goldberg and 
Knetter(1997) found that one percent exchange rate shock resulted in about 50 percent change of import prices 
in USA. Bernhofen and Xu（2001）studied the effects of exchange rate changes on the import prices of 
petroleum chemical products imported from USA to German and Japanese. Kenny and McGettigan（1998）

examined the impacts of exchange rate changes on Ireland import prices. These models are partial equilibrium 
in nature. They focused on the response of prices to an exogenous movement in the nominal exchange rate. In 
addition, they are also flexible price models. The recent strand of the literature exploring the effects of exchange 
rate changes on domestic prices is in the context of the New Open Economy Macroeconomics (NOEM) 
framework. Obstfeld and Rogoff（1995）developed an open economy dynamic stochastic general equilibrium 
(DSGE) model based upon nominal rigidity and monopolistic competition. Since then, the study of exchange 
rate pass-through move towards a new view. Under the New open economy macroeconomics (NOEM) 
framework, the effect of exchange rate pass-through depends on the pricing behavior of different firms. Under 
the producer currency pricing (PCP) assumptions, local currency import prices respond proportionally to 
unexpected exchange rate movements. It means that the exchange rate pass-through is complete and immediate. 
Under the local currency pricing (LCP) assumptions, the local currency price stickiness implies that the 
short-run exchange rate pass-through is zero. Therefore, the overall exchange rate pass-through effects depend 
on the proportion between LCP and PCP(Betts and Devereux ,1996. Devereux and Engle，2002). Furthermore, 
Taylor (2000) showed that the more stable a country’s monetary policy and the lower its inflation, the lower the 
extent of ERPT. 

The early literatures of exchange rate pass-through effects are mostly set in developed countries. Menon 
(1995) found most studies worked on American and Japanese data. Goldberg and Knetter (1997) found that the 
literature of exchange rate pass-through effects in 1980s is concentrated on American prices. However, 
Takatoshi Ito, Yuri N. Sasaki and Kiyotaka Sato (2005) examined the exchange rate pass-through effects of 
Malaysia, Indonesia, Korea, Singapore, and Thailand by using VAR model. They found that the exchange rate 
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pass-through effects are small except for Indonesia. Using data of the cross-country (76 countries) prices of 8 
specific goods, they found general income, country scale, tariff, wage rates, long term inflation and the long 
term fluctuation of exchange rate are important factors determining the extent of ERPT. Korhonen and Wachtel 
(2006) examined the exchange rate pass-through effects of Commonwealth of Independent States (CIS). They 
found that the exchange rate pass-through effects in these countries are notable and the exchange rate 
pass-through effect is high and immediate. 

Recently, studies of exchange rate pass-through effects appear in China. Pu (2001) examined the exchange 
rate pass-through effects in China by using the co-integration and Phillips-Hansen two-step method. He found 
that the exchange rate pass-through effects in China are evident. Furthermore, he found that the elasticity of PPI 
to exchange rates is significantly higher than that of WPI. Bi and Zhu explored the transfer effect of changes in 
RMB exchange rate on the prices of the import by using the co-integration and error correction models. They 
found that the transfer effect of changes in RMB exchange rates on domestic CPI is incomplete and time-lagged. 
Furthermore, they found that the elasticity of import prices to exchange rates is much higher than that of CPI. Lv
（2007）used E-G two-step method, error correction model, impulse response and variance decomposition 
analyzed the pass- through of RMB exchange rate. He found that in the long run, RMB exchange rate changes 
have a remarkable influence on domestic prices.  Specifically, the elasticity of CPI to exchange rate changes is 
greater than that of RPI, and the elasticity of RPI is greater than that of PPI. 

 
Methodology and Data 

 
The Model  

This paper employs the ARDL model to study the exchange rate pass-through on the domestic price level. 
Compared with other econometric models, the ARDL model can obtain the information about the short- and 
long-run pass-through to the domestic price. It is  important to note that the use of the ARDL model yields 
consistent and valid estimates of the coefficients regardless the underlying variables are I(1) or I(0).  

The consumer price index (CPI) and producer price index (PPI) are the most important price indices to 
measure a country’s commodity price level and inflation. Therefore, this paper studies the effect of the exchange 
pass-through on domestic commodity price level by analyzing the exchange rate pass-through to CPI and PPI. 
According to the analytical frame of the Reginaldo pinto Nogueira Junior (2006), the model takes the form of 
equation (1) and (2) as follows: 

tttttt YLDPLCeLBCPILACPI    )()()()( 1
*

11110                 （1） 

tttttt YLDPLCeLBCPILAPPI    )()()()( 2
*

22120                 （2） 

Where te  is the nominal effective exchange rate; P*is the foreign exporting firm marginal cost. We use a 
consolidated export partners cost  proxy by adopting the IFS reporting of both real (reer) and nominal (neer) 
exchange rate series and computing )/ReerP*Neer (*P tttt   as expressed by Campa and Goldberg
（2005）; tY  is the GDP gap, it is used to measure the possible demand effects on domestic prices; The terms 

)L(Ai 、 )L(Bi 、 )L(Ci 、 )L(Di （i=1，2）denote lag polynomials. 
 

Data  

 
In this paper, the monthly data covers the period from 1997 M1 to 2007 M5 (total 125 observations). All the 
data are processed by the statistical package software Eviews4.1. First, we choose nominal effective exchange 
rate index as the proxy of the exchange rate. Second, we use the industry incremental value as the proxy of GDP 
variable since China does not publish the monthly GDP data. Thirdly, the industrial incremental value is not 
published after December of 2006 because of statistics adjustments. We have to compute industry incremental 
value by using the same period growth rate and the industrial production index. Fourthly, the output gap is 
constructed by de-trending output using HP-filter (smooth parameter=14400). Fifthly, using the data including 
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the same period growth rate data from 1997 M1 to 2007 M5 and 1997 chain price index ,we can get fixed base 
consumer price index and PPI of which the base is 1997 M1=100 . The data about Nominal effective exchange 
rate and real effective exchange rate come from the on-line version of "international finance statistics.” All other 
data come from the WIND database. Seasonal adjustments based on the X12 method are made to the above data. 
All the data are in logarithms except for the output gap.  

 

Empirical Results 
 

Stationary Test 

We employ the ADF and Phillips-Perron methods to carry on the unit root test on the variable CPI、PPI、

ppi cpi
、Neer、 neer 、Gap、P*、

*p . Both the ADF and Phillips-Perron tests lead to the conclusion 

that the variable CPI、PPI and Neer is the unit root process according to table 1. However, for the variable P*, 

the ADF and Phillips-Perron tests give the contradictory conclusions no matter whether the test includes the 

trend item or not. This means that there is no firm evidence as to whether the variable is a unit root process or a 

steady process. 

Table 2 shows that there are mutual granger causalities between cpi  and *p  at 1% significant level. It 

indicates that the domestic and international commodity price level influences each other. At the 10% significant 

level, there is one-way granger causality relationship between neer and cpi , so is Gap . It indicates that 

Neer and Gap have effects on the CPI. Therefore, using these explaining variables in the model is reasonable. 

ARDL Model Analysis 

We estimate the ARDL model by OLS based on the general-to-specific modeling approach. First, we let the 
general model's lag length of the variable be 15. Referring to the rule of the adjusted R2 and AIC and SC 
standard, we determine that the lag length of the variables is the 7th order in model 1 and the 9th order in model 
2. The regression results of the general model of equation 1 are shown in the second, third and fourth column of 
Table 3. The regression results of the specific model of equation 1 are shown in the fifth, sixth and seventh 
column in Table 3. The second, third and fourth column of Table 4 show the general model results of equation 2. 
The fifth, sixth and seventh column give the regressive results of the simplification model of equation 2.  

Table 3 and Table 4 show that the explaining variable's significance increases after we simplify the model. 
The adjusted R square increases from 0.642 to 0.666 in equation 1 and from 0.454 to 0.539 in equation 2. In 
addition, we carry on the J-B normal test and the serial correlation LM test and White heteroskedasticity test on 
residual respectively. The test results indicate that the residual is stable, normal, and no correlation and 
heteroskedasticity. Therefore, we can get the convincing results by analyzing the simplified equation 1 and 
equation 2. 

From the results of the regression in the equation (1) and (2), the coefficients of auto-regression term and 
the variable P * are large and statistically significant. The coefficients of Neer and Gap are statistically 
significant, but their values are small. It shows that the changes of China's CPI and PPI are mainly caused by 
self-inertia and foreign price movements, and little by exchange rate fluctuations and the GDP gap. 

Table 5 gives the short-run and long-run coefficients of the exchange rate pass-through to the CPI (PPI) 
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and their Wald test statistics. Table 5 shows that (a) for the equation (1) and (2), the current transfer coefficients 
of exchange rate effects on CPI and PPI are positive, but neither is significant at 10% significant level. The 
effect of exchange rate pass-through on the price was not evident in the Short-run. (b) By using the 
measurement methods of the long-run of exchange rate transmission effects given by Campa and Goldberg 
(200), we compute the coefficient of the long-run exchange rate pass-through to CPI in the equation (1) as 
-0.099. However, when we carry on the Wald test for the null hypothesis that the long-run transfer coefficient 
equal to zero, we fail to reject the null hypothesis at 10% significant level. This shows that the long-run the 
coefficient of the exchange rate pass-through to CPI is not significant either. Similarly, the value of the 
coefficient of the long-run exchange rate pass-through to CPI in the equation (1) is -0 8. We carry on the Wald 
test for the null hypothesis that the long-run transfer coefficient equal to zero and -1 respectively. The null 
hypothesis was rejected at 1% significant level. The result shows its value is between 0 and -1, which means that 
the exchange rate pass-through to PPI is incomplete. (c)The effect of exchange rate pass-through on PPI is 
greater than that on CPI from both the short run and the long run perspective. On one hand, in view of the 
product chain, the industrial products of capital goods are usually the raw material for the consumer goods. 
Exchange rate pass-through usually goes from the industrial products to domestic consumer goods. On the other 
hand, the proportion of the imported products in capital goods generally is high. However, food account for a 
large proportion in the consumer price index in China. 

Next, we further study the lag effects of the exchange rate pass-through. Since the variables in equation (1) 
and (2) include the lagged term of price index, we need to rearrange the corresponding model in order to exam 
the lagged coefficient of the price index.  
Rewrite the equation(1) in its algebraic expansion, we get  
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As a result, we get the coefficient of the lag term of the NEER pass-through i （i=1,2,3......）to CPI. 
Similarly, we can get the coefficient of the lag term of the NEER pass-through to PPI. 

Based on the above work, we get the coefficient of the lagged term of the exchange rate pass-through to the 
price index shown in Table 6. 

 According to Table 6, we have the following conclusions. First of all, the pass-through coefficients of the 
CPI and the PPI reach to their peak after 1 month, which means that the CPI and PPI quickly react to the 
exchange rate shocks. Secondly, the exchange rate fluctuations are negatively correlated with the CPI (PPI), 
indicating the effect of the exchange rate pass-through to the domestic price level is small and the pass-through 
coefficient to the CPI is close to 0 after 8 months. In contrast, the time-lagged effect on the PPI is relatively 
longer. Thirdly, the effect of the exchange rate pass-through to the PPI is obviously stronger than that to the CPI. 
It coincides with the conclusion drawn from the analysis on the short-run and long-run coefficients of the 
exchange rate pass-through. Finally, the coefficients of lagged term about the exchange rate pass-through to the 
PPI are all negative, which shows that the relation between the exchange rate and the PPI is negative. In contrast, 
the sign of the coefficient of lagged term about the effect of the exchange rate pass-through to the CPI is 
unstable, sometimes positive and sometimes negative. It indicates that the pass-through effect on the CPI is not 
only very small, but also subjected to other disturbances such as the food price shocks during the same period. 

 

Conclusion and Policy Implications 
 
This paper employs the autoregressive distributed lag model to analyze the pass-through effect of changes in 
RMB exchange rates on Chinese CPI and PPI based on the data from 1997 to 2007. The main conclusions are as 
follows. 

1. The effect of the RMB exchange rate pass-through on the domestic commodity price level is incomplete 
and low. During the period of the research, the CPI and PPI fluctuations are mainly caused by the 
self-inertia and the foreign price. Although the coefficient of the nominal effective exchange rate 
pass-through to the domestic CPI and PPI is statistically significant, the pass-through coefficient is very 
small. 

2. The short-run pass-through coefficient of the exchange rate to CPI and PPI is not significant at 10% 
level. The long-run pass-through coefficient of the exchange rate to CPI is not significant at 10% level 
either. Nonetheless, the long-run pass-through coefficient of the exchange rate to PPI is significant with 
a value between 0 and -1, which means that the exchange rate pass-through to the PPI is incomplete. 

3. Differences exist in the effect of the exchange rate pass-through on commodity price. The pass-through 
effect on PPI is always greater than that on CPI both in the long-run and the short-run. The main reason 
is that PPI is upper stream index sign of CPI and the composition of both indices differs from each other 
significantly. 

4. The exchange rate pass-through to the domestic commodity price level exhibits the time-lagged effect. 
The pass-through coefficients of the CPI and the PPI reach to their peaks after 1 month, which means 
the CPI and PPI react to the exchange rate change quickly. The pass-through effect is getting smaller 
and smaller as time passing by.  The pass-through coefficient to the CPI almost is close to 0 after 8 
months. In contrast, the time-lagged effect on the PPI is relatively longer. The coefficients of the lag 
term about pass-through to PPI are all negative. It shows that the relation between the exchange rate and 
the PPI are negative. However, the effect of the exchange pass-through on CPI is unstable because it is 
subject to other disturbances such as the food price shocks. 

The empirical results provide important implications for the domestic exchange rate policy and 
macroeconomic policy. First, the exchange rate pass-through to domestic commodity price level is quite low. 
The contract effects induced by RMB appreciation do not significantly alleviate the pressure of the inflation 
when Chinese economy is fast growing and the two major price indices set new high. The monetary authorities 
should adopt stable and tight monetary policies to stabilize the inflation and inflation expectation. Second, 
because the nominal effective exchange rate pass-through to the domestic commodity price is quite low, the 
monetary authorities may allow a more significant appreciation in the nominal exchange rate to realize the 
actual exchange rate appreciation when inflation expectation and inflation are low. 
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APPENDICES 

TABLE 1: UNIT ROOT TEST 

variable Adf(trend) Adf(const) 
Pp（trend） 

Pp(const) Order 

CPI -1.01 

（c,t,2） 

0.39 

(c,0,2) 

-0.99 

（c,t,2） 

0.58 

(c,0,2) 

I(1) 

cpi   -6.95*** 

(c,0,1) 

 -10.43*** 

(c,0,1) 

I(0) 

PPI -1.54 

(c,t,1) 

0.58 

(c,0,1) 

-1.23 

(c,t,1) 

1.05 

(c,0,1) 

I(1) 

ppi   

 

-5.78*** 

(c,0,1) 

  -7.81*** 

(c,0,1) 

I(0) 

Neer -2.70 

(c,t,1) 

-2.85 

(c,0,1) 

-2.64 

(c,t,1) 

-2.82 

(c,0,1) 

I(1) 

neer   -7.15*** 

(c,0,1) 

 -7.99*** 

(c,0,1) 

I(0) 

Gap  -5.81*** 

(0,0,1) 

 -7.88*** 

(0,0,1) 

I(0) 

P* -4.92*** 

(c,t,1) 

-0.95 

(c,0,1) 

-4.31** 

(c,t,1) 

-0.96 

(c,0,1) 

I(1)or I(0) 

P*  -7.71*** 

(c,0,1) 

 -9.45*** 

(c,0,1) 

I(0) 

Notes: （1）ADF and PP refer to Augmented Dickey-Fuller and Phillips-Perron unit root tests；（2）***、** 
and *denote significance at 1% 、 5%and10%, respectively;（3）（c,t,q）refer to the test including the constant 
item 、trending item、the lag order q. 
 

TABLE2: GRANGER CAUSALITY TEST 

 F-Statistic Probability 

cpi ( ppi )does not Granger cause *p  
3.67 (5.35)      0.00(0.00) 

*p  does not Granger cause cpi ( ppi ) 
5.35 (2.92)     

 

0.00(0.00) 

cpi ( ppi ) does not Granger cause neer  
0.82（1.21） 0.57（0.29） 

neer  does not Granger cause cpi ( ppi ) 
1.68（2.08） 

0.10(0.04) 

cpi ( ppi ) does not Granger cause gap  0.82  (1.52) 0.58(0.18) 

Gap  does not Granger cause cpi ( ppi )    
1.92 (2.38) 0.06(0.05) 

Note: Figures in parentheses are the F-Statistic and Probability about PPI. 
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TABLE 3: THE REGRESSION RESULT OF MODEL 1 

variable coefficient t-Statistic Probability coefficient t-Statistic Probability  

cpi (-1) 0.235  2.316  0.023  0.241  2.878  0.005  

cpi (-2) -0.248  -2.346  0.021  -0.258  -3.081  0.003  

cpi (-3) 0.241  2.294  0.024  0.258  3.127  0.002  

cpi (-4) 0.014  0.134  0.894     

cpi (-5) 0.274  2.563  0.012  0.210  3.426  0.001  

cpi (-6) 0.038  0.351  0.726     

cpi (-7) 0.040  0.422  0.674     

*p  0.892  8.914  0.000  0.894  12.189  0.000  

*p (-1) -0.367  -2.966  0.004  -0.356  -3.792  0.000  

*p (-2) 0.321  2.434  0.017  0.319  3.309  0.001  

*p (-3) -0.164  -1.260  0.211  -0.177  -1.785  0.077  

*p (-4) -0.091  -0.662  0.510     

*p (-5) -0.130  -0.948  0.346     

*p (-6) -0.209  -1.570  0.120  -0.204  -2.789  0.006  

*p (-7) -0.219  -1.745  0.085  -0.181  -2.355  0.021  

Gap -0.043  -4.249  0.000  -0.045  -4.965  0.000  

Gap(-1) 0.046  4.001  0.000  0.052  5.548  0.000  

Gap(-2) -0.022  -1.711  0.091  -0.018  -1.700  0.092  

Gap(-3) 0.019  1.486  0.141  0.021  2.099  0.038  

Gap(-4) 0.006  0.483  0.630     

Gap(-5) -0.005  -0.396  0.693     

Gap(-6) 0.003  0.237  0.813     

Gap(-7) -0.025  -2.043  0.044  -0.023  -2.623  0.010  

neer  0.024  0.798  0.427     

neer (-1) -0.081  -2.618  0.011  -0.072  -2.635  0.010  

neer (-2) 0.033  1.011  0.315  0.029  1.003  0.318  

neer (-3) -0.044  -1.401  0.165  -0.038  -1.394  0.167  

neer (-4) 0.109  3.452  0.001  0.102  3.641  0.000  

neer (-5) -0.076  -2.268  0.026  -0.075  -2.892  0.005  
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variable coefficient t-Statistic Probability coefficient t-Statistic Probability  

neer (-6) 0.027  0.788  0.433     

neer (-7) -0.016  -0.554  0.581     

C 0.000  0.459  0.648     

Adjusted -squared 0.642    0.666    

 

TABLE 4: THE REGRESSION RESULT OF MODEL 2 

Variable  coefficient t-Statistic Probability   coefficient t-Statistic Probability  

ppi  (-1) 0.414  3.797  0.000  0.353  4.376  0.000  

ppi  (-2) -0.170  -1.523  0.132  -0.116  -1.426  0.157  

ppi  (-3) 0.229  2.140  0.036  0.204  2.464  0.016  

ppi  (-4) -0.157  -1.587  0.117  -0.144  -1.829  0.071  

ppi  (-5) 0.129  1.330  0.188     

ppi  (-6) -0.007  -0.067  0.947     

ppi  (-7) -0.004  -0.035  0.973     

ppi  (-8) -0.018  -0.162  0.872     

ppi  (-9) 0.199  1.976  0.052  0.265  3.953  0.000  

*p  0.006  0.038  0.970     

*p (-1) 0.128  0.803  0.424  0.218  2.443  0.016  

*p (-2) 0.102  0.693  0.491     

*p (-3) -0.052  -0.365  0.716     

*p (-4) -0.113  -0.823  0.413  -0.101  -1.129  0.262  

*p (-5) 0.391  2.823  0.006  0.437  5.022  0.000  

*p (-6) -0.104  -0.709  0.481     

*p (-7) -0.030  -0.212  0.833     

*p (-8) -0.116  -0.808  0.422  -0.117  -1.224  0.224  

*p (-9) -0.193  -1.367  0.176  -0.124  -1.316  0.191  

Gap 0.015  1.116  0.268  0.012  1.158  0.250  

Gap(-1) -0.001  -0.101  0.920     
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Variable  coefficient t-Statistic Probability   coefficient t-Statistic Probability  

Gap(-2) 0.004  0.291  0.772     

Gap(-3) -0.011  -0.763  0.448     

Gap(-4) -0.005  -0.316  0.753     

Gap(-5) -0.020  -1.351  0.181  -0.019  -1.680  0.096  

Gap(-6) -0.002  -0.104  0.917     

Gap(-7) -0.009  -0.570  0.570     

Gap(-8) -0.010  -0.602  0.549  -0.011  -1.224  0.221  

Gap(-9) 0.017  1.116  0.268  0.013  1.030  0.306  

neer  0.029  0.685  0.495     

neer (-1) -0.112  -2.558  0.013  -0.104  -3.230  0.002  

neer (-2) 0.036  0.790  0.432     

neer (-3) -0.071  -1.581  0.118  -0.081  -2.361  0.020  

neer (-4) -0.012  -0.263  0.793     

neer (-5) 0.031  0.694  0.490     

neer (-6) -0.028  -0.632  0.529  -0.028  -1.243  0.202  

neer (-7) -0.040  -0.909  0.366  -0.061  -1.681  0.096  

neer (-8) -0.058  -1.337  0.185  -0.059  -1.638  0.100  

neer (-9) 0.002  0.061  0.951     

C 0.001  0.442  0.660     

Adjusted R-squared 0.454    0.539    

 

TABLE 5: THE COEFFICIENT OF THE EXCHANGE RATE PASS-THROUGH TO CPI( PPI) AND WALD 

TEST 

 

 Short-run Long-run Short-run =0 Long-run =0 Long-run =-1 

CPI 0.024 -0.099 

 

P-Value 

0.427 

P-Value 

0.269 

P-Value 

0.000 

PPI 0.029 

 

-0.338 

 

P-Value 

0.495 

P-Value 

0.000 

P-Value 

0.000 
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TABLE 6: THE COEFFICIENT OF THE LAG ITEM OF THE PASS-THROUGH 

 Lag 1 Lag 2 Lag 3 Lag 4 Lag 5 Lag 6 Lag 7 

CPI  -0.072 0.011 -0.017 0.070 -0.049 -0.051 0.022 

PPI  -0.104 -0.036 -0.081 -0.045 0.000 -0.033 -0.070 

 Lag 8 Lag 9 Lag 10 Lag11 Lag 12 ...... ...... 

CPI  0.002 0.000 -0.001 -0.008 0.000 ...... ...... 

PPI  -0.073 -0.026 -0.008 -0.006 0.000 ....... ...... 
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Abstract 
As consumers in developed countries are increasingly concerned about the quality and security of food and the social 
value of products, some large retailers have made many private standards and rules which are higher than the food 
safety and quality standards prescribed by the current legislations, which with no doubt brings about a new challenge 
to the agricultural produce export of the companies in developing countries. Based on the analysis of the reasons of 
private standards, the mechanism of their influence on international trade and successful experiences of adapting to 
the development of private standards and of realizing internationalization of corporations in developing countries, 
this work offers advisable suggestions on policy-making and corporate strategies. 

 

Keywords: Private standards, Agricultural produce, Internationalization  

 
Standards are a series of specific instructions of the attributes of products (Sykes, 1995). International Standard 
Organization defines ‘standard’ as ‘universal and repeatable rules, principles and traits of economic activities or 
the attainment of the optimized outcome of economic activities on a specific situation’ (Bureau, 2004).A wider 

definition of ‘standard’ includes the compulsive technological rules and voluntary protocols on the quality 

characteristics of involved products and service. According to the degree of the selection and conformity 
freedom of users, standards can be divided into two categories: compulsive and voluntary. Compulsive standards 
can be the requirements of legislations, or the actual compulsive requirements due to the orders of the majority 
of the buyers in reality. However, whether voluntary standards are adhered to or not can be decided by the 
potential users according to their own needs, who will have to be responsible for the economic consequences of 
their decisions. When a series of special products or instructions occupy so much market share that they gain 
certain prestige or influence, the series of instructions have become practical standards, and become the factual 
compulsive standards. i For standards pronounced by private institutes or institutions, unless they are adopted by 
the related national institutions, they are not lawfully compulsive. However, those standards can become 
compulsive in practical operations through market dealing. In this case, if a corporation is to enter a market or 
maintain its original market position, it must conform to those standards. Therefore, private standards are 
standards released by private institutions rather than public institutions that usually have some degree of 
compulsive characteristics in international trade activities. 

 

The reasons why private standards come into being 
 
Since the past twenty years, the export of fresh fruit and vegetable products (fresh and processed) in developing 
countries have developed greatly, more than one fifth of the total volume of produce export of developing 
countries. Those products are mainly exported to developed countries market, and according to the estimation of 
FAO, the global produce import volume will reach 4,300,000 tons, 87% of which will be imported by developed 
countries. In those markets of developed countries, the European Union will remain its position as the world’s 

biggest import market, followed by the USA and the total import volume of the two areas will occupy the 70% 
of the world’s total need volume

ii. 
With the rise of income and the worry brought about by events related with food safety in the past ten years, 

consumers in developed countries are increasingly concerned with the quality and safety of food products and 
their social value including the ethical and environmental conditions of the production and distribution of food, 
the working time and welfare of workers and the environmental pollution. Facing the responses of consumers, 
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not only some related legislations are passed, but also many large-scale retailers have enacted all kinds of private 
standards so as to boost their own brand images and competitiveness and to satisfy the diversified needs of 
consumers. Therefore, European large-scale retailers made many private standards and rules that are higher than 
the food quality and safety standards prescribed by the current legislations, among which the most influential and 
most typical is the EUREPGAP. Now EUREPGAP have 275 member organizations from field to table and there 
are already 35,000 manufacturers from 62 countries who have achieved its authentication.  iii 

In the agricultural produce industry, the problem of food safety has evolved from a merely public health 
problem into an important trade problem associated with market and safety and responsibility of products. The 
rapid development of transnational private standards have become an important tool for large-scale retailers to 
manage the food industry chain, the increase of which is partly due to the response of retailers to the augmented 
degree of consumers’ concern over food safety,  and partly due to their response to the legislations and rules 
issued by their states. 

Retailers can meet the standards of national requirements and prescriptions through the implementation of 
those private standards which are usually stricter than national standards. At the same time, highly demanding 
and changeable private standards can meet the increasing and changing food safety needs of consumers. 
Retailers can also boost their corporate images through those private standards, thus maintaining consumers’ 

confidence in their products, and distinguish their products from other products, keep brand images and better 
cost management so as to increase overall competitiveness and earn themselves a dominant position in 
competition. Moreover, through the making of private standards belonging to their own and the establishment of 
private authentication system, corporations are able to externalize the authentication cost that originally should 
be undertaken by them, thus shifting the cost to manufacturers. However, all these changes bring about a great 
challenge to the export corporations in developing countries. 

 

The impact of transnational private standards on international trade 
 

The private standards in agricultural produce are made mainly by developed countries, especially suppliers from 
the EU and the USA. It’s showed by experience that it is an effective means for the promotion of international 

trade to guarantee the quality of products to trade partners. However, the means can be abused as an economic or 
political weapon for the lack of sources or rules. Recently, private standards are playing an increasingly 
important role in the global agricultural produce system, and are closely interconnected with changing economic 
environment, and institutions and legislation framework. Private standards are made by the buyers of the food 
industry chain, usually the large-scale retailers and corporate alliances. The contents of standards involve 
products and their processing attributes, the implementation of which call for the audit and authentication of the 
third party. Those sellers who are not able to or choose not to carry out the standards are not sanctioned with 
market access. Therefore, now for produce export corporations, they need not only to adhere to the legal 
provisions of the import countries, but also to implement standards that are made by large-scale importers and 
retailers and that are more severe and complicated than governmental prescriptions. Although those private 
standards are voluntary and not legally compulsory, they are necessary for product dealings, making them factual 
compulsive standards. Therefore, the expansion of market is not distributed evenly. The rapid change of trade 
market and management environment presents new market-enterers increasingly more doorsills, and at the same 
time brings about new challenges and pressure to suppliers in developing countries, which undoubtedly pose a 
new challenge for the produce export of corporations in developing countries.  
 
Adherence to different private standards causes the rise of cost of manufacturers and planters.  
When a product is sold in more than one country or region where different standards exist, the product need to 
comply with all the standards so as to be exported to those countries or regions, which will raise the production 
cost greatly. 
 
Difficulties abound in the implementation of strict tracing mechanism and medicine use certification.  
Strict tracing mechanism calls for more technicians in related fields whose salary is high due to their scarcity and 
the number of whom is limited, which brings about a big difficulty for the implementation of the mechanism. As 
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for the medicine use certification, when the certification needs to be issued by the importing countries or regions 
or call for authentication by domestic institutions, the procurement of medicine is usually rather difficult and 
loaded with trivial details, which presents a tremendous challenge to suppliers or planters. 
 
The cost of the obtaining of authentication of product and production process is high. 

Single farmer or the collective must bear the cost of facilities and equipments, personnel training, tracing and 
recording system and auditing and authentication in order to implement private standards such as EUREPGAP or 
other private standards. Retailers are likely to limit the number of suppliers with the high cost of implementing 
those private standards, eliminating those small-scale suppliers and planters with no sustainable product supply. 
For example, it is quite difficult to discover planters with a scale of only 7 hectares or less in Chile’s fruit export 

market. Since the fruit exporting industry is originally capital- and knowledge-intensive, calls for complicated 
management technology and traditional scale economy effect brought by investment and injection and 
authentication cost. However, small-scale planters in Chile in general lack effective management technology, 
high educational and cultural level, and sufficient agricultural knowledge, which are all just necessary for the 
entry into modern export market system. 

 
Successful experiences dealing with transnational private standards 
 
For developing countries, the existence and development of private standards in produce export market is an 
irreproachable fact that will continue. Therefore, some countries by taking measures, such as developing produce 
with high additional value and raising product manufacturing standards, have successfully entered the global  
value network possessed by influential retailers, and have built up long-term trade partnerships with them, 
defusing the adverse impact of private standards on export, stimulating the rapid growth of produce export. 

Since 1990, Kenya has promoted its produce export trade through developing half-processed produce with 
high additional value aimed at European market. Those produce include mixed salad, diversified vegetable slice 
that can be dipped and eaten, and salted vegetables, all of which need to be produced under highly demanding 
sanitation conditions. Until the middle-later period of 1980, Kenya only exported little temperate vegetables into 
Europe, including inverted season produce for the consumption of the upper class of London in winter. Then, the 
majority of the Kenya fresh vegetables trade is carried out in the form of spots rather than orders dealing with 
importers or wholesalers, which led to that only a tiny part of sales were directly proceeded through large-scale 
chain supermarkets  

But with the advent of the European private standards, Kenya sharpened its competitive edge and gained the 
export market access through the implementation of those standards, the recombination of product and the shift 
of its market orientation. The export of Kenyan high additional value vegetable products had increased to 40 
million $ in 2003 from zero in 1997. And the average FOB price per unit has also increased by three times, from 
under 1000 $ per ton in the early period of 1990 to above 3000 $ per ton for the time being. A research of 
Kenya’s successful experience of fresh produce export discloses that its recipe of success lies in the 
implementation of standards. For Kenyan export industry, initial and constant competitive danger comes not 
from relatively higher standards in the market but from the competitive advantage brought by large-scale 
manufacturing, from those markets where attention is put on price rather than the innovation and additional value 
of products, and SPS protocol and other standards are not strictly followed. 

Another successful experience of adapting to private standards is to raise production standards and to be in 
line with international practices. In the past ten years, Peru has become one of the biggest asparagus exporters. In 
2002, the FOB value of asparagus export had reached 187 million $, nearly a quarter of the total produce export 
value. Peru has the comparative advantage of producing asparagus of high quality all year around. Temperate, 
favorable weather prevents the asparagus from entering a state of no growth while, because of comparatively 
high transportation cost, Peruvian exporters face the challenge from cheap asparagus products from other 
countries. However, they satisfied customers and consumers and occupied the market through the 
implementation of standards and the production of high quality and internationally certified products. When the 
operation risk of the industry greatly increased due to concerns about quality, food safety and diseases, Peruvian 
asparagus exporters expanded production scale, raised productivity, and developed customer loyalty through 
producing products meeting the international standards. For the entry of Peruvian asparagus products into 
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international market, domestic industrial organizations and governmental staff worked together to help 
corporations to make marketing strategies and to maintain the quality of products through the raise of national 
standards and the adoption of international standards (such as the adoption of HACCP system, the support of 
EUREPGAP authentication, and the development of product traceability system). 

For developing countries, private standards are a double-edged sword. Although the implementation of 
standards leads to very high cost and comparatively big difficulties, manufacturers or planters are able to enter 
the global value chain possessed by the interlocked supermarkets and build up long-term trade partnerships with 
them, which is the very condition necessary for today’s produce export into developed countries. The successful 
experiences of Kenyan and Peruvian both indicate that adaptation to the development of private standards can 
lead to entry into global supply chain, increase of corporate profits and expansion of export. At the same time, 
those achievements can only be attained with the concerted efforts of public and private institutions.  

 
Mediation on the policy for the internationalization of Chinese produce 
 
In the international market, with the improvement of living standards, the requirements and expectations of 
consumers towards the quality and safety of food are increasingly high. In addition, with the boosting of the 
market power of retailers and the increasing significance of the information, quality and reputation of products, 
the development of private standards has been an irreversible trend. However, the carrying out of standards still 
poses a tough difficulty for the developing countries that mainly focus on agricultural production, which is no 
exception for China. As a big agricultural country, the production of many produce of China list top position in 
the world, and the export of produce can greatly promote the development of a national economy based on 
agriculture and raise the income level of peasants. Therefore it is necessary to adapt to the development of 
transnational private standards in order to effectively promote the internationalization of and practically raise the 
export benefits of Chinese produce. 
 
Use of the governmental role, actively establish and optimize the related national standards 
The development of private standards is an undisputable fact, which should be adapted to other than be evaded 
from. The government should actively set up and update those national standards related to corresponding 
private standards so as to standardize domestic production and operation activities and guarantee product quality, 
to make them conform to standards better and faster, to increase produce export. In facing diverse private 
standards in the export market, the government should set up a national standards system that can coordinate 
with those private standards, lowering the high cost brought by the implementation of different standards. For 
example, standards initiated by public and private institutions, directed and supported by the government, can 
minimize the cost of the implementation of standards of export corporations, and guarantee them sustainable 
market access. Because the standards use the major contents of the standards of developed countries for 
reference, and are in accordance with the related laws in those countries and the requirements of other 
international standards, adherence to those standards can gain a favorable competition position in the 
international market. 
 
Develop multilevel cooperation; improve the enactment and implementation of standards 
Private standards are instituted without the negotiation between the standard makers and the users, leaving that 
the development of private standards poses a severe challenge to small-scale companies. Therefore, if the 
government is to guarantee the effective operation of all the enterprises, it should actively encourage the 
negotiations and cooperation among corporations, and make advisable national and industrial standards. The 
government is expected to initiate, mobilize, direct and coordinate, together with technological assistance and 
collective training by non-governmental organizations, technological support, training and research from experts, 
increased capital and technological investment into production sectors meeting the standards and market 
expansion for their products from the exporters, the funds, technological support and training from industrial 
association, in addition to investment into export from peasants and the collective and adoption of new 
technology and collective cooperation. Therefore, a success in establishing and implementing of standards is 
completely the fruit of close cooperation among different sectors. 
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Provide support for the implementation of standards of small-scale agricultural corporations 
 
The implementation of highly demanding private standards calls for certain injection of fixed assets and 
technology, which means an obviously extremely heavy burden for the small-scale agricultural corporations that 
can not benefit from scale economy. Moreover, the costs of annual audit and authentication and updating at some 
time add to the burden of those small-scale corporations. Some requirements by related standards, such as 
record-traceable maintenance mechanism and pesticide application as part of good agricultural practice, are also 
some of the difficulties small-scale corporations are facing when they are seeking the authentication and access 
into high additional value market. Those difficulties are usually caused by the lack of human resources, 
long-standing agricultural practice, and the lack of ‘market brain’ just like the inherence of poverty. When 
dealing with those situations, the government should manage to turn the tide, helping small-scale agricultural 
corporations out. On one hand, the government should enhance the construction of infrastructure such as 
transportation so as to guarantee the timely delivery of products to their destinations; on the other hand, it also 
should provide monetary and technological support for those small-scale agricultural export corporations, such 
as reducing their loan rate, at the same time, should support the establishment of corresponding audit and 
authentication institutions so as to lower the cost of overseas authentication. Moreover, it should encourage 
involved sectors to grant small-scale agricultural corporations monetary and technological support, and advocate 
the cooperation between export corporations and manufacturing corporations for the sake of access to timely 
market information and sophisticated technological information. 
 
Corporate strategies for Chinese produce export 
 
Although there is no sufficient evidence that private standards can exert significant impact on trade, at least in 
some aspects, they can influence the flux and direction of trade in a complex way because different private 
standards can lead to different trade results. However, at the same time, many problems of the different influence 
of each standard on a product are overcome by implementing a series of standards at the same time. Moreover, 
the impact of private standards is subject to the responses of corporations to them. If exporters can win 
themselves an advantage in competition with the implementation of private standards, they can benefit from it. 
 
Identify the market and product, determine a proper product strategy 
When private standards abound in the produce export market, the priority of exporters is to authenticate the 
market and product according to their own experiences, and to develop products meeting the standards, thus 
earning the accreditation of importers. High standards can distinguish products of corporations, differentiating 
those from other ordinary products available in the market. Thus, the corporations executing high standards can 
gain high profits. 
 
Increase the injection of technology and capital, improve corporate facilities and equipments 
After authenticating the market and the product required to be produced, corporations are supposed to consider 
the feasibility of the implementation of standards. Many strict private standards call for advanced technological 
requirements and corresponding sanitation and facilities, especially for those fresh produce for the consumption 
by consumers. Therefore, corporations need to increase the injection of technology and money into the updating 
of corporate facilities and equipments in order to meet those requirements. 
 
Enhance the alliance and cooperation among corporations 
Private standards will continue to exist and be executed by the large-scale retailers with market power. Those 
standards also include some important commercial requirements, such as quantity and feasible delivery schedule 
and so on. The new commercial environment means that corporations have to be able to adapt to those changes. 
It is usually the largest and most capable domestic manufacturers with favorable infrastructure, service and 
experience that develop fast. However, in China, produce manufacturers are universally small in scale, for which 
private standards will serve as an obstacle in their entering of the global food supply chain. Therefore, 
manufactures should actively join the industrial alliance, and cooperate with large-scale exporters. The 
establishment of industrial alliances, especially those instituted by those comparatively large-scale, experienced 
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corporations, will benefit their members greatly in their entering export market and in their expansion of trade. 
Those corporations can offer technological support for the member corporations, and can collect, analyze and 
release the newest industrial information, at the same time they can inform members of the changes of the rules 
of the export market, initiate or manage development and research projects for all the members, canvass the 
governments for special support. Therefore, establishing or join an industrial alliance offer a chance for those 
middle and small size manufacturers who are not able to execute those demanding standards to enter the export 
market where severe private standards exist. 
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Abstract 
 

Understandability of the financial statements is the key condition for communication among the users of financial 
information. The accounting and financial reporting is a subject of continuous development in Europe as well as 
worldwide which has to react to the continuous changes of national and international economic environment and 
which has to respond to inputs from development of theoretical knowledge and practical experience from realization 
of different opinion streams. 

Since year 2000 a project has been held by IASB, which aims at making IAS/IFRS closer to the needs of small and 
medium-sized enterprises; it is expected that very soon these standards for small and medium sized enterprises will 
be approved. The aim of the article is to provide information about implementation of IAS/IFRS financial reporting 
in small and medium-sized enterprises in the Czech Republic. 

 

Reasons for Harmonization of Accounting  
 

The growth of multinational corporations, new information technologies and development of the international 
capital market calls for the need of multinational, worldwide valid and respected accounting standards. They 
enable truly and within the range of current subject field, but mostly comparably to inform about enterprise 
processes. The International Financial Reporting Standards (IFRS)i correspond to these requirements. The 
International Financial Reporting Standards are a summary of the best accounting procedures and experience of 
the accounting profession and users´ requirements upon the range of publicly notified information. Their 

purpose is to increase comparability of reporting on financial effectiveness and financial position of different 
companies, acting in national conditions. Comparability of inputs included in reports e.g. statement of financial 
position (balance sheet), statement of comprehensive income (income statement), statement of changes in equity 
and statement of cash flow is of high importance for investors, managers and financial managing. Financial 
reporting provides input information for a financial analysis. For a financial analysis the key importance is to 
guarantee comparability of data included in the financial statements. 

However, reaching full comparability is often very difficult. Comparability could be judged in the 
scope of indices time line within consecutive accounting periods in one company, where generally accepted 
consistence principle is held. Comparing final statements among various companies in one country is only 
possible when centrally regulated. But this does not work on international sphere. 

 

Harmonization in the Czech Republic 
 

The biggest obstacle in comparability of the financial statements among individual European Union countries is 
the fact that the directives do not have a character of an international law. They are realized through the 
mediation of the corresponding national legal regulations of member countries. Thus specifics of individual 
member countries reflect in financial accounting, following from their different economic as well legal 
environments and historical tradition. IAS/IFRS enter international environment, which is not yet completely 
ready for their adopting in many cases. This is also the case of the Czech accounting. 

mailto:pasekova@fame.utb.cz
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Comparing accounting procedures and reporting of some items according to the Czech Accounting 
Standards and according to IAS/IFRS results in differences in the accounting data reporting. According to one 
reporting frame a company can reach profit, while according to the other it can show loss. Of big difference can 
also be total balance sums, asset value, and value of other items of property or liabilities. Financial analyses 
indices and comprehensive conclusions about performance could be importantly various. 

The efforts of the Czech Republic crowned by its joining the EU define clearly the choice of the form 
of international harmonization of accounting, including tax harmonization and coordination. In the past the 
application of IAS/IFRS was optional more or less, since 2005 their application has been compulsory for some 
companies. According to the Regulation No. 1606/2002 of the European Parliament and the Council of 19 July 
2002 on the Application of International Accounting Standards, the accounting entities that are trading 
companies and that are issuers of securities registered at a regulated securities market in the European Union 
member countries, have to apply the International Accounting Standards, adapted by the European Union law, 
for accounting and drawing the financial statements. 

The financial statements according to IAS/IFRS differ from the Czech financial statements first of all 
in its purpose. Its key aim is to provide information for economic decision making of shareholders and investors. 
The statements also differ in requirements for selection and range of information. The statements preparation in 
compliance with IAS/IFRS cannot do without professional estimates and references, respecting fundamental 
accounting principles. It requires consistent recording of transactions according to their economic nature and not 
in compliance with the rule of law, if different. 

Introduction of IAS/IFRS is a turning point in financial reporting. It calls for collection and 
classification of financial data in several dimensions, e.g. not only according to individual products and services 
but also in geographical classification, often from inhomogeneous and incomparable data. Information systems 
and accounting policies have to be adapted not only for big corporations but also for SMEs. 

The impact of international accounting upon Czech companies will be stronger and stronger and timely 
solution of the problems will offer a certain competitive advantage to the companies in future. Companies that 
will not be able to provide correct and comparable financial information on IAS/IFRS basis will be losing the 
trust of capital and financial markets and business partners. On the contrary, high quality financial reporting 
makes approach to sources of finance easier in both forms of financing - at the capital markets and from loans, 
which have majority. 

 

IFRS for Private Entities 
 

Small and medium enterprises have not been mostly obliged yet to report in compliance with IAS/IFRS, 
however this situation will have to change in the future. The progress of standards for SMEs went through 
several periods, starting in 1998 when the International Accounting Standards Committee (IASC) considered the 
project of standardization for SMEs. First results were shown by IASC in 2004 as basis for discussion and for 
interpellations. In 2006, after proceeding suggestions expository draft was published and final version was 
awaited in second semester 2007 with legally binding since 1 January 2008. Regarding many comments from 
this project’s opponents, the effective date of this standard has been so far postponed. Binding of the standard is 
in the responsibility of national accounting regulator. 

 

IAS/IFRS Implementation 
 

The urgency of given issues calls up for a need of research regarding IAS/IFRS implementation in SMEs. The 
aim of our research is to provide effective accounting procedures and methods based on IAS/IFRS use under the 
conditions of the Czech Republic. A special attention should be paid to theoretical aspects of displaying the 
accounting transactions methodology in SMEs with the impact on financial reporting as a fundamental 
information source for external users of financial statements in these enterprises. 
The Research should take the following steps: 
1. Analysis of current situation of using IAS/IFRS in SMEs 
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2. Identification of problem fields of using IAS/IFRS in SMEs. The identification will be based on theoretical 
judging those differences, in case of variance between used patterns and recommendations in IAS/IFRS. 
We have already started with applied questionnaire research in chosen SMEs. The aim is to obtain 
information about possible usage of IAS/IFRS and about difficulties if occurred from entrepreneur sphere. 

3. Analysis of problems of IAS/IFRS usage, in general and also focused on needs of SMEs. 
4. Comparison of experience in standardization for financial reporting in SMEs with selected countries in 

Central and Eastern Europe where successful cooperation will be established. 
5. Proposal of effective procedures for the Czech Accounting System transition to usage IAS/IFRS under the 

conditions of the Czech Republic. Special treatment will concern theoretical aspects of methodology of 
accounting in SMEs. Preparation of file of examples and rules applicable in real situations and transaction 
in SMEs. 

6. Output from the research will be published with the aim to use it for education in secondary schools and 
universities with economic specialization. 

A general goal is to present a complex view of accounting problems as a part of the Czech Republic 
integration processes in the European Union and to develop skills for accounting practices application within 
multinational relations. 

 

Survey ‘How Czech and Slovak Companies are prepared for Harmonization of 

Accounting’ 
 

The aim of the preliminary survey was to gain information about present or proposed reporting under IAS/IFRS 
in SMEs. There were two sets of questions in the survey. The first set of questions were questions about basic 
characteristics of the company that is the location, size, type of business and if there is currently any cooperation 
with foreign subjects. The second set of questions was focused on current state of or any future plans for 
reporting under IAS/IFRS. 

The expected result of the preliminary survey should have given us basic information about the status 
of reporting under IAS/IFRS in SMEs. It should have also confirmed the increasing trend of significance of 
reporting under IAS/IFRS and it should have emphasized which areas of reporting under IAS/IFRS are currently 
the most significant for SMEs and what outcome of our grant would be the most helpful for SMEs. 

There were 59 companies which responded to the preliminary survey. Majority of these companies are 
based in the Czech Republic (see Fig. 1), have less than 250 employees (see Fig. 2). In the analyzed sample 
production, retail and service companies were equally represented (see Fig. 3). 

92%

8%

Czech Republic Slovak Republic

 
FIG.1: LOCATION OF THE COMPANY 



800 

10

17

11

2

10

9

0

2

4

6

8

10

12

14

16

18

0-5  6-25 26-50 51-100 101-250 above 251

 
FIG.2: NUMBER OF EMPLOYEES 

37%

24%

39%

manufacturing merchandising service

 
FIG.3: MAIN ACTIVITIES OF THE COMPANY 

 

Approximately one third of the companies did not cooperate with any foreign subjects, another third 
cooperated with foreign suppliers and the last third were companies either having foreign customers or parent 
companies (see Fig. 4). 
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34%

17%14%

35%

no yes, Mother company yes, Key customer yes, Key supplier

 
FIG.4: CONNECTION OF THE COMPANIES WITH FOREIGN SUBJECTS 

 

At present only 6 companies report under another reporting system in addition to reporting under 
Czech statutory GAAP, from that 2 companies report under HBII and 4 under IAS/IFRS. All these companies 
are daughter companies of foreign subjects (see Fig.5). 

67%0%

33%

IAS/IFRS US GAAP HB II.

 
FIG.5: TYPE OF OTHER REPORTING SYSTEM IN WHICH THE COMPANY REPORT  

 

Besides the fact that less than 10 % of responding companies have experience with IAS/IFRS and other 
companies do not have set concrete intention to report under IAS/IFRS, two thirds of companies provide their 
employees training regarding IAS/IFRS. 8 companies (13.6%) expressed explicit interest in IAS/IFRS training; 
from this companies 5 do not currently have any connection with foreign subjects. 

As the most important areas of the financial statements the companies stated receivables (49 %), 
inventory (38 %), payables (34 %) and financial assets, on the other hand accruals and equity represented most 
important areas of the financial statements only by less than 4 % of companies. 

Companies already reporting under IAS/IFRS described main adjustments between Czech statutory 
accounting and IAS/IFRS as assets valuation, leasing adjustment, provisions and exchange differences (together 
71%, equally spread), the rest are financial assets, accruals and depreciation difference (see Fig. 6). 
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FIG.6: WHAT ADJUSTMENTS ARE NEEDED TO CHANGE YOUR LOCAL STATUTORY ACCOUNTS TO 

OTHER REPORTING SYSTEM YOU ARE USING  

 
Conclusion 
 

Special standards would be required by small and medium-sized enterprises to change an opinion on high-
quality accounting in general where, instead of stressing correct accounting procedures and methods, the 
emphasis is laid upon final statements. They would have to duly compile cash flow statements, get used to a bit 
different kinds of evaluation bases and broader range of supplementary and explanatory information in the 
appendix. Except for the final product of accounting, financial statements, the emphasis requires understanding 
the consequences and relationships between transactions and their reflection on accounting, because no set rules 
will be available any more. 

From the analysis of preliminary survey we have found out that companies already reporting under 
IAS/IFRS have no specific problems. Other companies usually do not have any concrete aim to report under 
IAS/IFRS. However from the answers we can see that employees of companies not yet reporting under 
IAS/IFRS are aware of the importance of standards and they have started with or they are planning to take part 
in a theoretical training regarding IAS/IFRS. 
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Endnotes 
                                                 
i The original name was IAS (International Accounting Standards). To stress the fact that the case is 
standardization of financial reporting and not standardization of accounting, the name of the whole IAS set was 
changed into IFRS. Individual standards (IAS 1 through IAS 41) remain in force but new and updated standards 
are published under IFRS name. 
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Abstract 
 

The main differences between the IAS/IFRS and Czech accounting standards can be seen in accounting policies, in 
presentation and reporting. The International Financial Reporting Standards (IAS/IFRS) are not a generally valid 
rule of law but they can be taken over, to a lower or higher extent, by national or international legislations. 
Approximation of the Czech accounting legislation to IAS/IFRS is not as fast as in the surrounding countries; 
however there are Czech companies which next to Czech statutory financial statements needed for tax purposes to 
prepare also the IAS/IFRS statements. These are predominantly enterprises emitted on public markets of EU 
countries which have to report under the IAS/IFRS compulsorily since 2005, as well as other enterprises, which have 
decided to prepare statements according to the IAS/IFRS optionally. 

The analysis of statements of the selected enterprises shows the areas with the biggest differences between the Czech 
reporting and reporting according to the IAS/IFRS.  

 

When preparing this article we performed a comparison of publicly available financial statements prepared 
under the Czech accounting legislation and IAS/IFRS of 3 big companies in the Czech Republic. The financial 
statements were prepared either for the year ending 31.12.2006 or 31.12.2007. We have also taken into account 
the biggest changes in the IAS/IFRS applicable from 1.1.2009. 

We have the identified following standards where we would like to comment on the differences 
between the IAS/IFRS and Czech accounting legislation: 
 IAS 1 Presentation of financial statements 
 IAS 17 Leases 
 IAS 18 Revenue 
 IAS 37 Provisions, contingent liabilities and contingent assets 

 

IAS 1 Presentation of Financial Statements 
 

Since 1.1.2009 all companies preparing financial statements under the IAS/IFRS have to comply with this 
revised standard which specifies what are the components of a compete set of financial statements. The main 
change from the last year, except for changes in terminology in order to harmonize with US GAAP financial 
statements, is a transfer of non-owners changes in equity (e.g. revaluation of fixed assets or derivatives, etc.) 
from a statement of changes in equity for the period to a statement of comprehensive income for the period. 

 

Components of a complete set of financial standards 

 

Under IAS 1, a complete set of financial statements comprises: 
(a) a statement of financial position as at the end of the period; 
(b) a statement of comprehensive income for the period;  
(c) a statement of changes in equity for the period;  
(d) a statement of cash flows for the period;  
(e) notes, comprising a summary of significant accounting policies and other explanatory information; and  

mailto:pasekova@fame.utb.cz
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(f) a statement of financial position as at the beginning of the earliest comparative period when an entity applies 
an accounting policy retrospectively or makes a retrospective restatement of items in its financial statements, or 
when it reclassifies items in its financial statements.i  

Under the Czech accounting legislation, Section 18 of the Act on Accounting No. 563/1991, a 
Company has to prepare: 
(a) a balance sheet; 
(b) a profit and loss statement; 
(c) notes, comprising additional explanatory information, including mainly information about outstanding 
payables related to social or health insurance or any other overdue payables to tax authorities or other state 
institutions. A cash flow statement as well as a statement of changes in equity is optional. 

From the above stated the main differences are clear: 
 a cash flow statement and a statement of changes in equity are not required by the Czech Accounting 

legislation, 
 since 1.1.2009 the income statement reported under Czech accounting legislation will differ from a statement 

of a comprehensive income, which will besides costs and revenues for current period also contain non-
owners changes in equity. 

We had financial statements available fro two out of three companies and used them for our 
comparison presented voluntarily statement of cash flow as well as a statement of changes in equity in both 
financial statements (prepared under the IAS/IFRS and Czech accounting legislation). One company in its 
financial statements prepared under the Czech accounting legislation presented voluntarily only cash flow but 
not a statement of changes in equity. 
 
Format of financial statements 
 
IAS 1 does not state a particular format of the financial statements, it only states what items/financial statements 
categories must be presented. 

The Czech accounting legislation requires financial statements to be prepared in a standard format of 
financial statements. 

All three companies presented financial statements prepared under the Czech accounting legislation in 
the format required, the financial statements prepared under the IAS/IFRS were much more aggregated than the 
financial statements prepared under the Czech Accounting legislation. (Assets in balance sheet under the 
IAS/IFRS were presented on 16 lines, assets in balance sheet under the Czech accounting legislation were 
presented on 40 lines.) 
 
Reporting currency 
 
The IAS/IFRS allows financial statements to be presented in other than functional currency (so called 
presentation currency), only the condition that the profit is measured in a functional currency and rules how to 
get from the functional to presentation currency have to be met. 

Under the Czech accounting legislation – Section 4 of Decree No. 500/2002, a financial statement shall 
be prepared in the Czech currency in thousands of Czech crowns. For companies with Total assets nett over 10 
billion, millions of Czech crowns can be used. 

One out of the three companies had financial statements prepared under the IAS/IFRS in other than the 
Czech currency, the rest of the companies used Czech crowns for both financial statements. 
 
IAS 17 Leases 
 
Classification of leases 
 
According to IAS 17, a lease is classified as a finance lease if it transfers substantially all the risks and rewards 
incidental to ownership. A lease is classified as an operating lease if it does not transfer substantially all the risks 
and rewards incidental to ownership. 

Situations that would normally lead to a lease being classified as a finance lease include the following:  
(a) the lease transfers ownership of the asset to the lessee by the end of the lease term;  
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(b) the lease has the option to purchase the asset at a price which is expected to be sufficiently lower than fair 
value on the date the option becomes exercisable when, at the inception of the lease, it is reasonably certain that 
the option will be exercised;  
(c) the lease term is for the major part of the economic life the asset, even if title is not transferred;  
(d) at the inception of the lease, the present value of the minimum lease payments amounts to at least 
substantially all of the fair value of the leased asset; and  
(e) the lease assets are of a specialised nature such that only the lessee can use them without major modifications 
being made.ii  

Other situations that might also lead to classification as a finance lease are:  
(a) if the lessee is entitled to cancel the lease, the lessor’s losses associated with the cancellation are borne by the 
lessee;  
(b) gains or losses from fluctuations in the fair value of the residual fall to the lessee (for example, by means of a 
rebate of lease payments); and  
(c) the lessee has the ability to continue to lease for a secondary period at a rent that is substantially lower than 
market rent.iii  

The Czech accounting legislation does not primary solve the classification of lease, the classification 
follows the legal form of a lease and the substance and the transfer of risks and rewards is not taken into 
account. 

To sum the above up, there can be a situation where a lease is classified as an operation in the Czech 
accounting legislation (as this is stated in the contract), however, under IAS 17 it meets the criteria of finance 
lease. 

In the three financials statements of Czech companies we did not find this case. 
 
Leases in the financial statements of lessees  
 
IAS 17 prescribes the following accounting for the two types of leases: 
(1) Operating Leases  
Lease payments under an operating lease shall be recognised as an expense on a straight-line basis over the lease 
term unless another systematic basis is more representative of the time pattern of the user’s benefit.  
(2) Finance Leases  
At the commencement of the lease term, lessees shall recognise finance leases as assets and liabilities in their 
balance sheets at amounts equal to the fair value of the leased property or, if lower, the present value of the 
minimum lease payments, each determined at the inception of the lease. The discount rate to be used in 
calculating the present value of the minimum lease payments is the interest rate implicit in the lease, if this is 
practicable to determine; if not, the lessee’s incremental borrowing rate shall be used. Any initial direct costs of 

the lessee are added to the amount recognised as an asset.  
Minimum lease payments shall be apportioned between the finance charge and the reduction of the 

outstanding liability. The finance charge shall be allocated to each period during the lease term so as to produce 
a constant periodic rate of interest on the remaining balance of the liability. Contingent rents shall be charged as 
expenses in the periods when they are incurred.  

A finance lease gives rise to depreciation expense for depreciable assets as well as finance expense for 
each accounting period. The depreciation policy for depreciable leased assets shall be consistent with that for 
depreciable assets that are owned, and the depreciation recognised shall be calculated in accordance with IAS 16 
Property, Plant and Equipment and IAS 38 Intangible Assets. If there is no reasonable certainty that the lessee 
will obtain ownership by the end of the lease term, the asset shall be fully depreciated over the shorter of the 
lease term and its useful life.iv 

In the Czech accounting legislation the accounting for both operating as well as finance leases is the 
same, lease payments shall be recognized as an expense on a straight-line basis. 

From the above stated the main difference is clear, there is a significant difference in the accounting for 
the finance lease, where the IAS/IFRS require the lessee to account at the inception of the lease about the asset 
and the payable. Every year the asset has to be depreciated, the outstanding payable reduced through the lease 
payment and relevant interest charge has to be accounted for. As there is only the lease payments accounted for 
in the Czech accounting, a following significant adjustment has to be made in order to meet the IAS/IFRS 
criteria of accounting for finance lease: 
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 cancellation of expense for current period booked in Czech accounts, 
 recognition of an asset in a net book value at the beginning of period, 
 recognition of a outstanding liability at the beginning of period, 
 booking of interest charge for current period and reduction of outstanding liability, 
 booking of depreciation for current period. 

All of the three companies have a finance lease and the differences between financial statements under 
the IAS/IFRS and Czech accounting legislation were evident (difference in the NBV of fixed assets, 
depreciation charge, IAS 17 disclosure in the IAS/IFRS financial statements, etc.). 
 
IAS 18 Revenue 
 
Revenue recognition 
 
IAS 18 sets specific criteria when revenue shall be recognized, risks and rewards must be transferred and the 
revenue can be measured reliably. Detailed criteria for sale of goods, rendering of services and interest, royalties 
and dividends are set by IAS 18, see below. 
 
Sale of goods:  
 
Revenue from the sale of goods shall be recognised when all the following conditions have been satisfied: 
(a) the entity has transferred to the buyer the significant risks and rewards of ownership of the goods; 
(b) the entity retains neither continuing managerial involvement to the degree usually associated with ownership 
nor effective control over the goods sold; 
(c) the amount of revenue can be measured reliably; 
(d) it is probable that the economic benefits associated with the transaction will flow to the entity; and 
(e) the costs incurred or to be incurred in respect of the transaction can be measured reliably.  
 
Rendering of services  
 
When the outcome of a transaction involving the rendering of services can be estimated reliably, revenue 
associated with the transaction shall be recognised by reference to the stage of completion of the transaction at 
the end of the reporting period. The outcome of a transaction can be estimated reliably when all the following 
conditions are satisfied:  
(a) the amount of revenue can be measured reliably;  
(b) it is probable that the economic benefits associated with the transaction will flow to the entity;  
(c) the stage of completion of the transaction at the end of the reporting period can be measured reliably; and  
(d) the costs incurred for the transaction and the costs to complete the transaction can be measured reliably.  

The recognition of revenue by reference to the stage of completion of a transaction is often referred to 
as the percentage of completion method. Under this method, revenue is recognised in the accounting periods in 
which the services are rendered. The recognition of revenue on this basis provides useful information on the 
extent of service activity and performance during a period.  

When the outcome of the transaction involving the rendering of services cannot be estimated reliably, 
revenue shall be recognised only to the extent of the expenses recognised that are recoverable. 
 
Interest, royalties and dividends 
 
Revenue shall be recognised on the following bases:  
(a) interest shall be recognised using the effective interest method as set out in IAS 39, paragraphs 9 and AG5–

AG8;  
(b) royalties shall be recognised on an accrual basis in accordance with the substance of the relevant agreement; 
and  
(c) dividends shall be recognised when the shareholder’s right to receive payment is established.

v  
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In compliance with the Czech accounting legislation and mainly Czech accounting standard No. 19, 
there are no such detailed criteria specified for revenue recognition, formal and legal interpretations prevail over 
the substance of the transaction. 

In all of the three financial statements of selected Czech companies we have identified differences 
between revenue reported under the Czech accounting legislation and IAS/IFRS. More detailed analysis and 
more detailed information would be required to be able to specify why the difference had arisen (which of the 
criteria stated above were not met). 
 
Fair value measurement 
 
IAS 18 requires revenues to be measured at fair value. 

The Czech accounting legislation does not take time value of money into account. 
In the financial statements of selected Czech companies we have not identified any case of difference 

between fair value and nominal value measurement of revenues. 
 
IAS 37 Provisions, Contingent Liabilities and Contingent Assets 
 
Provisions recognition 
 
In accordance IAS 37, a provision should be recognised when, and only when:  
(a) an entity has a present obligation (legal or constructive) as a result of a past event;  
(b) it is probable (i.e. more likely than not) that an outflow of resources embodying economic benefits will be 
required to settle the obligation; and  
(c) a reliable estimate can be made of the amount of the obligation. The Standard notes that it is only in 
extremely rare cases that a reliable estimate will not be possible.  

In rare cases it is not clear whether there is a present obligation. In these cases, a past event is deemed 
to give rise to a present obligation if, taking account of all available evidence, it is more likely than not that a 
present obligation exists at the end of the reporting period.vi  

Under Czech accounting legislation and mainly Czech accounting standard No. 04, the companies are 
required to create provisions against future risks and losses, there are no specific criteria stated. Apart from this 
general requirement, the Czech accounting legislation also set specific tax-deductible provisions (e.g. provisions 
for repair and maintenance of Property, plant and equipment). 

Provisions for repair and maintenance of Property, plant and equipment does not meet the IAS/IFRS 
criteria, mainly the criterion (a), that the entity has a present obligation as a result of a past event. 

In two out of three financial statements of the selected companies differences in provisions were 
reported, in one company the difference was because of provision for repair and maintenance of Property, plant 
and equipment. In the other company the difference was due to a provision for restoring of faxed assets created 
according to IAS 16 (not commented in this article). 
 
Contingent liabilities  
 
As defined per IAS 37 a contingent liability is:  
(a) a possible obligation that arises from past events and whose existence will be confirmed only by the 
occurrence or non-occurrence of one or more uncertain future events not wholly within the control of the entity; 
or  
(b) a present obligation that arises from past events but is not recognised because:  
(i) it is not probable that an outflow of resources embodying economic benefits will be required to settle the 
obligation; or  
(ii) the amount of the obligation cannot be measured with sufficient reliability.  

An entity should not recognise a contingent liability. An entity should disclose a contingent liability, 
unless the possibility of an outflow of resources embodying economic benefits is remote.vii  

Upon the Czech accounting legislation, the entity must describe in Notes all material potential losses 
for which a provision had not been created. 

In all three financial statements there were no differences in disclosure of contingent liabilities. 



809 

 
Contingent assets  
 
As defined in IAS 37 a contingent asset is a possible asset that arises from past events and whose existence will 
be confirmed only by the occurrence or non-occurrence of one or more uncertain future events not wholly 
within the control of the entity.  

An entity shall not recognise a contingent asset. However, when the realisation of income is virtually 
certain, then the related asset is not a contingent asset and its recognition is appropriate.viii 

No specific rules exist in the Czech accounting legislation however the treatment used in practice is 
quite similar to the IAS/IFRS. 

In all three financial statements there were no differences in disclosure of contingent assets. 
 
Conclusion 
 
In this article we identified the main differences between the selected IAS/IFRS standards and the Czech 
accounting legislation. In general we can state, that in the selected areas there are much more rules set in the 
IAS/IFRS than in the Czech accounting legislation. 

From our comparison of the financial statements of the three selected Companies in the Czech 
Republic prepared under the IAS/IFRS and Czech accounting legislation we have identified that some 
differences are also applicable in practice (e.g. financial leases, difference in provisions, etc.) however some 
have not occurred. This can be explained mainly by the fact, that in these areas the Czech accounting legislation 
is not as detailed as IAS/IFRS and the principles used under the IAS/IFRS are fully acceptable by the Czech 
accounting legislation. 
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Abstract 
 
The lecture at hand deals with the position of the bank in connection with the crisis recognition and crisis 
management of a commercial credit customer. Introductorily statements regarding the lending policy of the banks in 
connection with problem credits are given. The pros and cons of the bank as a factor of coping with company crises 
are shown.  
In addition, the supervision-juridical requirements for the problem credit treatment according to MaRisk are lighted 
up briefly and also the question of to what extent the criteria for the risk recognition of intensive credits and problem 
credits are sufficient enough to supply these commercial engagements with a comprehensive problem treatment 
(restructuring).  
Presentation of the limits of risk recognition and treatment.  

In this connection the phases known from literature of the company crisis are presented and the postulate of 
early risk recognition is installed. On the other hand, the limits of the recognition of the crisis signs are also to be 
ascertained by the stakeholders.  

The requirement of an early risk recognition (monitoring) and problem treatment can only be fulfilled by 
the banks also with a look at the legal requirements to a certain extent, therefore the lecturer finally demands 
requirements for the problem credit management and lending policy of the bank. 
 
Crisis Recognition and Crisis Coping of a Commercial Applicant for the Credit  
 
Actual Finance Crisis  
Short situation description: incriminating factor in the loan business / credit clip / danger of raised insolvencies. 
In the present work it exceeds this current subject. 
 
Crisis Recognition by Banks 
In the literature the reproach is made over and over again, banks would bear the responsibility for enterprise 
crises in many cases. The so-called often called umbrella politics of banks means: With the sun the bank 
stretches the umbrella and protects the enterprise, nevertheless, it comes to rain, the enterprise customer is left 
without protection in the rain. I.e. if it goes well to the customer or the economic situation an expansionary 
lending policy is pursued by the banks, however as soon as crisis signs will appear loans as stopped or driven 
back or even discontinued and with it the enterprise crisis further aggravates. 
By sides of the banks it is argued that a credit notice takes place only if it becomes necessary in particular cases. 
This behaviour is also justified with look on 

- stockholders 
- bans of the bankruptcy abduction 
- No active structural politics. 

The backgrounds for the risk-coautiously (risikoaverse) position of the banks are to be seen in 
 Of being absent decision 
 joy Lacking knowledge by alternative solution attempts 
 Too low knowledge of the industry of the customer Security 
 Securities / guarantees  of the bank 
 Too low enterprise setting of the bank 
 employees Qualification shortages with the bank employees. 

Which support measures are possible by banks: 
 Bridging structure measures is given with appearance of the crash of liquidity, e.g., in the form of 
raised current account loans to a renovation draught  

 extensions of erasures  

mailto:01726689264@vodafone.de
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 interest reductions  
 supply of management consultants as well as 
 co-operation / influencing control on the development a renovation draught. 

The support / acceptance of a developed reorganisation concept every single is an essential success factor 
for overcoming the company crisis in view of the available debt degrees of the company; at the same time also 
dependence on the banks and with it the behaviour in the company crisis an existential meaning for the credit 
customer has. 

A successful crisis management requires highly that the efforts are initiated for the crisis coping very 
early. The banks have in practice the problem that they during an aim conflict stand. If they operate too early, is 
accused of them, she would interfere with enterprise decisions etc., against it comes you too late - and this in 
90% of the cases given – so it is criticised that she had been involved not enough or does not support them on 
grounds of the topical situation the customers any more. 
In practice the banks intervene predominantly too late. 

The following occasions or factors of the risc recognition lead as a rule only to raised credit supervision / 
interventions by the banks: 

 menacing insolvency  
 longer loss phase  
 achievement disturbances  
 frequent over-drafts  of the current-account line 

Of the fact follows that the credit commitments are assessed only in the acute crisis closer. 
Which reasons can be called for the late intervention of the banks? 
The crisis will be too late recognised, because the dates of the bank have become outdated predominantly  

 important informations are not requested from the customer, because the bank finds out a competitive 
disadvantage or the customer is annoyed  

 The internal decision ways are too luxurious  
 The credits are from the point of view of the bank enough secured (=german: besichert?) 
 conceptual thinking is in the bank not enough distinctively / too very purely on day trading an attached 
thinking / action. 

 
Restrictions of the Crisis Mastering by Banks  
No duty to the support of a company in the crisis 
Basically is valid that the bank no juridical duty has to redevelop the enterprise customer in the crisis or to 
support; in the literature and practise doubtless.  
Rather are checked in own interest and for the purposes of the supervision the renovation possibility of the 
customer and afterwards a decision are met to the farther attendance of the company. In general the business 
principle (cf. also §84 Abs. 1AktG; §92 Abs. 1 AktG) care of a well-arranged, conscientious businessman: 
 
“No good money throws to the bad one behind”. 
 

In the following the juridical restrictions should be lighted up by the remedial actions of the bank which 
also release a total of one risik-cautiously basic position of banks with enterprise crises: 
 
Juridical Defined Borders 

1) ability from bankruptcy abduction 
2) Liability from actual management 
3) Liability from certifiably actual group 
4) Liability from muzzling (German: Knebelung) 
5) Liability for tax liabilities of the applicant for the credit 
6) Challenge by insolvency governors in the insolvency 
7) Criminal liability of the acting bank employee 
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Pro and Con Within the Scope of the Credit Risk Politics of the Bank 
Credit risks are still the main cause for bank bankruptcies and skew situations in the bank trade. Therefore, 
decisively for every bank it is from supervision-juridical view that the bank disposes of a functioning credit risk 
management. Above all the definition of a credit risk strategy which is marked by the profit strength and 
stability / company capital of the bank counts to the corner points of a qualitative least standard. Another corner 
point of the risk management are the risk identification, risk quantification as well as the control of the risk. 

The bank supervision in Germany has defined with the MaK / MaRisk (AT 4.2) the least standards for 
the development of consistent risk strategies. On the basis of the analysis of the whole loan customers and the 
risk load-carrying capacity of the bank a suitable loan port folio is illustrated and an aim port folio is developed. 

In the bank practise has turned out that banks with skew situations had predominantly no certified 
credit risk politics and show before all things weaknesses in the organisation and in the risk identification. The 
scope of action for the treatment of problem credits is low at these banks also accordingly. Banks with a 
certified risk politics and corresponding organisation and risk identification and risk control are better prepared 
as a rule with the problem treatment by critical customers. The practise still shows that also here often is 
intervened too late and the borders are reached for a successful reorganisation very fast. 

The long-term effects for the demands according to MaRisk (cf. Hannemann, a.a. SUPRA, p. 121 and 
the following) must still only appear. From today's view I can ascertain from my consultation practise at banks a 
positive change in the area of the loan risk management. The further problems of the risk management topically 
with derivatives and Hedge products appear as a menacing special problem. Still: with pursuit of a conservative 
risk politics, as it is also demanded in the MaRisk as a consistent strategy, the suitable banks would have been 
protected. 

 
Problem Loan Treatment for the Purposes of the MaRisk  
 
Demands for the Loan-risk-recognition to MaRisk 
As a bearer of the crisis early diagnosis all managing directors of a bank can be seen with look at the MaRisk. 
These are responsible for: 

 Organisation and advancement of the loan business  
 definition of an adequate commercial strategy and risk strategy  
 equipment to internal controlling procedures  
 for all essential elements for the risk management  
 development and qualification of the staff  
 conduct of business. 

  
With the formulation of the credit risk strategy fixes the managing directors the guardrails, in which extent 

with whom and of which quality the loan business should be pursued. Within the scope of the credit risk control 
procedures are to be furnished for the supervision of the single engagements and the port transparencies. The 
managing directors have for the assessment of the essential risks an overview about the whole risk profile of the 
bank (at least quarterly reporting) (cf. MaRisk AT 2.2, AT 4.3.2 Tz 4). Beside this postage folio control the 
business managers are also to be included in the supervision / control by single engagements (e.g. - ad hoc 
reports, EWB education). 

With the MaRisk it was fixed that the bank should furnish procedure to the early diagnosis of risks which 
serve for the timely identification of raised risks with applicants for the credit. With it the bank should be able to 
develop retaliatory action in a very early stage (e.g., intensive support of engagements) (cf. MaRisk BTO 1.3). 

In the bank practise has appeared up to now that the banks on the instruments available to themselves with 
credit risk early diagnosis fall back as for example: 

 Account observation  
 overdrafts  
 return of debit notes  
 deterioration of the rating about two credit standing classes.  
 etc. 
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For the successful conversion of the risk early diagnosis is the qualification of the account executive to 
perceive crisis symptoms early and to treat. A functioning central risk supervision and market production is also 
indispensable. 

All together the procedure of the risk early diagnosis has proved itself after my observation. However, 
decisively the logical conversion of the next steps remains beside the recognition also for the treatment of the 
engagements. Still is to be found out that the crisis recognition occurs on grounds of the available data oriented 
to past as a rule very late. The real crisis of the applicant for the credit already begins before the appearance of 
the risk early sign and the problems of the enterprise have already intensified. 
 
Requirements for the Choice of Problem Credits and Consequences for the Treatment 
The classification of problem credits follows within the scope of a stock-taking. The stock-taking follows on 
grounds of the report / Recognise of an early warning signal. 
Besides, are must and can criteria are to be distinguished with the defined criterion catalogue. 
 
Must criteria (hard facts) is longer among other things following 

- deterioration of the rating  
- overdrafts longer than 60 days 
- loss situation with company capital danger  
- judicial enforcement measures 

 
With the can criteria it is about subjects specific for engagement predominantly Soft-facts.  
The stock-takings encloses the following test contents:  
- Analysis of the causes for early-risk-recognition (monitoring) 
- audit the current engagement and security position  
- audit of the completeness and actuality of the contracts (credit, securities)  
- analysis of the economic situation and closing rating 
On this basis of analysis and audits will be the specified engagement classified: 
- Normal support: if no threat exists for the company  
- intensive support: if the engagement is no reorganisation case, but with "only" raised risks stand out; aim is 

here the regular return in the norm old support  
- problem credit support: reorganisation or liquidation. The other decision of the assignment reorganisation or 

liquidation is made by a specified employee within the scope of a coarse analysis. 
 
Organizational Consequence for the Problem Credit Treatment for the Banks 
On grounds of the requirements to MaRisk far-reaching organizational consequences arise with the 
implementing of the procedures to the bad-loan recognition and treatment for the banks. Besides, the scopes of 
action are bigger for small banks though than at major banks, however, the problem that passes the quality of the 
problem credit treatment on grounds of the being absent resources could suffer. 

The definition of the early warning indicators, the bank-individual supervision mode as well as 
definition of responsible employees are to be fixed in job instructions. 
The effectiveness of the procedures is strictly supervised by the external appeal. 

In addition, the demarcation of the intensive support and the problem credits means as a rule to a raised 
staff utilisation of resources. Besides, it can come just in a bank to considerable bottlenecks, if, e.g., the 
assignment decisions increase on grounds of changing basic conditions (e.g., economic situation: recession). A 
special bottleneck shows on grounds of the high requirements with the treatment of reorganisation credits the 
certified staff. 

The following primary assignments are problem credits (detail see C. Lützenrath/K. Peppmeier, a.a.O.) to 

perform: 
- Analysis and assessment of problem credits  
- development of reorganisation concepts 
- analysis and assessment of external reorganisation certificates  
- decision submissions for granting of new credits (raised risk situation) and consideration of the 

juridical borders  
- current controlling of the conversion of the reorganisation concepts 
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The variety of the assignments require from the reorganisation specialists a high know-how in the area of 
Reorganisation (analysis, right) as well as a high degree of communication ability and enforcement ability inside 
and externally. 
 
Result: Improvements in Total From MaRisk 
From my consultation practise as well as from the reports of the external chartered accountants I can recognise a 
substantially improved practise with the treatment of problem loans. The danger still insists in view of the 
"administrative" procedure that though the engagements are assigned and are worked on and the quality of the 
untimely analysis and development is developed by reorganisation plans not enough (personnel quality, 
resources). The whole volume of the bad loans was in `Germany in 2004 300 billion euro= 8.5%. Topically we 
see in view of the financial crisis an expansionary development and with look at the resource problems (staff, 
yield sinking, risk rising) a too low scope of action for the actors. 
 
Phases of the Enterprise Crisis  
 
Short Representations of the Phases of the Enterprise Crisis 
Crisis-like developments are always offshore to the insolvencies in the enterprise or his environment. 
Accordingly phase models have been developed which validated from different perspectives and knowledge 
interest mostly not empirically, but divided according to plausible criteria – typical for ideal - crisis course 
indicate (cf. Krystek [1987]). For the knowledge interest of this work some of these attempts can be integrated 
(fig. 1). Thus is can be assumed from the fact that in the finance-economic and successful-economic perspective 
on the crisis process (Müllers [1986], Hauschildt, Grape, roofer [2006]) can cause at first offshore crisis causes 

in different functional areas of the enterprise or in the environment strategical crises in which the enterprise-
internal potentials are for the achievement production in the danger not to be to become aimed any more on the 
suitable mark potentials or to be. The surgical crisis already shows finance-economic effects, e.g., in the 
liquidity, turnovers, gross margins etc. in the next step to the insolvency the finance and crisis of liquditiy / cash 
shows finance-effective charges like demand failures, payable position of loans etc. with menacing crash of 
cash-postions which can flow immediately into the application for opening of the insolvency procedure. 

The phase of the insolvency is not looked in the present work and is of interest to the present work only 
in this respect, as that from the insolvency plans information can be won which can indicate the causes and 
courses of crises in her in-plant structure and external relations with market, suppliers, sponsors etc. 

Typically the financial-economic and successful-economic genesis of crises is defeated by different 
perception perspectives. Offshore crisis causes – as those seldom recognised - lead to the latent crisis, the 
consciousness about the fact that a crisis is given, however, is not in this phase or weakly available. Typically 
this is due to the fact that to the company the instruments are not available for the identification of latent crisis 
signals or does not use it, although his application could make the latent crisis visible (Krystek [1987]). On the 
other hand the manifeste crisis is also not to be overlooked in-house any more, because in this phase already in 
the assigned liquidity crisis external like banks receive knowledge about the situation (Hauschildt, Grape, roofer 
[2006]). 

Decisively for the work the possibility of the perception of crises is in the crisis trial. Here it is to be 
said immediately plausibly that already offshore crisis causes could be recognised in-house, because in the 
principle the access to the corresponding information is possible. On the other hand the presentation of a crisis 
can be kept secret towards external up to the entry of a manifesten crisis. 

In general it can be said that the maintenance decreases from crises for the purposes of the successive 
reduction of action options for the management of the company in the crisis course. Results, for example, the 
stamped crisis of liquidity from a wrong strategical positioning, the in-house means are absent for the 
investments in a strategical new positioning. 
 



815 

 
Picture 1: Phasenmodelle, entnommen aus Hauschildt, Grape, Schindler (9:2006) und ergänzt. 
 

The phase models from the financial-economic and successful-economic perspective as well as from 
the perception perspective already indicate with the naming of offshore crisis causes that the phase pattern 
indicates not only the temporal perspective, but also a causal active mechanism of cause, effect and showing of 
the effects. An crasj of cash-postions is in general the last and clearest effect from operational and/or strategical 
slips in the company. However, she is – with the exception of special cases as for example to criminal actions – 
seldom the cause, the reason of crises. 

For the question after untimely crisis recognition and prophylaxis of crisis  the look at the cause and 
effect connections must be directed by crises (causal dependence) and with it on those of the finance and 
Illiquiditätskrise to offshore phases, because here the estimate points lie for a proactive crisis management 

(Hauschildt, Grape, roofer [2006]. In the phase model this is called that, e.g., an operational crisis flows not into 
an crisis of cash, but that the management of the company succeeds in positioning the company strategically 
and/or operationally anew or in eliminating offshore crisis causes. 

The phase models describe the expiry of crises which cannot explain, however how crises originate. In 
addition a theory of the crisis which the effect mechanisms and reasons show for crises in if-then-relations  is 
necessary. 
 
Causes for Enterprise Crises 
 
An analysis of the research stand to crises of company points, that a theory (for the purposes of preppy as an 
empirically falsifiable set of if-then-relations) up to now not existed (Hauschildt, Grape, roofer in 2006). 
However, just such a theory for the purposes of a “functional mechanism” of crises is necessary to avoid crises 
or to counteract against the other progress of the crisis. 
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Wahrnehmung 
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von außerhalb des Unternehmens 

Beherrschbar-
keit von Krisen  
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In her publication approach Hauschildt, Grape, roofer (2006) a gathering mould of such a theory. 
Several qualitative empiric investigations as crisis courses serve them as a heuristics to generate hypotheses 
which they integrate into a hypothesis building (Abb.2). 

Therefore, the finance and crisis of illiquidity is explained as a then-component of the theory by If 
component which enters empirically ascertained crisis types like company with incapable top management 
(column 2) on the basis of person stamped, institutional, successful-economic and financial-economic causes 
(column 1) into certain ones and leads in other linkings to a defective adaptation of the company; the company 
is „on refractive abutments“ (column 3). Unexpected crisis impulses as well as sudden, drastic turnover burglaries 
can also lead directly to a situation of the „refractive abutments“. 

FIGURE 2: HYPOTHESENGEBÄUDE ZUM KRISENVERLAUF, ENTNOMMEN AUS HAUSCHILDT, GRAPE, 
SCHINDLER (2006) 

 
The crisis segment of the person stamped causes shows according to the empiric investigation of 

Hauschildt, Grape, roofer (2006) causes in the person of the entrepreneur and/or in the guidance and belongs 
with the frequency of about one third within ten most important crisis causes to the most important crisis causes. 
The holding on is called here among other things in earlier successful concepts, a patriarchal management style, 
family quarrel or lacking delegation, decision weakness or being absent control (cf. table 1). 

Besides, the newer organisation research can give other instructions for person conditional crisis 
causes. Thus Argyris (1990) points to the social-psychological phenomenon of the so-called „defensive 

routines“ (defensive routines). Such a routine is preserved „any action or politics, the people from negative 

surprises, facial loss or threat and at the same time the organisation stops from reducing the causes of the 
surprises, facial losses and threats or from removing.“ (Argyris) It is especially serious for a crisis course if 

executives apply these defensive routines, however, a strengthening of the effects arises if the defensive routines 
at organisationaler level exist. The organisation as those borders itself therefore from the developments of the 
external and internal environment of the organisation from and takes the possibility to react to crisis causes or 
the crisis course. 

As another example of the meaning of personal factors for crises the investigation can be pulled up by 
Köglmayr (1989) to the foreign orientation of managers as a strategical successful factor for the enterprise 
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success. Köglmayr misses the foreign orientation of executives under use of so-called cognitive maps and 
proves that actually existing foreign outlets are not opened because these foreign markets are not represented in 
the cognitive maps of the decision-makers. 

Institutional crisis causes pass in wrong enterprise or functional area strategy, not of conformist 
systems of the organisation, planning control as well as an inexpedient personnel being. They are with a 
frequency of approx. 22% of causes of crises. 

Successful-economic causes exist of factors in the purveyance and logistics, production, sales and 
investment and show with a relative frequency of 20% a similar meaning like the institutional crisis causes.  

Finance-economic causes are visible in a latent crisis typically a little or are not perceived and, 
therefore, are not represented within ten most important crisis causes within the investigation by Hauschildt, 
Grape, roofer (2006). 
 
Requirements for Untimely Treatment of Company Crises 

 
According to a survey of the university of Leipzig in cooperation with the KPMG in the end of 2002 the 
problem loan care begins with 76% of the questioned banks only with the liquidity crisis. In most cases acute 
action need exists in the crisis of liquidity, therefore, it depends as a rule  first on the bridging structure with 
liquidity facilities up to the presentation of renovation draughts. The action pressure is the scopes of action are 
huge high and thereby limited for the actors very much. 

With introduction of the MaRisk the banks have considerably improved her organisation in risk 
controlling and problem credits. Also improvements achieved would be allowed with the introduction of the 
defined procedures to the risk early diagnosis.  

Still remains to find out that most signs to the risk early diagnosis deals predominantly with the stage of 
the liquidity crisis or with evaluations oriented to past (balances). 

The causes of enterprise crises are varied and not mono-causal. Therefore, an analysis of the enterprise 
customers with look at potential enterprise crises is also very complicated. The analysis of the successful-
economic factors in any stage of a successful crisis is anchored on grounds of the running disclosure of the 
balances in the banks. The consequences with weakened growth or yields are missing bank-sided which remains 
the enterprise customer mostly in the normal support. The corporate client responsible persons are focused, 
primarily, in the banks on the distribution and less risks of the enterprise. 

To raise the chances of an untimely activity of the company in the crisis and to minimise the risk 
expenses at the banks with it should be also integrated from my view following aspects in the after-sales service 
and risk controlling, in addition, with: 

 
 Analyses of the company, balance and rating talks with company customers intensify (according to 

enterprise size and credit height) (cf. here already A. Schmoll, a.a.O) 
 certified support of the corporate clients in the analysis and credit supervision 
 corporate client organizer must come by organizational measures to a proactive role of de after-sales 

service  
 internalise expansion of evaluation modules to the account processing  
 extensive market analyses and competition analyses in the regional market  
 reinforced inclusion of external management consultants - reorganisation consultant and risk controller 

with high technical expert's assessment  
 logical and lasting assessment of the management of the company  
 values of the loan business for the purposes of the bank (strategy), produce i.e. the acceptance of the 

employees for quality of the instruments, the organisation and for aimed aims 

 
Result: New Customer Relation Model of the Banks As a Solution Draught 
 
The bank has to do the measures standing on top for the improvement de untimely treatment of company crises, 
primarily, in the situation to transfer that she does not deal with the customer only "intensive" if the child has 
already liked in the well. Rather becomes by proactive role of the bank and corporate client organizer unites the 
distribution concept positively supported 
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Because the company customer already needs the support of the bank in a latent crisis, but the company 
situation is not often unequivocal for the bank, is valid with company customers to meet a new form of the 
arrangement. Up to now a credit contract was agreed with conditions to the disclosure of the economic relations 
and the securities /guarantees. The new estimate could be a form of the liability of the intensive exchange of the 
dates to the company situation which exceeds the present balance and rating discussion (strategy stability, 
successful stability, situation suppliers and buyers etc.).  

Importantly an intensive analysis with the business model of the company and his management appears 
from the results of the causes of the company crisis. The bank can be based with the customer concerning this 
special customer relation (partnership) which should serve the aim to help early the company customer also in 
difficult situation, external Consultants early integrated and the survival ability to protect of the customer. In 
particular for middle class banks in the co-operative area corresponding cooperation models could be developed 
with look at the membership to raise therefore the chances of the crisis coping. 
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Abstract 
 
Barbell model is a business theory raised by Morgan Stanley which allows specifying asset management firms in two 
categories, the specialist boutique firms and the generalist brand players. The model applies to the structure of the 
investment product manufacturers – the mass market distributors requiring product depth and the private or 
institutional client model looking for innovation and greater alpha generation. A commonly definition of a boutique 
or brand player asset management firm does not exist, but definition is instantly recognized.  
Characteristics of boutiques include e. g.  limited fund range, focus on one or less asset classes, specialist and portfolio 
management focus, limited sales presence, local market focus and client base of high net worth private clients or 
institutional investors. The brand player may be described with broad fund or product range, global market focus, 
owned by financial groups, large marketing budgets and focus on mass or retail market etc. During last years and 
forced by financial crisis the generalist brand players started to adapt the advantages of specialist boutiques and 
create multi-specialist models. The institutionalism of retail sales has led to greater demand for strong investment 
culture from companies supplying the retail market. In the move to open architecture, boutiques are favored because 
they can convincingly talk about their specialist product offerings. But once a distributor has bought into the concept 
of guided architecture, generalist brand firms start to seem more attractive because it is easier to deal with few big 
relationships instead of score of single small funds from all over the place. Generalist firms are also more likely to be 
able to cope with cross border business and offer the wholesaling support required. The characteristics of boutiques 
which have been seen since end of 90ths as their competitive advantages did become risk factors for this business 
model.  
 
Introduction 
 
Barbell means original a bar to which heavy discs are attached at each end, used as weight-sports equipment.  
But barbell did also become a term used to describe a portfolio strategy that is designed to create a reasonable 
return on the investments that are part of the asset portfolio. Essentially, the barbell strategy is built around the 
concept of focusing on the maturities of the securities that are part of the portfolio and making sure that the 
maturity dates are either very close or at a distant date. The key to employ a barbell strategy is seeking to 
include bonds and other securities that are set to mature either in the short term or in the long term. While it is 
always a good idea to include a mix of investments with a variety of maturity dates, the difference in this 
approach is to concentrate those dates at opposite ends of the spectrum. This means that two blocs or groups are 
created within the portfolio, rather than having securities that mature consistently from one period to the next 
and create a successful approach.  
In both terms barbell means an extreme bias, heavy discs left and right or heavy portfolio weights at opposite 
ends of the investment spectrum. 
The barbell theory was translated by Morgan Stanley (2000) to asset management industry.  Morgan Stanley 
started to use barbell term as business model strategy of asset management companies which position at the 
opposite ends of provider range.  
 
The Barbell Theory of Asset Management Firms 
 
There are many business models of asset management firms which exist. Typical business models are models 
with bias to ownership (asset management as part of a bank or insurance company, family owned, partnership 
structure etc.), investment style (fundamental, quantitative etc.), process value analysis (only asset management 
offer, whole investment service range provider etc.) etc.  
Barbell theory of asset management dissipates asset management world in only two categories of firms: 
 
1. The generalist brand player and  
2. The specialist boutique.  

mailto:ilona.wachter@bnpparibas.com
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To detail typical characteristics of this both ends of asset management firms´ range it is important to 
start with screening the asset management market. Listing and counting of asset management firms in total turn 
out to a difficult project because there is no common definition what asset management business contains. There 
are several names for this industry, which are not clear distinguished. Beside the term asset management also 
investment management or fund management industry are in use. The provision of “investment management 

services” includes elements of financial analysis, asset selection, stock selection, plan implementation and 
ongoing monitoring of investments. Zieschang (2000) describes asset management as “fee generating 

management of third party assets. Third parties are institutional investors or retail-/ private clients who invest in 
mutual funds”. With financial services, asset management may be described as an activity which aims to 

generate a capital return on the security markets for investors. This capital return should be higher, more stable 
and sustainable as a capital return which could be achieved by the investor himself. The generating of returns is 
based on established investment decisions supported by research and long term investment experiences and/or 
broad diversification by pooling of assets of several investors. 

The characteristic ratio to describe the size of an asset management firm is assets under management 
(AuM). This number is comparable in terms of measurement of size of an asset management firm with turnover 
ratio of an industry company. Assets of the global fund management industry increased for the fourth year 
running in 2007 to reach a record USD 74.3 trillion. This was up 14% on the previous year and double from five 
years earlier. Growth during the past three years has been due to an increase in capital inflows and strong 
performance of equity markets.  
Pension assets in total USD 28.2 trillion in 2007, with a further USD 26.2 trillion invested in mutual funds and 
USD 19.9 trillion in insurance funds. Together with alternative assets, such as those of sovereign wealth funds, 
hedge funds, private equity funds and funds of wealthy individuals, assets of the global fund management 
industry are probably in total around USD 110 trillion at the end of 2007 (Fund Management, 2008). For the 
first nine months of 2008, EFAMA recorded total net outflows of EUR 193 billion and trend is ongoing up to 
now. 

Second problem of describing asset management industry is that all statistics refer to number of 
investment funds, the investment vehicles of asset management firms, but not to the companies themselves. 
EFAMA lists at their statistics about EUR 13.5 trillion AuM, of which EUR 7.3 trillion are managed by around 
51,000 investment funds at end March 2008. Size related statistics exist about the Top 400 (IPE, 2007) or Top 
500 (P&I/Watson Wyatt, 2007) asset management firms. This statistics shows with a time lag growth in AuM 
and have not clear defined common analysis basis. 
 
The Generalist Brand Player 
 
Barbell Model divides asset management market in two categories of firms. The model applies to the structure 
of the manufacturers – the mass market distributors requiring product breadth and depth and the private or 
institutional client model looking for innovation and greater alpha generation. Mass market distributors have a 
mass market model, pioneered by banks or insurance companies and designed to provide suitable off-the-shelf, 
solutions-based products for investors.  

To gain a significant market share in mass market a brand is essential for brand players.  
A brand may be the basis in asset management to increase the product's perceived value to the investor. A brand 
may also increase sales by making a comparison with competing products more favorable. It may enable the 
asset managers to charge more for the product. In this regard, brand management is often viewed in asset 
management as a broader and more strategic role than marketing alone. The perceptive arena is that area of 
subjective assessment that can make the difference when all other boxes are ticked. It can be a good product 
story, a robust investment team or even enticing corporate hospitality (an area of encouragement that will 
probably become more difficult post-MiFID). These are the issues that may be critical but are seldom admitted 
to as important in any fund buyer surveys since they lack the quantitative justification that is generally expected. 
But brand image is the perceptive issue that receives most lip service and considerable research attention. The 
real importance of brand or name recognition comes when trying to encourage investors to purchase asset 
management products who have little knowledge or understanding of funds and asset management solutions. 
Due to this fact, brand plays a major role for foreign asset management firms in gathering market shares in 
undeveloped or less developed asset management markets. 
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Characteristics of the generalist brand player are: 
♦ Broad fund range or product range, usually over all asset classes 
♦ Generalist focus, also in offering value process in total within the group 
♦ Global market focus, which could be related to product offering or market covering by regional teams; high 

spend on sales presence and marketing 
♦ Owned by banks, investment banks or insurance companies. The benefits are “deep pockets” and a 

distribution network. Asset management is not the core business of these groups. In addition there is often a 
short-term business management mentality. Disadvantage is, that part of a large organization asset management 
firms have often been unable to compete effectively if they have not been able to create an asset management 
culture different from the parent culture (Trickett, 2007). 
♦ Client focus on the mass market and limited capacities to customize investment solutions 
♦ Moderate processes and lower flexibility in adapting market demands and creating innovative solutions 
 
The Specialist Boutique 
 
Also a commonly definition of a boutique asset management firm does not exist, but definition is instantly 
recognized.  
Characteristics of boutiques include: 
♦ Fund range is limited to a small handful of products and/or covering only one asset class 
♦ Specialist focus on obtaining out-performance usually arising from the activities of a well recognized star 
manager; 
♦ Portfolio management is key-expertise of boutiques, sales is not to play the decisive role 
♦ Domestic markets focus although some of the larger boutiques have used local success as a springboard to 
expansion in new markets; 
♦ Low or very limited spend on sales presence and marketing, relying mainly on performance reputation. 
♦ Boutique firms tend to be set up, owned and run by established fund managers themselves  
♦ Employees, as well as the founding directors, typically have a financial stake in the company. So there is a 
powerful incentive for everyone involved to make the enterprise successful. 
♦ Loved by high net worth private client advisers and institutional investors who like to search out new talent. 

The consultant FERI describes the characteristics of specialized boutiques in table 1 (Hill, 2007). 
Unlike as associated with the term boutique, FERI states that size of assets under management is no typical 
characteristic of a boutique and even large firm may be seen as boutique if they show characteristics like 
specialist in one asset class, portfolio managers with high decision competences etc. 

 
TABLE 1: CHARACTERISTICS OF ASSET MANAGEMENT BOUTIQUES 
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M&G is a classic example of this strategy as one of the UK’s largest, oldest and best known asset 

management groups, it is ranked as a boutique in FERI’s Capital Survey by scoring just 41 points for product 
range. Despite its low scoring for product range, M&G ranks joint third for fund quality. A successful boutique 
does not require product breadth but it does need very good performance for the few products that it promotes.  
Boutique investment houses are a relatively new phenomenon, with most having been launched within the last 
decade. One of the first was Artemis, founded by Mark Tyndall from Ivory & Sime in 1997, but others 
including New Star, Neptune, Bedlam Asset Managers, Resolution, and Midas Capital Partners have since 
emerged.  
The trend may have been kick-started by peeved active fund managers in response to the passion for passive 
index-tracking funds that took hold as world markets rose in the late 1990s.  

Another common feature of boutiques is that the fund managers themselves invest their own cash in the 
funds they manage. Also very often boutique managers have more freedom and flexibility to follow investment 
ideas that interest them. In some cases, most notably New Star, there are no house views so managers can run 
their funds as they choose, within the confines of the mandate. In others, there is a strong team-based approach. 
Neptune is unusual in that every fund manager also has responsibility for a global industrial sector, such as 
financials or consumer goods.  

Midas Capital Partners, based in Liverpool, takes a different slant again. It runs a couple of multi-asset 
funds, each of which holds around 130 or 140 holdings. But rather than the investment team of six having to 
source ideas for the whole spectrum of investments and regions, they concentrate on UK bonds and equities and 
use specialist external managers for other parts of the portfolio.  

Crucially, an unconstrained approach does not mean a slack investment process. At Bedlam Asset 
Managers, for instance, the aim is to make steady returns with low volatility and low stock turnover - nothing 
flashy, but very reliable. The low staffed team uses a single rigorous screening process - but it's not inhibited by 
lots of bureaucracy.  

Performance is the key attraction and there is a group of boutique funds at the top of several major 
sectors. An industry website tracking fund performance has identified Neptune's Greater Russia fund and China 
fund as the two funds with the highest ratings across the entire 2,000-strong fund universe.  

There's also a regular report looking at each company's top-performing funds as a percentage of its total 
fund performance (only firms with at least 10 funds are included). The latest report shows that the top of the 
table for 2006 was dominated by boutique firms, with Rathbone in second place to a slimmed-down First State 
and followed by St James's Place, Neptune and Artemis. A similar pattern was evident for 2005. It suggests that 
companies do better overall if they do not try to be all things to all investors but instead limit their horizons.  

In contrast, fund giant Fidelity tumbled 32 places down the table. It now ranks 41 out of 54 firms 
monitored (with only 19 'strong' funds out of a total of 52), although it is still above a cluster of high-street 
banks including HSBC, Abbey, Halifax and NatWest.  
Some of the biggest companies have outstanding individual managers who effectively operate as a kind of one-
man boutique within the enterprise.  

Another plus for investors is the growing trend for boutique managers to “ap” funds - restricting entry 
for new investors - after they reach a certain size. JO Hambro introduced the idea, and other firms including 
Majedie Asset Management and Neptune have followed suit. The notion of fund-capping raises the key 
question, how far the label “boutique” is to do with size. New Star manages around GBD 7 billion across 37 

funds; Artemis, meanwhile, runs four funds each valued at more than GBD 1 billion. Both firms are much larger 
than their boutique peers, but still emphasize managers' autonomy and financial involvement (Faith Glasgow, 
2007).  
 
Analysis of the Asset Management Market based on Barbell Model 
 
After defining generalist brand player and specialist boutiques there remains a huge middle ground of groups 
that have a large product range but which survive on the cyclical flows into just one or two of their funds.  
During last years also the generalist brand players started to adapt the advantages of specialist boutiques and 
create multi-specialist models. The institutionalism of retail sales has led to greater demand for strong 
investment culture from companies supplying the retail market. These effects would tend to favor the boutique. 
More professional retail investors want better access to the investment company, but also demand strong client 
service and sales and marketing support that brand players can provide. In the move to open architecture, 
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boutiques are favored because they can convincingly talk about their specialist product offerings. But once a 
distributor has bought into the concept of guided architecture, generalist brand firms start to seem more 
attractive because it is easier to deal with few big relationships instead of score of single small funds from all 
over the place (Grene, 2007).  Generalist firms are also more likely to be able to cope with cross border business 
and offer the wholesaling support required.  
 
FERI, a global consultant, analyzed the positioning of international groups by assets under management and 
numbers of funds. Fig. 1 uses estimated net sales data to highlight those groups that either are, or have the 
potential to be brand players, those that fall into the middle ground and the small area of activity that is left to 
the boutiques.  
 

  
 

FIG. 1: FERI FMI, POSITIONING OF INTERNATIONAL GROUPS BY ASSETS AND NUMBER OF FUNDS (2007) 
The difficult balance of costs and revenues can result in existence within the limbo middle ground. Distribution 
structures have enabled groups to exist in a reasonably healthy state within this middle ground but these 
structures are changing and there is a strong likelihood that life will become tougher for those that cannot 
distinguish themselves as either boutique or brand player. 

Mc Kinsey reported in October 20006 study, that asset management industry – a growing gap between 
the winners and the run-downs - identified three successful business models that tend to dominate the top 
performers in terms of operating margins. What they term “at-scale competitors”, companies with over USD 

100bn AuM, showed an average profit margin of 35 %. Companies that focused on a single asset class, so 
specialized boutiques, die 37 % profit margin. Same success achieved multi-specialist providers. Investors are 
attracted to the idea of high performance results of a specialist combined with the security that comes with 
knowing the company managing his money has invested in major operational infrastructure and risk 
management systems, as well as having corporate reputation to maintain and brand. 

There are many different versions of what a multi-boutique might be. Mellon Global Investments is an 
umbrella for a number of almost completely autonomous investment companies, such as Newton, Pareto 
Investment Management or WestLB Mellon Investment Management. Some generalist brand players even 
changed their name, e. g. BNP Paribas Asset Management created the brand BNP Paribas Investment Partners in 
May 2007 to show their multi-specialist approach. 

BNP Paribas’ Asset Management has achieved widely recognized expertise across a range of 

innovative products and new markets by acquiring specialist boutiques like Overlay Asset Management, FFTW 
etc. These specialized capabilities were brought together under the brand name of BNP Paribas Investment 
Partners, to offer investors easy access to all the innovations in asset management. BNP Paribas Investment 
Partners provides the Asset Management division of BNP Paribas with an additional asset to strengthen its 
position as a key player in multi-specialist asset management. “With BNP Paribas Investment Partners, our 
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clients have the best of both worlds: the strength and solidity of a leading bank group and the flexibility of a 
pool of recognized specialists in asset management” added Alain Papiasse, Head of the Asset Management and 

Services division of BNP Paribas. 
Table 2 shows Top 50 generalist brand players based on the analysis of P&I/Watson Wyatt, which lists 

the world largest 500 managers with total AuM of about USD 64trillion.  
 

TABLE 2: P&I/WATSON WYATT, TOP 50 GENERALIST PLAYERS OF ASSET MANAGEMENT 
 

  
 
Migration of Boutique to Brand? 
 
Looking across the range of asset management groups it is very difficult to identify a group that has successfully 
migrated from boutique to brand player without getting stuck in the middle ground. Over a period of decades, 
this type of development may be possible. Arguably the early cross-border pioneers acted as boutiques in their 
early forays in the Germany market and over the twenty or thirty years of their presence they have built a brand 
presence. 
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JP Morgan and Flemings are possible examples in Germany. However, the opportunities for making this 
migration are evaporating with the development of bank platforms and the institutionalism of product selection. 
Bank platforms represent one of the largest distribution options and their preference is to establish a limited 
number of agreements with well respected houses that have a comprehensive product palette. For these 
distributors consistent upper second quartile and first quartile performance across a number of funds is better 
than occasional stellar performance in one or two funds. Moreover, many of the larger houses are centralism 
their fund buying activity and looking for partners that can deliver equivalent service in all the markets in which 
they are represented. This style of operation has some gaps for boutiques but only if their primary strategic 
partners are not able to fill a product gap. 
Migration from boutique to brand is unlikely to be an option within a five-year time horizon. 

As the distributor business models move away from product sales towards advice and the provision of 
packaged solutions (an evolution which will be encouraged by MiFID), the assessment of fund management 
houses for inclusion on a distributors’ panel has become more professional. It now mimics the rigorous manager 
due diligence process used by institutional investors and the consultants who advise them. The due diligence 
process can be protracted and resource/time intensive for fund houses that lack the skill set or the resources to 
effectively interface with the distributors’ due diligence teams – many of whom come out of the institutional 
side of the business. However, the ability to deliver a professional and speedy due diligence response is 
becoming an increasingly important part of the distribution equation.  
 
Impact of Subprime Crisis on Barbell Model of Asset Management Industry 
 
Since summer 2007 financial crisis started in US followed by global credit crisis in 2008, asset management 
industry saw massive loss of trust and risk averseness by investors. These was caused by negative returns and 
high volatility in most of the asset classes, but also due the relationship between asset management companies 
and their owners, the banks or insurance companies as main figures of the worldwide crises.  

In the asset management sector, financial crisis is to force M&A transactions. The recent turmoil 
creates buying opportunities as smaller, non-name brand firms may rush to develop strategic partnerships with 
larger, established firm with deep pockets and infrastructure that provide greater comfort to jittery investors 
(Berkshir Capital, 2007).  But also large group take the opportunity to improve their market position. BNP 
Paribas group is to acquire main parts of FORTIS (incl. former ABN AMRO Asset Management). With this 
transaction BNP Paribas will become in Asset Management and Services a European Top 5 player. On a pro 
forma consolidated basis, BNP Paribas' asset management business will now have EUR 549 billion and its 
wealth management arm EUR 214 billion in assets under management. Subprime crisis is for brand managers 
the chance to establish their own business, but their business and brand is essentially driven by their 
stakeholders.  

The characteristics of boutiques which have been seen since end of 90ths as their competitive 
advantages did become risk factors for this business model. A fund range that is limited to a small handful of 
products is more susceptible to extreme market rebounds. Also the more domestic market focus combined with 
limited marketing budget does not allow boutiques to enlarge their regional market and create a stake in less 
developed or less volatile asset management markets.  

Overall impact of business models of asset management companies by subprime crisis is currently not 
assessable, but global acting brand players will surely be able to diversify regional market risks and create a 
more stable market position. In this unfavorable market environment best business success forecast mixed 
structures are likely to have, the multi-specialist brand players which are able to adapt the advantages of both 
sides of the barbell range. Based on statistics the main factor distinguishing multi-boutiques from competitors 
was their high productivity. In institutional sales – the traditional business of boutiques - their productivity was 
more than 50% better than the average similar size firms using traditional generalist brand player model 
(McKinsey, 2007). 

Finding the successful barbell model for an asset management firm at difficult market cycle may be 
described with an answer, found at a web forum related to the best way to position a weight-sport barbell: ”It is 

a structural thing - the more constrained the motion is, the stronger the structure.” 
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Abstract 

Loan commitments are firm commitments to provide credit under pre-specified terms and conditions. A commitment 
to make a loan at a specified rate of interest during a fixed period of time meets the definition of a derivative. In 
effect, it is a written option for the potential borrower to obtain a loan at a specified rate. Hence, loan commitments 
fulfil the criteria of a derivative under IAS 39 and should be accounted for at fair value. The purpose of this 
discussion paper is to help to determine how loan commitments should be accounted for under IAS 39.  

Definitions 
 
Derivative 
A derivative is a financial instrument or other contract, which satisfy the following three requirementsi: 

 Changes in value of the underlying in response to the change in a specified interest rate, 
commodity price, foreign exchange rate and others, 

 No initial net investment is required 
 Future settlement date 

Loan commitment 
Loan commitments are firm commitments to provide credit under pre-specified terms and conditions. A 
commitment to make a loan at a specified rate of interest during a fixed period of time meets the definition of a 
derivative. In effect, it is a written option for the potential borrower to obtain a loan at a specified rate. Hence, 
loan commitments fulfil the criteria of a derivative under IAS 39 and should be accounted for at fair value 
through profit & loss.  
 
Accounting of loan commitments 
 
Overview 
To simplify the accounting for holders and issuers of loan commitments, the standard setter decided to exclude 
particular loan commitments from the scope of IAS 39. The effect of the exclusion is that an entity will not 
recognise and measure changes in fair value of these loan commitments that result from changes in market 
interest rates or credit spreads. This is consistent with the measurement of the loan that results if the holder of 
the loan commitment exercises its right to obtain financing, because changes in market interest rates do not 
affect the measurement of an asset measured at amortised cost (assuming it is not designated in a category other 
than loans and receivables).ii  
Loan commitments have to be accounted for under IAS 37 “Provisions, contingent liabilities and contingent 
assets”. There do exist exceptions, so it should be differentiated between: 

 Loan commitments within the scope of IAS 39iii 
 Loan commitments out of scope of IAS 39iv 
 Commitments to provide a loan at a below-market interest ratev 

Loan commitments within the scope of IAS 39 
The accounting standard IAS 39.4 determines the following loan commitments within the scope of this standard. 
These commitments have to be categorized as financial assets and liabilities at fair value through profit or loss:  

 loan commitments that the entity designates as financial liabilities at fair value through profit or lossvi 
 an entity that has a past practice of selling the assets resulting from its loan commitments shortly after 

origination shall apply this standard to all its loan commitments in the same classvii 
 loan commitments that can be settled net in cash or by delivering or issuing another financial 

instrumentviii  
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 Commitments to provide a loan at a below-market interest rate. Paragraph IAS 39.47(d) specifies the 
subsequent measurement of the liabilities arising from these loan commitments.    

 
The loan commitments mentioned under the last two bullets have to be accounted for as a derivative 

obligatory. On the other hand an option to account the loan commitments as derivatives mentioned under point 
one and two.  

It is permitted that an entity measure a loan commitment at fair value with changes in fair value 
recognised in profit or loss on the basis of designation at inception of the loan commitment as a financial 
liability through profit or loss. An advantage for the designation of loan commitments as financial liabilities at 
fair value through profit or loss may be the lower level of requirements related to the documentation and 
effectiveness test compared to the designation of loan commitment as a derivative. This may be appropriate, for 
example, if the entity manages risk exposures related to loan commitments on a fair value basis. ix   
A loan commitment should be excluded from the scope of IAS 39 only if it cannot be settled net. If the value of 
a loan commitment can be settled net in cash or another financial instrument, including when the entity has a 
past practice of selling the resulting loan assets shortly after origination, it is difficult to justify its exclusion 
from the re-quirement in IAS 39 to measure at fair value similar instruments that meet the definition of a 
derivative.x It raises the question during which time frame the loan commitment should be sold after origination. 
In analogy to IAS 39.AG 14 loan commitments should be measured at fair value, if they have been approved 
with an intention to release profits in a short run. 
Loan commitments out of scope of IAS 39 
Loan commitments other than those described in the above chapterxi have to be accounted for under IAS 37 
“Provisions, contingent liabilities and contingent assets”. So most of the originated loan commitments by 

financial institutions shall apply to IAS 37 with the consequence that fair value changes have not been 
recognised in the profit or loss account. Nevertheless all loan commitments are subject to the derecognition 
provisions of IAS 39. 
This seams to be adequate because normally loan commitments are originated with the intention to provide the 
borrower a flexible credit line instead of gain profit by changes in interest rate curve or creditworthiness of the 
borrower. Furthermore the drawn credit line (on-balance part) has to be accounted for as amortized cost under 
IAS 39. 
Commitments to provide a loan at a below-market interest rate 
Paragraph IAS 39.47(d) specifies the subsequent measurement of the liabilities arising from these loan 
commitments.   Loan commitments provided at a below market interest rate should be initially measured at fair 
value, and subsequently measured at the higher of: 
 the amount that would be recognised under IAS 37 and  
 the amount initially recognised less, where appropriate, cumulative amortisation recognised in accordance 

with IAS 18 Revenue.  
It noted that without such a requirement, liabilities that result from such commitments might not be 

recognised in the balance sheet, because in many cases no cash consideration is received.xii 
 
Conclusion for accounting 
 
The standard setter explicitly marks those loan commitments as derivatives that can be settled net in cash or by 
delivering or issuing another financial instrument. For other loan commitments no such requirement is given. 
For all other loan commitments that are not issued at a below-market rate (which is the regular case), the entity 
is permitted to measure these commitments at fair value through profit and loss. However the entity is not 
obliged to do so. 

Most of the originated loan commitments by financial institutions shall apply to IAS 37 with the 
consequence that fair value changes have not been recognised in the profit or loss account. This seams to be 
adequate because normally loan commitments are originated with the intention to provide the borrower a 
flexible credit line instead of gain profit by changes in interest rate curve or creditworthiness of the borrower. 
Furthermore the drawn credit line (on-balance part) has to be accounted for as amortized cost under IAS 39. 
Furthermore IAS 39.BC.17 stresses furthermore that loan commitments are firm commitments. This leads to the 
conclusion that loan commitments are to be considered off-balance and accounted for under IAS 37. In addition 
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the classification as a firm commitment gives the entity the option to apply hedge accounting to these loan 
commitments under IAS 39, since firm commitments are eligible hedged items under IAS 39, if the conditions 
of IAS 39.88 are fulfilled.  
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Abstract 
 
In the sense of doing business, a presence of risk can not be avoided. There are two types of risks; business risk and 
financial risk. Business risk deals with the uncertainty of future sales or the cost of inputs, while financial risk deals 
with the uncertainty of interest rates, exchange rates, stock prices, and commodity prices. 
 The means of dealing with financial risks are called derivatives. Derivatives are financial instruments whose 
returns are derived from those of other financial instruments. By employing derivatives, companies and individuals 
can transfer, for a price, any undesired risk to other parties who either have risks that offset or want to assume that 
risk (Chance, 2004). The growth of derivatives has accelerated rapidly for the last thirty years. However, there are a 
few numbers of research in Islamic (Shariah) principles addressing them. The objective of this paper is to elaborate 
whether the products of derivatives are allowed or prohibited by Islamic principles. In conservative point of view, we 
suggest that the conventional derivatives are not harmonious with Shariah rules, even though some scholars accept 
them with reasons, however, the reasons have some flaws, which are not completely accepted by Shariah. On this 
ground, Shariah has some risk managements that are compatible with conventional derivatives, thus, the market 
participants who concern on the Islamic (Shariah) principles will be able to identify and use the instruments. 
 
Introduction 
 
In the sense of doing business, a presence of risk can not be avoided. There are two types of risks; business risk 
and financial risk. Business risk deals with the uncertainty of future sales or the cost of inputs, while financial 
risk deals with the uncertainty of interest rates, exchange rates, stock prices, and commodity prices. 

The means of dealing with financial risks are called derivatives. Derivatives are financial instruments 
whose returns are derived from those of other financial instruments. By employing derivatives, companies and 
individuals can transfer, for a price, any undesired risk to other parties who either have risks that offset or want 
to assume that risk (Chance, 2004). The growth of derivatives has accelerated rapidly for the last thirty years. 
However, there are a few numbers of research in Islamic (Shariah) principles addressing them. The objective of 
this paper is to analyze whether the products of derivatives are allowed or prohibited by Islamic principles and 
to elaborate Shariah risk managements which are compatible with the conventional ones.  

The organization of the paper is as follows: norms of Islamic financial ethics, general concept of 
derivatives, the analysis of derivatives according to Shariah principles, Shariah risk managements and 
conclusion. 

 
Norms of Islamic Financial Ethics 
 
The scholars have studied thoroughly about norms of financial ethics which are applicable to financial markets 
from holy Quran and the Sunnah. They are as follows (Obaidullah, 2002): 

 Freedom of contract: that is a freedom to enter into transactions. It means neither buyer nor seller has 
an enforcement to enter the transaction. 

 Freedom from al riba: “it implies there is no reward for time preference and under condition of zero 

risk”. Riba applies to time (Al Suwailem, 2006). 
 Freedom of al gharar: contracts are invalid if they contain excessive uncertainty. Gharar applies to risk 

(Al Suwailem, 2006). 
 Freedom from al-qimar (gambling) and al-maysir (unearned income): contracts are invalid if they 

incorporate gambling (an excessive uncertainty). Moreover, contracts that involve games of chance or 
unearned income are prohibited. 

mailto:nevida@stie-mce.ac.id
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 Freedom from price control and manipulation: it means that price is purely determined by supply and 
demand, i.e. the regulators are not allowed to interfere market. However, Imam Ibn Taimiya suggests 
that the market interference is allowed if there is market anomalies caused by impairing the conditions 
of free market. Furthermore, manipulation which has intention to influence price through creating 
artificial supply/demand is unethical. 

 Entitlement to transact at fair prices: if there is a difference between price where transaction takes place 
and fair price which is based on a valuation experts, it is called gubn, which is unethical.   

 Entitlement to equal, adequate and accurate information: “Islamic ethics requires that all information 

relevant to expected cash flows and asset valuation should equally accessible to all investors in the 
market”. 

 Freedom from darar (detriment): “this refers to the possibility of a third party being adversely affected 

by a contract between to parties”.  
 Now, let's turn to general concept of derivatives, then an analysis of derivatives on Islamic perspective 
which refers to ethics above is discussed.  

 
General Concept of Derivatives 

 
As mentioned above basically there are two types of risk: “risk associated with normal economic transaction, i.e. 
value-adding and wealth-creating activities and risk associated with eating wealth for nothing or zero sum 
activities, where no net additional wealth is created” (gambling) (Al Suwailem, 2006). Islam prohibits the latter 

one. Risk management is “the practice of identifying the risk level a firm desires, identifying the risk level it 
currently has, and using derivatives or other financial instruments to adjust the actual risk level to the desired 
risk level (Chance, 2004). This concept of risk management is in line with Shariah maxim that is the 
maintenance and protection of wealth is compulsory since “not protecting wealth from these risks can be 

considered squandering of wealth, which is prohibited in the Quran”. Moreover, “as risks are undesirable and 

unpleasant events, they can be considered as a damage which has to be avoided or eliminated. If risks can not be 
eliminated, they must be reduced through risk management. Thus, Shariah obliges businesses to take measures 
to hedge undesirable risks” (Al-Saati, 2002). “The issue is how to reach this goal, and what means is used to 

meet this end”. The means are supposed to be not prohibited by Shariah or norms of financial ethics (Al 

Suwailem, 2006).  
 There are three basics of derivatives; forwards, futures, and option, which is called plain vanilla. While 
others forms that are in the derivatives world are called exotic derivatives (Stulz, 2004). This paper will address 
the plain vanilla only.  
 First, let's discuss forwards and futures. Basically, the concept of  forwards and futures contracts are the 
same: contracts which obligate one party to buy the underlying at a fixed price at a certain time in the future 
from a counter-party who is obligated to sell the underlying at that fixed price . However, they have some 
differences regarding to the trading mechanism. The details of mechanisms are described below:  

 
Forwards (Futures) contracts 
 
As we mentioned above, forward/futures contract is a contract that obligates one party to buy the underlying 
asset at a fixed price at a certain time in the future. For example, suppose Indonesian importer expect to pay 
$100 millions in 3 -months later, then he can enter forward contract to buy US dollar in 3-months later. Let's say 
now the $1 is equal to Rp. 9,220, and 90 days forward $ is Rp. 9,500, then in 3-months later the Indonesian 
importer has to buy 1 $ at Rp. 9,500 no matter what happens at that time, in other words, in case rupiah 
depreciates at Rp. 10,000/$, the exporter gets an advantage for buying dollar at Rp. 9,500, and the other way 
around. The forward contract participants are arbitrageurs, traders, hedgers, and speculators. In futures market, 
however, participants may get out of the market before the contract is expired. About 97% of futures participants 
is speculators, in other words, 97% participants get out of the market before a maturity date. They are allowed to 
do it due to a trading mechanism (mark-to-market procedure). Let's elaborate a mark-to-market procedure: 
Buyer (Long position): Bob buys 500 contracts at a futures price of $ 100, the initial margin is $3,500 
(investor’s equity account $7/contract). The maintenance margin is $2,000 ($4/contract). 

 At the end of day 1: the settlement price is $99. It means Bob realizes a loss of $1/contract because he 
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buys a contract at $100, but the settlement price is $99. The total loss is $500 ($1 x 500 contracts). 
Bob’s account is reduced to $3,000 ($3,500 - $500). Bob’s new contract price is $99. 

 At the end of day 2: the settlement price is $97. It means Bob realizes a loss of $2/contract because his 
contract price is $99, but the settlement price is $97. The total loss is $500 ($2 x 500 contracts). Bob’s 

account is reduced to $2,000 ($3000 - $1,000). No action is taken by clearing house since the account 
is not less than the maintenance margin. Bob’s new contract price is $97. 

 At the end of day 3: the settlement price is $98. It means Bob realizes a profit of $1/contract because 
his contract price is $97, but the settlement price is $98. The total profit is $500 ($1 x 500 contracts). 
Bob’s account is increased to $2,500 ($2,000 + $500). Bob’s new contract price is $98. 

 At the end of day 4: the settlement price is $95. It means Bob realizes a loss of $3/contract, because his 
contract price is $98, but the settlement price is $95. The total loss is $1,500 ($3 x 500 contracts). 
Bob’s account is reduced to $1,000. The initial margin is less than the maintenance margin. Thus, the 

clearing house calls Bob to top up his initial margin. If Bob can not fulfill the requirement, then 
clearing house liquidates Bob’s contract by taking the opposite position. Bob’s new contract price is 

$95. 
 If Bob feels that he should get out of the market earlier before the settlement date, he can do it by 

submitting the opposite contract (selling contract) with the same amount of contracts. 
 
Seller (Short position): Sally sells 500 contracts at a futures price $100; the initial margin is $3,500 (investor’s 

equity account). The maintenance margin is $2,000. 
 At the end of day 1: the settlement price is $99. It means Sally realizes a profit of $1/contract because 

he sells a contract at $100, but the settlement price is $99. The total profit is $500 ($1 x 500 contracts). 
Sally’s account is increased to $4,000 ($3,500 + $500). Sally’s new contract price is $99. 

 At the end of day 2: the settlement price is $97. It means Sally realizes a profit of $2/contract because 
his contract price is $99, but the settlement price is $97. The total profit is $1,000 ($2 x 500 contracts). 
Sally’s account is increased to $5,000 ($4000 + $1,000). Sally’s new contract price is $97. 

 At the end of day 3: the settlement price is $98. It means Sally realizes a loss of $1/contract because his 
contract price is $97, but the settlement price is $98. The total loss is $500 ($1 x 500 contracts). Sally’s 

account is reduced to $4,500 ($5,000 - $500). Sally’s new contract price is $98. 
 At the end of day 4: the settlement price is $95. It means Sally realizes a profit of $3/contract, because 

his contract price is $98, but the settlement price is $95. The total profit is $1,500 ($3 x 500 contracts). 
Sally’s account is increased to $6,000. Sally’s new contract price is $95. 

 If Sally feels that he should get out of the market earlier before the settlement date (because she gets a 
profit already), she can do it by submitting the opposite contract (500 buying contracts) with the same 
amount of contracts.  
It is very clear above that participants are able to get out of the market anytime they want before a 

maturity date. Thus, they enter the market without an intention to posses the products but to settle price 
differences (money for money to get a profit). In other words, an excessive speculative behavior is as a 
motivation to enter the market.  

 
Option Contract 
 
An option is a contract in which the option writer grants the option buyer the right, but not obligation, to 
purchase from (call option) or sell to (put option) the writer at a specified price within a specified period of time. 
The option writer, also referred to as the option seller, grants this right to the buyer in the exchange for a certain 
sum of money, which is called the option price or option premium. The price at which the underlying may be 
bought or sold is called the exercise price or strike price. The date after which an option is void is called the 
expiration date. An option that may be exercised at any time up to and including the expiration date is referred to 
as an American option. On the contrary, the option can be exercised at expiration date is called a European 
option. 

Buying calls or selling puts allows the investor to gain if the price of the underlying stock rises. Buying 
calls gives the investor unlimited upside potential, but limits the loss to the option price. Selling puts limits the 
profit to the option price, but provides no protection if the stock price falls, with the maximum loss occurring if 
the stock price falls to zero. 
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In contrast, buying puts and selling calls allows the investor to gain if the price of the underlying stock 
falls. Buying puts gives the investor upside potential, with the maximum profit realized if the stock price decline 
to zero. However, the loss is limited to the option price. Selling calls limits the profit to the option price, but 
provides no protection if the stock price rises, with the maximum loss being theoretically unlimited. 
 
Derivatives on Islamic Perspective 

 
Forward and futures 
 
Let's turn to the Islamic rules on forward and futures. There are arguments which reject and accept forward and 
futures. The rejections and acceptances are as follows: 
Rejections: 

1. forward/futures is a future (mudhaf) sale. Most of jurist prohibit the mudhaf sale since it has gharar 
(uncertainty) in it. Gharar (uncertainty) regards to time and the condition of the sold object. The 
uncertainty over the time means “when the parties conclude the contract, they do not know whether 

they still be in agreement and have continued interest in that contract when it falls due”. For example, 

as a market changes, the market price on maturity date may be higher than the agreed price, it may 
provoke the seller to default the obligation; in contrary, if the market price is lower than the agreed 
price, then the buyer might default the agreement. Moreover, Mufti Taqy Usmani (1996), said that “ 

firstly, it is a well recognized principle of the Shariah that purchase or sale cannot be effected for a 
future date. Therefore, all forward and futures contracts are invalid in Shariah; secondly, because in 
most futures transactions delivery of the commodities or their possession is not intended. In most cases 
the transactions end up with the settlement of the difference in price only, which is not allowed in the 
Shariah”. Obaidullah (2002) and Al-Saati (2002) also suggest that futures has element of gharar since 
one sells product which does not have on grounds or non-existent sale. “ An acceptable transaction 

therefore must incorporate a real component, e.g. goods, utilities or services”, in other words, “money 

for money instruments are unacceptable if performed for profit” (Al Suwailem, 2006). One implication 
of non- intended product's delivery is that most of participants is speculators (Bacha, 1999; Salehabadi 
and Aram, 2002). As we know, the excessive speculation is prohibited in Islam.  

2. Due to mudhaf sale, forward/futures essentially blends to exchange of a debt for another debt or bai-al-
dayn or bai-al-kali-bi-al-kali, which is forbidden in Islam (Obaidullah, 2002; Al-Saati, 2002). The 
justification of prohibition in sale debt by debt is that it does not full fill the propose of sale contract, 
that is possession of the products. So, it is useless obligation for both parties (Al-Saati, 2002).  

3. According to Bacha (1999) trading volume of futures indicates an extensive of speculative behavior. 
“The total trading volume is often much larger than underlying volume, this huge divergence between 
underlying assets and trading volume has to do with risk dissipation”. The extensive of speculative 

behavior is no doubt prohibited by Shariah rules because it is similar to gambling. 
4. “Reverse trading in futures markets is contrary to the Shariah ruling that the purchaser may not sell the 

goods purchased until they are in his possession” (Al-Saati, 2002). 
5. “Short selling in the futures trading is contrary to the Shariah ruling on the item of sale; that the item 

must exist and be owned by the seller at the time of the contract” (Al-Saati, 2002) 
6. Forward contract is prohibited in foreign exchange since money is not commodity but the tool for 

trading, thus, exchange local money to foreign money is permissible on the spot.  
 

Acceptance: 
1. Ibn Taymiya and Ibn Al-Qayyim permit the mudhaf sale (Al Dhareer, 1997). 
2. Fahim Khan (1996) suggest that “there are clear saying of the Prophet (PBUH) that who makes a salaf 

(forward sale) should do that for a specific quantity, specific weight, and for a specific period of time”.  

Moreover, he said that the reason for accepting salaf is that the product is public necessity and a 
payment is settled at the beginning of the contract. However, in forward and futures market, the 
payment is settled at the end of the contract. Thus, we argue that forward and futures violate the 
Shariah rules. 

3. On grounds of public necessity, scholars have permitted bai salam sale, that is, sale of what one does 
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not have, but she/he can bring it into existence, such as generic products. Even that, it has one 
condition, that is, one end of the contract must be settled on the spot, i.e. buyer has to pay the price at 
the time of contracting, and seller has an obligation to deliver the product at future date. Moreover, the 
flexibility is offered by Imam Hanafi for manufacture product. It is called bai istina, Imam Hanafi 
gives some flexibility in terms of the settlement from both ends can be differed to a future date. The 
reason for this flexibility is that there will be no space for speculation in price differences since the 
products can not be easily found in the market place (Obaidullah, 2002; Al-Saati, 2002). Again, we 
argue that forward and futures are not similar to bai salam and bai istina. Thus, forward and futures are 
not acceptable.  

4. Imam Maliki also permits postponement of the counter value for three days and for more than three 
days in some cases. (Al Hattab, n.d., 4/516 quoted in Al-Saati, 2002). Moreover, the postponement of 
two counter values in a sales contract is permitted as long as the intention is to deliver and take a 
delivery asset not speculation (Salami, 2000 quoted in Al-Saati, 2002). Thus, the emphasis is not on 
ownership or possession, but rather on the seller's effective control and ability to deliver (Ibn 
Taymiyyah, 1398, 20/529 and Al-Baji, 1332 H., 1/399 quoted in Al Saati, 2002). In this case, short sale 
is permitted as long as the objects are not fungible goods, which can be replaced and substituted. 

5. Ibn Taymiyyah suggests that agreed upon requirements between parties are binding to them based on 
the principle of the freedom of contractual requirement, thus in forward contract, parties can make 
requirements of the postponement for both the asset and its counter value (Al-Saati, 2002).  

6. In the compromise framework, the definition of futures contract is that “two parties compromise on 

future transaction, seller agrees to deliver the commodity in a future date to the buyer and buyer agrees 
to pay money to the seller at that time”. Moreover, in the jo-aleh framework, the futures contract is 
defined as “a contract which buyer announce that if seller deliver the commodity at a predetermined 

time in the future, he/she will deliver the money to him/her”. The futures contract in the two 

frameworks above are permissible (Salehabadi and Aram, 2002).  
7. Even though forward contract is a mudhaf (future) sale, “the buyer becomes owner of the goods and the 

seller becomes owner of the price”, so it has “the goal of protecting and maintaining the assets of 
counter parties, which satisfies the Shariah maxim of preserving wealth” (Al-Satii, 2002).   

8. Al Masri (1999, quoted in Al Saati, 2002) said that “if the goods and their counter value are delivered 

on a specific date in the future, there will be no risk”. 
Now, let's discuss about rejections and acceptances of option. 
 

Option 
If we look at the definition of option, it is similar to down-payment (arbun) sale, that is “a person buys an item 

and pays a certain amount of money to the seller on the understanding that if he did take the item the amount 
will be part of the total price but if he did not he would forfeit this money and the seller would keep it” (Al-
Dhareer, 1997). There are two hadiths regarding to arbun sale: forbidding it and making it permissible. 
However, most of scholars accept the validity of hadith that prohibits arbun sale, thus they object this kind of 
sale. The objections are under reasons as follows: 

1. The arbun sale involves gharar because “neither buyer nor seller is certain that the sale will take 
place”.  

2. Iqtisad al islami: most of scholars, in principle, futures and option contracts may be compatible with 
Shariah principles. What makes them worth objecting to, is the manner in which they have found 
application in the marketplace in certain instances, such as with speculation and exploitation of certain 
counter parties. 

3. Ahmad M. Hasan (cited in Bacha, 1999) suggests that option is prohibited since maturity date is 
beyond three days which is similar to khiyar-al shart (option of stipulation). Moreover, in this contact 
buyer is having much more benefits than the seller, in the sense of a seller has a potential unlimited 
risk/limited benefit, and the buyer has a potential unlimited benefits/limited risk; it is “oppression and 

in justice”. 
4. This contract is a zero sum game, it is unacceptable in Shariah. 
5. It involves gharar and the intended transaction is primarily based on speculative behaviour. Gharar 

and excess speculation are induced due to no physical delivery or cash settlement only (Bacha, 1999).   
6. Islamic Fiqh Academy, Jeddah (cited in Obaidullah, 2002) suggests “option contracts as currently 
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applied in the work financial markets are a new type of contracts which do not come under any one of 
the Shariah nominate contracts. Since the subject of the contract is neither a sum of money nor a utility 
or a financial right which may be waived, the contract is not permissible in Shariah”. As a matter of 

fact, the object of option trading is “a right” which is neither a tangible commodity nor usufruct, thus it 
is not proper for a contract (Abu Sulayman in Obaidullah, 2002).  

7. Some scholars compare an option with bai-al urbun that is “a transaction through which a person who 

wants to purchase a commodity in the future, will pay percentage of cost at present time and at 
determined date if he purchases the commodity he pays the remaining cost at the time of settlement” 

(Salehabadi and Aram, 2002). However, the difference between an option and bai-al urbun is that an 
option premium is not a part of selling price while bai-al urbun is a part of selling price. Moreover, all 
the schools1 of fiqih except the Hanbali2 school prohibit bai-al urbun (Obaidullah, 2002). In contrast, 
according to Salehabadi and Aram (2002), “Imam Ali, the first imam of Shia sect of Islam and son-in-
law of prophet Mohammad permitted this form of transaction and therefore it seems that call option is 
permitted”. 

8.  
The acceptable of option are based on: 

1. Looking at a basic of option contract, such as, premiums, time to maturity and delivery, “there is 

nothing inherently objectionable in granting an option, exercising it over a period of time or charging a 
fee for it, and that options trading like other varieties of trade is permissible (mubah) and as such it is 
simply an extension of the basic liberty that the Quran has granted” (Kamali, 1995 cited in 

Bacha,1999). A basic liberty here does not mean that we are free to conduct trades. However, one who 
conducts trades has to concern on specific rules that are stated in Quran, such as, one can not cheat, can 
not manipulate, can not speculate, etc (Al, Raysuni, 1993). 

2. Some of scholars permits an option contract regards to a benefit (manfaa) in the definition of wealth 
(maal), thus option is permitted since it gives the purchaser a benefit. However, we do not agree with it 
since the one whom gets a benefit is only the purchaser, how about the seller? It implies that the buyer 
is more important than the seller. Malaysia SEC permits warrants since “ it has the characteristics of an 

asset which satisfies the concepts of haqq mali and haqq tawalluq which is transferable based on the 
majority of fuqahas views. Thus, this right can be classified as asset and it can be traded. Ayatollah 
Seestani also suggests that one can transfer his rights to any one, either by getting money for it, or for 
free (Obaidullah, 2002). 

 Observing all the pros above, the reasons that approving derivatives above have some flaws that are not 
suitable for Shariah rules. Thus, it is wise to be more conservative, in other words, it is better to reject the 
conventional derivatives. On this ground, Shariah offers some risk managements which are compatible with 
conventional one. The details are discussed below.  
 
The Proposed Shariah Risk Managements   

 
Al-khiyar (Option) 

 
Al-khiyar is a term used to express an option within a certain period after the conclusion of a bargain 

during which either of the parties may cancel it. The main types of khiyar are as follows: 
 khiyar al-shart (optional condition) where one of the parties specifies for a period of three days or less 
 khiyar al-aib (option from defect) is that the option of dissolving the contract on discovery of defect 
 khiyar ai-tuyah (option of inspection) is that option of rejecting the thing purchased after sight 
 khiyar al-tayin (option of determination) where a person having purchased two or three things of the 

same kind, stipulates a period to make his selection 
 khiyar al-majlis, the condition of withdrawing from the contract as long as the meetings of the parties 

continue 
 khiyar al-naqd, where the seller has the option to cancel the contract if the buyer does not pay in cash 

up to a certain agreed date 
 khiyar al-ghubn, the option of the buyer to cancel the contract if the seller has sold it at a price higher 

than what evaluators evaluate 
 khiyar kashj ai-hat, the buyer's option to cancel the contract on knowing the specifications of the 
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product where a product is sold without specifications 
 khiyar al-qabul, the option to accept or reject a proposal, in a contract of sale, before the proposal is 

accepted, the option is surrendered by giving acceptance to the proposal 
 khiyar altaghrir, option to rescind the contract if the seller perpetrates a fraud causing loss to the buyer 

. 
Obaidullah (2002) suggests from those various options above, only two of them are potentially 

compatible with conventional financial derivatives: khiyar al-shart and khiyar al-tayin. The detail of the two 
options are as follows: 

 khiyar al-shart is “an option that is in the nature of a condition stipulated in the contract. It provides a 
right to either of the parties, or both, or even to a third party to confirm or to cancel the contract within 
a stipulated time period. In essence, this implies that the concerned party gets some time period for 
reassessment of the benefits and costs involved, before giving final accent or ratification to the 
contract”. Regarding to the condition, scholars have different points of view, Imam Abu Hanifa and 

Imam Shafii impose only three days for this option, while Imam Hanbal did not impose any limit. 
Moreover, the seller might ask for a collateral, even Imam Maliki permits a stipulation with financial 
value.  

At the bottom line, major schools of fiqh make some points as follows:  
1. “options may have maturities of any duration as long as the option period is definite and known at the 

time of contracting”  
2. “the buyer can have possession of the goods during the option period, and the seller can have 

possession of the contracted price during the option period” 
3. “the settlement price may differ from the contracted price under certain conditions” 

There are some examples refer to khiyar-alshart below: 
1. Murabaha with option attached is that a bank buys an asset from a supplier with an option to cancel the 

transaction if a bank's client fails to honor the commitment. Consequently, the price of the asset would 
be higher than ordinary murabaha without the option. It is due to the risk exposure that the supplier 
must carry on. It implies that the bank is willing to get a smaller profit (Obaidullah, 2002). 

2. Ijara is a leasing. It is common in Islamic banking for financing of long term assets, such as, land, 
building, plant, and machinery. Ijara risks' might be shared through ijara with options stipulation. Say 
a fixed rent ijara can be converted into a floating rent ijara, thus the contract is in the form of several 
short-term parallel fixed rent ijara contract, e.g. with two-period maturity contracts will be divided into 
two one-period maturity: first, for ijara at x percent beginning from now but with a maturity of one 
period only; and the second, beginning from one period hence, through the second period at x + y 
percent. However, to protect against rate uncertainty in the future, the stipulation of option can be 
embedded at ijara contract. That is “ the bank may stipulate that if the rate increases beyond x percent 
or any other definite upper bound, it would have an option to confirm or rescind the contract. Similarly 
the lessee may stipulate that if the rate decreases beyond x percent or any other definite lower bound, it 
would have the option. Moreover, in financial markets, khiyar-al shart is implemented similar to 
conventional option with an exception of a premium. Thus, the contract price will be higher since it 
compensates the seller for possibility of getting disadvantage from this contract. In other words, “a 

compensation must form part of the contractual price or thaman and cannot be paid separately upfront 
to the counter party” like a premium in conventional option (Obaidullah, 2002). 

3. Bai-istijrar is a contract that “has embedded options that could be triggered if the underlying asset's 

price exceeds certain bounds. The contract is a combination of options, average prices and murabahah 
or cost plus financing” (Bacha, 1999). For example, a company needs working capital to buy 
commodities, then it approaches a bank to finance it. The bank will buy commodities from a supplier 
with current price (P0 )which in turn the bank will resell it to the company with payment in the future 
date, say two months. The settlement price on maturity is contingent on the underlying asset's price 
movement from t0  to t60. Thus, at the time of contract, two parties agree on the following items: (1) the 
predetermined murabahah/selling price (P*) and an upper and lower bound at around the P0 (2) the 
average of the market prices during the financing period. The company (bank) has an option to settle 
the price at P* before maturity date when the spot price keeps moving up (down) breaking the upper 
(lower bound), while the price is fixed at the average of market prices during the financing period if the 
market price is in between upper and lower bound (Bacha, 1999; Obaidullah, 2002).  
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 khiyar al-tayin (option of determination) is an option to choose the object of sale from out of multiple 
varieties of a given article. Imam Hanafi restricts only three articles and prohibits combination of 
khiyar al-tayin and khiyar al-shart. However, Imam Maliki permits these two khiyars combination. The 
example of this contract is that suppose a fund offers two equity choices: emerging market equity and 
global equities or aggressive Islamic market opportunities fund and a moderate trade finance portfolio. 
It also can be applied in ijara contract. 
 

Bai bil-wafa 

It is a contract that combines the features of bai (sale) and rihn (pledge). Thus, a seller sells an asset with a 
promise to buy it back in the future with the same price, so the buyer can not resell the asset to third party. It is 
similar to a conventional repo with an exception of price, in the conventional repo3, the repurchase price is 
higher than the initial price. In bai bil-wafa, there is an additional feature that is either party can withdraw the 
contract anytime. In conventional contract, it may be seen as repo with a call and a put option (Obaidullah, 
2002). 

 
Bai bil-istighlal 

It is combination between bai bil-wafa and ijara. “Under this contract, the buyer not only promises to resell at a 
predetermined future price but to also lease the asset to the seller in the interim period” (Bacha, 2005). “ The 

fact that bai bil-wafa contains the option for either party to revoke the contract anytime does not impose a 
problem for the subsequent ijara contract since the ijara contract can also contain matching stipulation of 
options for both parties” (Obaidullah, 2002).  

 
Ijara wa-iktina (lease to purchase) 

It is a hire-purchase, under which the lessee has an option to purchase the equipment at the end of the lease 
period. An Islamic finance strategy that governs financial and operating leases where the lessee makes rental 
payments and then purchases the assets on previously agreed to terms when the payments are completed. Islam 
has a set of strict rules that forbid making or receiving interest payments, and this is one way to get the benefits 
of leasing without charging interest (Yourdictionary, 2009). Thus, ijara wa-iktina contains two contracts: future 
purchase agreement and ijara (leasing) agreement. The procedure is as follows (Lovells, 2004): 

 The customer identifies as asset needed, and the mortgage provider buys the asset.  
 The customer and mortgage provider enter into a future purchase agreement with an original purchase 

price 
 At the same time they enter into a lease agreement which specifies the customer's right to use the asset 

during the tenure of financing 
 Every month, the customer pays the amount of money which consists of rental payment and payment 

of the asset purchased  
 The payments are fixed every 12 months. Every year the rent and repayments are reassessed and are 

likely to vary  
 The customers may purchase the asset at any time by paying the rest of the purchased price. 

 
Bai Salam 

Bai salam means a contract in which advance payment is made for goods to be delivered later on. The seller 
undertakes to supply some specific goods to the buyer at a future date in exchange of an advance price fully paid 
at the time of contract. It is necessary that the quality of the commodity intended to be purchased is fully 
specified leaving no ambiguity leading to dispute. The objects of this sale are goods and cannot be gold, silver, 
or currencies based on these metals. Bai Salam covers almost everything that is capable of being definitely 
described as to quantity, quality, and workmanship” (Wikipedia, 2008).  Thus, the buyer of salam  contract has 
to pay the seller in full at the time of sale, and the underlying asset must be standardizable, in other words, the 
commodity must be available and traded in the markets through the period of contract. Regarding to the risk, the 
buyer has a default risk from the seller. To overcome this problem, the buyer is allowed to ask for a security in 
the form of a guarantee or mortgage. Moreover, the salam price is lower than the spot price. The lower price is 
to compensate for giving a seller privilege. A financial institution might have a salam contract for the provision 
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of working capital financing, for example, after entering into original salam contract, the financial institution 
gets into a parallel salam to sell the underlying commodity after a time lapse for the same maturity date to the 
original seller. The resale price is higher than the original one, it is allowed since it is a separate contract, the 
difference between two prices is as a financial institution's profit. Alternatively, the financial institution can sell 
the commodity to third party on the maturity date of the salam contract (Bacha, 1999). 

Suwailem (2006) suggests that “the main problem with salam is the price value of the good at maturity”. In 

order to overcome this problem, value-based salam is proposed. In this contract, value is determined upfront, 
not quantity. Value defines as a quantity times a prevailing price at that time. Thus, the delivered quantity of the 
goods depends on the price at the maturity date. “If the price at maturity declines, quantity to be delivered will 
rise to compensate for the price reduction. If the price rises, the quantity declines”. In other words, price 

fluctuations are internalized through the value determined at the outset. 

 
Credit-based Mudarabah 

The bank will provide capital after the transaction is closed, such as, the agent purchases material on credit 
basis, then he/she sells the proceed material to the purchaser with a higher price. The receipt of purchase and 
sale is presented to the bank by the agent. The bank will pay the seller and get the money from the purchaser; 
the profit will be shared between the bank and the agent. It is also called wujuh partnership (Suwailem, 2006). 

 
Deferred sale with partnership 

The investor alternatively provides required input  in return for a deferred price plus a defined share of the 
company's assets. It is equivalent to a deferred sale with variable return, but in this case, the variable return is 
linked to the actual profits of the company (Suwailem, 2006). 

 
Diminishing Partnership 

A contract between a financier and a beneficiary in which they agree to enter into a partnership to own an asset 
with a condition that the financier will gradually sell his share to the beneficiary at an agreed price and in 
accordance with an agreed schedule (AIMS-UK, n.d.). 

 
Third party hedging 

The investor provides money in return for shares through musyarakah (partnership). Then as passive 
shareholder, the investor sell part of his/her shares to third party, say 90% for deferred price that is equal to 
his/her capital. Then the investor will enjoy the company's profit through his/her 10% shares, and he/she also 
protects his/her capital through deferred-price sale (Suwailem, 2006) 

 
Diversified deferred-price sale  

It hedges three main risks of deferred-price sale, namely, credit risk, liquidity risk and rate of return risk. To 
overcome the credit risk, the deferred-price sale can be done through direct access to a customer's income. To 
overcome liquidity risk, long-term debt can be exchanged for commodities, consequently the debt will be 
discounted appropriately. Alternatively, “combining monetary debt with real assets into one portfolio, with debts 

not exceeding 50%, and then securitize the portfolio”. Rate of return risk can be overcome through “variability 

of duration of the contract with changing the installment amount, thus if marker rate rises, the two parties 
mutually agree to rise the installment amount, and thus shorten the duration”, and vice versa (Suwailem, 2006). 

 
Conclusion 
 
Conventional derivatives are not suitable according to Shariah rules. Even though some scholars have approved 
them with reasons. They still have some flaws that are forbidden by Shariah rules. Accordingly, Shariah 
provides some risk managements that are compatible with the conventional ones. In the words of Obaidullah 
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(2002), “it does not imply that the Islamic financial system does not provide for risk management possibilities, 
nor the Islamic financial system involves a huge loss of efficiency because of its emphasis on ethical norms. 
Islamic system does provide for risk management solutions, the only difference is that these solutions are ethical 
too”. 
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Endnotes 
                                                 
1 The seller will take an urbun as a compensation for terminating the sales agreement, it is prohibited by 

Rasulullah (Ibnu Majah Hadith)  
2 Imam Hanbali suggests that urbun sale is acceptable as Nafi bin Harits performed it when he bought a house 

for Umar bin Khattab (Sabiq, 1995) 
3 A Repurchase agreement (also known as a repo or Sale and Repurchase Agreement) allows a borrower to use 

a financial security as collateral for a cash loan at a fixed rate of interest. In a repo, the borrower agrees to 
immediately sell a security to a lender and also agrees to buy the same security from the lender at a fixed 
price at some later date. A repo is equivalent to a cash transaction combined with a forward contract. The 
cash transaction results in transfer of money to the borrower in exchange for legal transfer of the security to 
the lender, while the forward contract ensures repayment of the loan to the lender and return of the collateral 
of the borrower. The difference between the forward price and the spot price is the interest on the loan while 
the settlement date of the forward contract is the maturity date of the loan (Wikipedia, 2009) 
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Abstract 

In Indonesia, mutual fund has started as an alternative investment since 1990. Net Asset Value (NAV) was 
over Rp. 100 trilliuns in 2004, it was increased from Rp. 8 trilliuns in 2001. The fast development of 
mutual fund is due to a conducive of capital market environment. Furthermore, the funds provide higher 
return than other conventional investment, such as, deposits. Regarding to it, so far, fund managers only 
concentrate on performance of their portfolio. Moreover, there are many research done in this area 
(Kacperczyk et.al., 2004 and 2005; Hendricks et.al.,1990; Chan et.al., 1999; Shanken and Jones, 2002; 
Jagannathan, 2002; Hendricks et al., 1999). On the other hand, looking at the excitement of Indonesia's 
investors buying this instrument, fund managers and investors forget to calculate the possible loss that 
they might bear if unfavorable things happen in their investment. None of researchers study in this area, 
especially in Indonesia. This research examines the worst expected loss of mutual fund in Indonesia by 
employing value at risk method. Thus, fund managers and fund investors will get to know how much the 
most expected loss that they might hold for a certain period (daily/monthly).  
 
Introduction 
 
In the United States of America, mutual funds have become popular over the last 20 years. One half of the 
households in America invest in mutual funds. In this global economy, the instrument moves to others countries, 
including Indonesia. Mutual fund has started as an alternative investment in Indonesia since 1990 when closed-
end fund was established based on Keputusan Menteri Keuangan 1548. Then, in 1995 UU no.8 about capital 
market allows both open-end fund and closed-end fund be operated in Indonesia. The fast development of 
mutual fund    which is indicated by the amount of Net Asset Value (NAV) was above Rp. 100 trillion in 2004, 
while it was only Rp. 8 trillion in 2001    is due to this conducive of capital market environment. Furthermore, 
the convenient of this instrument is that an investor is not necessarily monitoring the price movement of the 
portfolio. Professional Fund Manager will manage the portfolio.  

Regarding to a return, funds will produce higher return than an interest rate paid on less risky assets 
when we hold the portfolio over long periods of time. Thus, mutual funds have made possible for the small 
investor to participate in the stock and bond markets to earn higher returns on their savings (Carlson et. al., 
2004). On top of that, the instrument is tax free in Indonesia. Others benefits of investing in this instrument are 
as follows: high liquidity, low cost, investment diversification, and transparency in information.   

Instead of all the benefits above, there are risks attached to this instrument, namely, liquidity risk, 
downward turn of return, market risk, and default risk. The investors should be aware of the risks, and they 
should look at their own risk preference.  

Looking at the excitement of Indonesia investors buying this instrument ― it is called herding behavior 
― investors forget to calculate the possible loss that they might bear if unfavorable things happen in their 
investment. They just focus on the return since mutual fund has given good return up till now compare to low 
risk securities, such as CD, and SBI1. So far, fund managers only concentrate on performance of their portfolio. 
Moreover, not many researchers look into the worst possible loss that fund managers/investors might suffer, 
they just look into the performance of mutual funds (Kacperczyk et.al., 2004 and 2005; Hendricks et.al.,1990; 
Chan et.al., 1999; Shanken and Jones, 2002; Jagannathan, 2002; Hendricks et al., 1999). Recognizing the worst 
possible loss of portfolios by investors/fund managers is very important. Otherwise, if there is harmful event in 
the market, there will be rush or panicking. It will lead to financial market instability2, which will influence the 
stability of Indonesia's economy overall.   

The objective of the research is to examine the worst expected loss of mutual fund in Indonesia by 
employing value at risk method. Thus, fund managers and fund investors will get to know how much the most 
expected loss that they might hold for a certain period (daily/monthly).  

The importance of the study is that by knowing this matter, the fund managers will be wiser in term of 
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diversifying the assets. Moreover, investors will also be aware of the maximum expected loss of their 
investments, thus, if the worst thing happens in Indonesia financial market, there will be no panicking in the 
market, which in turn, it will affect the stability of Indonesia's  economy. In other words, educating investors is 
necessary for financial market stability. The stability is needed for the stability of Indonesia's economy. 

 
Literature Review 
 
Mutual Fund 
 
Mutual fund is ―a professionally-managed firm of collective investments that pools money from many investors 
and invest it in stocks, bonds, short-term money market instruments, and/or other securities‖(Wikipedia, 2008). 

Thus, this fund entirely belongs to investors. Mutual fund, then, hires a professional fund manager to manage 
the fund. The investors in return will obtain share. The value of share is called Net Asset Value (NAV). This 
value will move up or down everyday depends on the performance of the investments that are managed by the 
fund manager, in other words, the NAV per share fluctuates everyday as fund holdings and shares outstanding 
change. Thus, when investors buy shares, it means they pay the current NAV per share plus any cost attached to 
it. In contrast, when investors sell their shares, the fund will pay them the current NAV less any cost incurred. 

Investors can earn money from this fund through three ways (Investopedia, 2008): 
 income, it is earned from dividends on stocks and interest on bonds. The fund will pay all the income to 

the investors in the form of distribution 
 capital gain, if the fund sells securities that have increased in price. Most funds also distribute all the 

gain to the investors 
 if fund managers hold the securities that have increased the price, then the investors can sell the shares 

for profit 
Kaminsky et al. (2000) examined mutual fund strategies in emerging market. They look into whether 

momentum trading3 is existing in this market. Apparently, ―contemporaneous momentum trading     buying 
current winners and selling current losers     is stronger during crises, and stronger for fund investors than for 
fund managers. Lagged momentum trading    buying past winners and selling past losers    is stronger during 
non-crisis, and stronger for fund managers. Investors also engage in contagion trading, i.e., they sell assets from 
one country when asset prices fall in another‖.  

Regarding to a market participants on the stock market, Rooij, Alessie, and Lusardi (2207) investigate 
the importance of financial literacy in relation to the stock market, i.e., are more financially knowledgeable 
individuals more likely to hold stocks?. The evidence shows that market participants who have low financial 
literacy are significantly less likely to invest in stocks4. This finding is not surprising since investors will be 
more convenient to invest their money into familiar instruments.   

 
Types of Mutual Fund Company 
 
There are four types of funds (Madura, 2006): 

 Open-ended funds: investors can buy or sell shares from the fund each day at the closing share value of 
the fund. Thus, the number of shares is changing every day. The fund has to be able to maintain the 
cash on hand in case there is a redemption by investors. Moreover, if the cash is not enough, then the 
fund has to sell its securities to satisfy the redemption. On the other hand, the fund has to invest in 
additional securities, in case there is an additional investment by investors. This fund is common in 
Indonesia. In fact most of the funds are on this type.  

 Closed-end funds: investors must sell the shares on a stock exchange just like corporate stock. Thus, 
the funds do not redeem the shares they sell. It means that the number of outstanding shares remain 
constant consistent with the number of shares originally issued. 

 Exchange traded funds (ETFs): ETFs are created to mimic particular stock indexes and are traded on a 
stock exchange just like stocks. They are different from open-ended funds in such that the ETFs are 
traded on an exchange, the consequence is the price will fluctuate throughout the day. Moreover, they 
have fixed numbers of shares. This fund is not actively managed since it is composed like index so that 
the price will move in line with the index. 
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 Hedge funds: the funds sell shares to wealthy individuals and financial institutions and use the proceeds 
to invest in securities. The different between hedge funds with others funds are as follows. First, the 
funds need much larger initial investment. Second, many hedge funds are not open, it means that they 
can not always receive additional investments or allow redemptions by investors without prior notice. 
Third, hedge funds are not regulated. Fourth, the funds invest in high returns securities, which implies 
high risks securities. This fund is not available in Indonesia. 
 

Advantages and Disadvantages 
 
Investing in mutual funds has several advantages, disadvantages and risks. The advantages are as below 
(Investopedia, 2008; Wikipedia, 2008): 

 Professional management: the main reason of investors buy this instrument is that they do not spend a 
lot of time to manage their portfolios. Professional manager will take care of it. Thus, this instrument is 
a relatively inexpensive investment for small investors to have a full-time manager who manage the 
investments. Ellison and Judith (1996) reported that ―younger managers earn much higher returns than 

older managers and that managers who attended colleges with higher average SAT scores earn much 
higher returns than do managers from less selective institutions‖. 

 Diversification: small investors will be able to diversify their investments with relatively small money 
by buying this fund. Diversification means that investing the money into a large number of assets, so 
that it will diversify the risks, consequently it will minimize the loss. Large mutual funds usually have 
hundreds of different stocks, bonds, and others investments, which impossible for small investors with 
small of money obtain this kind of portfolio. 

 Economies of scale: it means that transaction costs incurred by buying and selling large amounts of 
securities are lower compare to the costs that an individual investor has to bear when he/she buys or 
sells securities. 

 Liquidity: investors are able to sell and buy this instrument any time. 
 Simplicity: buying a mutual fund is easy  and simple.  
 Transparency: the fund must inform investors about its portfolio, and also the attached cost 

continuously. Moreover, NAV has to be reported every day.  
The US Securities and Exchange Commission (SEC) requires a semiannual and annual reports that also 

has to disclose fund investment strategies and recent performance. Rea, et al. (2001) studied regarding to the 
potential effects of more frequent portfolio disclosure on mutual fund performance. They found that ― with more 

frequent portfolio disclosure, the total return shareholders receive from mutual fund investments would likely be 
lower that that under the current disclosure standard‖ (p.1). The reasons are as follows: 

 front running of5 mutual fund trades could significantly increase, which could increase fund trading 
costs 

 free riding on mutual fund investment strategies could increase, limiting a fund's ability to fully benefit 
from its research 

 the cost of providing liquidity to fund shareholders could increase 
 tax-management strategies of funds could become more costly  

Now, let's move to disadvantages of mutual funds. There are few of them: 
 The wisdom of professional management: even though one of the advantages of investing in mutual is 

a professional management, it does not mean that all fund managers are professional, in fact, if the fund 
loses money, fund managers still take their fees. Moreover, ―the average mutual fund manager is no 

better at picking stocks that the average non-professional‖ (Advantages and Disadvantages of Mutual 

Funds, n.d). 
 Buried costs: mutual funds have some costs (hidden cost) with complicated jargon that make investors 

confused. We will elaborate this matter more detail latter. 
 Dilution: a excellent performance by holding good instruments does not make any big difference from 

overall mutual fund performance, since the fund usually holds so many stocks in small numbers.   
 Taxes: fund managers do not consider investors personal taxes, when it comes to invest investors 

money. However, it is not the case in Indonesia because mutual fund is not taxed for the time being. 
Thus, we can say it is part of advantage for investors in Indonesia. 
Every investment always bears some risks, mutual fund is not an exceptional. Below are some of risks 
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of mutual funds (Wikipedia, 2008): 
 Decreasing of NAV: due to the decrease of market value of securities in fund portfolio. There are 

several variables of decreasing the market value of the portfolio, includes bad performance of capital 
market, bad performance of issuers/companies, political and economic condition of the country. 

 Liquidity: when fund investors sell their shares at the same time and at huge amount of money, it is 
called liquidity risk. Thus, the fund got rush from its investors. The rush is because of several things, 
such as, economic and political condition, and bankruptcy of  companies which issue stocks/bonds. 

 Market risk: it happens when the market is at bearish, that is stocks and others instruments value go 
down. 

 Default risk: when bonds issuers go bankrupt, it means they can not pay their obligation 
 

Mutual Funds Products 
 
Basically there are three asset classes of mutual funds: equity funds, fixed-income funds, and money market. 
Equity funds invest in stocks, for example, equity funds that invest in fast-growing companies called growth 
funds, while equity funds that invest only in companies of the same sector or region are called specialty funds. 
Fixed-income funds have purpose to provide current income on a steady basis,i.e. the fund provides investors 
with a steady cash-flow. Money market consists of short-term debt instruments, such as T-bills. 

In Indonesia, the mutual funds are classified as (Bapepam and LK, 2008): 
 Conventional fund 
 Structured fund 
 Exchange Traded Fund (ETF) 
 Syariah fund 

Conventional fund consists of money market funds, fixed-income funds, growth/equity funds, and 
balanced funds. The composition of class asset of those funds, the expected returns and investment period are as 
shown at a table below. Research by Chan et al. (1999) studied that ―fund's styles tend to cluster around a broad 

market benchmark. When fund deviate from the benchmark they are more likely to favor growth stocks with 
good performance. There is some consistency in styles, although funds have better style-adjusted performance 
than value funds‖. 

TABLE 1: CONVENTIONAL FUNDS 

Types of funds Class Asset Expected Return and Risk Length of investment 

Money market funds 100% in money market 
instruments 

Low and low < 1 year 

Fixed-income funds Min 80% in bonds Modest and modest 1 -3 year (medium) 

Balanced funds Mix equity and bonds Modest and high Medium/long 

Equity funds Min 80% in equity High and high >3 years (long) 

Source: Pratomo, Berwisata ke Dunia Reksadana, p.50 
 
Looking at a need of investors for relatively low risk in this volatility of financial market, and a need of 

variety products of funds, Bapepam creates new funds called Structured fund. The fund consists of capital 
protected fund, guaranteed fund, and index fund. Capital protected fund is the same as fixed-income fund with 
additional features, those are a protection of initial capital and a lock up period of redemption. This fund invests 
80%-90% of NAV in fixed income instruments, such as, zero coupon bonds, and government bonds (Surat 
Utang Negara), the rest 10%-20% is invested in equity or derivatives. Thus, capital protected fund gives a 
protection to initial capital, and gives an chance of getting higher return to investors when equity and derivative 
are at bullish. Guaranteed fund is fund which gives a guaranteed to investors' capital, however, third party is the 
one who gives guarantee not the fund itself. The third party is usually financial institution. Just like capital 
protected fund, 80% of NAV is invested in fixed income instrument, while the rest of it is invested in equity at 
home or foreign capital market. Index fund is fund that replicates the performance of a broad market index, such 
as IHSG, and JII. This fund is managed passively. Concerning active and passive managers, Berk and Green 
(2002) examined that ―investments with active managers do not outperform passive benchmarks because of the 
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competitive market for capital provision, combined with decreasing returns to scale in active portfolio 
management. Consequently, past performance cannot be used to predict future returns, or to infer the average 
skill level of active managers‖. In addition, ―80% of active managers having at least enough skill to make back 

their fees‖. 
Exchange Traded Fund (ETFs) is similar to index fund, both of them hold investment portfolios that 

replicate a performance of market index and both of them are passively managed investment instruments. 
Nevertheless, there is dissimilarity between both of them. Index fund is traded through a broker-dealer or 
directly from a mutual fund company, while ETFs is traded through stock exchange. Thus, the price of ETFs 
share is determined by supply and demand (ICI Fact book, 2007). The last one is syariah fund. This is based on 
Islamic rules, i.e. all the money has to be invested in instruments that are not against Islamic law, for example, 
fund managers are not allowed to invest the money in conventional banking industry (not syariah banking) 
because interest is considered ―haram‖ in Islamic law. 

 
Mutual Fund Fees and Expenses 

 
Mutual fund investors do not observe all actions of fund managers6. It implies that fund investors hold hidden 
costs, such as, trading costs, agency costs, and negative investors externalities. Carlson et. al. (2004) also 
mentioned that ―some investors are not as informed as they should be when it comes to mutual funds, especially 

where fees are concerned‖. Due to the costs, around 80% of mutual funds under-perform the average return of 
stock market. Most of funds make their investors confused with the jargon used for their fees (Advantages and 
Disadvantages of Mutual Funds, n.d). In addition, according to a recent study (Carlson, et. al., 2004) found that 
costs are the key factors which determine performance of fund performance. The study also confirmed that a 
number of funds yield less than their peers. In contrary,  they can benefit from unobserved interim trades by 
skilled fund managers who can use their informational advantage to time purchases and the sales of individual 
stock optimally. Research of the impact of the unobserved actions on the fund performance using a large sample 
of US equity mutual funds between 1984 and 2003, Kaperczyk et. al. found that the funds with value-enhancing 
unobserved actions outperform funds whose unobserved actions predominantly reflect hidden cost (  
Kacperczyk et. al., 2005). 

Considering this fee, Khorana, Servaes, Tufano (2007) suggested that fees are different among 
countries due to fund and fund family characteristics ― ―fees are lower for larger funds and funds families, 

index funds, funds of funds, guaranteed funds, and funds that require a higher minimum investment‖. 

Furthermore, ―fees are higher for funds distributed in more countries and funds domiciled in certain offshore 
locations. Finally, fund fees are lower in countries with stronger investor protections‖. 

Mutual fund has two major costs: sales loads and ongoing expenses. Sales loads are paid by investors 
directly, and they are paid either at the time of buying (front-end load) or when shares are redeemed (back-end 
load). Thus, these costs are one time costs. In Indonesia, there is also fee for switching the funds' products, it is 
called switching fee. Ongoing expenses are paid by investors directly, that is the costs are deducted from fund 
assets. A fund's expense ratio is annual ongoing expense expressed as a percentage of fund assets. The 
components of ongoing expenses are as below (ICI Fact book, 2007; Advantages and Disadvantages of Mutual 
Funds, n.d): 

 Investment advisory fee or management fee: it is fee for fund manager. It is around 0.5% to 1.0% 
annually of the fund's asset. The advisory fees are adjusted for fund's performance, it is also known as 
performance fees. ―Performance fees can significantly affect a fund's expense ratio. A fund with 
performance fees that has performed better than its benchmark will see a rise in its advisory fee and 
thus its expense ratio; conversely, a fund with performance fees that has performed poorly relative to its 
benchmark will experience a drop in its advisory fee and expense ratio‖ (Reid and Millar, 2004).  

 Administrative costs: the cost of record keeping, mailings, maintaining a customer service line, etc. 
 12b-1 distribution fee: the range of the fee is from 0.25% to 1.0% of fund's asset. The costs cover 

marketing, advertising, paying brokerage commission and distribution services. 
 Turnover Rate and Taxes: the turnover means that a percentage of fund's holding changes every year. It 

implies that fund has to pay commissions and spreads every time when fund buys and sells securities. A 
high turnover indicates higher costs, and lower shareholders returns. Moreover, the shareholders have 
to pay taxes every time they receive capital gain, which means reducing their return. In order to help 
shareholders and their financial advisers evaluating their funds, the US Securities and Exchange 
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Commission (SEC) requires each mutual fund to declare its turn over. Reid and Millar (2004) reported 
that ―some investment strategies entail more portfolio turnover than others, and, in some cases, 
significantly more than in the past. Nevertheless, it seems fair to conclude that stock funds typically do 
not have more portfolio turnover that they did 20 years ago. Moreover, stock fund shareholders are 
predominantly invested in funds with lower-than-average portfolio turnover rates‖.   
In Indonesia, promotion and marketing fees are paid by fund managers. However, the fees will be 

compensated by management fees that are paid by investors. Thus, the investors (shareholders) pay the fees 
indirectly, in other words, the ongoing expenses components in Indonesia are similar to the one in USA. 

 
Factors Influencing Mutual Fund Fees and Expenses 

 
In the USA, fund fees and expenses has tended to go down since 19807. There are many reasons behind it. First, 
more and more retirement plans buy the funds, and load funds are not charged when purchase of funds is 
sponsored by retirement plans. Second, there has been growing of sales of no-load funds. Third, competition 
becomes tight because there is high demand in mutual fund industry. However, the mutual fund industry is not 
entirely called highly competitive market since highly competitive market is characterized by four elements 
(Carlson et. al., 2004), namely, they have many buyers and sellers; no barriers entering or exiting the market; a 
standard good is sold; and there is sufficient information for buyers to assess the relative value of the goods. The 
mutual fund industry satisfies the first two elements. There is little obvious for the third element since there are 
so many variety of fund's products, and each product has its own standard benchmark. Sufficiently informed 
buyers as fourth element is not really satisfied because there is information gap between fund managers and 
shareholders. ―Investors rely on the fund manager to make decisions that are in their best interest, but their 

ability to monitor whether the fund is performing as well as the competition is limited. Even investors who have 
the means to monitor fund performance may choose not to if the costs exceed the expected benefits‖.  

Mutual fund fees and expenses are different among mutual funds companies. These difference are 
because of several factors below (ICI Fact Book, 2007): 

 Fund investment objective: asset class of fund determines the costs, for example, bond and money 
market funds tend to have lower expense ratios than equity funds. Among equity funds, expense ratios 
tend to be higher among funds that specialize in particular sectors and in International stocks. 

 Fund and average fund account size: large mutual funds and funds with higher account balances tend to 
have lower expenses ratio. 

 Seeking investment advice: funds that are sold attached with investment advice tend to have higher 
expense ratios.   

 
Performance Evaluation 
 
Evaluation of portfolio's performance is important part in a investment process. There are three performance 
measures (Mayo, 2006): 

 The Jensen Performance Index: this index determines by how much the realized return differs from the 

return required by CAPM that is a= r p− [r frm− rf] . The sign of alpha (a) indicates whether 
the fund manager outperforms the market after adjusting for risk. The positive sign of alpha means 
superior performance relative to the market, and a negative alpha indicates inferior performance. The 
index is appropriate for large cap growth mutual funds whose portfolios are well diversified. In 
addition, this index is not appropriate for specialized sector funds, since those funds are not well 
diversified. Research by Hendricks et al. (1990) reported that the performance of no-load mutual 
growth funds is measured by Jensen's alpha shows ―mutual funds that perform well in one year 

evaluation period continue to generate superior performance in the following year. Under-performers 
also display short-run persistence. Thus, hot hands persist in 1988 and 1989‖.  

 The Treynor Performance Index: the higher score of the index indicates that the more outperformed 

fund manager. The index is as follow, 
T i=

r p− r f
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 The Sharpe Performance Index: the index is Si=
r p− r f

p
, delta represents standard deviation of the 

portfolio. The higher score of Sharpe index the better performance of fund manager. Using Sharpe 
index, Jagannathan (2002) found that ―the importance of selecting the right style benchmarks and how 

the use of inappropriate style benchmarks may lead to wrong conclusion. When style analysis is 
applied to sector oriented funds such as health-care, precious metals, energy, technology, etc., the set of 
benchmarks should include sector or industry‖.  
Looking at the performance measurements above, there is nothing mentioned about how much is 

most likely lost that investors/fund managers bear for a certain period. Now, let's move to Value at Risk as 
an alternative risk measurement.  

 
Value at Risk as Risk Measurement 
 
As we discussed earlier, all the researchers look into managers' performance, nevertheless, they do not examine 
the worst possible loss that an institution/ might suffer. Usually, volatility is employed to measure a risk, 
however, the problem with the volatility is that it does not concern with the direction of an investment's 
movement. For investors, risk is just the likelihood of losing money. Value at risk will be employed in this 
research to study how much investors could lose money in a certain time?.  

Value at risk (VaR) measures the worst expected loss that an institution can suffer over a given time 
interval under normal market conditions at a given confidence level (Butler, 1999). ―Sometimes VaR has been 

called the new science of risk management‖ (Investopedia, 2008). VaR has three elements, namely, a time 

period, a confidence level, and a loss amount (or loss percentage). Thus, VaR addresses the question such as, 
―what is the most I can — with a 95% or 99% level of confidence—  expect to lose money over the next month 
(or next year)?‖. 
 
Methods of Calculating VaR 
 
There are three methods of VaR: historical methods, the variance-covariance, and Monte Carlo Simulation 
(Ivestopedia, 2008: Butler, 1999). The details of those methods are as follows: 

 Historical methods: this method is very simple, that is fund managers simply keep a historical returns 
and losses within the portfolio, putting them in order from worst to best, and then calculate the fifth 
percentile for 95%8 or 1 percent for 99% VaR. It then assumes that history will repeat itself, from a risk 
perspective. This method is not suitable for portfolio which its weightings changed over time. 

 The variance-covariance method: this method assumes that returns are normally distributed. In other 
words, it requires that we estimate only two factors: an expected (or average) return and a standard 
deviation. A logical reason behind this method is that by using a normal distribution, we automatically 
know where the worst 5% and 1% lie on the distribution. A function of certain desired confidence and 
the standard deviation as follows: 
 

Confidence Number of standard deviations (σ) 
 95% (high)  -1.65 x σ 
 99% (really high)  -2.33 x σ 

 
 Monte Carlo simulation: ―this procedure involves asking a computer to generate a series of share prices 

using a random walk approach. The procedure can be quite complex and, although in terms of precision 
it is the most effective, it suffers from the fact that it is time consuming and demanding of computer 
resources‖. Thus, this method is suitable for a manager who has complex portfolio, particularly when it 

consists of many options. 
 In this research, the variance-covariance method will be employed. The reason is that fund managers 

change the portfolio weightings (portfolio's composition) over time, and also they do not have many 
option products since option market has not been developed yet in Indonesia. 
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Data and Research Method 
 
This part will discuss about data and methodology used to calculate the worst expected loss that fund 
managers/investors bear for a given period. 

As mentioned in previous part, there are several funds' products in Indonesia. The amount of products9 
are as below: 

 money market funds: 28 
 fixed-income funds: 133 
 syariah funds: 22 
 growth/equity funds: 56 
 balanced/mixed funds: 87 
 protected funds: 132 
 index fund: 1 

We will look at all the products above10, and study the average VaR of mutual funds in Indonesia. 
 Variance-covariance method is used to measure the maximum loss for a given period. The method is 
described as follows. In the first step, we calculate daily return of each product for 2nd of January, 2007 to 29th of 
September, 2008. In the second step, we calculate the mean and standard deviation of each product. Finally, we 
estimate the VaR of each product based on the histogram chart of the frequency distribution of the return using 
the worst 5% and 1% lie on the curve. In other words, VaR mathematically is expressed as below: 

 VaR at 99% confidence = -2.33 x σ  
 VaR at 95% confidence = -1.65 x σ 

where σ = standard deviation 
For example, ―x‖ mutual fund has σ = 1.90%, then with 99% confidence, we expect that ―x‖ mutual fund worst 

daily loss (VaR) will not exceed 4.42%. Thus, if net asset value (NAV) of ―x‖ mutual fund is Rp. 

1,000,000,000,-, we are 99% confident that ―x‖ mutual fund daily loss will not exceed Rp. 44,200,000.- (4.42% 
x Rp. 1,000,000,000). In other words, if we invest, say, Rp. 10,000,000 in ―x‖ mutual fund, then the worst 

expected daily loss is Rp. 442,000.- or 4.42% x Rp. 10,000,000,-. 
 Due to the time variable, investors might convert one time period of VaR to another time period. Thus, 
converting VaR from one period to another period is as follows: 

 VaR at 99% confidence = -2.33 x σ x T   

 VaR at 95% confidence = -1.65 x σ xT  
T = time period 
Thus, if we want to convert daily VaR to monthly VaR, then T = 20 since 1 week is 5 days working day, and 

1 month is equal to 4 weeks.  
 
Results 
The results of VaR11 are shown at table 2 below: 

 
TABLE 2: DAILY VaR OF MUTUAL FUNDS IN INDONESIA 

Types of Funds VaR at 95% VaR at 99% 

Fixed-income funds 
(133  products) 

 -0.03%     -0.97% = 83% (111 
products) 

 -1%     -3.68% = 17% (22 products) 
 

 -0.05%     -0.99% = 69% (92 products) 
 -1%     -4.42%= 30% (40 products) 
 -5.19% = 1% (1 product) 

Protected-funds 
(132 products) 

 -0.03%     -0.99% = 70% (93 
products) 

 -1%     -3.23% = 30% (39 products) 

 -0.04%     -0.97% = 52% (68 products) 
 -1%    -4.57% = 48% (64 products) 

Mixed funds (87 
products) 

 -0.06%    -0.93% = 15% (13 products) 
 -1.11%    -3.84% = 85% (74 products) 

 -0.08%    -0.98% = 10% (9 products) 
 -1.07%    -5.43% = 90% (78 products) 

Equity (56 
products) 

 -0.29%    -0.91% = 5% (3 products) 
 -2.23% - -4.14% = 95% (53 products) 

 -0.40% - -0.64% = 3.5% (2 products) 
 -3.15% - -5.85% = 96.5% (54 products)  
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Types of Funds VaR at 95% VaR at 99% 

Syariah (22 
products) 

 -0.04% - -0.53%  = 9% (2 products) 
 -1.19% - -3.95% = 91% (20 products) 

 -0.06% - 0.75% = 9% (2 products) 
 -1.68% - - 5.58% = 91% (20%) 

Index-syariah (1 
product) 

 -3.17%  -4.47% 

Money market  NA12  NA 

  
If we look at the table above, we can see that the range of VaR at 95% is -0.03% - -4.14% and the range of VaR 
at 99% (conservative one) is at -0.04% - -5.85%, which is high. 83% of fixed-income funds VaR13 is below 1%. 
It means that the expected daily loss of fixed-income funds is less than 1% of net asset value (NAV). In other 
words, if we invest Rp. 100 millions in fixed-income funds, we expect the worst daily  loss of our funds is less 
than Rp. 1 million. Moreover, 70%, 15%, 9% and 5% of funds' VaR are less than 1% for protected funds, mixed 
funds, syariah funds, and equity funds respectively. Thus, if we put in a row from the smallest to the highest of 
VaR14 is that fixed-income funds, protected funds, mixed funds, syariah funds15, and equity funds.  It is not 
surprising since the composition of fixed-income fund has a large portion of bonds, which has the lowest risk of 
income. At the contrast, equity fund composes a large portion of equity which is the most volatile and risky one 
among all the instruments.  
 Looking at the length of funds, we find that the VaR value does not have any difference between funds 
which have less 1 year period and funds which have more than 1 year period16. It means that the return's 
volatility of the instruments relatively the same for 21 months17. Moreover, decomposition of funds are roughly 
the same    it is shown at the standard deviations of the funds; they have roughly the same standard deviations. 
 Now, let's move to the best funds18 in 2008 according to Investor Magazine. The lists of funds and their 
VaR at 95% and 99% are as follows:  

 Fortis Ekuitas (equity fund): -3.11% and -4.39% 
 Trim Dana Stabil (fixed-income fund): -0.26% and -0.37% 
 Danareksa Melati Dollar19 ( dollar fixed - income fund) 
 Bahana Dana Infrastuktur (mixed fund): -2.84% and -4.01% 
 Danamas Fleksi (mixed fund): -0.06% and -0.08%  
 Fortis Equitra (mixed fund): -1.35% and -1.9% 

Furthermore, the best funds based on 3 years performance and their VaR at 95% and 99% are as follows: 
 Fortis ekuitas (equity fund): -3.11% and -4.39% 
 Optima Obligasi (fixed-income fund): -0.22% and -0.31% 
 Danamas Dollar20 (dollar fixed-income fund) 
 Optima pasar uang21 (money market fund) 
 Bahana Dana Infrastuktur (mixed fund): -2.84% and -4.01% 
 Schroder Dana Kombinasi (mixed fund): -0.80% and -1.12% 
 PNM Syariah (mixed fund): -2.20% and -3.11% 

For the best funds based on 5 years performance and their VaR at 95% and 99% are as follows: 
 Schroder Dana Prestasi (mixed aggressive fund): -2.84% and -4.01% 
 Bahana Dana Selaras (mixed moderate fund): -1.81% and -2.56% 

All the best funds above have VaR in the range of -0.06% - -3.11% (VaR at 95%) and in the range of -0.08% - -
4.39% (VaR at 99%). Their value at risk are not at the highest and not at the lowest range of the overall funds 
shown at the table 2 above; they are at the middle range. It means that the fund managers are not too aggressive 
and are not too conservative either. 
 As mentioned earlier that the fixed-income funds have the lowest value at risk, and the equity funds 
have the highest one, I think it is worth it to look in to the composition of the best funds, the lowest and the 
highest value at risk each type of fund. Table 3 below describes the composition of the funds (produk reksadana, 
n.d). 
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TABLE 3: FUNDS COMPOSITION 

Name Type The best funds The lowest value at risk The highest value at 
risk 

Fortis ekuitas Equity fund  Money market: 1.35% 
 Bonds: 0% 
 Stocks: 98.55% 

- - 

Reksadana Mega 
Dana Saham 

Equity fund - -  Money market: 3.3% 
 Bonds: 0% 
 Stocks: 96.57% 

Reksadana Dana 
Sentosa 

Equity fund -  Money market: 
41.67% 

 Bonds: 0% 
 Stocks: 58.33% 

- 

Trim Dana Stabil Fixed-
income fund 

 Money market: 7.98% 
 Bonds: 92.02% 
 Stocks: 0% 

- - 

Optima Obligasi Fixed-
income fund 

 Money market: 0% 
 Bonds: 100% 
 Stocks: 0% 

- - 

Reksadana 
Premier Optima 

Fixed-
income fund 

- -  Money market: 
15.32% 

 Bonds: 3.15% 
 Stocks: 81.52% 

Reksadana Riau 
Income fund 

Fixed-
income fund 

                -  Money market: 
68.37% 

 Bonds: 31.63% 
 Stocks: 0% 

- 

Bahana Dana 
Infrastruktur 

Mixed fund  Money market: 
15.32% 

 Bonds: 3.15% 
 Stocks: 81.52% 

- - 

Danamas Fleksi Mixed fund  Money market: 0.44% 
 Bonds: 97.10% 
 Stocks: 2.47% 

 Money market: 0.44% 
 Bonds: 97.10% 
 Stocks: 2.47% 

- 

Fortis Equitra Mixed fund  Money market: 
47.75% 

 Bonds: 48.75% 
 Stocks: 5.44% 

- - 

Schroder Dana 
Kombinasi 

Mixed fund  Money market: 1.05% 
 Bonds: 73.34% 
 Stocks: 25.61% 

- - 

PNM Syariah Mixed fund  Money market: 1.3% 
 Bonds: 42.65% 
 Stocks: 56.03% 

- - 

Schroder Dana 
Prestasi 

Mixed fund  Money market: 
15.32% 

 Bonds: 3.15% 

- - 
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Name Type The best funds The lowest value at risk The highest value at 
risk 

 Stocks: 81.52% 

Schroder Dana 
Selaras 

Mixed fund  Money market: 11.13% 
 Bonds: 0% 
 Stocks: 88.87% 

- - 

Reksadana Mega 
Dana Kombinasi 
Dua 

Mixed fund - -  Money market: 
21.93% 

 Bonds: 25.69% 
 Stocks: 52.39% 

 
From the table 3 above, we will elaborate several points that we need to highlight:  

 equity funds: stocks instruments is the largest portion in Reksadana Mega Dana Saham which has -
4.145 value at risk (VaR at 95%). However, the composition is the same as the best equity fund (Fortis 
Ekuitas); the stocks choice might make different income22, such as dividend and capital gain. Fortis 
ekuitas has banks and telecommunication among its stocks, while Mega Dana Saham has majority in 
natural resources stocks. 

 Fixed-income fund: stock instruments is the largest portion in Reksadana Premier Optima which has -
3.13% value at risk (VaR at 95%). While for the best funds, bonds is the largest portion (almost 100%), 
and for Reksadana Riau Income Fund (the lowest of VaR), the portion of money market's instrument is 
the largest one (68.37%).   

 Mixed fund: overall, the funds which have a large portion of stocks will get a high value at risk, and the 
funds which have a large portion of bonds and money market will get a low value at risk. 

 In the last discussion, the value at risk above is a daily VaR. If we want to look at a monthly VaR, we 
can convert daily VaR into monthly VaR23. Table 4 below describes a monthly VaR of mutual funds. 
 

TABLE 4: MONTHLY VaR OF MUTUAL FUNDS IN INDONESIA 
 

Types of Funds VaR at 95% VaR at 99% 

Fixed-income funds 
(133  products) 

 -0.05%     -9.33% = 97% (124 products) 
 -10.10%     -14% = 3% (9 products) 

 -0.15%     -8.26% = 95% (127 products) 
 -10.34%     -19.78%= 5% (6 products) 

Protected-funds (132 
products) 

 -0.13%     -9.88% = 93% (123 products) 
 -10.13%     -14.46% = 7% (9 products) 

 -0.18%     -9.90% = 89% (116 products) 
 -10.05%    -20.42% = 11% (16 products) 

Mixed funds (87 
products) 

 -0.25%    -9.90% = 58% (50 products) 
 -10.07%    -17.18% = 42% (37 products) 

 -0.35%    -9.84% = 30% (26 products) 
 -10.09%    -24.26% = 70% (61 products) 

Equity (56 products)  -1.28%    -9.98% = 7% (4 products) 
 -10.64% - -18.52% = 93% (52 products) 

 -1.81% - -5.75% = 5% (3 products) 
 -14.10% - -26.15% = 95% (53 products)  

Syariah (22 products)  -0.19% - -8.40%  = 18% (4 products) 
 -10.10% - -17.68% = 82% (18 products) 

 -0.26% - -7.52% = 17% (3 products) 
 -1.68% - - 5.58% = 83% (19 products) 

Index-syariah (1 
product) 

 -14.17%  -20.01% 

Money market  NA24  NA 

  
At monthly basis, we can see that the range of VaR at 95% is 0.05% - -18.52% and the range of VaR at 99% 
(conservative one) is at -0.15% - -26.15%, which is very high, especially for equity funds (as expected). Thus, 
the investors/fund managers must be aware that the worst expected loss of mutual funds in Indonesia is quite 
high. 
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Conclusion 
 
Examining the worst expected loss of mutual fund in Indonesia by employing value at risk method finds that 
mutual fund is a quite high risk investment. We study that the range of value at risk at 95% (at 99%) is -0.05% - 
-18.52% (-0.15% - -26.15%) monthly; and -0.03% - -4.14% (-0.04% - -5.85%) daily. Equity funds place the 
highest value at risk since the most of the funds have highest portion in stocks. We also notice that fund will 
have a higher value at risk if the fund composition has large portion of stock in every fund type. Furthermore, 
value at risk of each fund is not determined by the length of funds. It means that the return's volatility of the 
instruments relatively the same for 21 months. In summary, the investors/fund managers must be alert that 
investing in mutual funds in Indonesia is quite risky one. Moreover, the most important thing is that the mutual 
fund companies must acknowledge the risk  to their customers. Thus, if the expected worst loss occurs, the 
investors do not get panicking.  The stability of financial market  is needed for the stability of Indonesia's 
economy. 
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End Notes 
                                                 
1 The return of CD is around 6.4%/year; bond is around 10%; stock is around 15%; and mutual fund according 

to the best performance of funds are as follows: fixed income funds (14.36% - 1,161.42%), syariah fixed 
income funds (7.68% - 14.21%), balanced/mixed funds (50% - 149.11%), syariah balanced/mixed funds 
(17.01% - 59.27%), equity funds (63.52% - 87.47%), syariah equity funds (29.90% - 54.96%), structured 
funds (12.77% - 36.52%), and index funds (59.09%) (portal reksadana, 2008). 

2 As noticed by Borensztein and Gelos (2001) that ―an individual crises shows that, on average, funds 

withdrew money one month prior to the events. The degree of herding among funds is statistically 
significant, but moderate. Herding is more widespread among open-ended funds than among closed-end 
funds, but not more prevalent during crisis than during tranquil times. Funds tend to follow momentum 
strategies, selling past losers and buying past winners, but their overall behavior is more complex than often 
suggested‖. 

3 Momentum trading is when investors/fund managers buy winners and sell losers. 
4 There is no such research in Indonesia 
5 The outside investors attempt to trade ahead of mutual funds in order to capture the temporary impact on 

prices of the traded securities. This activity cause security prices to move against the impending fund trade, 
thereby driving up the overall costs of securities trades and reducing the expected investment return. 

6 ―In the mutual scandals of 2003, mutual fund managers secretly obtain extra compensation by selling the 
right to trade at stale prices. But even before the scandals unfolded, some researchers were asking whether 
the size of management fees and other expenses in some mutual funds suggested that investors lacked the 
sophistication to take appropriate account of costs‖ (Mahoney, 2004). 

7 There is no information regarding to a trend of mutual fund fees and expenses in Indonesia. It might be due 
to this industry is relative young. 

8 It means that 95% of the time we would expect the maximum loss over a month (a year)  
9 The entire population (all mutual funds' products in Indonesia) is 471 products from 2nd of January, 2007 to 

29th of September, 2008  
10 Many thanks for Portal Reksadana, especially bapak Adityo Hidayat, for providing the data  
11 For the detail of calculation can be requested from the author. 
12 All the price/unit is the same from 2007 to 2008 (no price fluctuation). We are not sure why it happens, it 

might be simply wrong data quotation   
13 VaR at 95%, if we take more conservative one, VaR at 99%, 69% of fixed-income funds is at below 1 %. 
14 Var at 95%, it also applies to more conservative VaR, that is VaR at 99%. 
15 Most of syariah funds is equity funds, that is why the VaR is almost the same as equity funds 
16 Table 2 consists of both funds which have less than 1 year period and more than 1 year period. 
17 The data that I observe is 2 1 months (January 2007 – September 2008), however, some of the funds start in 

2008. 
18 With criteria as follows: risk and return, asset under management, the growth of the units, liquidity of 

portfolio, funds' fee, the degree of mutual funds' compliance on Bapepam (Indonesia SEC) and the 
cooperative behavior of the fund manager 

19 The data is not available, thus we can not analyze it 
20 The data is not available 
21 The data is not available 
22 And others criteria 
23 For the detail of calculation can be requested from the author 
24 All the price/unit is the same from 2007 to 2008 (no price fluctuation). We are not sure why it happens, it 

might be simply wrong data quotation 
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Abstract 
 
Trade liberalization has frequently been the centerpiece of an economic development strategy in developing 
countries. Trade liberalization often entails a reduction and unification of tariffs and relaxation of quantitative 
barriers, and may be accompanied or supported by currency devaluation and domestic tax reform. On devising a 
program of liberalization, policymakers are often hindered in forecasting tax revenues because of the uncertainty 
regarding the effects of trade liberalization and exchange rate changes on fiscal outcomes. The relationship between 
trade liberalization, the exchange rate, and tax revenue is therefore an issue of great practical importance. This paper 
examines this relationship in Iran. We perform Pesaran and Shin method to test this relationship over 1976–2006. 
These results support the notion that trade liberalization accompanied by appropriate macroeconomic policies can be 
undertaken in a way that preserves overall revenue yield. At the end appropriate strategies are suggested. Flush 
 
Key Words: Trade liberalization, Exchange Rate, Tax Revenue, Iran. 
 
Introduction 
 
The liberalization of trade is strongly advocated as the means through which economies can accelerate their 
economic development. The prevailing opinion in trade-policy spheres is that expanded trade leads to 
prosperity. Thus, the impact of trade liberalization on economic performance has been one of the topical issues 
of trade and development economics (Pacheco-Lopez, 2003). 

Proponents of trade liberalization argue that it will expand markets for products and services introduce 
competition, reduce transportation and production costs which all, in turn, stimulate exports, increase production 
and benefit workers. This proposition is, however, usually based on a relatively simple model and stylized facts, 
far from the reality of the complex, multi-sectoral linkages of an economy. Moreover, results from empirical 
studies are still inconclusive, reflecting the conflicting effects of trade liberalization. The actual impacts of trade 
liberalization may increase or decrease welfare in an economy due to the existing taxation on foreign trade and 
other economic distortions in the „border‟ and „domestic‟ markets, as well as in production sector. The global 
market can bring unemployment, skew income distribution, and endanger the environment. Although trade 
liberalization is supposed to bring about long-term benefits by allowing countries to reap gains from 
specialization in production on the basis of their comparative advantage, a number of problems may occur. 
These can take the form of: 
A balance of trade deficit (as lower tariff will encourage consumers to purchase increased quantities of the 
cheaper imports); a government budget deficit (the government receives less revenue from the lower tariffs and 
indirect taxes); overall there are several effects on domestic industries, distribution of income and welfare 
(Sugiyarto et al, undated). 

The argument of trade liberalization is premised on the welfare gains that are predicted by theory to 
result from such measures. In theory trade liberalization is expected to enhance efficiency in production, 
international competitiveness and increase the volume of trade (Ebrill et al., 1999). Among other arguments for 
trade restrictions, trade revenue is affected by the removal of trade barriers. However in theory the direction of 
change in revenue is ambiguous. So the elimination of tariffs may lead to trade reform while preserving revenue 
by broadening the tax base.  
According to Pritchett and Sethi (1994) higher tariffs create an incentive for importers to evade tariffs of seek 
exemptions. In turn, tax evasion affects the productivity of the tax system leading to a less than proportionate 
increase in tariff revenue. In the same vein, the reduction of tariffs may not always lead to a reduction in 
revenue. There is a possibility that lower tariffs may lead to an increase in the tax base by lowering the marginal 

mailto:kohansal1@yahoo.com
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benefit to avoid taxation, hence a rise in revenue following liberalization. Ultimately the elasticity of tariff 
revenue with respect to tariff rates becomes an important factor in determining the outcome of liberalization. In 
theory, the final outcome may also depend on factors such as the price elasticity as well as the types of imports. 
For example, in most developing economies a large portion of imports constitute necessary capital goods, which 
are unresponsive to changes in their prices. In such cases, a reduction in trade restrictions seldom has any 
significant influence on the volume of imports in particular. One factor that is important in determining the 
direction of change in revenue is the substitution and income effects that follow a change in the price of imports 
as a result of lower tariffs. If residents prefer foreign commodities to domestic commodities and given that 
markets are open to foreign competition, we can expect the international trade tax base to rise. This in turn may 
lead to an increase in trade tax revenue following a reduction in trade restrictions (Matlanyane and Harmse, 
2002). 

In the other hand, Changes in the exchange rate translate directly into changes in domestic collections 
from imports and exports. For a given level of imports or exports, a more depreciated real exchange rate would 
increase the base of trade taxes in domestic currency terms, which would in turn increase trade tax collections. 
To the extent that a real depreciation leads to a lower level of imports, this would offset to some extent the 
higher collections induced by higher domestic currency values. If aggregate elasticities of import demand were 
inelastic in the short run, then the valuation effect would likely dominate, leading to an overall increase in 
revenues from imports. A real depreciation would also tend to increase exports, which would lead to an increase 
in revenues as both the valuation and volume effect would support each other. In general, however, the tax 
effects on imports would dominate those on exports, since export taxes are insignificant in most countries today. 
In the short term, imports are also likely to adjust more quickly than exports to a change in the value of the 
currency, reinforcing the importance of changes in import collections initially.   

There are many studies dealing with macroeconomic impacts of import tariff reduction in economy of 
countries. Bautista and Thomas (1997) examined the impact of alternative trade policy adjustments on income 
and equity; they found that the worst possible situation for the economy as a whole would be to impose an 
import tariff. Cattaneo et al. (1999) simulated trade liberalization under fixed and free exchange rates, with 
possible compensation for the loss of tax revenue through an increase in taxation in the domestic market. The 
results obtained suggest the effects on income were very small. Davies et al. (1998) studied the short run 
consequences of trade liberalization in Zimbabwe and conclude that trade liberalization creates short run 
problems and this is the main reason liberalization has been so controversial. Chou et al. (1997) estimated a 
single-country model for Taiwan to evaluate the consequences of joining GATT. Results show that 
liberalization benefits the domestic economy significantly, with increases in GDP, consumption and welfare. 

More recently, the impact of the liberalization on trade tax revenue has been a subject of debate. There 
are concerns about existing ambiguity in both theory and empirical evidence on the relationship between trade 
liberalization and trade tax revenue in the global context. In theory, liberalization in the form of lower tariff 
rates and the simplification of rates causes direct trade tax revenue loss, on the one hand, but on the other can 
also amount to an increase in volume of imports, and hence the tax base and revenue. The net effect depends on 
a host of factors, including the initial trade regime and the extent of increase in demand for imports. Empirical 
studies confirm this ambiguous relationship suggested in theory (see Tanzi, 1989; Ebrill et al., 1999; Glenday, 
2000; Khattry et al., 2002; Agbeyegbe et al., 2003; Suliman, 2005). 

Iran has applied for membership in the World Trade Organization (WTO), and with the passage of the 
law for the third Five Year Development Plan on 5 April 2000, the government of Iran has committed itself to 
the use of the market mechanism as a means of regulating foreign trade. Iran began this reform process, 
however, from a highly distorted trade and exchange rate regime. The principal distortions are: non-tariff 
barriers, the dual exchange rate system, and highly subsidized petroleum product prices. While applied tariff 
were low, non-tariff barriers (in the form of import licenses) restrained imports of all goods. A dual exchange 
rate system prevailed in which the market rate was more than four times the official rate. Finally, petroleum 
product prices in Iran were only about 10% of world market prices. Reforms are proposed or contemplated in all 
these areas, but it is not studied how these reforms under trade linearization will affect the tax revenues of 
country.      

Iran's international relationships have faced a lot ebb and flow so that its efforts to reform its economic 
structures have not been welcomed internationally. As a result, the internal trend of reforms has encountered 
with instability as well (Gilanpour, 2006).  
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According to above discussions, studying the possible impacts of accession in WTO and consequently 
trade liberalization, are required because it will show the best way in front of policy makers in Iran and help 
them to manage various undesired aspects of process of trade liberalization such as government revenues from 
trade tariffs. So this paper attempted to find effects of trade liberalization and exchange rate on trade tax 
revenues of Iran. 
 
Methodology 
 
For the estimation, we consider two proxies for the degree of liberalization. The first is the traditional measure 
of openness, defined as international trade as a share of GDP. A higher ratio is taken to indicate greater trade 
liberalization. Ebrill et al (1999) and Adam et al (2001) employ the traditional measure of openness. The second 
is the collected tariff, measured by the ratio of import duties to the value of imports. With this measure, a 
decline in the index is taken to indicate greater trade liberalization (Agbeyegbe et al, 2004).  

In this study we focus on government revenue and expenditure relationship. Considering this point, 
Iran center bank data of 1976-2006 have been used. Variables were GDP per capita (GDP), share of agriculture 
in GDP (Agri), share of industry in GDP (ind), government consumption share in GDP (G), term of trade, 
nominal exchange rate (e), inflation, (X+M)/GDP (Index1), import revenue to the value of import (Index2), 
government tax revenue as dependent variable (tax). All equations have been estimated by Microfit 4.0 
Software. All variables are changed to constant of 1997.  

 
Cointegration 
 
The sample of this study is small, and then the bound testing approach to co-integration have been used because 
it is suitable for small sample size and were explored by Pesaran et al (1996) to examine the long run 
relationship variable. They suggested Unrestricted Error Correction Model (UECM) for testing co-integration 
between variables, and they showed this method is really suitable for small sample. Pesaran et al suggested their 
method based on Auto Regressive Distributed Lag (ARDL), and separated it to section: 
1- Co-integration test 2-estimate the long run coefficients. In first stage the relation between variables is tested 
and in second stage the coefficients are estimated.  
So ARDL model is changed to error correction model like below: 
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K is the number of variables.   Is the difference operator, 0  is drift, 1  is the time‟s coefficient,  and   

are long run multipliers. The co-integration test hypothesis is: 
 

0:0 iH   

If the null hypotheses is rejected, then there is long-run relation   between variables, but is accepted 
there is not any long-run relationship between variables. The F-test which has a non- standard distribution 
depends upon: 1- the non-stationary properties of the data 2- the number of independent variables and 3- the 
sample size. The critical values are available in Pesaran and Pesaran and Pesaran et al (2001). 

Two sets of critical values are generated. One set refers to I(1) series and the other for I(0) series. here, 
the critical values for I(1) series are referred to as the upper bound critical values while the critical values for 
I(0) series are referred to as the lower bound critical values. When the calculated F-statistic is greater than the 
upper bound critical values the null hypotheses of “no co-integration” is rejected, and when the calculated F-
statistic is lower than the lower bound critical values the null hypotheses of “no co-integration” is accepted. 

 
Estimation: 
For being sure about that which our variables are I(0) or I(1), stationary was checked by using ADF test. The 
results of this test are reported in table 1. Results show while TOT, Inflation, Index1, Index2 and Tax are 
stationary in their level (I(0)), GDP, Agri, Ind, G and e are stationary in their first level (I(1)).  
 

(1) 

i=0, 1…, k 
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TABLE 1: RESULT OF ADF TEST  

Variable DF CV Variable DF CV 

GDP  -2.52 -2.96 GNP  -2.91** -2.62 

Agri -1.27 -2.96 Agri -3.88* -2.97 

Ind -1.28 -2.96  Ind -3.35* -2.97 

G -0.95 -2.96 G -4.31* -2.97 

TOT -3.16 -2.96 ----- ----- ----- 

e -0.32 -2.96  e -3.54* -2.97 

Inflation -3.68 -2.96 ----- ----- ----- 

Index1 -4.25 -2.96 ----- ----- ----- 

Index2 3.65 -2.96 ----- ----- ----- 

Tax  4.37 -2.96 ----- ----- ----- 

*at 5% significance level 
**at 10% significance level 

 
It was told which UECM is used in order to test co-integration between variables. Table 2 shows the 

results of UECM model estimation. F statistic of our model is 10.42 ( F 10.42) which is more than F statistic 
in upper level of table that was suggested by Pesaran and Shin (1996), it reveals that there is a long-run 
relationship between variables because the calculated F-statistic is greater than the upper bound of critical values 
therefore the null hypotheses of “no co-integration” is rejected. Estimation did not have appropriate response to 
index1 (as a traditional index for liberalization).  
 

TABEL 2- RESULT OF UECM METHOD 
t-statistic Coefficient  Variable 
-2.0447** -25415.7             C                      
1.2608 0.22123 Dtax (-1)          

-.36879 -658556.7             DGDP (-1)        

-1.1286 -202506.1            Dagri (-1)                    
0.57586 70689.7            Dind (-1)                    
-0.12004 -3705.4             DG(-1)                    
0.81104 0.038428             DTOT(-1)                    
-1.3930 -1.1161              De(-1)                    
-1.6188* -80.0714             Dinflation(-1)                    
-1.8659* -264118.4            Dindex2(-1)                    
-3.7719** -1.2285              tax(-1)          
2.1415** 3491186 GDP (-1)        
1.6466* 245308.5            agri (-1)                    
-1.7218* -246123.1            ind (-1)                    

1.3111 37228.3             G(-1)                    
-1.6* -0.11968             TOT(-1)                    

2.6324** 1.7449              e(-1)                    
1.5079 146.5982             inflation(-1)                    

3.7837** 345255.6             Index2(-1)                    
F=  10.4281 

*at 5% significance level 
**at 1% significance level 
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CUSUM test shows that estimated coefficients in our sample are stable at 5% significant level. The results of 
CUSUM test is shown in figure 1. (Note: the year of 1355 and 1385 is equal to 1976 and 2006). 
 

 
FIG.1: RESULT OF CUSUM TEST 

 
Elasticity estimation: 
 
Pesaran and Shin (1996) showed that UECM estimates consistent estimations from long-run coefficients that 
they can be used for calculating long-run elasticities. Thus in this study after estimating the model, long-run 
elastisities were calculated. 
  

TABLE 3-LONG-RUN ELASTICITY 

Elasticity Variable 

0.632296 GDP 

0.801339 agri 

-0.72414 ind 

0.227481 G 

-0.07595 TOT 

0.127796 e 

0.1017 inflation 

1.166905 Index2 
 

Table 3 reveals the result of elasticities calculation. It shows by increasing 1% in GDP the amount 
government tax revenues will pill up 0.63%. Considering the table, while the share of agriculture in GDP 
increases, the amount government tax revenues will increases too, increasing the share of industry in GDP will 
decrease government tax revenues. Government consumption expenditure has positive effect on government tax 
revenues. Term of trade has negative elasticity and shows when exports increase more than import the 
government revenues will reduce because tariffs revenues will be less than before. The elasticity of nominal 
exchange rate has positive sign and indicates by increasing nominal exchange rate which will make money 
devaluation, other countries goods price will be high for Iranians and therefore import will decrease. By 
decreasing import the achievable government revenue because of imported goods will reduce. Inflation has 
positive effect on government revenues because it will increase the price of domestic goods, however world 
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price will be lower than domestic one, thus Iranian imports increase and government tariff revenues of imported 
goods will pill up. Index2 which made by import revenue to the value of import, shows the degree of 
liberalization. This index shows a decline in the index is taken to indicate greater trade liberalization; therefore 
more liberalization makes less revenue for government. 
 
Conclusion 
 
The main aim of this study has been exploring trade liberalization, exchange rate and tax revenue relationship in 
Iran. To test the co-integration between variables, we use the UECM. The results of this model showed that 
money devaluation is a policy in order to face decreasing government tax revenues moreover liberalization will 
decrease Iran's government revenues because after liberalization, Iran should decrease and omit tariffs of 
imports gradually. It might be a threat for welfare. Nowadays that Iran is not the member of WTO is a good time 
in order to prepare for this condition and decision makers should provide and apply some methods to face 
decreasing of the government revenues. 
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Abstract 
 
Microcredit is a financing tool used in Developing Countries (DCs) that provides loan concessions to poorer members 
of the population who would otherwise have difficulty accessing traditional financing from banks.  
The Microfinance Institutions (MFI), the institutions that provide this service, consulting with the poor (as 
characterised by a low-level of education and 'insufficient managerial knowledge'), offer support that is considerably 
greater than the offer of credit. This encompasses a set of relevant ajunct services such as technical-management 
structuring and auxiliary aid for creating commercial networks. 
With the worsening of living standards in industrialised countries one imagines that microcredit could also be a tool 
for economic growth in Italy and that the Cooperative Credit Banks (BCC) [Banche di Credito Cooperativo] could 
act as intermediaries through which the whole concept can be managed.  

 
Introduction 
 
Microcredit is a financing tool used in Developing Countries (DCs) that provides loan concessions to members 
of the population who would otherwise have difficulty accessing traditional financing from banks. The latter can 
be distinguished either by the consistency of the operations, or by the kinds of investment and initiative that it 
supports. The main aim of microcredit lies in an attempt to overcome the limits in the provision of financial 
services should the applicant be paying in conditions of poverty. The institutions that provide this service in 
DCs and that, in more general terms, deal in microfinance (Microfinance Institutions, herein referred to as 
MFIs) for the poor (characterized by a low level of education and insufficient managerial knowledge), offer 
them a wider support that comprises important additional services, such as technical and managerial training or 
help in the forming of commercial networks.  

In fact, the freeing from poverty and the improvement of living conditions have become dependent 
variables of a function aimed at the development of independent business activities, set up through reduced loan 
amounts.  

As a result of its rise in global importance, microcredit has become a major tool to combat poverty.  
For this reason, and subsequent to the deterioration of living conditions and the increase in the so-

called “new poor” that has characterized Europe and Italy in recent years, which relates to this current study, it 
is considered that microcredit could also be a means of incentivising development in our own country.  

In this study an in depth understanding (theoretical and practical) is born out on the interaction between 
microcredit and credit cooperation in order to find strengths and weaknesses of this potential combination. The 
findings that have emerged from a study of the relevant literature have suggested that it may be necessary to 
define in advance the "state of the art" and the willingness of the cooperative credit system to implement new 
types of loans aimed at immigrants.  

Having outlined the objectives and methodology, the work was divided into three sections: 
the first questions the assumption that relationship lending could be the model that summarises the 

following relationships: “Cooperative Credit Banks (BCC [Banche di Credito Cooperativo]) - small enterprises” 

and “MFI - microenterprise”, 
the second highlights the critical relationship of the bank and small enterprise in Italy, 
the third makes a comparison between the elements that have determined the success of Agricultural 

Credit Unions in Italy with the characteristics of microcredit in DCs in order to idealize a product of microcredit 
to be offered by the Italian cooperative credit system. 
 
Objectives and Methodology 
 
The aim of this work is to demonstrate that the network of BCC in Italy is the best system to offer credit and 
financial products that meet the canons and principles of microcredit in DCs, especially the Grameen Banki 

mailto:p.stefanizzi@economia.unile.it
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model. To achieve this result a comparative analysis was carried out (incorporating relational, environmental, 
technical and operational factors) on the interacting systems 'credit institution – fund borrower' that determine 
either credit cooperative or microcredit and allow two different models on offer to be weighed up equally. To 
such end, the national and international literature was reviewed with primary interest regarding the models for 
determining creditworthiness by the BCC in Italy and the Micro Finance Institutions (MFI) in DCs. 
Subsequently the critical factors that characterize the BCC - enterprises and MFI - microenterprise relationships 
were analyzed.  

Attention was then shifted to the preconditions for the success of the Credit Unions (hereinafter CR 
[Casse Rurali]) ii in Italy, in order to find useful analogies with what is happening at present in DCs and what 
could potentially occur in Italy if a microcredit product were directed at immigrants. From the model of Galassi 
and Cohen (1996) the concordant elements in the success of Credit Unions in Ireland and of group lending in 
DCs were pinpointed. 
 
1. Relationship Lending  
 
1.1 Overview 
 
The literature on bank financing of businesses shows the existence, basically, of two distinct models: the 
transaction-based lending and relationship lending.  

The first type of model is characterized by the fact that the decision-process for granting of credit, by 
the banking system, is derived from information that is formal, structured (hard information), publicly available, 
easily retrieved and processed, relative to the counterparty and / or the quality of the assets given to guarantee 
the loan. Several factors, including, in particular the widespread obscurity of information and the lack of high 
quality assets to provide a loan guarantee, make this form of financing scarcely available to smaller size and / or 
newly established companies.  

Relationship lending, however, presupposes a very tight credit and long-term bank and company 
relationship that is remarkable for the informative nature of its purely private and confidential content. The 
decision to grant or renew credit by the bank is, therefore, based mainly on confidential information, prone to 
subjective interpretation (soft information), and obtained through mediated interactions repeated over time, 
whether through the company (via an articulated and complex report based on a variety of financial services 
rendered) or with the relevant local community (Cosma, 2004).  

Assuming that the technical and administrative effectiveness of any intermediary depends on their 
ability to manage customer information, it appears that if the recipients of bank loans are small businesses 
(usually marked by obscure finances and little incentive to provide information to the market), the model more 
frequently used is the relationship lending one as it increases the importance of the relationship with customers 
and, therefore, the management of specific information obtained in the course of time relating to the individual 
customer (Cosma, 2002). The intensity and exclusivity of the banking relationship are transformed into benefits 
in terms of lower costs for selection and control (for the bank) and lower research and movement costs (for the 
customer). Numerous empirical studies have found that the adoption of relationship lending in the banking - 
small business relationship provides important benefits, particularly when there is strong asymmetry in 
information,iii such as: 

 better contractual conditions whether in terms of cost of financing and availability of credit or 
of smaller requested guarantees (Petersen and Rajan, 1994; Berger and Udell, 1995; Harhoff and Körting, 1998; 

Scott and Dunkelberg, 1999), 
 increase in the availability of credit in times of greater demand or temporary financial 

difficulties (Cole, 1998; Machauer and Weber, 2000; Fernando Chakraborty and Mallik, 2002), 
 anti-cyclical function or, in other words, “protection” in terms of price conditions for financing 

against the effects of restrictive monetary policies (Berlin and Mester, 1998; Ferri and Messori, 2000), 
 more flexibility in the relationship and, therefore, greater possibility of renegotiating the 

contractual terms and technical form of the loan (Petersen and Rajan, 1994 and 1995), 
 improvement in the reputation of the financed enterprise. 
The costs and the risks for the enterprise resulting from the application of this model are: 
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 an information monopoly (hold-up) by the bank that could lead to the “capture” of the 

customer (who becomes informationally captive, that is imprisoned from the informative point of view) and 
tightening of the conditions of access to creditiv (Sharpe, 1990), 

 soft-budget constraint, to the extent that the loan bank, driven by the need to recover 
previously granted credit, be induced into providing additional funds in situations of potential default (Di Salvo, 
Lopez, Pezzotta, 2004). 

It has been shown (Di Salvo, Lopez, Pezzotta, 2004) that the advantage for small banks to adopt the 
model of relationship lending in dealing with smaller firms stems from their basic organizational structure, 
which creates more incentive to manage the unstructured information and poses fewer agency problems, thus 
shortening the hierarchy through which information passes. The deeper understanding of the economic and 
financial conditions of the enterprises, beyond the quality of their investment plans, comes from the acquisition 
of soft information from the branch manager / loan officer who become the holders of strategic information on 
the enterprise and the corresponding local community. The potential of exploitation in this role is, however, 
founded in a trade-off between the need to recognize a high autonomy in individual decision-making on the 
funding plans and the pursuit of agency cost minimizationv. Small banks relying on their basic organizational 
and functional structure and their local character may have an advantage in dealing with such a trade-off than 
the larger banks; an advantage translates into more incentives for the branch managers to accumulate soft 
information and lower agency costs for the bank.  

Specifically, the factors that contribute to defining this benefit can be summarized as follows:  
- greater permanence of loan officers at the same branch (with an additional incentive to accumulate 

information about the businesses in the area),  
- less dependence of the individual bank loan officer on the maintenance of local information assets that 

they have accumulated. This is resulting from a greater uniformity between the bank and production 
network,  

- lower costs, in terms of loss of relevant information linked to the transmission of information on 
business customers within the different structures of the bank,  

- less information problems between loan officers and management and between the latter and 
shareholders.  
Moreover, it was shown that the increase in the degree of competition in the banking and financial 

markets tends to encourage small banks to invest further in these credit relationships because, due to the high 
barriers of an informational nature, relationship lending is less vulnerable to competitive pricing than 
transaction-based lending (Yafeh and Yosha, 2001; Berger and Udell 2002, Degryse and Ongena, 2003). 
 
1.2 Relationship Lending and BCC 
 
The intensity and the degree of exclusivity that characterizes the BCC-small businesses relationship seem to 
identify a way of "banking" that responds fully to the theory of relationship banking (Di Salvo, Lopez, Pezzotta, 
2004). In fact: the BCC commonly relate to their customers in more direct way, especially for companies that 
rely on a single bank, to the growth with the company which decreases the likelihood that the BCC is chosen as 
a reference bank. This also applies to companies that do not show a high interest in credit, that the probability of 
choosing a BCC increases significantly for businesses that give importance to bank initiatives in the territory 
and localised accessibility and the likelihood of being a BCC customer is greater in concentrated markets where 
the presence of BCC is relevant. It does not diminish with increasing dynamism in the local market, client 
companies of BCC see a greater relevance in the knowledge used in the granting of credit (the strategic 
management of soft information), the most "opaque" are more likely to choose a BCC and the BCC business 
customers seem less likely to feel “rationed” and receive a refusal to an application for a loan. These results, in 
line with most studies on the subject, in addition to confirming the validity of the role of local banks, offer the 
opportunity to reflect on the relationship between relationship lending and competitive dynamics. While on the 
one hand it is believed that competitive pressures tend to invalidate the enduring relationship between bank and 
company, on the other hand, its greater specialisation on relationship lending is seen as a possible response to 
price competition. The latter theory, then, means that the role that local banks supply the needs of a business 
network (not only territorial but also social, such as the community of small businesses run by immigrants) is 
characterized by a greater number of small enterprises that cannot be covered with the same efficacy as other 
intermediaries.  
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It is also not an underestimation the fact that, in Italy and, more generally, in countries where credit 
cooperation has been successful that the legal form of a cooperative society has offered its community the 
benefit of the effects from peer monitoring (mutual control between members) and the mechanism of social 
sanctions (Di Salvo, Lopez, Pezzotta, 2004).  

Empirical evidence has also shed light on the highly competitive capacity of the Credit Cooperative to 
mediate traditional creditworthiness in the small business sector (Di Salvo, Guidi and Mazzillis, 2004). The shift 
of customers towards BCC is mainly associated with better access to credit than that offered by other banks. 
Further factors for attraction to the BCC are the greater availability of personnel, the ability to provide advice, as 
well as by the convenience of the branch location. 
 
1.3 Relationship Lending and Microcredit  
 
It can be noted in the relevant literature that the success of microcredit is due to the ability of the MFI to 
institutionalise some of the common processes of the informal credit market into a product that has clear bank-
like characteristics This is achieved through the constant monitoring and continuous analysis of the behaviour of 
their customers, retraining and redefining the way it acts on the basis of information gathered on the reliability 
of potential customers. This information that is private and confidential, being the exclusive preserve of those 
who live in the same community, is at the same time at the core of the microcredit / banking relationship. The 
updating of the wealth of knowledge and experience from among the scheme participants in a microcredit 
project and between them and the community to which they belong constitutes one of the most important factors 
on which the resulting model of credit risk is based. As it is with the BCC, at the base of the organizational 
pyramid of the MFI there is an elementary structure that surrounds the "village manager" (loan officer) who acts 
for the institution in the territory and has a thorough knowledge of all those belonging to the various credit 
groups; their problems, their ambitions and their abilities. The holding of soft information becomes strategic 
especially in cases of regular non-repayment of loans because it allows one to discern, with a good degree of 
approximation, customers defaulting from those in real difficulty.  

The particular work of the loan officers of the MFI allows a greater closeness, not only informatively 
and in moral support, but also more importantly in physical closeness to their customers (often operating in the 
streets or meeting applicants directly at home or at their workplace, thus removing any physical or personal 
barrier). This implies a quite peculiar way of "banking" and it is difficult to conceive by those accustomed to 
working in the formal credit market. For these reasons, the interbank mobility of the “village managers” is very 

low and it further settles information assets to the point of considering them substitutive collateral for the real 
and personal guarantees necessary to gain access to the formal market.  

The strong personalisation of the relationship also allows entrepreneurs to obtain the best possible 
contract terms whether in terms of financing cost or availability of credit. 
 
2 Criticality in the Bank - Small Relationship Enterprise 
 
If relationship banking turns out to be the better methodological approach in the “BCC-small enterprises” and 

“MFI-microenterprise” relationships, then the attempt by the Italian Credit Cooperative to deploy a microcredit 
product directed at immigrants can be welcomed (Quarta, Stefanizzi, 2008).  

The distinctive feature of these firms is their small size, in fact, they often start up as sole proprietors, 
have a small number of employees and operate in mature sectors. Consequently, it was considered useful to 
analyse the literature in terms of the criticality of financing of small enterprises in Italyvi.  

The factors affecting the choice of a credit institution by a company are primarily attributable to the 
assured willingness to extend credit, the standard terms offered, the timeliness, operational efficiency, personal 
knowledge and to the extensiveness of the range of financing options. With reference to the factors for success 
in obtaining credit, businesses indicate how crucial the provision of guarantees, the financial results achieved by 
the company and contractor„s reputation are; elements that reflect a kind of guaranteeing approach by the banks. 
Of significantly less consideration, however, is the interest in the prospects of the markets in which these 
companies operate, pointing to the lack of attention that the banks reserve for qualitative information such as 
market structures, the characteristics of investment projects and production processes of companies.  

Empirical research (Cipolloni, 1995), conducted in the specific area of credit cooperation, have 
revealed a greater propensity by the BCC to support the credit needs of small and very small businesses, a 
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greater tendency to support specific areas of activity(crafts and agriculture), a lower average unit value of loans 
and a higher presence in non-urban areas. These findings confirm the view that local banks offer coverage to the 
financial needs of customer segments that have been prevented or severely limited access to credit by large 
financial intermediaries.  

It was further revealed that a more contained credit exposure of the small banks which depend on the 
proximity (not only physical but also social) to their market and, therefore, a more thorough knowledge of the 
entrepreneurs (thanks to the timely, continuous and systematic flow of information received on behalf of the 
client), with a lesser burden on the relationship and greater stability in relations. The cooperative way still offers 
other potential benefits, such as knowledge about applicants before granting financial assistance, increased 
monitoring of borrowers, whose solvency is held by its members and the low interest in the competition because 
of its classification as a "member".  

The elements that are considered crucial in the consolidation of the small bank - small business 
relationship have a high quality and are strongly linked to personal relations existing between entrepreneur and 
bank employee. In this sense, the degree of job security of staff and the varying susceptibility to turnover in 
branch directors (in the light of the role they play in the creation and management of soft information) acquire 
great importance. This is related to the relative job stability of managers in terms of duration, which appears to 
make the BCC standout from the other banks (Andreozzi, Angelini, Di Salvo, Ferri, 2004).  

The BCC attribute to the factor "reputation as an entrepreneur” a value comparable to that of economic 

performance and financial results of a business. In regard to the checking stage, most of the BCC seem to follow 
a traditional practice mainly based on annual updates of the same information provided at the time of the 
original granting of credit and on a more restrictive interim report (Di Salvo, Lopez , Pezzotta, 2004).  

The increase in time of knowledge assets concerning debtors reduces the unevenness of the information 
held and produces a more efficient allocation of credit, improving cost conditions and reducing liquidity 
constraints.  
 
3 From the Success of Credit Unions to the Success of Microcredit 
 
Galassi and Cohen in 1996 found that the capacity of Credit Unions (CR) to effectively manage the problems 
associated with moral hazards and adverse selection could be a useful reference for similar forms of microcredit 
in Third World Countries. The contribution of such authors has ended, but the analysis of the reasons for the 
success of the credit cooperative in Italy are, they have argued, that the CR have managed to broaden its 
customer base in fragmented and risky markets as the campaign's end '800, thanks to its ability to filter (in a 
more appropriate way than the larger lenders) entrepreneurs for funding and to contain operating costs.  

In this part of the study, the ideas offered in that and adapting the model used for analysis, we tried to 
delineate the strengths and weakness of an innovative instrument of microcredit which, in Italy by traditional 
operators and directed credit to target immigrants, can act as an important tool to combat poverty. In other 
words, broken down by the elements that have defined the success of the credit cooperative in Italy, it has 
sought to understand whether there are similarities with the success of Grameen Bank, in order to understand 
whether the BCC and the evolution of the Credit Unions may be the institutions that can represent the brokers 
able offer a new microcredit tool in Italy. 
 
3.1 Basis of Success of the Credit Unions 
 
The relevant literature (Zeller, 1994; and Guash Braverman, 1986) defined the “formal market” as the credit 
market in which employers and funds are willing to accept a collateral whose value exceeds that of the capital, 
the interest and the transaction costs, regardless of fortuitous events and the individual performance of the 
borrower, those who were difficult to verify reliability and collateral of modest or even nonexistent (the poor, in 
essence) they would be excluded.  

The informal credit market stands on these inefficiencies in the banking system, the informal lenders 
are not immune to the problems of moral hazard and adverse selection but relying address to a highly personal 
relationship with their entrepreneurs. In informal credit, screening is performed by "incorporating" a reliance on 
a network of social and personal relationships and bonds that offer the service provider the means to commit 
based on the reliability of the borrower.  
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For this, informal providers extend credit only to entrepreneurs who are part of a certain social context 
because outside of that the cost of screening would become prohibitively expensive in relation to the size of the 
loan. The high transaction costs (collection, evaluation and updating of the information required to make an 
effective client selection) that are incurred in screening can only be dealt with through a detailed and specific 
knowledge of the borrower and can be a real barrier to accessing the formal market and, in fact, can create pure 
profit for moneylenders.  

To understand what is actually exposed, the lending rate formula is referred back to, which balances 
the model under investigation, yielding several steps: 

ix
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in which  
r represents the interest rate of the debtor paid by the intermediary to obtain deposits; 

wl1 represents the cost of the wages (w) paid to the employees (work load, l1) which deal with the 
stages of acceptance and administration of the loans; 

rke represents interest on the net worth of the cooperative (made up from the contributions of its 
members); 

wlo represents the cost of wages (w) paid to employees (work load, l0) involved in the screening; 
xi represents the size of the ith loan. 
The first derivative of the balanced lending rate in relation to the size of the loans is:  
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Having a negative value, it indicates that as the size of the loan increases, the lending rate decreases, so 
reducing the cost of formal intermediaries in granting funding to small entrepreneurs. Also, the indivisibility in 
fixed costs (rke and wlo), due to the reduced size of the loans, would require providers to raise the cost of capital 
at this point to be made to oust the small entrepreneurs from the same market. The containment of costs in the 
numerator of the ratio mentioned in (2) is the source of an advantage enjoyed by informal lenders, more 
specifically, it refers to the special arrangements for screening and the consequent reduction in costs, as 
informal lenders link the creditworthiness of a person to information from the dense network of relationships 
and social relations in which they have been entered at the local level.  

Lending by small entrepreneurs in the formal market is not only held back by the high unit costs of 
loans, because there are also limitations arising from the collateral required for its acquisition. Normally a credit 
limit is imposed on each borrower which is at least the value of their assets to ensure the proper repayment of 
the loan (indicated in the model with Ai), which is why to a poor borrower with no property, formal credit is in 
fact precluded.  

Returning to the organizational and institutional cooperatives, which differ from the other alternative of 
"doing business" by its strong social and participative membership, the difficulties associated with this claim are 
attributable to the problems of moral hazard and free-ridingvii that have influenced the rise in credit cooperatives 
in Ireland, in the period before the First World War and, more recently, in some DCs. 

The Italian CR have cornered the local informal markets, overcoming the problems previously 
revealed, thanks to a comprehensive internal organization based on stringent criteria for screening members, 
accurate definition of property rights within the cooperative, adoption of strict associative criteria, proceedings 
to expel from the cooperative individuals inclined to detrimental behaviour, provisions for heavy sanctions on 
entrepreneurs who jeopardize its financial stability and, consequently, that of the cooperative credit. Similarly, 
to what happened to the informal lenders, the CR have also limited the scope to limited geographical areas with 
a reduced variability of local conditions and a high awareness and appreciation of the other members.  

With the above model, Galassi and Cohen have shown that the balance between the economy in the 
cost of the loan and the disadvantages associated with small cooperatives is due to the fact that the members 
provide some of the elements are often difficult to obtain because they are intangible (information, knowledge, 
experience, etc.). This leads to economies of scale in the administration of loans. It is not be underestimated that 
the members form the principle market for the collection of monetary resources for reinvestment in the same 
area, serving, simultaneously, the same role as creditors, debtors and members of that organization.  

The model of choice for the borrower provides two solutions:  
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1) to obtain access to credit at lower cost than they would have incurred through the informal 
market, for the provision of input into the cooperative at prices lower than that of the market or even without 
any compensation,  

2) required to market prices for their input in the face of high interest rates on loans. 
The logic of the model provides for the membership of the cooperative if the opportunity-cost of time 

spent, but unpaid, in the cooperative is at least equivalent to the savings on interest payments made to the 
cooperative, benefitting from lower interest rates. However, as lower interest rates allow the borrower to make 
more investments, the benefit deriving from the first option is greater than the simple difference between the 
interest rates of the cooperative and alternative ones multiplied by the value of the loan because it includes the 
additional output generated by an increased capital investment (for simplicity, the latter element was not 
included in the algebra). In algebraic terms, the authors have made use of a levelling out of the functions for the 
income of entrepreneurs, assuming the limitation that requires a loan lower than the guarantees ( ii Ax ). 

If the borrower does not enter into a cooperative credit but uses an informal lender or a bank, its 
function of income is of type:  

)xrwl()x,l(qB i
*
aia      (3) 

If the borrower enters into a credit cooperative, its function of income is of type: 

i
*
ccic xr)ll(w)x,l(qB          (4) 

in which: 
q(l,xi) is the production function of the borrower (unchanged in both situations), assuming that the 

funding of business resulted from debt; 
lc amount of work that the borrower employs in the cooperative in order to belong to it, without it being 

paid for; 
ra

*  rate of interest on loans used by entities other than the cooperative (bank or informal lender), 
ra

* interest rate on loans charged by a cooperative. 
A potential borrower has an interest in joining a cooperative creditviii if: 

i
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In short, the individual grant to join a cooperative, for a given investment project, depends on three 
factors: the opportunity cost of labour, the difference between the interest rates charged by other providers and 
the rates applied by the cooperative, productivity capitalix. Increasing rates of wealth and more capital-intensive 
production reduce the benefits that come about from membership of a cooperative. Moreover, the rise in the 
number of members increases the costs of screening and monitoring out of proportion for all members 
(members always have a greater workload apportioned so they effectively perform their assigned operations) 
and this makes it less attractive to join the cooperative. So there is an optimal determinable size for a 
cooperative in the opposing costs of screening when rapidly growing a more diverse portfolio. 

To express these findings in algebraic terms, a case of non-fulfilment of duties by entrepreneurs in the 
cooperative is assumedx.  

In so much as can be assumed the screening of the lender is in the initial phase of the process to grant a 
loan aimed primarily at excluding entrepreneurs who are potentially prone to default on payment. The resources 
used for this purpose are indicated by L0. The characteristic shape of the function (L0= L0(M)) is crescent (first 
derivative >0) and convex (second derivative >0), indicating that accentuated rate of increase in the cost of 
screening to the rise in loan numbers. To increase the number of loans, however, the lender may reasonably rely 
on a "best" portfolio, due to the increased number of loans that have gone well, simply by virtue of the increased 
diversification of the portfolio. If P is the number of loans repaid regularly, this variable may be represented by 
an increasing function (first derivative >0) and concave (second derivative <0) of the total number of loans, 
P=P(M), which means that the number of repaid loans increases, but in a way less "rapid" than as compared to 
the total loans). The formula of the rate of interest of balance (1) is conditional on these two new elements: 
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L0 and l1 indicate the investment (in terms of loaned work) born by the cooperative members (lc) for the 
provision of information, knowledge and control of the loans. The benefits arising from the cooperative (in 
terms of interest rate balance paid r*) decreases with the labour required of its members (because the numerator 
of the previous proportion grows more rapidly than the effect of portfolio diversification does on the 
denominator), namely to increase the number of new loans and thus the number of potential new membersxi. 
 
3.2 Conditions for the Success of Microcredit in Italy 
 
In light of the evidence revealed, it seems useful to ask whether the success of the Italian CR recourse to 
microcredit (as operated by Grameen Bank) and whether it is replicable by the BCC in Italy to the benefit of 
immigrants. To this end, it has been used as a rationale for comparison between the two experiences and, in 
particular, between the operation of the CR and groups lending. It is unfortunate that the elements of 
comparison are situated in differing organization bases, as the CR were independent institutions that would get 
together on unique association occasions and within a particular territory for all those who wished to join, while 
groups lending represent the more complex end of the organizations, governed by the MFI, which hold the 
functions of regulation, planning and management of those groups.  

CR and groups lending are also different in their dimensions, in fact, whereas the CR started off small, 
growing in tandem with the slow growth of their community (for the reasons set out before), the MFI quickly 
became the reference of entire nations or more nations, deforming in their characteristic size and the nature of 
the relationships with each customer and translating the decisive importance of these elements at the last stage 
of the organization into the single groups lending.  

Elements of convergence between the experience of the CR and MFI can be found in the ownership (in 
fact, major shareholders are the clients / creditors / debtors) and attention to improving the sustainability of 
relationships with customers. In regard to the latter, the literature has treated the development of forms of "credit 
consortium", tested in Italy and based on collateral services through initiatives of pooling syndicates among 
potential beneficiaries, like those of groups lending and other forms of "rolling" credit that have emerged in 
DCs (Besley, Coate and Loury, 1993; Besley and Coate, 1995).  

With the terms of comparison defined, the analogy continues following precisely the characteristics of 
success of the credit cooperative in Italy compared to what is happening in DCs.  

As noted, the resolution of the problem of imperfect information and free-riding has been addressed by 
the CR: resorting to a complex administration of relations between members / debtors / creditors and limiting 
the scope of the territory, whilst proclaiming the importance of the circulation of information about the 
creditworthiness of each member.  

These same conditions are also the basis of microcredit, as the act of solidarity of all the members of 
each group lending and to each group lending in society permeates the operating philosophy of the 
intermediaries that offer this credit tool whose principles of operation are based on peer selection, joint liability, 
peer monitoring and social enforcement.  

In summary, the groups also claim the reduction of incomplete information is the result of a balance 
between a simple and functional organization; one that is hierarchically structured for intermediate levels, 
information-oriented, respectful, and beyond the often unwritten regulations, customs and social norms, the 
violation of which involves the exclusion from the life of the community. As is suggested, there are interesting 
confirmations in the literature that deal with cooperation credit and development of poor countries. Varian 
analyzed the act of peer monitoring with reference to its Grameen Bank.  

The reduction of operating costsxii supplied by the same members of certain strategic inputs (often 
intangible and with immediately reference to information on the quality of entrepreneurs), represented the 
competitive advantage of an economic nature of the CR compared to the banking system, cutting down on 
transaction costs. For microcredit this benefit is related to yet more intangible characteristics and closely related 
information about the proper observance of rules and regulations by members of a community, considered 
impossible by the entrepreneurs to carry out their work given the conditions of poverty into which they had 
fallen. The containment of loan rates, for the part related to costs associated with employee screening and 
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monitoring (lc), is financed by foreign capital (NGOs, World Bank, International Monetary Fund) or by local 
organizations that have managed to free themselves from severe conditions of poverty. 

The limitation in the amount of credit is yet another feature that distinguishes the work of the CR and 
MFI. In DCs, because of the conditions of poverty, the amount of the loans is very much reduced (often around 
$50), consequently relatively consistent sums of money may allow the opening of numerous autonomous 
business activities and resulting in widespread improvements in living conditions. Conversely, the high 
fragmentation of the loans may lead to an increase in transaction costs and the cancellation of the economies of 
scale. The managerial autonomy of the groups lending allows the MFI to not have to enter into the details of the 
loans, while maintaining the advantages mentioned, except in moments of difficulty for entrepreneurs (easily 
detectable moments to find, thanks to tight deadlines on the repayment instalments). Interesting empirical 
surveys, conducted in the area of research on the Italian credit cooperation, have refuted the usual view that 
creditworthiness for loans of a restrained amount requires more attention, since they are characterized by higher 
levels of risk. On the other hand, it was seen that the commitment of major banks in the assessment and 
monitoring of loans is required by creditors of central classes of loans distribution, with indices of unpaid work 
generally more than 10% and which relate to commitments of a relevant size. The smaller banks and BCC 
reported the lowest value of the ratio of voluntary work / jobs (6%), against an average of 6.9%, while a value 
three times that of the average recorded by the professional central institutions (Cipolloni , 1995).  

De Gregorio (1996) noted that in DCs the financing of microenterprises by the cooperative banks, as 
well as enjoying the usual benefitsxiii, is encouraged in peer monitoring, respect for social norms and the 
importance of reputation (characteristics which led to the success of credit cooperatives in Germany in '800). 
Notwithstanding that, the author has pointed out that in order to prevent the loans of the group turning into 
ineffective means of transferring credit internationally, we need institutional and institutionalized projects 
assigned for this purpose.  

The downsizing of the importance and, in extreme cases, the elimination of the demand for collateral to 
cover the repayment of the loan has been an element of distinction and novelty in the work of CR as different 
today as microcredit is from formal credit. It was noted in the literature (Galassi and Cohen, 1996) that the use 
of collateral is not effective in eliminating the risk of adverse selection and moral hazard. Access to the 
collateral provides the lender information on the borrower‟s past, or if the latter was able to accumulate assets, 
but a guarantee in itself cannot reveal whether this is the case with skill, luck or dishonesty. Also, if the 
reluctance to risk is inversely proportional to wealth, the wealthiest entrepreneurs can take risks more than the 
poorest entrepreneurs. Finally, collateral can only effectively secure a loan if the creditor can seize and sell 
goods with minimum transaction costs. This important prerogative also differentiates the operation of the BCC 
and the MFI, which usually include in the processes of custody evaluation of the capability of success and 
income of the initiatives for which a request for financial support. This element gives a more complete 
examination of creditworthiness, because it considers the factors that go well beyond the collateral 
requirements. It is in use in DCs that the MFI constitute in each group lending a small guarantee fund, 
subtracting for the granting of microcredit and any weekly refund a small percentage for this purpose. This, 
however, is only a mechanism for reducing the credit risk following the deliberative phase, what is important is 
that entrepreneurs without collateral obtain credit equally.  

Another fundamental aspect that characterizes much of the past CR, as current BCC, and the groups 
lending is the space concentration of initiatives, which follows the direct and often personal knowledge on 
entrepreneurs and a better degree of social cohesion. In relation to the latter, it was noted that a low level of civil 
and social organization and the economically very poor can affect the validity and effectiveness of the 
cooperation. It appears this was the case with many areas of the southern Italy, where the local bank is often 
associated with situations of economic marginalization and, sometimes, degenerative forms of income (Putnam, 
1993; and Caleffi Di Salvo, 1998). In microcredit, the daily and mutual observation of consumption habits and 
regular repayment of debt (made on very tight frequent deadlines, often weekly) for each individual on all 
members of its group of credit and each group of credit on all those in the extreme area, peer monitoring 
significantly reducing the risk of free-riding. Furthermore, the increase in the size of the group probably reduces 
the effectiveness of microcredit, because of the greater commitment of information which each member would 
be subjected to the search for information about other members. This is what happened in the CR where the 
surplus of labour required for members in evaluating the creditworthiness of potential entrants could undermine, 
if not carefully considered, the benefit resulting from a positive difference between interest rates charged by 
traditional formal credit system and / or informal credit system with those charged by CR.  
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Interesting considerations are now emerging from the literature on the credit cooperative (Cannari L. and LF 
Signorini, 1996) with respect to, not only the benefits, but also the local disadvantages and cooperative spirit on 
the information structure of the contract between supplier and borrower of funds. The benefits take many of the 
elements that have already emerged in dealing with the relationship lending model and analysis of the Galassi 
and Cohen model; this is to highlight that there are real chances for success of microcredit in Italy if started 
within the cooperative credit system. These advantages are: 

- localism, adverse selection and monitoring costs. The BCC, as local banks, have superior 
information about the creditworthiness of customers (the staff of the BCC are not very mobile and therefore earn 
a special knowledge of local dealers and typical activities of the place). Moreover, being able to see a greater 
number of features of the person requesting credit, BCC should be able to split the customers into a very large 
number of segments, characterized by poor variability within the parameters of distribution of performance. At 
the limit, if the bank shared all information held on the person concerned, they could assess the risk to 
themselves exactly as if it were evaluated by the borrower; 

- cooperative spirit and peer monitoring. Opportunistic behaviour (for example, holding 
concealed information relevant to the credit assessment or use of funds received for purposes other than those 
declared), although immune from legal sanctions and direct financial effects, may be subject to any form of 
stigma, especially when the victim of opportunistic behaviour is a group of your peers; 

- legal form and structure of individual incentives. The shareholders are the cooperative for the 
bulk of customers. 

The following elements represent disadvantages instead: 
 potential conflicts of interest between BCC and customers, to the extent that the banks 

overlook the basic fundamentals of credit risk and grant credit to customers defaulting or obviously and 
irreparable conditions of credit freezing, 

 lesser mobility of staff than the other banks, which could carry on practices too informal or 
less objective conclusions on the assessment of reliability. 

The transformation of these potentially negative elements into real disadvantages depends on the 
organizational mobility of each bank and the characteristics of the environment in which it operates. The model 
of cooperative credit could be particularly effective in the context of local systems of small businesses, where 
the higher the degree of collaboration between the actors that are part of the community itself. This last aspect is 
what is assumed for situations like those in DCs where, from the extreme conditions of poverty, it is possible to 
find substantial evidence of contact and social cohesion that would justify measures similar to those 
cooperatives (such as microcredit). 
 
3.3. Assumptions of Success of Microcredit and Immigrants in Italy 
The idea of being able to extend microcredit to immigrants in Italy stems from their membership to the so-called 
unbanked, based on their low level of fee-charging because, although the flows of remittances to countries of 
origin has increased steadily in recent years, more than half of it circulates in the banking channels and therefore 
takes the form of informal transactions.  

At a formal level, there are no obstacles to access to credit for immigrants, but you can find high 
cultural difficulties, such as knowledge of the Italian language (not having the majority of banks prepared 
materials in foreign languages nor a specific contract). Forms of discouragement were also found that cannot be 
defined as direct and conscious discrimination as they are the result of excessive demand for documents or 
guarantees from the banking system (Research Project Avanzi - Federcasse, 2003). In order to acquire this large 
slice of the market, currently “snubbed” by the banking system, it would require that potential bidders first 
revolutionise the mode of approach to these parties, then adjusting their procedures, their services and products 
to the needs of recipients, often linked to ethnic, religious and cultural factors.  

Another interesting food for thought, which may be a prerequisite for the extension of microcredit in 
Italy, is the cohesion of socio-economic relationships already in place in communities of immigrants. The 
adoption of peer monitoring as part of selection of members to groups of credit assumes the existence in the 
target community of a strong sense of belonging and mutual respect and extensive personal knowledge of each 
person, these are the characteristics that distinguish the behaviour of many communities in Italyxiv. Another item 
not to overlook the wealth of knowledge about the practice of microcredit acquired by immigrants in their 
countries of origin due to personal experience or very close relatives. The relevance of the “immigration” 
phenomenon in Italy is also contributing to the development and growth of the business, particularly small and 
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micro enterprises (often individual companies) operating in various economic sectors and particularly in the 
retail or handicrafts. These types of companies are the typical recipients of microcredit and the partners of the 
usual system of credit cooperative. The size of the firms also implies requests for credit and their low level, 
which are also the initiation measures for microcredit. The high level of education of immigrants could be the 
key against which to operate the lever of the reduction of transaction costs, it could delegate to credit groups, 
which arose independently, numerous stages in the processing of loans, including the rate of reimbursement. 
The acquisition of detailed financial information about the behaviour of those belonging to his group could also 
arise from an interception in the market of remittances and the management of savings held in Italy (it could, as 
is the case in DCs, force the entrepreneurs to become the payers of funds generated from business activities 
undertaken through the assistance of microcredit). Despite the socio-economic conditions in which immigrants 
in Italy are not comparable to the state of poverty in which many people live in DCs, it should be noted however 
that it is impossible for them to provide guarantees to cover the loans, hence the need arises to create 
mechanisms to guarantee that focus on trust, on information, on the diversification of risk, on cooperation on 
personal knowledge and respect for social rules even before the regulatory requirements. The presence 
throughout the national territory of the BCC and the existence of a strong relationship with the territory of 
reference also facilitate the achievement of people originally removed from the local community reference, the 
degree of interaction with it would be the prerequisite information necessary for the functioning of microcredit.  

In the opinion of the writer, only a credit system that meets the requirements of being a direct and 
immediate to their customers, able to listen to the needs of applicants, attentive, as well as economic goals, not 
least for ethical and moral ends. Located in decentralized areas, accustomed to thinking in a cooperative way 
and concerned with the fate of the funded enterprise even before the goods put up as collateral against loans, can 
be a useful and interesting reference for immigrants in Italy and in any country that is not their original home. 
To support this assumption, the literature has expressed the idea that the element that constituted the starting gun 
in Italy and development of bodies such as the Mag first and Banca Etica (Ethics Bank) lies in the need to affect 
the allocation function or, rather, to address the funding for persons discriminated against by traditional banks, 
in the logic of microcredit. As what happened in Italy with the launch of the CR and the development of 
cooperative credit, depositors of an ethics bank provide delegates with a clear reference to the choices of credit, 
in addition to the time of CR depositors replace its confidence in the institutions that appeared to have close ties 
with the territory and solid will for endogenous development. The delegation follows or can follow the selection 
criteria for entrepreneurs or all of the procedures for use of credit delivery. In this respect, for example the 
Banca Popolare Etica uses criteria for evaluating the credit quality, at least in part, differently from the 
traditional focus on the microcredit scheme, in which the guarantee is required by moral restitution. This 
criterion is similar to that used in experiments in microcredit that are impacted, as has been repeatedly stressed, 
by the mechanisms of peer monitoring among the beneficiaries of funding. The model of Banca Popolare Etica 
is thus a kind of solidarity that the bank derives from the experiences of Grameen Bank type (Locatelli, 2003). It 
is noted in closing that the necessary technical equipment used to develop a project of this magnitude certainly 
requires a strong belief on the part of the BCC and their central institutions of representation on the quality and 
feasibility of the project. The theoretical assumptions stated need to have concrete and proactive confirmations, 
which can only result from investment in human and financial resources. The survey and the timely and accurate 
knowledge of the behaviour of the various immigrant communities (uses, customs, traditions, integrative 
project, habits of consumption, the level of conflict with the financial system, etc.) and the real interest on the 
part of them to have to provide a microcredit product also needs an effort in understanding and social 
identification which is difficult because of deep differences between cultures. It is really for these reasons that it 
was considered necessary to implement the empirical survey presented below. 
 
Conclusions 
 
In this study theoretical suppositions were sought for the conceptual system on which to base the creation of a 
microcredit programme in Italy as tried and tested in DCs. Relationship lending and the successful cooperation 
of credit suggest that it is possible to initiate interesting initiatives, especially if aimed at immigrants. The 
difficulties in operation in the implementation of the empirical part of the doctoral work, in addition to the 
failure of a well-known microcredit project launched in a cooperative Onlus (Avanzi) with Federcasse exposes 
the likely disinterest in this instrument of credit in Italy. Despite several BCC in the north of the country, greater 
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attentiveness to the socio-economic dynamics in development, have resulted in full autonomy, to individual 
initiatives, which have also seen some success.  
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End notes 
                                                 
i Progetto di ricerca Avanzi – Federcasse (2003), “…I primi esempi di microcredito si devono alla Grameen 

Bank, fondata nel 1975 da Muhammad Yunus in Bangladesh, allo scopo di concedere prestiti e supporto 
organizzativo a gruppi o singoli individui esclusi dal sistema creditizio tradizionale. Dall’iniziativa di Yunus è 

partito un movimento di sensibilizzazione rivolto all’importanza del microcredito quale strumento di lotta allo 
sfruttamento ed alla povertà che ha trovato il punto di culmine nel 1997, quando le Nazioni Unite hanno 

approvato una risoluzione sull’importanza del microcredito come strumento per sradicare la povertà…”, pag. 
482. 
ii The Credit Unions represent the first form of credit cooperation, particularly in the agricultural and rural crafts 
sectors. 
iii Di Salvo, Lopez, Pezzotta, (2004), “…I principali studi in materia non sempre giungono a risultati del tutto 

univoci, ma evidenziano margini di incertezza circa la consistenza, nel tempo e nell’ambito di differenti sistemi 

istituzionali e condizioni macroeconomiche, dei benefici del relationship lending…”, pag. 88. 
iv Andreozzi, Angelici, Di Salvo, Ferri, (2004). So that the bank carries out the costly investment information 
necessary to know about a new business it should have an expectation of future profits, without which the bank 
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does not make the investment and the enterprise does not receive the credit. Once, however, the bank achieves 
this investment, it becomes a monopolist to the customer. Neither company will use the exit to avoid that bank 
whilst turning to another, because this is precluded by its advantage gained from the information bank. 
v The highest decision-making autonomy, which must be given to loan officers, may lead to perverse incentives 
that would induce them to act differently than optimal for the bank (e.g. Operators to extend credit to them but 
whose neighbours‟ investment projects have a negative net current value). This inevitably heightens the cost of 
agency. Hence the need for the bank to intensify the monitoring activities with respect to all its decision-making 
centres, such monitoring tends to be very expensive because of the nature of information is predominantly used 
in decisions to grant credit. 
vi Andreozzi, Angelici, Di Salvo, Ferri, (2004).The BCC keep more intensive and stable relationships with its 
customers over time than it is for other banks. There is more affected by liquidity constraints firms resident in 
the South, those of the youngest and the most indebted. The probability of being rationed is less for companies 
that record highly concentrated indices of credit, for those who have not recently broken relations with banks 
and those single-loan companies from the BCC. Overcoming the barriers of information could involve the 
conferment of the bank to a monopoly position, making possible the extraction of surplus from the company, 
however all other conditions being equal, the BCC does not seem to exploit this position of strength to impose 
interest rates more burdensome to single-loan companies. 
vii Galassi e Cohen (1996), “…Free-riding: se gli input sono di proprietà privata e gli output sono sotto forma di 

fondo comune, i soci sono incentivati a tentare di non fornire gli input di proprietà. Se anche gli input sono 

sotto forma comune, l’assunto standard della crescente inutilità marginale dello sforzo, suggerisce che i soci 

potrebbero adottare un comportamento elusivo dei propri doveri. In entrambi i casi la cooperativa dovrebbe 
investire enormi risorse nel monitoraggio dei comportamenti…”, pag. 336. 
viii In equation (5) it was not possible to insert the additional output generated by increased capital investment 
that the borrower can take due to lower interest rates. 
ix The first derivative of Ba in respect to xi and Bc in respect to xi are the same r* suggesting that the subjective 
benefit to join a cooperative rises for a given wage, with the growth in productivity of capital. This implies that 
as the greater opportunity cost of labour decreases the incentive to join the cooperative increases, if over time 
the capital intensity of production increases the marginal product of capital declines, making it less attractive to 
the cooperative association. 
x The reasons for non-repayment of the loan are two-fold: 

- although the borrower shows desire to repay the loan, he is unable to repay the debt and defaults, 
- the borrower is willing to repay the loan but does not do so for amounts in arrears. 

xi Progetto Avanzi-Federcasse (2003), “… Gli elementi qualitativi che caratterizzano il servizio e la relazione 

con le banche attribuiscono al rapporto di clientela un valore superiore a quello offerto dalle banche sul 
mercato, conferendo al Credito Cooperativo una forte leva competitiva per posizionarsi con successo su 
segmenti di mercato marginali. L’orientamento ai soci, la stabilità della relazione, la connotazione locale della 

banca che agevolano l’accesso all’informazione rendono più facile il processo di valutazione della clientela 
marginale e meno critici i problemi di selezione avversa e di recupero crediti. Sul fronte degli impieghi, la 
specializzazione e la prossimità territoriale facilitano la conoscenza dei clienti, aumentano la capacità di 

screening, consentono di sfruttare il prestito in modo da minimizzare l’esposizione ai rischi. Data la specificità 

di questa clientela e dei processi valutativi richiesti, è necessario adottare un approccio fortemente 

personalizzato, ma dati i costi di gestione richiesti, lo sfruttamento di procedure standardizzate, così come 

l’accesso a tecniche e tecnologie gestionali sofisticate, devono essere potenziate e pienamente sfruttate. Il trade-
off rilevante per un impegno efficace nel settore della clientela marginale è dunque tra accentramento ed 

automazione dei processi per sfruttare economie di scala e tra decentralizzazione operativa per garantire un 
approccio personalizzato. Al crescere della dimensione della banca, la caratterizzazione personale tende a 
disperdersi, a meno di non attivare processi produttivi ed erogativi che possano beneficiare di economie di 
scala: si tratta di realizzare meccanismi che consentano alla banca di ampliare la propria clientela tenendo 
sotto controllo i costi operativi specifici, cosa fattibile solo in presenza di consolidate relazioni di clientela 
basate sulla piena fiducia verso l’operato dell’istituto…” pag. 499  
xii The elements that create inefficiencies in the direct exchange of funds between major providers and 
entrepreneurs and that justify the presence of institutional stakeholders dedicated to the management of credit 
provide imperfect information and transaction costs. 
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xiii Nakamura, (1994). Elements related to the close connection to the land, the constant monitoring of the 
economic-financial balance of borrowing entrepreneurs, better assessment of the settlement and financing of 
small local businesses that, by maintaining this status for a long period of time allow credit intermediaries a 
steady return. 
xiv Progetto di ricerca Avanzi – Federcasse (2003) “…l’applicazione del peer monitoring è possibile solamente 

in determinate situazioni (ad es. la comunità filippina): è necessario che i prenditori di fondi abbiano un forte 

senso di appartenenza alla propria comunità cui corrisponda un chiaro potere sanzionatorio. Non è detto che 

tutte le minoranze etniche presenti in Italia soddisfino tale condizione; inoltre tale potere, laddove esista, 
potrebbe essere anche indebolito dal mutamento di abitudini provocato dalla permanenza nel nuovo paese 
ospite…”,pag. 505. 
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Abstracts 
 
SMEs are highly viewed as crucial towards achieving a more equal income distribution and regional economic 
development, an upgrading skills of managers and workers, strengthening linkages in the economically diverse 
activities, transferring technology know-how, and complementary role to large and multinational corporations. These 
support programs can be broadly divided into five categories, among which are: financial and credit assistance; 
technical and training assistance; extension and advisory services; marketing and market research; and 
infrastructure supports. Despite the fact that there are as many as over 14 ministries and more than 36 government 
agencies and institutions that are involved in providing support programs out of which some focus specifically for 
small businesses, the accessibility of these supports to the targeted businesses and how far small businesses make use 
of them are indeed difficult to ascertain. In this regard, a survey was carried out on 201 small businesses across all 
economic sectors in Klang Valley, Malaysia from June to December 2007. The study reveals a number of interesting 
findings: the majority of businesses receive the assistance; the assistance received by businesses is also quite diverse. 
Within this attributes, it is pertinent to note that quite a considerable number of small businesses in the survey made 
use of only one type of financial/credit facilities. Nonetheless, the finding also indicates that among small businesses 
who have received the financial facilities, huge proportion of them acknowledged that financial facilities provided 
were inadequate to their need. The paper concludes that small businesses should be viewed as highly importance with 
respect to providing financial and credit facilities These funds and schemes should aim not merely at nurturing and 
developing the enterprises, but available and accessible in the form of soft loans, grants, equity financing and venture 
capital with sufficiency and reasonably cheap. In addition, it should be catered in the market for various needs of 
small businesses, i.e. at each stage of their life span i.e. start-up, expansion and rehabilitation.  

 
Introduction 
 

The development of small businesses is viewed as highly importance to the Malaysian economy. This is due to 
the fact that the growth-potential of Small businesses in general and, on technology-based export-oriented small 
businesses in particular could provide catalysis for further drive in the Malaysian industrialization process. It is 
within this framework that government support programs for small businesses are potentially viewed as being 
highly important towards enhancing small businesses. This is because the development of small businesses will 
provide room for a counter-balancing force which could reduce an existing imbalance, industrial base and hence 
leading to widening the pattern of domestic manufacturing activity. It is therefore accepted that in order to 
achieve a more balanced industrial structure the promotion of small businesses should be effectively integrated 
into the mainstream of industrial development. In particular, small businesses would have the potential to reduce 
the dependency on large foreign-owned investments, which predominantly control many industrial sub-sectors 
in the country. Therefore, Small businesses once again are essential in contributing towards developing a much 
wider structure of the manufacturing-based activity in the Malaysian economy. 

In this view, the strenuous effort by the government in promoting and developing the small businesses 
through various programs had contributed to a significant increase in the number of such enterprises. At present, 
the Census of Establishments and Enterprises 2005 captured a total of 523,132 business establishments of which 
516,855 or 98.8 percent are small businesses while large enterprises made up the remaining. Of the total small 
businesses, the majority of them (449,004 or 86.9 percent) engaged in service sector, 37,866 (7.3 percent) in 
manufacturing and 29,985 (5.8 percent) in agriculture sector (SMIDEC, 2006). In terms of contribution to the 
economy, the Census of Establishments and Enterprises, Department of Statistic (DOS) Malaysia confirmed that 
small businesses employed over 3 million workers (51.5 percent of the total employment), generated about 
RM154 billion (47.3 percent) of the total value-added, produced RM405 billion (32 percent) of the country’s 

total outputs and generated 19 percent outputs for export (SMIDEC, 2005). As far as the contribution of each 
sector to the economy is concerned, service sector contributes significantly to employment and GDP (33.9 
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percent and 19.7 percent respectively) while manufacturing sector contributes quite a significant percentage to 
employment (14. 5 percent)  and export (11 percent). 

The government provides a comprehensive set of financial assistance directly and indirectly through 
several ministries, institutions and agencies to facilitate and assist the small businesses in getting the required 
financing and these allocations cover the financing needs of the small businesses throughout the three stages of 
their life cycle namely start-up, expansion and rehabilitation.  Literature tends to suggest that there has been a 
wide-range of financial facilities available for small businesses with more than 14 ministries and 37 agencies 
involved. Thus, this paper attempts to address the issue by examining the availability, accessibility and 
adequacy of financial facilities for small businesses in Malaysia through a discussion on a preliminary finding 
from a case study on 201 small businesses which were conducted in Klang Valley recently. The second part of 
the paper highlights the issues in the area of financial facilities made available in the literature elsewhere before 
financial supports and facilities in Malaysia are highlighted. A method of the study, a discussion on preliminary 
findings and a concluding remark would be presented subsequently.   
 
Availability and Accessibility of Financial Facilities for Small Business 
 
While the availability of finance is unquestionably important, their accessibility is even crucial as the experience 
of many countries indicated that limited access to finance inhibit small businesses’ growth and their attainment 

of success. Accessibility to finance is defined as getting adequate and affordable financing over a suitable 
timescale (Tagoe et. al. 2005). The properties of access to finance, as explained by the authors, include (i) access 
– getting or not getting credit, (ii) adequacy – getting the full amount of credit as required, (iii) affordability – 
getting the credit at an affordable rate of interest and (iv) duration – getting long-term credit as opposed to short-
term. The following sub-sections give a general outlook on the issue of Small businesses’ accessibility to 

financing. 
Smaller businesses, as opposed to larger publicly held businesses typically depend on external 

financing for liquidity. Studies have noted that banks are the major source of external finance (such as Van 
Auken et. al. 1989, Berger and Udell 1998, European Commission 2005). Berger and Udell (1998), for example, 
in their study on small business finance in the US, concluded that small businesses rely heavily on commercial 
banks and finance companies to provide capital. This is due to the limited availability and accessibility of small 
business financing in the market. Larger businesses may resort to public equity in addition to more easily 
accessed credits from banks. Smaller businesses on the other hands could either forced to insider financing 
(personal or family savings) or external financing (banks or financial institutions) with higher costs and shorter 
terms of financing.  

The reliance of small businesses on banks’ finance is not an uncommon fact as the same scenario 

happen in Europe and many parts of the world. A survey by European Commission in 2005 indicated that 79 
percent of European small businesses get their financing from banks. This proved the importance of banks as the 
provider of finance and at the same time signaling the reliance of small businesses to banks’ finance (European 

Commission, 2005). Although banks play an important role in providing finance to small businesses, previous 
empirical findings indicated that the credits are not easily accessible and the problem is common around the 
globe. A study by Boocock and A. Wahab (2001) on the comparative experience of small businesses in UK and 
Malaysia indicated that the businesses face the same difficulties in raising funds from bank despite differences 
in financial infrastructure in both countries. The same problem is faced by the small businesses in other parts of 
the world and the reasons are manifold. Studies such as Mulhern in 1995, and Sentilhes and Nilforoushan in 
2003 on the familiar problems encountered by small businesses throughout Europe indicated that the main 
reason for their limited access to credit is the inability of the businesses to provide collateral needed to obtain 
lower cost, long-term loans. Similar study in Africa found that weak financial base of the small businesses, their 
inability to provide collateral as required by banks and high interest rate are the main reasons for the businesses 
not to get the same access to finance opportunities as large businesses (Beyene, 2002).  

In 2005, Garcia-Fontes reported an outcome of a survey by World Bank Investment Climate for China 
and it was found that small businesses in this Asian continent obtain only 12 percent1 of their working capital 
from bank loans. The survey attributed the limited access to; the lacking of adequate credit system to small 
businesses, high rating requirements for small businesses loans, lack of collateral to support small businesses 
repayment ability, lack of credit rating assessment for small businesses, lack of small businesses transparent and 
audited financial records and banks’ favoring of large loans by larger businesses. Other studies attributed the 
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lacking of accessibility to the discrepancy in the amount of information available on the small businesses and 
the reasons for the discrepancy are mainly; i) smaller businesses are typically not publicly held and thus not 
subject to Securities and Exchange Commissions’ public disclosure regulations, and ii) small businesses often 
do not have audited financial statement therefore their financial standings are not disclosed (Berger et. al.1998 
and Gregory, Rutherford and Oswald 2005).  This discrepancy had caused the inability of capital providers to 
distinguish the quality of businesses hence charging them with higher rates of interest to protect their 
investments. Adding to the problem is the ownership structure of the businesses. Studies (such as Van Auken 
and Neeley 1996, Coleman 2000) revealed that businesses organized as sole proprietorship expose the providers 
of capital to potentially higher level of risk as the repayment risk depends on a single owner; hence they are 
charged with higher interest rates and higher collateral requirement. Other forms of ownership such as 
partnership and corporation have their repayment risks spread among greater number of owners, thus they have 
better ability of having external source of income, greater collateral and more equity capital. 

Lacking of accessibility to bank’s finance could mean inadequacy of financial resources to the small 
businesses. Many previous studies on critical success factors for small businesses have indicated that access to 
finance was among the necessary factor for success and development of small business. This is practically true 
as difficulties in acquiring finance often result in illiquidity and cash flow problem especially during early years 
of operation. Without sufficient capital, they are unable to develop new products, conduct research and 
development (R&D), investing in information and communication technology (ICT), get more working capital 
for growth and meet the growing demand of the market. Such problem would also result in businesses not being 
able to pursue market opportunities, impede their growth and development as well as making them vulnerable to 
failure. 
 
Availability of Financial Facilities for Small Business in Malaysia 
 
The small businesses particularly small business ventures could get access to financing via funds and schemes 
for small businesses provided directly by the government. These funds and schemes aimed mainly at nurturing 
and developing the enterprises, are available in the form of soft loans, grants, equity financing and venture 
capital. They are administered by several ministries and agencies with a total disbursement of RM67.56 billion 
and an outstanding balance of RM6.3 billion as at end-2006 (SMIDEC, 2006). The ministries in charge with 
financing and development programs include the Ministry of Entrepreneur and Co-operative Development 
(MECD) and Ministry of Science, Technology, and Environment (MOSTE). 

Among the participating agencies through which the small businesses may get loans, grants and equity 
financing include; Bank Negara Malaysia (BNM), the Development Financial Institutions (DFIs), Credit 
Guarantee Corporation (CGC), Majlis Amanah Rakyat (MARA), Perbadanan Usahawan Nasional Berhad 
(PUNB), Perbadanan Nasional Berhad (PNS), Malaysia Debt Venture Berhad (MDV), Malaysian External 
Trade Development Corporation (MATRADE), Malaysian Biotechnology Corporation Berhad (MBC), 
Malaysian Technology Development Corporation (MTDC), Multimedia Development Corporation (MDeC), 
MIMOS Berhad (MIMOS), Malaysian Industrial Development Finance Berhad (MIDF) and Small and Medium 
Industries Development Corporation (SMIDEC). In addition, micro-credit schemes for micro-enterprises are 
channeled through Bank Simpanan Nasional (BSN), Bank Pertanian Malaysia (BPM), Yayasan Tekun Nasional 
(YTN) and Amanah Ikhtiar Malaysia (AIM) (SMEinfo, 2007). The followings are the main agencies through 
which government funds in the form of loans, grants; equity and venture capital financing are channeled. The 
breaks down of the offered products are displayed in appendices. 

Bank Negara Malaysia (The Malaysian Central Bank) provides several special funds for small 
businesses, aimed at ensuring that the enterprises in specific sectors would have access to banks’ credit at 
reasonable costs as well as to stimulate increases in productive capacity (Bank Negara Malaysia, 2005). The 
specialized funds2 currently in existence include; Funds for Small and Medium Industries (RM6.75 billion), 
New Businesses Funds 2 (RM2.85 billion), Funds for Food (RM1.3 billion), Rehabilitation Fund for Small 
Business (RM200 million) and Bumiputera Businesses Project Fund (RM300 million). All these funds are 
channeled through participating institutions comprising banking institutions, Development Financial Institutions 
(DFIs) and ERF Sdn. Bhd; a subsidiary of BNM (SME Annual Report 2006 and Economic Report 2004/05).  
Besides those funds, loans are also available under the Asean-Japan Development Funds that receives funding 
from Overseas Economic Cooperation Funds (OECF) and the Export-Import Bank of Japan (JEXIM); now 
merged under the name of Japan Bank for International Cooperation (JBIC) (Economic Report 2000/2001). 



876 

The overall DFIs had also shown a marked increase in their financing to Small businesses. As indicated 
in Table 1, the amount of loan disbursed to the enterprises had increased triple from RM2.3 billion in 2005 to a 
remarkable amount of RM6.9 billion in 2006. Banking institutions require collaterals for the loans to be 
extended to the small businesses. As these enterprises are generally having more intangible assets, hence they 
are having insufficient or no collaterals to secure their loan applications.  Realizing this problem, the 
government provides guarantee schemes under Credit Guarantee Corporation (CGC) to enable the enterprises 
with collateral problems to attain financing from the banks. The CGC, established on the 5 th of July 1972, is 
aimed at assisting the small businesses that have inadequate or no collateral to obtain credit facilities from 
financial institutions by providing guarantee cover under several guarantee schemes. 

 
TABLE 1: FINANCING OF SMALL BUSINESSES BY DFIS (YEAR 2005-06) 

 

Year 
Loan Amount 
RM' billion 

Loan Outstanding 
RM' billion 

Number of Small businesses 
Percentage of 

Tot. Buss. Loan 

2005 2.3 12 5,222 50.2 

2006 6.9 13.2 18,000 50.9 

Source: SMIDEC 2006 
 
Venture Capital (VC) funds were also established with the objective of assisting new comer in business 

particularly in the Information and Communication Technology (ICT) and high-tech sectors.  Among the VC 
funds available are; i) funds managed by Malaysian Venture Capital Management Bhd (MAVCAP) for Small 
businesses involved in ICT, bio-technology as well as medical and health sciences, ii) the Malaysian Life 
Sciences Capital Fund (a biotechnology VC funds) co-managed by Malaysian Technology Development 
Corporation (MTDC) and Burill & Co, iii) MSC Venture One (MV1) VC funds to develop the ICT and 
multimedia industries and iv) VC Funds for Agriculture jointly established by BNM, Khazanah Nasional and 
two banking institutions to develop integrated agriculture businesses (SMIDEC 2006). The tremendous effort of 
the government of Malaysia in nurturing, assisting and promoting small businesses by providing financing via 
several ministries, agencies and institutions is highly commendable. Statistics however, shows that the bulks of 
financing facilities are in the form of loan (see Table 2) and little are in the form of other equally beneficial (in 
certain cases more beneficial) financing such as equity or venture capital. 

 
TABLE 2: PERFORMANCE OF GOVERNMENT FUNDS/SCHEMES AS AT END-2005/2006 

 
No. Type of Assistance No. of Schemes Allocation (RM’ billion) Percentage 

Year 2005 2006 2005 2006 2005 2006 

1. Loans 49 59 8.5 11.3 66.93 64.83 

2. Grants 20 20 2.1 2.27 16.54 21.97 

3. Equity 5 2 0.6 0.08 4.7 2.19 

4. Venture Capital 7 7 1.5 1.57 11.8 7.69 

5. Loans & Equity n/a 3 n/a 0.56 n/a 3.29 

 Total 81 91 12.7 16.31 100 100 

Source: SMIDEC 2006 
 
The table indicates that loans facilities constitute more than sixty percent of the total funds provided by 

the government to the small businesses. The equity and venture capital facility on the other hand constitutes less 
than twenty percent of the whole funds. In fact, the number of equity schemes is reduced in 2006 whereas the 
number of schemes for loan is increased in the same year. Could there be a specific reason for the insignificant 
offering of equity financing is an interesting issue to highlight.  The small businesses may also meet their 
financing requirements from private sources such as banking institutions, leasing and factoring as well as 
venture capital companies. Nevertheless, the main providers of SME funding are banking institutions. These 
banking institutions, comprise of commercial banking and Islamic banking, offers two main types of financing 
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namely conventional loan facilities and Islamic financing. Financing products available in such institutions 
include term loans, leasing and industrial hire purchase for asset acquisitions or business expansions; overdrafts, 
revolving credit facilities and factoring for working capital; letter of credit (LC), trust receipts, bankers’ 

acceptance (BA), Export Credit Refinancing (ECR) for trade financing as well as guarantee facilities. Banking 
institutions had so far been the largest source of funding with loans and financing on the increasing trend (refer 
Table 3).  
 

TABLE 3: FINANCING OF SMALL BUSINESSES BY BANKING INSTITUTIONS (YEAR 2005-06) 
 

Year 
Loan Amount 
RM' billion 

Loan Outstanding 
RM' billion 

Number of 
Small businesses 

Percentage of 
Tot. Buss. Loan 

2005 35.8 96 85,018 42.6 

2006 39.6 104.6 84,000 44.5 

Source: SMIDEC 2006 
 
Research Methodology 
 
Small businesses by all means are hard to define. Different establishments and scholars in many countries, 
developed and developing alike have used various definitions. Observation shows that there are over 55 
definitions of small businesses in 75 countries around the world (Manuh 1989). Malaysia is not exceptional to 
this when different purposes related to their involvements of small businesses are concerned; however, a broad 
consensus seems to have emerged. A number of academic scholars have adopted the same definition given by 
the World Bank (1986), the United Nations Industrial Development Organisation (1989) and the Asian 
Development Bank (1990). This stipulates that small enterprises employ fewer than 50 workers; medium-sized 
enterprises employ between 50 and 199 workers; and large enterprises employ 200 workers and more. 
Acknowledging the significant aspect of financial attributes in the small businesses, the study adopted a 
definition that includes an enterprise with sales turnover of RM25 million or below, and/or with the number of 
full-time employee of 150 and below be categorised as SME. 
 Having defined small businesses in the context of the study, two main research methods are applied. 
The first method is the use of written source and secondary information and data from previous studies 
conducted in small businesses, reports and publications from various sources such as scholars, policy makers, 
individuals, agencies and institutions. This method of research is particularly used for reviewing the literature on 
the role of Small businesses and financial facilities for small businesses. More significantly, it is used to 
highlight availability, accessibility and adequacy of small businesses towards financial facilities. The second 
method is the survey using a structured interview format with a set of questionnaire. This particular method is 
used to examine the level of availability, accessibility and adequacy for financial facilities for small businesses 
in Klang Valley.  On the basis of the definition of small businesses stated earlier, the survey was conducted from 
June to December 2007. A total of 3,069 small businesses identified through combined lists of SMIDEC and 
SME info. Using simple random sampling technique, a survey was conducted from the list obtained. However, 
due to some constraints such as businesses had moved their sites outside Klang Valley; businesses were no 
longer in business; could not traced the exact premises; no cooperation from businesses/managers or contact 
persons; and more importantly their sizes were bigger than our adopted definition, 201 small businesses were 
investigated and interviewed using a set of specific questionnaire which was comprised of items relating to 
financial facilities and accessibility.  It is pertinent to note that the accessibility is considered for the businesses 
who have gained benefits for the period of 2004-2006.  
 
The Results and Findings 
 
Findings on Availability of Financial Facilities 
Indeed, a review of literature on financial support facilities for small businesses in Malaysia proved to have a 
broad range of assistance provided for them. Small businesses could easily choice the appropriate facilities that 
suit them most. In addition, the allocation for financial facilities has rather increased over the year. According to 
SMIDEC (2006), as at end of the first quarter 2007, the amount of outstanding loans had reached a total of 
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RM107.3 billion which accounted for 44.9 percent of total business loan. The amount is significantly higher 
compared to a total of RM70.5 billion outstanding loans or 33.1 percent in the year 2000 (SMIDEC 2006).  The 
availability of various funds and schemes in Malaysia’s financial setting should have indeed facilitated small 
businesses’ access to finance as the enterprises have many sources from which they may choose the financing 

that suit them. In fact, the SME funding available in the market may cater their needs at each stage of their life 
span i.e. start-up, expansion and rehabilitation. Indeed, the cost of each facility is somewhat competitive while 
the amount is reasonable as well. Although the sources of finance seems abundant, a pioneer study on the 
accessibility of government-sponsored support programs (including finance) for small businesses in the Klang 
Valley indicated that there exists a limited accessibility to such programs as substantial proportion of the 
sampled enterprises did not benefit from the programs (Moha Asri, 1999). Therefore, it becomes an interesting 
aspect to be examined in the next part.  
 
Findings on Accessibility of Financial Facilities 
Findings show that a substantial proportion of small businesses do receive support facilities in general whereby 88.1 
percent obtained such facilities. This support facilities include: financial and credit assistance; technical and 
training assistance; extension and advisory services; marketing and market research; and infrastructure supports 
This finding clearly indicates the higher level of accessibility of support facilities to small businesses in Klang 
Valley (Table 4). The substantial proportion of small businesses which gained assistance may reflect the emphasis of 
the government efforts to promote small businesses. Information on why the small businesses in the survey do not 
receive the support facilities provided reveals that a number of interesting reasons. It is observed that 19 out of 5 of 
the non-recipient businesses indicated that the support facilities were out of their reach.  A significant proportion of 
the businesses also claimed that much of the assistance was not available due to certain requirements or criteria 
specified by the agencies concerned.  Among these criteria include; a good track record; a guarantor; qualifications 
as well as experience. More interestingly, the finding reveals that the most attainable type of assistance is financial 
and credit facilities, either as a single or two types of supports.  

 
TABLE 4:  SMALL BUSINESSES BY THE STATUS OF ACCESSIBILITY TO SUPPORT FACILITIES 

 
Type of business Number Percent 

Recipient Business 177   88.1 

Non-Recipient Business 24   11.9 

Total 201 100.0 

 
Table 5 reveals that out of the 201 recipient businesses, a substantial proportion of them (32.7%) have 

accessed to only one single type of assistance mainly marketing and market research and infrastructure supports 
which forms a large percentage.  In addition to this, the table also indicates that the number and percentage of the 
recipient businesses decreases with the number of the types of government assistance increases.  It is observed that 
only six recipient businesses (2.3 percent) who have received all six types of support   programs provided by the 
government. This finding indicates that even though there is a greater outreach of support programs received by 
businesses, a disproportionate percentage receives only one single type, or two types of assistance. On the other 
hand, a few businesses receive more than two types of support programs and only 2.3 percent receive all types of 
supports, which are provided. The findings reflects that the government efforts to provide various and broad range of 
support programs through the concept such as “one stop agency” where businesses only need to refer to one 
particular agency in order to obtain various types of supports seem do not appear in the outcome. Indeed, the finding 
also postulates that the most attainable type of assistance is financial and credit facilities, either as a single or two 
types of supports.  
 

TABLE 5: SMALL BUSINESSES BY THE ACCESSIBILITY OF SPECIFIC TYPES OF SUPPORT FACILITIES 
 

Type of Support Facilities Percent 

Single Recipient  

-  Finance and Credit facilities only 32.8 
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Sub-total 32.8 

Dual-Recipient  

Finance and Credit facilities + Managerial Entrepreneurial Assistant. 11.3 

Finance and Credit facilities + Technical and Training Assistance 4.5 

Finance and Credit facilities + Extension and Advisory Services 1.1 

Finance and Credit facilities + Marketing and Market Research 2.8 

Subtotal 19.8 

Triple-Recipient  

Finance and Credit facilities + Managerial Entrepreneurial Assistant + Technical and   Training Assistance 8.5 

Finance and Credit facilities + Managerial Entrepreneurial Assistant + Extension and   Advisory Services 2.3 

Finance and Credit facilities + Managerial Entrepreneurial Assistant + Marketing and Market Research 0.6 

Finance and Credit facilities + Managerial Entrepreneurial Assistant + Infrastructure 
Supports 

1.1 

Finance and Credit facilities + Technical and Training Assistance+ Technical and Training Assistance 0.6 

Sub-total 13.0 

Four-Type Recipient  

Finance and Credit facilities + Managerial Entrepreneurial Assistant + Technical and Training Assistance + 
Extension and Advisory Services 

0.6 

Finance and Credit facilities + Managerial Entrepreneurial Assistant + Technical and Training Assistance + 
Marketing and Market Research 

2.8 

Finance and Credit facilities + Managerial Entrepreneurial Assistant + Technical and   Training Assistance + 
Infrastructure Supports 

1.1 

Finance and Credit facilities + Managerial Entrepreneurial Assistant + Extension and 
Advisory Services + Marketing and Market Research 

0.6 

Finance and Credit facilities + Technical and   Training Assistance + Marketing and   Market Research + 
Extension and Advisory + Marketing and Market Research 

0.6 

Sub-total 17.5 

Five-Type Recipient  

Finance and Credit facilities + Managerial Entrepreneurial Assistant + Technical and   Training Assistance + 
Marketing and Market Research + Marketing and Market Research 

4.0 

Finance and Credit facilities + Managerial Entrepreneurial Assistant + Technical and   Training Assistance + 
Marketing and Market Research + Infrastructure Supports 

0.6 

Finance and Credit facilities + Managerial Entrepreneurial Assistant + Extension and 
Advisory Services + Marketing and Market Research + Infrastructure Supports 

0.6 

Sub-total 4.5 

All Types-Recipient  

Finance and Credit facilities + Managerial Entrepreneurial Assistant + Technical and      Training Assistance + 
Extension and Advisory Services + Marketing and Market Research + Infrastructure Supports 

2.3 

Sub-total 2.3 

 
Adequacy of Financial Support Facilities 
 
The earlier finding on accessibility proved to be most attainable type of assistance for financial and credit facilities, 
either as a single or two types of supports. This is something positive as far as support programs for small businesses 
are concerned. To further validate the issue developed in the literature on adequacy, respondents of small businesses 
who received the assistance or financial supports were asked on the adequacy of financial support facilities that they 
received or obtained from. As indicated in Table 6, it is observed that only 11.9 percent out of 177 respondents 
acknowledged that financial support facilities received is rather adequate, thus substantial majority expressed 
inadequacy in terms of the amount of financial facilities they obtained. Among the reasons for insufficiency of 
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financial support facilities include; lower amount than required, shorter duration and thus higher or uncompetitive 
rate of interest that they have to repay.  

 
TABLE 6: PERCEPTION OF SMALL BUSINESSES ON THE LEVEL OF ADEQUACY OF FINANCIAL 

SUPPORT FACILITIES OBTAINED 
 
Adequacy of Financial Support Facilities Number Percent 

Adequate 21 11.9 

Not Adequate 156 88.1 

Total 177 100.0 

 
Concluding Remark 
 
This is the study that attempts to evaluate the availability, accessibility and adequacy of the support facilities small 
businesses of the country, with the Klang Valley was selected as the sample survey.  It is found that a large 
proportion of small businesses gained access to the support programs.  However, it is found out that the businesses 
who gained the support facilities, a substantial proportion are not enjoyed all types of assistance.  It is equally 
important to note that not all the businesses enjoyed equal privilege.  Only a very small percent of businesses were 
provided more than two types of available assistance, while the others had only one or two types of supports.  
Though it looks like many received the support facilities, the study’s assessment therefore is that many small 
businesses in the country do not gain adequate assistance despite the existence of numerous support programs and 
various agencies being involved.  Hence, it can be stressed that although the government has stated its strong 
commitment to and interest in promoting small businesses, the intention has not been translated into effective action 
as yet.  Similarly, the accessibility and adequacy of most of the support facilities provided at the level of individual 
businesses are indeed limited and fragmented.   
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End Notes 
 

1.The survey reported that Small businesses in the nearby Asian region obtain higher percentage of working 
capital from banks i.e. 21 percent in Malaysia, 24 percent in Indonesia, 28 percent in Philippines and 26 percent 
in Korea and Thailand. 
2. Prior to these, other funds such as Bumiputera Industrial Funds (RM100 million), Industrial Adjustment 
Funds (RM500 million) and Fund for Small and Medium Industries (RM1.8 billion) were introduced and now 
they are terminated as they are almost fully utilized.  However, the repayment and disbursements of the funds 
are still monitored by BNM.  
 

http://www.mida.gov.my/
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Abstract 
 
This study examines the relative efficiency levels of domestic and foreign commercial banks in Malaysia between 
2000 and 2006, using accounting-based ratio, stochastic cost and profit frontier approach. Using accounting-based 
ratio, the results suggest that interest margin and operating cost are slightly higher for domestic banks than for 
foreign banks. Further, the results also suggest that profit ratios are slightly higher for foreign banks relative to 
domestic banks. Using the stochastic frontier approach, the results indicate that domestic banks are found to be more 
cost-efficient but less profit- efficient relative to foreign banks.  

 
Introduction 
 
The purpose of this paper is to investigate the efficiency levels of commercial banks in Malaysia by comparing 
the use of basic accounting ratios and the stochastic frontier analysis (SFA): cost and profit frontier approach.  
The estimates of the level of efficiency were performed using basic accounting ratios and the stochastic cost and 
profit frontier approach. The results of the study suggest that foreign banks are more cost and profit efficient 
than domestic banks. Consistent with previous study, we find that the managerial inefficiencies for the Malaysia 
commercial banks are found to be significant with the average level cost efficiency level of 80.6 percent. 
Domestic banks are found to be more cost efficient relative to their foreign counterparts. The cost efficiency 
level for domestic banks is 88.2 percent and 75.5 percent for foreign banks. The results of our study also 
indicate that overall profit efficiency level for the commercial banks is 76.9 percent.  Foreign banks are found to 
be more profit efficient than domestic banks (76.9 percent against 63.8 percent). 

This study differs from previous studies in that it covers a more recent data, from 2000 and 2006 longer 
than the study undertaken by Sufian (2004) where he focussed on the period from 1998 to 2003. Second, it 
examines both the efficiency of domestic and foreign banks. Third, three different measures were used to 
measure efficiency, accounting-based ratios, and stochastic frontier approach: cost and profit frontier approach.  

The structure of the Malaysian financial institutions has changed dramatically for the last twenty years. 
Global trend towards liberalization in banking has led to the blurring of demarcation lines separating activities 
of the different groups of financial institutions and the removal of artificial barrier to competition. Similarly, 
deposit taking, credit granting, investment, insurance and financial advisory services are being bundled into one 
financial conglomerate of financial supermarkets. The integration of financial markets within and across borders 
as well as mergers among banks, reflect attempts to increase financial industry efficiency. The Malaysian 
experience on the merger exercise is a good example. From 58 financial institutions, the number has to reduce 
to 10 anchor banks and this was completed by 31 December 2000. This was the result of the financial crisis 
which has weakened the domestic banking sector and the move towards consolidation is hoped to improve the 
efficiency of the banking sector. 

The commercial banks have undergone a tremendous development with the merger exercise. 
Theoretically, bank merger could broaden the product mix and reduce cost and definitely large size capital and 
asset are crucial for a bank to become an efficient, competitive and powerful bank. These elements with good 
quality service will enable banks to compete with foreign banks at local as well as at international levels. 

This article is organized as follows: the next section overviews the efficiency measurement in banking 
followed by data and methodology. The next section discusses the results and followed by conclusion. 
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Efficiency Measurement in Banking 
 
In the previous literature on banking studies both parametric and non-parametric approach has been used. There 
is no consensus of which method is superior to the other. Accounting-based ratios, however, even though is a 
crude measure but easy to use. However, results obtained by this method have to be interpreted with caution. 
 
Accounting-based Ratios 
  
Early research in the banking industry was mainly concerned with estimating the average productivity, using 
some sort of indices and with cost comparison (Farrell, 1957).  Subsequently, researchers tended to proxy 
efficiency by market share, the assumption being that banks with large market shares may be expected to earn 
higher profits because they have lower unit costs than banks with smaller market shares (See for example, 
Smirlock 1985 and Evanoff and Fortier 1988). In other words, banks with lower cost structures could maximize 
profits either by maintaining the current level of prices and size or reducing the price levels and expanding, a 
positive relationship between firms’ profits and market structures being attributed to the gains made by more 

efficient firms. 
 Accounting ratios are a crude measure used by bank analysts to measure efficiency and performance of 
banks. These ratios are easy to use since they are provided in the financial statements each bank under 
consideration. Despite its contradictory issues, the use of simple financial indicators of operating performance, 
such as operating costs divided by total assets or the return on equity or assets, have also been used to compare 
efficiencies, as in studies of bank efficiency before and after mergers by Rhoades (1986), Cornett and Tehranian 
(1992) and Srinivisan and Wall (1992).  
 However, the use of financial ratios has its limitations. According to Berger et. al., (1993), the first 
problem is that, financial ratios are regarded as misleading indicators of efficiency because they do not control 
for product mix or input prices. Secondly, using the cost-to-asset ratio assumes that all assets are equally costly 
to produce and all locations have equal costs of doing business. Finally, the use of simple ratios cannot 
distinguish between X-efficiency gains and scale and scope efficiency gains. 
 
Stochastic Frontier Approach 
 
The stochastic frontier approach (SFA), sometimes also referred to as the econometric frontier approach (EFA), 
was developed by Aigner, Lovell and Schmidt (1977), and Meeusen and Van den Broeck (1977). In this 
approach, the SFA specifies a functional form for the cost, profit or the production frontier and allows for 
random error. The SFA modifies a standard cost (production) function to allow inefficiencies to be included in 
the error term. The predicted standard cost function is assumed to characterize the frontier while any 
inefficiency is captured in the error term, which is by construction orthogonal to the predicted frontier. These 
assumption forces any measured inefficiencies be uncorrelated with the regressors and any scale or product mix 
economies derived linearly from these explanatory variables (Ferrier and Lovell, 1990). 
 Another assumption needed in the SFA is to distinguish the inefficiencies from random components of 
the error terms. The random components include short term luck which place individual banks in relatively high 
or low cost positions and measurement error from excluded explanatory variables, misspecification etc. These 
two components are separated by assuming that inefficiencies are drawn from asymmetric half-normal 
distribution, and that random errors are drawn from a symmetric normal distribution. However, it is not possible 
to decompose individuals’ residuals into inefficiency or random variation; therefore, estimating technical 

inefficiency by observation is impossible. Okuda et. al., (2003) used SFA to estimate the cost function of the 
Malaysian commercial banks from 1991-1997 and its impact on bank restructuring. The study observed 
economies of scale but not economies of scope and suggest that Malaysian domestic banks were making 
unproductive capital investments. Yildrim and Philippatos (2007) used both SFA and DFA to examine the cost 
and profit efficiency of banking sectors in twelve countries in Europe and find that the average cost efficiency 
level was 72 percent by DFA and 77 percent by SFA. 
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Data and Methodology  
 
The banks in our sample include all 9 domestic and 13 foreign commercial banks in Malaysia over the period 
2000-2006. Income and Balance Sheet data were taken is obtained from IBCA’s BANKSCOPE data set. 

Altogether there were 147 observations but due to the log-linear specification in the estimated model, 
observations that have negative values are dropped from the sample. The selection process yielded an 
unbalanced panel with 147 for the cost function and 142 samples for the alternative profit function. This study 
will use the intermediation approach. Under the intermediation approach, banks are treated as financial 
intermediaries that combine deposits, labour and capital to produce loans and investments. The values of loans 
and investments are treated as output measures; labour, deposits and capital are inputs; and operating costs and 
financial expenses comprise total cost. 
 

TABLE 1: LIST OF COMMERCIAL BANKS AND ABBREVIATIONS 

Banks 
Abbreviations 

Used 

Domestic banks  

Affin Bank Berhad AFB 

Alliance Bank Malaysia Berhad  ALB 

AmBank Malaysia Berhad AMB 

CIMB Bank Berhad CIMB 

EON Bank Berhad EON 

Hong Leong Bank Berhad HLB 

Malayan Banking Berhad  MBB 

RHB Bank Berhad RHB 

Public Bank Berhad PUB 
Foreign Banks  

The Royal Bank of Scotland RBS 

Bangkok Bank Berhad BBB 

Bank of America BOA 

The Bank of Nova Scotia BNS 

Bank of China (Malaysia) Berhad BOC 

Bank of Tokyo-Mitsubishi UFJ (Malaysia) Berhad BOT 

Citibank Berhad CTB 

HSBC Bank Malaysia Berhad HSBC 

United Overseas Bank (Malaysia) Bhd. UOB 

Standard Chartered Bank Malaysia Berhad SCB 

JP Morgan Chase Bank Berhad MCB 

OCBC Bank (Malaysia) Berhad OCBC 

Deutsch Bank DB 

Source: Bank Negara Malaysia  
 
Accounting Ratios 

 
In this study, three main accounting ratios will be used (See Table 2). 
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TABLE 2: ACCOUNTING RATIOS 
1. Operating asset ratios i) Interest margin to assets (interest received –interest expenses)/asset 

ii) Operating cost to assets 
iii) Pre-tax profit to assets 

2. Operating income ratios i) Interest margin to income 
ii) Operating cost to income 
iii) Pre-tax profit to income 

3. Operating equity ratios i) Interest margin to equity 
ii) Operating cost to equity 
iii) Pre-tax profit to equity 

 
For each ratio, they are then compared. For both interest margin ratios and operating cost ratios, the 

smaller the margin the more efficient the bank, the smaller the cost the more efficient the bank. For the profit 
ratios, the larger the profit the efficient is the bank. Table 3 presents the mean accounting ratios for 2000 to 
2006. 

 
A Stochastic Cost Frontier (SCF) 

 
Cost efficiency measures the performance of bank relative to the best-practice bank that produces the 

same output under the same exogenous conditions. The stochastic cost frontier (SCF) approach is based on a 
cost equation that relates a bank’s cost to variables that incur those expenses, such as output levels and input 

prices.  
The SCF cost equation contains a composite error structure that distinguishes random cost fluctuations 

from cost inefficiencies. To put it simply, the cost function describes the relationship between the cost with 
quantities of output and input variables plus the inefficiency and random error. The following cost equation: 
 

C = f(y, w, z) + u + v      (1) 
 
where C measures the total costs of a bank, including both operating and financial costs; y is a vector 

of outputs; w is a vector of input prices; z represents the quantities of fixed bank parameters; u is the 
inefficiency term that captures the difference between the efficient level of cost for a given output levels and 
input prices and the actual level of cost; and v is the random error term. 
 The cost efficiency of the bank can be written in a natural logarithm form as the following: 
 

tt vuzwyfInTC lnln),,(      (2) 

 
where f denotes a functional form. After estimating a particular cost function, the cost efficiency for 

bank i is measured as the ratio between the minimum cost (Cmin) necessary to produce that bank’s output and the 

actual cost (Ci): 
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)exp(ln)],,(exp[
 (3)  

 
where umin is the minimum ui  across all banks in the sample. Under this formulation, an efficiency 

score for example 0.95 implies that the bank would have incurred only 95 percent of its actual costs had it 
operated in the frontier.  
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TABLE 3: ACCOUNTING RATIOS MEAN VALUES (RM MILLION), 2000-2006 

 Total Assets Equity 
Gross 

Income 
Interest 
Margin Overheads PBT 

Domestic  Banks 

AFB 20988.40 1561.47 1272.90 462.23 391.50 -26.13 

ALB 18328.47 1571.85 1127.72 477.15 264.40 133.67 

AMB 39344.78 2554.20 2559.28 1077.40 607.30 390.20 

CIMB 76412.23 5330.23 4344.96 1814.87 1201.60 510.90 

EON 24233.10 2223.86 1310.10 710.23 353.06 407.19 

HLB 35418.59 3271.84 1921.34 889.84 379.03 718.03 

MBB 138524.34 11668.04 7056.86 3925.23 1860.44 2699.79 

RHB 62658.81 5109.67 3493.19 1412.36 917.19 441.93 

PUB 72583.54 6287.60 3386.00 1927.23 743.56 1501.00 
Foreign Banks 

RBS 3314.11 350.87 190.09 41.94 69.76 34.36 

BB 844.26 227.47 52.17 20.14 9.44 21.36 

BOA 1351.71 327.99 60.89 25.24 16.07 21.09 

BNS 2649.00 358.54 129.10 45.47 15.39 37.70 

BOC 837.82 319.78 37.10 18.28 10.16 12.46 

BOT 3721.97 764.64 187.19 74.96 38.43 87.87 

CTB 29728.01 1664.39 1932.09 820.10 555.51 572.90 

HSBC 30346.16 1883.59 1954.96 725.14 646.24 602.53 

UOB 23061.73 1769.53 1351.97 501.13 258.93 419.90 

SCB 28164.77 1482.42 1714.27 710.60 476.73 412.68 

MCB 1654.56 371.03 93.94 34.76 20.76 45.33 

OCBC 26332.90 1887.77 1477.16 601.36 283.80 396.34 

DB 4708.84 417.84 353.10 67.26 72.10 77.26 
Note: PBT=Profit before tax 
Source: Author’s own estimates. Data taken from Bankscope.  

 
 
A Stochastic Profit Frontier (SPF) 
 
Profit efficiency on the other hand measures how close a bank is to attaining the maximum possible profit as a 
best-practice bank on the frontier for a given levels of inputs and output prices (quantities) and other exogenous 
variables.  In this study we use the alternative profit specification thus avoiding the problems of having to 
measure output prices which are basically not available in our study.  
 The alternative profit specification employs the same set of exogenous variables as the cost function in 
Equation (1) but the profit replaces total cost as the dependent variable. Therefore the profit frontier is derived 
as follows: 
 

P = f(y, w, z) + u + v     (4) 
 

where P measures the profits of a bank, including both interest and fee income less total costs C used in 
the cost function.  
 The profit function of the bank can be written in a natural logarithm form as the following: 
 

tt vuzwyfP lnln),,(ln     (5) 
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 Profit efficiency is measured by the ratio between the actual profit of a bank and the maximum possible 
profit that is achievable by the most efficient bank. 
 

  
)exp(ln)],,(exp[

)exp(ln)],,(exp[

maxmax uxzwyf

uxzwyf

P

P
PROEFF ii

i  (6) 

 
 where umax is the maximum ui  across all banks in the sample. For example, if the profit efficiency score 
of a abnk is 90 percent, it means that the bank is losing about 10 percent of its potential profits to managerial 
failure in choosing optimum output quantities and input prices. 
 The variables used in this study and the descriptive statistics are presented in Tables 6 and 7 below. 
 
  

TABLE 6: VARIABLES USED IN THE MEASUREMENT FOR COST AND PROFIT EQUATIONS 
Dependent Variables 

TC Total cost Operating + interest + personnel + overheads 

π Profit Pre tax profits 

Independent variables 

Q Total Earning Assets Loans, investment and non-earning assets 

X1 Price of Labour and 
Capital 

personnel and other overhead expenses divided by the total 
assets 

X2 Price of Deposits income paid to depositors divided by total deposits 

 
These two models are simultaneously estimated using the maximum likelihood parameter estimation 

(Battese and Coelli, 1995). The computer programme, FRONTIER Version 4.1 developed by Coelli (1995) has 
been used to obtain the maximum likelihood estimates of parameters in estimating the technical efficiency.  The 
programme can accommodate cross sectional and panel data; cost and production function; half-normal and 
truncated normal distributions; time-varying and invariant efficiency; and functional forms which have a 
dependent variable in logged or original units.  
 

TABLE 7: DESCRIPTIVE STATISTICS FOR INPUT AND OUTPUT VARIABLES, 2000-2006 (IN RM MILLION)  
 Variable N Mean Median Minimum Maximum Std. Dev. 
All TC 147 1073.91 825.20 13.20 6632.70 1212.98 
 π 142 465.2092 267.80 6.60 5318.20 728.181 
 Q 147 28300.14 19669.00 508.90 189518.10 34256.54 
 X1 147 24477.63 17172.50 190.10 164392.60 29819.88 
 X2 147 420.11 291.60 6.60 2784.00 490.79 
Domestic banks 
 TC 59 1973.378 1552.10 342.20 6632.70 1390.863 
 π 56 843.258 472.00 13.40 5318.20 1014.115 
 Q 59 53196.17 38644.60 8826.00 189518.10 40747.25 
 X1 59 46037.12 33733.30 6955.90 164392.60 35478.75 
 X2 59 761.70 571.90 124.20 2784.00 572.60 
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Foreign Banks 
 TC 88 470.855 158.85 13.20 1648.40 512.785 
 π 86 219.037 78.60 6.60 949.10 242.199 
 Q 88 11608.48 3124.30 508.90 39324.00 12660.97 
 X1 88 10022.98 2614.20 190.10 35417.30 11249.28 
 X2 88 191.09 63.25 6.60 875.10 231.24 
Note: TC = Total costs, π = profits, Q = Total earning assets,  X1  =   Price of labour and capital,  X2 = 
Price of deposits 

 
 
Empirical Findings 
 
Accounting ratios 

 
Table 8 shows the findings using accounting ratios. Operating asset ratios indicate that interest margin and 
operating costs on average are slightly higher for domestic banks compared to foreign banks. Similar findings 
are shown with operating income ratios and operating equity ratios. These ratios indicate that foreign banks are 
more cost efficient than their domestic counterparts. The opposite is the case with the profit ratios; they are on 
average slightly higher for foreign banks compared to domestic banks. This indicates that foreign banks are 
more profit efficient than the domestic banks. 

For individual bank, it is found that PUB and HLB have the lowest operating costs. For profit ratios, 
PUB has the highest profit ratio followed by HLB and MBB, while CIMB has the lowest profit efficiency 
followed by RHB and ALB. AFB on the other hand experienced negative efficiency because this bank was 
making losses during these periods. For foreign banks, RBS has the lowest interest margin followed by DB and 
BNS. BOT and MCB have the highest profit efficiency. Overall, the results indicate that foreign banks are more 
cost and profit efficient than domestic banks. 

However, accounting ratios are crude measures of bank performance but they need to be interpreted 
with caution (DeYoung, 1997). For example, higher operating costs would mean higher costs to support 
extensive branches, technology and better service quality to customers. 

 
 

 
TABLE 8: OPERATING RATIOS (AVERAGE OF 2000-2006 IN %) 

 Operating asset ratios Operating income ratios Operating equity ratios 
 IMA OCA PA IMI OCI PI IME OCE PE 
Domestic banks         

Affin Bank Berhad 2.2 1.9 -0.2 36.6 30.9 -1.5 30.5 27.0 -6.3 

Alliance Bank Malaysia Berhad 2.7 1.4 0.8 42.3 23.3 12.2 32.1 17.2 9.7 

AmBank Malaysia Berhad 2.8 1.6 1.1 42.5 23.5 15.7 43.1 23.6 15.9 

CIMB Bank Berhad 2.4 1.6 0.6 41.6 27.5 10.9 35.5 23.4 9.1 

EON Bank 2.8 1.5 1.5 55.1 26.5 31.4 29.7 15.6 15.9 

Hong Leong Bank Berhad 2.8 1.1 2.1 51.0 20.4 37.5 28.2 11.6 21.6 

Malayan Banking Berhad 2.8 1.3 1.9 54.5 26.1 36.5 33.3 15.7 22.0 

RHB Bank 2.3 1.5 0.7 40.5 25.9 12.6 27.5 17.7 8.6 

Public Bank 2.7 1.1 2.0 57.0 23.4 43.6 29.1 11.7 22.5 
Mean 2.6 1.4 1.2 46.8 25.3 22.1 32.1 18.2 13.2 
Foreign Banks         

The Royal Bank of Scotland 1.3 2.1 1.0 22.8 36.9 19.0 12.7 21.1 9.1 

Bangkok Bank Berhad 2.4 1.2 2.7 39.0 18.6 38.6 13.1 6.5 13.2 
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Bank of America 1.9 1.3 1.5 47.1 29.4 37.1 7.7 5.0 6.4 

The Bank of Nova Scotia 1.7 0.6 1.4 35.6 11.9 29.5 13.0 4.3 10.9 

Bank of China 2.2 1.3 1.4 52.2 30.7 31.4 5.7 3.2 3.8 

Bank of Tokyo-Mitsubishi UFJ 2.1 1.1 2.4 41.2 21.6 46.0 9.8 5.0 11.3 

Citibank Berhad 2.8 1.9 2.0 42.4 28.7 29.7 50.3 33.9 35.7 

HSBC Bank 2.4 2.1 2.0 37.2 33.0 30.4 39.0 34.3 31.6 

United Overseas Bank 2.2 1.2 1.9 37.2 19.3 30.9 27.9 14.5 23.4 

Standard Chartered Bank 2.6 1.8 1.4 42.0 28.3 23.8 48 32.3 27.5 

JP Morgan Chase Bank 2.2 1.4 2.8 42.1 25.8 48.3 9.5 5.7 12.3 

OCBC Bank 2.3 1.1 1.5 41.2 18.9 26.2 32.0 14.9 20.8 

Deutsch Bank  1.5 1.7 1.9 19.4 20.8 21.6 16.5 18.4 18.5 

Mean 2.1 1.4 1.8 38.4 24.9 31.7 21.9 15.3 17.3 
 
Stochastic Cost Frontier Analysis 
 
The results using cost frontier approach are presented in Table 9. According to the results, the average cost 
efficiency level for 9 domestic banks under examination is 88.2 percent. This suggests that, on average, about 
12.8 percent of bank resources are wasted during the provision of banking services. Whereas the average cost 
efficiency level for 13 foreign banks is 75.5 percent. This implies that on average 25.5 percent of the resources 
are wasted.  

Overall, the results show that the cost efficiency level for all commercial banks in Malaysia is 80.6 
percent. This means that 19.4 percent of the resources are wasted during the period. The results of this study are 
much lower than found in the previous studies of developed banking markets, in the range of 20 percent to 30 
percent 

Cost efficiency level has increased over the period for both domestic and foreign banks. 
Based on the results, AMB has the highest average efficiency level (98.8 percent) and AFB has the lowest (83 
percent) for domestic banks.  For foreign banks, UOB has the highest efficiency level (89.4 percent) while BBB 
has the lowest cost efficiency level (54.4 percent). However, all these banks have improved their cost efficiency 
since 2000. 

Fig. 1 depicts the mean cost efficiency levels for both domestic and foreign banks. 
 

TABLE 9: COST EFFICIENCY MEASURES, 2000-2006 
 Banks 2000 2001 2002 2003 2004 2005 2006 Average 
Domestic banks 

Affin Bank Berhad 0.802 0.812 0.822 0.831 0.84 0.848 0.856 0.830 

Alliance Bank Malaysia Berhad NA 0.812 0.821 0.83 0.839 0.847 0.855 0.834 

AmBank Malaysia Berhad NA NA NA 0.988 0.988 0.989 0.989 0.988 

CIMB Bank Berhad 0.862 0.869 0.875 0.881 0.887 0.893 0.898 0.881 

EON Bank 0.807 0.817 0.827 0.835 0.844 0.852 0.859 0.834 

Hong Leong Bank Berhad 0.859 0.866 0.872 0.879 0.885 0.891 0.896 0.878 

Malayan Banking Berhad 0.909 0.914 0.918 0.922 0.926 0.930 0.933 0.922 

RHB Bank 0.901 0.906 0.911 0.915 0.919 0.923 0.927 0.915 

Public Bank 0.874 0.88 0.886 0.892 0.897 0.902 0.907 0.891 
Overall Mean 

0.859 0.859 0.867 0.886 0.892 0.897 0.902 0.882 
Foreign Banks 

The Royal Bank of Scotland 0.597 0.619 0.640 0.660 0.678 0.696 0.712 0.657 
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Bangkok Bank Berhad 0.460 0.491 0.521 0.548 0.573 0.597 0.620 0.544 

Bank of America 0.613 0.634 0.654 0.673 0.691 0.707 0.723 0.671 

The Bank of Nova Scotia 0.529 0.556 0.581 0.604 0.626 0.647 0.666 0.601 

Bank of China NA NA 0.750 0.764 0.776 0.788 0.799 0.775 

Bank of Tokyo-Mitsubishi UFJ 0.819 0.828 0.837 0.845 0.853 0.860 0.868 0.844 

Citibank Berhad 0.846 0.854 0.861 0.868 0.875 0.881 0.887 0.868 

HSBC Bank 0.800 0.811 0.820 0.830 0.838 0.847 0.854 0.829 

United Overseas Bank 0.877 0.883 0.889 0.894 0.900 0.905 0.909 0.894 

Standard Chartered Bank NA 0.825 0.834 0.842 0.85 0.858 0.865 0.846 

JP Morgan Chase Bank 0.661 0.68 0.697 0.713 0.729 0.743 0.757 0.711 

OCBC Bank 0.871 0.878 0.884 0.890 0.895 0.900 0.905 0.889 

Deutch Bank  0.647 0.666 0.684 0.701 0.717 0.733 0.747 0.699 
Overall Mean 0.702 0.727 0.743 0.756 0.769 0.782 0.793 0.755 
Overall N = 147 0.763 0.780 0.790 0.809 0.819 0.829 0.838 0.806 

Note: NA, Data was not available from Bankscope 
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FIG. 1: COST EFFICIENCY FOR DOMESTIC AND FOREIGN BANKS 

 
 

 
Stochastic Profit Frontier Analysis 
 
The results of the alternative profit efficiency estimation are presented in Table 10. As in many previous studies, 
the alternative profit estimates are lower than those of cost efficiency levels (Berger and Mester, 1997 for US 
banks). Based on the results, the alternative profit estimates for domestic banks are lower than foreign banks 
(63.8 percent against 76.9 percent).  From the results we can conclude that approximately one-third of banks’ 

profits are lost to inefficiency during the period under study. All banks however, have increased their profit 
efficiency levels significantly since 2000.  
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The most profit efficient domestic banks are MBB (88.4 percent) and PUB (87.9 percent) whilst AFB, 
CIMB and RHB are the least profit efficient (19.9 percent, 40.4 percent and 47.3 percent respectively). The 
most profit efficient foreign banks are MCB (91.7 percent0 followed by CTB (91.6 percent) and HSBS (88.8 
percent). The last efficient banks are RBS (52.4 percent), SCB (54.8 percent) and BOC (57.1 percent). 

Overall, all banks have improved their profit efficiency over the seven-year period.  
Fig. 2 depicts the mean profit efficiency levels for domestic and foreign banks. 

 
TABLE 10: PROFIT EFFICIENCY MEASURES, 2000-2006 

Banks  2000 2001 2002 2003 2004 2005 2006 Average 

Domestic banks        

Affin Bank Berhad NA NA  0.113 0.151 0.195 0.242 0.293 0.199 

Alliance Bank Malaysia Berhad NA  0.578 0.620 0.660 0.696 0.730 NA 0.657 

AmBank Malaysia Berhad  NA NA  NA  0.631 0.669 0.705 0.738 0.686 

CIMB Bank Berhad 0.250 0.300 0.352 0.405 0.457 0.507 0.556 0.404 

EON Bank 0.456 0.505 0.552 0.597 0.640 0.679 0.715 0.592 

Hong Leong Bank Berhad 0.811 0.833 0.853 0.871 0.887 0.901 0.913 0.867 

Malayan Banking Berhad 0.834 0.854 0.871 0.887 0.901 0.914 0.925 0.884 

RHB Bank 0.321 0.373 0.425 0.476 0.526 0.573 0.617 0.473 

Public Bank 0.827 0.848 0.866 0.883 0.897 0.910 0.921 0.879 
 
Overall Mean 0.583 0.613 0.582 0.618 0.652 0.685 0.710 0.638 

Foreign Banks        

The Royal Bank of Scotland NA  0.402 0.453 0.503 0.550 0.596 0.638 0.524 

Bangkok Bank Berhad 0.730 0.760 0.787 0.812 0.834 0.855 0.872 0.807 

Bank of America 0.518 0.565 0.608 0.649 0.687 0.722 0.754 0.644 

The Bank of Nova Scotia 0.626 0.665 0.701 0.734 0.765 0.792 0.817 0.729 

Bank of China  NA  NA 0.480 0.528 0.574 0.617 0.658 0.571 

Bank of Tokyo-Mitsubishi UFJ 0.820 0.841 0.860 0.877 0.892 0.906 0.918 0.873 

Citibank Berhad 0.879 0.894 0.907 0.919 0.929 0.938 0.946 0.916 

HSBC Bank 0.839 0.859 0.876 0.891 0.905 0.917 0.927 0.888 

United Overseas Bank 0.815 0.837 0.856 0.874 0.889 0.903 0.915 0.870 

Standard Chartered Bank  NA 0.429 0.479 0.528 0.574 0.618 0.659 0.548 

JP Morgan Chase Bank 0.880 0.895 0.908 0.920 0.930 0.939 0.947 0.917 

OCBC Bank 0.675 0.710 0.742 0.771 0.798 0.822 0.843 0.766 

Deutch Bank  0.773 0.799 0.822 NA  0.862 0.879 0.894 0.838 
 
Overall Mean 0.755 0.721 0.729 0.750 0.784 0.808 0.830 0.769 
Overall N = 142 0.691 0.681 0.673 0.694 0.730 0.757 0.784 0.717 

Note: NA, Data was not available from Bankscope 
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FIG. 2: PROFIT EFFICIENCY FOR DOMESTIC AND FOREIGN BANKS 

 

Conclusions 
 
The Malaysian financial system has undergone a tremendous change during the last decade. Globalisation and 
technological advancement has changed the way banks are operating; emphasising the importance of 
minimising costs and maximising profits. This study examines the efficiency of Malaysian commercial banks 
using accounting-based ratios and the stochastic frontier approach: cost and profit frontier approach. 

Our results suggest that interest margin and operating costs on average are slightly higher for domestic 
banks compared to foreign banks. These indicate that foreign banks are more cost efficient than domestic banks.  
In the case with the profit ratios; they are on average slightly higher for foreign banks compared to domestic 
banks. These indicate that foreign banks are more profit efficient than the domestic banks. 

The cost and alternative profit efficiency is estimated using the stochastic cost and profit frontier 
approach. As in most previous studies on bank efficiency, we find that the average bank deviates substantially 
from the best-practice frontier. The managerial inefficiencies for the Malaysian commercial banks were found to 
be significant, with the average cost efficiency level for 22 banks 80.6 percent. This suggests that an average 
bank would have incurred 19.4 percent less actual costs had it matched its performance with the best-practice 
bank. According to our results domestic banks are more cost efficient relative to their foreign counterparts (80.6 
percent against 75.5 percent). 

The alternative profit efficiency levels are found to be significantly lower relative to cost efficiency.   
According to the profit efficiency estimation, the alternative profit estimates for domestic banks are lower than 
foreign banks.  From the results we can conclude that approximately one-third of banks’ profits are lost to 

inefficiency during the period under study. All banks however, have increased their profit efficiency levels 
significantly since 2000.  

As a caveat, the results should be interpreted with great caution since previous researches differ 
substantially across different estimation procedures. Further study should use different estimation approaches 
and thus results can be compared.   
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Appendix 1: Cost Function Maximum Likelihood Parameter Estimates 
 
Dependent Variable : In(π)* 

Parameter Variable Coefficient Standard Error T-Ratio 
β0 Constant -1.947 0.922 -2.111 
β1 Total Earning Assets 1.273 0.113 11.236 
β2 Price of Labour and Capital 0.522 0.319 1.635 
β3 Price of Deposits 0.064 0.122 0.525 
β4 (T. Earning Assets)2 -0.013 0.005 -2.427 
β5 T. E. Assets X P. Labour 

and Capital  
 

-0.020 
 

0.013 
 

-1.511 
β6 T. E. Assets X P. Of 

Deposits 
 

0.012 
 

0.008 
 

1.423 
β7 (P. of Deposits)2 0.101 0.035 2.842 
β8 P. Labour and Capital X P. 

of Deposits 
 

-0.251 
 

0.035 
 

-7.125 
β9 (Price of Deposits)2 0.093 0.014 6.566 

Sigma-square 2 2 2
v u

 1.106 0.317 3.481 

Gamma 2 2 2/( )u v u
 0.999 0.0002 4142.701 

Mu  -2.102 0.358 5.863 
Eta  0.048 0.009 5.515 
Log likelihood Function 237.664 
Note: N = 147 

 
 

Appendix 2: Profit Function Maximum Likelihood Parameter Estimates 
 
Dependent Variable : In(π)* 

Parameter Variable Coefficient Standard Error T-Ratio 
β0 Constant -2.4687 2.0193 -1.2225 
β1 Total Earning Assets -0.2780 0.5793 -0.4799 
β2 Price of Labour and Capital -4.0892 1.6165 -2.5296 
β3 Price of Deposits 2.4393 1.3964 1.7468 
β4 (T. Earning Assets)2 -0.0145 0.0296 -0.4906 
β5 T. E. Assets X P. Labour 

and Capital  
-0.0530 0.0943 -0.5618 

β6 T. E. Assets X P. Of 
Deposits 

-0.3358 0.1080 -3.1093 

β7 (P. of Deposits)2 -0.3422 0.2627 -1.3025 
β8 P. Labour and Capital X P. 

of Deposits 
-0.4309 0.4115 -1.0473 

β9 (Price of Deposits)2 0.2086 0.1673 1.2469 
Sigma-square 2 2 2

v u
 0.8132 0.3913 2.0782 

Gamma 2 2 2/( )u v u
 0.7432 0.1465 5.0723 

Mu  -1.5548 1.0553 -1.4734 
Eta  0.1451 0.0496 2.9277 
Log likelihood Function -109.5221 
Note: N = 142 
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Abstract 
 
Globalization and technological advancement has created a highly competitive market in the banking and finance 
industry. Performance of the industry depends heavily on the accuracy of the decisions made at managerial level. 
This study uses multiple linear regression technique and feed forward artificial neural network in predicting bank 
performance. The study then evaluates the performance of the two techniques with a goal to find a powerful tool in 
predicting the bank performance. Data of thirteen banks for the period 2001-2006 is used in the study. ROA is used 
as a measure of bank performance, and hence dependent variable for the multiple linear regressions. Seven variables 
including liquidity, credit risk, cost to income ratio, size, concentration ratio, inflation and GDP are used as 
independent variables. Under supervised learning, the dependent variable, ROA is used as the target output for the 
artificial neural network. Seven inputs corresponding to seven predictor variables are used for pattern recognition at 
training phase. Experimental results from the multiple linear regression show that two variables: credit risk and cost 
to income ratio are significant in determining the bank performance. The two variables are found to explain about 
60.9 percent of the total variation in the data with mean square error (MSE) of 0.330. The artificial neural network is 
found to give optimal results by using thirteen hidden neurons. Testing results show that the seven inputs explain 
about 66.9 percent of the total variation in the data with a very low MSE of 0.00687. Performance of both methods is 
measured by mean square prediction error (MSPR) at the validation stage. The study concludes that artificial neural 
network is more powerful tool in predicting bank performance. 
 
Introduction 
 
Performance of the banking and finance industry plays a significant role in determining financial stability of any 
country. Furthermore, globalization and technological advancement has created a highly competitive market. 
This affects all organizations regardless of business emphasis. Banks are of no exception. They have to compete 
not only among the local banks, but also among the foreign banks. The situation requires the needs for the 
decision makers in this industry to be able to make an accurate decision. Mathematical and statistical tools can 
assist the decision makers to be able to make accurate prediction and face challenges ahead. 

In the literature, the most common statistical technique used in predicting bank performance is by using 
multiple linear regression. The procedure is found to be very useful in determining bank profitability and 
consequently the performance of banks. In this study, two different statistical techniques will be used to predict 
bank performance. Multiple linear regression and artificial neural network techniques will be applied to 
Malaysian banks data. Determinants of bank performance and the variables used are based from past literature 
and the results using both methods are obtained. The predictive abilities of the two techniques are then 
compared to find the more powerful tool in predicting bank performance. 

The objectives of this paper are to perform and evaluate Multiple Linear Regression and Artificial Neural 
Network on the Malaysian banks data and evaluate & compare the performance of Multiple Linear Regression 
and Artificial Neural Network in predicting bank performance. 

This paper is organized as follows; the next section will highlight the literature review in the area concerned 
followed by description of Multiple Linear Regression Model. The next section will focus on neural network 
and data description. Results and findings will be discussed next followed by the conclusions. 
 
Literature Review 
 
Researchers in banking and finance have indicated that bank profitability is related to internal and external 
factors. The internal factors originate from bank accounts and external factors are described as the economic and 
legal environment that affects bank performance (Athanasoglou et. al., 2008). Multiple linear regression is a 
very common statistical technique used in finding the determinants of bank performance for example 
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Athanasoglou et. al., (2008), Haron (2004) and Sanusi and Mohamed (2007). The analysis of multiple linear 
regression often produced low coefficient of multiple determination, or R2 values and the presence of outliers is 
seen to be a very common problem.  
 The performance measures are represented by return on assets (ROA), return on equity (ROE) and 
return on deposits (ROD) from balance sheets (Sanusi and Mohamed, 2007). In a study on panel data in finding 
determinants of Islamic bank profitability, Haron (2004) found that internal factors such as liquidity, total 
expenditures, funds invested and profit sharing ratio to have significant effect on bank profitability. Interest rate, 
market share and bank size; described as external effects are also found to have the same effect in determining 
bank profitability.  
 A similar study in finding determinants of bank profitability, Sanusi and Mohamed (2007) found that 
bank’s characteristics and financial structure of a country are significant variables affecting bank profitability. 
They also compared the results of fixed effects and random effects on the proposed model and observed low 
adjusted R2 values, indicating a low proportion of variation in profitability explained by the significant 
independent variables.  
 Athanasouglou et. al., (2008) investigated the effect of bank-specific and industry-specific and 
macroeconomics determinants on bank profitability in Greek. Two variables are found to have significant effect; 
labour productivity growth (positive effect) and operating expenses (negative effect). Variables used by 
Athanasoglou et. al., (2005) are adapted in this study to perform multiple linear regression on the Malaysian 
banks. 
 As with Artificial Neural Network, Vellido (1999) listed out a number of researches that have used this 
method. In banking and finance, artificial neural network has been used to predict banks and firms bankruptcy, 
predict credit card performance, credit evaluation and also detect insurance fraud uncovering. Aiken (1999) used 
artificial neural network to forecast inflation and concluded that neural network is able to fairly accurately 
forecast consumer price index of a country. 
 The future of the artificial neural network in finance is discussed by Brunell and Folarin (1997). They 
have looked at the promising performance of artificial neural network in debt risk assessment and its ability to 
improve on loan assessment. They found that the artificial neural network has helped bank managers to evaluate 
good or bad credit risks by estimating the likelihood that a firm’s or borrower’s ability to require additional 
capital through borrowing. The high performance of artificial neural network in many areas of banking and 
finance has led to the application of the artificial neural network to predict bank performance in this study. 
 The performance of artificial neural network has been compared with many other traditional statistical 
techniques. For example, artificial neural network is compared with multiple linear regression (Nguyen and 
Cripps, 2001 and Arulsudar et. al., 2005), discriminant analysis and logistic regression (Leshno and Spector, 
1996), decision trees and logistic regression (Delen et. al., 2004), stepwise regression and ridge regression 
(Chokmani et. al., 2008), logistic regression (Zhang et. al., 1997). The artificial neural network has 
outperformed the traditional methods in all of these studies. Specifically, the artificial neural network is found to 
have better performance than multiple regression analysis when moderate to large data sample size is used 
(Nguyen and Cripps, 2001). 
 Comparison of artificial neural network and multiple linear regression has also been done in various 
fields of study. Artificial neural network is extensively being applied in predicting bankruptcy. Leshno and 
Spector (1996) have compared artificial neural network with multivariate discriminant analysis and logistic 
regression in their study on bankruptcy using limited number of firms. Prediction capabilities of artificial neural 
network are found to be more accurate than the classical discriminant analysis and logistic regression. They also 
concluded that an ample number of examples must be provided for neural network to perform at its optimal. 
Another study in predicting bankruptcy is by Boritz and Kennedy (1995) who examined different types of 
artificial neural network and compared against other bankruptcy prediction techniques such as discriminant 
analysis, logit and probit techniques. Performance of the artificial neural network is found to be affected by 
choice of variables. Although the artificial neural network has outperformed the traditional methods, the later 
has advantages of easy to understand and use. 
 Nguyen and Cripps (2001) examined the performance of various artificial neural network architectures. 
Standard backpropagation is found to perform better than other neural network architectures. The network 
performance is also found to improve with training size.  
 The applications of neural network in various fields of study have showed positive and promising 
results. Multiple linear regression is a very popular method but the method is non-robust in which influential 
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outliers can effect regression results significantly. Researchers in the field of robust statistics indicate that real 
data may contain about 1 to 10% outliers (Midi and Imon, 2006). The predictive ability and robustness of 
artificial neural network is an eye-catcher. Therefore, in this study, multiple linear regression and artificial 
neural network are used to predict bank performance and results of both methods are then compared. The results 
can be of importance to predict bank performance in Malaysia. 
 
Multiple Linear Regression Model 

 
Multiple linear egression analysis is a technique for modelling the linear relationship between two or more 
variables. It is one of the most widely used of all statistical methods. In banking and finance literature, 
regression analysis is a very common method used to find the determinants of bank performance.  

The general linear regression model, with normal error terms, simply in terms of X variables is shown 
in Equation 1. 

ipipiii XXXY    1,122110 ...   (1)  

where,    110 ,...,, p  are parameters 

11 ,..., piX   are known constants 

i  are independent ),0( 2N  

ni ,...,1  

 In multiple linear regression, the unbiased estimate of the variance 2 , mean square error (MSE) is 
determined by using the residual or error sum of squares (SSE) divided by the degrees of freedom in the model, 

pn . 

 
pn

SSE
MSE


  (2) 

 
 Regression sum of squares (SSR) and total sum of squares (SSTO) can be obtained from he results of 

analysis of variance (ANOVA). Coefficient of multiple determination, denoted by 2R , is calculated as: 
 

  
SSTO

SSE

SSTO

SSR
R  12  (3) 

 
 The coefficient of multiple determination is used to measure the proportionate reduction of total 

variation in Y associated with the use of the set of variables 11 ,..., pXX  (Kutner et. al., 2004). 

 The underlying assumptions of linearity, normality, constant variance and independence of error terms 
must be satisfied in order to get a more valid model. Diagnostics for the underlying assumptions must be done 
and remedial measures can then be taken accordingly. 
 
Artificial Neural Network 
  
The development and abundance of high speed computers has made artificial neural network to become an 
increasingly popular research subject. The method has been applied to many areas including banking and 
finance. Artificial neural network has been applied to areas such as determining bank bankruptcy, time series, 
loan assessment etc.  

The idea of neural network was originated from the most fascinated organ in the human body; the 
brain. The human brain consists of billions number of basic units called neurons. The basic neuron unit is 
illustrated in Fig. 1. The neuron consists of dendrites, a cell body and an axon connecting to axon terminals.  

Information or inputs received by the brain are transferred into the cell body through dendrites. The cell 
body acts as the processing unit, where all the learned information are then transferred into outputs and passed 
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down by the axon. The muscles or other parts of the body received the outputs via the axon terminals for 
actions. This concept was first studied in 1943 by McCulloch and Pitts to form a mathematical model. 

 

 
FIG.1: THE STRUCTURE OF THE NEURON 

 

Fig. 2 illustrates a one hidden layer feed forward network with inputs ixx ,...,1  and output ky . Each 

input is given its own synaptic weight. The weights are then transferred into the hidden layer, which consists of 
a number of hidden neurons. Each neuron performs a weighted summation of the inputs and then passes a 
nonlinear activation function. The output of the network is given by Equation 4 : 
 

   )()( vvwy kkik   (4) 

ky  =  network’s output 

kiw =  synaptic weight between output of neuron k  and input of neuron i 

 kkik vwv  =  activation potential of neuron i (net input) 

)(v = activation function 

 
The nonlinear activation function in the neuron is usually chosen to be a smooth step function. In this 

study, the sigmoid function 
ve

v



1

1
)( is used. 
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FIG. 2: THE MATHEMATICAL MODEL OF THE NEURAL NETWORK 

 
Architecture & Learning 
 
The feedforward neural network also known as the multilayer perceptron was first used by Rosenblatt in 1953. 
This is one of the simplest types of neural network. Fig. 3 illustrates the feedforward neural network with two 
hidden layers. In the feedforward neural network, signals propagate from the input layer to the output layer in a 
forward manner. The network learns by adjusting weights during the training phase and the network should then 
be able to predict the correct output for the testing data. 

The network continuously performs the process of evaluating the output, adapting weights and taking new 
inputs. The learning process of adjusting weights is done in two ways: 

1. Supervised Learning – target outputs for each input are given in priori 
2. Unsupervised Learning – only the inputs are given to the network 
In supervised learning, target or desired outputs are given, and act as examples to the network. Error or 

difference between the desired output and the network’s output is calculated and weight of each input is then 

adjusted accordingly. The main goal of the network is to minimize the difference between the desired and the 
network’s output. 

The right number of hidden neurons must be determined because over fitting may occur if too many hidden 
neurons are used. On the other hand, if not enough hidden neurons are used; the network will not be able to 
learn and make generalization. 

The learning mechanism is done by learning algorithm. The types of popular learning algorithm include 
Levenberg-Marquardt, Gauss-Newton, Steepest-descent and Backpropagation. 

In this study, the learning mechanism used is Levenberg-Marquadt algorithm, which is a combination of 
steepest descent and the Gauss-Newton method. 
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FIG. 3: A FEEDFORWARD NEURAL NETWORK WITH ONE HIDDEN LAYER 
 

 
Data Description 
 
Sample data set consisting of 13 banks for the period of 2001 – 2006 is randomly selected from a list of 
Malaysian banks obtained from Bank Negara Malaysia. Data for all variables; except for GDP and CPI, are 
collected from the BANKSCOPE database. Data for chosen variables are selected, calculated and transferred 
into Excel spreadsheet. Data for Gross Domestic Product (GDP) and Consumer Price Index (CPI) are obtained 
from the Bank Negara Malaysia official website.  

Predictor variables found to be significant in the banking and finance literature are adapted into the 
study. Return on assets (ROA) is used as a measure of bank performance and seven predictor variables are 
chosen to be analyzed. The chosen variables are listed in Table 1. 
 

TABLE 1: DEPENDENT & INDEPENDENT VARIABLES TO PREDICT BANK PERFORMANCE 

Variable Measure Notation 

Dependent Variable 
Profitability/ Performance 

 
Net profits/Assets  

 
ROA 

Independent Variables 
1. Liquidity 

 
Loans/Assets 

 
LIQ 

2. Credit Risk Loan Loss Provisions/Loans LLOSS 

3. Cost Income Ratio Management Cost/Assets COSTINC 

4. Size ln (Real Assets)  SIZE 

5. Concentration Ratio 3-Bank Concentration Ratio CONC 

6. Inflation Current Period Inflation Rate (Consumer Price Index) CPI 

7. Economic Activity Gross Domestic Product GDP 

 
Researchers in the field of robust statistics indicated that real data are never freed from outliers. About 

10% of the real data set is expected to contain outliers. Preliminary checking is done to identify any gross 
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outliers in the bank data. A simple method, the boxplot is chosen to identify outliers and get a rough idea on the 
symmetry of the data.  
 
Results and Findings 
 
Results of Multiple Linear Regression  

 
In building the multiple linear regression model for bank performance, the 96 data collected were randomly 
separated into 2 sub-samples – the training (86 data) and testing samples (10 data). Training data set is used for 
the model building, and the testing data set is used for the model validation at the end of analysis.  

Kutner (2004) has recommended 30% of sample size as adequate size for model validation. In this 
study, only 10% of the sample size is used as the testing sample, due to the limited available number of samples. 
In order to test the relationship between bank performance and its determinants, the following multiple 
regression equation is proposed for the bank data in Equation 8 
  

ni

CPIGDP

CONCCOSTINCSIZELLOSSLIQROA

iii

iiiiii

,...,1               

              

    

76

543210











 (5) 

where  

iROA   =  Return on average assets which serve as performance indicator 

iLIQ  = Loan-to-assets ratio as a measure of liquidity 

iLLOSS  = Loan loss provision-to-loans ratio as a measure of credit risk 

iSIZE  = Size of a bank based of its total assets 

iCOSTINC  = Cost income ratio which measures bank efficiency 

iCONC  = A concentration ratio, calculated by taking the largest 3 banks divided by total assets of 

the banking sector 

iGDP  = Gross Domestic Product 

iCPI  = Consumer Price Index 

i  = error term 

 
 

The first order regression model was considered using all the seven predictor variables. Stepwise regression 
is performed on the modelling dataset and the obtained results are shown in Table 3. 
 

TABLE 3: STEPWISE REGRESSION RESULTS 
 

Model Summary 

Model R R Square 
Adjusted R 

Square 
Std. Error of the 

Estimate 
Durbin-
Watson 

1 0.670 0.449 0.442 0.86267  

2 0.756 0.572 0.561 0.76496 0.991 

ANOVA Results 

Model  
Sum of 
Squares 

df 
Mean 

Square 
F Sig. 

1 Regression 50.891 1 50.891 68.383 .000 
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Residual 62.513 84 0.744   

Total 113.403 85    

2 Regression 64.835 2 32.417 55.399 .000 

Residual 48.569 83 0.585   

Total 113.403 85    

Coefficients 

Model   
Unstandardized 

Coefficients 
Standardized 
Coefficients T Sig. 

B Std. Error Beta 

1 
(Constant) 3.873 0.326  11.867 0.000 

COSTINC -0.064 0.008 -0.670 -8.269 0.000 

2 

(Constant) 3.881 0.289  13.410 0.000 

COSTINC -0.061 0.007 -0.637 -8.834 0.000 

LLOSS -0.199 0.041 -0.352 -4.881 0.000 

 
 
From the regression output, it is found that only two predictor variables are significant in affecting the 

bank performance, LLOSS and COSTINC. The significant estimated parameters are found to be 0 =3.881, 

2 = -0.199 and 4 = -0.061. The mean square error for the residuals is found to be 0.585. The total variation 

explained by the two significant variables, LLOSS and COSTINC on the bank performance, ROA is about 
57.2%, showed by the R2 value. 
 Table 4 shows the residual statistics obtained from the bank dataset. The Mahalanobis distance shows a 
very large maximum value of 24.662. Maximum studentized residual value is also much larger than the cut-off 
value 3. This indicates the existence of at least one outlying value in the regression model. Further investigation 
is made to identify the outlying value(s).  

 
TABLE 4: RESIDUALS STATISTICS 

 Minimum Maximum Mean 
Standard 
Deviation 

Residual -1.531 4.416 0.000 0.756 

Standardized Residual -2.001 5.773 0.000 0.988 

Studentized Residual -2.319 6.068 0.004 1.041 

Deleted Residual -2.056 4.879 0.006 0.843 

Stud. Deleted Residual -2.384 8.085 0.028 1.198 

Mahalanobis Distance 0.010 24.662 1.977 4.046 

Cook's Distance 0.000 1.298 0.043 0.205 

 
  
 Residual plot of the ordered observation in Fig. 6 indicated that case number 16 to be the outlying 
value. Case number 1 is considered as ‘suspicious’ with absolute residual value of more than 2. The original 
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data is then revisited and data point number 16 is found to show an unusually large return on asset value (ROA). 
The data is obtained from Bangkok Bank Berhad in the year 2001.  
 
 
 
 
 
 
 
 
 
 
 

FIG. 6: RESIDUAL PLOT OF THE ORDERED OBSERVATIONS 
 
 
 

 
FIG. 6: RESIDUAL PLOT OF THE ORDERED OBSERVATIONS 

 
Complete diagnostic tests are also done to validate the underlying assumptions of linearity, normality, 

constant variance and independence of error terms of the model. Fig. 7 shows some of the obtained plots from 
some of the diagnostic tests performed in this study. The P-P plot in Fig. 7 shows that the normality assumption 
is violated. The P-P plot with some of the high residuals lie under the reference line gives the indication of a 
right skewed data. The histogram confirmed the skewness of the data with an outlying value (case 16) located at 
the end of the data. The outlier has definitely caused the data to become skewed to the right.  

 
Remedial Measure – Method of Least Median Squares (LMS)  

 
Remedial measures must be taken to solve the matter concerning influential outliers. Robust regression 
approaches such as Least Absolute Residuals, Reweighted Least Square and Least Median of Squares (LMS) 
regression can be employed in the presence of outliers. The robust method gives a superior result than the 
ordinary least square. Mean Square Error (MSE) from the ordinary least square may be inflated when influential 
outlier exists in the dataset. 

In this study, the Least Median of Squares Regression is applied to the data set to compare with the 
results obtained by eliminating the outlier. Results of LMS regression is presented in Table 7. 
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FIG. 7: RESIDUAL PLOTS FOR DIAGNOSTIC TESTS 

 
 

TABLE 7: RESULTS OF LMS REGRESSION 

Coefficients: Value Std. Error t-value Pr(>|t|) 

(Intercept) 3.4234 9.1990 0.6992 0.4865 

LIQ -0.3136 0.4006 -0.7829 0.4361 

LLOSS -0.4197 0.0606 -6.9222 0.0000 

SIZE 0.0773 0.0363 2.1272 0.0366 

COSTINC -0.0288 0.0048 -6.0058 0.0000 

CONC -2.8235 5.1090 -0.5526 0.5821 

CPI 0.0799 0.1574 0.5078 0.6130 

GDP -1.4113 2.5623 -0.5508 0.5833 

Normal P-P Plot of Residuals   

ROA vs Predicted Values 

Residual vs Predicted Value 
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The fitted robust regression function is INC0.0288COST-  S0.4197LLOS - 3.4234 Y 


 
with a low proportion of variation in response explained by the model (28.73%). The residual scale estimate is 
calculated as 0.4295 with degree of freedom 78. In the presence of influential outlier(s), the robust regression 
method always outperformed the traditional multiple linear regression. In the absence of outlier the two 
performs almost equally well, but the ordinary least square method is much preferred due to extensive 
calculations involved in the robust method. 
 
Results of Artificial Neural Network 
 
The 96 data bank data collected in the study are randomly assigned into three different sub-samples as given in 
Table 4. An ample number of data is needed for the training data set. Only 10% of the data are used for testing 
and validation purposes, due to the limited number of available sample.  

 
TABLE 8: SUB-SAMPLES IN ARTIFICIAL NEURAL NETWORK 

Type of Data Percentage Frequency 

Training Data 80% 80 

Testing Data 10% 6 

Validation Data 10% 6 

 
 
Feedforward neural network or multilayer perceptron with one hidden layer and seven inputs, 

corresponding to the seven variables are suggested to be used in the study. The network is illustrated by the 
Figure 8.  

Experiments are done to determine the best number of neurons in the hidden layer and to evaluate the 
performance of the neural network in predicting bank performance. Under supervised learning, the desired 
output (ROA) for each input is given to the network. The network will then adjust weights in the hidden neuron 
so as to minimize the error obtained between the network’s output and the desired output.  

 

 
 

FIG. 8: FEEDFORWARD NEURAL NETWORK FOR BANK PERFORMANCE 
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Results at different number of neurons are presented in Table 9. The number of neurons with the lowest 
mean square error (MSE) for the testing data is chosen to be the best number of hidden nodes for the seven 
inputs. Neural network with 13 hidden nodes are identified to perform at its best during the training and testing. 
The lowest mean square error (MSE) of 0.00687 is obtained. R2 value shows a satisfactory value at 0.66868.  

 
TABLE 9: MEAN SQUARE ERROR AND R2 VALUE AT SELECTED NUMBER OF NEURONS 

Neurons 
Training Data Test data 

MSE R2 MSE R2 

5 0.02040 0.81364 0.17329 0.85239 

10 0.00799 0.94691 0.01500 0.83672 

11 0.00505 0.96707 0.02444 0.65187 

12 0.00515 0.96438 0.20735 0.59641 

13 0.00358 0.97767 0.00687 0.66868 

14 0.00529 0.96644 0.00964 0.79567 

15 0.00297 0.96683 0.04524 0.60258 

20 0.00428 0.97182 0.00738 0.87044 

25 0.00672 0.96680 0.03358 0.64716 

 
The performance of the network during the training phase is very high at different number of neurons. 

The testing data set gives the lowest mean square error (MSE) value when the network contains 13 hidden 
neurons. The testing data gives a low R2 value of about 0.669. The value indicates the proportion of total 
variation explained by the results is about 66.9%. Results is said to be satisfactory if R2 value is more than 0.80. 
Nevertheless, result obtained from the network has a higher R2 value than the multiple linear regression model. 
Figure 9 shows the regression outputs for the training and testing datasets. 
 

 
FIG. 9: REGRESSION OUTPUTS OF TRAINING AND TESTING DATA 
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Comparisons of Performance 
 
Performance of the two methods under study; namely multiple linear regression and artificial neural network, in 
predicting bank performance is measured by using the mean square prediction error and the R2 value which 
indicates the proportion of variation explained by the validation model. Model validation is done by using the 10 
hold-out sample.  

During the validation stage, the linear relationship gives mean predicted error (MSPR) of 0.6199. The 
network shows a very good performance of R2 value of 0.99616 with very low means square predicted error 
(MSPR) of 0.0061. This indicates a very high predictive performance of the neural network with total variation 
explained by the factors by 99.616%. Performance of the two statistical methods can be summarized in Table 
10. 
 

TABLE 10: COMPARISON OF PERFORMANCE 

Method MSPR 

Multiple Linear Regression 0.6190 

Artificial Neural Network 0.0061 

 
From Table 10, the results indicate that the artificial neural network outperformed the multiple linear 

regression model. This finding is similar to Nguyen and Cripps (2001) with different type of data. The 
predictive ability of the artificial neural network is very high and gives a highly accurate prediction as a result of 
pattern recognition or generalization made by the network. Although the predictive ability of the artificial neural 
network is very accurate, it somehow lacks explanation on the parameters used. Some scholars describe artificial 
neural network as a ‘black box’. Multiple linear regression gives an easy and simple explanation on the 
estimated parameters. This makes the method to still be very useful.  

The multiple linear regression requires underlying assumptions of linearity, normality, etc. that may be 
violated when using real data. Remedial measures are then need to be taken on the violation of these 
assumptions. Artificial neural network does not require these assumptions. It only requires a good number of 
data for the network to be able to recognize the pattern formed by the data. A single influential outlier can affect 
the estimated regression function but artificial neural network is very robust to noisy or unexpected data. 

The artificial neural network has another disadvantage in which training time and determination of 
optimal number of neurons can take quite some time and can be very complicated and exhaustive. The multiple 
linear regression method is very simple to apply by using available statistical computer softwares. The future of 
artificial neural network is promising but further research is needed on the development of computer softwares 
that can help reduce the long training time.  

 
Conclusion 
  
From the study, we may conclude that multiple linear regression can be used as a simple tool to study the linear 
relationship between the dependent variable and independent variables. The method provides two significant 
explanatory variables to bank performance and explains the effect of the contributing factors in a simple, 
understood manner. The method somehow has its limitations for its underlying assumptions are always violated 
when using real data. The presence of outliers also produces biased estimators of the parameters. 
 Violations of the underlying assumptions are often accompanied by remedial measures. Data 
transformation, robust regression and ridge regression are among the remedial measures to be taken. Thus, 
require the needs to understand further statistical techniques, which is out of the scope of this study. 
 The artificial neural network gives highly accurate result from the inputs. The method increases its 
performance with large number of examples. An optimal number of neurons also needs to be determined 
because the network tends to memorize with too many neurons but it can hardly make any generalization if too 
little are used. The method does not require any distributional assumptions and it is robust to outliers and 
unexpected data in the inputs. The artificial neural network outperformed the multiple regression in predicting 
bank performance but somehow, the method gives no explanation on the estimation of the parameters. Decision 
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makers are provided with the information on the estimated parameters from the results of multiple linear 
regression. The prediction of the method is only made on the mean performance and thus gives a higher MSPR 
value. 
 A similar study can be performed using a larger dataset. As suggested by Kutner et. al., (2004), the 
validation model should consists about 30% of the dataset. Furthermore, three different sub-samples are requires 
for the training, testing and validation in artificial neural network. Effect of different years and different banks 
should also be taken into considerations. Other predictor variables such as bank ownership, bank labour growth, 
macro or microeconomic factors are to be included which may explain the total variation in predicting bank 
performance.  
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Abstract 
 
The existence of the rural bank in the Indonesian’ financial market is more pronounced recently than ever especially 

after the Asian crisis 1997. The ability of rural banks to shield during the crisis and the state programs to develop 
small and medium enterprises (SMEs), make the role of rural banks more pivotal. Rural banks begin to fill the gap of 
financial services in rural areas. Recently, the issue of efficiency has received attention among academic researchers. 
This study estimates the technical and scale efficiency of rural banks in Indonesia during the period of 2006 and 2007 
by using the non-parametric approach-Data Envelopment Analysis. The results suggest that the degree of technical 
efficiency is found to be lower than the degree of scale efficiency which indicates that portion of overall inefficiency is 
due to producing below the production frontier rather than producing at an inefficient scale. In addition, majority of 
the banks in the sample exhibit suboptimal scale which imply that output should be expanded to reach the optimal 
scale. The study also highlights the policy implication on the need for expansion and merger among rural banks in 
Indonesia. 
 
Introduction 

 
Rural bank is a specific entity in the Indonesian Banking system. According to Banking Act #10, 1998, there are 
two types of banks. The first is the commercial banks that can provide full services of banking business. The 
second type is the People Credit Banks (BPR) which can only provide limited banking service such as loan, 
deposit and they not allowed providing service in the payment business. People Credit Bank is known as rural 
bank as it is mostly operated and servicing customers in the rural area. 
  BPR is specific because these banks are the most important provider of financing for micro and small 
and medium enterprises in Indonesia. As rural banks are also operating at local level, it means that their roles are 
very important for the local economy to develop and grow. This makes the position of rural bank very strategic 
related to the local economic development. The Governor of Indonesia Central Bank has stressed that the role of 
rural bank should be enhanced and directed to provide service to the MSME and local economy. (Annual 
Speech, Governor of Indonesia Central Bank, January 2008) 

According to Bank Indonesia Report to Parliament (2008), at present, there are about1812 rural banks 
with its office 3,287  all over Indonesia. Of These, 1342 (73 percent) are privately owned (limited corporation), 
426 (24 percent) local government own and 44 (3 percent). In term of regional operation, 67.38 are operating in 
Java.  In Java, there are four region; Jakarta and Surround, West Java, Central Java And East Java. This study is 
focused on the rural banks in East Java, therefore, the focus is specific to this region. The development of rural 
banks in East Java can be presented below. Based on East Java  Financial Statistics published by Bank 
Indonesia, Surabaya Office, during 2006, there are 337 rural banks with the number of total office 440. Seven of 
these banks are Islamic rural banks. There area 335 rural banks with total office 442 in 2007. Nine of them are 
Islamic rural banks. Assets, loan, third party funds, LDR and profit among Central Bank office are presented in 
Table 1.  
 Studies in rural banks efficiency are considered scarce. As far as we are aware, there is only study that 
focuses on rural banks efficiency in the Philippines by Desrochers and Lamberte (2003). Therefore, this study is 
hoped to fill the gap and adds to the existing banking efficiency literature. 
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TABLE 1: RURAL BANK INDICATORS OF CENTRAL BANK OFFICE AS AT MARCH 2008 
(IN MILLION RUPIAHS) 

 

Indicators 

 

Surabaya Malang Kediri Jember 

1  Assets  1,352,256 910,559 1,098,080 447,567 

2  Loan  911,892 610,846 783,495 333,456 

3  
Third Party 

Funds  
796,927 620,863 711,836 261,014 

4  LDR  114.43% 98.39% 110.07% 127.75% 

5  Profit  11,701 7,886 12,904 5,826 

Source: Regional Financial Statisitics, Bank Indonesia Surabaya Office 

 
The objective of this paper is to estimate the technical efficiency and scale efficiency of Indonesian 

rural banks for the period of 2006 and 2007. 
This study employs the non-parametric approach because the main purpose is to estimate the technical 

efficiency and scale efficiency at the rural bank unit level. This approach is preferred because of several reasons; 
first this model works well with small dataset. Secondly, it does not require any assumptions to be made on the 
distribution of inefficiency and thirdly, it does not require a particular functional form on the data in determining 
the most efficient Decision Making Units (DMU). However, it has its shortcomings in that it assumes data to be 
free of measurement error and sensitive to outliers. 

This paper is organized as follows; the next section discusses the empirical works followed by 
methodology. The next section highlights the data and specifications of bank inputs and outputs. This is 
followed by the findings and conclusion. 
 
Empirical Works 

 
Basically all studies on efficiency and productivity at a micro level are based on the assumption laid by Farrell 
(1957). His contribution highlighted new insights on two issues: how to define efficiency and productivity, and 
how to calculate the efficiency measures. The fundamental assumption is based on microeconomics assumption 
on the existence of perfect input-output allocation but to allow for inefficient operations. In this context, 
inefficiency is defined as a gap of a firm from a production function frontier accepted as the benchmark for 
efficiency.  

In other words, when a firm’s actual production point lies on the frontier it is perfectly efficient. If the 

production point lies below the frontier then it is inefficient. Then, the ratio of the actual to potential production 
defining the level of efficiency of the individual firm. Farell divided efficiency into technical efficiency and 
allocative efficiency. The former reflects the ability of a firm to minimize input use as to produce a given 
amount of output. The latter reflects the ability of a firm to use inputs in optimal proportions, given their 
respective prices and the production technology (See Jahanshahloo et. al., 2008, for technical note of Farell, 
1957). Together, these two measures represent a total efficiency measure (Coelli, 1996). 

However, the implementation of this concept in the banking firms is complicated. According to Resti 
(1997:224), how to treat deposits is the main problem. On the one hand, it is argued that they are an input to the 
production of loans (intermediation, or asset approach). Yet, other lines of reasoning (value added approach, or 
user cost approach) suggest that deposits are themselves an output, involving the creation of value added, and 
for which the customers bear an opportunity-cost.  

Favero and Papi (1995:390) argue that there is no simple solution to the problem of output and input 
specification as reasonable arguments can be made for all approaches. The measures of output used do not take 
quality into account and as it used balance sheet data; off-balance sheet activities are ignored.  

Bulk of literature on banking can be classified into two groups. The first is production and the latter is 
intermediation approach. Berger et. al., (1987) defined production approach as bank produce various outputs 
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such as loan and deposit by incurring cost of production. The input is measured by the cost of production; and 
excludes the interest expenses. Cost of production includes the costs of physical capital and labour. The output 
is measured in terms of number of accounts serviced. The intermediation approach considers banks as financial 
intermediation institution. It is assumed that banks collect funds such as deposits, interbanks and other 
borrowings and then transforming these into loans and other productive assets by incurring the cost of 
production. The inputs for this approach are deposits and the cost of production. Costs are defined to include 
both interest expense and total costs of production. The output are the volumes of earning assets. 

Berger and Humphrey (1997) reviewed on 130 empirical works on bank efficiency over 21 countries to 
estimate the efficiency of financial institutions. From this study, financial institutions are found to have an 
average efficiency of around 77 percent with a standard deviation of around 13 percentage point. There variety 
of efficiency level and standard deviation for within-country studies was  higher than international average 
efficiency. 

Hauner (2004), using DEA approach, investigated the difference in efficiency among Germany and 
Austrian banks. The study applied three efficiency approaches; cost-efficiency, scale efficiency, and 
productivity efficiency. The study also regress inefficiency on explanatory variables. The study concluded that 
there was no evidence for average productivity responding to deregulation over the period studied. In term of 
type of bank, state-owned banks are found to be more cost-efficient due to the ability to access cheap funds from 
public and government sources. In contrast to other study, cooperative banks have the same cost-efficient level 
as private banks. Similar to other works, an increase on economies of scale increased efficiency. Banks that 
actively involve in contractual trading for funds are more cost-efficient than deposits. 

Westhuizen (2007) used Data Envelopment Analysis (DEA) to estimate the monthly technical and scale 
efficiency for the four largest banks over a period of 36 months in South Africa. The study found that Bank B 
appears to be the most technically efficient bank. However it does not mean this bank fully efficient as it is 
operating under increasing return to scale zone, implying that it was operating at a scale that is too small.  Bank 
C has an average technical efficiency estimate 0.951 (input-orientated), followed by Bank A with an average 
technical efficiency estimate of 0.917. Bank D could at no time during the sample period, be regarded as being 
fully technically efficient. The technical efficiency estimates range from 0.751 to 0.900 with an average value of 
0.806 (input-orientated) and from 0.758 to 0.895 with an average value of 0.809 (output-orientated). This bank 
operated mainly in the region of decreasing return to scale implying that it was operating at a scale that was too 
large.  Westhuizen (2007) concluded that from an input-orientated perspective, all four banks could reduce their 
inputs without reducing their outputs. 

Study on bank efficiency in Indondesia is relatively scarce. Only in recent years some study emerged. 
Hadad, et. al., (2003), using DEA, investigated the efficiency level of Indonesian banks applying the asset 
approach. The input used in the studies are labour cost, capital cost and interest expenses. For the output, loan 
disbursed both for related and unrelated parties and securities are used. The study found that joint venture bank 
is the most efficient bank. In term of merger, banks are found to be mostly more efficient after the merger. 

Zaenal Abidin (2007), using DEA to investigate the level of efficiency among commercial banks in 
Indonesia. The inputs used are deposits, interest and other expenses. The outputs are loan, interest income and 
other income. In conclusion, state bank are found to be more efficient than private and regional bank. Similar to 
Hauner (2004), bigger banks are more efficient. However, for regional banks, there is a tendency of 
diseconomies of scale. 

Almost all studies on bank efficiency focus on the commercial banks.  Literature focusing on rural banks 
are scarce. One of the study is done by Desrochers  and Lamberte (2003) on rural banks in the Philippines. The 
study found that agency costs significantly reduce the cost-efficiency of Cooperative Rural Bank (CRB). 
Corporate governance is important to increase efficiency but less important that agency cost. Managers’ 

compensation significantly improves cost efficiency and it is in accordance with the theory of asymmetric 
information or expense preference theory. When the compensation is related to expenses or profit, managers 
tend to reduce expense. The study also found that rural CRB are the most profit efficient as they can charge 
higher fees to borrowers. However, Big CRB were found to have the lowest average cost efficiency. This 
indicates the existent of diseconomies of scale.  

A study on rural banks efficiency conducted by Office of Bank Indonesia Kediri (2008) also found very 
interesting result. In term of cost efficiency, rural banks owned by regional government are more efficient 
(85.69 percent) compared to privately owned (83.61percent) and cooperative (78.31 percent). It means 
cooperative rural banks is least efficient . Statistically there is no difference in cost efficiency among banks 
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operating in different regency. However there is variability on its mean value among region. Rural Banks 
operating in Nganjuk have the most cost efficiency level (97.12l percent). The most inefficient is rural banks 
operating in Magetan as its efficieny level is 52.36 percent 

In term of asset size, rural banks under IDR 10 billion (USD 1 millions) is less efficient compare to rural 
banks that have asset exceed USD 1 million for all efficiency measure. Banks with asset less than USD 1 
million have average cost eficiency of 80.65 percent, while rural banks with assets equal to or more than USD 1 
million have an average efficiency level of 88.8 percent. It means that there is an 8 percent difference. In term of 
soundness rating, there is no correlation towards its efficiency. It is because most of banks are operating at 
sound level. Asset size is the most important determinant of bank efficiency and the only significant variable 
found in this study. 

 
Methodology 
  
This study uses non-parametric approach-Data Envelopment Analysis (DEA) to estimate technical and scale 
efficiency of rural banks in Indonesia. The main objective of DEA is to determine which firms are operating on 
their efficient frontier and which firms are not. If the firm’s input-output combination lies on the DEA frontier, 
the firm is considered efficient; and the firm is considered inefficient if the firm’s input-output combination lies 
inside the frontier.  
 Consider a general situation where we have n decision making units (DMUs) and each consumes the 
same m inputs to produce the same s outputs. Precisely, DMUj uses xij (I = 1, 2, 3…., m) of input i to produce yrj 
(r = 1, 2……, s) of output r assuming that xij > 0 and yrj > 0 (Seiford and Thrall, 1990). The specific DMU 
being evaluated has to solve the following optimization problem: 
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for i = 1,2, …., m; r = 1, 2,…. s; j = 1, 2, …., n. where ho is the ratio of virtual outputs to virtual inputs, the ur’s 

and the vj’s are the variables an the yro’s and the xjo’s are the observed  output and input values of the DMU to be 
evaluated. A set of normalizing constraints guarantees that no DMU, including the one evaluated, can obtain an 
efficiency score that exceeds unity. Thus, DEA establishes a benchmark efficiency score of unity that no 
individual firm can exceed. If the efficiency score ho = 1, DMUo satisfies the necessary condition to be DEA 
efficient; otherwise it is DEA inefficient. 
 The basic DEA model (CCR model) implied the assumption of constant returns to scale. This 
assumption was later relaxed to allow for the evaluation of variable returns to scale and scale economies. 
Specifically, the efficient frontier may be derived using four alternative returns to scale assumptions; constant 
returns to scale (CR); variable returns to scale (VR), non-increasing returns to scale (NI); and non-decreasing 
returns to scale (ND). Yue (1992) defines the following assumptions. A bank exhibits increasing returns to scale 
if a proportionate increase in inputs and outputs places it inside the production frontier; and constant returns to 
scale if a proportionate increase or decrease in inputs or outputs move the firm either along or above the frontier. 
A bank which is not on the frontier is defined as experiencing non-increasing returns to scale if the hypothetical 
bank with which it is compared, exhibits either constant or decreasing returns to scale. A similar definition 
applies for non-decreasing returns to scale. A firm which is efficient under the assumption of variables return to 
scale (VRS) is considered technologically efficient; the VRS score represents pure technical efficiency (PT), 
whereas a firm which is efficient under the assumption of constant returns to scale (CRS) is technologically 
efficient and also uses the most efficient scale of operation. Hassan et. al., (1990), suggests that, from the 
measures of technical (T) and pure technical (PT) efficiency, it is possible to derive a measure of scale 
efficiency: 
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PTTS /      (3) 

or 
VRSCRSS /    (4) 

where 0 ≤ S ≤ 1 since CR ≤ VR. If the value of S equals 1, the firm is scale efficient and all values less than 1 

reflect scale inefficiency. If scale inefficiency exists (S < 1), the source of inefficiency is the result of operating 

at either increasing (NI < VR) or decreasing (NI = VR) return to scale. 

Data and Specification of Bank Inputs and Outputs 
  
Data for 41 rural banks was taken from financial report sent to Rural Bank Association Office, East Java. As it 
is not obliged to send the financial report to the office, most of the banks do not do so. Banks that send reports 
two year consecutively are set as sample. Exception is BPR Kudamas which, for 2007, was excluded as this 
bank experienced a difficulty due to external operational risk event.  

This study uses the intermediation approach to define bank inputs and outputs. Accordingly, two inputs 
and one output are used consisting of: 
Y: Total Earning Assets 
X1: Total Deposits 
X2: Total Overhead Expenses 
 
Table 2 presents the descriptive statistics of output and inputs used in the study.   
 

TABLE 2: DESCRIPTIVE STATISTICS FOR INPUT AND OUTPUT, 2006 AND 2007 (IN MILLION RUPIAHS) 

 Mean Median Std. Deviation Minimum Maximum 

2006      

Y 12825681.39 4320036 32023596.72 703393 190712745 

X1 13276079.46 2810119 39554620.44 216388 240059168 

X2 3599218.415 1248585 8856552.748 187351 55323893 

2007      

Y 15820427.53 4427091.50 39790200.94 398410.00 219388955.00 

X1 15825144.9 3070849 44171269.19 225589 253098347 

X2 3971102.5 1482662.5 9784971.577 166396 60090782 

Note: Y = Total Loans, X1 = Total Deposits, X2 = Total Operating Expenses 
 

Empirical Findings 

All computations were performed using DEA Frontier program. The efficiency of the rural banks was first 
examined by applying the DEA approach for each year by using a common frontier. We then examine the 
efficiency of each rural bank for 2006 and 2007. Table 3 reports the means, standard deviations and extreme 
values of the various efficiency scores for the years under investigation.  
 Based on the constructed frontiers, rural banks exhibited a mean overall efficiency score of 60.6 
percent in 2006, decreased to 58.3 percent in 2007. The average scale efficiency is 88 percent in 2006 and 84.6 
percent in 2007. These mean that the minimum efficient scale is less than 12 percent in 2006 and 15 percent in 
2007 on average. Using these estimates we can identify the major source of overall wasting resources (inputs) 
i.e. overall technical efficiency. The average pure technical efficiency is 69.9 percent in 2006 and 70.5 percent 
in 2007. It is apparent from Table 3 that for both years, pure technical inefficiency dominates scale inefficiency 
for Indonesian rural banks.  
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This implies that during the period under investigation rural banks have been inefficient in controlling 
their costs rather than operating at the wrong scale of operations. This happened when government increase fuel 
price three times with the total increase is 63 percent. These inhibit increase on the inflation rate and all costs 
such as personnel and operational costs and subsequently increase dramatically. This ends to cost incremental to 
all banks. Furthermore, the policy of the central bank to increase reference rate made banks increased deposit at 
the same time could not increase interest on loan. 
 The results also show large variations in overall efficiency levels with the least efficient level of 28.1 
percent to the most efficient bank with 100 percent in 2006 and with the least efficient level of 25.7 percent to 
100 percent in 2007 for the most efficient bank (see Fig. 1 and Fig. 2). This result confirms previous study by 
Bank Indonesia Kediri on the variability of cost efficiency level among rural banks. 

 
 

TABLE 3: DESCRIPTIVE STATISTICS OF THE DEA EFFICIENCY MEASURES, 2006 AND 2007 

 2006 2007 
 OE PTE SE OE PTE SE 

Mean 0.606 0.699 0.880 0.583 0.705 0.846 

Median 0.555 0.628 0.934 0.586 0.704 0.915 

Standard Deviation 0.184 0.213 0.126 0.187 0.224 0.143 

Kurtosis -0.020 -1.166 1.559 -0.125 -1.297 2.567 

Skewness 0.768 0.307 -1.425 0.570 -0.006 -1.570 

Minimum 0.281 0.303 0.464 0.257 0.275 0.382 

Maximum 1.000 1.000 1.000 1.000 1.000 1.000 

Note: OE = Overall Efficiency, PTE = Pure Technical Efficiency, SE = Scale Efficiency 
 

Turning to the results obtained for each individual rural bank (Table 4 and Table 5), we observe that 
three banks are fully efficient in 2006 and 2007. These banks are Babat Lestari, Kalimasada and Artha Waringin 
Jaya. The most inefficient bank in 2006 is Balung Artha Guna with an average overall efficiency of 28.1 
percent. On the other hand, the most inefficient bank in 2007 is Kabupaten Dati II Mojokerto with an average 
overall efficiency of 25.7 percent.   

 
 
 

 
TABLE 4: MEAN TECHNICAL AND SCALE EFFICIENCIES OF INDIVIDUAL BANKS, 2006 

No Bank OE TE SE No Bank OE TE SE 

1 Balongpanggang Sentosa 0.382 0.406 0.941 22 Balung Artha Guna 0.281 0.303 0.929 

2 Babat Lestari 1.000 1.000 1.000 23 Intan Nasional 0.411 0.422 0.974 

3 Nusamba Brondong 0.555 0.612 0.906 24 Jember Lestari 0.955 1.000 0.955 

4 Mitra Dhanaceswara 0.555 0.592 0.937 25 Jawa Timur 0.464 1.000 0.464 

5 BPR Rajekwesi 0.740 0.740 0.999 26 Taman Dhana 0.630 0.675 0.934 

6 Buana Dana Makmur 0.696 0.703 0.991 27 Terusan Jaya 0.619 0.628 0.986 

7 Delta Artha 0.675 1.000 0.675 28 Artha Pamenang Pare 0.395 0.564 0.700 

8 Rukun Karya Sari 0.605 0.616 0.981 29 
 Toeloengredjo Dasa 
Nusantara 0.531 0.610 0.869 

9 Surasari Hutama 0.477 0.650 0.734 30 Hasta Krida Jaya 0.668 0.696 0.960 

10 Kalimasada 1.000 1.000 1.000 31 Arta Kencana 0.711 1.000 0.711 

11 Artha Senapati 0.658 0.747 0.881 32 Pemda Kabupaten Kediri 0.585 0.755 0.774 

12 Tanggul Arto 0.502 0.543 0.925 33 Rukun Makmur 0.556 0.777 0.715 
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No Bank OE TE SE No Bank OE TE SE 

13 Puriseger Sentosa 0.935 1.000 0.935 34 Wijaya Kusuma 0.442 0.475 0.931 

14 Putera Madura 0.692 1.000 0.692 35 Pemda Kota Madiun 0.832 1.000 0.832 

15 
Kabupaten Dati II 
Mojokerto 0.808 0.865 0.934 36 Handalniaga Bumindo 0.461 0.492 0.938 

16 Sentral Arta Asia 0.389 0.565 0.689 37 Candisaka Arta 0.538 0.568 0.948 

17 Bangil Idaman 0.468 0.502 0.933 38 Bhapertim Persada 0.549 0.578 0.949 

18 Delta Bondowoso 0.433 0.445 0.974 39 Ploso Saranaartha 0.553 0.567 0.975 

19 Artha Waringin Jaya 1.000 1.000 1.000 40 Kudamas 0.442 0.501 0.882 

20 Bintang Mas Maesan 0.656 1.000 0.656 41 Surya Arthaguna Abadi 0.553 0.593 0.932 

21 Artha Tunasmukti 0.436 0.462 0.942      

Note: OE = Overall Efficiency, TE = Pure Technical Efficiency, SE = Scale Efficiency 
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FIG. 1: TECHNICAL. PURE TECHNICAL AND SCALE EFFICIENCY OF RURAL BANKS IN INDONESIA, 

2006 
 

TABLE 5: MEAN TECHNICAL AND SCALE EFFICIENCIES OF INDIVIDUAL BANKS, 2007 

No Bank OE TE SE No Bank OE TE SE 

1 Balongpanggang Sentosa 0.372 0.390 0.954 22 Balung Artha Guna 0.747 0.793 0.942 

2 Babat Lestari 1.000 1.000 1.000 23 Intan Nasional 0.519 0.560 0.926 

3 Nusamba Brondong 0.528 0.634 0.832 24 Jember Lestari 0.658 0.734 0.897 

4 Mitra Dhanaceswara 0.653 0.711 0.918 25 Jawa Timur 0.437 1.000 0.437 

5 BPR Rajekwesi 0.689 0.735 0.938 26 Taman Dhana 0.733 0.888 0.826 

6 Buana Dana Makmur 0.395 0.420 0.941 27 Terusan Jaya 0.417 0.527 0.790 

7 Delta Artha 0.632 1.000 0.632 28 Artha Pamenang Pare 0.398 0.587 0.678 

8 Rukun Karya Sari 0.792 1.000 0.792 29 
 Toeloengredjo Dasa 
Nusantara 0.478 0.570 0.839 

9 Surasari Hutama 0.499 0.697 0.716 30 Hasta Krida Jaya 0.611 0.653 0.935 

10 Kalimasada 1.000 1.000 1.000 31 Arta Kencana 0.710 1.000 0.710 

11 Artha Senapati 0.773 0.945 0.818 32 Pemda Kabupaten Kediri 0.609 0.868 0.702 

12 Tanggul Arto 0.390 0.417 0.936 33 Rukun Makmur 0.564 0.600 0.939 

13 Puriseger Sentosa 0.821 0.954 0.861 34 Wijaya Kusuma 0.437 0.462 0.946 
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No Bank OE TE SE No Bank OE TE SE 

14 Putera Madura 0.382 1.000 0.382 35 Pemda Kota Madiun 0.628 0.845 0.743 

15 
Kabupaten Dati II 
Mojokerto 0.257 0.275 0.933 36 Handalniaga Bumindo 0.409 0.443 0.923 

16 Sentral Arta Asia 0.320 0.460 0.695 37 Candisaka Arta 0.652 0.702 0.928 

17 Bangil Idaman 0.542 0.578 0.937 38 Bhapertim Persada 0.412 0.431 0.957 

18 Delta Bondowoso 0.429 0.446 0.962 39 Ploso Saranaartha 0.687 0.722 0.951 

19 Artha Waringin Jaya 1.000 1.000 1.000 40 Kudamas NA NA NA 

20 Bintang Mas Maesan 0.711 1.000 0.711 41 Surya Arthaguna Abadi 0.634 0.706 0.898 

21 Artha Tunasmukti 0.408 0.447 0.913      

Note: Note: OE = Overall Efficiency, TE = Pure Technical Efficiency, SE = Scale Efficiency 
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FIG. 2: TECHNICAL. PURE TECHNICAL AND SCALE EFFICIENCY OF RURAL BANKS IN INDONESIA, 

2007 

 
Conclusions 
  
In this present study we have estimated the technical and scale efficiency of rural banks in Indonesia for the 
period 2006 and 2007. We have used input-oriented Data Envelopment Analysis with variable returns to scale. 
As in most previous studies on bank efficiency, we find that on average, bank deviates substantially from the 
best-practice frontier. The technical efficiency for the whole sample on average was 60.6 percent in 2006 and 
58.3 percent in 2007 suggesting an input waste of 39.4 percent and 41.7 percent respectively. Overall, the level 
of efficiency has decreased over the two-year period.  
 The results indicate that that for both years, 2006 and 2007, pure technical inefficiency dominates scale 
inefficiency for Indonesian rural banks. This implies that during the period under investigation rural banks have 
been inefficient in controlling their costs rather than operating at the wrong scale of operations.  

As a caveat, the results should be interpreted with great caution since previous researches differ 
substantially across different estimation procedures. Further study should use other estimation approaches and 
look at the cost and profit efficiency and results thus can be compared.  
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Abstract 

 
The greatest challenge of the banking sector today is how best to identify the impending banking crisis so that 
appropriate measures can be taken well in advance. Likewise, the Malaysian banking sector was not escaped from 
experiencing a huge bank restructuring in the late 1999 including the acceleration of bank consolidation and mega 
merger exercise. In the case of prediction of bank crisis using financial ratios, the question is that what types of 
financial ratios that are vulnerable to shocks and can be used to predict unsound financial institutions. This paper 
seeks to provide preliminary evidence on the bank fundamental conditions of the financial institutions using logistic 
regression (LR) of the accuracy rate of prediction. The result of this study found that the prediction rate of foreign 
bank was higher compared to the local banks. This study covered the period from 2000 to 2005 with a sample of 13 
local banks, 12 foreign banks and 10 merchant banks in Malaysia.  

 
Keywords: Logistic Regression (LR), Financial Ratio, bank fundamental  

 
Introduction  
 
The Malaysian banking system has undergone major changes in the last thirty years. A severe recession, in the 
early 1980s, revealed the weakness of the banks‟ financial positions and their inability to adjust to new 

conditions. According to (Hoggarth et.al 2002) suggested that output losses during banking crisis can amount to 
15 to 20 percent of annual GDP and crisis also been reported a huge losses in terms of wealth, output, and jobs. 
As such, the Malaysian banking sector was not spared from this phenomenon and suffered from the financial 
crisis in 1997-98. As a consequence, the falling of share and property prices led to declining asset values and 
hence collateral, so that a huge level of nonperforming loans propelled financial institutions into financial 
distress (Dobson and Jacquet, 1998). The cumulative losses of financial institutions were estimated to equal 
4.7% of GDP (Sheng, 1995). The Central bank bailout, structural adjustment, and ensuing amendments in 
prudential regulations and supervision laid out the framework that prevail the unhealthy condition of the 
financial institutions. 
  The greatest impacts on banking crisis institutions started when some banks are categorized as „ill‟ and 

need help from the government. For example, Bank Bumiputra Malaysia Berhad (BBMB) reported losses of 
RM1.41 billion in 1998 and needs as much as RM750 million in fresh capital to rerun its business (Asian 
Economic News, 1998). As a result, in October 1999, government ordered BBMB to merge with Bank of 
Commerce and change the name to Bumiputra Commerce Bhd. Again, in a year of 2000, the central bank of 
Malaysia intervened on behalf of the government by putting the financial sector merger as an important agenda 
for improving the soundness of the financial system through strengthening preemptive and prudential 
regulations. The result of the consolidation leaves the total of the financial institutions were decreased only 10 
Anchor bank. 

This study attempts firstly, to derive an estimate for the probability of a bank with a given set of 
characteristics falling into sound or unsound category. Logistic regression (LR) was used following similar 
studies that used logit regressions in distinguishing “good” and “bad” banks (Dimitras, Zanakis & Zopounidis, 

1996; Lane, 1986; and Martin, 1977). Secondly, the study sought to understand the common fundamentals and 
characteristics that govern good and bad conditions of the financial institutions. Thirdly, the banks‟ 

characteristic is reported and comparing with the foreign bank and reveal some factors that caused bank 
problems to the public knowledge. This paper will contribute to the body of literature on bank problem 
specifically for Malaysian banks. The paper is organized as follows. Section 2 provides the previous literature of 
the study, whereas section 3 describes the methodology. Section 4 discusses the interpretation of the result and 
section 5 concludes the paper. 

mailto:faoziah@uum.edu.my
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 Literature Review 
 

The study of financial distress begins with Beaver (1966). He wrote the earliest major article concerning the use 
of individual financial ratios to develop univariate methods to predict failure. The ratios were analyzed one-by-
one, to evaluate their predictive ability and developing cut-off scores for each ratio to classify failed and non-
failed firms. Altman (1968), use the phrase of “corporate bankruptcy” in his study to predict corporate failure. 

Both are among the earliest study that defined o obligations of corporate distress.  
A study by Martin (1977) is considered the first to apply logistic regression to provide early warning 

model for banks. He conducted a study to set the standard for discrete-response models of bank-failure 
prediction over Fed-supervised institutions in the United States. The study suggested that capital ratios, liquidity 
measures, and profitability were the most significant determinants of bank failure (King, et.al 2006). 
Additionally, Ohlson (1980) introduced the logit method to estimate the possibility of failing/non-failing for a 
company. The objective is to determine the conditional probability of an observation ad for probabilities that are 
higher than 0.50, the company is classified as „good‟ while the company is classified as bankrupt for lower 

probabilities. This approach potentially can gives a better decision if compare with the distribution of financial 
risk using a model based on discriminant analysis (Boritz and Kennedy, 1995). The recent studies on predicting 
a bankruptcy were Shin and Lee (2002), Abid and Zouari (2002), Rahman et al. (2004), Pendharkar (2005), and 
Ko and Lin (2006). In Malaysia, the applications of a legit model are done only in predicting corporate failures 
rather than banking institutions. Most of the study is used working capital variables as discussed in the study by 
(Mohamed et al., 2001). The study found that debt ratio, interest coverage, and total asset turnover to have 
significant discriminating power.  

There are several reasons that contribute to the interest in the prediction of bank problem or corporate 
distress or “business failure”. Firstly, bank could involve business failure at various levels and large bailout or 
bank nationalization (Demirguc-Kunt & Detragiache, 1977) or a large non-performing loan problem. As such, 
early and accurate bank problem predictions will enable preventive and corrective actions to be taken in to 
prevent failure. Secondly, the stronger competition among banks has made the government to impose regulation 
in many countries to overcome bankruptcy or increasing failure rates. Finally, The New Basel Capital Accord, 
which replaced the original Capital Accord of 1988, effective in most countries in 2005 allowed banks to use 
their own internal systems in order to determine their adequate risk equity coverage. Hence, the New Capital 
Accord creates a great incentive for banks to develop their own internal risk assessment models including 
prediction of unsound banks.  

Many factors contribute to the causes of unsound bank. Among them were factors such as business 
cycles, firm specific or sector–specific events pertaining to the market structure (see Berger & DeYoung, 1997; 
Fisher, Gueyie & Ortiz, 2000; Galloway, Lee & Roden, 1997; Neal, 1996). However, as to date, there is no 
distress theory used in the previous studies that elaborated and focused specifically on the causes of unsound 
bank. Apparently, most studies on the banking distress are much related to the theory of financial intermediation 
and the frameworks of public theory “Too Big to Fail” by Kane (1988). The financial intermediation theory was 
seen as are much related function in the study of bank distress, because it mobilized the domestic financial 
resources through a variety of instruments, such as the facilitation of credit to productive activities, and as the 
depository of the nation‟s savings. 

This study of bank specific characteristics begins with the investigation of management quality that had 
played a big role in determining the future direction of the bank. Theoretically, the management quality of a 
bank is strongly related to its asset quality. The management has an overview of a bank‟s operations, manages 

the quality of loans and has to ensure that the bank is profitable. In doing so, the management sets the 
profitability objectives and the risk levels to be undertaken by the bank‟s supervision. For example, factors of 
distress banks seem to have in common is the default risk problems that they have in their loan portfolio. 
Therefore, these types of banks have inadequate control systems in monitoring and spotting problem loans even 
in identifying their client from the beginning. Perhaps another reason to this is the management may be too 
aggressive in expanding the bank‟s loans by over lending and does not follow their loan policies strictly and 

stringently. At the same time, the management seems unable to screen and monitor borrowers through numerous 
credit exception rules on loan portfolio. This would likely result banks to have more risky loan exposure.  
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In this paper we define a financial institutions is considered ” unsound ” if it fall below 5.5 percent 
primary (tier 1) capital to total assets ratio for the whole sample period. This capital threshold is consistent with 
regulatory standards for adequate capitalization (Jagtiani, .,Kalori,. Lemieux, and Shin, 2000). It is an advantage 
to use the threshold for adequate capital, since capital deficiency could be a core fundamental capital in 
identifying and providing an early signal of bank problem. 
 
Description of the Data  
 
The bank data used for this study comprised of selected balance sheet, and profit and loss item of financial 
institutions in Malaysia. The financial items were extracted from the annual reports of 30 commercial banks and 
36 finance companies operating in 2000 to 2005. They were then computed into relevant ratios. The data use are 
specifically based on bank-specific variables that many studies often use as proxies to explain the causes of 
problem bank. There are eight specific variables ratio was considered in the setting up of the prediction of 
problem bank model (see Table 2). The ratio of shareholder funds to total assets (CA) is a proxy to capital 
adequacy that recognizes bank capital for its ability to absorb losses. (Bhala, 1989). The ratio of DEPIB, 
DINTDEP, DLFA and PMGT represent the proxy of the liquidity risk that associated with a bank problem. The 
increase of DEPIB ratio is expected and associated with a lower probability of bank problems, and higher 
liquidity ratio (DLFA). On the other hand DINTDEP, PIDI and PMGT represent the ratio of earning assets. The 
first study that adopted the ratio of earning assets to total assets as a proxy for measuring management efficiency 
in relation to net interest margins was by (Angbazo, 1997). The study indicated that the high exposure of risk 
taking in credit risk and interest rate by the management led to lower net interest margin that affected the growth 
of revenue and profitability of the bank. PSIZE a logarithm of total asset of the larger-sized banks are more 
likely to become problem, but less likely to be closed and suggesting a “Too Big To Fail” policy by the 

supervisions decision. NPLDPTL would have given the strongest signal of likely bank problem that derived 
from Non- performing loans to ratio of deposits to total loans. 
  The collected data were illustrated in Table 1. There are three types of financial institutions namely 
local bank, foreign bank and merchant bank. Figure 1 shows a profile of financial institutions according to years 
of Financial Reports that represent 33% foreign bank (Foreign bank), 35%Local bank) and 28 %( Merchant 
Bank). 
 
Ratio of deposits and placement of bank and other financial institutions to total assets (inter-bank deposits) 
 

TABLE 1: LIST OF VARIABLES AND DEFINITIONS 
 
Variables   Definition 

Capital Risk 
CA   Ratio of total shareholder‟s fund to total assets  
Liquidity risk: 
DEPIB Ratio of deposits and placement of bank and other financial institutions to total assets 

(inter-bank deposits) 
PMGT Ratio of earning assets to total assets 
 

DINTDEP Ratio of interest expenses to total deposits 
DLFA Ratio of liquid funds (cash and short term) to total assets 
Other bank variables:  
PSIZE Logarithm of total assets 
PIDI Ratio of interest expense on deposits to total operating income 
NPLDPTL Non- performing loans to ratio of deposits to total loans 
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TABLE 2: PROFILE OF FINANCIAL REPORT (YEARS) 
 

Types of Institution Year Total 
2000 2001 2002 2003 2004 2005 

1) Local banks 
 Non distress 
 Distress 

 

 
7 
5 

 
7 
5 

 
7 
5 

 
7 
5 

 
7 
5 

 
7 
5 

 
42 
30 

2) Foreign banks 
 Non distress 
 Distress 

 

 
8 
5 

 
8 
5 

 
8 
5 

 
8 
5 

 
8 
5 

 
7 
5 
 

 
47 
30 

3) Merchant banks 
 Non distress 
 Distress 

 
6 
3 

 
7 
3 

 
7 
3 

 
7 
3 

 
6 
3 

 
6 
3 

 
39 
18 

TOTAL 34 35 35 35 34 33 206 
 

0

5

10

15

20

25

Total

2000 2001 2002 2003 2004 2005

Bank

Distress and Non Distress Bank, 2000-2005

Non Distress

Distress

 
FIG 1: YEARS OF FINANCIAL REPORT 
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Methodology 
 
The logit regression is one of the most commonly employed techniques in detecting potential failure factors. 
The logit model assumes that there is an underlying response variable Zi defined by the regression relationship. 
This model was adopted from Ohlson (1980) and Gujerati (1995, p.554). It formulated a multiple regression 
model consisting of a combination of variables, which best distinguished distress and the non-distress banks 
using the formula: 
 

 Pi = E(Y = 1| X1i, X2i, … Xki) = 
iZe1

1
 (1)where Zi =b0 + b1X1i + b2X2i + … + bk Xki, Y = 1 

representing unsound banks, Pi then represents the probability of sound banks, Xhi = financial ratio h of firm I, h 
= 1, …, k. Zi ranges from –∞ to ∞. Equation (1) is known as the cumulative logistic distribution function. 

 
This study estimated two logit models using maximum likelihood. Each sample bank was assigned a dummy 
value, Y = 0 (sound) using the ratio of primary capital to total assets greater than or equal to 5.5 percent, and Y = 
1 (unsound) otherwise and consistent with ((Jagtiani, .,Kalori,. Lemieux, and Shin, 2000). 

Both models estimated the probabilities of distress institutions from a sample of 30 commercial banks, 
and 36 merchant banks, respectively. Here we wanted to investigate and highlight which variables and factors 
were common to unsound financial institutions. By doing so, we could identify the characteristics that were 
valuable in determining the unsound and sound in both types of institutions, regardless to their function and 
specialization.  

Analysis of Results 
 

There are three categories of financial institutions namely local bank, foreign bank and merchant bank used in 
this study. The results of the study are present in Table 3 to Table 5. 

Descriptive statistic 

The descriptive statistics are presented in Table 3 shows that the range of mean is 22.76 to lowest of 0.03. The 
mean value of Log PSIZE is 22.76 is among the highest score that exhibit the ratio of total bank asset 
consistently important to measure the position of capital fundamental in the banking institutions. The second 
highest is NPLDPTL 19.21 indicate that the large average of the mean ratio of Non- performing loans to ratio of 
deposits to total loans is partly due to large average of the acceleration of NPL amongst banks (from the after 
effect of the financial crisis and consolidation event in a year of 2000 as a cut-of period). The mean ratio of 
PMGT is 0.80, which indicate that, on average 80 percent of earning assets in banking institutions is constitute 
in the three categories of banks. PIDI that represent of the Ratio of interest expense on deposits to total 
operating income shows the interest rate paid on deposit will associate to increase the probability of bank 
problem. DEPIB is only 0.24 indicate liquidity risk that associated with a bank problem. DINTDEP show the 
lowest mean of 0.03 percent are derived for the earning assets of financial institutions. The mean value for CA is 
0.14 is defined as Ratio of total shareholder‟s fund to total assets, since it is the appropriate measure for assets 
for deposit taking institutions. This statistics thus, indicate that tier -1, which includes a long-term debt and 
provisions for loan loss constitutes 14.0 percent of the total capital. In other words, this statistic suggests that 86 
percent of financially institutions source of funds during 2000 to 2005 is derived from the primary capital. 

The variable with the highest standard deviation is NPLDPTL (2.29). This indicates that a big variance in non 
performing loans amongst the financial institutions. Overall, the descriptive results shows that the variables 
chosen is the study is an acceptable and represent the banking ratio in identifying the sound and non sound 
financial institutions based on the previous study. 
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TABLE 3: DESCRIPTIVE STATISTICS 
 

 Mean Standard Deviation 
Distress 0.38 0.486 
CA 0.1409 0.1542 
DEPIB 0.2460 0.4665 
DINTDEP 0.0329 0.0195 
DLFA 0.1899 0.1858 
PIDI 0.6281 1.9950 
PSIZE 22.7623 1.5267 
PMGT 0.8088 1.1643 
NPLDPTL 19.2417 2.2970 

 
TABLE 4: TEST OF COLLINEARITY 

Model Standardized 
Coefficients (β) 

t Significance Collinearity Statistics 
Tolerance VIF 

(constant)  -1.247 0.214   
CA -0.651 -4.395 0.000 0.187 5.340 
DEPIB 0.136 1.958 0.052 0.848 1.180 
DINTDEP -0.078 -1.195 0.234 0.960 1.041 
DLFA 0.130 1.515 0.132 0.561 1.783 
PIDI 0.146 2.193 0.030 0.925 1.081 
PSIZE 0.111 1.090 0.277 0.394 2.538 
PMGT 0.391 2.880 0.004 0.223 4.492 
NPLDPTL 0.118 1.132 0.259 0.375 2.663 

 
Regression results  
 
All Observation 
 
Table 3 present the empirical results from the full models. We find that CA, PIDI, PMGT and DEPIB of 
financial institutions are significantly associated with the sound and unsound measurement used in the study. 
The adjusted R-squared value, which indicates the strength of the relationship between factors and unsound 
institutions, are 0.249 (F statistic= 8.568). Several factors emerge as significant factors of sound and unsound 
financial institutions and are pertinent as determinants as judged by t-values shown in the table 3. To address the 
issue of which of the eight variables the analysis proceeded to apply parsimonious model. 
 

TABLE 4: REGRESSION RESULTS 

Independent 
Variables 

 B Beta t Sig. 
Correlations 

Collinearity 
Statistics 

Zero-order Partial Part Tolerance VIF 

CA  -2.049 -0.651 -4.395 0.000 -0.301 -0.315 -0.282 0.187 5.340 

DEPIB 0.142 0.136 1.958 0.052 0.022 0.146 0.125 0.848 1.180 

DINTDEP -1.943 -0.078 -1.195 0.234 -0.133 -0.090 -0.077 0.960 1.041 
DLFA 0.339 0.130 1.515 0.132 -0.167 0.114 0.097 0.561 1.783 
PIDI 0.036 0.146 2.193 0.030 0.165 0.164 0.141 0.925 1.081 
PSIZE 0.035 0.111 1.090 0.277 0.363 0.082 0.070 0.394 2.538 
PMGT 0.163 0.391 2.880 0.004 -0.018 0.213 0.185 0.223 4.492 
NPLDPTL 0.025 0.118 1.132 0.259 0.310 0.085 0.073 0.375 2.663 

R  0.531  Fa 8.568  Durbin-Watson 0.326 

R2 0.281  Sig. 0.000  N 184 

Adjusted R2 0.249        

Note: a value based on ANOVA. Significant at 0.01* 



924 

Parsimonious Model 
 
The results are presented in table.. .It appear that in particular CA (t value =-3.851) which is give some of the 
strongest signals of likely weak banks. The result consistent with the findings obtains for study of U.S. bank by 
Gonzalez-Hermosillo, B. (1999), where a lower ratio of capital equity to total assets are associated with a higher 
failure rate. One percent rise in CA would reduce the probability of weak bank about 1/3 of a point. On the other 
hand, the ratio of earning assets to total asset (PMGT) emerged as significant determinants in the model 
(T=value 2.504). The positive results is expected, since the core functions of a bank are to manage assets that 
derived from loans and deposits that finally created lending as a source of income to a bank. As such, larger 
assets of a bank are needed for a bank to make profit through competitions for loans and other income that 
generates assets to the banks. Furthermore, the bank is considered to be liquid if it has more assets and they are 
in serious financial trouble if bank are lacks of assets that resulting them in illiquid position and further reduces 
the earning of the bank. As such, a bank‟s need for liquidity to avoid bank problem and also devoted to non-
earning assets (e.g cash, fixed assets, and intangibles) as part of the total assets. This study also shows that PIDI 
and DEPIB of financial institutions, reported widely in banking sector are not significant. The findings indicate 
that deposit and placement of bank to other financial institutions and Ratio of interest expense on deposits to 
total operating income are not contributed to the financial institutions problem in Malaysia. Overall the model 
shows adjusted R2 = 0.145 and F value= 9.706. 
 

 
TABLE 5: REGRESSION RESULTS OF PARSIMONIOUS MODEL 

 

Independent 
Variables 

 B Beta t Sig. 
Correlations 

Collinearity 
Statistics 

Zero-order Partial Part Tolerance VIF 

CA  -.896 -.274 -3.851 .000* -0.352 -.262 -.249 .825 1.212 

DEPIB  -.157 -.069 -.952  .342 -.130 -.067 -.62 .794 1.259 
PIDI .241  .072  .999  .342 .131 .070 .065 .794 1.260 

PMGT .380 .173 2.504 .013* .272 .174 .162 .874 1.144 

R  0.402  Fv 9.706  Durbin-Watson 0.344 

R2 0.162  Sig. 0.000  N 206 

Adjusted R2 0.145        

Note: a value based on ANOVA. Significant at 0.01 
 
Logistic Regression 
 
Table 6 and 7 indicates that the logit models are highly significant and the model shows a predictive power and 
able to correctly predict (LB 68.6%, of the non-problem local bank and 94.0% of the problem local bank in the 
sample. Overall the model could predict 87.9 of the sample. On the other hand the logit models are correctly 
predicted 96.8 percent for foreign Bank and 92 percent for merchant bank. Overall, sample of the combine data 
show that the models are highly and significant predict at 82%. 

 
TABLE 6: 

Types of 
Institution 

Observed Predicted 
Distress Percentage Correct 

No Yes  
Local banks Distress 0 11 7 61.1 

 1 2 48 96.0 
Overall percentage    86.8 

Foreign banks Distress 0 55 0 100.0 
 1 2 5 71.4 
Overall percentage    96.8 
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Merchant banks Distress 0 11 3 78.6 
 1 3 15 83.3 
Overall percentage    81.3 

Combined Distress 0 97 18 84.3 
 1 18 51 73.9 
Overall percentage    80.4 

Note: The cut value is 0.500 
 

TABLE 7: VARIABLES IN THE EQUATION (COMBINED) 
 

 Dependent variable = Y4 (combined) 

Independent Variables B S.E. Wald Sig  Exp(B) 

CA  -30.589 6.825 20.089 0.000* 0.000 

DEPIB  2.447 1.344 3.314 0.069* 11.550 

DINTDEP -3.065 14.431 0.045  0.832 0.047 

DLFA 2.440 1.655 2.172 0.141* 11.472 

PIDI 1.113 1.210 0.847 0.358* 3.044 

PSIZE 0.211 0.224 0.893 0.345* 1.236 

PMGT  2.345 0.683 11.771 0.001* 10.432 

NPLDPTL 0.113 0.154 0.533 0.465* 1.119 

Constant -7.437 4.869 2.333 0.127 0.001 

-2 Log likelihood 160.499  Chi-square  7.159a 

Cox & Snell R2  0. 363  Sig.  0.520a 

Nagelkerke R2 0. 495  df 8 

Note: a 
Value based on Hosmer and Lemeshow Test. 

Significant at 0.01* 

Model fit  
 
Table 7 shows the logit regression model is fit based on the Hosmer and Lemeshow value test. The Nagelkerke 
R2 values are 50 percent, which indicate the strength of the relationship between the financial ratio as the 
determinants of bank problem, and Chi square = 7.159. To further understand the applicability of the bank ratios 
for the analysis of bank problem the study also estimate the Exp(B) that involves the constant with the value of 
2.71828(roughly 2.72). Table 7 shows there is a relationship between dependent (Y) and independent financial 
(X). The financial ratios of (X4, X6 X11) represents DEPIB (inter bank loan), DLFA (liquid funds) and PMGT 
(earning assets). Theoretically, an odds ratio is equal to exp (B) that tell the probability that (Y) equals to 1 is 
based on the value odds ratios in exp(B). In other words, increase by one unit of X is likely with an increase of 
(Y). The relative risk is the probability that Y is 1 when X is 1 relative to the probability that Y is 1 when X is 0. 
 
CONCLUSION 
 
This study provides a test of bank problem prediction models in Malaysia using a logit model. The development 
of the banking institutions in Malaysia after a year of 2000 suggests that more banks are at good condition .The 
bank ratios selected in this study are able to capture the aim of asset quality of bank that surprisingly overcomes 
the non-performing loans that is insignificant in the study. The empirical findings also suggest that a higher ratio 
of PSEXP (remunerations to director) were quite risky and correlated to reduce bank‟s earning. Generally, the 

results support the view that good and bad bank characteristics are depending on different risk-taking behavior 
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of the institutions analyzed. The finding suggests that the financial positions of the bank chosen in the sample 
are at good condition banks and are not vulnerable to serious bank problems. The finding also reveals that the 
foreign banks accuracy rate is higher than the local banks. This indicates that the foreign banks fundamental are 
stronger in the term capital adequacy and bank assets. This finding is consistent with the (M.Ismali, and 
Matthews, K., 2005) where the technical efficiency and productivity by size of foreign commercial bank a 
higher level than domestic bank. Therefore, foreign banks are marginally superior to domestic banks and not 
exposed to the bank vulnerability in the medium term. Instead a local bank is more susceptible to 
macroeconomic shocks than foreign banks. 

Lastly, the study also supports the theory of bank specific factor is contributing factors to the healthy 
bank that affects the likelihood of bank healthy. Finally, the study conclude that , the high success rate in 
determining bank problem are due to a good build up with a higher quality of financial sector polices that able to 
contain effect of micro and macroeconomic pressures on the overall level of stress in the financial system.. 
Additionally, with the generous design of banking sector after the mega consolidation in banking sector put 
bank supervision and regulation more efficient in observing systemic events in banking system. 
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Abstract 

 
The focus of the paper is to determine the use of the Parametric Value at Risk measure (VaR) as the decision variable 
in a decision making process for the active financial investment portfolio management of a Mutual Fund or a Hedge 
Fund. A decision making process was designed and executed in computer simulations with a Visual Basic application 
in Excel, using three kind of risk aversion scenarios (risk averse, neutral risk averse and no risk averse).The results 
shows a higher Sharpe Ratio measure in the January 2006 to December 2008 daily interval period for the active 
investment portfolio management.Therefore the determined use of VaR shows that, in volatile scenarios such as the 
Mexican equity market, the active portfolio management is useful in order to acquire a better magnitude of what will 
be called “financial efficiency”, defined as a better Profit & Loss / Financial Risk proportion. 
 
Introduction 

 
The conception of risk and the exposure to it is the main focus of the Risk Management i Practice in the financial 
institutions (Dowd, 2005). With the operative separation of the Risk Management Office and the Front Office 
Desk in Mutual Fund, Pension Funds, and Hedge Funds, the measure of this kind of exposure in the investment 
portfolio has been used more as a compliance and risk budgeting practice than a tool for a more active 
investment decision making process. 

Certainly the spreading of this internal and operative structure among Asset and Fund Managers as a 
compliance activity is suggested by the Basel Committee for Banking Supervision of the Bank for International 
Settlements (Bank for International Settlements, 2004), with the Basel II accord, and the one made by the G30 
(Group of Thirty, 1993). The Financial Institutions and the regulatory authorities have also promoted this kind 
of structure and the same has been adopted by Mutual and Hedge Funds, being the second ones a version of 
Private Equity Funds that are not regulated but use this structure as a “prudential” practice. 

The Risk Management activity is an important part of the daily, weekly or monthly investment decision 
process by measuring the impact of a potential loss, related to the risk exposure in a determined transaction or in 
the entire portfolio.  

Also, the Risk Management Office send to its directive board and to the front office a daily, weekly and/or 
monthly brief that shows the level of risk observed in the entire institution or in a segregated form by subsidiary 
or by kind of portfolio with financial, credit and operational risk exposure. The intention of it is, as mentioned, a 
compliance activity were the front office must know if it is being consistent with the risk policy of the 
investment strategy designed for its managed portfolio. 

In the front office activities a lot of quantitative tools are used that varies from fundamental and economical 
analysis to Econometrics. In many Hedge Funds, Neural Networks that integrate this kind of disciplines and 
some others, clustered with Artificial Intelligence techniques, are used for the decision making process (Kelly, 
2007). 

According to this, the main goal of this paper is to determine the use of Value at Risk (VaR) as a decision 
making tool. Its main application for the optic of the proposal is to establish a measure of the right investment 
level in each of the assets of the investment portfolio, supposing that the study object has assets with a liquid 
secondary market. Cases such as Credit Derivatives, Credit Portfolios, Forwards and some other kind of 
financial instruments or OTC derivatives that do not accomplish this characteristic, are not considered for the 
application of the decision making process. 

Therefore, for exposition purposes, the Value at Risk will be considered as the main decision variable for the 
daily portfolio management activities, without discussing if VaR is a better measure of Market Risk exposures 
than others such as Coherent Risk (Dowd, 2005) or other several market risk measures. 

mailto:familiadelatorre@prodigy.net.mx


928 

In the context of the present document “Active Management” is done when the Asset Manager makes 

continual changes in the portfolio and “Passive Management” will be considered as a “buy and hold” strategy 

where the changes are practically null or minimum. 
 

The Risk Variables 
The definition of Value at Risk (VaR) is “A measure of the maximum potential change in value of a 

portfolio of financial instruments with a given probability over a pre-set horizon.” (Riskmetrics Group, 2006) 
and it will be considered as the main variable in the decision making process. Therefore, it is important to state 
that although many methods for calculating it exist, the parametric approach will be used in the present research. 
Some other Techniques include the Historical Simulation method and the Montecarlo Simulation. Also many 
financial Institutions have developed their own “in house” calculation processes, being the Parametric Approach 
one of the most exposed in specialized bibliography and academic courses. Therefore, it is important to say that, 
according to the definition of VaR, any method can apply for the present decision making process as long it 
contemplates a probability distribution, a volatility measure and a pre-set time horizon. 

Equation 1 shows the Value at Risk calculation using the Parametric Approach: 
 

      (1) 

 
Where: 

 = the Market Value of the Instrument or Portfolio. 
 = the Z value of the confidence interval at n% (e.g. 95% equals 5% probability of loss with a Z value of -

1.644853627) 
 = the standard deviation of the financial instrument or portfolio in n periods. 
 = time period for which the VaR will be computed. 

 
In order to calculate  in a financial instrument, the exponentially weighted method proposed in Riskmetrics 

Group (2006, p.78) will be used (equation 2). 
 

 =    (2) 

 
Where: 

 = the Decay Factor with value 0< <1. 
= the Return observed in period t. 
= the mean of return for T periods, considered, for this case equal to zero. 

= the log price or rate change (or continuously compounded return of the price or rate) observed in 

period t from t-1. 
 
For the calculation of the Risk Exposure in the investment portfolio, the squared root of the variance 

determined with the use of the Portfolio Selection Model proposed by Markowitz will give the value of  
(Equation 3). According to (3) the diagonal matrixes of  will be created with the application of the decay 
Factor ( ) using the exponentially weighted method (Riskmetrics Group, 2006). Therefore, the Markowitz 
model for the volatility of portfolio will be as follows: 

 
   , 

  , 
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            (3) 

 
Where: 

 = the volatility of investment portfolio. 
= the variance of investment portfolio. 

Wi= a percentage weight vector of the “n” assets in the portfolio =  where . 

= is the volatility of the “n” instrument determined with the exponentially weighted method of (2). 
= the correlation of the “n” asset with the “x” asset. 

 
For the calculation of volatility in a Plain Vanilla Fixed Income instrument, the Duration (Fabozzi, 1999, 

pp.53-76) will be used in order to calculate the real influence in price of the volatility observed in the bond’s 
yield. Acording to Jorion (1997, p.122) “Duration can be used to translate yield volatility into price volatility. 
Yield volatility is generally thought to be more stable than price volatility, but ultimately, this is an empirical 
issue”. 

According to this, from equation 4 the volatility observed in the bond price is derived: 
 

      (4) 

 
Where: 

= the volatility of the price change. 

=the Modified Duration. 
= the volatility of the yield change. 

 = yield change =  

 
In order to determine the level of Risk – Return relationship or “financial efficiency” observed in the 

compared portfolios of the research. The Sharpe Ratio (Sharpe, 1966) is used, according to Equation 5: 
 

       (5) 

 
Where 

 = the Sharpe Ratio 
= the Return observed in period t. 
 = the Riskless rate of return. 
= the volatility observed in the investment portfolio. 

 
The decision making process 

 
According with (2), the calculation of VaR is standard for every type of financial instrument because it is only 
needed a probability density function, a pre-set time horizon and a volatility measure determined for the 
different type of financial instrument.  

As was stated, the Value at Risk will be considered as the main decision making variable in order to decide 
the appropriate level of investment in each asset of the investment of the portfolio. In this focus, the 
management will be considered “inductive” in opposition of the traditional portfolio diversification model of 
Markowitz that considers a “deductive” perspective. This means, that the latest calculates the standard deviation 
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as a result of the add interaction of assets as the main goal to control, in order to acquire the optimal level of risk 
and return; on the opposite, the present research consider that interaction as a consequence of the percentage 
integration of the assets that continually changes according to the risk level observed in each one. 

Let’s take Asset one as A1 and Asset two as A2. Both have the same percentage weight in the portfolio and 
have different risk level. The market values and the corresponding VaR for each and the entire portfolio are 
displayed in TABLE 1: 

 

-1.644853627

Asset Position Price Market value Wi

VaR (Daily per 
investment) Established VaR limit

A1 200 $50.00 $10,000.00 50.00% 2.56% 0.8675 421.86$            430.00$                    

A2 400 $25.00 $10,000.00 50.00% 3.52% 0.8675 579.76$            430.00$                    

Total $20,000.00

 Portfolio 2.9395%

Market Value 20,000.00$       

Daily VaR (Portfolio) 967.02$            
VaR (percentage of 

Market Value in 

investment) 4.84%

Z value (Normal standard Probability Density function)

TABLE 1: Calculation of risk per investment and at portfolio level

Particular investment level values

Porfolio level values

 
 
At this point, it is observed that the second asset (A2) has the biggest risk (  = 3.52% and VaR = $579.76) 

and the first asset has the smallest one (  = 2.56% and VaR = $421.86). 
One of the prudential recommendations made by the Basel Comitte and Riskmetrics is to have Market Risk 

Limits en each Bussines Group, portfolio and also, in some cases, in each investment. This is in order to 
determine a better portfolio design and management. These limits are stated according to the capital adequacies 
demanded from the regulatory authorities to financial institutions, by the risk aversion of the stock holders or by 
the investment policy of the fund.  

Related to this, another variable can be suggested for the application of the present decision making process: 
To establish a Monetary Risk Limit (VaR Limit or Risk Limit), according to a percentage of an “acceptable” 

level of risk.  
Following the example of TABLE 1, if the Mutual Fund investment and risk committee agrees to fix a 

maximum of $430.00 of Value at Risk, the second asset (A2) should be either sold or hedge with a financial 
derivative instrument to reduce the actual level and the first asset could use that liquidity to buy more titles in 
order to equal the accepted risk level (the actual is lower than the established one by the investment committee). 
Figure 1 show how, with the combination of these two variables, a simple decision making process can be used: 

1. When the VaR is greater than the VaR Limit, the position in the investment must be either 
reduced or sold. 

2. When the VaR is smaller than the VaR Limit, the position in the investment must be increased. 
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FIG. 1: DECISION MAKING PROCESS ACCORDING TO VAR AND VAR LIMIT 

In the case of a reduction of the position there’s the question of how much should the position be reduced? 
For this purpose only the amount of tittles that make the difference between the actual VaR and its Risk Limit is 
the answer. In the Given Example, the Asset A2 should be reduced from 400 tittles to 297. Following the same 
directions, the first asset (A1) should increase its position from 200 to 203. Table 2 shows the changes made and 
the last position in each asset and in the cash position (the example assumes no transaction cost): 

 

-1.644853627

Asset Position Price Market value Wi

VaR (Daily per 
investment) Changes in Asset level

A1 203 $50.00 $10,150.00 57.75% 2.56% 0.8675 428.18$            3                                

A2 297 $25.00 $7,425.00 42.25% 3.52% 0.8675 430.47$            103-                            

INVESTMENTS $17,575.00

CASH $2,425.00

Total $20,000.00

 Portfolio 2.8702%

Market Value 20,000.00$       

Daily VaR (Portfolio) 944.21$            
VaR (percentage of 

Market Value in 

investment) 4.72%

Particular investment level values

Porfolio level values

TABLE 2: Calculation of risk per investment and at portfolio level with changes according to Var and VaR limit

Z value (Normal standard Probability Density function)

 
 
As can be advised, the changes were made and the decision making process followed an intuitive focus. This 

mean, the changes followed an asset by asset investment level modification, according to their particular risk 
exposition. Also it can be noted that the volatility and VaR of the entire portfolio reduced from 2.9395% and $ 
967.02 (4.84% VaR of Total Market Value) to 2.8702% and $944.21 (4.72% VaR of Total Market Value). This 
change shows that the level of risk is a consequence of the percentage integration of the assets that continually 
moves, according to the risk level observed in each one. 

 
At this point two variables where determined for the decision making process: 1) the level of Value at Risk 

observed in each investment and 2) a Market Risk Exposure Limit or VaR Limit. In the case of stocks, in some 
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occasions the volatility suffers a temporal Shock due to corporate news or some other factors that are not 
considered in “normal” market conditions

ii and, in some cases, the instrument returns to its past volatility level 
after itiii. This effect is commonly observed in some other financial instruments such as foreign exchange 
derivatives or spot rates. In order to reduce this effect and to avoid unnecessary financial transaction costs, a two 
tailed statistical test for mean differences, using the Neyman – Pearson (McClave, 2005, pp.411-477) method 
should be used, using equation 6.  

 
        (6) 

 
t = the t value of the t Student probability density function. 
r = the observed return in n period (e.g. 5 day, 10 days or 30 days). 
m = the historical mean value of return of the historical time series of the variable. 

t = the standard error observed in n period. 
 
The t Student distribution is used because what it will be employed for the inference will be a sample of the 

last five periods (a Labor Day week). The tested hypotheses for this case will be: 
H0: “The observed return in the financial instrument is explained by its historical time series, therefore the 

observed volatility is typical and the Value at Risk measured is feasible” 
Ha: “The observed return in the financial instrument is not explained by its historical time series, therefore 

the observed volatility is not typical and the Value at Risk measured is not feasible” 
The rejection rule should be: 
Accept H0 if the observed t value is bigger than the left tail or lower than the right tail critic value of the 

Student’s t probability density function. 
Reject H0 if the observed t value is lower than the left tail or bigger than the right tail critic value of the 

Student’s t probability density function. 
Figure 2 shows the rejection zones for a 5 days sample test: 
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FIG. 1 REJECTION ZONES FOR A 5 DAYS HYPOTHESES TEST WITH STUDENT'S T DISTRIBUTION 

 
Following the example of TABLE1 a mean value of the historical returns ( ) for A2 of 0.75% in five day 

period will be assumed, a five day mean return (r) of -6.80% will be given as an observed value and a Standard 
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Error value of 2.90% will be determined. With this data, the obtained t value is -2.603448276. According to it, 
H0 is rejected and it is concluded then that the observed volatility, measured with VaR is not typical and the 
potential loss is more feasible. 

At this point, there were proposed three variables in order to decide if the actual position in a particular 
investment in the portfolio is increased, reduced or maintained at the actual level, according to the Value at Risk 
observed level.  

Two last variables should be taken into account in order to make a decision process: 
1. According to the t value, if this number is negative, the last observed returns had given a 

decrease of value. This means if t = -2.603448276 in five days, the mean of those return should be 
negative. Taking this into account, the sign of this statistical value should also be noted as a short term 
trend of the behavior of the prices or yield of the asset. 

2. The financial resources in a portfolio are limited; therefore, when the decision making process 
suggest an increase in the actual position of the asset, this move should be limited in magnitude for two 
reasons: 1) there could be not enough cash to do it, and 2) a corporate or portfolio risk limit in the 
investment policy could be broken (e.g. there could not be more than 50% invested in A2). For this 
reason, a last variable should be taken into account: If there’s an actual position of 200 titles and the 
decision making process suggest that the position should be increased to 600 titles, a Maximum 
Position Limit could be added to 500 titles, limiting this transaction to only 300 titles instead of 400. 

As a corollary, there are five variables that should be taken into account in the decision making process, in 
order to determine if it’s necessary to increase, decrease or maintain the actual position level in a particular 

investment. Those variables should be processed as follows: 
1. To compare if VaR is higher or lower than the Risk Limit. 
2. To establish if the sign of the t value of the sample of the last n returns is positive or negative. 
3. To observe if the Null hypotheses (H0) of the behavior of the last n returns is rejected or 

accepted. 
4. To determine, according to the management suggestion (buy, sell or hold) how much tittles 

can be bought, from the actual position to the Maximum Position Limit. 
Following the example of Table 1, the analysis for A1 and A2 are displayed in Table 3. As can be observed, 

A1 has many observations, according to the combination of variables exposed, of “buy” and A2 has a “sell” 

recommendation. 
In A1 the actual VaR is lower than the Risk limit and also the H0 was rejected, indicating that the actual 

volatility of the Asset price is at normal levels. Also the actual position is lower than the Maximum Position 
Limit. All this observations are binary coded and with the sum of codes, a “buy” recommendation is given. The 

opposite happens with A2. 
At this point, another tool can be used: To code all possible stages in a Decision Matrix, like the exposed in 

Delatorre (2008) for each kind of risk aversion scenario. Following the example of table 2, a Risk Adverse 
investor, only with the VaR value higher than the Risk limit could use a “sell” recommendation. A no risk 

adverse one could hold the actual position or increase it only if the hypotheses test do not support that the actual 
VaR, higher than the Risk Limit, can result in a real loss. On the other hand a neutral risk adverse could keep the 
actual position if the VaR is higher than the Risk Limit, accepting H0 in the hypotheses test or reduce it if H0 is 
rejectediv. 

The purpose of the matrix is to support the computer simulation or to be used in an in house software 
application that can give a trade suggestion to the Front Office and Risk Management Office every evening after 
the mark to market process when the financial markets are closed. 
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Variable Value Observations

Binary code 

suggested

Binary code 

observed Recomendation on actual investment

Sign of t value of the sample of recent returns Negative

The resent returns have a negative mean 

value

1 if it is negative 

and 0 if it is 

positive 1 Sell

Value at Risk 421.86$             

Actual Risk Limit 430.00$             

H0 in the hypotheses test Rejected

The observed volatility is bigger than a 

normal period

1 if H0 is 

rejected and 0 if 

H0 is accepted 1 Sell

Maximum Position Limit 210

210 is the maximum ammount of tittles 

that can be aquired for this investment. ---- ----

Because 210 is the maximum ammount of tittles 

that can be aquired for this investment, only 10 

extra titles can be added to the position.

Variable Value Observations

Binary code 

suggested

Binary code 

observed Recomendation on actual investment

Sign of t value of the sample of recent returns Negative

The resent returns have a negative mean 

value

1 if it is negative 

and 0 if it is 

positive 0 Sell

Value at Risk 579.76$             

Actual Risk Limit 430.00$             

H0 in the hypotheses test Rejected

The observed volatility is bigger than a 

normal period

1 if H0 is 

rejected and 0 if 

H0 is accepted 0 Sell

Maximum Position Limit 430

210 is the maximum ammount of tittles 

that can be aquired for this investment. ---- ----

Because the recomendation is "Sell" this limit has 

no impact. If the suggestion were "buy" 430 would 

be the final accepted level and there couldn't be 

added more titles.

VaR bigger than Actual Risk Limit

1 if VaR is bigger 

and 0 if is lower 

than Risk limit Sell

1

0

ASSET: A2

ASSET: A1

TABLE 3: Variable analysis and binary codification

VaR bigger than Actual Risk Limit

1 if VaR is bigger 

and 0 if is lower 

than Risk limit Sell

 
 
 

Backtesting with Computer Simulation 
 

Now that the main variables for a decision making process, based in the Value at Risk, were exposed, it is 
necessary to test the behavior of this kind of process in the real financial markets. For this purpose, a computer 
simulation application is designed which has several characteristics such as a decision matrix for three scenarios 
(Risk adverse, Neutral adverse and No adverse investor) or the inclusion of the five exposed variables. 

The study object is an equity portfolio invested in stocks of the Mexican Stock Exchange from January, 
2006 to December, 2008. The securities included are the ones that integrated the “Indice de Precios y 
Cotizaciones” (IPC), that is the main Benchmark, formed by the 35 most traded stocks in the market. The results 
of simulation will be compared with this index. 

Also the initial invested amount was $100’000,000.00 (Hundred Million Mexican Pesos), the transaction 
costs were of 0.75% plus 15% of tax and the net cash, result from the amount of sells minus buys, was not 
invested in any kind of money market instrument. It remained liquid. 

The results obtained for the simulation are displayed in Table 4. As it can be observed, the results for each 
scenario were compared with the ones of the benchmark. Figure 3 shows the observed Returns in each scenario 
and in the Benchmark from January 2006 to December 2008. Figure 4 displays the average daily volatility and 
Figure 5 the Sharpe Ratio for the simulation period. 

The negative value of the Risk Adverse scenario can be explained with equation (5). The effective return 
with the Riskless rate in the simulation period was 15.23%. If (5) is applied the 11.88% return of the risk 
adverse scenario minus 15.23% gives a negative value. Therefore the negative Sharpe Ratio can be explained by 
a formula application not for a bad management or a high risk exposure. 
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11.88%

39.996%

24.163% 23.72%

Risk Averse portfolio 
Simulation Results

Neutral Risk Averse 
portfolio Simulation 

Results

No Risk Averse 
portfolio Simulation 

Results

Benchmark (IPC)

Observed Return

 
FIG. 3: OBSERVED RETURN IN SIMULATIONS 
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FIG. 4: AVERAGE RISK LIVEL OBSERVED IN SIMULATIONS 
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Sharpe Ratio

 

FIG. 5: FINAL SHARPE RATIO OBTAINED IN SIMULATIONS 
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100,000,000.00$                                     11.88%

11,881,467.91$                             13.2345-         

111,881,467.91$                                     

MEAN 0.0151% MEAN 0.2955% MEAN -0.2280

LOW -3.1669% LOW 0.0141% LOW -11.6014

HIGH 2.8428% HIGH 3.7569% HIGH 7.5416

MEAN -0.4863% AVERAGE RETURN -0.0532% P&L IN SIMULATION 23.72%

LOW -6.1796% AVERAGE VOLATILITY 1.9818% LAST SHARPE RATIO 3.9109

HIGH -0.0232% AVERAGE SHARPE RATIO 0.0295-                AVERAGE DAILY VaR -3.2597%

100,000,000.00$                                     39.996%

39,995,733.17$                             39.0506         

139,995,733.17$                                     

MEAN 0.0395% MEAN 0.4919% MEAN -0.0070

LOW -4.6036% LOW 0.0894% LOW -11.1577

HIGH 5.7978% HIGH 3.7571% HIGH 9.7331

MEAN -0.8093% AVERAGE RETURN -0.0532% P&L IN SIMULATION 23.7198%

LOW -6.1799% AVERAGE VOLATILITY 1.9818% LAST SHARPE RATIO 391.0893%

HIGH -0.1471% AVERAGE SHARPE RATIO -2.9484% AVERAGE DAILY VaR -3.2597%

100,000,000.00$                                     24.163%

24,162,977.57$                             10.4898         

124,162,977.57$                                     

MEAN 0.0192% MEAN 0.6323% MEAN -0.0180

LOW -5.6476% LOW 0.0894% LOW -10.7127

HIGH 8.4276% HIGH 3.7572% HIGH 11.7577

MEAN -1.0824% AVERAGE RETURN -0.0532% P&L IN SIMULATION 23.7198%

LOW -7.9368% AVERAGE VOLATILITY 1.9818% LAST SHARPE RATIO 391.0893%

HIGH -0.1471% AVERAGE SHARPE RATIO -2.9484% AVERAGE DAILY VaR -3.2597%

Risk Averse portfolio Simulation Results

Neutral Risk Averse portfolio Simulation Results

No Risk Averse portfolio Simulation Results

TABLE 4: SIMULATION COMPUTER RESULTS

DAILY STATISTICS

RETURN STATISTICS VOLATILITY STATISTICS SHARPE RATIO STATISTICS

VaR STATISTICS  BENCHMARK  DAILY STATISTICS 

PORTFOLIO PERFORMANCE

START VALUE P&L IN SIMULATION

NET PROFIT & LOSS LAST SHARPE RATIO

LAST VALUE

DAILY STATISTICS

RETURN STATISTICS VOLATILITY STATISTICS SHARPE RATIO STATISTICS

VaR STATISTICS  BENCHMARK  DAILY STATISTICS 

LAST VALUE

DAILY STATISTICS

RETURN STATISTICS VOLATILITY STATISTICS SHARPE RATIO STATISTICS

VaR STATISTICS  BENCHMARK  DAILY STATISTICS 

PORTFOLIO PERFORMANCE

START VALUE P&L IN SIMULATION

NET PROFIT & LOSS LAST SHARPE RATIO

PORTFOLIO PERFORMANCE

START VALUE P&L IN SIMULATION

NET PROFIT & LOSS

LAST VALUE

LAST SHARPE RATIO

 
 

Figures 6 to 8 show the investment proportion (grey area), the volatility of the portfolio observed in each 
scenario and also the benchmark’s risk level.  

When volatility in the marketv -and in each instrument of the portfolio- increased, the investment proportion 
reduced its level according to the decision matrix and the risk aversion level. This behavior explains the 
difference observed in the average risk level among the three scenarios and in the benchmark (Table 4) that gave 
a higher Sharpe Ratio in the active investment portfolio management. 
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Fig.6: Investment exposure in risk adverse scenario in comparison to portfolio and benchmark risk level 
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FIG. 7: INVESTMENT EXPOSURE IN NEUTRAL RISK ADVERSE SCENARIO IN COMPARISION TO PORTFOLIO 

AND BENCHMARK RISK LEVEL 
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FIG. 8: INVESTMENT EXPOSURE IN NO RISK ADVERSE SCENARIO IN COMPARISON TO PORTFOLIO AND 
BENCHMARK LEVEL  
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Concluding Remarks and Directions For Future Research 

Concluding Remarks 
As it can be seen, with the use of the Decision Making Process determined in the present research, the 
increasing levels of volatility in the market are the result of the risk in each instrument traded in it. Therefore the 
individual monitoring in each asset gives an intuitive approach to make a decision of whether to hold, increase 
or reduce the position in each asset.  

With the use of computer simulation, a back testing was made and the results showed that using Value at 
Risk as the main decision variable, along with an statistic hypotheses test, give a better level of Financial 
Efficiency or Risk – Return relationship, measured through the Sharpe Ratio, in an active managed investment 
portfolio, in comparison of a benchmark that is invested in the same financial instruments but keeps rigid its 
design (with none or almost no change in its conformation) during the same period. 

It is important to remark that the favorable Sharpe Ratio of the portfolio against the benchmark is partly due 
to the financial and economical situation prevailed during the years 2007 and 2008 but also it is necessary to 
note that even though the volatility gave a much better handicap for the portfolio that used the decision making 
process, the latest had a consistent and systematic management that, when the risk increased, the positions 
where reduced and vice versa. 

According to these results, is suggestible that the Risk Management Office could have a more active 
function in the decision making process of the Front Office of a Mutual Fund or Hedge Fund. It is said “active” 

in the sense of complementing its compliance activities with a trading recommendation of how many titles 
should be added or reduced in each asset in the portfolio using the determined decision making process. In the 
other hand, the front office could use this process to combine it with some other quantitative techniques used in 
portfolio management. With this, as showed, the active administration of the portfolio could have a much better 
risk – return relation in the computer simulated back testing. Also the Front Office would have more elements to 
make changes in the investment portfolio. 

It is important to conclude that the determined process can have an application in mutual funds, hedge funds 
or personal investment portfolios that have the next characteristics: 

1. The assets must have a liquid secondary market. An illiquid asset such the ones for some OTC 
derivatives (e.g.) are not recommendable for this process. 

2. The portfolio should be “discretional”. This quality is given to such kind of mutual funds that have 
liberty in order to make changes in the asset allocation of the portfolio without previous permission 
of the regulatory authority. 

3. The process must count with a predetermined decision matrix with the codes of the different 
situations that can be seen in the instrument (e.g. VaR higher than risk limit but with H0 rejected 
and de t Student value of positive sign, or a VaR higher than risk limit but with H0 accepted and de t 
Student value of negative sign, and so on…). This tool will be useful to make a trade 
recommendation (buy, sell or hold). 

4. A Risk Limit (VaR limit) for each investment should be considered. This one should remain 
constant at the execution of the decision making process and can be changed periodically by the 
investment committee. 

5. Establish a Maximum Position level for each asset in the portfolio according to the Investment 
policy. 

An algorithm can be followed in order to execute the decision Making Process: 
1. Mark to Market the position in each investment. 
2. Determine the VaR in each instrument of the portfolio. 
3. Compare VaR with Risk Limit and establish it if is higher or lower than it. 
4. With the returns observed in the last five labor days, calculate a Student’s t probability density 

function value. 
5. Make the hypotheses test and accept or reject H0 in order to determine if the observed volatility is 

higher enough to consider feasible a real loss in the asset. 
6. Determine if the Student’s t probability density function value has a positive or negative sign. 
7. Code every stage for steps 3, 5 and 6 and search the combination in the pre designed decision 

matrix. 
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8. If the trade suggestion is buy or sell, determine the amount of titles that should be traded in the 
actual position. 

9. If the trade suggestion is buy, determine the difference between the Maximum Position Limit and 
compare it with the amount of titles for trade in the actual position and calculate a “net trade” 

(Maximum position Limit minus the titles that should be traded). 
10. Execute the suggested changes in the portfolio. 
11. Start at the end of the day with step 1. 

 
Figure 9 show the algorithm in a graphical manner. 
 

 
 

FIG. 9: ALGORITHM’S FLOW DIAGRAM OF DETERMINED PROCESS 
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Directions for Future Research 
Some direction for future research can be punctually defined, among the most important: 

1. The use of the determined decision making process in equity markets of other emerging countries. 
2. The use of the determined decision making process in Fixed Income markets of other emerging 

countries. 
3. The calculation of other kind of risk measure such as coherent risks or other Value at Risk method 

such as historical simulation or the montecarlo approach. 
4. The application of the decision making process in other kind of illiquid assets 
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Endnotes 
 
                                                           
i
 The Financial Market Risk (Dowd, 2005, p.15) is the main focus of this Research, applied in the Study Object. 
ii
 This consideration does not include an Economical, political, social or financial crisis scenario. 

iii
 A good example of this could be in March of 2007 when the Chinese Monetary Authority decided to increase 

its reference rate and the world financial markets didn’t take the news as a good one. Days later, the financial 
markets returned to their normal volatility levels. 
iv
 The decision matrix can be discretionally designed. A good starting point could be the three decision making 

matrixes for Risk Adverse, Neutral adverse and No adverse designed in De la Torre (2008). 
v
 The behavior of the Mexican Equity Market is measured by the Benchmark. Therefore, it is supposed that the 

volatility in the main stocks is reflected in the index. 
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Emerging Economies Financial Markets. A Comparative Perspective of the Sharpe 

Ratio of the Financial Risk Management with the use of Computer Simulation 
 

Oscar De la Torre Torres, familiadelatorre@prodigy.net.mx 
Universidad Michoacana de San Nicolás de Hidalgo, México 

 

 

Abstract 
 

The aim of the present paper is to determine the convenience of Active Portfolio Management in comparison to 
Passive Portfolio Management in the main Mexican financial markets using the parametric Value at Risk (VaR) 
measure as the main decision making variable. 
Four computer simulations in different markets (Equity, Fixed income and Foreign Exchange) with Visual Basic 
modules in Excel were developed. Three of them correspond to Active Management scenarios and the fourth one to 
Passive. The results of the simulated daily Sharpe Ratios in the 2006-2008 periods were compared and statistically 
tested in order to determine if there’s a higher risk –return relation in Active management than passive.  
The results showed that Active management is preferable than the latest only in the Mexican equity market. This 
conclusion is based in the decision making process applied in simulations. 

 

Introduction 
 

The debate among asset managers, fund managers and financial risk researchers about the convenience in the 
execution of an active and passive strategy in the investment portfolio management activities is the focus of the 
present paper. Even Though the definition of the terms “active” and “passive” could have several conceptions in 
the asset management activity, Pedersen (quoted in James, 2004, pp.175-207) gives a useful framework (Figure 
1). 

FIG. 1: THE CONCEPTION OF ACTIVE AND PASSIVE PORTFOLIO MANAGEMENT 

 
 

Pedersen states that “In reality, the line between the active and passive characterization is much 

blurred than first meets the eye. For example, one could say that there are different degrees of activeness. Also 
truth, there are some passive investment processes that are active in nature” (James, 2004, p.180). In the 
original framework of this strategy classification, the “passive” one is used when the manager decides to hedge 
or not the entire portfolio, considering the financial cost or the future financial and economical risk variables 
trend as a secondary reference (an unconditional execution). In the other hand, the Active management executes 
several changes but take into account the effect of financial transaction cost or the behavior of financial or 
economic variables (conditional execution). 

For the present research, a Passive strategy will be considered as a “buy and hold” one, where the 
financial portfolio, used as the study object, will be kept without changes during the computer simulation. In the 
other hand, the Active strategy will be executed in a daily manner, applying the decision making process 
determined in De la Torre (2008). 

mailto:familiadelatorre@prodigy.net.mx
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The decision making process 
 

This process use the parametric Value at Risk (VaR) measure as the main decision variable, in combination with 
the use of a Risk Limit and a two tail hypotheses test, using a t Student probability density function.  

The details of the decision making process are exposed in De la Torre (2008). For general introduction 
purposes, it can be stated that when the Value at Risk level is higher than the Risk Limit i, and when a two tail t 
Student hypotheses test is applied whit the acceptance of H0

ii to this scenario, a “Sell” trade recommendation in 

the portfolio can be given. In the opposite situation a “Buy” trade can be done. Figure 2 shows this interaction 
between VaR and Risk Limitiii.  

 
FIG. 2: ACTUAL VAR AND RISK LIMIT RELATION FOR A TRADE RECOMMENDATION 
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The combination for the different scenarios like a VaR measure higher than the Risk Limit with the 

acceptance of H0 (this means the volatility in the last labor days is higher than the normally observed in the 
historical data of the instrument)iv is coded in a decision matrix, like the one exposed in De la Torre (2008, 
Apendix 1). The same matrix and decision making process will be used for the computer simulation in each 
financial market. 

 

The experiment design 
 
Financial instruments used in computer simulations and time frame 

A computer simulation will be used in order to execute the decision making process for the Active 
Investment Portfolio Management. Three study objects will be used for the experiment: 

1. An equity portfolio of the top 35 stocks, traded at the Mexican Stock Exchange that conform the 
Indice de Precios y Cotizaciones (IPC) that is the main equity benchmark in the country, 

2. A Foreign Exchange portfolio with two currencies in its position: The Mexican Peso (MXN) as a 
base currency and the United States Dollar (USD) as the investment currency, 

3. A Fixed Income portfolio that invest in the 20 year fixed rate government bond that expires at 
December 5th, 2024 (M241205) that is one of the most traded bonds in the Mexican Fixed Income 
market. 

In the case of the Equity market simulation, the IPC will be considered as the benchmark because the 35 
stock of the study object are members of this index. 

For the case of the Foreign Exchange (FX) and Fixed Income portfolios, the design displayed in Table 1 
will be used as benchmark and this one will remain without changes in the Passive scenario. 
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TABLE 1: ASSET ALLOCATION AT SIMULATION STARTING DATE 
PORTFOLIO ASSET % INVESTED AMOUNT 

FOREIGN 
EXCHANGE 

USD 99.1445% $ 99,144,508.50 
MXN 0.7732% 773,203.66 
TRANSACTION COST/1 0.0823% $82,287.84 
TOTAL 100.0000% $100,000,000.00 

LONG TERM FIXED 
INCOME 

INSTRUMENT 

M241205 99.140% $99,139,551.31 
CASH 0.853% $852,862 
TRANSACTION COST/1 0.008% $7,586.28 
TOTAL 100.0000% $100,000,000.00 

/ 1 a 0.08625% financial cost in price spread was used in simulation. 

 
For the statistical analysis in the simulated data, a one way Analysis Of Variance (ANOVA) will be 

applied for each kind of study object (Equity, FX and Fixed Income). The studied means and variances will be 
divided in four groups:  

1. The first three will consider the risk aversion Active Management scenarios: Risk Averse, Neutral 
Risk Averse and No Risk Averse and will perform the treatment group. 

2. The fourth one will use the Passive investment portfolio management and will be the benchmark or 
control group. 

 
The simulations will be executed from January 2nd, 2006 to December 31st, 2008, the initial amount in each 

portfolio will be $100,000,000.00 (a Hundred Million pesos) and the transaction cost will be 0.865%. 
 

Data analysis and hypotheses test 
The data obtained in simulations of each financial market will be analyzed as follows: 

 
1. With a historical and box plot graphical analysis in order to determine if there is any difference in 

the means observed in the experiment samples. 
2. A one way ANOVA with =0.05 for the next statistical hypotheses: 

a. H0: The means of samples in the four investment portfolio management groups (Risk 
averse, Neutral risk averse, No risk averse, Passive) are equal. 

b. Ha: The means of samples in the four investment portfolio management groups (Risk 
averse, Neutral risk averse, No risk averse, Passive) are not equal. 

3. With a graphical comparison of an interval estimation using the mean of each investment portfolio 
management group, the Squared Mean Error (SME) determined with the one way ANOVA and a 
confidence interval of 95%. 

4. A graphical comparison of the mean differences interval estimation of the Active investment 
portfolio management groups minus the passive one, using the Squared Mean Error (SME) of the 
one way ANOVA analysis. 

5. A HSD Turkey means difference method. 
 
All these tests will be applied for the Sharpe Ratio that estimates the risk – financial return relationship, 

according to Equation 1: 
 

       (1) 

Where 
 = the Sharpe Ratio 
= the Return observed in period t. 
 = the Riskless rate of return. 
= the volatility observed in the investment portfolio. 
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This ratio will be used to determine, in each financial instrument type, if is preferable or not the Active 
investment portfolio management from the Passive one. 

 
Data analysis 
 
Equity Market historical and box plot analysis. 

The historical observed Sharpe Ratios in each group or investment portfolio management scenario are 
displayed in Figure 3 and the mean, Max value, low value and an interval estimation at 95% confidence can be 
consulted in the Box Plot of Figure 4: 
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FIG. 3: HISTORICAL SHARPE RATIO VALUES OBSERVED IN THE MEXICAN EQUITY MARKET 

SIMULATION 
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FIG. 4 OBSERVED MEAN, INTERVAL ESTIMATION, HIGH AND LOW VALUES IN THE MEXICAN EQUITY 

MARKET SIMULATION 
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Figure 4 shows that the Neutral risk averse and No risk averse gave higher Sharpe Ratios than the 
Passive and Risk averse scenarios. This means that the observed means and interval estimation were notoriously 
higher in these two scenarios than the benchmark. 

This result will be statistically and graphically confirmed with an ANOVA and the HSD Turkey means 
comparison method. 
 
Equity Market one way ANOVA 
The one way ANOVA test was performed with de anova1() Matlab 7.0 command and gave the results in Table 
2: 

TABLE 2: ONE WAY ANOVA (EQUITY MARKET) 
SOURCE SS Df MS F 

GROUPS 1,233,100.00 3 4.11E+05 1056.4 
ERROR 1,171,500.00 3011   
TOTAL 2,404,600.00 3014   

For the test, the column degrees of freedom are 3, the row df values are 3014 and the significance level 
is =0.05. According to this, the critical value is 2.08. 

With the F value of the ANOVA and the F probability density function critical value, the null 
hypotheses is rejected, observing that the means in the four samples are not equal. Following this result, the 
question of which sample has the highest value can be answered with a mean difference graphical analysis and a 
HSD Turkey mean difference method. 

 
Equity Market graphic interval comparison 

For this analysis, an interval estimation for each scenario was made using equation 2 and a 95% confidence 
interval. 

 

       (2) 

Where: 
 = the mean interval estimation (upper bound or lower bound) 
 = the mean value observed in the sample or scenario. 

Z = the inverse standard normal according to the probability of the confidence intervalv. 
SME = the Squared Mean Error determined with the ANOVA analysis. 
n = the number of observations in the sample. 
 
The box plot that determines the mean, highest quartile, the lowest quartile, upper interval value and lower 

interval value is plotted in figure 5: 
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FIG. 5: OBSERVED INTERVAL ESTIMATION BOX PLOT FOR THE MEXICAN EQUITY MARKET SIMULATION 

 
It can be observed that the neutral risk and no risk scenarios have higher Sharpe Ratio mean values than 

the Passive and the Risk averse ones. 
 

Equity Market HSD Turkey mean comparison method. 
The HSD Turkey multiple comparisons of means method (McClave, Benson, Sincich, 2005, pp.583-590) states 
that “If the absolute difference value in coupled samples is higher or equal than the HSD value, there is strong 
statistical evidence of that difference”. This statistic is determined according to Equation 3: 

 

      (3) 

Where: 
= a HSD Tukey test value (Pearson & Hartley, 1966) determined with the degrees of freedom (r-1c) of the 

samples, a significance level ( ) and a K value. 

K = quantity of means determined with  

C= number of columns or scenarios 
SME= the Squared Mean Error, determined in the one way ANOVA analysis. 
n= the number of observation of each scenario sample. 
 
The observed HSD Turkey value determined with (3) and the coupled samples of each active scenario with 

the passive one are displayed in Table 3.  
 

TABLE 3: HSD TURKEY TEST IN THE EQUITY MARKET SIMULATION 
 

Coupled Sample Mean 
Difference 

Absolute 
Value 

HSD Turkey Conclusion 

Risk Averse-Passive -11.3635 11.3635 2.896893922 The samples are not equal 
Neutral risk Averse-
Passive 31.368 31.368 2.896893922 The samples are not equal 
No risk-Averse-Passive 36.241 36.241 2.896893922 The samples are not equal 
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The results show the same conclusion of the one way ANOVA test and the graphical comparison: The 
samples are not equal. The question if the active investment portfolio management scenarios give a higher 
Sharpe Ratio versus the Passive one can be answered now. For this purpose, a mean difference interval 
estimation, using Equation 4, was performed and displayed, along with the HSD Turkey test value in Figure 6. 

       (4) 

Where: 
 = the mean interval estimation (upper bound or lower bound) 
 = the mean value observed in the active management ith scenario. 
 = the mean value observed in the passive management scenario. 

Z = the inverse standard normal according to the probability of the confidence interval. 
SME = the Squared Mean Error determined with the ANOVA analysis. 
n = the number of observations in the sample. 
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FIG. 6: GRAPHICAL MEAN DIFFERENCE INTERVAL ESTIMATION COMPARISON FOR THE MEXICAN EQUITY 

MARKET 
The data in figure shows that only the Neutral risk and No risk scenario have a higher Sharpe Ratio in 

the sample than the Passive one and in this case the Active management is better in both cases. Conversely, the 
decision making process of Risk averse scenario gave lowers results than the Passive management. 
 
Foreign exchange market historical and box plot analysis. 
The observed historical Sharpe Ratio and the observed statistical values box plot for the Foreign Exchange (FX) 
markets are displayed in figures 7 and 8. As can be noted, the historical and statistical values are almost the 
same during the entire simulation. In this case, the passive investment portfolio management gave higher values 
than the Active ones. 
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FIG. 7: HISTORICAL SHARPE RATIO IN THE MEXICAN FX MARKET SIMULATIONS 
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FIG. 8: MEAN, INTERVAL ESTIMATION, HIGH AND LOW VALUES IN THE MEXICAN FX MARKET 

SIMULATION 

 
Foreign Exchange Market graphic interval comparison 
The interval estimation for each sample is displayed in figure 9. As can be noted, Only the No risk averse 
scenario has a similar but not equal Sharpe Ratio values, suggesting, that in this market, the use of VaR as the 
main decision making variable and the Active investment portfolio management are not preferable than the 
Passive one. 
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FIG. 9: OBSERVED INTERVAL ESTIMATION BOX PLOT FOR THE MEXICAN FX MARKET SIMULATION 

 
Foreign Exchange Market one way ANOVA 
The results of the one way ANOVA are displayed in Table 4: 

 
TABLE 4: ONE WAY ANOVA (FX MARKET) 

„Source‟ „SS‟ „df‟ „MS‟ „F‟ 
„Columns‟ 2,183.20 3 727.72 8.9213 
„Error‟ 245,360.00 3008 81.57  
„Total‟ 247,550.00 3011   

 
The column degrees of freedom for this test, like the Equity markets one, are 3, the row df values are 3014, 

the significance level is =0.05. According to this, the critical value is 2.08. 
Even though the values of figure 8 suggest that the means are almost equal, With the F value of the ANOVA 

and the F probability density function critical value, the null hypotheses is rejected, observing that the means in 
the four samples are not equal. This confirms the results displayed in figure 9. 
 
Foreign Exchange Market HSD Turkey method and graphical mean difference comparison. 
The results of the HSD Turkey value determined with (3) are displayed in Table 5 and the mean difference 
interval estimation calculated with (4) is showed in figure 10. 

 
TABLE 5: HSD TURKEY TEST IN THE FX MARKET SIMULATION 

Coupled Sample Mean 
Difference 

Absolute 
Value 

HSD Turkey Conclusion 

Risk Averse-Passive -2.0859 2.0859 1.32639473 The samples are not equal 
Neutral risk Averse-Passive -1.1838 1.1838 1.32639473 The samples are not equal 
No risk-Averse-Passive -0.1165 0.1165 1.32639473 The samples are not equal 

 
The results show that, in the studied currency and simulation period, the Passive management is preferable 

than the Active one in each risk aversion scenario. This statement is formulated according to the observed 
Sharpe Ratio levels and its statistical test. 
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FIG. 10: GRAPHICAL MEAN DIFFERENCE INTERVAL ESTIMATION COMPARISON FOR THE MEXICAN 

EQUITY MARKET SIMULATION 

 
Fixed Income Market historical and box plot analysis. 
The historical Sharpe Ratio of the Fixed Income investment portfolio management and the observed statistical 
values box plot are displayed in figures 11 and 12. As can be observed, only the Neutral averse risk scenario has 
a similar behavior than the Passive management scenario, suggesting that, there is not a considerable difference 
in the use of the decision making process versus the benchmark. 
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FIG. 11: HISTORICAL SHARPE RATIO IN THE MEXICAN FIXED INCOME MARKET SIMULATIONS 
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FIG. 12: MEAN, INTERVAL ESTIMATION, HIGH AND LOW VALUES IN THE MEXICAN FIXED INCOME 

MARKET SIMULATION 
 
Fixed Income Market graphic interval comparison 
The interval estimation for each sample in this market is displayed in figure 13. As can be noted, Only the 
Neutral risk averse scenario has a higher Sharpe Ratio values, suggesting, that in this market, the use of VaR as 
the main decision making variable and the Active investment portfolio management are preferable than the 
Passive one.  

In the other hand the Risk averse and No risk averse where the samples with the lowest values. 
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FIG. 13: OBSERVED INTERVAL ESTIMATION BOX PLOT FOR THE MEXICAN FIXED INCOME MARKET 

SIMULATION 
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Fixed Income Market One Way ANOVA 
The results of the one way ANOVA test for the Fixed Income market are displayed in Table 6: 

TABLE 6: ONE WAY ANOVA (FIXED INCOME MARKET) 
„Source‟ „SS‟ „df‟ „MS‟ „F‟ 
„Columns‟ 928,720.00 3 309,500.00 132.97 
„Error‟ 7,002,800.00 3008 2,328.10  
„Total‟ 7,931,500.00 3011   

 
The column degrees of freedom for this test, like the Equity and Foreign Exchange markets, are 3, the 

row df values are 3014 and the significance level is =0.05. According to this, the critic value is 2.08. 
Despite the means in figure 11 suggest that the samples are the same in the four scenarios, the null 

hypotheses is rejected in this market, according to the ANOVA test, proving that the means in each sample are 
different. 
 
Fixed Income Market HSD Turkey method and graphical mean difference comparison. 
The results of the HSD Turkey value determined with (3) are displayed in Table 7 and the mean difference 
interval estimation calculated with (4) is showed in Figure 14. 

 
TABLE 7: HSD TURKEY TEST IN THE FX MARKET SIMULATION 

Coupled Sample Mean 
Difference 

Absolute 
Value 

HSD Turkey Conclusion 

Risk Averse-Passive 
-23.468 23.468 7.08611789 The samples are not equal 

Neutral risk Averse-
Passive 4.159 4.159 7.08611789 The samples are not equal 
No risk-Averse-Passive -23.399 23.399 7.08611789 The samples are not equal 
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FIG. 14: GRAPHICAL MEAN DIFFERENCE INTERVAL ESTIMATION COMPARISON FOR THE MEXICAN 

FIXED INCOME MARKET SIMULATION 

 
The data from Figure 14 and the HSD Turkey test suggest that, in this kind of instrument (a portfolio 

invested only in the Long term 20 Year maturity Mexican government bond), the Active Management does 
work only in the Neutral risk aversion scenario. Even though the average risk level observed in the other two 
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actively managed portfolios is lower than the Passive one, the return is not enough to acquire a better risk – 
return relationship than the benchmark. 

 
 

Concluding Remarks 
 

Limitations observed in the present research 
 

The number of instruments used in the Foreign Exchange and Fixed Income markets was reduced to one. This 
situation reduced the effect of diversification that contributed to better results in the Active Portfolio scenarios 
of the Equity market simulations. 

The main decision making variable used was the parametric Value at Risk (VaR) leaving aside some other 
trend measures that could have helped to acquire better results. This has been done in order to expose the 
execution of the decision making process proposed in De la Torre (2008) that uses this risk measure. 

 
Concluding remarks 
According to the specific decision making process used, the characteristics of the study object in each type of 
market simulation and the historical and statistical data analysis, the Active Management is preferable than the 
Passive one only in the Mexican Equity market.  

For the use in Foreign Exchange market, the final remark of the present research is that Passive 
management is preferable, according to the depreciative trend of the Mexican Peso.  

In the Fixed Income market is also preferable the Passive focus although the Neutral risk averse gave 
higher Sharpe Ratio values. 

As a conclusion, the Active management with this specific decision making process is preferable in 
markets whose volatility level is high such as the equity markets. 

This kind of simulations help to state that Active management will be useful to acquire a higher Risk – 
Return relationship in an investment portfolio if a proper investment policy is determined and followed. If this 
policy uses strong decision making variables and proper quantitative processes, a sustainable financial return of 
the managed assets of a mutual fund, pension fund or hedge fund can be determined in the long run. 
 
Directions for future research 
According to the observed limitations in the present research some suggestible directions for future research can 
be followed: 

1. A research of Active management using more instruments in the initial portfolio designs of the 
Fixed Income and Foreign Exchange markets can be conducted. 

2. A research using some other Fixed Income instruments such as Corporate Bonds or Sovereign debt. 
3. The use of the decision making process in strong currency parities such as the Euro- US Dollar or 

US Dollar – Japan Yen among others. 
4. The use of Active Management in commodities, financial derivatives or commodities derivatives. 
5. The research for the use another risk measure instead of parametric VaR in a similar decision 

making process can be conducted. 
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End Notes 
                                                           
i The Risk Limit is a prudential measure adopted by Financial Institutions, mutual and Hedge funds (among 
other financial markets participants) as the result of the Basel II (Bank for International Settlements, 2004) and 
the G30 (Group of thirty, 1993) recommendations. This limit can be discretionally fixed for every user. 
According to this, for the execution of the decision making process in the computer simulation a 3% Risk limit 
for the equity and foreign exchange markets was used and for the fixed income a 0.7% one. 
ii Following the exposure of De la Torre (2008) a two tail hypotheses test of the last 5 daily returns observed in 
the instrument should be applied in order to confirm that the Value at Risk is really higher than the pre set Risk 
Limit. The null hypotheses (H0) is “The observed return in the financial instrument is explained by its historical 

time series, therefore the observed volatility is typical and the Value at Risk measured is feasible” 
iii For reference, please consult De la Torre 2008. 
iv Op.Cit. 
v The number of observations in each sample was 753. 
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Abstract  
The purpose of this study was to identify the main institutional factors of the country and companies in the 
construction sector and estimate the relationship that each factor exerts by incorporating debt, by forming the capital 
structure. The analysis took as reference the financial information of companies in the construction sector which are 
traded on the Mexican Stock Exchange during the period between 2000 and 2007. 
 
Long-term debt was the dependent variable and using the E-views and the technique known as panel data, it was 
estimated the positive or negative relationship that the independent variables exercise, formed by the main 
institutional factors of the company and the country which were previously identified and analyzed. 
 
Keywords: capital structure, the construction sector, institutional factors of the company, the country's institutional 
factors. 
 
Introduction 
 
The construction industry is the largest industry within the worldwide level. It develops products and it 
combines materials, however, the construction industry is a service and not a manufacturing industry. The 
behavior of this industry is indeed an indicator of the economic conditions of a country. It requires a Multiplicity 
of specialties, which at the same time employ many people and interacts with a large number of manufacturing 
industries. 

The construction is defined internationally as the combination of materials and services for the 
production of tangible goods (Mexican Chamber of Construction Industry, 1998). 

Construction is described as the art or technique of manufacturing buildings and infrastructure such as 
houses, skyscrapers, bridges, dams, roads and even boats. Also known as building anything that requires, before 
you take or have a predetermined plan or project, linking various components according to a given order. 
Speaking of construction, we refer to various forms and combinations and how to create various types of 
structure (Chamber of Construction Industry, 2008). 

The importance of the Construction Industry and its impact is manifested by integrating social and 
communication infrastructure to the people by land, air, sea or telecommunications. And build the habitat of 
populations and provide the necessary services (hospitals, schools, housing, electricity, drinking water and 
urban). 

In the environmental impact, it creates the infrastructure for environmental protection, it  is involved 
into technological change and on energy saving and contributes to urban and regional order. 

 
Infrastructure of The Global Environment In Mexico 
 
According to the World Economic Forum, the competitiveness of infrastructure, Mexico is located in the place 
64th of 125th countries. At the sectoral level, it is in 65th place on railways, 64th in ports, 55th  on airports, 73rd  on 
electricity, 51st  on telecommunications and 49th on highways. As part of its participation in Latin America it is 
on 7th place. At the sectoral level, Mexico is on 3rd on railways, 11th on ports, 8th airports on, 14th on electricity, 
9th telecommunications and on 6th  regarding to roads 
 
Characteristics of the construction industry in Latin America 
 
Factor or factors that determine low levels of productivity, high costs, weak quality and delivery times higher in 
the construction industry in Latin America among others are: 
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1. Low level of versatility in personnel worker, mainly due to the outdated labor agreements. 
2. Absence of methods of continuous improvement. With the aim of improving both processes and 

products or services. 
3. In the housing industry's lack of "brand" as it happens in the case of the automotive industry is of minor 

interest in quality. 
4. High level of dependence on climatic factors. 
5. Temporary staff, a bit identified with the company and low level of training. 
6. Management through management control, rather than a participative management. 
7. Lack of enforcement tools and instruments for the control and reduction of waste and waste, such as 

Statistical Process Control. 
8. Little interest in the primary factor of production is labor, which is subject to a high turnover rate. 
9. Lack of implementation of group incentive systems for quality and productivity. 
10. High level of activities without added value. 
11. Lack of implementation of Value Analysis and Engineering for the purpose of the elimination of 

redundant elements and activities. 
12. Lack of teamwork. 

 
These reasons or factors contribute to understand and comprehend the low levels of quality and 

productivity, and consequently the high cost of which is under the construction industry in Latin America.  
Firms tend to significantly increase their profits through the reduction in quality, reliability, and 

average duration of the works, or what is the delivery of goods under a value added.  
 
The National Development Plan of Mexico and the Construction Sector 
 
Promoting the development of the sectors of construction and housing is an essential element of the strategy of 
this administration. These are highly generators of jobs and have the potential to become engines of growth in 
domestic demand, reducing the sensitivity to fluctuations in the international economy. This has a direct relation 
with the development of a modern infrastructure and efficient and satisfactions for the production of social 
needs such as housing (Calderón, 2008). 
 
Long Term Vision 
 
In Mexico, the aims to be achieved in the long term according to the National Development Plan, are: increasing 
the coverage, quality and competitiveness of infrastructure, besides making Mexico one of the main platforms of 
the world, exploiting their geographical position and network of international treaties. In addition to increasing 
the generation of permanent jobs, boost the sustainable development and develop the infrastructure necessary 
for the momentum of tourism. The overall goal for 2030 is that Mexico is located at 20 per cent of the countries 
best assessed in accordance with the index of competitiveness of the infrastructure that produced the World 
Economic Forum. To achieve this goal, in the year 2012 Mexico has to become one of the leaders of Latin 
America for the coverage and quality of its infrastructure (Calderon, 2008).  

In order to achieve it, it has been thought substantially increase public and private resources for 
infrastructure development, promoting the multi-year authorization of expenditures for investment projects in 
infrastructure, improving the planning, preparation, administration and implementation of projects, 
incorporating best practices and standards in the field, among others. 
 
Purpose of research study 
 
The object of study in this investigation is to identify the institutional factors of the country and companies in 
the construction sector, and the estimation of the relationship that each of these exercises by incorporating debt 
when forming its capital structure . The context allowed us to analyze this phenomenon was elaborated by 
companies in the construction sector which are listed on the Bolsa Mexicana de Valores (BMV) in the period 
between 2000 and 2007. 
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Over time many theories have been exposed, trying to explain the formation of the capital structure 
optimally. This dynamic is intended to enrich the possibilities of creating value for shareholders, whereas the 
developed countries and those in developing countries there are differences in the dispersion of ownership of 
enterprises in the size, diversity of capital markets, costs and financial difficulties in tax laws in the separation 
between management and shareholders. Other research focuses on the study of actual market characteristics of 
the product-consumption and the level of sectors, such as the influence of capital structure on the outcome of 
disputes over control of companies. In Mexico, studies of capital structure are still emerging, so this research 
contributes by identifying the relationship exert major factors by incorporating debt to form the capital structure.  

The research reviewed the following theories among the others: optimal capital structure, tax base 
theory, asymmetric information theory, theory of selection or hierarchical pecking order theory (POT), cost 
theory and agency theory of free cash flow, together with empirical studies that support the theories mentioned, 
highlighting among others the study by (Rajan and Zingales 1995), and the study by (Wald 1999), these studies 
provide empirical evidence for the G -7. These studies look at some of the institutional factors, such as: the size 
of the firm, the utility, the growth rate, and risk. In the study of financial theory, knowledge has increased and 
evolved. But have failed to build a model that includes all the above factorsi. 

Institutional factors in the country that were included in this research and that stem from policies and 
laws in Mexico are: a) revenue policy, b) the exchange parity and, c) inflation. By the company considered the 
main institutional factors associated with the particular characteristics of companies which include: a) The size 
of the firm, b) growth, c) Earnings d) Total assets. 
 
GENERAL QUESTION OF THE RESEARCH 
 
What are the key institutional factors of the country and the company that relate to the incorporation of 
debt to form the structure of capital used by firms in the construction sector in Mexico? 
  
Specific Questions 
 
1. How does the interest rate risk-free, one of the main factors of the Mexican financial system, with 

the addition of debt to form the structure of capital used by firms in the construction sector in 
Mexico? 

 
2. What are the relationships about collections policies, inflation and exchange rate parity, where some 

of the key institutional factors of our country, with the addition of debt to form the structure of 
capital used by firms in the construction sector in Mexico? 

 
3. What are the relationships about size in assets, growth in net sales, operating and capital, where 

some of the key institutional factors of the company, with the addition of debt to form the structure 
of capital used by firms of the construction industry in Mexico? 

 
General Purpose 
 
Identifying the key institutional factors of the country and the company and its relationship with the 
addition of debt to form the structure of capital used by firms in the construction sector in Mexico. 
 
Specific Objectives 
 
1. Identifying the relationship of the interest rate risk-free, one of the main factors of the Mexican 

financial system, with the addition of debt to form the structure of capital used by firms in the 
construction sector in Mexico. 

2. Identifying the relationship of the revenue policy, inflation and exchange rate parity, where some of 
the key institutional factors of our country, with the addition of debt to form the structure of capital 
used by firms in the construction sector in Mexico. 
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3. Identifying the relationship that have the size in assets, growth in net sales, operating and capital, 
where some of the key institutional factors of the company, with the addition of debt to form the 
structure of capital used by firms of the construction industry in Mexico. 

 
General Hypothesis 
 
The main institutional factors of the country and the company that relate to the incorporation of debt to 
form the structure of capital used by firms in the construction sector in Mexico are: interest rate risk-
free, tax collection policy, the inflation, the exchange parity and the size of the company in assets, growth 
in net sales, operating and capital. 
 
Research Hypothesis 
 
 H1: The rate of risk-free interest offered by the Mexican financial system is a factor that is associated 

negatively with the addition of debt to form the structure of capital used by firms in the 
construction sector in Mexico. 

 
 H2A: The rate of income tax (revenue policy) is a factor that relates positively with the addition of debt 

to form the structure of capital used by firms in the construction sector in Mexico. 
 
H2B: The rate of inflation and exchange rate are factors that are negatively associated with the 

inclusion of debt to form the structure of capital used by firms in the construction sector in 
Mexico. 

 
H3A: The asset size and growth in net sales, are factors that relate positively with the addition of debt to 

form the structure of capital used by firms in the construction sector in Mexico. 
 
H3B: The operating and capital are factors that are negatively associated with the inclusion of debt to 

form the structure of capital used by firms in the construction sector in Mexico.  
 
Methodology 
 
The financial data collected from companies listed on the BMV and that formed the sample representative of the 
sector, after being coded and prepared for analysis were treated with the statistical method that is called "panel 
data" and implementation of this method was performed using a computer model using the econometric package 
that is called "E-VIEWS" version 4.1. 
 
A) DATA FROM PANEL. They consist of a time series for each member of the cross in the data set that 

comprise the sample of empirical study. This type of data in the literature is known as econometric 
panel data (Baltagi 1995). 

The key feature of panel data, which distinguishes them from the cross combinations, is the fact that it 
tracks the same entities or companies over a certain period (Wooldridge 2001). The organization of the 
observations, are contiguous in the data of eight years for each company in each case, the first year before the 
second. For almost any practical purpose, it is the usual sort of panel data sets. 

In panel data, with the many observations of the same companies shows the causal inferences of 
independent factors dependent on factors, such inferences of causality would be very easy to miss if you just 
apply the technique in isolation of data cross or the technique of “time series data". 
 
General specification of the model of panel data 
 
The specification of the general regression model with panel data is as follows (Pindik 2001): 
 

Y it = it + X it  + u it               (1) 
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Con i  =  1,......N;      t  =  1,...T. 
 
Where:  
i = refers to the individual or the unit of study (cross)  
t = a dimension in time  
    = it is a vector of intercepts of n parameters  
= it is a vector of K parameters   

X it = it is the i-th observation at t moment for the K explanatory variables  
             The total sample of observations in the model would be given by N x T. 
 

From this general model, and based on certain assumptions and restrictions about the value of some 
parameters, it is possible to derive some alternative models of panel data.  

Interpret the usual panel data models through its mistakes. The error term X included it in equation (1) 
can be decomposed as follows: 
 

U it  =  i  + t  + it (2) 
 

i   It represents the unobservable effects that differ between the units of study but not in time, usually 

associated with such entrepreneurship. 
  

t  It is identified with non-quantifiable effects that vary over time but not between the units of study.  

it It refers to the purely random error term. 

 
Most applications use the  t = 01. Different panel data error component model known as "one way" that 

they  variants for the "one way" of components of errors arising from different  Variants may arise in three 
ways: assumptions made about the term t. Variables may arise in three ways: 
 

a) The simplest case is one that considers the  i =0, there is no observable heterogeneity among 
individuals or companies. Given the above, Uit satisfy all the assumptions of general linear model, so 
the estimation method of classical least squares produces the best estimators in linear and biased. 

 
b) The second approach is assuming i the effect for each firm. In this case, no observable heterogeneity 

is incorporated in the constant model. 
 

c) The third alternative is to treat  I as a non-observable random variable that varies between individuals 
but not in time. 

 
B). E-VIEWS (Econometric Views) 

E-VIEWS 4.1 (Econometric Views) is a Windows version of a set of tools originally designed for TSP 
(Times Series Processor). The program can be used for time series, timeless series and panel data. Some 
areas in which technique is applied in accordance with (Carrascal, Gonzalez and Rodriguez 2004), we can 

                                                 
1 This type of analysis assumes that there are no measurable effects that vary over time but not between the individual units 
of study. There is also the "two-way" in which the error  t  ≠ 0, through which it is intended to capture time-
specific components  effects (shocks) that are not included in the regression. 
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mention the following: a) Prediction of sales, b) cost study and prediction, c) Financial analysis, d) 
Macroeconomic Forecast e) Simulation, f) Analysis and evaluation of any statistical data.  
 

C). DEVELOPMENT OF RESEARCH 
The object of study was addressed by first setting the theoretical and conceptual basis of the capital 
structure, then analyzed the factors and their relationship with the addition of debt to form the capital 
structure. Quickly investigated the telecommunications sector which collected financial data that were used 
in the empirical study, which is why he described the evolution of the construction sector has had in the 
world and particularly in Mexico. Identified their current situation and discussed possible scenarios in the 
future.  
Subsequently discussed the different approaches to economic and financial theories at the international 
level to compare, analyze and identify the relationship of factors with the addition of debt to form the 
capital structure. 
The approaches and theories were reviewed in a critical way, starting with the hypothesis developed by 
(Modigliani and Miller 1958), known as the classical theory, whose seminal study, taken into account its 
importance, has served as a benchmark for many subsequent investigations . (Harris and Raviv 1991) on his 
study concluded that the formation of a capital structure is very complex and there is only one model that 
can capture all the relevant distinctive features. The work done by (Shapiro 1978), was also revised to take 
into consideration that this study defined the standards of research in international finance. (Shapiro 1978) 
notes that corporate international diversification is a factor that may be relevant in forming the capital 
structure. 
The main factors that according to the literature identifies the inclusion of debt in the formation of the 

structure of capital, we describe in the following order: (1) factors arising from the cost and risk of funding 
offered by the financial system (2) institutional factors emanating from the country's laws and (3) institutional 
factors that arise from the particular characteristics of the company. 

The data obtained from the databases (Bolsa Mexicana de Valores 2000-2007), were described and 
analyzed taken as a reference classification of independent variable or dependent variable. 

 
Results  
 
Check No.1 GENERAL QUESTIONING AND GENERAL AIM 
Applied the technique of bivariate analysis of the eight factors considered in the investigation, seven factors (net 
sales, income tax, capital, total assets, interest rate risk-free, inflation and parity) were connected by 
incorporating debt andalusia form long-term capital structure in the enterprises of the construction industry in 
Mexico and one factor (operating) have showed no relationship to incorporate long-term debt. (see results in 
Tables No.1 and 2). 
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TABLE 1: FACTORS RELATING TO INCORPORATE LONG-TERM DEBT 
 

Dependent Variable: PASSIVE? 
Method: GLS (Cross Section Weights) 
Date: 02/01/09   Time: 19:17 
Sample: 2000 2007 
Included observations: 8 
Number of cross-sections used: 15 
Total panel (unbalanced) observations: 116 
One-step weighting matrix 
White Heteroskedasticity-Consistent Standard Errors & Covariance 

Variable Coefficient Std. Error t-Statistic Prob.   

ACTIVE? 0.591501 0.039291 15.05430 0.0000 
Fixed Effects     

Weighted Statistics     

R-squared 0.965469     Mean dependent var 21295492 
Adjusted R-squared 0.960289     S.D. dependent var 16258409 
S.E. of regression 3239904.     Sum squared resid 1.05E+15 
F-statistic 186.3960     Durbin-Watson stat 1.339405 
Prob(F-statistic) 0.000000    

Variable Coefficient Std. Error t-Statistic Prob.   

CAPITAL? 1.200357 0.155681 7.710336 0.0000 
Fixed Effects     

Weighted Statistics     

R-squared 0.849222     Mean dependent var 23637441 
Adjusted R-squared 0.826605     S.D. dependent var 19216097 
S.E. of regression 8001719.     Sum squared resid 6.40E+15 
F-statistic 37.54840     Durbin-Watson stat 1.347102 
Prob(F-statistic) 0.000000    

Variable Coefficient Std. Error t-Statistic Prob.   

INFLATION? -43116327 1766646. -24.40575 0.0000 
Fixed Effects     

Weighted Statistics     

R-squared 0.752932     Mean dependent var 29587313 
Adjusted R-squared 0.715872     S.D. dependent var 27347165 
S.E. of regression 14577034     Sum squared resid 2.12E+16 
F-statistic 20.31650     Durbin-Watson stat 0.854748 
Prob(F-statistic) 0.000000    

Variable Coefficient Std. Error t-Statistic Prob.   

ISR? -1270304. 17906.17 -70.94228 0.0000 
Fixed Effects     

Weighted Statistics     

R-squared 0.850728     Mean dependent var 26171757 
Adjusted R-squared 0.828338     S.D. dependent var 35287910 
S.E. of regression 14620546     Sum squared resid 2.14E+16 
F-statistic 37.99463     Durbin-Watson stat 0.635592 
Prob(F-statistic) 0.000000    

Variable Coefficient Std. Error t-Statistic Prob.   

PARITY? 787087.5 32532.37 24.19398 0.0000 
Fixed Effects     

Weighted Statistics     

R-squared 0.746531     Mean dependent var 31691673 
Adjusted R-squared 0.708510     S.D. dependent var 28504961 
S.E. of regression 15389771     Sum squared resid 2.37E+16 
F-statistic 19.63499     Durbin-Watson stat 0.735470 
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Prob(F-statistic) 0.000000    
Variable Coefficient Std. Error t-Statistic Prob.   

INT- RATE? -9169852. 428266.2 -21.41157 0.0000 
Fixed Effects     

Weighted Statistics     

R-squared 0.830761     Mean dependent var 39446409 
Adjusted R-squared 0.805376     S.D. dependent var 39455972 
S.E. of regression 17406492     Sum squared resid 3.03E+16 
F-statistic 32.72547     Durbin-Watson stat 0.777290 
Prob(F-statistic) 0.000000    

Variable Coefficient Std. Error t-Statistic Prob.   

SALES? 0.799146 0.001388 575.7897 0.0000 
Fixed Effects     

Weighted Statistics     

R-squared 0.928993     Mean dependent var 1.04E+08 
Adjusted R-squared 0.918342     S.D. dependent var 78584675 
S.E. of regression 22456266     Sum squared resid 5.04E+16 
F-statistic 87.22072     Durbin-Watson stat 1.269677 
Prob(F-statistic) 0.000000    

Source: Prepared by financial data of enterprises in the construction sector  
listed on the BMV for the period 2000 to 2007. 

 
 

TABLE 2: FACTORS WHICH ARE NOT RELATED TO THE INCORPORATION OF LONG-TERM DEBT 
 

Dependent Variable: PASIVO? 
Method: GLS (Cross Section Weights) 
Date: 02/01/09   Time: 19:17 
Sample: 2000 2007 
Included observations: 8 
Number of cross-sections used: 15 
Total panel (unbalanced) observations: 116 
One-step weighting matrix 
White Heteroskedasticity-Consistent Standard Errors & Covariance 

Variable Coefficient Std. Error t-Statistic Prob.   

UTILIDAD? -0.311192 0.950666 -0.327341 0.7441 
Fixed Effects     

Weighted Statistics     

R-squared 0.852334     Mean dependent var 35735845 
Adjusted R-squared 0.830184     S.D. dependent var 27560010 
S.E. of regression 11357139     Sum squared resid 1.29E+16 
F-statistic 38.48018     Durbin-Watson stat 0.814856 
Prob(F-statistic) 0.000000    

Source: Prepared by financial data of enterprises in the construction sector  
listed on the BMV for the period 2000 to 2007. 

 
The application of the multivariate model using the technique of panel data through the E-Views 4.1, the 
required adjustment due to the presence of multicolinialidad between the independent factors. See Table No.3 
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TABLE 3: RESULTS OF THE MULTIVARIATE UTILIZED ON THE TOTALITY OF FACTORS 
 

Dependent Variable: PASIVO? 
Method: GLS (Cross Section Weights) 
Date: 02/02/09   Time: 11:01 
Sample: 2000 2007 
Included observations: 8 
Number of cross-sections used: 15 
Total panel (unbalanced) observations: 116 
One-step weighting matrix 
White Heteroskedasticity-Consistent Standard Errors & Covariance 

Variable Coefficient Std. Error t-Statistic Prob.   

ACTIVO? 1.000000 7.53E-10 1.33E+09 0.0000 
CAPITAL? -1.000000 2.29E-09 -4.37E+08 0.0000 
VENTAS? -2.78E-09 2.36E-09 -1.179690 0.2411 

UTILIDAD? 4.20E-09 3.15E-09 1.330615 0.1866 
TASA_INT? 0.061844 0.059661 1.036605 0.3026 
PARIDAD? 0.000456 0.001353 0.336894 0.7370 

INFLACION? -0.047887 0.069870 -0.685370 0.4948 
ISR? 0.000886 0.000801 1.106452 0.2714 

Fixed Effects     
Weighted Statistics     

R-squared 1.000000     Mean dependent var 31574425 
Adjusted R-squared 1.000000     S.D. dependent var 54401142 
S.E. of regression 0.124125     Sum squared resid 1.432860 
F-statistic 1.00E+18     Durbin-Watson stat 2.092264 
Prob(F-statistic) 0.000000    

Source: Prepared by financial data of enterprises in the construction sector  
listed on the BMV for the period 2000 to 2007. 

 
Notes:  
1 .- The corrected hetorosedasticidad in the dependent variable and independent variable with the option of 
cross-sectional weighting. 
2 .- We corrected the intercept of the regression with fixed effects for a better fit 
 
The multicolinialidad was solved by the technique of exclusion of variables, it eliminated the variables of the 
model represented by: 
 
1. Capital (risk) 
2. Operating 
3. ISR (Income Tax) 
4. Total assets (active size)  
 
The exclusion of these variables allowed to identify the main factors listed in question and the main objective of 
this research, these being the following: 
 
1. SALES (growth) 
2. INTEREST RATE RISK FREE  
3. EXCHANGE PARITY 
4. INFLATION 
 
Check No.2 GENERAL HYPOTHESIS 
Output data in the E-VEWS Version 4.1, after removing the correlation between independent variables and the 
applied analysis technique known as panel data between the variables in the long-term liabilities: net sales, free 
interest rate risk, exchange rate and inflation, led to the kind of influence that each factor and the percentage that 
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the dependent variable is represented by total liabilities, thus answering to the approach of the general 
hypothesis. See Table No.4 
  
TABLE 4: RESULTS OF MULTIVARIATE MODEL USING THE TECHNIQUE OF PANEL DATA USING E-VIEWS, 

THE FACTORS THAT SHOWED NO JOINT CO LINEARITY 
 

Dependent Variable: PASSIVE? 
Method: GLS (Cross Section Weights) 
Date: 02/02/09   Time: 13:06 
Sample: 2000 2007 
Included observations: 8 
Number of cross-sections used: 15 
Total panel (unbalanced) observations: 116 
One-step weighting matrix 
White Heteroskedasticity-Consistent Standard Errors & Covariance 

Variable Coefficient Std. Error t-Statistic Prob.   

SALES? 0.845287 0.012200 69.28362 0.0000 
TASA_INT? -6250474. 1294881. -4.827064 0.0000 
PARIDAD? -234555.7 33057.32 -7.095424 0.0000 

INFLACION? 13138762 2967976. 4.426843 0.0000 
Fixed Effects     

Weighted Statistics     

R-squared 0.907053     Mean dependent var 26197187 
Adjusted R-squared 0.889805     S.D. dependent var 25396886 
S.E. of regression 8430665.     Sum squared resid 6.89E+15 
F-statistic 52.58903     Durbin-Watson stat 1.063583 
Prob(F-statistic) 0.000000    

Source: Prepared by financial data of enterprises in the construction sector  
listed on the BMV for the period 2000 to 2007. 

 
Notes:  
1 .- The corrected hetorosedasticidad in the dependent variable and independent with the option of cross-
sectional weighting. 
2 .- We corrected the intercept of the regression with fixed effects for a better fit. 
 
The summary of the relationship held by each of the factors to incorporate debt (or leverage long-term 
liabilities) in shaping the capital structure of companies in the construction sector in Mexico, shown below:  
 

TABLE 5: SUMMARY OF RESULTS OBTAINED WITH THE APPLICATION OF THE TECHNIQUE OF PANEL 
DATA 

 

Concept Relationship 
global coefficient of determination  

Adjusted R2  
Explanation of the dependent variable 

SALES (growth) POSITIVE 88.9805% 
INTEREST RATE RISK OF 

NEGATIVE FREEDOM  
 

NEGATIVE  

PARITY EXCHANGE Negativa  
inflation rate Positive  

   
 

Source: Prepared by data in table No.4, produced with financial data of enterprises in the construction sector contributed to 
the BMV for the period 2000 to 2007.  
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a) .- Interpretation of results 
The objective of this phase was to interpret the empirical evidence of multivariate relationships of financial data 
gathered from the databases of the BMV of the companies in the construction sector.  
 
Check No. 3 NET SALES (Growth) 
The application of statistical tests using the technique of panel data, assuming H3A showed that this hypothesis 
is accepted and that the variable-growth companies, represented in this study for sales, relates to the 
incorporation of debt to be the capital structure of companies in the construction sector in Mexico. 

The sign of the coefficient of net sales in this study represent the growth of businesses, we indicated 
that the relationship is exercised in a positive form by incorporating debt capital structure, indicating that the 
passive use by the industry of construction in Mexico will increase by $ 0.645287 per $ 1000.00 for an increase 
in average sales of businesses, a significance level of 95%. 

The adjusted R square (R2) showed that the variability of growth in this study represented by sales, 
says together in a 88.9805% variable liabilities and is an indicator that confirms in a very broad meaning of the 
test.  

The result obtained in this study is consistent with the empirical results obtained in studies conducted 
by (Stonehill et. al. 1975, Toy et. al. 1974 and Gupta 1969) who found that the rate of growth is a determinant if 
it generates high with the formation of the capital structure. 
  
Check No. 4 FREE INTEREST RATE RISK 
The hypothesis that we are identified as H1, says that the interest rate is risk-free negative relationship with 
long-term debt used by companies in the construction sector in Mexico. 

The application of statistical evidence shows that the statement supports the hypothesis is accepted as 
operating it has a positive impact on the decisions that determine the proportion of long-term debt of companies 
in the construction industry in Mexico. 

The coefficient of the utility company's construction sector shows a positive influence on the decisions 
made in forming the capital structure, indicating that the passive is used by companies in the construction sector 
in Mexico, 6'250474 will increase by $ 00 per 1% (one percent) to increase in the average interest rate risk-free 
financial system in Mexico. 

The R square (R2) shows that the variability of the interest rate risk-free, says a joint in a 88.9805% of 
the variable long-term liabilities, which is an indicator that confirms in a very broad meaning of test.  

The study shows that the opening and reform of the Mexican financial system through the policy of 
interest rate risk-free, it is related significantly with the addition of debt to form the structure of capital used to 
fund operations and investment by companies in the construction sector in Mexico. 

The coefficient of the interest rate indicates that the relationship is exercised in a negative way to 
incorporate the training of debt capital structure, indicating that the long-term liabilities used by companies in 
the construction sector in Mexico, who hire local debt was reduced when an increase in average interest rates.  

It is clear that the trend of liberalization of capital movements and deregulation of financial markets in 
Mexico, not only are consistent with the objectives related to the modernization of the financial sector, but also 
to attract foreign investment and a fundamental way to the need to articulate a strategy of accelerated 
development in the industrial sector. 

The changes addressed in the development of the credit scheme in Mexico, the elimination of controls 
on interest rates, permission to banks to freely set rates and time limits on their asset and liability operations, 
limitations that companies have faced when seeking debt financing among other things, must have related to 
companies in the use of the proportions of debt and equity, so it is important to know the structure of capital that 
companies have employed sector construction during this period of reform. 

The research replicated the work performed by (and Masuli De Angelo, 1980) and results to be 
obtained in his investigation are consistent with the results of this research indicating that firms choose a debt 
level that is associated with a negative increase the interest rate. 

 
Checking No. 5 THE EXCHANGE PARITY 
The application of statistical tests to data related to the factor considered as a determinant of capital structure in 
the hypothesis that H2B was identified as: 
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H2B: The rate of inflation and exchange rate are factors that are negatively associated with the 
inclusion of debt to form the structure of capital used by firms in the construction sector in Mexico.  
Fluctuations in the exchange parity = Exchange Rate Fix. 

The application of statistical evidence shows that this hypothesis is accepted and that the variable in the 
exchange parity relates to incorporate into the structure of debt capital used by firms in the construction sector in 
Mexico. 

The sign of the coefficient for the exchange parity, the ratio tells us that exercising is a negative form 
by incorporating debt at the time of forming debt capital structure, indicating us that the passive is used by 
companies in the construction sector in Mexico, that hire local debt, will be reduced by $ 234555.7 $ per 1.00 
that increase in the average exchange rate at a significance level of 95%. 

The R square (R2) shows that the variability of the variable in the exchange parity, it expresses a joint 
of 88.9805% of the variable long-term liabilities and is an indicator that confirms in a very broad meaning of the 
test.  
 
No. 6 Check Inflation 

The application of statistical tests to data related to inflation as one of the determinants of capital 
structure in the third hypothesis that was shown as: 

H2B: The rate of inflation and exchange rate are factors that are negatively associated with the 
inclusion of debt to form the structure of capital used by firms in the construction sector in Mexico. 

The application of statistical evidence shows that this hypothesis is accepted and variable inflation is 
related to incorporate debt in shaping the structure of capital used by firms that belong to the construction 
industry in Mexico. 

The coefficient of the inflation rate indicates that the relationship is a positive form by incorporating 
debt capital structure, indicating that the long-term liabilities used by companies in the construction sector in 
Mexico, that hire local debt, will increase regarding the increase in average inflation rate. 

The sign of the coefficient of inflation, shows that the relationship is exercised in a positive form 
andalusia andalusia incorporate debt capital structure, indicating that the passive is used by companies in the 
construction sector in Mexico, they hire local debt, will increase by $ 13'138762 per 1% increase in average 
local inflation, at a significance level of 95%. 

The R (R2) shows that the variability of the variable in the inflation rate, it expresses a joint of 
88.9805% of the variable long-term liabilities and is an indicator that confirms in a very broad meaning of the 
test.  

The results we obtained in our research indicate that the addition of debt to make capital structure if is 
related to inflation coinciding with the results obtained in the investigation by (Mochón 1996), indicating that 

higher prices seen as a risk signal loss in international competitiveness adversely impact on the level of exports 
and therefore on the country's payment capacity deficit leading international investment, especially long term. 
 
Null Hypothesis 
 
In all the cases. the null hypothesis is rejected where (the growth of businesses represented by net sales, interest 
rate risk-free, the exchange parity and the rate of inflation) as one of the determinants of capital structure, not 
related to the debt used by companies in the construction sector in Mexico. H0: Bj where j = 0 corresponds to 
the independent variable at a level of significance of 5%, because the evidence given by the E-views is equal to 
0.0000, 0.0000, 0.0000 and 0.0000. 
 
Conclusion 
 
The identification of key institutional factors of the country and the company as well as the estimation of the 
relationship that each factor exerts by incorporating debt at the moment of forming capital structure, were the 
main aspects of this research. The context allowed us to analyze this phenomenon was formed companies in the 
construction sector which are traded on the Bolsa Mexicana de Valores in the period from 2000 to 2007. 

At the starting point, we proceeded to identify the problem in terms of concepts, defining the concept of 
research in this process included theories and empirical studies of the factors that relate to incorporate long-term 
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debt in the formation of the capital structure. The object of study was to identify the factors, the interrelationship 
between the factors and the relationship they exercise by incorporating the debt (or leverage long-term 
liabilities) to form the capital structure of companies in the construction sector in Mexico. 

This paper outlined the many financial theories which have been designed throughout time trying to 
explain different approaches to the formation of the financial structure that supports the investment and 
operation in enterprises, among them noted that the theories of greater importance have been conceived in 
countries with more developed capital markets. However, it is important to note that among developed 
countries, those developing and not developed, there are differences in the dispersion of ownership of 
enterprises in the size, diversity of markets, costs and financial difficulties in tax laws in the separation between 
the management of companies and their shareholders in companies with very scattered property, agency costs 
and symmetry of information, culture and beliefs of personnel who manages the company. 

The analysis of output in the application of the technique of multivariate analysis using the various 
orders of the various alternatives and incorporation of the exclusion of all independent variables, showed that in 
some cases there was no significance or that the R (R2 Adjusted) showed that the variability of the variable 
interest rate is explained in conjunction, the variable part of the liabilities by a percentage less than the 
combination that was elected in this research to explain the inclusion of debt in capital structure used to fund 
operations and investments made by companies belonging to the construction sector. 

The independent variables that were excluded for the reasons for the adjustment to the multivariate 
model are as follows: The capital (risk), operating income, income tax (income tax) and total assets (size). 

Output data in the model e-views 4.1, after applying the analysis technique known as panel data 
between the variables in the long-term liabilities: Sales (growth), interest rate risk-free, inflation and exchange 
rate parity, made us know that: sales (growth) and inflation rate, exert a positive relationship and that the rate of 
risk-free interest rate and exchange rate exert a negative relationship on the dependent variable represented by 
total liabilities, as a structure capital. Fulfilling our mission and thus answering the general hypothesis of our 
approach. 

 
Limitations of the Research 
 
Sufficient explanation for a possible solution and acceptance of one model to form the structure of capital, 
regardless of whatever their abstraction of reality, must be conducted empirical studies continue to be made and 
contrasts the tenets of policy deducted from it. This investigation focused on a particular study which was to 
identify some of the quantitative factors that are related to the incorporation of debt to become the capital 
structure of companies in the construction sector in Mexico, the reason from which those factors emanating 
from the qualitative characteristics such as culture, power, the risk within a country, and personal values are 
aspects of behavior that could influence and change the results, which we suggest should be included in further 
research. 
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Abstract 
 
IFRS requires that all derivatives be held on the balance sheet at fair value, with the changes in the fair value being 
recognised through the profit and loss account. Where companies are using derivatives to hedge exposures accounted 
for on an accruals basis they face the prospect of having to take changes in the fair value to the profit and loss 
account without being able to recognize the associated changes in the underlying hedged item or exposure unless 
some very complex and restrictive rules for hedge accounting are followed. For companies with substantial portfolios 
of hedging derivatives this will expose their reported profits to significant volatility if IFRS hedge accounting 
conditions cannot be met. IFRS requires that hedges meet certain criteria in order to qualify for hedge accounting. 
These include requirements for formal designation and documentation of the hedging relationships as well as rules on 
hedge effectiveness. What items or transactions can be hedged?  
 
Introduction  
 
Most companies hedge risk – that is, they take actions to mitigate or offset the risks that arise from their 
activities. For financial risk – such as interest rate risk, currency risk, equity price risk and commodity price risk 
– such hedging often involves the use of derivatives. Hedge accounting seeks to reflect the results of hedging 
activities, in particular hedging using derivatives, by reporting the effects of the derivative and the risk being 
hedged in the same period. Hedge accounting allows entities to override the normal accounting treatment for 
derivatives (fair value through profit or loss) or to adjust the carrying value of assets and liabilities. It is 
therefore a privilege, not a right, and has to be earned.  
 
Financial instruments - Initial recognition 
 
Under revised IAS 39 an entity is required to recognise a financial asset or liability on its balance sheet when, 
and only when, it becomes a party to the contractual provisions of the instrument. 
Initial measurement: financial assets and liabilities are initially measured at fair value. Usually this will be the 
same as the fair value of the consideration given (in the case of an asset) or received (in the case of a liability). 
However, if this is not the case, any difference is accounted for in accordance with the substance of the 
transaction. For example, if the instrument is valued by reference to a more favourable market than the one in 
which the transaction took place, an initial profit is recognised. 
Transaction costs: These are included in the initial carrying value of financial assets and liabilities unless they 
are carried at fair value through profit or loss when the transaction costs are recognised in the income statement. 
 

TABLE 1: CLASSIFICATION OF FINANCIAL ASSETS 

Financial assets at fair value through profit and loss accounts   Loans and receivables   

Held-to-maturity investments Available-to-sale financial assets 

 
Financial assets at fair value through profit or loss: This category has two sub-categories: financial 

assets held for trading and those designated to the category at inception. A financial asset is held for trading if 
acquired or originated principally for the purpose of generating a profit from short-term fluctuations in price or 
dealer‟s margin or if it is part of a portfolio of identified instruments that are managed together and for which 
there is evidence of a recent actual pattern of short-term profit-taking. Trading assets include debt and equity 
securities and loans and receivables acquired by the entity with the intention of making a short-term profit from 
price or dealer‟s margin. Derivatives are always categorised as held for trading unless they are accounted for as 

mailto:mnichita@ase.ro
mailto:meral.ibraim@gmail.com
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hedges. The second sub-category includes any financial assets that an entity has decided to designate to the 
category on initial recognition. There are no restrictions on this voluntary designation but it is irrevocable. The 
asset cannot be moved to another category during its life. 

Loans and receivables: Loans and receivables are non-derivative financial assets with fixed or 
determinable payments that are not quoted in an active market. They typically arise when an entity provides 
money, goods or services directly to a debtor with no intention of trading the receivable. However, a loan 
acquired as a participation in a loan from another lender is also included in this category, as are loans purchased 
by the entity that would otherwise meet the definition. Other loans and receivables acquired are classified and 
accounted for as held-to-maturity, trading or available-for sale. If the holder does not recover substantially all its 
initial investment from a financial asset, other than because of credit deterioration, it cannot classify it as a loan 
or receivable.  

Held-to-maturity investments:  Held-to-maturity investments are financial assets with fixed or 
determinable payments and fixed maturity (e.g., debt securities and redeemable preference shares) that an entity 
has the positive intent and ability to hold to maturity. This category excludes originated loans. Equity securities 
cannot be classified as held-to-maturity because they do not have a fixed maturity date. The intent and ability 
must be assessed not only when the assets are initially acquired but also at each subsequent balance sheet date. 
A positive intent to hold assets to maturity is a much higher hurdle than simply having no present intention to 
sell. If an entity sells more than an insignificant amount of held-to-maturity securities, other than in exceptional 
circumstances, this casts doubt on its intent or ability to hold investments to maturity. The consequences are 
harsh: the entity is prohibited from using the held-to-maturity classification for any financial assets for two 
financial years. All its held-to-maturity investments are reclassified as available-for-sale and measured at fair 
value. When the prohibition ends (at the end of the second financial year following the tainting), the portfolio 
becomes “cleansed” and the entity is once more able to classify the securities as held-to-maturity. 

Available-for-sale financial assets: All financial assets that are not classified in another category are 
classified as available-for-sale. The available-for-sale category includes all equity securities other than those 
classified as at fair value through income. An entity also has the right to designate any asset, other than a trading 
one, to this category at inception.  
 

TABLE 2 : CLASSIFICATION OF FINANCIAL LIABILITIES 

Financial liabilities at fair value through profit and loss 
accounts   

Other financial liabilities    

 
Financial liabilities at fair value through profit or loss: The category of financial liabilities at fair value 
through profit or loss also has two subcategories: liabilities held for trading and those designated to the category 
at inception. 
Financial liabilities held for trading include: 
• derivative liabilities that are not accounted for as hedging instruments 
• obligations to deliver securities or other financial assets borrowed by a short seller 
• financial liabilities that are incurred with the intention to repurchase them in the near term and 
• financial liabilities that form part of a portfolio of identified financial instruments that are managed together 
and for which there is evidence of a recent actual pattern of short-term profit taking. As with financial assets, an 
entity has the right to designate any financial liability to this category on initial recognition. There are no 
restrictions on this right, but it is irrevocable. The liability cannot subsequently be transferred to another 
category. 
 
What is hedge accounting? 
 
IAS 39 deals with all financial assets and financial liabilities, including derivatives, loans, borrowings, 
receivables and payables, and equity investments in other entities. It requires all financial assets and financial 
liabilities to be classified into one of the five categories set out in the table below. These categories determine 
how the financial instrument is measured subsequent to its recognition (at fair value or amortised cost) and 
where any changes in fair value are reported (in the income statement or equity). 



971 

 

TABLE 3: CLASSIFICATION OF FINANCIAL INSTRUMENTS 

Category Measured at 
Changes in the carrying 

amount 
Impairment test is 

required? 

Financial assets and liabilities at 
fair value through profit or loss  

Fair value 
Income Statement No 

Loans and receivables   Amortized cost  Income Statement Yes 

Held-to-maturity investments  Amortized cost  Income Statement Yes 

Available-to-sale financial assets Fair value Equity  Yes 

Other financial liabilities Amortized cost  Income Statement N/A 

 
 

The basic principle in IAS 39 is that all derivatives are carried at fair value with gains and losses in the 
income statement. However, derivatives are commonly used to hedge recognised assets and liabilities that are 
measured at cost, amortised cost or at fair value with gains and losses recognised in equity or items such as 
forecast transactions or firm commitments that are not recognised in the balance sheet. This creates a mismatch 
in the timing of gain and loss recognition. Hedge accounting seeks to correct this mismatch by changing the 
timing of recognition of gains and losses on either the hedged item or the hedging instrument. This avoids much 
of the volatility that would arise if the derivative gains and losses were recognised in the income statement, as 
required by normal accounting principles. 
 
Why hedge accounting? 
 
Hedging aims to mitigate the impact of economic risks on an entity‟s performance. Many businesses will engage 
in hedging activities to limit exposure to economic risk. This can be as simple as borrowing in a foreign 
currency where an entity has an anticipated revenue stream in that currency. Many hedging strategies, to reduce 
economic risk, meet the criteria to qualify for the special accounting treatment identified in IFRS as hedge 
accounting. Other equally valid economic hedging strategies may not do so. Hedge accounting modifies the 
usual accounting treatment of a hedging instrument and/or a hedged item to enable gains and losses on the 
hedging instrument to be recognised in the income statement in the same period as offsetting losses and gains on 
the hedged item. This is a matching concept. A pre-requisite for hedge accounting is that a hedging instrument, 
normally a derivative, is designated as an offset to changes in the fair value or cash flows of a hedged item.  
 
Criteria for obtaining hedge accounting 
 
Hedge accounting is an exception to the usual accounting principles for financial instruments. IAS 39 therefore 
requires hedge relationships to meet certain criteria in order to qualify for hedge accounting. Management must 
identify, document and test the effectiveness of those transactions for which it wishes to use hedge accounting. 
The specific requirements are:  
• The hedging relationship must be formally designated and documented at the inception of the hedge. This must 

include identifying and documenting the risk management objective, the hedged item, the hedging instrument, 
the nature of the risk being hedged and how the effectiveness of the hedge will be assessed; 
• The hedge must be expected to be highly effective at the inception of the hedge;  
• The effectiveness of the hedge must be tested regularly throughout its life. Effectiveness must fall within a 

range of 80%-125% over the life of the hedge. This leaves some scope for small amounts of ineffectiveness, 
provided that overall effectiveness falls within this range; and 
• In the case of a hedge of a forecast transaction, the forecast transaction must be „highly probable‟. The criteria 

for hedge accounting are onerous and have systems implications for all entities. Hedge accounting is optional, 
and management should consider the costs and benefits when deciding whether to use it. Much of the burden 
and cost associated with using hedge accounting arises from the effectiveness testing requirement. 
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What items can be designated as hedged items? 
 
Hedge accounting requires the item being hedged to be identified and designated at the inception of the hedge. 
The hedged item can be an asset, liability, firm commitment, highly probable forecast transaction or net 
investment in a foreign operation, or a group of any such items.  
IAS 39 sets out the following additional restrictions on what may be designated as a hedged item:  
• Interest rate risk and prepayment risk of a held-to-maturity investment cannot qualify as the hedged item 
because the classification of an asset as held to maturity indicates that the entity has the positive intent to hold 
the instrument to maturity without regard to changes in the fair value or cash flows attributable to changes in 
interest rates. However, a held-to-maturity investment can be hedged for either foreign currency risk or credit 
risk. 
• A net open position (for example a portfolio including both financial assets and financial liabilities) cannot be 
designated as a hedged item. However, approximately the same effect can be achieved by designating part of 
one of the gross positions, equal in amount to the net position.  
• An investment in a subsidiary or associate that is consolidated, proportionately consolidated or measured using 
the equity method, cannot be a hedged item in a fair value hedge. 
Some common examples of qualifying hedged items (and the risk being hedged) are: 
• fixed or floating rate borrowings (interest rate risk); 
• highly probable forecast sales or purchases in a foreign currency (foreign currency risk); 
• foreign currency receivables, payables, borrowings and investments (foreign currency risk); 
• available-for-sale equity investments (equity price risk); 
• loans and receivables (interest rate risk or credit risk); and 
• highly probable forecast purchase or sale of commodities (commodity price risk). 
 
What instruments can be designated as hedging instruments? 
 
Hedge accounting requires the hedging instrument to be identified and designated at the inception of the hedge. 
 
Derivatives: Most derivative financial instruments may be designated as hedging instruments provided they 
are with an external party. Intra-group derivatives do not qualify as a hedging instrument in consolidated 
financial statements, although they may qualify in the separate financial statements of individual entities in the 
group. A written option cannot be designated as a hedging instrument because the potential loss on an option 
that an entity writes could be significantly greater than the potential gain in value of a related hedged item. A 
derivative may be designated as a hedging instrument only in its entirety or as a proportion (ie, a percentage of 
the notional amount). Any other portion of a derivative (for example, the interest rate component of a cross-
currency interest rate swap, or the first three years of a five-year derivative) cannot be designated as a hedging 
instrument. IAS 39 allows two exceptions to this rule: the forward points of a forward contract and the time 
value of an option may be excluded from the designation. Excluding these components will improve the 
effectiveness of the hedge relationship for some hedging strategies. A single derivative with several risks, such 
as a cross-currency interest rate swap, can be designated as a hedge of more than one type of risk (for example, 
interest rate and foreign currency risk), provided the separate risks are clearly identifiable and effectiveness can 
be measured. Two or more derivatives (or proportions of them) may be jointly designated as a hedging 
instrument, including where the risks arising from some derivatives offset those arising from others. This is 
useful when an entity wants to reduce the amount of a hedge; for example, because of a decrease in the hedged 
item or because the entity has taken on a new item that partly offsets the previously designated hedged item. The 
entity may take out a new derivative that partly offsets an existing hedging derivative and jointly designate them 
both as the hedging instrument. 
 
Non-derivatives Non-derivative financial instruments can be designated as hedging instruments only for 
foreign currency risk. A foreign currency borrowing, for example, may be designated as a hedge of the currency 
risk of a net investment in a foreign entity. As with derivatives, the non-derivative must be with an external 
party in order to qualify; inter-company loans are not permissible hedging instruments in consolidated financial 
statements. 
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Accounting for hedges 
 
Three types of hedge accounting are recognised by IFRS. These are fair value hedges, cash flow hedges and 
hedges of the net investment in a foreign operation. Each has specific requirements on accounting for the fair 
value changes. 
 
Fair value hedges. The risk being hedged in a fair value hedge is a change in the fair value of an asset or 
liability or unrecognised firm commitment, or an identified portion of an asset, liability or firm commitment that 
is attributable to a particular risk and could affect the income statement. An example of a fair value hedge is a 
fixed-rate loan whose interest rate exposure is converted to floating rates with an interest-rate swap. Another 
example is mitigating a potential fall in the value of an available-for-sale equity investment with an equity 
forward or option. Changes in fair value may arise through changes in interest rates (for fixed-rate loans), 
foreign exchange rates, equity prices or commodity prices. The impact on the income statement can be 
immediate or expected to happen in future periods. For example, a foreign currency borrowing that is translated 
at the closing rate would have an immediate impact on the income statement. An available - for- sale equity 
security, where gains and losses are deferred in equity, would affect the income statement when sold or 
impaired. The hedged asset or liability is adjusted for fair value changes attributable to the risk being hedged, 
and those fair value changes are recognised in the income statement. The hedging instrument is measured at fair 
value with changes in fair value also recognised in the income statement. 
 
Cash flow hedges. The risk being hedged in a cash flow hedge is the exposure to variability in cash flows that: 
1) is attributable to a particular risk associated with a recognised asset or liability, an unrecognised firm 
commitment (currency risk only), or a highly probable forecast transaction, and  
2) could affect the income statement. 

Future cash flows might relate to existing assets and liabilities such as future interest payments or 
receipts on floating rate debt. Future cash flows can also relate to forecast sales or purchases in a foreign 
currency. Volatility in future cash flows will result from changes in interest rates, exchange rates, equity prices 
or commodity prices. If a hedged forecast transaction (such as a hedged future purchase of inventory or 
equipment) results in the recognition of a non-financial asset or liability, the entity has a choice. It can either: 
1) Adjust the carrying amount of the asset or liability by the hedging gain or loss previously deferred in equity 
(sometimes referred to as „basis adjustment‟). The hedging gain or loss is „automatically‟ recycled to the income 
statement when the hedged asset or liability is depreciated, impaired or sold; or 
2) Leave the hedging gain or loss in equity and transfer it to the income statement when the hedged asset or 
liability affects profit and loss. 

The choice should be applied consistently to all such hedges. However, basis adjustment is not 
permitted when the hedged forecast transaction results in a financial asset or liability.  
 
Hedges of net investment in a foreign operation. An entity may have overseas subsidiaries, associates, 
joint ventures or branches („foreign operations‟). It may hedge the currency risk associated with the translation 
of the net assets of these foreign operations into the group‟s presentation currency. IAS 39 permits hedge 

accounting for such a hedge of a net investment in a foreign operation, provided the usual hedging requirements 
are met. The amount of a net investment in a foreign operation under IAS 21 is the reporting entity‟s interest in 
the net assets of that operation, including any recognised goodwill. Exchange differences arising on the 
consolidation of these net assets are deferred in equity until the foreign operation is disposed of or liquidated. 
They are recognised in the income statement on disposal or liquidation as part of the gain or loss on disposal. A 
hedge of a net investment with a foreign currency borrowing or a derivative can qualify for hedge accounting. 
The foreign currency gains or losses on the hedging instrument are deferred in equity, to the extent the hedge is 
effective, until the subsidiary is disposed of or liquidated, when they become part of the gain or loss on disposal. 
The hedging instrument in a net investment hedge will almost always need to be denominated in the foreign 
operation‟s functional currency in order to be effective. 
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Discontinuing hedge accounting. Hedge accounting ceases prospectively when any of the following 
occurs: 
• a hedge fails an effectiveness test; 
• the hedged item is sold or settled; 
• the hedging instrument is sold, terminated or exercised; 
• management decides to revoke the designation; or 
• for a hedge of a forecast transaction, the forecast transaction is no longer highly probable. 
 
Hedge accounting and financial instruments on Romanian market 
 
Regulatory Bodies 
The National Securities Commission (NSC) – (http://www.cnvmr.ro ) is the autonomous administrative 
authority (legal person) for whole of Romanian Capital Market. NSC regulates and supervises the capital 
market, the commodity and financial derivative instruments markets and specific institutions and operations. 
NSC is subordinated to Romanian Parliament and submits reports to the Commission for Budget, Finance and 
Banks in the Senate and of the Chamber of Deputies. The Capital Market Law No. 297/2004 is the governing 
law for Romanian Capital Market. 
Other regulatory bodies include: 

- The Finance Ministry, which regulates the taxation regime 
- The National Bank of Romania, which regulates aspects concerning margin trades, foreign portfolio 

investments and repatriation (http://www.bnro.ro/def_en.htm). Without prejudice to its primary objective of 
ensuring and maintaining price stability, the National Bank of Romania supports the general economic policy of 
the Government. By law, the National Bank of Romania is solely accountable to Parliament and is on no 
account subordinated to government; its relationship with the latter is co-operation on a regular basis. 

The National Bank of Romania is managed by a Board of Directors appointed by the Parliament of 
Romania on the recommendation of the standing committees of the two Chambers of the Parliament. Board 
members are appointed for a five-year tenure that can be subject to renewal. The main tasks of the Board of 
Directors are to decide on the monetary and exchange rate policies, as well as on the measures for authorization, 
regulation and prudential supervision of the credit institutions and oversight of the authorized payment systems. 

The principal events in the stock market‟s evolution, marking both introduced regulations and the 
founding of the main market institutions, can define the following stages in the establishment and development 
of the Romanian stock market are: 
− 1990 – 2002 - laying down a legal framework for the stock market and founding fundamental stock 
market institutions. This first stage was a process of forming organizations, drafting and introducing 
regulations, and forming and surveying specific stock market behavior (educating operators and the general 
public about concepts long forgotten or never known, still an ongoing process). 
− 2002 – 2004 – the first harmonization of Romanian stock market laws with European legislation. The 
second stage begun while the EU accession negotiations were prepared  and organized, and the regulatory and 
institutional stock market reform was launched.  
− 2004 – 2006 – institutional consolidation and stock market restructuring pursuing Romania‟s EU 

integration. The third stage opened with the passing of the consolidated stock market law in 2004. It finalized 
the Romanian stock market structural adjustments for integration into the European Union, and the NSC 
declared it finished when the Romanian stock market legislation was considered completely harmonized with 
current European regulations. This harmonization process defined two distinct sub-stages: 
− 2004 – 2005 – the introduction of the consolidated stock market law and the secondary legislation for its 
implementation; architectural changes. 
− 2006 – the alignment of Romanian legislation to the latest European regulations introduced after the 
Financial Services Action Plan was finalized. 
 
The volume of the derivative financial instruments that are transitioned on national capital market 

http://www.cnvmr.ro/
http://www.bnro.ro/def_en.htm
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TABEL 4 : THE VOLUME OF THE DERIVATIVE FINANCIAL INSTRUMENTS 

Instruments 2000 2001 2002 2003 2004 2005 2006 June  2007 

FUTURES 8.388,9 9.672,5 10.340,4 13.752,9 18.903,7 21.600,3 25.683,0 31.682,3 

-interest 
installments 

7.966,8 9.265,3 9.958,5 13.123,7 18.164,9 20.708,8 24.476,2 30.165,1 

-currency 61,0 65,6 47,3 79,9 103,5 107,6 161,4 201,9 

-stock exchange 
index 

361,2 341,7 334,5 549,3 635,2 784,0 1.054,3 1.315,3 

OPTIONS 5.922,2 14.125,5 13.540,1 23.034,0 27.688,8 36.186,6 44.759,1 64.983,9 

-interest 
installments 

4.719,2 12.492,8 11.759,8 20.793,8 24.604,1 31.588,3 38.116,5 55.985,5 

-currency 20,4 27,4 26,6 37,9 60,7 66,1 78,6 101,2 

-stock exchange 
index 

1.182,5 1.605,2 1.753,8 2.202,4 3.024,0 4.532,3 6.564,0 8.897,2 

Source: BIS Quarterly Review, December 2000-September 2007. 
 
The growth of the operations volume is due to the opening of new markets, the appearance of new types of 
agreements but also due to the techniques improvement of the existent transactions. Now, the most important 
domain is the one of the interest. This domain registers a market share of 95,2% in the case of the future 
agreements and 86,2% in the case of the options agreement. So in Romania the evolution of the derivative 
financial products market are enrolled in the global tendencies, confirming the expectations. The 2006 was an 
excellent year, a historic one for the BMFMS, the transaction value with derivative financial instruments being 
of 2.77 billions Euros. The future and the options agreement have known a remarkable growth taking into 
account the transaction volume size, the number of the transaction agreements and the number of the opened 
positions. These were 6 times bigger than in 2005. The enterprises are also using the derivative from other 
reasons, like the speculation. The speculation is different from the hedging because is an activity used not for 
the protection against the risk. The speculation is an activity of taking a risk in the hope of obtaining a profit 
because of the price modification. The speculators provide the market with liquidity and this is the reason why 
the future markets become the places where we can not buy actives because these kind of markets sell the risk. 
The speculators make the market efficient regarding the prices because they oust the big differences between the 
buy prices and the sell prices. By taking the risk and bringing liquidity and capital, the speculators contribute to 
the guarantee of the market stability. On the Romanian capital market, all thought the derivatives have been 
recently launched (1997), the advantages offered by them have been immediately identified and used by the 
investors. 

A special advantage is the transaction on stock system that allows the transaction of certain active on 
the future market, and paying only a part from its value (10-20%). In fact it is not transaction with the active but 
its price. This transaction system allows an investor to play with the same money a quantity of actives of 5-6 
times higher than on the spot market, the services extremely reduced being a very important advantage. In the 
same time, on the future market it is possible to “sell what you don‟t have”. Due to the fact that the derivatives 
are not materialized, because they are payment agreements at a certain price a certain term, an operation on this 
market can start directly through the agency of a sell. In this way a speculator can achieve profit both on the on 
the growth and the diminishing of the price, in contrast with the spot market where for now only the shopper has 
profit. The both characteristics described earlier, together with the high degree of standardization and the 
correlated movement between the prices on the deeds market and the derivatives on the deeds market have 
attracted on the BMFMS market a lot of speculators from the capital market.  

On the Romanian financial market, the number of transactions with futures and options is increasing; 
the evolution is presented below:  
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TABLE 5: NUMBER OF CONTRACTS 

MOUNTH 
FUTURES+ 
OPTIONS 

FUTURES+ 
OPTIONS 

FUTURES+ 
OPTIONS 

YEAR 2007 2006 2005 

JANUARY 486249 261231 14203 

FEBRUARY 373622 288459 29712 

MARCH 589068 357377 31142 

APRIL 447898 252566 22884 

MAY 251962 239448 20394 

JUNE 190438 254934 22462 

JULY 226878 370119 21538 

AUGUST  213269 267597 46641 

SEPTEMBER 125377 304490 72092 

OCTOBER 158152 649594 144951 

NOVEMBER 239289 805181 147005 

DECEMBER 188721 317714 134726 

Source: http://www.sibex.ro/?sibex=raport/raport_anual 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

FIG 1. – EVOLUTION OF DERIVATIVES ON ROMANIAN MARKET 
 

 
The companies that intermediate transactions with financial instruments are: 
 

http://www.sibex.ro/?sibex=raport/raport_anual
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TABLE 6: THE INTERMMEDIATE COMPANIES 

 
COMPANY NAME 

VOLUME OF 
TRANSACTION 

(LEI) 
PERCENTAGE 

 

1 SSIF VANGUARD SA 1339571 15,69% 

2 SSIF BROKER SA 1008495 11,81% 

3 SSIF ESTINVEST SA  722857 8,47% 

4 SSIF IFB FINWEST SA  573579 6,72% 

5 SSIF CARPATICA INVEST SA 499918 5,86% 

6 SSIF INTERDEALER CAPITAL SA 433884 5,08% 

7 SSIF ORIZONT VEST SA 371451 4,35% 

8 SSIF EASTERN SECURITIES SA 340875 3,99% 

9 SSIF DELTA VALORI MOBILIARE SA 332336 3,89% 

10 SSIF INTERCAPITAL INVEST SA 316746 3,71% 

11 SSIF NOVA INVEST SA 253191 2,97% 

12 SSIF MUNTENIA GLOBAL INVEST SA 242827 2,84% 

13 SSIF TREND SA 208249 2,44% 

14 SSIF TARGET CAPITAL SA 194836 2,28% 

15 SSIF IFC INVESTITII SA 183811 2,15% 

16 SSIF SWISS CAPITAL SA 176848 2,07% 

17 SSIF INTERVAM SA 174966 2,05% 

18 SSIF ROMINTRADE SA 168272 1,97% 

19 SSIF SUPERGOLD INVEST SA 157688 1,85% 

20 SSIF TRANSILVANIA CAPITAL SA 156524 1,83% 

21 SSIF FINANS SECURITIES SA 151399 1,77% 

22 SSIF GM INVEST SA 134222 1,57% 

23 SSIF CRI-INVESTCO SA 72077 0,84% 

24 SSIF PRIME TRANSACTION SA 53759 0,63% 

25 SSIF BRD SECURITIES SA 47859 0,56% 

26 SSIF ROMCAPITAL SA 36736 0,43% 

27 SSIF ROMBELL SECURITIES SA 29226 0,34% 

28 SSIF MOBINVEST SA 29162 0,34% 

29 SSIF BCR SECURITIES SA 20124 0,24% 

30 SSIF GEOFFREY INVEST SA 18778 0,22% 
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31 SSIF CA IB SECURITIES SA 15353 0,18% 

32 SSIF VALMOB INTERMEDIA 14034 0,16% 

33 SSIF ELDA INVEST SA  12046 0,14% 

34 SSIF HB INVEST SA  8615 0,10% 

35 SSIF INTERFINBROK CORPORATION   7756 0,09% 

36 SSIF ROMEXTERRA FINANCE SA  7323 0,09% 

37 SSIF HTI VALORI IMOBILIARE SA 6756 0,08% 

38 SSIF BUCURESTI GLOBAL INVEST SA 6521 0,08% 

39 SSIF WBS ROMÂNIA SA 5612 0,07% 

40 SSIF WORLD ROM SECURITIES SA 2922 0,03% 

   TOTAL  8537204 100,00% 

Source: http://www.sibex.ro/?sibex=intermediari 
 
 
Final remarks 
 
In the last decades, we can see that the global economy has change thanks to financial high tide integration. The 
financial high tide has known a developed expansion, both inside of the economies of each country and global. 
The volatility and the uncertainty are extended in the global world, being favoured of the vast proportion of the 
internet and by the IT development. The volatility and the uncertainty are contributing to the appearance of the 
speculative movements that increase the possibilities of the price overestimated of some financial actives on the 
new markets. The overestimated and optimistic foretell on the flow of some stock exchange deeds, on the new 
markets, lead to the collapse of the flow and to the fast migration of the capital on the other markets, reason for 
which the economy of some countries or big areas could be destroyed. Taking all this into account the 
development of the operations with derivates financial instruments have offered for the market participants both 
the possibility of hedging and a way of speculation. This continuous development was and still is accompanied 
by the growing complexity of the derivative products, explained through the economic variables instability (the 
interest instalment, the exchange flow, the stock exchange index, etc.). The continuous development has lead to 
the use of instruments drawn up for a good administration of the risks that are more and more obvious. The 
annual rhythm of growing for the derivative products market is stunning.  

All thought there were some scandals around the derivates the enterprises go on using the hedging 
instruments to protect themselves against the fluctuations of the interest installment, the price of the 
merchandise, the steady interest and the price of the deeds. In the last decade of this century, the risks have 
increased, everybody knowing that the risks have been caused by the corporations that used the future and the 
options instruments. 

We consider that the remarks of a few business men are more representative to show the financial 
Romanian market: 

Lucian Anghel - BCR: “The Romanian enterprises will confront a lot of problem if they don‟t use 

financial instruments for exchange rate hedging, as forward contracts. Mr Anghel mentioned that the level of 
operations with forward contracts is only half of the level of other countries form Eastern Europe”. 

Mihai Bogza – BancPost: “In present, apparently isn‟t a danger to correct the rate exchange.  The value 

of equity is covered by central bank reserves. If the national currency is getting stronger, the export enterprises 
should use financial instruments for hedging”. Radu Craciun – ABN Amro (RBS): “It is likely that the national 

currency will get stronger, and for that reason, to use financial instruments for hedging is more and more 
recommended”. 

 

http://www.sibex.ro/?sibex=intermediari
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Abstract 
 

Europe´s financial system was struck heavily by the ongoing world financial crisis. According to European Central 

Bank (ECB) real economy Europe was seriously effected since September 2008. Setup of new rules and regulations 
for the financial system will be needed in order to make the world financial system less vulnerable to shocks. Banking 
sector in Slovakia, as a cornerstone of country´s financial system was not directly hurt. Nevertheless, foreign owners 
of Slovak banks – in particular Austrian banks – might be trying to offset their losses by withdrawing capital from 
their relatively “healthy” Slovak daughter companies. This is not yet happening thanks to financial help provided by 
Austrian government. Rating agencies, however, point out that CEE banking houses are at high risk. However, 
financial results of Slovak banks (as well as other CEE banks) remain despite crises more or less stable. Another issue 
this article deals with is depreciation of CEE currencies (CZK, PLN, HUF). CEE region in general is considered to be 
hurt very badly by financial crisis. The problem is that foreign analysts do not differentiate between particular 
countries. If one country gets into trouble, whole region is being considered risky. This is reflected in the issue of 
strong depreciation of the three abovementioned CEE currencies. Recently, after certain verbal intervention of 
governments and country´s official, the situation is changing – Czech Crown appreciated recently more than Polish 
Zloty or Hungarian Forint. 

 
Introduction 

 
Financial crisis has spread from overseas to the European financial sector. Since mid-September 2008 the 
effects of struggling European financial system are spilling over into the real economy.1 Credit supply in the 
Euro area has remained quite steady until now that we are experiencing first signs of both – falling demand and 
supply. On the other hand the corporate bond market volumes did not fall and in January 2009 even reached a 
new high. ECB (European central bank) reacted to worsened conditions of the real economy by providing 
unlimited refinancing to the banks. M3 supply growth in Eurozone fell more than expected in January 2009 
which encouraged the ECB to cut interest rates to 1,5 % (first time in history the ECB rate is under 2 %).2 This 
provides measures against so called “systemic liquidity risk”. Governments, on the other side, try to combat the 

so called “systemic solvency risk” by recapitalisations, providing guarantees and asset support schemes. 
According to ECB statements, it aims to make the financial system in Eurozone sustainable in the long term. 
This means avoiding risk taking on the short term basis in favor of profitability in the medium and long term. 
Another problem of the current financial system according to ECB is its low resistance to shocks. This is mainly 
a result of systematic decreasing of reserves and liquid assets which did not generate high returns. The pressure 
to increase immediate shareholder value and short-term returns drove a number of institutions to limit their 
reserves and buffers to the minimum possible levels.3 Unfortunately, these reserves and buffers are needed 
exactly in such times we are experiencing right now. And we can already observe the market-driven 
deleveraging. In order to prevent such crisis situation in the future, ECB as well as other central banks suggests 
strengthening financial regulation and oversight. Especially hedge funds and credit rating agencies, as well as 
OTC derivatives markets are considered to be more regulated in the future (and thus restricted). ECB in the 
name of Eurozone is making efforts together with other G20 members to put new financial measures and 
regulations soon into force. 

mailto:jozef.komornik@fm.uniba.sk
mailto:frantisek.martinec@fm.uniba.sk
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Slovak banking sector with respect to financial crisis 

 
Financial system in Slovakia is largely dominated by banking sector. There is no real functioning stock 
Exchange or corporate bond market. Firms are being financed either by bank loans or private equity capital. 
There are 25 banks in operation in Slovakia, 92 % of their equity is held by foreign banks, banking sector 
generated 3,6 % of total country´s GDP (as of 2006). As these figures imply, Slovak economic growth is hugely 

dependent on bank credit growth. Slovak banks hold deposits worth 37 billion Euros, whereas actual balance of 
all granted credits as of October, 2008 was 31,5 billion Euros. The increase in credits (+23%) was 3x higher 
than increase in deposits (as of October 2008).4 Slovak banks show good capital adequacy compared to their 
west European counterparts, did not invest in assets abroad that turned out to be overvalued and risky. Slovak 
banking sector was not significantly effected by global financial crisis through debt securities or shares.5 
Negative effects were transmitted to Slovak banks through tighter money on interbank market and thus higher 
interest rates. Furthermore, as a precaution, Slovak banks tightened credit limits and increased their risk 
aversion in financing certain sectors of economy. Development sector which skyrocketed in the past years is 
now being considered risky and banks request higher equity for granting the same credit amount. But Slovak 
banks are now facing some issues from abroad. Financial crisis did severely hit, among others, Austrian banks. 
Two big Austrian banks are major owners of biggest Slovak banks – Tatrabanka and Slovenská sporiteľňa. 

Third Austrian bank – Bank Austria (part of Italian UniCredit Group) controls Slovak UniCredit bank. 
According to a study published by Austrian central bank, capital flows to central European banks owned by 
Austrian banks could be cut down as a result of financial problems of mother banks. Due to the fact that 
relatively small number of foreign banks (among others 3 Austrian banks) own big share of central European 
banking sector, there is a risk of “domino effect”.

6 If only one foreign mother bank slips into financial problems, 
relatively large share of central European banking sector will be effected. Domino effect could be started 
anywhere within the group – even in one of the daughter banks – and spread to other daughter banks and finally 
to the mother bank. This is of particular importance in the case of Hungary. Although IMF calmed down bad 
macroeconomic and financial outlook of Hungary for some time, in the recent days we see a new wave of 
negative expectations towards Hungarian economy and government finances. 
 

  
 

FIG. 1: THE BANKS WITH THE HIGHEST RETURN ON EQUITY AND THE HIGHEST PROFIT 
 
Austrian banks invested large amounts of money in the economy of Island. After Island banks and 

government almost went bankrupt, country´s assets lost significantly their value. According to Austrian 

newspapers Austrian banks invested in Island as much as 2,6 billion Euros.7 Speaking of Austrian banking 

Net profit 

Income Tax 
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sector, Austrian government decided to give financial injection to its first bank – Erste Bank. 2,7 billion Euros 
will increase the bank´s capital adequacy ratio to 10 % (otherwise it would stay at 7,5 %). This step helps to 

stabilize the confidence and expectations of investors and shareholders in these hard times. It also helps 
indirectly to all daughter companies of Erste Group which, if this financial help from government would not 
come, could face withdrawals of their liquidity by the mother bank. This scenario is already taking place in the 
Czech Republic where the mother company Erste Bank announced that almost all of the 2008 profits of its 
Czech daughter – Česká spořitelna – will be transferred to Erste Bank headquarters.8 Česká spořitelna will in 

exchange get guarantees for subordinated debts from the mother bank. Czech daughter will pay 3 times as much 
on dividends to its mother bank than the previous year. On the other hand, Czech bank keeps its capital 
adequacy ratio at slightly above 10 %. But the hard fact is that the so precious liquidity is being withdrawn from 
a relatively sound daughter bank to “sick”mother bank. Looking at financial results of central European banks, it 
may be found out that they keep delivering stable profits even nowadays. As an example – Raiffeisen 
International (active only in central Europe´s emerging economies) revised its net profit for 2008 from 840 Mio. 

to 982 Mio. Euros. Raiffeisen CEO Herbert Stepic courageously said that the presented numbers are supporting 
the idea that business model in CEE is working well even under today´s extraordinary conditions. This opinion 

contrasts with generally accepted idea spread around by rating agencies that engagement of western banks in 
CEE region is very risky these days. According to Moody's investors service Austrian banking system is 
exposed to highest risks due to its engagement in the CEE region. Well, the CEE banking sector reached double 
digit profitability numbers during past years9 combined with defensive (compared to western Europe) loan 
strategy – meaning generally stricter rules, higher margins or higher collaterals for loans. Now, the rating 
agencies try to build an image that CEE banking sector would go bankrupt. Considering the ratio of loans to 
deposits, CEE banks are enjoying high deposits compared to loans outstanding. Further, they did not invest in 
such extent to toxic assets as their west European counterparts. Yet, on the other side they restricted lending, 
demand higher equity and generally act more cautiously. Austrian banks representatives are desperately trying 
to change this quickly spread image about the CEE banking sector.10 

 
Depreciation of CEE currencies (CZK, PLN, HUF) 
 
Since August 2008 the Czech crown, Polish Zloty and Hungarian Forint begun to depreciate against the Euro. 
This was a result of sharpening financial crisis in the world and in Europe in particular. Similarly, as the Euro 
started to depreciate against the US Dollar since August 2008 so did the CEE currencies against the Euro. This 
phenomenon can be explained in a way that capital is being withdrawn from Europe in favor of US Dollar. 
Europe has been financed over the past years by cheap capital taken in US. Dollars, now that the crisis struck in 
Europe this capital is being withdrawn. Another issue is the interest rate differential – while in US the FED was 
able to cut the rates quickly, in Eurozone the rates are expected to fall and this exercises pressure on the 
common currency. Before the end of 2008 FED decided to lower its interest rates to as low as almost zero %. 
On contrary, the ECB did not follow these interest rate cuts from overseas and decided to wait. Eventually 
before the end of 2008, it too started sharp interest rate cuts to as low as 1,5 % in March 2009. Some argue that 
one of the factors of fast EUR/USD (or USD/EUR – perspective of the Eurozone) could be that the USD was 
undervalued at the levels of 1.55 – 1.6 and after the negative market sentiment shifted towards the Euro, USD 
appreciated more quickly. See the charts below. 
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FIG. 2: A DECADE OF CHANGING DIRECTIONS 
 

 
FIG. 3: EXCHANGE RATES USD/EUR 

 
Similar paralells can be observed between EUR and CEE currencies – namely CZK, PLN and HUF. 

For the purpose of this article term “CEE currencies” will refer to Czech crown (CZK), Polish Zloty (PLN) and 

HUF (Hungarian forint). In previous years we have seen massive appreciation of CEE currencies against EUR 
and USD as a result of big foreign investment flows and to this fast growing region of Europe. CEE region was 
also expected to adopt common european currency – that raised positive sentiment towards its currencies as 
well. As it turned out, only Slovak crown (SKK) was able to withstand negative effects of financial crisis 
because it was linked to the upcoming EUR with fixed rate months in advance. Slovakia avoided with the Euro 
adoption what inevitably followed in other CEE countries – rapid depretiation of their currencies. After August 
2008 the CEE region started to be viewed from as „undermined area“ in the eyes of rating agencies and foreign 

investors. Adding macroeconomic and financial problems of Hungary, the three CEE currencies started to 
depreciate. This period of sharp depreciation lasted until February 2009. For comparison see the chart below. 

 

USD/EUR 
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FIG. 4: EXCHANGE RATES CZK/EUR 
 

 
 

FIG. 5: EXCHANGE RATES HUF/EUR 
 

 

 
FIG. 6: EXCHANGE RATES PLN/EUR 

Source: http://www.patria.cz/treasury/home.html 
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When examining the reasons for currency depreciation, we have to understand which forces drive 
currency markets of today.11 Today´s currency markets are driven by a combination of fundamental and 
technical factors. Fundamental factors include interest rate differentials, expected interest rate movements, 
foreign investment inflows and outflows and numerous macroeconomic indicators. Technical factors 
concentrate on past information taken from the currency pair graph and set support and resistance levels, 
trendlines, etc. As for the CEE currencies, the change in the trend in August 2008 was caused by rather 
fundamental signals – deterioration of international ratings, fall of stock exchange indexes, massive withdrawals 
of foreign capital, etc. Factors of technical analysis can be observed as well – e.g. corrections after followed 
after strong trends. When a CEE currencies depreciated, expectations for future development were very negative 
– this attracted further sell-offs and even speculative capital that sold these currencies against the euro. 
Complicated macroeconomic situation in Hungary also kept fueling negative expectations towards the CEE 
region´s currencies. Foreign analysts looked (and still look) at CEE as a whole, did not differentiate between 
Czech Republic and Hungary – which from macroeconomic point of view differ significantly. Hungarian 
international rating decreased as a result of problems the country will be facing after receiving the IMF help.12 
EU representatives expressed concerns about the course of CEE currencies as well arguing with problematic 
banking sector as well. The negative trend of CEE currencies was interrupted in the middle of February when 2 
of the 3 observed currencies started to stabilize. On the other side, the Hungarian forint reached new record lows 
as a result of rejected proposal of Hungarian PM regarding Euro adoption. After the clouds of overrated 
negative expectations disappeared, markets stick to the basics and look at hard fundamental facts – which favor 
Czech Republic and Poland and differentiate them from Hungary. What may have helped to disperse the clouds 
of overrated negative expectations? Well, after long time of inactivity central banks in the CEE region started to 
express their concerns and expressed themselves that they do not like to see their home currencies at such low 
levels – which was a form of verbal intervention. Central banks of Poland, Czech Republic and Hungary in their 
common statement from 23rd February 2009 sent out a clear message and did not rule out further steps (real 
interventions). This took immediate effect in the case of CZK which accelerated its appreciation since then. 
PLN was also able to scare off speculative traders.13 Further depreciations of HUF play less important role in the 
recent days for CZK and PLN currencies, it seems that the correlation in development of the three currencies we 
have seen over the past years may be over. 

Nevertheless, the investor´s sentiment towards emerging markets of CEE is still tense. There is no 

doubt that these countries of CEE face big economic slowdown, economic recession is predicted to last at least 
two years and further withdrawals of capital are awaited. Further help from IMF or World Bank in the future 
cannot be excluded. If investors begin to differentiate between the particular countries of CEE, it will help to 
stabilize the situation of the whole region. Accession of CEE currencies to ERM 2 mechanism (step before Euro 
adoption) will also help to bring values of CEE currencies to levels closer to their fundamental value. 
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Abstract 
 
This article represents an attempt to identify, classify and briefly describe the main problems of the Slovak banking 
industry that arise from the global financial crisis. The article does not go in depth on any of the identified issues and 
as the crisis is still on-going, it should be updated as new issues emerge. 
The article is divided into four parts. The first part consists of the reassessment of the macroeconomic indicators in 
Slovakia in light of recent experience. The second part addresses broader issues relating to the structure of the Slovak 
banking sector, while the third part discusses its efficiency and profitability. The fourth part analyses the impacts of 
the financial crisis on the banking industry in Slovakia. 
 
Macroeconomic indicators 

 
It is interesting for Slovakia that in its history as an independent state (de facto and de jure the Slovak Republic 
originated on 1 January 1993) it did not experience any recession. After a sharp GDP contraction in the early 
1990s in former Czechoslovakia, the economy of the Slovak Republic returned to the growth path in 1994. The 
growth of the Slovak economy in the last years was one of the fastest in the countries of Central and Eastern 
Europe (CEE). In the year 2007 the economy of the Slovak Republic enjoyed by far its most successful year 
since the outset of transition with a double digit real GDP growth of 10,4 percent. 
 

TABLE 1: MACROECONOMIC INDICATORS 
Output  2005 2006 2007 4Q-07 1Q-08 2Q-08 3Q-08 Oct-08 Nov-08 Dec-08 
Nominal GDP SKK bn 1.485 1.660 1.852 499 470 504 532    
real growth % 6,6 8,5 10,4 14,3 9,3 7,9 7,0    
Industrial output SKK bn 1.598 1.851 2.068 580 572 567 537 202 181 149 
real growth % 5,3 14,5 15,6 13,4 12,2 12,1 4,1 -1,5 -12,5 -17,5 
Construction output SKK bn 122 146 160 45 35 48 53 19 18 17 
real growth  % 14,7 14,9 9,8 -1,1 11,2 10,9 11,2 15,9 13,2 12,7 
Retail sales SKK bn 386 425 453 131 115 125 126 44 43 51 
real growth % 9,7 8,8 5,5 5,9 14,1 5,6 5,8 4,6 2,2 3,2 
 

With respect to the Slovak economy the crisis has not yet developed entirely. But the last number of 
the industrial production (real growth of the industrial output in November 2008 was –12,5 percent and in 
December 2008 -17,5 percent) and the retail sales (real growth in November 2008 only 2,2 percent on a year-on-
year basis) show a clear declines in value and also the Slovak construction sector is beginning to feel the 
impacts of the economic crisis. The harmonized inflation was 3,5 percent on a year-on-year basis in December 
2008. Compared to November last year, in its current (February 2009) prognosis the Finance Ministry of the 
Slovak Republic decreased the value of the expected tax revenues for this year by 1% of GDP. 
Global economic slowdown has had a negative effect on domestic labour market. The unemployment rate came 
to 9,03 percent in January 2009, which is the highest level since February 2007. At the end of January 2009 the 
unemployment registry listed almost 240 000 jobseekers prepared to take up jobs immediately. Compared to 
August 2008, when the crisis had not yet produced impacts in Slovakia, this is an increase of almost 50 000 
people. 
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The openness of the Slovak economy has also grown impressively in the past few years. Slovakia is the 
third most open economy in the EU after Luxembourg and Malta, but with respect to the trade of goods, 
Slovakia is the most open economy in the EU. The main question is, therefore, what impact the deepening crisis 
will have on the country's foreign trade because the export sector – large foreign direct investment inflow in 
recent years significantly boosted the share of exports in machinery, electronic equipment and vehicles - is seen 
as particularly vulnerable to a slowdown of the economy. As percentage of GDP makes Slovakian exports about 
86 percent. By far the biggest market for Slovakian goods is the Eurozone, now in recession. A high risk for the 
Slovak economy arises in particular from the strong concentration of the industry in the sphere of the car 
production (Slovakia is the world's largest per capita car producer). As a result, other related sectors will also 
suffer as well as the whole economy. 
 

TABLE 2: FOREIGN TRADE 

Foreign trade  2005 2006 2007 4Q-07 1Q-08 2Q-08 3Q-08 Oct-
08 

Nov-
08 

Dec-
08 

Export SKK 
bn 

995 1.239 1.421 390 383 393 368 142 120 88 

nominal growth % 11,6 24,6 16,3 13,5 13,6 12,7 7,5 -3,6 -11,7 -18,4 
Import SKK 

bn 
1.071 1.331 1.442 406 377 404 370 138 125 99 

nominal growth % 13,9 24,4 10,6 9,5 12,3 13,0 8,4 -3,4 -10,1 -20,8 
Trade balance SKK 

bn 
-76 -92 -21 -16 6 -11 -2 4 -5 -11 

trade balance  %GDP -5,3 -5,6 -1,2        
 

On 8 July 2008 the Council of the European Union approved Slovakia's application to join the euro 
area and on 1 January 2009 the euro became legal tender in Slovakia. It replaced the Slovak koruna (SKK) at the 
irrevocably fixed exchange rate of €1=SKK30,1260. 

Short-term external debt could be one of the most critical factors for Slovakia in 2009. Jonathan 
Anderson, an economist of the UBS Investment Research, writes in his analysis from 18 February 2009: 
”Eastern Europe needs to repay more than US$400 billion in short-term debt to Western commercial banks this 
year (2009), and they owe another US$1,5 trillion in longer-term exposure. These sums represent a very onerous 
share of their GDP to begin with, and with both exchange rates and growth now collapsing there's very little 
chance that any of this can be repaid. The looming outcome is a tidal wave of default that could easily 
overwhelm developed European banking systems, and in particular countries like Sweden, Austria, Greece, Italy 
and Spain.” And later on: “The most onerous problems are in small countries. When we look at the actual dollar 

amounts involved, more than half of short-term external debt is held by large countries, i.e., Russia, Poland and 
Turkey, together with the Czech and Slovak Republics.” 
 

TABLE 3: SHORT-TERM EXTERNAL DEBT, 2008 est. (US$ bn) 

Country Debt 
Russia 115,2 
Poland 70,9 
Turkey 54,8 
Baltic states 37,2 
Ukraine 32,7 
Czech Republic 28,4 
Romania 27,9 
Slovakia 25,2 
Hungary 24,0 
Bulgaria 16,2 
Slovenia 15,2 
Kazakhstan 11,2 
Other 16,7 
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We will receive a little bit different picture, when we show at a chart showing short-term debt as a 
share of “adjusted” (it is defined as 90 % of 2007 US dollar GDP, with a further 15 % taken off for those 
countries that saw significant currency depreciation) GDP. 

 
FIG. 1: SHORT-TERM EXTERNAL DEBT/GDP 

 
From this chart it is clear that external debt problems are clearly concentrated in CEE and in particular 

in Slovakia. The macroeconomic outlook for Slovakia doesn't look favourable at this point in time. 
 
Structure of the Slovak banking sector 

 
Commercial banks are the dominant financial institutions of the banking sector in Slovakia. The entry of foreign 
banks occurred at the time when Slovakia underwent its transition to market economy and has therefore had a 
particularly important impact in the development of the banking sector. Indeed, a large part of foreign 
ownership results from the privatisation process. However, a number of foreign banks also set up new banks in a 
bid to avoid inheriting the nonperforming loans that have plagued former state-owned banks in Slovakia. The 
number of banks peaked in 1995 at 31 which was mainly the result of a liberal licensing policy in the early 
1990s. At the end of 2008 there were 27 banks operating in Slovakia, of which only two small banks were in the 
hands of domestic private owners. 

 
TABLE 4: NUMBER OF BANKS 

 2005 2006 2007 2008 
Number of banks (banking sector total) 24 25 27 27 
- central bank 1 1 1 1 
- banks without foreign capital participation 2 2 1 2 
- banks with foreign capital participation 16 15 15 15 
- branch offices of foreign banks 5 7 10 9 
Providers of banking services on the cross-border basis 104 131 170 243 

 
The development of the number of bank employees mirrors the consolidation of the banking sector in 

Slovakia. 
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TABLE 5: Number of employees 

 2005 2006 2007 2008 
Number of employees (banking sector total) 21019 20699 20854 21698 
Central bank 1169 1174 1075 1100 
Commercial banks and branch offices of foreign banks total 19850 19525 19779 20598 
Commercial banks total 18322 17799 17770 20204 
of which:     
- banks without foreign capital participation 775 805 199 300 
- banks with foreign capital participation 17547 16994 17571 19904 
Branch offices of foreign banks 1528 1726 2009 394 

 
Foreign banks now play a dominant role in the Slovak banking system with a market share (% of total 

assets) of about 97 percent (e. g. Czech Republic: 96,2 %, Poland: 79,6 %, Hungary: 58,9 %). This is a 
significant difference with the EU15 banking sector, where, for historical and cultural factors, foreign ownership 
accounts for only 20 % of assets on average.  
 

TABLE 6: SUBSCRIBED EQUITY CAPITAL AT 31.12.2008 (in SKK millions) 
Banks and branches of foreign banks total 69840 
of which:  
- domestic equity capital 4672 
- foreign equity capital 65168 
of which:  
Belgium 4165 
Cyprus 3093 
Czech Republic 21280 
France 280 
The Netherlands 613 
Hungary 2007 
Germany 861 
Poland 618 
Austria 17911 
USA 1651 
Luxembourg 12531 

 
The banking sector in Slovakia is dominated by three big banks, two of which are formerly state-

owned banks. The market leader is Slovenská Sporiteľňa, with a 18,5 % share of the market, followed by 
Všeobecná Úverová Banka (VÚB) with 17,1 % and Tatra Banka with 15,7 %. Accordingly, the degree of 
concentration in the Slovak banking sector is relatively high. As of the end of 2007 the three leading banks held 
roughly 51 percent of the market, market share of the 5 largest banks was more as 70 %. 

Austrian banks (Erste Bank, Raiffeisen) take a keen interest in the Slovak banking market, although 
banks from Italy (IntesaSanpaolo, UniCredit), Belgium (KBC) and The Netherlands (ING) have also recognised 
the potential for doing business in Slovakia. This is due to several reasons, including the strategic interest of 
Austria with regard to the so-called Visegrad countries (Czech Republic, Hungary, Poland and Slovakia) and 
other neighbouring markets. Italian banks have also followed an active international strategy towards the whole 
of CEE, not only Slovakia. UniCredit, the major Italian banking group, is the largest investor in the region, 
mainly via its ownership of Bank Austria. Fellow Italian bank IntesaSanpaolo and Austrian banks Erste Bank 
and Raiffeisen International Group also rank among the largest investors in CEE banking sector, along with 
Belgian bancassurance group KBC. The CEE exposure of Austrian banks is 230 billion euros which is about 68 
% of Austrian GDP. 

From a creditor point of view, the Austrian banking system is most exposed in CEE, its Eastern Europe 
accounts for nearly half of that country's global bank claims. Italy's claims account for 27 % of the total, whilst 
Scandinavian banks claim the vast majority of the Baltic States' banking systems. Erste Bank, IntesaSanpaolo, 
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Raiffeisen, KBC, Unicredit and ING represent the strongest and most widely present Western players in the 
Slovak banking sector. 
 

TABLE 7: THE LARGEST BANKS IN SLOVAKIA (as of 31.12.2007) 
Bank Major shareholder Market share 
Slovenská sporiteľňa Erste Bank 18,5 % 
VUB banka IntesaSanpaolo 17,1 % 
Tatra banka Raiffeissen 15,7 % 
ČSOB KBC 10,6 % 
UniCredit Bank UniCredit 8,4 % 
ING Bank ING 5,3 % 
Dexia banka Dexia Kommunalkredit 4,4 % 
OTP OTP 3,0 % 
Istrobanka KBC 2,5 % 
Volksbank Volksbank 2,3 % 
Others  12,1 % 

 
In terms of equity capital, foreign banks market share jumped from 24,6 % in 1999 to 93 % in 2008. 

So, the parent banks are the key to the health of the domestic bank lending in Slovakia. Obviously, if a major 
parent bank in Western Europe did emerge as a victim of exposure to a serious amount of bad debts that would 
have an effect also on the Slovak banking sector. 
 

TABLE 8: GROWTH OF EQUITY CAPITAL 
Growth of equity capital (in SKK millions) 2006 2007 2008 
Commercial banks and branch offices of foreign banks total 44416 48709 69840 
Commercial banks - total 41225 45474 50501 
of which:    
- banks without foreign capital participation 3249 2640 3360 
- banks with foreign capital participation 37976 42834 47141 
Branch offices of foreign banks 3191 3235 19338 

 
Efficiency and profitability of the Slovak banking sector 

 
The level of monetarisation (total assets as a percentage of GDP) in Slovakia (31.12.2007 about 90 percent) is 
relatively high compared with other CEE countries, e. g. 72 % for Hungary and 67 % for Poland. The equivalent 
figure in the EU was up to 250 % at the end of 2007. This number clearly shows the development potential of 
the Slovak banking sector. In 2007, banking assets increased 13 % in SKK terms. 

In 2007, total loans recorded growth of 21,6 % on a year-on-year basis in SKK terms, which resulted 
from a very strong expansion of household loans, in particular mortgage loans, and a marked slowdown in 
corporate loan growth.  

 
TABLE 9: BANK LOANS AND DEPOSITS 

  2005 2006 2007 4Q-07 1Q-08 2Q-08 3Q-08 Oct-08 Nov-08 Dec-08 
Bank loans SKK bn 557 1014 1233 1233 1240 1328 1390 1395 1406 1477 
- in SKK SKK bn 417 831 1003 1003 1008 1093 1150 1152 1155 1216 
- in foreign currency SKK bn 139 183 230 230 232 235 239 243 251 261 
Bank deposits SKK bn 807 1158 1378 1378 1342 1411 1444 1460 1477 1577 
- in SKK SKK bn 703 901 1009 1009 950 1048 1078 1084 1104 1239 
- in foreign currency  SKK bn 105 257 370 370 391 363 366 376 373 337 
 

Slovakia belongs to the countries which have witnessed the greatest expansion in terms of credit, by 
any measure, of any countries in the world in the past five years. But because that credit is almost entirely 
sourced from abroad, the easy credit environment has now collapsed, and heavy foreign ownership of even the 
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domestic banks means that those who have the money have their core interests elsewhere. At the begin of the 
year 2009 new loans to clients in Slovakia have decreased dramatically, falling more than 54 % between 
December 2008 and January 2009: loans to private enterprises have declined about 48 %, mortgage loans about 
77 % and loans to households about 52 %. 

Despite excellent economic environment the profitability of the Slovak banking sector actually 
deteriorated in 2007 (audited annual financial statements for 2008 were not known in March 2009), with the 
average ROE slightly down to 14,2 %, which is a rather modest ratio for CEE standards. One of the main 
reasons of this fact was the strong capitalisation of the banking sector in Slovakia – capital adequacy ratio in 
2007 was equal to 12,8 percent which was the highest among the new EU member countries. As a general trend, 
the level of non-performing loans between 2005 and 2007 seems to be decreasing. There might be several 
explanations for this: first, the favourable economic climate during this time period; second, structural changes 
that have taken place in Slovakia. 
 

TABLE 10: PROFITABILITY AND EFFICIENCY 
Profitability and efficiency 2003 2004 2005 2006 2007 
Return on Assets (ROA in %) 1,2 1,2 1,0 1,1 1,0 
Return on Equity (ROE in %) 12,9 13,5 17,7 18,7 14,2 
Capital adequacy (% of risk-weighted assets) 21,7 19,0 14,8 13,1 12,8 
Nonperforming loans (% of total loans) 3,7 2,6 5,0 3,7 3,1 
Average interest rate spread 4,3 5,3 5,0 4,8 4,5 

 
Governments of European Union countries have also adopted reassuring measures and all CEE-

countries increasing the thresholds of deposits which are protected. At a summit of EU finance ministers in 
Luxembourg on 7 October 2008 was decided to raise the state guarantee for deposits from €20000 to €50000 on 
the understanding that some state can guarantee deposits up to €100000. After the meeting, Germany was first to 

declare a full guarantee on all bank deposits, followed by Austria and Slovakia. Ireland and Greece had already 
done the same before the EU meeting. To calm depositors' concerns the Slovak government decided to offer full 
state guarantees for savers' deposits. 

 
The financial crisis and its impact on the banking sector in Slovakia 

 
High foreign ownership in Slovakia gives raise to some policy concerns regarding the implication for the 
extension of local credit, the transmission of financial crisis and issues relating to concentration and 
competition. One problem often related to the large market share of foreign banks in Slovakia concerns the 
impact that foreign institutions might have on the financial stability of the host country and vice versa. An 
important concern relates to the so called “contagion effect”. The interconnectedness of a bank's activities across 

several countries might open a channel for contagion between the banking systems of any of the countries where 
an internationally active bank operates. The direction of contagion could go either way, with the crisis starting 
either in the transition or emerging economy and spreading to the mature economy where the bank originates, or 
vice versa. However, it is important to note that adverse effects resulting from ownership links could be very 
different for home and host country. 

At one stage, the high reliance on Western European banks was viewed as a clear regional positive. 
Strong international banks – well capitalised, well managed with strong risk controls – were perceived as adding 
to the stability of the Slovak banking system. That may still be the case long term but, in the meantime, many of 
foreign banks which are present on the market in Slovakia have had to turn to their national governments for 
assistance. As national governments compel the banks in which they are now shareholders to prioritise their 
domestic lending, so a potential retrenchment from foreign markets, like Slovakia, may follow. Generally, 
western governments are demanding that semi-nationalised banks do more at home; while eastern governments 
are demanding they support their subsidiaries. Western European governments may also establish rules to 
ensure banks receiving state support are forbidden to aid foreign subsidiaries. This is already the case with 
Greek banks and the government of Greece. 

In Europe, much of the focus has been in the CEE region given the exposure that many European 
banks have to this region. On one level, this concern might appear minor because total loans to CEE by Western 
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European banks are only about €500bn out of sector loan balances of over €10 trillion. But these risks are highly 

concentrated: just over twenty Western European banks have meaningful emerging market exposures and, of 
this, CEE region dominates that exposure for 16 of them. Moreover, as many CEE countries share foreign 
parent banks, this paves the way for problems in just one of these countries to have ripple effects into other CEE 
countries. 

As the financial crisis has expanded, with the “contagion effect” spreading at first between financial 
institutions and then from financial institutions into the real economy, some Slovak analysts and politicians 
thought that Slovakia and “The rest of the world” could be decoupled. Their erroneous arguments were based on 
the wrong idea that the Slovak economy and especially the banking sector in Slovakia are not exposed to the 
toxic assets. But today is clear that this has proved to be overly optimistic. There is no doubt that Slovakia has 
not been fully affected as quickly or to the same extent as the United States and Europe. In the case of Slovakia, 
since the foreign presence is almost entirely from “old” EU-15 countries (the presence of non-EU banks is rather 
limited), any shock in these countries would have important repercussions on the banking sector in Slovakia. 
Furthermore, for the many EU-15 banks, their presence in Slovakia seems to have had positive effects as it 
helped to boost their profitability. 

The financial crisis that began 18 months ago has entered a new, far more serious phase. According to 
a report published in February 2009 by the Boston Consulting Group (BCG), the world's banks have seen their 
overall market value plummet by $5,5 trillion or 63 percent of their peak market value from the third quarter of 
2007 through January 23 2009; this is equivalent to about 10 % of global GDP. The crisis took a heavy toll 
especially in the second semester of 2008. During the second half of the year 2008 the banking industry's market 
value fell by $2,5 trillion and it became clear that the crisis was going to be extraordinary. September 2008 
began with the US-government $200-billion bailout of Fannie Mae and Freddie Mac. Then, the sale of Merrill 
Lynch to Bank of America, the $600-billion bankruptcy of Lehman Brothers, the government rescue of AIG, the 
transformation of Goldman Sachs and Morgan Stanley into bank holding companies was followed.  The same 
month ended with the collapse of Washington Mutual, which was the largest bank failure in US history.  

Total shareholder return (TSR) of the world's banking sector – TSR measures the change in a bank's 
stock price and/or gains from reinvesting dividends paid in a particular period – fell to -53,6 % in 2008 which is 
nearly 80 % lower than it had been in 2006. In Western Europe, it fell in average by nearly 58 percentage points, 
to -60,5 %. 
 

TABLE 11: TOTAL SHAREHOLDERS RETURN (TSR) OF THE WORLD'S BANKING SECTOR 
Country TSR (2004-2008 p.a. in %) TSR (2008 in %) Change in % from 2007 TSR 
Australia 2,7 -42,4 -50,1 
Canada 2,4 -31,9 -26,4 
Spain -0,6 -45,4 -43,6 
Italy -3,5 -54,1 -43,9 
Switzerland -6,2 -55,8 -40,1 
Japan -7,0 -43,4 -16,8 
United States -8,8 -43,8 -22,8 
Germany -8,9 -61,9 -52,8 
France -8,9 -61,5 -44,7 
United Kingdom -9,2 -50,6 -35,3 

 
Three countries – Germany, France, and the United Kingdom – are at the bottom of the ranking of five-

year (2004-2008) TSR. Germany's banking industry lost the most ground in the TSR ranking; its one-year TSR 
in 2008 was -61,9 percent. France's banking sector had the second-lowest TSR in 2008 at -61,5 percent and 
United Kingdom -50,6 percent. Spain's five-year TSR was only marginally negative at -0,6 percent and that of 
Italy was -3,5 percent. The reason is that the banking sector in Italy is traditionally retail-oriented while 
eschewing riskier activities which are typically associated with capital markets. Italian banks have in generally 
more conservative and resilient balance sheets and therefore higher quality assets. 
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TABLE 12: PERFORMANCE OF SOME PARENT BANKS PRESENT IN THE SLOVAK BANKING MARKET 
Company name Country Market capitalisation 

 31.12.2008 ($billions) 
Performance 2004-2008  
(TSR p.a.) 

IntesaSanpaolo Italy 41,8 2,8 % 
UniCredit Italy 32,4 -11,0 % 
KBC Belgium 10,6 -6,2 % 
Erste Bank Austria 7,1 -4,7 % 

 
Although concerns about the solidity of the banking sector in Italy appear to be limited, at least for the 

time being, Italy's fragile public finances and weak economic growth give cause for concern. As a result of the 
sharp increase in risk aversion, the interest-rate spread between Italian ten-year government bonds and their 
benchmark German equivalent has widened, reaching 125 basis points at the end of October 2008 compared 
with just 25 basis points at end-2007.  

UniCredit has a large presence in Eastern Europe through its ownership of Bank Austria and was one 
of the worst-hit companies when share prices tumbled during last months. 

 
FIG. 2: MARKET CAPITALISATION UNICREDIT1 

 
IntesaSanpaolo has a relatively defensive business profile due to its retail and commercial focus with 

relatively modest capital markets exposure. Furthermore, it is better positioned than many European peers in 
terms of funding due to its strong retail franchise and its relatively low dependence on the wholesale funding 
market. 
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FIG. 3: MARKET CAPITALISATION INTESA2 

 
Austria's government has proposed an international effort to save Austrian banks involved in CEE, as 

the country's financial institutions are heavily exposed in the region's economies. Austria is currently the largest 
foreign investor in terms of control of banking assets in the Czech Republic, Slovakia, Hungary, Romania, and 
Croatia. The Austrian bank shares were also among the most heavily punished during last three years. Raiffeisen 
Zentralbank, which is the parent of publicly listed and very strong CEE-active Raiffeisen International Bank-
Holding, said it anticipates a 53 % drop in 2008 pre-tax profit due to strong fluctuations on stock and securities 
markets and provisions for losses on bad debt. An extraordinary general meeting recently granted Raiffeisen's 
management the mandate to request state aid to increase the bank's core tier-one ratio to above 10 %, from the 
8,2 % the bank has pegged for the end of 2008. 

 

 
 

FIG. 4: MARKET CAPITALISATION (RAIFFEISEN)3 
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As the first large Austrian bank to apply for government aid, Erste Group Bank AG had received 
€2,7bn of public funds to strengthen its capital base. 

 

 
FIG. 5: MARKET CAPITALISATION (ERSTE)4 

 
Belgian banking and insurance group KBC got €5,5bn form the Belgian and Flemish government on 

October 2008 and January 2009. KBC shares have fallen 84 % in the past year, underperforming a 62 % fall of 
the DJ Stoxx European bank index. 
 

 
 

FIG. 6: MARKET CAPITALISATION (KBC)5 
 
Dutch bank and insurance group ING was one of the world's top 20 banks by market capitalisation 

with 85 million clients and some 130000 employees worldwide. With €338 billion in savings and current-
account deposits at the end of 2007, it is also one of the world's largest retail banks. In October last year, it 
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received an €10billion cash injection from the Dutch state but announced in January 2009 it would shed 7000 
jobs globally this year as a part of a plan to reduce the costs. 

 

 
 

FIG. 7: MARKET CAPITALISATION (ING)6 
 

The sluggish tempo of the economy in the Slovak Republic and worsening situation of Slovak 
exporters is already visible. The crisis is already being felt by suppliers of car manufacturers. Firms are getting 
weaker in their ability to repay debts, interbank market in Slovakia is not very well functioning, is generally 
illiquid and mainly short term. Parent banks in Austria, Italy, Belgium and The Netherlands are not able to 
continue to fund growth in Slovakia as much as they did in the past simply because many of them are applying 
for government aid in capital strengthening.  

The financial crisis is especially being felt in the construction sector. As the credit crunch increases, 
there is less money available for projects in Slovakia. Already, many planned construction projects have been 
put on hold as a result. Banks tightened conditions and standards in loan provision for certain sectors, which 
chiefly relates to the risks of some sectors and the generally negative perception of the future economic 
development. There are segments in the Slovak financial sector that have been exposed to riskier investments 
mainly in the form of securities issued by financial institutions in the United States and Europe. Pension fund 
management companies and supplementary fund management companies as well as certain funds within the 
collective investments were most affected. 
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Abstract 
 
Investing in real estate represents for institutional and private investors an attractive form of consigning of their 
money. Real estate provides a regular resource of incomes in form of the rent or interests from the provided credits. 
Simultaneously, real estate are a good investment instrument, because for investors they provide diversification 
contributions and a security against inflation. In the effort to diversify the risk the investors are expressing a growing 
interest in investing in the whole European Union. The success of the U.S. REITs opened doors for investing on this 
market also for the small investors, which is the reason for the development of this type of the investment companies 
in the European space. A problem for the development of European real estate investment funds is the unsolved 
question of the harmonization of the legislation and regulation precautions, which would enable the creation of 
a common market for new investment products in Europe. 
  
Investing in real estate through the real estate funds 
 
Real estate funds represent an attractive form of investing in an assets class, which is yield stable and low-risk – 
real estate. Their portfolio consists of various types of real estate or the assets of the subjects investing in real 
estate. The individual real estate funds have various investment strategies of investing. They can have a form of 
a sector (residential objects, business centers, logistics parks, and others) or regional orientation with an exactly 
delimited area. The incomes of the real estate funds come from the rent or from the sale of real estate. 
 Investing in funds helps to make the real estate market more effective by the fact that the investors 
come with a huge packet of money, by which they support the building production and so they contribute to 
a growth of the competition on the market. 
 The real estate fund can invest direct in a real estate item or indirect by means of the real estate 
companies in the individual real estate projects. A limiting factor is the liquidity (1-3 years), which could not be 
based on the daily base and a consequence of that is that the investment horizon for the investor has not a short-
run character. The investors can also invest in the real estate stock funds, which belong to the sector funds of the 
participation certificates and they are focused on the companies which carry business in the area of real estate. 
These real estate share funds react to the decrease of the share markets. Except that, there is also a currency risk, 
because they invest abroad, which is connected with the security against a decrease (increase) of the relevant 
currency and by that a lowering of the profitability occurs [1]. 
 Real estate funds are valuated by independent specialists, who work up the expertises. 
 The establishment of this type of investing in real estate has interested the professional public for 
a longer time, which brings a new impulse for the development of collective investment also of the real estate 
market. 
 
REITs in the United States 
 
In 1960 the United States Congress passed a law, which laid foundations for a new type of a company, the so-
called real estate trust (REIT), with a view to make the investments in commercial real estate available for small 
investors. In that time, hardly anyone believed that after a few decades it will be one of the favorite investment 
instruments not only of private investors but also of pension funds, insurance companies and investment funds. 
The new branch was arising not easily and during the period of its existence it came through several crises, of 
which probably the biggest was in the period of high interest rates in the first half of the 70´s. While in the 60´s 

in the previous century business was transacted only with ten real estate trusts, which were administering real 
estate valuated at 200 million dollars, today there are almost 200 REITs on the stock markets in the USA with 
the assets, which are higher than 400 billion dollars.[2] These REITs are registered by the Securities and 
Exchange Commission in the USA and they carry business on the one of the most significant stock markets – 
the majority on the New York Stock Exchange (NYSE). There are also many REITs that are not traded on a 
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stock exchange. Some REITs invest in a variety of property types, including shopping centers, apartments, 
warehouses, office buildings and hotels. Other REITs specialize in one property type. For example, health care 
REITs specialize in health care facilities, including acute care, rehabilitation and psychiatric hospitals, medical 
office buildings, nursing homes and assisted living centers [3]. 
Real Estate Investment Trust – REIT is a company which owns, rents, administer and invest in real estate, and it 
does not pay the income tax from the gain resulting from this activity. But the advantage in form of a tax 
exemption is conditioned by a fulfillment of several criteria. The main one is the obligatory distribution of at least 
90% gain in form of dividends. This enables the real estate trusts to reach a high and mainly stable dividend yield. 
Except the obligatory payment of the dividends according to the Internal Revenue Code REIT must fulfill some 
other conditions, too. These are[4,5]: 
 Be structured as corporation, trust, or association  
 Be managed by a board of directors or trustees 
 Have transferable shares or transferable certificates of interest  
 Otherwise be taxable as a domestic corporation 
 Not be a financial institution or an insurance company  
 Be jointly owned by 100 persons or more  
 Have 95 percent of its income derived from dividends, interest, and property income  
 Pay annually at least 90 percent of its taxable income in the form of shareholder dividends  
 No more than 50% of the shares can be held by five or fewer individuals during the last half of each taxable 

year (5/50 rule)  
 At least 75% of total investment assets must be in real estate  
 Derive at least 75% of gross income from rents or mortgage interest  
 No more than 20% of its assets may consist of stocks in taxable REIT subsidiaries 

“Taxable REIT Subsidiaries (TRSs) allow real estate investment trusts (REITs) to more effectively compete 
with other real estate owners. They do this by providing services to tenants or third parties such as landscaping, 
cleaning or concierge, and they provide new earnings growth opportunities. 
United States - The piece of legislation that enables “taxable REIT subsidiaries” to exist is the REIT 

modernization act (RMA), which became effective in 2001. The RMA allows REITs to own 100% of stock of a 
TRS that can provide services to REIT tenants (and others) without disqualifying rents that the REIT receives 
from tenants.”[6] 
 
Three Types of REITs 
 
REITs can be broken down into three categories: equity REITs, mortgage REITs and hybrid REITs [7]. 
 
 Equity REITs - These trusts own and/or rent properties and collect the rental income, dividends and capital 

gains from property sales. The triple source of income makes this type very popular. 
 Mortgage REITs - These trusts carry a greater risk because of their exposure to interest rates. If interest 

rates rise, then the value of mortgage REITs can drop substantially. 
 Hybrid REITs - These instruments combine the first two categories. They can be either open- or closed-

ended (similar to open- and closed-ended mutual funds), have a finite or indefinite life and invest in either a 
single group of projects or multiple groups.  

 
The REIT from a global perspective 
 
REITs as an asset class already have a long history in a number of countries. The United States introduced 
REITs in the late 1960s, although their reputation as a successful investment vehicle was not made until the 
1990s. Further REIT structures can be found in the Netherlands (BI), Australia (Listed Property Trust), Canada 
(REIT), Belgium (SICAFI), Japan (J-REIT), Korea (K-REIT/CR-REIT), Singapore (S-REIT), Hong Kong (H-
REIT), France (SIIC). Countries with investment vehicles whose structures are similar to those of REITs are 
New Zealand, South Africa, Italy, Luxembourg and Spain. And like Slovakia, Czech Republic, Germany, Great 
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Britain also enacted REIT legislation effective from January 2007, creating the UK REIT or Property 
Investment Fund (PIF).[8] 

These initiatives were usually motivated by the effort to create effective and liquid ways of investments 
in property, mainly for smaller investors and that contributes to the increasing flow of money to the building 
industry simultaneously. 
 
Taxation and legislation of REITs 
 
In REITs that is the avoidance of double taxation, first on the company level (income from the rent) and then on 
the shareholder’s level (taxation of dividends). The untaxation of dividends puts a shareholder in the position of 
an investor, who owns portfolio. As the financial flows from the rent will be taxed as the only type of income, 
the same income conditions are created for direct investors and for shareholders. Double taxation is quite a 
common problem in many countries in the world. Double taxation is aimed at higher revenue to the state’s 
budget and at the same time it means reduction of often unearned gains for shareholders, which can be a 
problem mainly for heritors of considerable financial resources, which lives only on the dividends and perform 
no work for the country of which they are citizens. 
 It is true that the taxation of dividends can discourage also the investors to invest on the stock market. 
In Slovakia, double taxation was cancelled by the Slovak government in effort to attract the foreign investments. 
 Nowadays, 15 of 27 of the EU membership countries enable a certain form of tax transparency for real 
estate, but the conditions of taxation are substantially different in various countries. Real estate agencies must 
face a great variety of legislative and adjusting demands, investment rules and financial restrictions. By the 
realization of international comparisons the view cannot be avoided that European legislations, which govern 
and adjust the conditions of the functioning of the real estate sector, are a mixture of everything. This fact slows 
down the process of cash flows in Europe and discriminates against investors in those European countries, in 
which the legislation supporting the investment in real estate has not been established yet [9]. 
 Such a situation is unfavorable mainly in comparison to the USA. In the USA REITs represent growing 
companies, which create still stronger cash flows to the real estate markets. REITs are then used by both the 
private and the public investors for the purpose of gaining the access to real estate assets and that by the liquid 
way. 
 Investments in real estate by means of shares which are quoted on the stock market were rising 
significantly during the last 20 years. Today the investors still more often prefer the indirect investments in real 
estate. Investments in real estate represent the preferred way of investment in real estate mainly for the 
international investors (and mainly for pension funds). For example British pension fund Hermes has in its 
portfolio 80% foreign investments in real estate in the form of the shares of the quoted real estate companies on 
the stock market. Quoted real estate companies are important not only for pension funds but mainly for small 
investors, as the low height of invested resources prevent them from the access to the markets. Purchase of 
shares of the real estate agencies enables the access to the real estate portfolios also for the small investors [9]. 
 In every country which has a fiscally transparent structure the tax exemption is guaranteed, which 
enables to avoid the double income taxation. Without the tax exemption the incomes from the rent of real estate 
are taxed first on the company level and then by the shareholders. In this case the shareholder is getting into a 
disadvantageous position in the relation to the investor, who owns real estate portfolio directly, as the flow from 
the rent is taxed only as an income. The legal entity income tax exemption stimulates also the indirect 
investments in real estate. 
 The legislation of REITs is in a way similar to the legislation of mutual funds. Private investors can buy 
the shares directly or indirectly through the mutual funds. The indirect way has a number of advantages, as far 
as there is no double taxation. Shareholding by means of the mutual funds represents a standard way of gaining 
the access of the private investors to the share markets. 
A citizen of the European Union can invest his resources in real estate directly and in this case only his income 
is taxed. He can also invest in an indirect way by means of a domestic real estate company or a domestic REIT. 
In the first case the real estate cash flow is taxed first on the company level and then on the investor’s level 
again. 
Investment by means of REITs enables to avoid this double taxation, as it is tax-free on the company level. But 
if REIT invests in real estate in another membership country, REIT is then taxed in the other EU membership 
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country, so a citizen of the European Union cannot invest in another EU membership country without avoiding 
the double real estate taxation [10]. 
 The next way of investing financial resources in real estate market is the one by means of pension or 
mutual funds or eventually through insurance companies. In the final consequence, benefits gained from these 
providers are taxed as an income and therefore it is also about the double taxation. So nowadays, if anyone 
wants to invest in real estate in another country, it is highly probable that he will subject to double taxation. 
 15 countries of the European Union has established transparent regime REIT, but it does not mean that 
quoted on the stock market the real estate companies have the same access to the dividend policy. The majority 
of them is obliged to divide 80-100% profit to the shareholders, in case of French SICOM it is at least 50% 
profit, but in Greece only 35% and in Poland, Malta and Spain there is no such requirement. The stated 
transparent instruments are often limited by financial, eventually operating restrictions and requirements of the 
shareholders. So all of these companies are regulated and they differ from each other and the consequence of 
this is a considerable variety of the stated companies and after all also their chaotic arrangement [9]. 
 Operating restrictions apply mainly to the rules of the diversification, the permission or the ban on 
dealing with the real estate development, portfolio business activities and also the specification by what 
circumstances it is possible to invest in REITs. 
 Common aim of the legal restrictions and requirements is guaranteeing that the real estate companies 
will operate as the low-risk passive investors, who administer the portfolio for their clients. But this aim is dealt 
with in legislations of different countries in very different ways. In some countries for example a restriction is 
defined for what share of self resources expressed in percentage can be invested in a certain type of real estate, 
but the stated share differs in different countries and in some of them is even absent. 
Operating restrictions for development activities are different in different countries [10]: 
 No development activities are permitted (for example Germany) 
 Only reconstruction is permitted, eventually partial enlargement of existing real estate 
 Development is permitted, but only within a self-dependent company which pays taxes (example the 

Netherlands) 
 All types of development activities are permitted (certain restrictions are in the Netherlands, but no 

restrictions are in Poland and in Austria). 
 

REITs serve mainly as the passive investment instruments, which should provide the investors with a 
relatively stable return. As a high share of the funding of real estate from the credit resources is increasing the 
risk for the shareholders, the regulating institutions are restricting the credit funding. Therefore for example the 
Spaniards permit only 10% lending in REIC (real estate investment companies); the British give no restriction 
with the exception of the obligation to fulfill the requirement of the test for meeting the interest rate. But the 
majority of the countries restrict the credit funding to 40-60% from the value of the real state item [9]. 
 As far as the credit costs are not higher than the yield from real estate, the lending is profitable also for 
the shareholders. In this case restricting of the credit activity limits the opportunities of REITs to grow and 
develop. 
 Legislation deals also in a different way with the issue of the restrictions per number of the 
shareholders and the height of a share, which they can own. Somewhere also the quotation on the stock market 
is obligatory – which makes the access to the capital easier. But, unfortunately, the stock market valuates a 
company not always according to its real value, which comes from the portfolio of the owned real estate. Then 
the lower stock market valuation can lead to the lack of interest of the shareholders. 
 
Problems of Current Institutional Structure in the European Union  
 
Various legislative restrictions in different countries of the EU lead to different game rules for real estate 
companies and for investors, which means that also the investment opportunities vary in different countries. As 
a result, there is a deformation of a competitive environment at the level of the Community. 
 For example while the withholding tax is 22% in the Great Britain, in Luxembourg it is zero. Often the 
citizens of a certain country do not need to pay, while the citizens of another country have such an obligation. 
While in some countries there are the same tax rates for withhold and from the increases in the capital, in other 
countries these rates differ [9]. 
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 Disunity of the existing legislation is then a barrier for specialization of the real estate companies. 
Actually, one of the strategies of the real estate companies is diversification. The real estate companies can 
diversify their strategy to more than one type of the real estate (examples: residential, business, office and 
industrial). More specialized types of real estate include housing for senior citizens, store real estate items, 
hotels, self-storages, even private prisons. Deeper specialization includes businesses in the most prestigious 
streets, regional business centers and so on. To diversify the real estate is possible also from the geographical 
point of view and that in more than one country. 
 The majority of the European REITs has a very diversified portfolio, invests in more types of real 
estate and the office and business spaces are preferred, the international diversification is rarer. 
On the other hand, in the USA, as a rule, real estate companies focus on one sector of the real estate market, 
which is, however, more geographically diversified. In the USA there is no problem to diversify the investments 
in the individual states. This way savings from the range of transactions and a specialization is often reached.  
American REITs are usually very specialized. For example, they do not invest in all of the business real estate, 
but only in a chosen segment of this market. Larger companies are then better personally provided and they gain 
the real estate more easily and secure the growth of their rents. While some segments of this market did not exist 
20 years ago, for example, self-storage market, real estate used for social purposes such as old people’s homes, 
housing for senior citizens and REITs for the health service. 
 Experience shows that REITs are often able to administer old people’s homes and medical institutions 
better than the public sector or hospitals. For example, in the area of the housing for senior citizens three 
American REITs operate - Chartwell Seniors Housing, Sunrise Senior Living, Senior Housing Real Estate Trust. 
10 health REITs administer hospitals, office buildings, social care institutions and others. The majority of these 
REITs focuses on acquisition of buildings, but they do not deal with the development process. 
 Significant areas of the business of REITs are the student’s hostels. For example, American Campus 
Communities as the first REIT in the USA administers 42 real estate items with 26,400 beds and it offers leasing 
and administrative services for other 57 real estate items, where about 35,700 beds are to be found. In the USA 
several REITs were created in this area. In the USA also GMH Communities Trust, Education Realty Trust 
operate in the area of the administration of the student’s hostels. All three companies are quoted on the stock 
market [9]. 
 Fragmented market keeps the institutional investors from entering this market in Europe. Traditionally 
in Europe the student’s hostels have been administered by the universities, which are still a bigger problem, and 
therefore often smaller companies provide the students with rooms, but the number of rooms is not high enough, 
their quality is low and their prices high. In addition, the rent in the student’s hostels is often up to 30% more 
expensive than in conventional flats. 
 Expert studies carried out in the USA showed that REITs have higher efficiency in the most cases, as 
a result of the savings from the range of transactions and so as a result of the spread of their portfolios. As a 
consequence of these facts it is probable that they will reach higher profit and lower costs, which is leading to a 
direct relation between the profitability of a company and the size of the company. For example, in larger REITs 
a higher growth of occupancy of the real estate and a higher growth of incomes is reached in comparison to the 
hotels in the private property. A higher efficiency of REITs is partially a consequence of better acquisition 
decisions. 
 The most important cause of the savings from the range of transactions in American REITs is the 
investments in one type of real estate and diversification of this type of real estate in different regions. In Europe 
a diversification according to various types of real estate is more common. According to older theories this kind 
of diversification should have allowed a lower correlation among the cash flows, and so the decrease of the 
investment risk occurs and also the decrease of the investment costs. 
 But later it was found out that this type of investment leads to the decrease of the transparency of 
operations and to the increased information asymmetry and, actually, this cancels all of the benefits of such a 
diversification. In companies which have a higher diversification rate, on the one hand, higher incomes are 
reached on the level of individual projects but these incomes are accompanied with higher operating, 
administrative and interest costs. 
 The reason for why the European companies focus mainly on the diversification of more types and not 
on the geographical diversification is the lack of common legislation in the EU, which influences the efficiency 
of the European REITs negatively in comparison to the American ones. The companies which have the pan-
European strategy of the diversification must face the number of various rules and regulations, which influence 
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negatively their performance. The American model of the organization of the REIT “industry” seems to be 
optimal also for Europe, however, provided that the legislative obstructions are eliminated. 
 Perspective establishment of REITs in the European Union, which would be based on united legislative 
rules, can bring more effective allocation of the capital flows in real estate sector, and that means that the capital 
will flow to those areas which are funded insufficiently. The stated fact is in accordance with the principles of 
the market efficiency. These principles are in conflict with the current situation, which is obstructing the 
effective capital allocation. There are obstacles for the free capital flows in Europe, so the money do not flow to 
the places, where the best business opportunities are. 
 Furthermore, real estate companies which operate in European conditions have problems to reach the 
savings from the range. The opportunities for an international diversification are limited, as not all of the 
membership countries have a similar way of the income tax exemption (that means the avoidance of the double 
taxation). Except that the insufficiency of the tax-transparent structure leads to the decrease of the value of real 
estate companies on the stock market. It is interesting to compare the property of the company’s real estate in 
the USA and in Europe. While in Europe 70% business subjects are owners of the business real estate, in which 
they have a residence, in the USA it is only 30% [9]. 
 Many companies in the west world are interested in rather renting the real estate items than in owning 
them. The renting of the real estate decreases their capital drain and increases the business flexibility. Usually, 
after the real estate item is sold and subsequently rented the rate of return for the shareholders is increasing. 
There is a negative relation between the property of the business real estate and the efficiency of their shares, 
which are adjusted by the risk. 
 By the sell of the real estate in the companies which own greater number of them the capital structure is 
improved, which makes possible to borrow resources under more favorable conditions of their repayment. More 
effective financial structure enables more effective allocation of the financial resources to the core business of 
the company, as a smaller amount of the capital is bound in real estate. Renting of business real estate leads 
potentially to the costs savings, as there is an effort to use them more effectively and on this basis higher gains 
are reached.  The main impulsive force for the sell of the business real estate is the availability of the 
institutional capital, for which it is possible to gain real estate assets. 
 While the availability of the capital is not a problem itself, the structure of REIT is the most effective 
way of securing the capital flow to the real estate markets. It is used for securitization of the real estate assets 
and acquirement of the shareholder’s capital from capital markets, as it happened in a great extent in the USA. 
The common pan-European REIT structure could support the companies with the opportunity to unite the real 
estate items from various geographical areas to the common real estate investment company, and this would 
reach its adequate size. It is just the size of the investment company that enables to use the contributions from 
the specialization and the savings from the range of the operations. 
 In consequence of the removing of the real estate assets and in consequence of smaller amount of the 
capital which is bound in fixed assets, the companies can focus their attention mainly to the core business. This 
fact will support the ongoing trend, which is leading to higher economic efficiency in European companies. 
 
Stability of the real estate markets 
 
Insufficient development of REITs in Europe is unfavourable from the point of view of the stability of the real 
estate markets from four viewpoints [9, 10]: 
1. In countries where the REIT structures are absent the companies are trying to get into other debts, as the 

interests are an allowable tax deduction. In consequence of the stated fact the security of local real estate 
markets is being decreased. High indebtedness of real estate markets can be very dangerous as the 
experience from the American mortgage crisis shows us. 

2. REITs bring potential for the geographical international diversification on the real estate markets in Europe. 
As the research works in Europe show, the correlation among flat markets in Europe is very low, which 
means that geographical diversification is the way how to decrease the risk of portfolio investments in these 
markets substantially. 

3. REITs are required to pay out the shareholders 90% their gains. That is the reason why the managers must 
gain the resources for funding new acquisitions by the financial institutions and by the investors. That leads 
to the fact that their activity is often controlled by external subjects (banks and investors), thanks to that the 
conflict of interests of shareholders and managers is being decreased. Restrictive framework of the 
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operating of REITs leads to a quality administration of REIT by the owners and other interest groups. 
Mainly the small and medium shareholders profit from the stated situation, whose interests are better 
respected and so the security of the real estate markets is also increasing. 

 
The establishment of REITs is probably also a way how to decrease the number of tax heavens, on the territory 
of which the real estate companies are sometimes created. Operating of the real estate investment companies in 
tax heavens weakens their administration and financial supervision. The intransparency of these real estate 
investment companies leads to a higher number of problems of their supervision and administration. Real estate 
companies in the tax heavens are mostly operated externally, and by that there often occurs a growth of the 
capital in blind pools. The blind pools only seldom bring an effective return of the investments; their functioning 
is controlled by the shareholders with difficulties. 
 
Requirements for the pan-European REITs  
 
Requirements for an EU REIT must be simple and minimized wherever it is possible. A powerful sign of a 
REIT structure is an obligatory pay out of the net incomes. That was originally one of the aims of REIT – to 
secure a tax income which is strong enough by means of the taxation of the gains on the shareholders level. 
Currently, the payment duties are accompanied by only trivial agency problems. According to the traditional 
agency hypothesis, the conflict of interests between the shareholders and the managers occurs as a result of 
different opinions on the investment horizon, the tendency to take over a sovereign rule and the effort to avoid 
the risk by some managers. The main problem, which is typical for agency hypothesis, is too much of cash in 
hands of the managers, the so-called problem of free cash flow. In consequence of the REIT status, in which the 
tax exemption and the obligation to pay out the majority of the net incomes to the shareholders occur, the 
conflict of interests between the managers of the real estate company and the shareholders of the real estate 
company is minimized [9]. 
 The obligation to pay out the majority of the net incomes to the shareholders leads to a necessity to gain 
the development financial resources on the capital markets and in the financial institutions, and thereby, REITs 
are got under the economic control from the outside more often. Thereby, simultaneously, the degree of the 
information asymmetry between managers and shareholders is decreasing and therefore further reduction of the 
agency problem occurs. Structures of the administration and supervision of the company are focused on the 
monitoring of managers´ behavior and on the minimization of the agency problem. In the last decade the 
European countries published the instructions which deal with the practice of administration and supervision of 
a company. 
 In addition, some regimes which are similar to REITs in the EU membership countries have specific 
requirements which concern the structure of administration and supervision of a company by the real estate 
companies. 
The main problem of administration and supervision of companies in the process of creation of the European 
REITs is whether the real estate companies should be managed internally or externally. Many of the real estate 
companies in Europe are managed externally, which contrasts to the reality in the USA, where this type of 
managing in the real estate company practically disappeared. Current American REITs which are managed 
internally are much more efficient than REITs which are managed externally. 
 In some countries, for example in the USA, there is a requirement that REITs must have at least 100 
shareholders, while the share property of the five biggest shareholders must not exceed 50% shareholders´ 

capital of REIT. These restrictions have been established to prevent the big shareholders from getting hold of 
the property of the small shareholders. This state, however, simultaneously supports the splitting property, and 
that also brings some disadvantages. Therefore the experts´ opinion is that no restrictions for the shareholding 

should be established [11]. 
 Out of 15 countries of the EU, which have a tax-transparent regime, only 6 require the obligatory 
quotation of the companies on the stock market. Although this can be good for the liquidity of the shares, it is 
doubtful, whether such rules should be established. 
 The long-run experience from the USA and from the Netherlands shows that quoted and unquoted 
REITs can mutually coexist in a good way. In fact, the companies can change their status from that viewpoint 
and they follow the development of the market. Because sometimes it is more advantageous to have the 
company quoted on the stock market, some other time it is disadvantageous if it brings increased costs which are 
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not compensated by higher contributions. In such a case it is suitable to have the company unquoted from the 
stock market. By the creation for pan-European REITs there should be no quotation on the stock market 
required. 
Existing restrictions in Europe concern the diversification, the development of the business, the restrictions on 
the assets. They have been established mainly to obstruct the possibility to realize the real estate investments 
which are very risky. However, the restrictions can bring their negatives, too. For example, the restrictions on 
the assets limit the opportunity of gaining new manager experience of the managers of REIT and that obstructs 
their learning on other markets and from other assets[9]. 
 In academic literature there is discussed mainly a question whether the companies should diversify, or 
whether the shareholders should diversify their assets. It is recommended for the shareholders to diversify, but 
for REITs to specialize for a certain segment of the real estate market. In this way higher yields are reached. 
Also the restrictions for business and development have no rationality. It is not suitable to restrict the 
development.  The combination of development and business leads to an increase of the value. Naturally, it is 
necessary to establish the game rules, so there is a difference between the pure developers and REITs. The 
development activities of REITs must be taxed on the basis of the same regime as by the development 
companies. They do it this way also in the Netherlands and in the Great Britain. The exception is the real estate 
if REIT in the Great Britain has them built for the purposes of their renting and so it gains incomes from the 
rent. But if the British company sells this real estate item up to three years since its construction is completed, it 
will have to pay the legal entity income tax similarly as a developer. 
 In practice of some countries there are often restrictions for liquid means. The restrictions of this type 
do not have much sense within the pan-European REITs either and mainly in the presence, when the European 
real estate markets are still more transparent, equipped by an army of analysts, financial reporters, researchers 
and consultants, which are monitoring these markets in detail. 
Instead of restricting the managers´ behavior and restricting of investments it is recommended to establish 
strong internal monitoring mechanisms in EU REIT, which would have a task to reward the top managers of the 
REIT for their efficiency. 
 The British experience shows that the best harmonization of managers and shareholders is reached 
through the top managers´ property of the shares. The property of the shares by the managers influences the 

value of the REIT company positively. It is also recommended to have a sufficient number of external directors 
in the managing board and to separate the function of the chairperson of the managing board and of the 
president of the company. 
In the future pan-European funds it is doubtful whether to prefer the open-end or closed-end trusts. These forms 
differ mutually mainly from the viewpoint of the fixture of the invested money. While from the open-end trust 
the shareholder can withdraw the money whenever if he accepts the current exchange rate of the share, from the 
closed-end trust he will not get them sooner than the statute of the fund sets. The administrators of the closed-
end trusts must also publish the values of the shares with a lower periodicity than by the open-end ones. 
 In the past the real estate companies in the Netherlands and in Australia were characterized as the open-
end funds. Within such a structure the investors could buy or sell the shares from the real estate companies 
whenever. The main advantage for the investors was the high liquidity and the low volatility of the yields. 
 The final price of the open-end real estate companies is counted on the basis of the net value of the 
assets, plus the payment for the offer, which is 5% usually. The net value of the asset is stipulated on the basis of 
the assessment of the current market value of all the assets, which he company has, minus obligations, divided 
the number of the issued shares. Although the majority of the assets, which are a part of the property of the real 
estate companies, is characterized as real estate, these companies often own also the liquid assets, to which for 
example the shares of other real estate companies or the instruments of the financial market belong. The 
assessment of the value of the last two assets is relatively simple, as the market price information is at disposal 
in real the time as a rule. For the portfolio of real estate this is not typical at all. An accurate assessment of real 
estate is very difficult. Even the use of independent experts does not solve the problem [10]. 
 The valuation of real estate suffers in consequence of smoothing and lagging and in consequence of the 
fact that the valuators tend to influence themselves by the look into the past. This leads to a difference between 
the real prices and the values counted by the valuators and mainly from the viewpoint of the volatility and the 
average yields. 
 As buildings are sold rarely, the time shifting occurs by the assessing of the real value of the real estate 
item. It is not possible to assess the value of the real estate item by the direct monitoring of the market. The 
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smoothing occurs as a result of the fact that the valuators use the old information in the new assessments. If they 
do this systematically, the price development will be too smooth and so the volatility will be set artificially low. 
In the case that there is a big vagueness of the new information, the valuators of real estate tend to lean on the 
old data which was used in the previous assessment reports or, which is even worse, they directly use the data 
which is stated in these reports. 
 The experience with the open structures in the Netherlands and in Australia illustrates the difficulties of 
the assessing and shows to what negative results it can lead. The quoted real estate companies on the stock 
market overcame a strong crisis and after it they were transformed to the closed-end funds. 
 In the case of the Netherlands there occurred a problem during the worldwide real estate crisis in 1989 
– 1990. The value of the shares, which was set by the open real estate companies, was not adjusted enough to 
the real conditions of the market. In consequence of this a considerable capital drain occurred. In the 80´s, for 

example, the company RODAMCO was one of the biggest real estate companies in the world, which invested in 
Europe and in the North America. Rodamco felt the impact of the global crisis in all of its main investments. 
This fact should have led to a considerable decrease of the shares of Rodamco. But Rodamco did not adjust the 
price of its shares sufficiently to the conditions of the market. Considering the fact that the standard assessing 
processes in Rodamco were supposing the annual wholesale valuation at the end of the fiscal year, the investors 
were able to forecast that the purchase price of real estate would significantly decrease at the end of the year. 
The so-called arbitration opportunity for investors arose, which is grounded in the possibility to buy the real 
estate item for a lower price and to sell it on the market for a substantially higher price without longer time 
postponements. This opportunity led to a wholesale capital drain. During the first nine months of 1990 Rodamco 
was forced to buy 20% its own shares valued at 2.3 billion guldens and after that it had to announce interception 
of further purchases, as it had no cash at disposal [9]. 
 A similar crisis occurred also in Australia as a result of the crash on the stock market in 1987, which 
led to a strong growth of the real estate prices on the Australian real estate market and to a high capital inflow. 
The growth of the prices was supported also by the credit policy of Australian banks, when the credits were 
provided for a very low price. At the moment, when the central bank tightened up the monetary policy, the real 
estate prices decreased even by 60%. As a result, the investors started to convert their shares into money in 
open-end real estate funds. To avoid a collapse, the government decided to stop the converting for 12 months 
and forced all of the funds to register on the stock market. 
 These examples illustrate the weakness of the open-end regime of the real estate companies. This 
regime enables to fund illiquid assets by means of the shareholders´ capital, but it is possible to convert them 
into money whenever. If the real estate markets work smoothly, on the whole, such a regime does not create any 
problems. However, if there is a decrease on the markets, an open-end regime can bring an economic disaster. 
On the basis of the stated facts it is recommended for EU REITs to be the closed-end funds [11]. 
  
Investing in Real Estate in Slovakia 
 
In Slovakia we can invest in real estate funds from 1 May 2006, when the amendment to the Act on Collective 
Investment came into force. The establishment of these funds, which invest in real estate, has been forced by the 
demand of asset management administrators and investors. Based on this fact, the Ministry of Finance prepared 
a legal regulation which expanded the investment options. At the beginning the asset management companies 
were taking a cautious approach to the new investment option, because they were not experienced enough and 
they also worried about the gaps in the law, which the amendment to the Act on Collective Investment did not 
notice. The administrators were pointing out mainly to the fact that only the direct investments in real estate 
must dominate in the real estate fund portfolio and it was not possible to flexibly invest in any stocks (for 
example in the shares of development or building companies or in the standard debt instruments which serve to 
fund real estate projects), of which yield is derived from the development of real estate prices, which is 
important for the fund that would like to invest also abroad. This would manage to increase the liquidity of the 
real estate fund and simultaneously the investment risk would spread in a better way. A fund could invest in 
a company in the real estate market which owns, rents or administers a building. But only in such a company 
which administers no more than three real estate items or an interest in another real estate company and it must 
inform the asset managers about its real estate once a month. The problem was also the minimum entry (40,000 
€), which was considered to be exorbitant by the administrative companies. In the end the law reduced the 
minimal investment to 3,000 € [12]. 
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 In May after the passing of the amendment to the Act on Collective Investment for real estate funds the 
rules were changed. The amendment enabled the real estate funds to buy financial instruments (such as shares, 
bonds, unit trusts, and others which are related to the real estate market), of which yield is directly dependent on 
the development in the real estate market and it cancelled the minimal investment of 3,000 € (100,000 crowns). 

Also the opportunity was added for a real estate agency in which the real estate fund can be a shareholder to 
engage in building activity – construction. 
 
Special real estate funds 
 
They invest their assets directly in real estate, capital participations in real estate agencies or in other assets 
which are closely connected with the real estate market. Riskiness of these trusts is a little bit higher than that of 
bond funds, whereas the real estate market also has a cyclic character and therefore it is necessary to count on an 
investment horizont which is similar to the one by the share funds 5 to 7 years [13]. 
 
Legislative conditions for investment 
 
The special real estate fund (SREF) can be created as an open-end unit trust or a closed-end unit trust on the 
basis of permission by the National Bank of Slovakia (NBS). The unit trust is created by an administrative 
company which issues participation certificates [15]. 
 
 An open-end unit trust is kept for an uncertain period of time and its shareholder has a right to have the 

participation certificates paid out from the property of this trust anytime at his request. The advantage of the 
investment in an open-end trust is a quick access to the invested money. But this type of investment is less 
profitable for a shareholder in a short run. 

  
 A closed-end unit trust is administered for a certain time and the shareholder has no right to have the 

participation certificates paid out from the property of this trust at his request before the expiry of a given 
period of time. After the expiry of the period for which the closed-end trust was established, two events can 
occur: either it transforms to an open-end trust or the shareholders are paid out the current price of the 
shares. The price includes the initial deposit and its valorization. The valorization is decreased by the yields 
of the participation certificates of investment and deposit accounts, which are paid out regularly every year 
during the period of the conclusion of the fund. 

 
The property of SREF can be invested only in real estate including the accessories for the purposes of their 
administration and sale (direct investments) and in capital participations in real estate companies (indirect 
investments). For the purposes of administration the real estate which bring regular and long-term yield on 
behalf of the property of SREF and of which price can be set by the yield method can be included in the 
property of SREF. For the purposes of sale the real estate which are able to bring benefit from the sale and of 
which price can be set by the comparative method can be used. 

Statute of SREF must include appellation of the states or the residence of the real estate companies in 
the area of which the real estate items are situated which are intended to invest in. Statute must also include the 
maximum limit of the investment. 
 The investment in SREF is a long-run investment with a lower liquidity than the ones the other 
investment instruments have. Therefore the law provides a year for administrative companies to pay out the 
returned fund shares to their clients. 
 Liquid assets (deposits, bonds, bills of credit, participation certificates issued by an open-end unit trust) 
must comprise at least 10% fund assets. 
 Value of the real estate item which is acquired to the property in a special real estate unit trust must not 
exceed 20% value of the property in the special real estate unit trust on the date of the completion of the real 
estate purchase contract or of the real estate sale contract. 
 Total value of the real estate items which cannot be valued by the yield method must not exceed 25% 
value of the property in the special real estate unit trust. Also the value of the real estate items which are in the 
property of a real estate company is counted in the stated limit. 
Administrative company can to the property in SREF: 
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 acquire a real estate item for a price which is by more than 5% higher than the value stated by the expertise 
 sell a real estate item for a price which is by more than 5% lower than the value stated by the expertise only 

with preceding approval of a depositary 
 
The condition for an award of the preceding approval of a depositary is a rationale of such an acquirement or 
such a sale of real estate. 
To the property in SREF the asset management company must not acquire a real estate item from the property 
of: 
 the administrative company which administers this SREF 
 its depositary 
 any person from the group with close connections, to which the shareholder with a qualified share in the 

administrative company belongs. An approval of a depositary is required for an acquirement or for a sale of 
a real estate item from SREF 

 
Real estate agency is a joint-stock company or a foreign trade company and its subject of enterprise is 
acquirement of real estate including their accessories, construction of real estate, reconstruction of real estate, 
administration and rent of real estate or sale of real estate. Real Estate Company can invest also in deposits, 
participation certificates issued by an open-end unit trust, by a European fund or by a foreign subject of 
collective investment, bills of credit, bonds which have a payable period not longer than three years. The value 
of a capital participation of the property in SREF in the period of its acquirement in a real estate company can 
comprise no more than 30% value of the fund property. A real estate company must not sign a silent partnership 
agreement. 

Each real estate item in the property in SREF must be valuated at least once a year by two independent 
experts according to the law. One of the experts is nominated by the administrative company which administers 
SREF and the second one by a depositary. The expertise must not be dated back to more than three months on 
the date of the completion of the real estate purchase contract or of the real estate sale contract. A real estate 
item is valuated by the comparative method or by the yield method. 
 Total amount of all the credits and loans received by an administrative company to the property in 
SREF must not exceed 50% value of the property in a special real estate unit trust [14]. 
 
The Slovak Real Estate Funds 
 
The Slovak Real Estate Funds are mutual investment funds with portfolios consisting of property shares or 
commercial real estate such as office spaces, logistics centers, retail centers, residential buildings and hotels. 
These funds can be open- or closed-end mutual fund. The first special real estate fund was created by Investicna 
and Dochodkova Company on the Slovak real estate market which has got a licence from the National Bank of 
Slovakia in November 2006. 
Slovak real estate funds were affected by the development on the global real estate markets less and some were 
not affected at all. The less affected are obviously special funds that either invested in real estate locally or kept 
the funds in their current account or invested in short term securities as they were still looking for suitable real 
estate or they were able to better predict developments on global markets. This applies to funds managed by 
Investicna a Dochodkova, Prva penzijna and Tatra Asset Management [13]. 
In total real estate funds monitored by the Slovak association of asset managers manage around 118,17 mil. 
EUR, which represents about 3% of total assets in mutual funds. Shareholders in some of these funds have not 
reacted to the decreasing unit value with massive withdrawals, but they are selling. In the last few months 
several hundred million crowns have been withdrawn [12]. 
 
Conclusion 
 
Although quite a lot of changes have been made in the area of the integration of the European countries since 
the Community arose, the experience shows that there are not a few barriers left, which obstruct the free capital 
flow. The development of the common European real estate market requires, among others, the development of 
the pan-European REITs, which would operate on the basis of the united European legislation. This way, the 
efficiency of the functioning of the real estate markets but also of the companies and of the public sector, which 
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use real estate, would increase certainly. By drawing up the relevant regulatory precautions it is possible to use 
the experience of the countries, in which this type of institutions is developed very well.  
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Abstract  
 
IAS/IFRS are presumed to provide more uniform and value-relevant information which better reflects a company’s 

financial situation and assets and, in particular, provide greater transparency in the area of intangible assets. In this 
article, we study the information content of these assets under IAS/IFS when compared to French GAAP for French 
companies listed on the SBF 250 index. We show that the transition to IAS/IFRS did not change the overall amount of 
intangible assets, even though it operated substitution effects in favour of goodwill. However, total intangible assets 
and goodwill gain greater accounting relevance when they are valued according to IAS/IFRS. By applying these 
standards, financial markets can better integrate such contributions into share prices and returns, especially for 
companies with a high intensity of intangible assets. 
Key words: IFRS, IAS, GAAP, intangible asset, goodwill, performance, return 
 
Introduction  
 
The nature of investments made by companies has changed remarkably over the past few years. New trends in 
business practices and changes to the economic environment have brought about the emergence of new 
production function variables in which the role of intangibles, as both factor and product, is increasing (de 
Montmorillon, 2001). The most frequently cited factors driving the changes are the globalisation of financial 
markets, the development of the knowledge-based economy and the growing number of mergers and 
acquisitions. This new context has contributed to the rising importance of intangible assets such as brands, 
patents, training costs, R&D costs, organisational competences, etc. Faced with this growing wave of 
intangibles, traditional accounting standards systems, based on a ‘transactional principle’, are finding it 

increasingly difficult to fulfil their informative role in decision-making (Lev, 1999). Furthermore, there was a 
problem of comparability and transparency of financial information particularly in Europe before 2005.  Given 
the diversity of choices and conditions of financial reporting of intangible investments offered by different 
accounting systems, there was a lack of clarity as to whether intangibles were to be capitalized or expensed.  

IAS/IFRS, mandatory since 1st January 2005 for listed companies, aim to give more uniform, value-
relevant information which better reflects a company’s financial situation and asset. However, recent studies 
show the difficulty of forecasting the impact that changing some accounting rules will have on the quality of 
financial data due to the fact that the latter is influenced by several complex institutional factors (Ball et al., 
2003; Ding et al., 2007). Accounting regulations exist within a mosaic of other institutional rules. Changing one 
element of this mosaic is not always the best solution when the other elements remain invariable (Hope et al., 
2006; Ding et al., 2007).  

Though studies already carried out on the French market have shown a relatively modest impact of 
IAS/IFRS on equity capital (Schatt and Gross, 2007), or fixed assets (Benabdellah and Teller, 2006), many 
questions remain unanswered about their effect on intangible assets which determine both the performance and 
the valuation of companies and, in particular, of firms which are R&D intensive (Lantz and Sahut, 2005). 
Moreover, the small size of samples looked at in these studies, in general CAC 40 companies (Schatt and Gross, 
2007; Bessieux-Ollier, 2007), limits the scope of their conclusions. 

This study looks at the transition to IAS/IFRS by French companies and, in particular, at the impact of 
the adoption of IAS 38 and IFRS 3 on the quality of financial information on intangibles. We complete the 
Bessieux-Ollier and Walliser study (2007) in two specific ways.  We first look at the effect of the transition to 
IFRS on net income, equity capital and different sorts of intangible assets on a bigger sample of firms, then we 
analyse the impact of these standards on the share price and return of the firms concerned. 
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After a reminder of the main differences in regulations concerning intangibles between French GAAP and 
international standards, we point out the results of previous work on the information content of intangibles. 
Then, we present our research hypothesis concerning the issues involved when first applying the standards. 
Finally, we test our empirical models on a sample of French firms listed on the SBF 250 index, before 
presenting our conclusions. 
 
The regulatory framework 
 
In the international system of reference, intangible assets are governed by IAS 38i and IFRS 3 in the event of a 
business combination.  

IAS 38 defines an intangible asset as being ‘an identifiable non-monetary asset which is without 
physical substance but is separableii

’.  It imposes the reporting of all intangible expenditure as intangible assets 
if, and only if, (IAS 38, § 22): 
(a) it is probable that  future economic benefits attributable to the  asset will flow to the entity, 
(b) the cost of this asset can be measured reliably. 

An intangible expenditure must therefore be either expensed or capitalized. Optional treatments no 
longer exist. If an intangible expense results from a business combination and can not be reported as an 
intangible asset, then it is incorporated into the amount attributed to goodwill on the date of acquisition. 
Thus several intangible expenses (such as advertising, research costs, staff training costs…), which provide 
companies with future economic benefits, can not be activated due to the restrictions on capitalization 
(characteristics which identify the asset, control procedures…) except if they are acquired as part of a business 
combination. After the initial recognition, IAS 38 specifies that amortizable intangible assets must be 
depreciated over their useful life with the amortization method reflecting the pattern of consumption of future 
economic benefits.  
By comparison, French standard accounting practices do not expand greatly on the criteria for capitalizing 
intangible items or their accounting treatment after their initial recognition.  Generally they are treated on a 
case-by-case basis. Their method of reporting varies between expensing, optional capitalization and obligatory 
capitalization. For amortizable assets, the duration and the method of amortization are not strictly defined and 
allow for a margin of discretion in how the accounting rules are applied.  

Business combinations highlight, in the majority of cases, a difference between the cost of acquisition 
and the acquiree’s proportionate interest in the fair valueiii of identifiable assets and liabilities at the date of 
taking control (Martory and Verdier, 2000).   Governed by IFRS 3, the accounting treatment of goodwill is one 
of the most difficult problems in accounting. The difficulty lies in how best to identify and measure goodwill.  
Indeed, goodwill is an asset which, in practice, encompasses factors which do not possess the essential 
characteristics of an asset (Johnson and Kimberley, 1998) such as overvaluing the purchased company. On the 
other hand, goodwill generated in-house is not capitalized due to the fact that costs incurred during its creation 
are not, in practice, identifiable from regular expenses or those which are necessary to maintaining its value. 
This creates a distortion in the comparability of companies which have different growth methods. 

The accounting treatment of goodwill which has been acquired after its initial recognition complicates 
the situation further. According to French GAAP, it should be amortized whereas IFRS recommends carrying 
out impairment tests.  

Amortization allows companies to both apportion the cost of purchasing the goodwill over its useful life 
(reflecting consumption of future economic benefits) and to make its value progressively disappear from the 
balance sheet. This results in a value which is identical to that of internally generated goodwill. However, the 
amortization of goodwill entails, in particular:  

 a systematic depreciation of goodwill as well as a finite lifespan. 
 a book value for goodwill which has no relation to the economic value of the company (Jennings et 

al., 1996) 
 goodwill depreciation which does not really represent the loss of value of the latter (Henning et al., 

2000). 
Non-amortization of goodwill avoids these problems, but impairment testing obliges managers to make 

choices about numerous parameters which create possible sources of manipulation.   
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Finally, having considered the difficulties encountered when trying to define or assess intangibles, one 
may question the capacity of IAS/IFRS to provide all stakeholders with the most relevant information about 
intangibles in general, and goodwill in particular. 
 
Information content of intangibles 
 
Over the last three decades, researchers have tried to prove that intangible investments contribute to a 
company’s future performance, that they should therefore be considered as assets, and thus necessitate some 
information content. Most studies focus either on R&D expenditure or on goodwill. 
Impact of R&D expenditure 
The first research carried out by Johnson (1967) and Newman (1968) on the information content of R&D did 
not unmask any significant relationship between future returns and investment in R&D. These first results have 
been contradicted by numerous subsequent studies which have highlighted the relevance of entering this type of 
expenditure as an asset. Thus, Hirschey (1982) and Hirschey et al (1984) show that, on average, advertising and 
R&D costs are positively linked to the share prices of American companies. Sougiannis (1994), starting from 
the hypothesis that the market value is the result of discounting the company’s future performance, confirms 
previous results. He came to the conclusion that the increase in R&D expenditure brought higher profits over a 
period of at least seven years. Furthermore, he suggested that the non-conclusive results of the first studies 
carried out in the field are due to the econometric techniques used and to the quality of the data on R&D at that 
time.  
Lev and Sougiannis (1996), following the same lines as Sougiannis (1994), established there is a significant link 
between equity capital and earnings and stock market price and returns when R&D expenditure is capitalized. 
Similarly, Aboody and Lev (1998) show that software development costs are seen as assets in companies’ share 
price and are significantly correlated to future returns. 

These results suggest, therefore, that R&D expenditure is, on average, considered by investors as 
amortizable assets rather than immediate costs. They contradict the main reason on which the FASB based its 
ban on their capitalization, namely, the lack of proof in the existence of a direct relation between R&D 
expenditure and future income.  

However, these results were obtained from empirical studies based on American data. Nothing guarantees 
that the results and the relationships identified are transferrable to other environments (Ding et al., 2007) such as 
European countries and in particular France (Casta et al, 2007) because of the regulatory and cultural 
differences, as well as differences in the structure of the markets (Ding et al., 2005; Ball et al., 2003; Hope, 
2003, Hope et al, 2006; Ali et Hwang, 2000; Pope and Walker, 1999). Issues concerning the appropriate 
accounting treatment of R&D expenditure can, alone, illustrate this difficulty (Casta et al., 2007) for three main 
reasons: 

 In the United States, the market is informed of the total amount of expenditure on R&D (non-
capitalized R&D expenditure is clearly disclosed in the income statement) whereas in France, the 
information is generally only disclosed for the amount capitalized. 

 Inversely, in France (unlike the USA), the distinction is made between the cost of basic research and 
the expenditure on R&D which has a high chance of success. Therefore American studies investigating 
the relevance of capitalizing R&D expenditure take the totality of this cost. 

 American studies reprocess the companies’ accounting data to show their relevance in explaining stock 
market data where R&D expenditure has been capitalized. The scope of the conclusions remains rather 
limited.  This is because, even if it really were possible to capitalize R&D expenditure, it is not sure 
that companies would adopt the same behaviour in terms of earnings management and how they 
disclose financial information, and that investors would react in the same way to information published 
about intangibles. 
In fact, studies looking at the international context tend, overall, to confirm the American results. Thus, 

Zhao (2002), in a comparative study of 4 countries (France, Great Britain, Germany and the United States) 
concludes that: (1) the disclosure of information about total R&D expenditure increases the association between 
the market value and financial data such as the income statement and the equity capital in countries where the 
capitalization of costs is banned (Germany and the United States), (2) the allocation of R&D expenditure 
between assets and costs increases the relevance of financial information in countries which allow the practice 
(Great Britain and France). 
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Whilst studies carried out in the French context differ from the majority of previous results. Ding et al. 
(2004) tried to analyse the determinants in the capitalization of R&D expenditure and the impact of this choice 
on the relevance of financial data from companies included in the SBF 250 index. Their results stipulate that 
companies which capitalize their R&D expenditure are those which are only listed on the French stock market, 
belong to the high-tech sector and have a higher Beta risk. However, their statistical analyse does not confirm if 
this decision improves the value-relevance of the financial data. On the other hand, Cazavan-Jeny (2004) shows 
that over the period of 1994 to 1999 intangible expenditure expensed or capitalized was not associated with the 
book-to-market ratio. Thus, it suggests that this information is not useful in explaining the gap between 
companies’ book value and their market value. Moreover, the Cazavan-Jeny and Jeanjean study (2005) of 93 
listed companies over the 1998-2000 period highlights a negative association between capitalized R&D costs 
and stock market returns. This result contradicts most American and international research. The authors explain 
these contrary results by the fact that corporate executives choose to capitalize R&D expenditure for opportunist 
reasons or are incapable of discriminating R&D projects which are cost effective from those which are not. 
Casavan-Jeny and Jeanjean (2006) confirm these results over a longer period by establishing that firms which 
capitalize their R&D expenditure have lower returns and are under-valued in comparison to those which 
expense their R&D costs. 

Similarly, Dufour and Zemzem (2005), while analysing how French companies listed on the new 
technologies exchange (Nouveau Marché) report their R&D expenditures, stipulate that financial information 
concerning R&D can not be used for external analysis. However, they state that the only independent variable of 
R&D cost capitalization is profitability. Indeed, the propensity to capitalize R&D costs is more important in 
companies which have low profitability. This suggests that capitalization is motivated by the desire to improve 
financial results, confirming therefore the findings of Cazavan-Jeny and Jeanjean (2005) about the opportunism 
of corporate executives.  These results question the merit of capitalising R&D expenditure as advised in IAS 38, 
in countries such as France, where the level of shareholder protection is relatively weak compared to the USA 
(Cazavan-Jeny and Jeanjean, 2006). 
Impact of goodwill 
Concerning goodwill, studies focussing on the USA dominate because changes to reporting methods far precede 
those observed in Europe. For many authors, the impairment of goodwill (according to SFAS 142 standards or 
IFRS 3) should reveal better information than systematic amortization as the latter can underestimate the loss in 
real value of goodwill (David, 2005). Indeed, he observes that companies having implemented SFAS 142 did 
not all depreciate their goodwill. For those companies that did record a depreciation of their goodwill, it was 
higher than the amortization which they used previously. 

Recent studies by Henning et al. (2000), Hirschey and Richardson (2002), Duangploy et al. (2005), 
Schultze (2005) also show the relevance of impairment tests on capitalized goodwill when it is not amortized. 
The use of impairment tests enable goodwill paid without consideration to be written off as a loss.  Thus, equity 
capital and the income statement convey respectively better information on the value of the company and its 
fluctuating value. 

Similarly, if a company announces the depreciation of its goodwill the result will be a fall in its trading 
price as investors interpret it as negative information about the future economic benefits that this asset was 
supposed to bring. 

However, the implementation of these impairment tests does have limitations. Indeed, it obliges 
corporate executives to make discretionary choices such as the rate of discounting, the evaluation of future cash 
flows, etc. (Massoud and Raiborng, 2003; Schevin, 2005). In particular, it becomes possible to produce 
‘revaluation reserves’ against reporting loss of value to acquired goodwill. These reserves enable the 
capitalization of internally generated goodwill up to the level of initially recognized goodwill. 
Inversely, the tests can be used for big bath accounting following a strategic error or a change of management 
(Sevin and Schroeder, 2005). This practice was already possible with French GAAP via exceptional 
amortization. IFR 3 will surely have little impact on this aspect. Indeed, when the speculative dot.com bubble 
burst, Vivendi recorded an exceptional amortization of 15.7 billion euros in 2001, against 12.8 billion euros for 
France Telecom between 2002 and 2004 in order to depreciate their goodwill from numerous acquisitions 
carried out during the technological bubble in the late 1990s. 

To summarize, these studies point out that IAS 38 and IFRS 3 have, overall, increased the information 
content of intangibles despite substantial sectoral and geographic differences. It is important therefore to check 
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if their information content is more value-relevant in the French context considering the contrasting results 
observed for this country. 
 
Hypotheses and data collection 
 
Hypotheses 
The conditions for entering intangible items under assets on the balance as defined by the IAS 38 standard are 
stricter than those under French GAAP, in particular regulation 99-02iv. IAS 38 standard imposes that an 
intangible asset must be identifiable to clearly distinguish it from goodwill, as well as defining its future 
economic benefitsv. 
These more restrictive conditions for capitalization as defined by this international standard should, on one 
hand, incite companies who adopt them to minimise the intangible assets on the balance sheet (Gatet P. and 
Tassin H, 1998) and, on another hand, generate a shift of unidentifiable intangible items towards goodwill. 
Consequently, accounting models to measure goodwill should reflect a combination of synergies, those of initial 
consolidation difference and those of non-homogenous items which could not be qualified as intangibles.  

From these reflections we formulated the following hypotheses: 
Hypothesis 1a: IAS 38 incites companies to minimise intangible assets, other than goodwill, on their balance 
sheet.   
Hypothesis 1b: The transition to IFRS increases goodwill under the combined effect of IFRS 3 and IAS 38. In 
particular, IAS 38 induces companies to subsume unidentifiable intangible items in goodwill. 
Hypothesis 1c: The transition to IFRS has not made the overall amount of intangible assets vary in any 
significant way (effect of substitution between goodwill and other intangible assetsvi). 

Moreover, data on intangible assets is often used by investors and financial analysts as forecast 
indicators of a firm’s value and performance. Therefore, the financial statements under IAS/IFRS present, 
contrary to those under French GAAP, detailed information about the totality of intangible expenditure 
capitalized or expensed in the footnotes. Moreover, the banning of optional treatments and of derogation 
methods in the IAS/IFRS system of reference should not only reduce the risks of manipulative accounting 
practices but, by increasing the transparency and comparability of financial data between firms, should make 
such behaviour more easily detectable. This should reduce information asymmetry between corporate executives 
and investors, consequently relieve the problem of undervaluing R&D-intensive companies and thus increase 
the correlation between a company’s accounting and stock market data. 

However, some researchers point out that international standards offer a wide margin of discretion 
allowing corporate executives to appreciate capitalizable intangible expenditure, and define the useful life of 
intangible assets in order to carry out goodwill impairment tests. This discretion makes it easier for corporate 
executives to ‘manage’ the profit and loss statement (Stolowy and Breton, 200; Cazavan-jeny and Jeanjean, 
2005). It should be highlighted that managerial latitude has not been curtailed, at least for intangibles, under 
French GAAP. Firstly, optional treatment for several intangible costs offers the corporate executives the choice 
as to whether or not to capitalize the expenditure. Then, on choosing capitalization, they can manipulate the 
amount to capitalize. In particular, the propensity to capitalize R&D expenditure is higher for companies which 
have low profitability (Dufour and Zemzem, 2005). Finally, the amortization expense can equally be 
manipulated by under-estimating or over-estimating the useful life of assets as French GAAP gives no 
guidelines for determining the length of amortization of R&D expenditure capitalized. It only stipulates a 
maximum delay of 5 years. 

Moreover, the restrictive conditions for capitalization specified under IAS/IFRS create a certain 
discrepancy in the treatment of some expenses (such as brands, market share and research costs) if they have 
been acquired or have been produced internally. Thus, companies which are experiencing internal growth must 
expense these costs and their accounting data becomes less value-relevant in comparison to companies which 
are growing through mergers and acquisition operations. This situation does little to improve the transparency 
and comparability of financial data. 

Despite these different contrary effects, we anticipate that the changes brought about by IAS/IFRS will 
improve the information content of intangible assets. 
Hypothesis 2a: The informational content of intangibles under IFRS is even higher when goodwill is 
disassociated from other intangible items. In other words, the explanatory capacity of the model will be 
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improved if goodwill is distinguished from other intangible items under IFRS rather than if an overall level of 
intangible assets is considered.   
Hypothesis 2b: Goodwill and other intangible items under IFRS are positively associated with trading prices. 
Hypothesis 2c: Goodwill and other intangible items under IFRS are positively associated with higher returns. 

Considering the chosen sample, the company profiles are very disparate both in size and in volume of 
intangible assets. The latter represent 3% (Michelin) to 70% (Sanaofi-Aventis) of the companies’ balance sheet. 
Thus, there is a risk that the informational impact of IFRS 3 and IAS 38 on share prices and returns depends on 
how intangible-intensive the firms are. In order to verify this hypothesis, we differentiate firms which are 
intangible-intensive from the rest. To be qualified as such, their balance sheet must show an above average level 
of intangible assets compared to the average level for the sample group. 
Hypothesis 2d: A high intensity of total intangibles under IFRS has a positive impact on share price and returns.  

In France, the Accounting Standards Council (Conseil National de la Comptabilité) encouraged 
companies to adopt international standards before 2005 in parallel to French standards, though without 
authorizing an anticipated adoptionvii. Since then, French companies listed on British or American stock markets 
simultaneously publish their consolidated financial statements under US GAAP or IAS/IFRS and under French 
GAAP. However, international accounting standards have been strongly inspired by British and American 
accounting regulations, in particular where the capitalising of intangible assets is concerned (Obert R. 2003). 
Consequently, to ensure the comparability and coherence of financial information, French companies listed on 
British or American stock markets tend to expense some unidentifiable intangibles, such as R&D costs, even on 
their accounts prepared according to French GAAP.  
Hypothesis 3: A listing on the British and American stock markets would discourage companies earlier from 
capitalizing unidentifiable intangible items and would have a positive impact on their stock price and returns. 
Data collection and selection of sample group 
Our sample is made up of companies listed on the SBF 250 index in October 2005. The accounting data under 
both French and international standards were obtained by direct consultation of published annual reports and a 
study of the consolidated financial statements published in the BALO (French official legal announcements 
publication)viii. The main difficulty was to identify firms which communicated their financial statements under 
IAS/IFRS. Firms, whose financial year ended after the 31st December 2004, were not subjected to AMF 
recommendations to also publish their financial statements to international standards during the transition 
period. In order to keep the information relevant, only companies which had published their consolidated 
accounts according to IAS/IFRS were maintained in our sample group. Stock market data was obtained from the 
DataStream database. 
The composition of the sample is shown in table 1 below: 
 

TABLE 1: COMPOSITION OF THE PRELIMINARY SAMPLE 
 
Number of companies from the SBF index 250 
- financial and real estate companies - 38 
- companies which ended their fiscal period after the 31/12/04 - 50 
- companies publishing their financial statement according to IFRS before 2004 - 4 
- companies which do not distinguish goodwill from other intangibles even in the footnotes - 3 
- companies not listed on the stock market in 2003 - 2 
- companies which have not published their opening balance sheet on the 01/01/2004 to IFRS  - 29 
- companies which have not published their consolidated accounts to 2004 IFRS  - 4 
Companies making up the preliminary sample for statistical study 120 

 
Methodology and results 
 
Univariate tests  
Before testing our research hypotheses 2 and 3 to determine the degree of relevance of accounting data under 
IAS/IFRS, it is essential to study the eventual change to the value of this data, expressed simultaneously under 
two different accounting systems of reference, on the same date, (the 31st December 2004), across the whole of 
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our sample (hypotheses 1a, b and c). The descriptive analysis and the univariate results for all the firms included 
in the study are indicated in table 2. 
Insert Table 2 
The adoption of IAS/IFRS for drawing up financial statements has really brought about modifications in the 
value of accounting data. Over the whole sample, the net income (NI) has increased on average by 3.95% of 
total assets using French standards to 4.59% of total assets using IFRS (the median rising from 3.84% to 4.18%) 
This 16% rise is statistically significant. 

The impact of IAS 38 on intangibles appears more pronounced. In fact, total intangible assetsix 
(INTTOT) have increased, on average, by nearly 4% during the transition to the new accounting standards. 
More preciselyx, goodwill (GW) has increased from 11.98% to 15.96% of total assets (the median has increased 
from 8.6% to 13.96%), in other words a difference of 33.2% which is statistically significant. Inversely, the 
average of other intangible assets (OINC) has decreased from 9.13% to 5.99% of total assets (the median from 
3.53% to 2.31%). This decrease of 34.4% is also statistically significant. 

According to the Wilcoxon testxi, more than 71% of companies in our sample (86 firms out of 120) 
have seen an increase in the value of goodwill when changing over to IFRS and more than 61% of them have 
diminished the book value of other intangible assets. The Wilcoxon test has a significance threshold of 1%, 
except for equity. 

A first interpretation of these results suggests that companies had transferred intangible assets that 
couldn’t be separated over to goodwill. Under the more restrictive IFRS reporting conditions, intangible assets 
should no longer include unidentifiable intangibles. Only separable assets can be qualified as intangible items. 
Thus, in this initial analysis of the results, the book value of intangible assets which are not individualised seem 
to have been integrated into goodwill. This shifting of unidentifiable intangibles to goodwill tends to confirm 
hypotheses 1a and 1b. 

We specify that when applying the revised IRFS 3 and IAS 38 standards, goodwill and intangible assets 
with an indefinite useful life also undergo a supplementary revaluation because of the suppression of obligatory 
amortization which applied to them. This supplementary revaluation of goodwill and other intangible assets 
justifies an average rise of only 4% in total intangible assets (INTTOT) of our sample and confirms our 
hypothesis 1c. 

These results back up those of Bessieux-Ollier and Walliser (2007) obtained from studying CAC 40 
companies. The relative overall stability of intangible assets in total long-term assets was counterbalanced by 
substitution effects; some companies reclassified intangible assets as goodwill even if they no longer fit the 
definition given by IFRS such as market share. 

Besides observing these reclassifications of unidentifiable intangible items, originally recorded in other 
intangible assets, as goodwill, it is important to question how investors perceive the practice. What impact does 
such a transposition have on the firm’s share price and returns? The accounting measurement of goodwill 
reflects not only the value of first consolidation spread but also the value of unidentified intangible assets in a 
more consistent way under international standards.  However, do investors see it as providing them with more 
value-relevant information? A multivariate analysis can be used to test hypotheses 2 and 3 and suggest some 
answers. 
 
Multivariate tests  
Association between intangibles and share prices 

To establish the relevance of accounting information on intangibles by examining their impact on the 
financial market, we use a first model, frequently used in empirical research, which studies the relationship 
between the price of securities (P) and the book value of equity capital per ordinary share and the net income per 
share (NIPS)xii. The book value of equity capital is broken down into book value per adjusted share of 
capitalized intangible assets (EQUIPSA) and into book value per action of total intangible assets (INTTOTPS). 
Moreover, to isolate the relevance of the book value of goodwill and of other intangibles, the book value per 
share of total intangible assets (INTTOTPS) is broken down into book value per goodwill share (GWPS) and 
into book value per share of other intangibles (OINTPS). Firms whose total intangible assets are higher than the 
averagexiii for the sample are considered as having a high intensity of total intangibles (HDTI). Equally, the 
listing (C) of a company on British and American stock markets is integrated into the model. The unknown 

factor represents the unexplained element of the share price. Equations (1) and (2) of this first model are as 
follows: 
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P ti,

 = price of a share in firm i 3 months after the end date of fiscal period t. 

NIPS ti,
 = Net Income per share of firm i in fiscal period t. 

EQUIPSA
ti,

 = book value of equity per share in firm i for fiscal period t adjusted of total intangible assets.  

INTTOT ti,

 = book value of total infantile assets per share in firm i for fiscal period t. 
GWPS ti,

 = Book value of the goodwill per share of  firm i for the fiscal period t. 
OINCPS ti,

 = Book value of other intangible assets per share in firm i for the fiscal period t. 
HDTI ti,

 = high intensity of total intangibles of firm i at the end of the fiscal period t: . 
C ti,

 = Listing on the British and American stock market of firm i at the end of the fiscal period t:  
The information on the book value of goodwill and of other intangibles is available only when the 

financial statements have been published, in other words three months after the end date of the fiscal period. 
Like Aboody and Lev (1998), we consider that the dependant variable will be the share price three months after 
the end date of the fiscal period. 

This assessment model has the advantage of using the accounting data as an approximation of the 
discounted future cash flow hoped for by investors and of the market value of the firm.  
The equations [1] and [2] of the first model will be subjected to two regressions: a first with the accounting data 
using French standards and a second with the financial data using IFRS.  

According to hypotheses 2b and 2c, valuing goodwill and other intangibles under the new accounting 
standards should facilitate forecasting the price of securities. If the overall quality of the model with accounting 
data using IFRS, measured by the R², is better than the same model with accounting data using French 
standards, the hypotheses 2b and 2c will be validated. 

The coefficient associated with OINTPS should be positive if the amount of intangible items 
capitalized using IFRS has a higher predictive value for investors. The coefficient associated with GWPS should 
also be positive if investors have perceived that, under IFRS, goodwill can integrate unidentifiable intangibles 
which have future economic benefitsxiv. On the contrary, it should not be significant if they perceive these 
unidentifiable intangible items as a source of information which has little relevance. 
Results of model 1 
The statistical results of linear regressions on model (1) are presented in table 3. 

The quality of the adjustment and the overall significance of the model using IFRS are higher than 
those of the model using French GAAP. The results of the model show the existence of a positive and 
significant relationship at the threshold of 1% between goodwill per share and the price of the share. Thus, the 
financial information conveyed by capitalized goodwill appears to be as weak using IFRS as French GAAP. 
Indeed, the coefficient associated with GWPS is positive and statistically significant under the two accounting 
standards. Even if unidentifiable intangible items are lost within the heterogeneous whole which makes up 
goodwill, the accounting measurement of the latter under international standards is always a relevant source of 
information for investors.  

When valued according to international standards, other intangible assets do not provide investors with 
more value-relevant information. The coefficient associated with INCPS is positive but does not show any 
significance either under French GAAP or under IFRS (p>0.05). Therefore, identified intangible assets 
capitalized on the companies’ balance sheet do not provide any more value-relevant information for 
shareholders than unidentified intangible assets which have been transferred into goodwill. The standard-setters 
do not seem to have achieved their objectives with the application of IAS 38, in giving more importance to the 
reliability of information by banning the capitalization of several unidentifiable intangible items. These results 
partially disprove hypothesis 2b.  

However, shareholders consider that a high intensity of total intangible assets is a source of future 
economic benefits, but only if they have been valued under international standards. The coefficient associated 
with HDTI is positive and significant at a threshold of 5%, this result validates hypothesis 2d. 

We should also underline that shareholders consider the informational content of total intangible assets 
(INTTOTPS) as being value-relevant, without making a distinction between goodwill and other intangible 
items. The coefficient associated with INTTOTPS is positive and significant (p>0.01). Hypothesis 2a is 
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disproved as the explanatory power of the model is low with the distinction of two intangible assets rather than 
considering an overall level of intangible assets. 

Hypothesis 3 is also disproved (coefficient is not significant). The fact that a firm is listed on the British 
or American stock market has no resulting impact on the share price. 
Insert Table 3 
Association between intangibles and stock returns 
In the continuity of this research and to confirm the robustness of our results, as Easton (1999) suggests, we 
tested a second model which linked the stock returns (R) to the variations of book value of unidentifiable 
intangibles by share ( INTPS) and of goodwill by share ( GWPS), besides those of Net Income per share 
( NIPS) and adjusted equity capital per share ( EQUIPSA). 
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With 
R ti,

 = Stock returns of firm i 3 months after the end date of the fiscal period t.  
 where P is the price of the share 3 months after the end date of the fiscal period 
t.
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NIPS ti,
 = Variation of the Net Income per share of firm i in year t. 

EQUIPSA
ti,

 = Variation of the book value of equity per share of firm i at the end of year t adjusted for total 
intangible assets. 

INTTOTPS ti,

 = Variation of the book value of total intangible assets per share of  firm i at the end of year t. 

GWPS ti,
 = Variation of the book value of goodwill per share of  firm i at the end of year t. 

OINTPS ti,
 = Variation of the book value of other intangible assets per share of  firm i at the end of year t. 

HDTI ti,
 = high intensity of total intangibles of firm i at the end of the year t: 

C ti,
 = Listing on the British and American stock market of  firm i at the end of year t: 

 
In order to have data which complies with the model to be evaluated, a preliminary analysis of the 

residualsxv enabled us to delete 17 observations whose residuals exceeded two and a half times the standard 
deviation estimated for the unknown factor as an absolute value. For the second model, the definitive sample for 
a multivariate analysis is made up of 103 companies. 
 Results of model 2 
The results of model (2), shown on table 4, enable us to partially corroborate hypothesis 2c. The improvement in 
the book value of goodwill under international standards has informative value for explaining stock market 
returns. The coefficients associated with GWPS are positive and significant (p<0.05).   

However, this informative value is inexistent for investors when other intangible items are valued using 
French GAAP (p>0.418) or IFRS. They do not perceive identifiable intangibles as being a source of value for 
the firm. The overall quality of the model using IFRS is superior to that of the model using French GAAP (the 
adjusted R-squared increases from 23% to 28.2%). Considering the results of tables 3 and 4, the low inflation 
factors of the variance (VIF<2.0) associated to low standard deviations from estimates of parameters shows the 
absence of problems of colinearityxvi. 
Insert Table 4 
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Conclusion and limits 
 
The adoption of IAS/IFRS has really brought about changes in the value-relevance of financial data on SBF 250 
companies. The effect, which professionals and researchers know well enough for net income, is even more 
marked for intangible assets. The relative stability of total intangible assets (4% on average) hides strong 
substitution effects of other intangible assets (drop of 34%) towards goodwill (rise of 33%). Numerous 
companies have reclassified as goodwill their intangible assets which no longer fitted the definition given by 
IAS 38. 

The empirical tests show that information conveyed by accounting data on goodwill and total 
intangible assets valued according to IFRS is more value-relevant. The effect being that total intangibles and 
goodwill are statistically significant under the two accounting reference systems, as opposed to other intangible 
assets, but the quality of the adjustment and the overall significance of the model using IFRS is superior to that 
of the model using French GAAP.  

Despite the tightening of criteria for entering assets in the category of other intangible assets (IAS 38), 
only goodwill explains the share price and the stock returns when the different types of intangible assets are 
separated for the model using IFRS.  Investors therefore continue to only pay attention to goodwill. This 
phenomenon brings into question the investors’ perception of goodwill considering the reclassification during 
the changeover to IAS/IFRS which made it increase in a significant manner.  It also casts doubts on the 
usefulness for investors of IAS 38 which bans the entering of several unidentifiable intangible items on the 
balance sheet. 

Moreover, when we differentiate firms according to the intensity of their intangible assets, we notice 
that this criterion explains their stock price and their return only when using international standards. From this 
perspective, shareholders consider that a high intensity of total intangible assets is a source of future economic 
benefits. 

Finally, whether a company is listed on the British or American stock market has no resulting impact 
on the share price. 

In their annual report, the majority of companies have chosen the option offered by IFRS 1 to not 
reprocess business combinations which took place earlier than the date of transition, in other words, 1st January 

2004. Therefore, our comparative analysis between the application of IFRS and French GAAP has an 
imperfection. Indeed, the transition to IFRS will only be completed for accounts consolidated on 31st December 
2005. Accounts consolidated in 2004 for the majority of companies in our sample were drawn up without any 
pre-application of IAS 32 and 39 which concern financial instruments. The trends of stock prices and returns are 
not affected by the fair value of these financial instruments, which introduces supplementary bias in the veracity 
of our results. 
Moreover, it should be underlined that the sample used is made up of only 120 companies on the SBF 250 index 
using financial and stock market data from a single year (2004). Carrying out the study of a larger sample group 
and with a period of at least three years to look back over would enable us to more accurately capture the impact 
of international standards (a revised IAS 38 and IFRS 3) on the stock prices and returns of listed companies.  

Finally, we can conclude that goodwill under IAS/IFRS represents the synergies from business 
combinations and also from unidentifiable intangible assets reclassified under IAS 38. Doesn’t this phenomenon 
risk changing investors’ perception of goodwill?  
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% of total Assets N Mean Median Mean Median T test P value Rank N Z test P value

GW 120 11,98% 8,60% 15,96% 13,96% 4,790 0,000 positive
a

86 6,003 0,000

OINT 120 9,13% 3,52% 5,99% 2,31% -3,641 0,000 negativeb
74 -3,106 0,002

INTTOT 120 21,11% 19,36% 21,95% 20,05% 1,825 0,071 positivec
70 2,959 0,003

NI 120 3,95% 3,84% 4,59% 4,18% 4,124 0,000 positived
86 4,675 0,000

EQUI 120 37,58% 36,78% 37,25% 34,71% -0,764 0,446 negative
e

69 -1,390 0,165

Tableau 2 : Impact of the French GAAP to IFRS transition in 2004

(French GAAP versus IFRS)
French GAAP  IFRS Mean test

Wilcoxon test

Variable definitions (data source) :
Sample consists of French listed firms where transition to IFRS was mandatory in 2004. GW is goodwill, OINT are other intangible assets, 
INTTOT are total intangible assets, NI is net income and EQUI is owners' Equity. All data were collected from the Datastream database. 
Notes : 
a. GW IFRS > GW French GAAP,  b. OINT  IFRS < OINT French GAAP, c. INTTOT IFRS > INTTOT French GAAP,                         
d. NI IFRS > NI French GAAP, e. EQUI IFRS < EQUI French GAAP

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

[1] [2] [1] [2]
NIPS 4,647** 4,921** 5,983** 5,99**

(4,342) (4,555) (6,843) (6,883)
EQUIPSA 1,236** 1,201** 1,025** 1,03**

(10,883) (10,477) (12,577) (12,552)
INTTOTPS 0,597** 0,524**

(3,499) (3,672)
GWPS 0,65** 0,596**

(2,591) (3,316)
OINTPS 0,468 0,314

(1,477) (0,901)
HDTI 15,297 15,54 15,718* 16,084*

(1,877) (1,823) (2,060) (2,097)
Cotation -3,594 -4,883 -5,296 -5,351

(-0,408) (-0,547) (-0,652) (-0657)
Constant 10,42 10,517 6,948 6,816

(1,54) (1,494) (1,095) (1,071)

Number of observations 120 120 120 120
R-square 0,879 0,875 0,899 0,900
Adjusted R-squared 0,762 0,753 0,801 0,800
F 77,128 61,448 96,596 80,172
Prob > F 0,000 0,000 0,000 0,000

Table 3: Regression analysis of stock prices: French GAPP & IFRS 

 PRICE MODEL

French GAAP  IFRS

 Two regression models with Pi,j  as the dependent variable. Pi,j is the stock price for firm i 3 months after fiscal year-end t. The sample  consists of 
French listed firms under Local GAAP and IFRS in 2004. NIPSi,t is the net income per share for firm i at time t. EQUIPSAi,t is the book value of 
owners' equity per share, adjusted of total intangible assets, for firm i at time t. INTTOTPSi,t  are total intangible assets per share for firm i at time t. 
GWPSi,t is the goodwill per share for firm i at time t.  OINTPSi,t  are other intangible assets per share for firm i at time t. 
Notes :
*, ** and *** represent significance at 10%, 5% and 1% levels respectively. All data were collected frome the Datastream database.
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[3] [4] [3] [4]
NIPS 0,02766** 0,02623** 0,02633** 0,02699**

(4,197) (4,175) (4,317) (4,253)
EQUIPSA 0,006139** 0,005104* 0,005244** 0,005082*

(2,721) (2,359) (2,611) (2,415)
INTTOTPS 0,006002* 0,006393**

(2,170) (2,710)
GWPS 0,006975* 0,006908*

(2,019) (2,129)
INTPS -0,002643 0,004854

(-0,409) (0,868)
HDTI -0,04812 -0,04278 -0,07431* -0,09175*

(-1,273) (-1,196) (-2,077) (-2,495)
Cotation -0,113** -0,103* -0,07263 0,0832

(-2,618) (-2,503) (-1,782) (-1,927)
Constant 0,231** 0,244** 0,214** 0,237**

(8,586) (9,529) (8,078) (8,694)

Number of observations 103 103 103 103
R-square 0,529 0,525 0,564 ,569
R2 ajusté 0,243 0,230 0,283 0,282
F 7,536 6,083 9,069 7,737
Prob > F 0,000 0,000 0,000 0,000

Table 4: Regression analysis of stock returns: French GAAP & IFRS 

 RETURN MODEL

French GAAP  IFRS

 Two regression models with Ri,j  as the dependent variable. Ri,j is the stock return for firm i 3 months after fiscal year-end t. The sample  consists 

of French listed firms under Local GAAP and IFRS in 2004. NIPSi,t is the variation of net income per share for firm i at time t. EQUIPSAi,t is 

the variation of the book value of owners' equity per share, adjusted of total intangible assets, for firm i at time t. INTTOTPSi,t  are the variation 

ot the total intangible assets per share for firm i at time t. GWPSi,t is the variation of the goodwill per share for firm i at time t.  OINTPSi,t  are 
the variation of the other intangible assets per share for firm i at time t. 
Notes :
*, ** and *** represent significance at 10%, 5% and 1% levels respectively. All data were collected frome the Datastream database.
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i This standard was approved in July 1998 and revised in March 2004. It prescribes the accounting treatment of 
intangible assets which are not specifically treated by other standards and applies to expenditure on R&D, 
advertising, training, etc.  
ii Asset which could be sold without giving up other company assets. 
iii The fair value is the amount for which the asset could be exchanged, or a liability extinguished, between well-
informed consenting parties and respecting normal competitive conditions (NC 38, § 8).  
iv Regulation concerning accounting regulations and methods applicable to consolidated accounts. 
v This excludes fundamental research costs, training and advertising as well as brands.  
vi In the continuation of the article, ‘other intangible assets’ will be defined as total intangible assets less the 

goodwill. 
vii The regulation concerning the publication of information on listed companies varies from one country to 
another. Thus, German and Swiss accounting regulations authorize companies listed on the British and 
American stock markets to apply solely the IAS/IFRS or US GAAP accounting standards (Bessieux Ollier, 
2006).  
viii These are generally companies which have not published their financial statements under international 
standards in their annual report, which necessitated research into their accounting data under IFRS by looking in 
the BALO. 
ix We specify once again, that total intangible assets are made up of goodwill and other intangibles. 
x The interpretation of this analysis is identical if the accounting data is shown per share and not as a percentage 
of total assets. 
xi When the rank-sum of positive differences is higher than the rank-sum of negative differences, the values of 
financial data such as the net income, total intangible assets and goodwill, expressed as the percentage of total 
assets and valued according to international standards, are higher than those evaluated using French standards. 
xii This model was inspired by theoretical work on evaluation models (Ohlso, 2001). 
xiii Total intangible assets, as a percentage of total assets, are on average 21.11% using French standards and 
21.95% using IFRS standards. Companies which have total intangible assets higher than the average are 
considered as having a high intensity of intangible assets and vice versa. 
xiv Unidentifiable intangibles such as brands, market share, etc. 
xv This procedure which diagnoses observations to identify atypical points was complemented by the study of 
diagrams of standardized residual. 
xvi The indexes of conditioning are all below 5, in other words, well below the critical limit fixed at 30 (Besley, 
Kuh and  Welsch, 1980). 
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Abstract 
 
Many countries often provide low tax rates to induce domestic or foreign corporate investments. In addition, an 
accelerated depreciation can be used for the inducement. Such incentives and interest rates affect both the profit and 
risk aspects of corporate investments. The objective of this paper is to conduct sensitivity analyses to examine the 
effectiveness of an accelerated depreciation under different levels of tax rates and also the effectiveness of tax 
incentive under different levels of interest rates based on the mean-variance model derived by Kim, et al. [8] 
 
Introduction 
 
Many countries provide primarily low tax rates to induce foreign corporate investments. However, other 
incentives such as accelerated depreciation and low interest loan can be used along with low tax rates. The 
effectiveness of such additional investment incentives on influencing the profit and risk aspects of investment 
projects is an important policy issue especially to the countries such as China and South Korea [15] [13] which 
do not allow any accelerated depreciation. 
 Interest rates also play an important role in affecting the profitability of long term corporate 
investments due to the fact that the interest rates are used as a discount rate for the NPV. Therefore, the 
effectiveness of these additional incentives can be different depending on the level of tax incentives.     
 For successful inducement of corporate investments, the incentive should provide meaningful profit 
prospect from risky corporate investments. Traditionally, a risky investment project is evaluated based on the 
risk-adjusted NPV method which uses a risk-adjusted discount rate to accommodate the risk aspect of 
investment projects. However, the E(NPV) so computed  does not accurately capture the risk aspect of the 
project. This is because the size of the expected profit alone is not enough information to make the accept/reject 
decision. A project that is expected to generate a very large profit is not necessarily an attractive investment if 
the probability of loss is very high. Therefore, the separate assessment of both the profit and risk aspects of a 
project is more appropriate in evaluating risky investment. 
 Kim et al. [8] derived the first two moments (Expected Value and Variance) of the NPV (Net Present 
Value)  based on cash flow components which include not only various revenue and cost items but also taxes,  
interest rates,  and depreciations. It should be noted that once the first two moments are known, it is possible to 
derive the complete probability distribution of the underlying random variable based on Tchebycheff’s 

inequality even when the underling probability distribution is unknown. For example, for the risk aspect of a 
project, the probability that a project’s NPV is greater than or equal to 0 (P(NPV  0)) can be easily derived 
based on Tchebycheff's inequality.  The mean-variance model can be used to evaluate the impact of investment 
incentives on the profit and risk aspects of an investment project.  
 Using the mean-variance model, Kim el al. [9] examined the effectiveness of the tax incentive and 
showed the following:  
 First, at a very low corporate tax rate, the probability that a project’s NPV is profitable ((P(NPV>0)) is 
not very sensitive to an additional tax incentive (additional tax reduction).  Therefore, countries with low 
corporate tax rates such as Hong Kong where the corporate tax rate is 15%, an additional tax incentive 
(additional tax reduction) to multinational firms does not provide any meaningful incentive to induce foreign 
investments.  
 Second, However, when corporate tax rates are high, the probability that P(NPV>0) is very sensitive to 
changes in the corporate tax rate. This implies that countries such as the U.S.A. which impose relatively high 
corporate tax rates can significantly deteriorate the profit prospect of foreign investments of multinational firms 
if they raise tax rates even by a very small amount. It also implies that when corporate tax rates are high, tax 
incentives (lowering tax rates) can be a very effective policy in inducing foreign investment. 
 The effectiveness of an additional incentive such as accelerated depreciation can be different depending 
on the level of tax incentives.  It is possible that when a very low tax rate is already provided as an investment 

mailto:kims@mail.montclair.edu
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incentive, an additional incentive such as accelerated depreciation may not provide a meaningful improvement 
of profitability of corporate investments. 
 In addition, since the interest rate which is used as the discount rate for the NPV is an important 
variable affecting the profitability of corporate investments, it is possible that the effectiveness of the tax 
incentive found by Kim et al. [9] can be different depending on the level of interest rates.  
 The objective of this paper is to conduct sensitivity analyses to examine the effectiveness of an 
accelerated depreciation and tax incentive, also to examine how the level of interest rates affect the effectiveness 
of the tax incentive based on the mean variance model derived by Kim et al. [8], and to provide guidelines how 
investment incentives should be provided. The sensitivity analyses were conducted using a numerical example 
based upon a typical manufacturing investment project used by Kim et al. [8] 
 The next section briefly reviews the mathematical model which was derived by Kim et al.  [9]  Section 
III covers the sensitivity analyses.  Section IV contains the conclusion. 
 
Review of Mean-Variance Model 
 
The expected NPV is found such that  
 
                                                                                       n     E(Ct)  
                                                                    E(NPV) =    ————  - Co                         (1) 
                                                                                     t=1  (1 + rf )

t  
 
where E(Ct) = the expected periodic cash flow at period t, Co = the initial investment, rf = the risk-free  discount 
rate, n = the project's useful life.  As shown by Hillier [5], the variance of the NPV can be written as: 
 
                                                                       n    n            1     
                                                 Var(NPV)=           —————  rpq p q                           (2) 
                                                                      p=1 q=1   (1+rf )

p+q  
 
where rpq = the inter-temporal correlation coefficient between cash flows of pth and qth periods, n = the project’s 

useful life, and p ( q) = the standard deviation of the periodic cash flow for period p(q). The inter-temporal 
correlation coefficients, rpq, are considered the most difficult parameters to be estimated especially in the case of 
lengthy multi-period investment projects due to the large number of rpq that must be estimated. Numerous papers 
[1][2][3][4][5][10][11] were published associated with the estimation of the inter-temporal correlation 
coefficients. All these methods, however, have difficulties because the assumptions are not realistic or the 
information required is not easily available.  
      According to equation (1), Var(NPV) is a function of the four variables: n, rf, p, and rpq.  In order to 
measure the impact of tax and depreciation on Var(NPV), it is necessary to derive p, and rpq based on cash flow 
components. S.H. Kim, E.H. Elsaid, and D.J. Kim [8] derived them based on cash flow components as follows. 

The periodic cash flows (Ct) which are composed of cash flow components can be expressed as: 
 

                                                                 k                  m 
                                                  Ct = At (   Cti     -        Cti ) + DtTt                    for t=0,1,..n                 (3) 
                                                                i=1            i=k+1 
 
where the subscript t represents tth period, At = (1 - Tt ) = the corporate after-tax earnings rate, Cti = ith 
component cash flow  which  represents cash inflow when  i  k and  cash  outflow when i > k, m = total 
number of component cash flows, k = total number of component cash inflows, and Dt = depreciation. The 
component cash flows (Cti) include items such as sales revenue, any cash saving, service revenue, royalties, 
material cost, wages, advertising cost, and so forth. 
 Then, E(Ct) and Var(Ct) were derived as follows: 
 

                                                                                 k                m 
                                                            E(Ct) = At[(   E(Cti )  -    E(Cti )) + DtTt   for t= 1,..n               (4) 
                                                                                i=1            i=k+1 
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                                          m             k       k                   k     m                    m       m 
                 Var(Ct) = At²(   ²ti + 2          ij ti tj - 2        ij ti tj + 2           ij ti tj)   for t= 1,..n    (5) 
                                         i=1           i=1  j=i+1              i=1 j=k+1            i=k+1 j=i+1   
 

where E(Cti) = the expected ith component cash flow of the tth period, ij = the correlation coefficient between the 
ith and the jth component cash flows, ti ( tj) = the standard deviation of the ith (jth) component cash flow for 
period t, and other notations are the same as defined before. 
 Then, the inter-temporal correlation coefficient between pth and qth periods can be derived as: 
 
             1                 m  m           k    m                                    k                m 
  rpq = ——{ ApAq[     Eij - 2        (Eij+Eji )]+ ApDqTq[   E(Cpi ) -    E(Cpi)]+E(Cq )[DpTp - E(Cp )]}       (6) 
           p q            i=1 j=1        i=1 j=k+1                             i=1           i=k+1  
 
where Eij = piqj pi qj + E(Cpi )E(Cqj ), piqj = the inter-temporal correlation coefficient between ith cash flow 
component of pth period and jth cash flow component of qth period, and other notations are the same as defined 
before except that the subscripts p and q are used for periods p and q.  
 According to equations (5) and (6), the variance of the cash flows and the inter-temporal correlation 
coefficients are a function of six of the following variables: At, Dt, E(Cti), ti, rij, and piqj .   The first three 
variables are the information required for the expected periodic cash flows which are essential for the E(NPV).  
Without these variables, the project evaluation itself is not possible. Regarding the fourth and fifth variables ( ti, 
rij), Hillier [5][6] showed estimation methods by extending the PERT (Program Evaluation and Review 
Technique) which was originally developed by Malcolm,  Roseboom, Clark, and Fazar [12].  Also, Kim and 
Elsaid [7] extended Hillier’s estimation method. Since Hillier [5][6] and Kim and Elsaid  [7] already showed 
how these two variables can be derived, the only additional variable which needs to be estimated is piqj. 
 Depending on projects, the total number of piqj can be significant. However, it should be noted that the 
two variables, ij and piqj are closely related. The former is correlation coefficients between two cash flow 
components and the latter represents the inter-temporal correlation coefficient between two cash flow 
components of two different periods. The correlation coefficients which represent the relationship between two 
cash flow components are expected to remain relatively the same during the project life. On the other hand, the 
inter-temporal correlation coefficients, piqj, decay away as the time lag (the difference between p and q) 
increases.  For example, consider the impact of an advertisement in a certain period on sales of later periods. 
 Therefore, a practically feasible approach is to estimate piqj based on a constant annual decay rate just 
as a constant annual dividend growth rate is assumed for the common stock valuation.  It is practically 
impossible to estimate all possible future dividends without making a certain assumption regarding the dividend 
growth rate.  Just as the constant dividend growth model is modified depending on the nature of the growth rate 
of different stocks, the estimation model based on a constant decay rate can be also adjusted depending on the 
nature of the decay rate of different projects. Let  = the constant annual decay rate for the ij . Then, one 
possible way at which the inter-temporal correlation coefficient between two components of two different 
periods can decay away is:  
 
                                                                                       piqj = q-p

ij                    (7) 
 
where q    p. The decay rate which can range: 0    1 may not be constant and will be impossible to be 
accurately estimated. However, it should be noted that equation (6) makes it possible to perform sensitivity 
analysis to observe the impact of a possible range of the decay rate on the rpq,  Var(NPV), and  probability 
distribution of the project’s NPV. Since the main concern of this paper is to examine the impact of incentives, it 
will be assumed that the first five variables and a reasonable decay rate are provided. 
 
Sensitivity Analysis 
 
S.H. Kim, E.H. Elsaid, and D.J. Kim [8, 1999] used a typical long term investment project in their paper. The 
same example was used for the sensitivity analysis. Suppose that a multi-national firm (Associated Automobile 
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Company (AAC)) is considering producing a new energy saving auto part containing computer chips which was 
developed by the company.  The device can be installed in new as well as in used cars.  To produce this device, 
equipment worth $4.5 million will be needed.  Technological advances will limit the project's life to ten years.   
 Suppose that AAC's management has made three estimates (optimistic, most likely, and pessimistic 
estimates) for each cash-flow component for the next ten years, as shown in Table 1. 
 
TABLE 1: OPTIMISTIC, MOST LIKELY, AND PESSIMISTIC ESTIMATES OF CASH FLOW COMPONENTS (000'S) 

  
 There are three and six cash inflow and outflow components:X1 ( new car market sales), X2  (used car 
market sales ), X3  (royalties from licensing agreements with foreign car manufacturers), X4  (labor cost of X1), 
X5 (labor cost of X2), X 6 (material cost of X1), X 7 (material cost of X2),  X8 (advertising and sales promotion), 
X9 (other selling and delivery expenses), and X10 (general and administrative expenses). 
 
 Given the estimates of cash flow components, the project's E(Ct ), Var(Ct ) and rpq can be measured as 
follows: For  the  estimation  of  expected  values  and  standard  deviations  for  the  random  cash  flow  
components (X1 - X10 ), the method suggested by Wagle [14] and Hillier [6], can be used. According to the 
method, the two parameters can be estimated as follows:     
                                                                                   1 
                                                                     E(X) =  — [Xpes + 4Xmost + Xopt ]                (8) 
                                                                                   6 
  
                                                                                   1 
                                                                 Var(X) = [— (Xopt - Xpes )]

2                         (9) 
                                                                                   6   
 
where Xpes = pessimistic estimate, Xmost = most likely estimate, and Xopt = optimistic estimate. The expected 
values and standard deviations of cash flow components which are shown in Table 2 were computed using the 
three estimates in Table 1 and equations (8) and (9). 

   Variable Year  1 2 3 4 5 6 7 8 9 10 

 
X1 

Optimistic 
Most likely 
Pessimistic 

5,000 
4,165 
2,533 

7,000 
5,831 
2,786 

10,000 
  8,330 
  3,040 

12,500 
10,413 
  3,546 

12,500 
10,413 
  3,546 

10,000 
  8,330 
  3,293 

7,000 
5,831 
2,786 

7,000 
5,831 
2,533 

5,000 
4,165 
1,520 

2,500 
2,083 
   760 

 
X2 

Optimistic 
Most likely 
Pessimistic 

1,000 
835 
507 

3,000 
2,499 
   507 

  5,000 
  4,165 
     760 

  7,500 
  6,248 
  1,013 

10,000 
  8,330 
  1,267 

10,000 
  8,330 
  1,267 

7,500 
6,248 
1,013 

7,500 
6,248 
   507 

5,000 
4,165 
   507 

2,500 
2,083 
   253 

 
X3 

Optimistic 
Most likely 
Pessimistic 

120 
100 

            61  

   200 
   167 

 66 

     200 
     250 
       76 

     400 
     333 
       91 

     450 
     375 
       96 

 400    
 333 
    91 

   290 
   242 
     76 

   290 
   242 

 61 

   200 
   167 

 41 

   100                    
     83 
     20 

 
X4 

Optimistic 
Most likely 
Pessimistic 

 1,075 
    8 9 5 
        5 4 5  

1,582 
1,318 
   599 

  2,370 
  1,974 
     654 

  3,025 
  2,572 
     762 

  3,088 
  2,572 
     763 

  2,420 
  2,016 
    7 0 8 

1,659 
1,382 
   599 

1,659 
1,382 
   545 

1,130 
   942 
   327 

   538 
   448 
   164 

 
X5 

Optimistic 
Most likely 
Pessimistic 

    215 
   180 
   109 

   678 
   565 
   109 

  1,185 
     987 
     163 

  1,815 
  1,543 
     218  

  2,470 
  2,058 
     272 

  2, 4 2 0 
  2, 0 1 6 
     272  

1,778 
1,481 
   218 

1,778 
1,481 
   109 

1,130 
   941 
   109 

   537 
   448 
     54 

 
X6 

Optimistic 
Most likely 
Pessimistic 

2,150 
1,791 
1,089 

3,080 
2,566 
1,198 

  4,500 
  3,749 
  1,307 

  5,625 
  4,686 
  1,524  

  5,750 
  4,790 
  1,525 

  4,500 
  3,749 
  1,416 

3,150 
2,624 
1,198 

3,150 
2,624 
1,098 

2,200 
1,833 
   654 

1,075 
   896 
   327 

 
X7 

Optimistic 
Most likely 
Pessimistic 

     4 3 0 
     3 5 9 
     2 1 8 

1,320 
1,100 
   218 

  2,250 
  1,874 
     327 

  3,375 
  2,811 
     436 

  4,600 
  3,832 
     545 

  4,500 
  3,748 
     545 

3,375 
2,812 
   436 

3,375 
2,812 
   218 

2,200 
1,832 
   218 

1,075 
   895 
   109 

 
X8 

Optimistic 
Most likely 
Pessimistic 

     2 8 8 
     2 4 0 
     1 4 6 

   480 
   400 
   158 

 500 
450 
137  

 500 
 500 
 164 

     500 
     450 
     116 

     480 
     400 
     109 

   500 
   500 
   182 

   500 
   500 
   146 

   240 
   200 

 80 

   120 
   100 
     80 

 
X9 

Optimistic 
Most likely 
Pessimistic 

     4 1 0 
     3 5 0 
     1 8 5 

   613 
   513 
   192 

868 
717 
205 

  1,122 
 921 
 225  

  1,249 
  1,023 
     232 

   1,122 
      921 
      225 

   842 
   697 
   205 

   842 
   697 
   185 

   613 
    513 
   158 

   359 
   309 
   132 

 
X10 

Optimistic 
Most likely 
Pessimistic 

     7 8 0 
     7 5 0 

5 3 0 

1,000 
   950 
   537 

  1,275 
  1,200 
      550 

  1,550 
  1,450 
     570 

  1,688 
  1,575 
     577 

   1,550 
   1,450 
      570 

1,247 
1,175 
  550 

1,247 
1,175 
   530 

1,000 
   950 
   503 

   725 
   700 
   477 
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TABLE 2: EXPECTED VALUES AND STANDARD DEVIATIONS OF CASH FLOW COMPONENTS (000'S) 

 
 TABLE 3: CORRELATION COEFFICIENT MATRIX FOR COMPONENT CASH FLOW 

 
 
 
 
 
 
 
 
                                                                                                                                                                                      
  
 The original PERT method proposed by Malcolm,  Roseboom, Clark, and Fazar [12] does not provide 
any estimation procedure for the correlation coefficients ( ij). Hillier [5][6] and Kim and Elsaid [7] showed  how 
to derive the correlation coefficients between an investment project's cash flow components for PERT technique 
based on the regression slope parameter.  Therefore, rather than repeating the lengthy estimation method 
proposed by Kim and Elsaid, this paper assumes that  ij are already estimated.  Table 3 depicts the assigned ij.  
 

TABLE 4: PERIODIC CASH FLOW, EXPECTED NPV, STANDARD DEVIATION, AND P(NPV>0) 
UNDER DIFFERENT TAX RATES AND DEPRECIATION METHODS (000'S) 

  Tax  
Rates 

Deprec- 
 iation 

 
1 2 3 4 5 6 7 8 9 10 

E(NPV)        
  NPV 

P(NPV>0)       
(%) 

0% SL  E(Ct)      
t 

532  
171 

1022 
422 

1660 
706 

2364 
1021 

2626 
1150 

2498 
1009 

1554 
681 

1518 
735  

1142 
550 

362  
290 

4074  
2356 

66.56% 

SYD  E(Ct)      
t 

532  
171 

1022 
422 

1660 
706 

2364 
1021 

2626 
1150 

2498 
1009 

1554 
681 

1518 
735  

1142 
550 

362  
290 

4074  
2356 

66.56% 

5% SL  E(Ct)     
t 

528   
162 

994  
401 

1600  
671 

2268  
970 

2517  
1093 

2395  
959 

1499  
647 

1465  
698 

1107  
522 

367   
276 

3772  
2238 

64.80% 

SYD  E(Ct)     
t 

546 
162 

1008 
  401 

 1610 
   671 

2274 
970 

2519 
1093 

2393 
959 

1493 
647 

1455 
698 

1093 
522 

34827
6 

3794 
2238 

65.19% 

10% SL  E(Ct)     
t 

524  
154 

965  
380 

1539  
636 

2172  
919 

2408  
1035 

2293  
908 

1445  
613 

1411  
661 

1073  
495 

371   
261 

3471  
2120 

62.68% 

Year  
Variable 

1 2 3 4 5 6 7 8 9 10 

E(X1) 
1 

  4,032 
     411 

5,518 
   7 0 2 

  7,727 
  1,160 

 9,616 
 1,492 

  9,616 
  1,492 

7,769 
1,118 

 5,518 
    702 

  5,476 
     7 4 5 

 3,863 
    5 8 0 

1,932 
   2 9 0 

E(X2) 
2 

     808 
  82 

2,251 
   416 

  3,737 
     707 

 5,584 
 1,081 

  7,431 
  1,456 

7,431 
1,456 

 5,584 
 1,081 

  5,500 
  1,166 

 3,695 
    749 

1,848 
   3 7 5 

E(X3) 
3 

       97 
       10 

   156 
22 

     229 
       37 

    304 
 52 

     340 
       59 

   304 
 52 

       2 2 2 
           3 6 

220 
  38 

151 
  27 

         7 5 
         1 3 

E(X4) 
4 

     867 
       88 

1,242 
   164 

  1,820 
     286 

 2,346 
    377 

  2,357      
     388 

1,865 
   285 

 1,298 
    1 7 7 

 1,289 
    186 

871 
134 

      4 1 6 
          6 2 

E(X5) 
5 

174 
  18 

   508 
 95 

     883 
     170 

 1,368 
    266 

  1,829 
     366 

1,793 
   358 

 1,320 
    260 

 1,302 
    278 

834 
170 

       3 9 7 
  8 1 

E(X6) 
6 

  1,734 
     177 

 2,424 
    314 

  3,467 
     532 

 4,316 
     684  

  4,406 
     704 

3,485 
   514 

 2,474 
    3 2 5 

 2,456 
    344 

  1,698 
     258 

       8 3 1 
       1 2 5 

E(X7) 
7 

 347 
  35 

    990 
    184 

  1,579 
     321 

 2,509 
    490 

  3,412 
     6 7 6 

3,340 
   659 

 2,510 
        4 9 0 

 2,474 
    526 

  1,624 
     330 

       7 9 4 
       1 6 1 

E(X8) 
8 

232 
  24 

    373 
      54 

     406 
       61 

    444 
 56 

4 0 3 
             64 

   365 
 62 

        4 4 7 
            5 3 

441 
  59 

18 
27 

       1 0 0 
     7 

E(X9) 
9 

333 
  38 

    476 
      70 

     657 
     111 

    839 
    150 

9 2 9 
 170 

   839 
   150 

6 3 9 
1 0 6 

636 
110 

 471 
  76 

        2 8 8 
   3 8 

E(X10) 
10 

718 
  42 

    890 
      77 

  1,104       
     121 

 1,320 
    163 

 1,428 
    1 8 5 

1,320 
      163 

 1,083 
    1 1 6 

 1,080 
    120 

       88 
       83 

        6 6 7 
            4 1 

    X1    X2     X3    X4    X5 X6    X7    X8    X9    X10 
X1 1.00          
X2 .60 1.00         
X3 .40 .30 1.00        
X4 .94 .20 .10 1.00       
X5 .20 .94 .10 .20 1.00      
X6 .98 .30 .20 .95 .10 1.00     
X7 .30 .98 .20 .10 .95 .20 1.00    
X8 .50 .70 .30 .20 .30 .20 .30 1.00   
X9 .4`0 .50 .05 .10 .12 .10 .12 .05 1.00  
X10 .20 .20 .10 .10 .10 .10 .10 .05 .05 1.00 
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  Tax  
Rates 

Deprec- 
 iation 

 
1 2 3 4 5 6 7 8 9 10 

E(NPV)        
  NPV 

P(NPV>0)       
(%) 

SYD  E(Ct)     
t 

 560 
154 

 994 
 380 

1560 
636 

2185 
919 

2413 
1035 

2889 
908 

1432 
613 

1391 
661 

1044 
495 

33426
1 

3513 
2120 

63.57% 

15% SL  E(Ct)      
t 

520  
145 

937  
359 

1479  
600 

2077  
868 

2300  
978 

2191  
858 

1389  
579 

1358  
624 

1038  
467 

375   
247 

3169  
2003 

60.07% 

SYD  E(Ct)     
t 

575   
145 

980   
359 

1509  
  600 

2095  
  868 

2306  
  978 

2184  
  858 

1370 
  579 

1327 
  624 

995  
  467 

320  
247 

3233 
2003 

61.62% 

20% SL  E(Ct)     
t 

515  
137 

908  
337 

1418  
565 

1981  
817 

2191  
920 

2088  
807 

1333  
545 

1305  
588 

1003  
440 

380  
232 

2868  
1885 

56.80% 

SYD  E(Ct)     
t 

589   
137 

965   
337 

1459    
565 

2006    
817 

2199    
920 

2080    
807 

1309    
545 

1264    
588 

964    
440 

30623
2 

2952 
1885 

59.24% 

25% SL  E(Ct)     
t 

511  
128 

879  
316 

1358  
530 

1885  
766 

2082  
863 

1986  
757 

1278  
511 

1251  
551 

969  
412 

384  
218 

2566  
1767 

52.58% 

SYD  E(Ct)     
t 

603   
128 

951   
316 

1409    
530 

1916    
766 

2092    
863 

1976    
757 

1248    
511 

1200    
551 

897    
412 

29221
8 

2672 
1767 

56.26% 

30% SL  E(Ct)     
t 

507  
120 

851  
295 

1297  
494 

1790  
715 

1973  
805 

1883  
707 

1223  
477 

1198  
514 

934  
385 

389  
203 

2265  
1649 

46.96% 

SYD  E(Ct)     
t 

618   
120 

937   
295 

1358    
494 

1827    
715 

1985    
805 

1871    
707 

1186    
477 

1136    
514 

848    
385 

27820
3 

2391 
1649 

52.44% 

35% SL  E(Ct)      
t 

503  
111 

822  
274 

1237  
459 

1694  
664 

1864  
748 

1781  
656 

1168  
443 

1144  
477 

900  
357 

393  
189 

1963  
1531 

39.14% 

SYD  E(Ct)     
t 

632   
111 

922   
274 

1308    
459 

1737    
664 

1879    
748 

1767    
656 

1125    
443 

1073    
477 

799    
357 

 264 
189 

2111  
1531 

47.38% 

40% SL  E(Ct)     
t 

499  
103 

794  
253 

1176  
424 

1598  
613 

1756  
690 

1679  
606 

1113  
409 

1091  
441 

865  
330 

397   
174 

1661  
1414 

27.60% 

SYD  E(Ct)     
t 

646   
103 

908   
253 

1258    
424 

1647    
613 

1772    
690 

1662    
606 

1064    
409 

1009    
441 

750    
330 

25017
4 

1831 
1414 

40.37% 

45% SL  E(Ct)     
t 

495  
94 

765  
232 

1116  
388 

1503  
562 

1647  
633 

1576  
555 

1057  
375 

1037  
404 

830  
302 

402  
160 

1360  
1296 

9.19% 

SYD  E(Ct)     
t 

661  
  94 

894   
232 

1208    
388 

1558    
562 

1665    
633 

1558    
555 

1002    
375 

945    
404 

702    
302 

23616
0 

1550 
1296 

30.13% 

 
For the sensitivity analysis of the effectiveness of an accelerated depreciation, the expected values (E(Ct )) and 
variances (Var(Ct )) of each periodic cash flow were computed  using the data in Tables 2 and 3, equation(4) 
and (5), and ten different average tax rates (0 to 45% with 5% increment) under two different depreciation 
methods (the straight line and the sum of year’s digit depreciation methods). Table 4 shows the computed values 
of  the  expected values and standard deviations of each periodic cash flow.       
 Then the inter-temporal correlation coefficients,  rpq were  computed using  equation (6) and  the 
different tax rates. Tables showing all computed rpq were not prepared because of the huge number of the 
correlation coefficients. For the computations of rpq, a decay rate of .6 was used for piqj such 
that: piqj=(0.6)q-p

ijwhere q > p.   
 The first two moments, E(NPV) and Var(NPV) were computed based on the estimated values of E(Ct),  

t, rpq, and equations (1) and (2). Table 4 shows the computed E(NPV)s and the standard deviations of the NPV 
under the ten different average tax rates which range 0 to 45%.  The same table shows P(NPV  0), the 
probability that the project’s NPV is greater than zero -- the possibility that the project can be profitable.  For the 
computation of the probability, the Tchebycheff’s inequality was used to evaluate the possible range of NPV 
such that  
 
                                                                                                                                   1 
                                                P[E(NPV) + h NPV   NPV  E(NPV) - h NPV ]    —            (10)          
                                                                                            h²  
 
for all h regardless of the probability distribution of the NPV, where h represents any real number.    
 



1031 

 
 
              FIG. 1: TAX RATES AND PROFIT (NPV)                                              FIG. 2: TAX RATES AND RISK 
 
Figures 1 and 2 summarize the table. The two figures show that as the tax rates increase, the E(NPV) decreases 
at a constant rate. But the probability that P(NPV>0) decreases at an increasing rate. It implies that  at very low 
tax rates, P(NPV  0) is not sensitive to  changes in the tax rate. Therefore, under a very low average tax rate 
(strong tax incentive), an additional investment incentive in the form of accelerated depreciation is not a good 
incentive policy because of the insignificant improvement of a project’s profit and risk. It also shows that 
P(NPV  0) is very sensitive at higher tax rates. For example, Figure 2 shows that at corporate tax rates higher 
than 30%, the probability that a typical investment project can be profitable ( P(NPV  0) ) becomes much less 
than 50% at an increasing rate. A careful observation of Figure 2 also reveals that when the corporate tax rate is 
higher than 30%, accelerated depreciation becomes very effective incentive. This is because P(NPV  0) under 
accelerated depreciation is getting much higher than the P(NPV  0) under straight line depreciation when the 
tax rate rises above 30%.  
 To examine the impact of the level of interest rates on tax incentives, the same example was used to 
generate the following four figures (3 to 6). Figures 3 and 4 show how under different tax rates, the E(NPV), 
σNPV, and P(NPV > 0) change when the interest rate (discount rate) is 8%.  Figures 5 and 6 show how the 
(E(NPV) and P(NPV > 0)) decline when the interest rate is unusually low or high.  For the unusually low and 
high interest rates, 2% and 17% were used.  
 Figure 4 shows that when the interest rate is 8% (not unusually low or high), the P(NPV > 0),  the 
probability that the project can be profitable, declines at a slowly increasing rate as the corporate tax rate rises.  
However, Figure 6 shows that when the interest rate is unusually low (2%), the P(NPV > 0) is not very sensitive 
to changes in corporate tax rates. Figure 6 also shows that when the interest rate is unusually high (17%), the 
decline of P(NPV > 0) accelerates as the corporate tax rate rises. The implication is that when the effectiveness 
of tax incentive increases as interest rates rise.  In other word, under extremely low interest rate, the tax 
incentive is not meaningful but at higher interest rates, the tax incentive is very effective. 
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E(NPV) and Standard Deviation When Discount Rate = 8%
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      FIG. 3:  E(NPV) &  σNPV   UNDER DIF TAX RATES              FIG. 4: P(NPV > 0 ) UNDER DIF TAX RATES 
 

E(NPV) When Discount Rate = 2 or 17%
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            FIG. 5:  E(NPV) UNDER DIF TAX RATES                     FIG. 6: P(NPV > 0 ) UNDER DIF TAX RATES 
  
 

CONCLUSION 
 
Traditionally, a risky investment project is evaluated based on the risk-adjusted NPV method which uses a risk-
adjusted discount rate. However, the E(NPV) so computed  does not accurately capture the risk aspect of the 
project.  Separate assessment of both the profit and risk aspects of a project is necessary in evaluating risky 
investment projects. For this reason, the mean-variance models derived by Kim et al. [8] were used for the 
sensitivity analysis to properly examine the effectiveness of investment incentives. The sensitivity analyses were 
conducted using a numerical example based upon a typical manufacturing investment project.   
 The analyses provided very important guidelines for the investment incentive policy.  First, it revealed 
that the level of interest rates plays an important role.  The tax incentive is not effective under very low interest 
rates. The effectiveness of tax incentive increases as interest rates rise.  Second, the additional incentive 
(accelerated depreciation) is not effective under low tax rates but the effectiveness grows as the  tax rates rises, 
implying that under a very low tax rate (a strong tax incentive), an additional investment incentive in the form of 
accelerated depreciation is not an effective incentive. 
 In summary, both the sensitivity analyses indicate that any additional investment incentive such as 
accelerated depreciation is not effective (not necessary) if a strong tax incentive (very low tax rate) is provided 
and also tax incentives are not effective under very low interest rates. 
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Abstract 
 
This paper explores the economic concept of interest in the Jewish faith.  First, it delves into the Biblical 
origins of interest free loans in Judaism.  Several religious authorities including authors and rabbis provide 
their interpretations of these religious passages pertaining to interest, lending, and borrowing.  They discuss 
why religious texts ban the charging of interest on loans between Jews but allow it between a Jew and a non-
Jew. Next, a modern-day rabbi explains why the Torah obligates one to lend money but not to borrow money. 
The paper then discusses how rabbinical law extended the rules on borrowing and lending without interest.  
In the second section, the paper details the history of usury in Judaism. It talks about how Jews acquired the 
stereotype of greedy money lenders and how Jews in medieval ages made money lending a lucrative business. 
It also talks about how Christians from the medieval ages were just as guilty as the Jews in charging excessive 
interest rates on loans. In the third section, the paper provides a brief history of how interest-free loan 
societies and credit unions evolved in the Jewish community and influenced the American banking system.  It 
also talks about how these financial institutions paved the way for Jewish immigrants from Eastern Europe to 
start their own businesses and obtain higher education.   
 
Judaic origins of interest-free loans 

 
There are two biblical passages in the Jewish faith that forbid the taking of interest on loans.   

“If you lend money to any of My people, even to the poor with thee, thou shalt not be to him as a creditor; 

neither shalt thou lay upon him interest” (Exodus 22:24).   
“Thou shalt not lend upon interest to thy brother: interest of money, interest of victuals, interest of anything 

that is lent upon interest. Unto a foreigner thou mayest lend upon interest; but unto thy brother thou shalt not lend 
upon interest; that the Lord thy God may bless thee in all that thou puttest thy hand into, in the land whither thou 
goest in to possess it” (Deuteronomy 23:20-21). (Rabbi Louis Jacobs) 

The Talmud interpreted these verses very strictly, so much so that even greeting the borrower differently 
after a loan was granted is forbidden. (Roth)  

According to Rabbi Jacobs, a loan to a poor man was a basic act of kindness in order to help him get by till 
the next harvest or assist him with buying farming equipment. If one was to charge the poor man interest on the 
loan, he would only be further impoverishing the poor man.  On the other hand, a Jew has a right to reciprocate by 
charging interest to a foreigner because a foreigner would not give an interest-free loan to a Jew. (Rabbi Louis 
Jacobs)  Similarly, Rabbi Gunter Plaut argues that Jews charged interest on foreigners‟ loans because they were 

made for commerce purposes.  On the other hand, Jews gave interest-free loans to each other for charitable 
purposes. (Fahey) 
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 There are several halakhic (applicable Jewish law) rulings that negate this view toward foreigners. In the 
15th century, Rabbi Isaac Abrabanel claimed that Christians and Muslims should not be charged interest because 
their faith systems originally stem from Judaism and thus share a common ethical basis. Similarly, Rabbi David 
Kimchi (known as the Radak) from the medieval ages said that “a non-Jew who has shown consideration for Jews is 
to be treated with the same consideration when he borrows.”  (Robinson) 
 The Torah obligates one to lend money but not to borrow money. The obligation seems to make no 
economic sense. A business simply cannot survive if it must grant credit in risky situations.  Rabbi Yoel Domb 
asserts that G-d intentionally made some people rich and others poor in order to remind us that acts of benevolence 
are the foundation of the world.  The wealthy must do all they can to diminish poverty.  Extending credit to a poor 
individual is one way to fight poverty so that he can restart his economic activity. Although it does not create total 
equality, it ensures the poor will be adequately taken care of, and the rich will fulfill the function for which G-d 
made them wealthy.  However, there is no obligation to lend to one who already has a loan in default or a person 
who has squandered his previous loans. However, the person who is temporarily short on funds and has a poor credit 
rating should still be given the opportunity to reestablish himself.  In the end, these loans will benefit the entire 
society because G-d will bless those people for their goodwill. The goal is to create an ideal society that will 
“become so affluent that it can perform the same duty on a macro level.” (Rabbi Yoel Domb) 
 Rabbinical law extended the biblical laws on interest or usury to ban any benefits for both the borrower and 
the lender.  Thus, it is against Jewish law to borrow and lend on interest according to the rabbis of the Talmud.  In 
the 16th century, Jewish businessmen realized that the principle behind the original prohibition of usury to help the 
needy did not apply to business investment. Thus, they introduced a device known as the “hetter „iska”, in which 

money invested in a commercial arrangement would be treated as „half loan and half deposit‟.  To this day, many 

observant Jews still arrange for the hetter „iska document when making investments in business. (Rabbi Louis 
Jacobs) 
 
History of usury in Judaism 

 
Throughout history Jews were accused of charging excessive interest to non-Jews, which contributed to a 

climate of anti-Semitism that continues to this day.  Allegations of usury on the Jews often resulted in forceful 
confiscations of their property and discrimination against them in business practice. (Usury at AllExperts)  The 
medieval church as well as other states of Western Europe exempted Jews from the ban on interest. The Fourth 
Lateran Council of 1215 only insisted that the interest rate Jews charged not be excessive. These exemptions 
provided the Jews with a tremendous economic opportunity. However, they also led to the emergence of the 
stereotype of the Jew as a greedy moneylender.  Christians began to hate Jewish lenders for letting them borrow 
money at interest even though it was they who allowed them do so in the first place. (Fahey) 

Ironically, it has frequently been pointed out that Christian lenders, including Church authorities, charged 
even higher rates of interest than those of Jewish lenders. Furthermore, despite protesting against usury, Church 
officials were themselves quite willing to borrow money from Jews.  As early as the ninth century, priests would sell 
church vessels to Jews; later on, they would often pledge such objects for loans, disregarding the protests of the 
canonists and civil law.   

There is truth to the notion that some Jews charged excessive interest rates in medieval times.  However, it 
is important to note that these rates of interest were annual and were often repaid within a year.  The debtors often 
began complaining about the high interest rates after they failed to pay them back for years. 
 During the medieval ages, rabbis had a conservative attitude toward lending money to Gentiles.  Except in 
cases where it was absolutely necessary for livelihood, only scholars were allowed to lend money on interest 
because it was felt they would be cautious about such loans and limit the interest charged.  The potential of great 
profits and the widespread demand for loans made money lending universal among Jews. 

Many fancy theories have been fabricated claiming Jews were either forced or voluntarily chose to abandon 
landholding for money lending as a livelihood. No evidence exists to support such theories. Today, rabbis assert, 
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“the ever increasing tax burdens, on the one hand, and the relatively large profits to be made with virtually no risk, 

on the other, encouraged Jews to engage in moneylending on ever larger scales.”  (Roth) 
 
History of Hebrew Free Loan Societies and Credit Unions 
  

According to Dr. Meir Tamari, the founder of the Center for Business Ethics who wrote In the 
Marketplace, the free loan was used to solve the problems of immigrants from Eastern Europe in the twentieth 
century.  Many immigrants were interested in starting their own businesses, but they lacked the equity to borrow 
loans from banks.  As a result, free loan societies were formed in order to help the poor immigrants establish and 
operate their businesses until they could receive credit from banks.  Free loan societies also granted loans to 
immigrant workers who needed to retrain themselves when firms cut back or improved their efficiency. Lastly, free 
loan societies provided loans to poor students who ultimately would support themselves but lacked the funds to 
attend educational institutions. (Rabbi Yoel Domb) 

Very few banks loaned money to individuals or small businesses before the 1930s.  One account says that 
85% of all Americans had no access to commercial credit at that time.  At their highest point, over 500 Jewish free 
loan societies operated throughout the U.S. In 1920 alone, the New York Hebrew Free Loan Society gave away over 
$1 million in loans to small businesses owned by Jews. Many businesses founded by and employing immigrant Jews 
would not exist today if it was not for the small loans provided by these free loan societies. 

According to historian, Shelley Tenenbaum, Hebrew loan societies originated from a concept stated in the 
Bible and Talmud, claiming that the Jewish poor should be granted interest-free loans.  An interest-free loan was 
considered the highest form of gift-giving also known as tzedakah because it “respects the dignity of the borrower, 

provides him with a means of self-sufficiency, and does not saddle him with large debt.”  This tradition influenced 
Eastern European Jews to form free loan societies. 

These free loan societies were created mainly to help fund small businesses rather than for charitable 
causes. However, as one Rhode Island newspaper reported, „This does not mean that a member of the race who is 

pressed for money for other purposes, because of illness or other emergency, is left without possibility of aid from 
his own people. There are other [Jewish philanthropic] associations which will help him.‟ (Lending a Special) 

One such society that still exists today is called the Hebrew Free Loan Society (HFLS). Its mission 
statement states the following:  

“The Hebrew Free Loan Society (HFLS) makes interest-free loans for philanthropic purposes within the 
New York metropolitan area. HFLS's activities are rooted in the age-old tradition of Gemilut Chassadim, 
which views interest-free lending as the highest form of charity because it renders assistance while 
preserving dignity and promoting self-help. HFLS seeks to make loans where the availability of interest-
free credit will make a significant difference in people's lives or have a significant impact on a Jewish 
institution.”  
Today, HFLS makes loans to individuals and families in need without regard for an individual‟s religion in 

order to promote economic self-sufficiency. The free loan society hopes its loans will make Jewish institutions 
stronger and assist in meeting the cost of participation in the Jewish community.  The loan society, often partnering 
with local organizations, reaches out into the Jewish community to make the financially needy aware of their 
interest-free loan programs.  (Mission Statement) 

Aktsiyes, unlike free loan societies, worked on the same basis as today‟s credit unions where people would 

be compensated with interest for depositing money into a savings account.  Aktsiyes charged a small amount of 
interest on their loans.  Members of the credit union would borrow money from there to start their enterprises.  In 
1911 the Jewish Agricultural and Industrial Aid Society found the first aktsiye in New York State.  By 1918, New 
York City alone had ten Jewish credit unions.  There were 139 credit unions in Boston by 1927.  Hebrew free loan 
societies and these credit unions clearly helped fuel Jewish immigrant economic success in the first third of the 
twentieth century.   

Aktisiyes were not regulated by state governments before the 1920s.  After the state took control of them, 
they could no longer limit their lending to Jews only.  In the 1930s, banks took note that Jewish credit unions had 
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default rates under 1% despite the Depression.  As a result, commercial banks created personal loan departments 
with the intention to provide larger loans than these aktisiyes could risk.  Personal credit departments in banks 
became a standard by the late 1940s.  In the 1960s, many surviving Hebrew free loan societies focused their 
attention on providing interest-free loans to Jewish college students. Today, Jewish free loan societies lend to Jews 
and non-Jews alike. Some specialize in providing loans to Russian Jewish immigrants.  Although Jewish-owned 
small businesses no longer struggle to get commercial credit, the surviving free loan societies continue to perform 
their original functions. (Lending a Special) 

 
Conclusions 

 
The paper explores the viewpoints of several authorities in Judaism on the financial concept of interest.  

One conclusion reached was there is much discrepancy even amongst rabbis why Jews discriminate in only charging 
interest on loans from non-Jews.   Interest-free lending and borrowing between Jews only was more controversial 
during the medieval ages than it is today.  Rabbis insist that G-d intentionally made some people wealthy and some 
people poor in order to benefit the entire society.  It is interesting to note that observant Jews still arrange to make 
the “hetter „iska” document when making business investments in order to counteract the ban on usury in Jewish 

law. 
Jews have suffered a great deal in the past as a result of accusations of charging excessive interest rates.  

While some charges of usury were true, the majority of Jews were punished without justification.  It is quite ironic 
that prejudice toward Jews began as a result of Christians exempting Jews from the ban on interest.  It is more ironic 
that Christian lenders in the medieval ages were often just as guilty of usury as the Jews.  Moreover, no evidence 
exists to support the theories that Jews of the medieval ages abandoned landholding for money lending as a means of 
survival.   Money lending was a two-way street for Jews during the medieval ages. On one hand, it was a very 
lucrative business for Jews in the medieval ages. On the other, it contributed to a climate of anti-Semitism that 
persists to this day. 

Free loan societies of the twentieth century clearly affected the lives of many Jewish immigrant from 
Eastern Europe.  As stated earlier, many businesses owned by Jews that still flourish today depended heavily on 
these interest-free loans.  Interest-free loan societies and credit unions in the Jewish community underwent a 
transformation over the years;  in the process they greatly enhanced the American banking system.  
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Abstract 
 
Islam is the fastest growing religion in the world with over 1.5 billion followers.  Islamic law forbids usury/interest on the 
lending of money.  Because of this, Muslims in the western world often face a dilemma when seeking financing on real 
property (house, land, etc.).  A home is the biggest purchase that one usually makes in one’s lifetime and most people do 

not have the cash/liquid assets necessary to make the purchase outright.  The Muslim population in North America has 
grown because of immigration.  This presents a huge opportunity for organizations that can develop the correct 
marketing strategy and marketing mix that will satisfy the needs of this rapidly growing group of potential consumers.   
 
Introduction 
 
  For marketers to appeal to Muslim consumers, they must understand three things.  One, the history and 
evolution of usury/interest-taking practices as related to the three major religions (Judaism, Islam, and Christianity).  
Two, Islamic Law and the role religion plays in the consumption choices for Muslims.  Three, the non-interest 
bearing financial products/options currently being marketed to Muslims around the world.  Once this is understood, 
marketers can develop the appropriate non-interest bearing finance product and the correct marketing strategy to 
reach these potential consumers. 
 
History of Usury 
 
 For a long time, people have debated over the true definition of usury.  Webster‟s Dictionary defines usury 
as the act or practice of lending money at an exorbitant or illegal rate of interest; or, the act or practice of lending 
money at any rate of interest (Webster‟s).  Lending money with interest goes back, at least, to Babylon of 
Hammurabi in 1775BC (Damned Usurers).  Even philosophers Adam Smith and Jeremy Bentham disagreed and 
debated over the true meaning of usury (Persky). 
 Early religious teachings had prohibitions of some form on lending money at interest.  The Torah states “if 

you lend money to any of my people even to the poor with you, you shall not be to him as a creditor; neither shall 
you lay upon him interest” (Exodus 22, qtd. in Lister).  However, the Torah does permit lending money at interest to 
non-Jews.  To illustrate, the Torah states, “to a foreigner thou mayest lend upon interest, but unto thy brother thou 

shalt not” (The Torah, qtd. in Damned Userers).  This prohibited Jews from lending money at interest to other Jews; 
however, allowed Jews to lend money at interest to non-Jews.  The Qur‟an outright prohibits interest, it states “They 
say, „Interest is like trade‟ but God has permitted trade and forbidden interest” (The Qur‟an, qtd. in Damned 
Usurers).  The Christian Church also viewed interest-taking as a sin and in 1312, bishops threatened to 
excommunicate those who participated in interest-taking (Damned Usurers).  This view has since been replaced with 
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a more market friendly view of interest.  However, today laws exist in the United States and other parts of the world 
that prohibit exorbitantly high interest rates (Damned Usurers). 
 
Islamic Law and Usury 
 Islamic law prohibits usury.  Sharia (meaning "way" or "path to the water source") is the basis of Islamic 
religious law.  Sharia is composed from various sources including the Qur'an, the Hadith (sayings and conduct from 
the prophet Muhammad), and the fatwas/the rulings of Islamic scholars (MacLean).  The law specifically forbids 
“riba” – which Muslim Scholars interpret to mean interest (Mews).  Islamic Scholars view interest on a loan as an 
augmentation of capital without effort and a false creation of value.  Islamic Scholars take this view because of the 
following three reasons.  One, they believe that interest has no moral foundation.  Two, they believe that abstinence 
from consumptions is no excuse for reward.  And, because they believe that there is no risk to justify the supplement 
of payment for capital lending if the loan is guaranteed (Bellalah).  Islamic Law defines the creditor-debtor 
relationship as one in which risk is actively shared between the creditor and the debtor – profits and losses are 
shared by both (Bellalah).  Therefore, interest taking/interest paying and risk-less profit must be avoid for observant 
Muslims to be compliant with the Sharia law. 
 
Non-Interest Bearing Financing Products and Options 
 
Current Products Available 

There are various types of business principles within Islamic banking including Murabaha, Mudarabah, 
Musyarakah, Bai' al-Inah, and many others that are unique to the Islamic banking practice.  Understanding these 
Islamic banking principles will broaden ones understanding of this unique, non-western financial way of doing 
business. 

Murabaha is the most common form of Islamic financing in the world and accounts for more than 60% of 
all transactions (Abu Dhabi 1).  It is mostly used in the financing of property, micro financing and import/export of 
commodities.  The way it works is a bank will purchase a product at the customers request and then resell the assets 
to the customer on a cost plus profit basis.  By doing this the bank is solely profiting on a lump sum profit rather 
than charging through interest installment payments. 

Mudarabah or cost plus, is another type of financing through which the bank provides capital finance for a 
specific business venture.  The bank is then responsible for the managing the business by providing professional 
expertise.  Profit of the company is then shared according to the pre-agreed ownership ratios (Abu Dhabi 2). 

Musyarakah or joint venture is when the bank and the client pool financial resources to undertake a 
business venture while agreeing to manage the business based on the term agreements.   Profits and losses from the 
business are shared between both parties.  There are various types of ways to set up a joint venture including:  equity 
participation, long-term financing, and working capital financing.  Equity participation is when the bank invests in 
the partnership with the customer and continues to be invested as long as the joint venture continues.  A second 
option is long-term financing where the bank's shares gradually diminish each year through partial return of capital.  
The bank still receives periodic profit payments that are based on the amount of shares they own in the venture.  
Lastly, working capital financing is a more temporary type of venture where the bank invests for a shorter amount of 
time.  The bank then receives its invested capital plus any profits at the end of the contract period.  

Bai' al-Inah or sale and buyback agreement, refers to the selling of an asset by the bank to the customer 
through deferred payments.  The customer purchases an asset from the bank at a marked-up price and sells it back at 
a lower price to the same party at a cash price.  At a later date, the bank will repurchase the asset and pay the 
customer in cash terms.  The buy-back agreement will ensure that the bank will be paid a prefixed or contracted 
amount at a future date (Bank Kerjasama). 

Ijarah is another product widely available in Islamic banking and in Arabic means lease, rent or wage.  The 
concept allows for the rental or lease of a product for a fixed price or wage.  This product makes up about 16% of 
the total Islamic financing.  The rules of Ijarah, in the sense of leasing, are very analogous to the rules of sale, 
because in both cases something is transferred to another person for a valuable consideration. The only difference 
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between Ijarah and sale is that in the latter case the corpus of the property is transferred to the purchaser, while in the 
case of Ijarah, the corpus of the property remains in the ownership of the transferor, but only its usufruct i.e. the 
right to use it, is transferred to the lessee (Taqi). 

Lastly, Bai Salam or advance payment, is a contract in which advance payment is made for goods to be 
delivered later on. The seller agrees to supply some specific goods to the buyer at a future date in exchange of an 
advance price fully paid at the time of contract.  It is necessary that the quality of the commodity intended to be 
purchased is fully specified leaving no ambiguity leading to dispute.  The objects of this sale are goods and cannot 
be gold, silver, or currencies. Barring this, Bai Salam covers almost everything, which is capable of being definitely 
described as to quantity, quality, and workmanship (Gareau). 

 
How Current Products are being marketed 

There are currently a few banks which offer Islamic banking services throughout North 
America including HSBC, LARIBA, University Islamic Financial, Guidance Financial Group, 
and Financial Ontario.  These products are marketed/segmented for personal or business use, 
very similar to Western banking.  For personal finance, products are segmented for personal, 
vehicle, and home finance.  As for business use, products are segmented for corporations and 
institutions and include asset financing, trade services and investment products (i.e. liquidity, 
income products, etc.).  

The marketing of Islamic banking is rather common across companies.  When looking at 
the websites of most major Islamic banks, the common theme was the guarantee that the 
financial services products offered by the firm adhere to the strict Sharia guidelines.   

 
Current Products:  Are they really Sharia-Compliant? 
  There is controversy amongst many Islamic scholars relative to the ways in which Islamic banking products 
are structured.  This controversy is often compared to contractum trinius, a legal trick devised by European bankers 
and merchants during the Middle Ages.  Essentially, contractum trinius circumvented the Church's usury laws by 
presenting three separate contracts to someone who was seeking a loan; investment, sale of profit, and insurance 
contract.  These contracts were allowed by Church law, but when put together replicated the effect of an interest-
bearing loan (El Diwany). 
  More recently, one of the world's leading Sharia finance scholars said that 85% of Islamic bonds are not 
Sharia compliant.  Although, many industry participants say Sharia scholars knew the bonds had structural issues 
but approved them anyways as a means to jump-start market growth.  This raises many questions about how the 
leading gatekeepers weigh religion versus profits (AP).  
  Another area of controversy relates to the use of fixed service charges versus interest.  As an example, 
service fees can be found in replacement for interest most prevalently in micro loans.  By essentially pulling ahead 
interest payments into one lump-sum, many Islamic scholars see this as another way of circumventing the strict 
Sharia guidelines (El Diwany). 
 
 
Marketing Opportunity – SWOT analysis 
 
 Market Potential 
  The growing Muslim population in the United States represents an untapped niche market for companies 
that can develop an understanding of the Muslim consumer, the correct marketing mix, and marketing strategy to 
satisfy the real-estate financing needs of these potential customers.  The viability of marketing non-interest bearing 
mortgage products to American Muslims will be examined below by performing a SWOT analysis to reveal the 
potential of this untapped niche market.   
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TABLE 1 

 
 
 
 
 
 
 
 
Strengths: 
Population Growth 
 
 
  Muslims 
represent approximately 
2% of the overall 
population of the United States – 6.1 million people (National Profiles).  However, other estimates indicate the 
figure could be as much as 8 million (The Muslim Consumer).  This population continues to grow because of 
immigration.  A 2006 survey by the Pew Research Center indicates that 39% of U.S. Muslims immigrated to the 
U.S. since 1990 (Muslim Americans).  Also, the Muslim population continues to grow because Muslim families 
tend to more children (Food, Fashion, and Faith).  Fifty one percent of Muslim households report having at least one 
child under the age of 18 (Muslim Americans).  
 
Income Level 
 
  U.S. Muslims have a high income level compared to the general U.S. population.  Sixty six percent of U.S. 
Muslims have household incomes over $50,000 per year – while the average household income in the U.S. is 
$42,000 per year.  Also, 26% of U.S. Muslims have household incomes of over $100,000 per year (Salzman).  One 
reason for the high income level among U.S. Muslims is because 67% of U.S. Muslims have a college degree versus 
only 44% of the general U.S. population (Salzman).  Analysts conservatively place the buying power of U.S. 
Muslims at about $170 billion (The Muslim Consumer).  
 
Strong Demand 
 
  The demand for Sharia compliant finance products continues to grow.  According to David Loundy, vice 
president and legal counsel at Devon Bank, ever since the bank introduced sharia-compliant mortgages “people 

started coming out of the woodwork” (Wiseman).  In 2006, the size of the global sharia-compliant market was 
estimated at $400 billion.  However, Standard & Poor‟s Rating Services estimated that the potential market for 

Islamic financial services is around $4 trillion (Islamic Finance).  Because of the demand, Islamic banking has 
developed at a pace of 12% to 15% per year since 1975 (Mohamed). 
 
Low Default Risk 
 
  Muslims borrowers have low mortgage delinquency rates.  University Islamic Financial Corporation, a 
subsidiary of University Bancorp in Michigan, reported that Islamic finance loans accounted for only 10% of the 

Strengths Weaknesses 
Population growth 
 
Income level 
 
Strong demand 
 
Low default risk 

Diverse population 
 
Current housing slump 

Opportunities Threats 
Low homeownership Competition 

 
Regulation 
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company‟s delinquencies – though Islamic finance loans make up 30% of the company‟s loans.  Furthermore, the 

10% delinquency rate can be attributed to only 3 of the company‟s customers (Barba).  Also, Devon Bank, another 
player in the U.S. Islamic finance business, reported no delinquencies (Barba).  Guidance Residential, reported just 
one foreclosure out of its $1 billion Islamic finance portfolio (Barba).  Considering the huge increases in foreclosure 
and delinquency rates for the general U.S. population, the low default rate among Muslim consumers make them a 
desirable group for financing. 
 
 
 
Weaknesses: Diverse Population 
 
  The U.S. Muslim population is not monolithic.  The population is made up of immigrants from the Middle 
East, Africa, Pakistan, India, The Philippines, and several other countries (Muslim Americans).  The U.S. Muslim 
population also includes African-Americans, American-born Muslims, and converts (Muslim Americans).  The 
population consists of distinct groups with different cultural values and norms.  Because of this, marketers must be 
sensitive when developing a marketing strategy and be careful not to completely depend on a “one-size fits all” 

marketing approach.  
 
Housing Slump 
 
  The U.S. housing market is currently experiencing a slow-down.  Sales of existing homes are down 15.9% 
over 2007 numbers, leaving high inventory levels (Siegel).  Also, in the first quarter of 2008, mortgage delinquency 
rates rose to 3.68% -- up from 3% during the previous four quarters (Cooper).  These statistics indicate that the U.S. 
housing market is currently undergoing a slump.  
 
Opportunities: Low Homeownership Rate 
 
  In the U.S. the homeownership rate among U.S. Muslims is lower than the homeownership rate of the 
general population.  To illustrate, only 41% of U.S. Muslims own their homes as compared 68% of the U.S. general 
public (Muslim Americans).  Because Islam forbids either paying or receiving interest, devout Muslims are unable 
to obtain traditional interest-bearing loans to purchase their homes (Griswold).  Instead, Muslims must rely on their 
savings or non-interest loans from friends – most are unable to raise sufficient resources to purchase a home outright 
(Griswold).  Because of this, the homeownership rate among Muslims is low.  Mr. Abdulkader Thomas, president 
and chief executive officer of Sharpe, a Virginia based consulting firm that designs non-interest mortgage and 
deposit products for Muslims, estimates that the overall Sharia-compliant mortgage market in the U.S. is potentially 
$98 billion (Jackson).  This presents an exciting opportunity to market non-interest bearing mortgage options to 
Muslims in the U.S. 
 
Threats: Competition 
 
  For now, competition in the U.S. for Islamic financing products remains low with only a few small players 
such as Devon Bank, University Islamic Financial Corporation, and Guidance Residential.  However, some analysts 
predict that Islamic finance will be the world‟s fastest growing banking sector for many years (MacLean).  With the 

expected growth in this sector, undoubtedly, big players will eventually begin to enter the market.  In 2001, Freddie 
Mac added Islamic mortgages to its portfolio (Freddie Mac).  
 
 

1042



  
 

 
 
     
Regulation 
 
  With the recent wave of issues related to sub-prime mortgages and the effects on the American consumers, 
Congress will look to further regulate the U.S. mortgage industry (Haggling).  At this point in time, it is difficult to 
predict how any new regulations will affect the U.S. Islamic mortgage sector.  
 
Marketing Strategy – Using the 4 Ps  
 
Product 
  The mortgage product to offer to the U.S. Muslim consumers is a lease-to-own/rent-to-own mortgage 
contract/agreement.  The lease-to-own arrangement has four steps.  First, the bank buys the property/home.  Second, 
the bank then leases the property to the customer over an agreed term (for example 30 years).  Third, the customer 
makes rental payments to the bank which goes toward the purchase price of the property.  Finally, upon completion 
of the lease contract with a final payment from the customer, the bank transfers ownership to the customer.  This 
type of mortgage instrument does not break Sharia laws because the rent has nothing to do with paying interest – the 
rent is fair payment for the use of the property rather than a charge for borrowing money (Muslim Mortgages).  The 
lease-to-own mortgage option is already being offered to Muslims by University Islamic Financial Corporation, a 
subsidiary of Michigan based University Bancorp Incorporated (Jackson).  Islamic mortgages generate substantial 
returns.  For example, Bancorp‟s Islamic mortgages have generated returns equivalent to a mortgage with a 5.25% 

interest rate (Jackson). 
 
Price 
 Pricing of Islamic rent-to-own banking products are based on a negotiated margin between the buyer and 
the bank.  In order to effectively compete in the marketplace a standard mark-up or margin will be charged to 
benchmark other rent-to-own products in the marketplace.  Our strategy will be not to differentiate on price, but 
differentiate on our services and adherence to the strict Sharia guidelines.   
  Pricing will be based on a standard mark-up pegged to US government bonds.  A fixed percentage point 
mark-up will then be added to the interest rate price for use to determine a margin based on the total cost of the 
house.  This sum will then be divided by a time period that best suits the client and will be based on similar time 
frames used in the mortgage market (i.e. 15 year or 30 year).  As a customers shares are paid off each month, the 
percentage of ownership increases, thereby allowing the customer full ownership at the end of their term. 
 
Place 
  To reach the most U.S. Muslims with the lease-to-own mortgage product, marketers should focus on 
metropolitan areas.  The majority of Muslims live in metropolitan areas within the U.S.  The states with the biggest 
Muslims populations are California, New York, Illinois, New Jersey, and Texas (Grammich).  To get the biggest 
impact, marketers should target Muslims in these states and other U.S. metropolitan areas.  

 
Promotion 
 The techniques used to promote the lease-to-own mortgage will be critical to increasing the usage of our 
product.  In order successfully build a campaign distinct to the Muslim market an in-depth understanding of the 
Muslim community is needed.  According to a recent J. Walter Thompson study, the Muslim community is a large 
untapped market that has very unique attributes relative to what media channels to utilize when marketing.  To 
begin, the current Muslim-American population is between six to eight million and has a buying power of over $170 
billion.  To illustrate the marketing differences, most Muslims do not perceive advertising the same way a non-
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Muslim would.  Word-of-mouth advertising is very powerful throughout this tight-knit community.  Moreover, 
many Muslims have hostility towards main stream media and believe the following:  1. Mainstream media has low 
respect for the Muslim faith, 2. Most advertising is biased against Muslims, and 3. Muslim-Americans are ignored 
by most mainstream brands (Salzman).  These characteristics were taken into consideration when developing our 
rent-to-own strategy 
 
Strategy 
 
 The strategy to be used for marketing the rent-to-own product within the Muslim-American community will be 
composed of three areas:  print media, radio media and word-of-mouth advertising.  After compiling various sources 
of information relative to marketing within the Muslim community, these three approaches will offer the best results 
for marketing our product. 
 
Tactics 
 
 Print Media: 

 Magazines: Targeted ads featured in magazines with high Muslim readership.  Ads will feature 
Muslims and Muslim activities in an attempt to appeal to the communities and change the viewpoint 
that Muslims do not feel apart of the mainstream brand campaigns.  Ads will communicate the product 
and more importantly the guarantee that the product adheres to the strict Sharia guidelines.   

 Billboards:  Billboards displayed throughout Muslim communities.  Ads will feature similar creative 
guidelines used in the print media such as ads featuring Muslims doing Muslim activities in an attempt 
to appeal to the communities.  Ads will communicate the product and more importantly the guarantee 
that the product adheres to the strict Sharia guidelines.   

 Flyers:  Flyers promoting the product will be placed on cars outside mosques. 
Radio:  

 Radio ads will be developed for use on local access radio stations that feature music and social issue 
topics targeted towards the Muslim-American community.  Ads will communicate the product and 
more importantly the guarantee that the product adheres to the strict Sharia guidelines.   

Word of Mouth: 
 A word of mouth marketing campaign will be developed using the following principles: 

1. Educating Muslims about the rent-to-own product  
2. Identifying people most likely to share their opinions 

o Devote Muslims seeking to purchase a new home 
3. Providing tools that make it easier to share information 

o Referral program that rewards the referrer with a cash bonus if the referee purchases 
the product 

4. Studying how, where, and when opinions are being shared  
o Create an online chat forum for web-savvy prospective customers.  Monitor website 

and adapt to needs of customers as communicated within forum 
o Gain feedback from Muslim community related events  

5. Listening and responding to supporters, detractors, and neutrals 
 
Conclusion 
 
  Non-interest bearing loans are an important way for the devout Muslim community to realize their dream 
of purchasing a home.  In order to serve the demands of this untapped marketplace a deep understanding of the 
history of Islam and more importantly, Sharia is required.  Additionally, with the Muslim community being a 
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unique/niche market segment, determining effective ways to market this service is critical to the effectiveness of the 
campaign and the reputation of the company providing the product.  Through understanding the history and 
propensities of the Muslim community it is possible capitalize on this unique and untapped marketplace.   
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Abstract 
 

Dalal Street located in Mumbai (erstwhile known as Bombay) is the Wall Street of India. It has rewarded patient 
long-term atomistic investors handsomely over the five decades since India won independence from the British. Since 
the liberalization of the economy in 1990, Indian corporations have slowly but surely and steadily revamped 
themselves to face international competition. Several economists and business writers have attempted to explain the 
aggressive growth of the Indian industrial and service sector. The Indian psyche has always worshipped the ruler –
the Maharaja from feudal times. After independence, the demise of the Maharaja created a vacuum. Over several 
decades, the role of the protector of working classes has now been played by the industrial family houses. The family 
controlled enterprises have significant family stakes. Owner’s capitalism co-exists with owner-manager’s capitalism. 
The Owner-Manager (O-M) is either the scion of the family or an appointed trustee. The team of management 
executives reports to the O-M  (who is also CEO/Chairman).   The publicly traded family owned enterprise on the 
Mumbai Stock mimics the firm defined by Michael Jensen (Harvard Business Review, 1989) as the one with an 
“active investor”. By active investors Michael implied a firm with investors who hold large equity or debt positions, 
occupy seats on boards of directors, monitor and sometimes dismiss management, are involved with the long term 
strategic direction of the companies they invest in, and frequently manage the companies themselves. The Indian 
family owned firm does not have to go through the metamorphosis of a leveraged buyout to seek or solicit or be 
hunted by a leveraged buyout and hence amortizes the one time cost incurred by the “active Jensen” investor over 

the long term. This results in lower volatility in earnings and cash flows and nurtures the tendency to realize or beat 
the higher expected value of earnings.   The firms with active investors are not organizations that are managed to 
maximize earnings per share but rather to maximize value, with a strong emphasis on cash flow. This aligns the 
interests of risk taking active investors with the interests of risk-neutral atomistic investors.   
 
In the American managerialism, the manager’s reward is tied stock to options. The options awarded generally 
have the following drawbacks: 

1. They are not adjusted for the lot of capital providing a free ride even for executives who produce only 
humdrum returns. 

2. They do not take into account dividends, so there is a perverse incentive to avoid paying dividends  
3. Stock option rewards the absolute performance of a stock rather than its performance relative to peers 

or to a stock market index. 
The options awarded in US have a relatively short finite maturity. The tendency of a section of US management 
is to produce upbeat results initially honestly and then manipulatively as expectations get revised by the 
investment communities on Wall Street.  Tyco, Enron, Lucent Technologies, MCI are a few examples of this 
type of behavior.  Managers with a rich load of options have incentives to get the stock price high by any means 
necessary, fraud included. In particular, they have incentives to increase the riskiness of the firm, including 
projects that offer lower expected returns but higher variance.  This will reduce the value of the firm for risk-
neutral shareholders but has the potential to increase the value of managers’ firm-related investments in cases 
where the gain in option holdings exceeds the loss to human capital. Jeffrey Gordon (University of Chicago Law 
Review,2002) has written extensively on the conversion of Enron from a public corporation to a hedge fund. 
Backdating of options is also prevalent as evidenced by several companies being investigated by the Securities 
and Exchange Commission in this regard.  

In India, the O-M has either been headed down the series of control or aims to head the control down to 
the next generation or both. The stock of a company is an option with an exercise price equal to the debt of 
the company. The life of the option is not finite as the O-M’s objective is to bequest the assets. Also with 
multiple progeny in the family, the O-M attempts to diversify the activities of the empire in related and 
unrelated businesses. The structure of the family controlled corporate governance structure has been prevalent 
for an eon. This is not to deny existence of fraud within the Indian corporate universe. The extent of fraud is 
limited to the white and the yolk of a hard boiled egg without being detrimental to the egg laying goose. 
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The question arises. What environmental changes have contributed to renewed optimism in the 
Family Controlled Business (FCB)? Before the era of globalization, Indian family businesses were plagued 
with destructive nepotism, exploitation of minority shareholders in closed financial markets. Wealth was 
measured by cash in hand unlike today when wealth is measured by the market value of the stock. The royalty 
of cash is now limited to the power of signaling possessed by declaration of dividends. As the Indian markets 
opened their gates to foreign investors a new wave of monitoring began. Foreign Institutional Investors are now 
playing a significant role in monitoring the FCB performance as they gradually raise their stakes in these firms. 
The increase in the stock prices has created a new currency of exchange for these firms lowering the cost of 
equity. FCBs have also issued convertible debt in European markets. The resulting decline in cost of capital has 
raised the Net Present Value of investment opportunities.   

Two major forces are said to control management in the public corporation: Internal Control Systems 
led by the Board of Directors under the aegis of the “Active Investor(s), and the Capital Markets.  Foreign 

Institutional investors have a huge appetite for securities and have been a dynamic force in the Indian Securities 
industry.  The capital markets in India are almost perfectly contestable markets implying low fixed cost for entry 
and ease of exit.  The owner-managers’ struggle to maximize the value of the option with an unlimited 
expiration creates a self-regulated, closely monitored corporate governance system. In this system, the atomistic 
shareholders’ interests are closely aligned with the interest of the large block holding shareholders.   

Nobel Laureate Baumol enumerated the following factors as necessary preconditions of a workable free-
market economy: 

1. Oligopolistic competition among  large high-tech business with innovation as a prime competitive 
weapon  

2. Routinization of these innovative activities making them a regular and even ordinary component of the 
activities of the firm, and thereby minimizing the uncertainty of the process. 

3. Productive entrepreneurship encouraged by incentives for entrepreneurs to devote themselves to 
productive innovation rather than to innocent rent-seeking .(Law suits) 

4. The rule of law, including enforceability of contracts and immunity of property from arbitrary 
expropriation  

5. Technology selling and trading where firms pursue opportunities to sell innovations or rent them via 
licensing.  

 
All the above factors are now prevalent in India. Oligopolistic competition exists in a selected few 

industries – automobile, cement, sugar, chemicals, fertilizers, consumer products are a few examples of these.  
A virtual monopoly power exists in Aluminum mining and refining within India. However, in a global market 
place the Indian firm is a part of the multi-national oligopoly.  Indian firms do not spend heavily on innovation 
and routine purchases of technical know-how from foreign firms are carried out. Innovation is achieved by 
reliance on markets instead of internalization using Williamson’s concept of Transaction Cost.  Trade of 

technology is carried out by foreign firms. Enforceability of contracts has been rising in the past two decades.  
On the labor front, a significant arbitrage is in play.  Wage rates in India for skilled labor are 

significantly below international prices due to an incessant supply of qualified technical manpower churned out 
of engineering and technical institutions of higher learning.  Militant behavior from labor unions has been on the 
wane and has disappeared in the high growth regions of the country. Political stability in India is achieving 
permanency as the left leaning parties are enticed by capitalism and its discernible effects on growth, 
unemployment and general upliftment of the perennially downtrodden in Indian society.  Productivity in labor 
gains is also becoming a factor of significance. Thus, all factors of production are being utilized in India at 
rising levels of efficiency.  This will result in high growth rates and affect asset values positively in the 
years to come. 

Based on the above thesis I have identified a set of companies that are posing themselves to be 
potential global players in the next five years. Some of these companies have already been recognized by global 
investors.  
 
Industries that continue  to benefit from globalization 
 
1. Automobile manufacturers 

TATA Motors, Mahindra&Mahindra  
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2. Commodities 

TATA TEA, Bajaj Hindusthan (2nd largest sugar capacity globally) 
 
3. Auto Suppliers 

Bharat Forge 
 

4. Metals -  Ferrous  
Mittal Steel, Public sector corporations (now being privatized) 
Non- Ferrous Metals – Hindalco – integrated aluminium company. 

 
5. Synthetic Fibre  

GRASIM – largest manufacturer of Viscose Staple Fibre 
 
6. Consumer Products 

Dabur Industries 
 

7. Agrochemicals 
United  Phosphorus – largest manufacturer of phosphoric acid used in insecticides    pesticides 

 
8.   Petrochemicals 

Reliance Industries 
 
9.    Infrastructure/Construction 

Larsen and Toubro 
Gammon India  

 
10 Cement  

Ambuja Cement 
 
11. Chemicals 

TATA Chemicals – largest manufacturer of caustic soda 
 
12. Pharmaceutical outsourcing/Custom Research and Manufacturing 
 Nicholas Piramal 
 
13. Chemical and Pharmaceutical Intermediates 

Custom Chemical Synthesis 
Divi Laboratories, Matrix Laboratories 

 
14.   Energy 

Tata Power, Reliance Energy, ONGC (public Sector) 
 
15. Non-Conventional Energy 
       Suzlon (Windmill) 
 

Fundamental Analysis of the above mentioned firms suggests that the above firms will continue to 
grow in the coming years at high rates in terms of earnings and revenues due to penetration in markets across 
the globe. 
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Abstract 
 
The recent developments in the international financial markets, is bringing about massive change. The presidential 
race in the U.S. will bring forth, at least conceptually, the most powerful president in American history. The newly 
acquired shares in major financial institutions, gives the U.S. government unprecedented economic clout. The highly 
lauded shareholder maximization, laissez-faire economics and free market economics of the last 25 years has been 
turned upside down. This comes as no surprise to most critically thinking economist and business people. But what 
new power structures and control mechanisms are required to move forward successfully. The all but fully 
unregulated institutional financial giants, management culpability, corporate governance and Corporate Social 
Responsibility are several of the major topics which must be properly addressed for a successful future. This paper 
will examine the underlying reasons for the current financial crisis and reflect upon future solutions within the 
context of the fields mentioned above.  
This paper will concentrate on prevailing academic thought in stakeholder management practices and corporate 
governance in analyzing as well as resolving the current dilemma in international financial markets. 
 
Until recently, the misled yet widespread belief of U.S. Americans of the supremacy of the free market 
economic principles has driven much of the world‟s business activity. A short glimpse of history shows us the 

real story, i.e. the massive use of protectionism used by the now developed countries as the major tool for 
growth. In addition, the advent of the latest era of free market neo liberal economic development since the early 
1980‟s has also clearly shown slowed (slower than pre open market/liberalization) growth in developing 

countries as well as the exponential growth in the wealth gap between these two diametrically opposed areas 
(developed vs. non developed countries). “In Latin America and the Caribbean, GDP per capita grew by a total 

of 75 percent in the two decades from 1960 to 1980, and only 7 percent in the subsequent two decades of neo 
liberalism. In Africa, the first period yielded a total growth of 34 percent, whereas in the second per capita GDP 
fell by 15 percent….Only certain Asian countries escaped this pattern as they did so by channeling the market 

mechanism rather than by following its dictates” (Shaikh, page 2). 
Of course, the major exceptions to this rule were China, South Korea and Japan which export massive 

quantities of relatively cheap goods to the U.S. and whose governments in turn lend money back to the U.S. in 
order to fuel continued purchasing of their own goods. So, as long as the U.S. economy is doing well enough to 
continue spending, the Chinese, Japanese and South Korean economies can continue to produce and finance 
further U.S. spending. 

This brings us to our current situation, i.e. the so called U.S. subprime mortgage bubble that has burst 
and led to a ripple effect throughout the global economy. How and why this could this happen poses questions 
which shake the very premise of the widespread following for neo liberal economic policies, laissez-faire 
government and free market economics/privatization/liberalization. 

The story begins when the U.S. financial system, due to a huge current account deficit and lax fiscal 
and monetary policies (that ensued from the repeal of the Glass-Steagall Act of 1933) was flooded with money 
for lending. Banks and other intermediaries found subprime borrowers who were eager to buy houses they 
previously could not afford. Hence, according to Lachal, in the worst cases, money was loaned to "people with 
no jobs and assets and who may have had a history of loan defaults." 

As the housing market expanded due to increased lending, housing prices inflated leading to increased 
home ownership, overvalued property and increased debts. Many sub prime loans were granted under 
"honeymoon terms" discounted repayment rates for an initial period, which the adjusted to the prevailing market 
rate. As Kuttner, notes, "in the sub-prime sector, you could get a loan without a full credit check, or even 
without income verification." Aggressive marketing led to an increase in the share of sub prime mortgages in the 
US market from 5% (US 35 billion) in 1995 to 20% (US 600 billion) in 2006. This was exacerbated by the sheer 
greed of worldwide financial institutions which acted as if there was no end to the amount of money a bad load 
could be worth. This was escalated across the world as institutions invested in a long chain of the buying and 
selling of bad debt down the line, passing risk further and further along. 
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The problem began when the subprime borrowers started defaulting on loans, as any reputable 
company would have ascertained from the very beginning.  The risk premium attached to these assets declined 
and market rates began to increase between 2004 and 2006 as the US Federal Reserve lifted its lending rates by 
4.25%. As default levels soared, real estate values fell. Investors, in a bid to protect themselves against losses, 
switched gears to more liquid and safer assets, and some highly leveraged participants suffered from this 
liquidation. In two years the subprime bubble burst and the ripple waves were felt by most major financial 
organizations all over the world, from the Swiss operated, UBS, to the Belgian giant Fortis, to UK bank Lloyds 
TSB which also required a bail out in late 2008. 

Structures that had previously prevented commercial banks, investment banks, and insurance 
companies form merging, present in the Glass-Steagall Act of 1933, had ceased to exist. When it was enacted, 
the act, according to Kuttner, devised to prevent a repeat of the 1920s' scams, in which banks made speculative 
investments, turned debts into securities and sold them off to unsuspecting investors with the blessing of the 
bank." The FDIC maintained that, the last was designed to "prevent conflicts of interest which might develop 
from the performance of both commercial and investment banking." Its repeal in 1999, through the Gramm-
Leach-Bliley Act of 1999, which permitted a "financial supermarket" (Kuttner) through which, banks were 
allowed "to operate any kind of financial business they desired, and profit from multiple conflicts of interest." 

Like a stack of dominoes, the subprime mortgage crisis led HSBC to announce losses arising from 
defaults of subprime mortgages, the firm, a big player in the subprime market reported a loss of debts exceeding 
$10.5 billion. Although economists speculated that the subprime mortgage crisis could be contained, this 
reported loss proved to be the harbinger for the current U.S. financial crisis. 

The subprime mortgage crisis affected not only mortgage lenders such as New Century Financial Corp 
(NEW) and Nova Star (NFI) –NEW later filed for bankruptcy and court protection- but also bank loans, as 
banks began souring and set aside more money to buy extra insurance on non performing loans that included 
mortgages; others like Freddie Mac instituted tougher underwriting rules (the firm was later placed under 
conservatorship on September 6th 2008 by the U.S. government). 

By mid 2007, two Bear Stearns-run hedge firms that invested in subprime mortgages filed for 
bankruptcy protection, this affected other major Wall Street firms such as Merrill Lynch, JP Morgan Chase, 
Citigroup and Goldman Sachs which had loaned the firms money. In March 2008, troubled Bear-Stearns, the 
fifth largest investment bank in the U.S. collapsed and was bought by JP Morgan Chase & Co. at $2 a share. 

By the end of 2007, investment banks Merrill Lynch as well as Citigroup reported huge losses, with 
Merrill Lynch bearing losses over $8 billion, and Citigroup announcing $6.5 billion third quarter losses due to 
subprime related write-downs and losses. 

In 2008, losses continued to spiral out of control, Washington Mutual announced losses of about $3.3 
billion in its first and second quarters, and was later bought out by JP Morgan & Chase; similarly Merrill Lynch 
was bought by Bank of America as more investment banks continued to post losses. In September 2008, 
Lehman Brothers shares plummeted to lowest level on Wall Street in more than a decade, and a few days later, 
the company filed for bankruptcy in the largest case of bankruptcy in U.S. history. In September, AIG 
Corporation, the world's biggest insurer, needed a bail out by the US Federal Reserve, and by October, President 
Bush signed a US $700 billion bail-out into law. 

Against this background we have also seen an over proportionally large increases in financial sector 
salaries over the last decades. These types of excesses have astounding parallels to Wall Street earning potential 
during the nineteen twenties, before the Great Depression. Then as now, the compensation of employees in the 
financial sector was higher than could be justified with a sustainable balance in labor market (Philippon & 
Reshef). “Following the crisis of 1930-1933 and 2007-2008, regulators have been blamed for lax oversight. In 
retrospect, it is clear that regulators did not have the human capital to keep up with the financial industry, and to 
understand it well enough to be able to exert effective regulation. Given the wage premia that we document, it 
was impossible for regulators to attract and retain highly skilled financial workers, because they could not 
compete with private sector wages” ((Philippon & Reshef: p. 31). 

This point is further documented by Micklethwait and Woolridge in their work, “The Company: A 
short History of a Revolutionary Idea”. In this work, Micklethwait and Woolridge document the unparalleled 
growth of limited liability companies and their subsequent spread to virtually every nation of the world in less 
than a century. The development of the supremacy of a single institution, in such a short period of time, over all 
other economic, social, cultural, political and belief institutions has left societies around the world and the world 
itself with a lack of coping mechanisms, i.e., governance regimes. 
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When we combine this with the results of many empirical studies that negate any significant correlation 
to Foreign Direct Investment/privatization/liberalization and democracy, (Shaikh, Held & McGrew, Feng) we 
can only arrive at the conclusion that our current paradigm of economic development is not delivering the 
promised results. This is also exacerbated by statistics on economic performance of countries shortly after 
liberalization/privatization as declining in comparison (Held & McGraw) as well as the dramatically increasing 
earnings gap between developed and developing countries.  

Historically, all the great developed nations of the world, especially the UK and the U.S., grew to 
greatness via the use of wide sweeping protectionist policies. It has not been until much more recent history that 
the U.S. and other developed nations have lauded free market, neo liberal economic policies. This has coincided 
with an ever increasing gap between developed and developing nations with respect to growth and wealth 
distribution. The technological and social/humanistic dimensions of growth have altered the rules of the game 
for the developing countries. That is to say, as the industrial nations of today were growing, factories employed 
thousands and even hundreds of thousands of workers, often with a disdain for the value of human life and its 
well being, including environmental aspects. Today, the same production can be achieved, via technological 
advances, with a small fraction of the manpower as was previously the case. In addition, developed nations are 
imposing social, environmental and humanistic rules to which they themselves did not have to adhere. So, 
developing nations are relegated to playing a game which is entirely new, the rules of which are being dictated 
by the already wealthy nations who themselves did not adhere to these rules. This has lead to a wave of 
propaganda originating in the developed world, that free market economics, i.e., the opening up of national 
borders and the relinquishing of sovereignty over natural, capital and labor resources is the correct path ahead to 
democracy and wealth for developing nations. In other words, the developing nations are denying the 
developing nations a similar path towards “prosperity” and advocating that the developing nations entrust all of 

their own resources to the game of the developed world in attaining “democracy and prosperity”. This is 

somewhat reminiscent of the famed „flim flam‟ man approach, or even the documented excesses, corruption and 
fraud affiliated with the origin of the limited liability company in the mid 1800‟s. 

When we look back to beginning of our article, we see that, in essence, one can say that free market, 
neo liberal economic policy is a poor path, as it leaves humans, as managers and investors, free reign. That is to 
say, that the most elementary lessons of psychology and sociology have been ignored in the formation of our 
economic theory, or at least the interpretation and practice thereof. “Corporate control thus appears in many 
forms - relatively defined and relatively stable legal positions, loosely defined and somewhat more precarious 
factual situations” (Berle and Means: p 89). The essence of agency theory and its pendant, corporate governance 
are the foundations upon which our system has succeeded as well as failed. The pendulum of regulation and 
deregulation must swing back towards regulation. The repeal of the Glass-Steagel Act in 1999 and the purely 
neo liberal economic policies of the Bush administration (also to a certain extent already Clinton before him) 
was the beginning of the renewed Wall Street failures. Banks, insurance companies, and the ripple effect of 
these failures throughout the supporting as well as world economy gives rise to a great need to take a closer look 
at our governing mechanisms on local, regional, national, international and global levels. The backbone of the 
economic system has failed and has been „bailed out‟ with taxpayer monies. This essentially forms an 

interesting basis of viewing the so-called capitalist societies as socialist in their governmental 
ownership…exactly the phenomena that has been so vehemently rejected around the economic world since the 

early 1980‟s.  
“Agency theory analyses economic incentives in situations in which a person (the principal) delegates a 

task which affects his own welfare to another person (the agent). The principle and the agent are assumed to 
have divergent interests so that the agent cannot be expected to act in the best interest of the principal. What 
makes the agency relationship economically interesting is that the agent is assumed to have more information 
than the principle (hidden information) and/or the principle is assumed to be unable to perfectly observe the task 
that the agent performs (hidden action) (O‟Sullivan: p. 293)”. This has been the prevailing issue of business 

behavior for public companies, that and the accompanying motivation/incentivizing of the agent to perform the 
tasks in the best interest of the principle.  

A remaining issue, before the specific aspects of corporate governance reform are discussed, is that of 
the appropriate governmental role in the economy. Neo liberal economics tells us that the government should 
have essentially no voice in economic activity and that the market will cure all woes. There is a fine line to be 
drawn here. The government should certainly not be in the role of economic acteur. There is significant 
documentation of government inability to efficiently allocate resources of an economic system, but here we 
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speak of regulating resource flows and not allocating these resources. Although, I suppose we also have 
sufficient documentation of the markets inability to allocate resources as well, which is why we need to define 
the relationship between government and business towards democratic, or just wealth distribution. As with 
many things, the truth lies in the middle, i.e., the creation of oversight mechanisms for economic activity, up to 
and including the distribution of wealth, clearly fall under the purvey of government.  The distribution of wealth 
is included here on the basis of revolutionary as well as terrorist theories of the results of great economic 
disparities. The crux of the disparity between neo liberal economic and government regulatory views has been 
the lack of applicable democratic principles to the corporation. That is to say, a democratically elected 
government which issues the license to operate to a company can only do so under the premises of the power 
vested to them by the population to act on their behalf (once again the agency issue). The ensuing self regulating 
resource allocation of companies is a contradiction in vested power relationships within societies and amongst 
societies, i.e. the lack of applicable aspects of democracy in corporate rewards and results. Although this lack of 
democratic principles in the economic system is being addressed to a certain extent via the growth of non 
governmental organization (NGOs), the effects of these new organizations in the system of checks and balances 
are far too minimal and slow. Indeed, this is a critical concept intrinsic to the U.S. system, checks and balances 
which exist to an extent for politics and society and to a far lesser degree to business activity. Many of the 
aspects of governance referred to hereinafter are understood as a system of checks and balances which is now to 
include business/economic behavior (specifically of publicly owned companies). 

Executive compensation is the first aspect to be addressed here. Although there are many arguments to 
be made for limits to the amount of executive compensation, I will suffice here in speaking more generally 
about the association of performance to executive pay. Initial executive salaries should be capped at 
US$500,000, regardless of size or profile of the company, as President Obama has already attempted to do for 
companies still vying for government bailout funds. Although I am personally convinced that there is no need 
for people to earn millions of US dollars per year, I am merely advocating that executive compensation be based 
on performance as contractually set out at the beginning of the agent contract relationship. With specific and 
pertinent Key Performance Indicators (KPIs), executives would continue to be able to earn exorbitant salaries. 
However, with such a system in place, they could at least be allocated to performance, that which most of us are 
actually gauged on. The KPI‟s should be public knowledge and subject to review by shareholders and the SEC 
alike. The issuance of stocks or stock options should be stopped as it gives executives a vested interest in short 
term profit goals. Shareholder Value, as purported by its originator Alfred Rappaport, was always intended for 
long term investments and included the concept of stakeholders as shareholders. “Some companies have 
misused my concept, e.g. that massive layoffs automatically raise shareholder value...[the improvement of 
quarterly results]...this has nothing to do with shareholder value and is a (most often) byproduct of 
incompetence or failure of executive management…All studies show that a company requires ten to twenty 
years of continuous value creation in order to justify its current share price” (Alfred Rapport). 

This same principle applies generally to companies, i.e., only the ability to plan and measure can form 
a plausible basis for compensation. Specific KPIs of the business need to be set forth and measured at the onset 
of new management as appropriate for industry, firm and geography. Performance goals must then be set for the 
incoming management team or member. Only then can compensation above a set level (US$500,000) be 
rewarded. Of course, it goes without saying that no further compensation of any form may follow if the KPIs are 
not met. In addition, if for any reason an executive is released from their contract earlier than contract end, only 
the remaining amount of salary compensation plus the rewards associated with already met KPIs may be paid. 
The caveat to this is that if the KPI‟s were met via means that otherwise have harmed the company, then this 
compensation should also be withheld. In addition to the normal KPIs associated with firm performance there 
are several additional criteria which must be added, specifically in determining the potential harm or potential 
achievement achieved by executive actions. These criteria follow the general descriptions of what has 
traditionally been referred to as externalities by economists. That is to say, there is a great need to internalize so 
called externalities to the business model/plan. These aspects include, but are not limited to: 

Social aspects, or the contribution of the company to the well being of the individuals as well as the 
community within which it operates, need to be included in measuring company performance. This can be 
measured in many ways from purchasing power parity over time to measuring the amount of work related 
negative social behaviors exhibited. In addition, other considerations for reporting and definition of KPIs are: 

 Measure jobs created or destroyed as evaluation of firm and management 
 How employees who are let go are handled 
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 360 degree performance ratings 
 Working conditions, e.g. health and education/training 

Environmental aspects must be included in company performance and KPI definition. Activities and or 
measures here can be as follows: 

 Emission measurements/carbon footprints 
 Lifecycle management 
 Supply chain audits 

If there is one term which could capture the overall trend required in corporate governance, then it 
would be transparency. Although executives and managers alike argue that their ability to make discretionary 
decisions is the backbone of success, transparency does not run against this argument as many purport. 
Transparency (accompanied by long term growth prospects and political stability) is the single most important 
aspect of pension fund investment according to CalPers, one of the largest pension funds in the U.S.  In fact, 
there is, according to most studies, a strong correlation between greater transparency in the form of corporate 
governance and better firm performance. Of course, too much governance raises transaction costs and stifles 
companies ability to act and too little corporate governance can leave the shareholders, executives as well as 
stakeholders ill informed, also creating great potential for inefficiencies, or increased transaction costs. In either 
extreme there is a reduced residual and variable payment stream available to the suppliers of the inputs. 

As a last point towards revising corporate governance, there is contradiction between the concept of 
limited liability and transparency which must be addressed. In order to retain the limited liability concept within 
the economic system and thereby retaining all of its benefits from risk mitigation to innovation driver, there is 
necessity to add the onus of responsibility into the system. This can only be achieved via transparency on the 
one hand and accountability on the other. As one suggestion in this endeavor, there could be an elimination of 
the purist concept of limited liability by making management boards (supervisory boards) as well as third party 
auditors legally responsible for performance and reports. In addition, there should be a legal liability for 
executive management to disclose all information truthfully and fully, otherwise the full legal liability must rest 
on them and not on the management board or third party auditors. 

In conclusion, we can say that neo liberal economics has not delivered on its promises and has 
proliferated corrupt, self serving practices which have resulted in the current global financial crisis. Even if 
global economic growth were to resume, there is still a magnitude of global wealth distribution discrepancy 
which harbors grave dangers for the future. The correlation between economic growth and violence has a long 
history, a history which is on the verge of repeating itself via a reversion to protectionist policies leading to 
greater trade disadvantages and particularism, which in turn will result in an increasing global wealth 
distribution gap. The loss of the national monopoly legitimizing the use of violence has had and will continue to 
have a grave impact on future economic and global development. The ability of developed economies and 
companies to revisit their current practices as purported under the concept of limited liability and neo liberal 
economics is paramount to meeting the environmental, socio-political and economic issues of our time. There 
are, in essence, no such things as externalities to economic activity, all aspects of human activity and existence 
are intrinsically intertwined with each other and can not be treated as separate entities.  Only in a healthy society 
and environment can healthy business sustain the proliferation of economic value generation via reduction of 
transaction costs. Lifestyle and egocentrism as determinants of the U.S. (and western) system are additional 
elements which need to be revisited and tackled in view of overall educational efforts. When readers have such a 
text as this in front of them and ponder on the potential bias within it, the same pondering must be extended to 
individual and societal paradigms long since accepted as true and correct. 
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Abstract 
 
Financial markets worldwide have faced severe downturns in the last year and this has been particularly pronounced 
in the U.S. Some of the blame for the current financial crisis in the U.S. has been attributed to the use of fair values in 
accounting for investments. In this paper we examine the current accounting rules for investments and argue that the 
standards need to be altered. Recognizing the unrealized holding gains or losses for investments in the net income at 
the end of the accounting period creates volatility in the reported income. This results in lowering the predictive 
ability of income and also gives incentives to the managers to manipulate reported earnings by not properly 
classifying investments or mismanaging the investment portfolios, both to the detriment of the investors. 
 
Introduction 
 
Financial markets worldwide have been subject to major declines in the last year, starting with a massive 
problem in the banking industry in U.S. This current crisis in the financial markets and the resultant decline in 
the stock markets worldwide have led to a lot of questions as to what caused the problems. One of the fingers 
being pointed for the cause of the crisis is the current accounting standards for investments. Many, including 
some members of Congress, believe that fair value accounting rules caused banks to recognize more losses than 
necessary leading to some of the problems in the credit market. The purpose of this paper is to examine the 
current accounting rules for investments and argue that revisions are necessary for the current accounting 
treatments of investments. 
 
Background 
 
The accounting rules for investments in U.S. were revised in 1993 from the cost basis to the fair value basis 
(SFAS No. 115) [FASB, 1993]. Under the old rules (SFAS No. 12) investments in marketable securities were 
classified into short-term and long-term portfolios at the end of the fiscal year based on management’s intent for 

the investments for the next year [FASB, 1975]. Investments were reported in the Balance Sheet on the lower-
of-cost-or-market-values basis, meaning only unrealized holding losses were recognized while unrealized 
holding gains were ignored. Unrealized holding losses for short-term portfolios were reported as a reduction in 
net income while for long-term portfolios these were reported as a reduction in stockholders’ equity and not as a 

reduction to net income. The possible explanation for this difference in treatment of the unrealized holding 
losses was the expectation that for short-term portfolios the losses would be immediately realized early in the 
next accounting period and since the losses occurred in the current period these would be more relevant in the 
current period’s income than when they actually get realized in the next accounting period, primarily for the 
reason of conservatism. There were no research studies undertaken by the FASB to verify if the expectation of 
the realization of these holding losses in subsequent periods was indeed the case. The maximum holding period 
for short-term investments was 90 days and it was possible that for some of the short-term investments the 
unrealized holding loss at the previous year-end may not actually realize at the time of the sale of the investment 
in the subsequent period, especially for those investments with a holding period closer to the 90 day period. The 
originally issued International Accounting Standard (IAS) required a similar treatment in the valuation of 
investments at year-end (IASC, 1986), again without providing any theoretical rationale as to why the 
unrealized holding losses for short-term portfolios should be a component of the Profit and Loss Account. 

The difference in the treatment of the unrealized holding losses between the short-term and long-term 
portfolios led to the practice of “cherry-picking” whereby companies would selectively classify investments that 
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had lost market values as long-term so that the losses would not impact net income. To curb this practice the 
FASB revised the standard with SFAS 115 to fair value accounting.  
 
Fair Value Accounting 
 
Under SFAS 115 accounting for investments followed the fair value or “mark-to-market” valuation rules for two 

of the three portfolios that were created under the standard (Trading Securities and Available-for-sale 
Securities). Unlike the previous accounting rules, these portfolios were reported at fair values in the Balance 
Sheet at the end of the fiscal year and subsequently both unrealized holding gains and losses were now 
accounted for, rather than just the unrealized holding losses in the earlier standard. For the short-term Trading 
Securities portfolio the unrealized holding gains or losses were shown as an addition to or subtraction from the 
net income of the period while for the long-term Available-for-sale Securities these were shown as an addition 
or subtraction to Stockholders’ Equity or Comprehensive Income. The standard also included rules requiring 
companies to record an unrealized gain or loss in income when securities were transferred into or out of the 
short-term portfolio, presumably to discourage misclassifications of investments into the wrong portfolio to 
manipulate income. However, the recently released standard on fair value option, SFAS 159, gives companies 
the option of applying fair value accounting to all investment portfolios and requires these portfolios’ unrealized 

gains or losses now to be recorded in income. The International Accounting Standards Board follows a similar 
reasoning in accounting for unrealized holding gains or losses at year-end. International Accounting Standard 39 
(IASC, 2003), which was revised in 2003 following the adoption of fair value rules, requires the unrealized 
holding gains or losses at year-end to be recognized in the Profit and Loss Account. 
 
Treatment of Holding Gains or Losses 
 
No theoretical rationale was given in the standards as to why the unrealized gains or losses for short-term 
portfolios and in fair value accounting should be taken for the determination of the net income of the period 
along with the realized gains or losses from the investments as a whole. The argument given is that the holding 
gains or losses occur in the period of reporting and hence should be shown in the current period income. 
However this argument does not take into account the actual realization of the gains or losses which even for 
short-term portfolios may not actually occur in the next accounting period, given the volatility in the markets. In 
fact the holding gains or losses from the valuation of the investments may be impacted by year-end decisions 
that are usually made by investors to sell losing investments for reduction of capital gains taxes and this might 
exaggerate the amount of the unrealized holding gains or losses. Thus recognizing these unrealized items in 
income will create distortions in the income stream causing it to become more unpredictable.  

The treatment of the unrealized holding gains or losses from investments does not have the same basis 
as accounting for contingencies. In contingency accounting the FASB and the IASB have clearly determined 
that recognizing contingent gains, no matter how probable that gain is likely to be realized, will overstate 
income in the periods prior to the actual realization of the gains. For contingent losses a probability assessment 
is made of the occurrence of the loss and for probable losses the amounts are recognized in income. However 
these arguments are not similarly utilized in accounting for investments’ holding gains or losses. Assessing the 
probability that the unrealized holding losses (and gains) would actually be realized in the future would be 
difficult given the volatility in the financial markets. The fair value option in SFAS 159 exaggerates this 
difficulty since some of the unrealized items would be from long-term investments. If the same rationale is 
applied to investments as is applied to contingent liabilities, the theoretical argument would be to not recognize 
any unrealized gains or losses in current period income since the probability estimates would likely classify 
these items as “reasonably possible” but not “probable” – a distinction that is utilized in whether or not 
contingent liabilities are accrued or just disclosed. 

The treatment of the unrealized gains or losses for investments is also inconsistent when the 
investments relate to pensions. Pension assets are maintained on behalf on the company by administrators of the 
fund and the funds do have unrealized gains or losses at each year-end depending on how the invested funds 
have grown or lost in values. Gains or losses from investments of pension assets, however, are not recorded in 
net income but recognized through comprehensive income. 
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Recommendation for Changes 
 
The concept of comprehensive income was introduced by the FASB in 1997 (SFAS 130) to fully articulate end-
of-periods Balance Sheets. Unrealized income items that would normally be taken directly into stockholders’ 

equity or not be recognized at all are now required to be shown in the comprehensive income computation and 
realized amounts of income are then reconciled in the periods when they do occur. With the use of the 
comprehensive income statement there is no theoretical reason for unrealized holding gains or losses to be 
shown in net income. Fair value accounting for investments recognizes the fact that giving the most current 
values for investments enhances the usefulness of reported financial position of companies for most users of 
financial statements. However there is no real reason why the unrealized holding gains or losses should be used 
in the computation of the net income of the period. The risk of misstating the income for the period is very high 
given the volatility in the financial markets and unlike contingent losses the probability that these unrealized 
gains or losses would actually be realized in the near future is pretty low. With the application of the fair value 
option to long-term portfolios the volatility in the income in the interim periods before the actual realization of 
gains or losses from the sale of the investments increases tremendously. We would recommend that the fair 
value option be made mandatory for all investments; under SFAS 159 it is a choice that companies can make 
now if they choose. However we would recommend that the unrealized holding gains or losses from valuing 
investments be shown as part of the comprehensive income as recognizing it in net income causes needless 
distortions to the income stream without any real benefits to the users of financial statements. 
 
Conclusions 
 
The current rules in investment accounting requiring unrealized holding gains or losses to be reported in net 
income cause distortions in the income stream without giving users of financial statement any useful 
information. They also make the predictability of income more difficult as the volatility in the financial markets 
make it almost impossible for the actual realization of these unrealized holding gains or losses to occur even in 
the immediate next accounting period. With the introduction of the comprehensive income statement in 1997, 
there is no theoretical reason why unrealized holding gains or losses for investments should not be a part of the 
computation of the comprehensive income rather than net income. We recommend that the standard setters 
should consider revising the existing standards to make the fair value option for all investments mandatory, 
rather than an option as it is now, and the resulting unrealized gains or losses be shown as part of the 
comprehensive income.  
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Abstract 
 
Investing in Advanced Manufacturing Technology represents an example of combined complex valuation problem. 
The advantage of such Investment compared to a traditional one is its capability to start producing different product 
or service if the demand for the originally produced product vanishes. The flexibility of AMTs, which includes the 
possibility to react to new information, can be seen as an option (the right, not obligation) to undertake some business 
decision. On the other hand the biggest disadvantage of AMTs is the higher initial investment cost. In an effort to 
prevent from wrong decisions is needed to involve the value of this option to the investment decision making process. 
The main goal of the paper is to show how the flexibility of AMTs influences the decision making process in the firm 
using theory of real options.  
 
Introduction 
 
The article focuses on the influence of advanced manufacturing technologies (AMT) on company’s economy. 

The introductory part of the article defines the term “advanced manufacturing technologies” and divides them 

upon various viewpoints. The following part discusses their influence on company’s performance measured by 

classical performance indicators as Net Present Value. Next part is aimed in possible usage of Real Options in 
process of evaluating the effectiveness of AMTs.  Simple case study illustrates this classical performance 
indicator as not suitable for evaluation of advanced manufacturing technologies, because it can underestimate or 
overestimate enterprise performance depending on different market conditions and challenges. Concepts of the 
Economic Value Added (EVA) and Balanced Scorecard (BSC) provide us with more complex view of the 
influence of AMT on company’s performance. Unfortunately those concepts still can’t evaluate the flexibility of 
undertaken investments. For this reason we present updated strategy map of BSC containing the real option 
calculation and decision process. The article shows connection of the BSC concept and theory of real options 
especially during the investment process. So part of the solution how to remain competitive lies upon investing 
in advanced manufacturing technologies. But is it always profitable solution? What does it mean to invest on 
AMTs? Which kind of decision model and criteria should be used to prevent ignoring their flexibility?  
 
Advanced Manufacturing Technology 
 
AMTs involves very wide spectrum of automated (computerized) process. AMT can be connected to any kind 
of manufacturing process technologies which are using information technologies to the storage and subsequent 
data-processing and communication (Dean, Yoon & Susman, 1992).  AMTs refers to the family of technologies 
that include computer-assisted design and engineering systems, materials resource planning systems, automated 
materials handling systems, robotics, computer numerically controlled machines, flexible manufacturing 
systems, and computer-integrated manufacturing systems (Zammuto and O´Connor, 1992). Sun (2000) 
summarizes the manufacturing issues (for which AMT investment can provides benefits) as follows: 
 Reduction of lead time to satisfy customer 
 Getting new product to market more quickly 
 Flexibility to adapt to changes in market 
 Improvement of product quality 
 Reduction in cost 
 Customer service (Sun, 2000) 
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Meredith and Suresh (1986) described new manufacturing continuum in terms of level of integration, 
which can be applied on AMT (Small & Chen, 1995) classify 14 technologies within those three groups. Small 
and Chen, (1995) classified technologies as: 
 Stand-alone (not integrated) – robots, NC machines, etc. 
 Linked – group technology (GT, flexible manufacturing systems (FMS), computer aided design (CAD) with 

computer aided process planning (CAPP), manufacturing resource planning (MRP) etc. 
 (Fully) integrated – computer-integrated manufacturing (CIM) 

Dangayach and Deshmukh (2004) usefully classify AMTs according to the level of technology 
integration: 
 Direct AMT – technology used on the factory floor to cut, join, reshape, transport, store or modify materials 

(CNC, DNC, robotics, FMS, AS/RS, AMHS, AGV, RP, etc.) 
 Indirect AMT – technology used to design products and schedule production (CAD, MRP, SPC, BC, MRP 

II, etc.) 
 Administrative AMT – technology used to give administrative support to the factory and integrate its 

operations with the rest of the organization (ERP, ABC, OA, etc.) 
Information and communication technologies are without any doubt one of the greatest phenomenon of 

ending 20th and beginning 21st century. Foregoing aspirations of automation and targeting to supply-side 
production (cost effective production of one type product – Economies of Scale) are changed by advanced 
technologies and others flexible automate and productive systems, which are aimed to demand-side (New 
Economies of Scope). It means the production of huge variety of product, bigger degree of variant individual 
products and customization by final customer decreasing non-systematic risks for the company and at the same 
time increasing competitiveness and labour productivity. 

According to Meredith and Suresh (1986) standard economic justification approaches can be used with 
an allowance for additional economic benefits or costs. More analytical procedures are needed when synergy, 
flexibility, risk, and non economic benefits are expected. Strategic approaches are needed with full integrated 
systems where is necessary to consider competitive advantages, firm’s business objectives etc. (Meredith & 
Suresh, 1986) Standard economic justification approaches can be used with an allowance for additional 
economic benefits or costs. More analytical procedures are needed when synergy, flexibility, risk, and non 
economic benefits are expected. Strategic approaches are needed with full integrated systems where is necessary 
to consider competitive advantages, firm’s business objectives etc. 

There has been much debate about the types of appraisal strategies and techniques that constitute 
meaningful justification for AMT. Some of underlying concerns are (Small & Chen, 1995): 
 The fact that many of the benefits offered by AMT are considered to be intangible and hence difficult to 

quantify (for this issue we offer to consult Balanced Scorecard and concept of strategy maps (Kaplan & 
Norton, 2004)). 

 The lack of readily accessible and acceptable techniques for appraising all the benefits offered by the AMTs 
(this lead us to offer an EFQM Excellence model as a potential framework). 

 The ability to assess the true performance of the AMT is diminished if all benefits (tangible and intangible) 
are not quantified in the justification process (for this issue we offer to use Economic Value Added as a tool 
for quantification of the impact of AMTs on the firm value). 

Inability to address the above concerns has often resulted in management being forced to adopt one of 
the following strategies (Small & Chen, 1995):  
 Refusing to undertake AMT projects that could be beneficial to the firm 
 Investing in AMT as an "act of faith", or  
 Using creative accounting to achieve the expected hurdle rates. 
 

According to Krar and Gill (2003) successful implementation of AMTs depends on careful planning 
that considers the long/rang benefits and the risks involved. New AMT that involves greater productivity should 
be evaluated on their projected competitive advantage and related benefits such as: 
 Improved product quality 
 Greater flexibility 
 Shorter throughput and lead time 
 Reduced inventory 
 Less floor space required (thanks to greater productivity) 
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 Reduced indirect manufacturing costs that could include material handling equipment, number of machines 
required, maintenance and disposable tooling costs, light, heat, taxes, insurance etc. (Krar & Gill, 2003) 

 
AMT Investments and Classical Methods of Capital Budgeting 
 
Net present value (NPV) is a standard financial valuation model that is commonly recommended for evaluating 
investment opportunities. The objective of the methodology is to compare positive and negative flows of cash 
over a specified period of time. Concept is of course dealing with time value of money what means that future 
expected cash flows are discounting to their present value, since a future dollar is worth less than a dollar today. 
Process of converting all cash flows into current “dollars” depends on interest rate used for discounting. The 
discount rate acts much like an interest rate for a bank account but it should accurately represent the alternative 
costs of capital.  
 

n

t
t

t
n

n
CF i

CF
C

i

CF

i

CF

i

CF
CCPVNPV

1
02

2
1

1
00 )1()1(

...
)1()1(

 (1) 

 
Equation 1 summarizes the NPV process. In this model, incomes refer to positive cash flows, while 

costs are negative cash flows. The term n identifies the time when the flows occur, and i is the discount rate. The 
most complicating step of calculating an NPV is the selection of the discount rate. The results given from NPV 
are very sensitive to chosen discount rate. NPV gives us absolute number which means how much extra money 
company will capitalize overlapping the initial investment (C0). Results correspond with the market value 
gained thanks the selected investment. On this premise all the modern concepts are successfully base (e.g. EVA, 
CFROI, TSR,…). (Pavelkova & Knapkova, 2005) 
 
AMT Investments – Modern Managements Models – Real Options  
 
BSC is selected for establishing the strategic goals and to find strategic hypothesis by defining cause-effect 
chains of those strategic goals. EVA is suggested to be used as a top target of financial perspective of BSC. 
EVA can show what additional value is the company capable to create by its activity in comparison with using 
the capital for other AMTs investment opportunities (with equal risk). The real options are described and shown 
as a supportive valuation tool to NPV for assessing the project’s flexibility. All methods are firstly described 
and later used in short case study. 

 
Economic Value Added 

 
EVA is one of the modern and very useful performance indicators (Tully, 1993). EVA was introduced in 1991 
by Stern Stewart & CO1. Economic Value Added (EVA) as an indicator measures the difference between the 
return on company’s capital and the cost of that capital (Lawrie, 2001). EVA works with cost of capital as well 
as cost of shareholder capital in terms of opportunity costs.  EVA indicates profit of the company in its 
economical value.  EVA as a single indicator can eliminate these shortcomings of traditional approaches. EVA 
provides a common language at all levels of management and allows management to decide under the single 
condition - the economic value added, as an indicator that can indicate how did the value of funds deposited by 
owners increased. The concept of EVA can be used in the following activities, which are important for 
enterprise seeking to increase its performance.  
 Valuation of businesses and acquisitions – based on presumption that the value of a company consists of two 

different part. Value of a capital employed (in accounting manner) and present value of a future EVA. (Sun, 
2000). Evaluation of investment projects – accepting only the projects with positive influence on EVA 

 Measuring the performance of the company – based on economical data, dealing with costs of capital used 
and giving the correct information about performance to the owner(s) of the company 

 Remuneration of managers – concept EVA removes problems of traditional approaches and transforms 
managers to the roles of the owners   

The most common formula for expressing EVA is: 
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EVA = NOPAT – WACC * C (2) 
NOPAT- Net Operating Profit After Taxes 
C = NOA - Net Operating Assets  
WACC - Weighted Average Costs of Capital 
 

Economic performance can be understood as a real rate of return earned on a completed project where 
all cash outlays and receipts are expressed in monetary units of equivalent purchasing power. The CFROI 2 
economic performance metric can be understood as an estimate of the real rate of return earned by a firm on all 
its assets, which can be thought of as a portfolio of projects. (Madden, 1999) 

However the relatively high cost of AMT and the moderate-to-high risk involved in adopting these 
technologies underscore the need for investment justification (Small & Chen, 1995). Therefore management is 
very often placed in a dilemma in that on the one hand they wish to invest in new technology, such AMT, but on 
the other hand they find it difficult to justify the capital expenditure using the traditional financial appraisal 
techniques. The conventional financial evaluation methods are well-established, well documented, while the 
methodologies for the evaluation of the strategic, intangible benefits are less formalized and often less 
understood (Lefley, 1996). 

The balanced scorecard (BSC) is a strategic planning tool and modern management system that is 
used extensively in business and industry, government, and non-profit organizations worldwide to align business 
activities to the vision and strategy of the organization, improve internal and external communications, and 
monitor organization performance against strategic goals. It was originated by Drs. Robert Kaplan (Harvard 
Business School) and David Norton as a performance measurement framework that added strategic non-
financial performance measures to traditional financial metrics to give managers and executives a more 
'balanced' view of organizational performance. 3 

 
Balanced Scorecard 

 
BSC transforms an organization’s strategic plan from an attractive but passive document into the active, helpful 

and fundamental targets for the organization on a daily basis. It provides a framework that not only provides 
performance measurements, but helps planners identify what should be done, when it should be done and how it 
should be measured. It enables executives to truly execute their strategies and improve the company strengths. 
BSC makes possible organizations to clarify their vision and strategy and translate them into actions. (15) 

The balanced scorecard suggests that we view the organization from four perspectives, and to develop 
metrics, collect data and analyze it relative to each of these perspectives: 
 The Learning & Growth Perspective, 
 The Business Process Perspective, 
 The Customer Perspective and 
 The Financial Perspective.   (Kaplan & Norton, 1996) 

Definitely each investment is linked with the capital expenditure, that we must take to obtain advanced 
technologies on the one hand, and with the cash income that we expect from the investment in the long-term 
horizon on the other hand. It is truth that each project, regardless of whether it is an investment in advanced 
technology or not, should have a positive net present value, or in other words, the internal rate of return must be 
higher than the cost of capital to guarantee the improvement of company’s market value. Otherwise, the project 
is difficult to accept by owners or managers. However the provision of positive net present value seems to be 
not sufficient in current days. We argue that for effective decision-making process it is necessary to take more 
complex approach and to consider more strategic objectives, which could be supported by using BSC concept. 
Higher internal return rate that is above the cost of capital must not guarantee contribution of the investment to 
the successful achievement of the objectives. The AMT investment can support the creation of market value as 
well as blocking the priority goals at the same time. Deciding only on the basis of positive NPV could lead the 
company to problems in the long term.  

Further in the paper we will deal with the modern management concepts that will uncover a broader 
look for investment decision making and subsequent implementation of AMT investments and we will try to in 
build the real options in those concepts as a valuation supporting tool for AMT investments.   
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Real Options 
 
Real options could be used as a beneficial tool for valuating managerial flexibility to adapt decisions in response 
to unexpected market developments and changes. Companies create shareholder value by identifying, managing 
and exercising real options associated with their investment portfolio. The real options method applies financial 
options theory to quantify the value of company’s management flexibility in a world of uncertainty and frequent 
changes. If used as a conceptual tool, it allows management to characterize and communicate the strategic value 
of an investment project and accept them. Traditional methods (e.g. Net Present Value) fail to accurately capture 
the economic value of investments in an environment of widespread uncertainty and rapid change. The real 
options method represents the new technique for the valuation and management of strategic investments. The 
real option method enables corporate decision-makers to leverage uncertainty and limit downside risk 
(http://www.real-options.org/). 

Real Options Valuation is revolutionizing corporate strategy and bridging the gap between finance and 
strategic planning. Just as an option gives its owner the right - but not the obligation - to take a particular course 
of action at some time in the future, flexibility embedded in capital investment projects and company strategies 
allows managers to take a staged approach to corporate strategy and react to changes in the business 
environment, so they can limit downside losses while fully capitalizing on upside potential opportunities (see 
more on: http://rogroup.com/).  

 
Case Study – Option to Expand a Project 
 
First of all is necessary to establish and introduce the system of managing the company which will be effective 
and will lead to the long term maximization of firm value. We prefer usage of BSC methodology that is able to 
fulfil this strategy goal. The designed strategy map is shown on FIG. 1.  
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FIG. 1: POTENTIAL STRATEGY MAP FOR AMT INVESTMENT (OPERATING AND INVESTMENT 
DECISION PROCES WITH IMPLEMENTATION OF REAL OPTIONS) 
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Except of the settled goals in strategy map (FIG. 1.) we identified four strategy actions for 
management, which are numbered from one to four. These actions are determined and explained bellow. 

 
1 – Knowledge "How to Introduce the New AMT with the Possibility of Future Expansion" 

 
The well educated and skilful employees are essential assumption for drawing the advantages offered by ATM 
investments. For the further project expansion during his lifetime is very important the ability of employees to 
prepare the conditions of the project so that the expansion will be made without others and uselessly spend 
costs. Without know-how is almost worthless to invest into flexible investments.   
 
2 – Valuation of Flexibility of Planed AMT Investment 

 
The investment is accepted on the basis of claim fulfilment to its efficiency. We have to be able to valuate not 
only classical financial efficiency but also to express the value of flexibility (real option methodology seems to 
be convenient). Than we could accept investments appear like inefficient too.  

 
3 – Continuous Monitoring of Customer Needs 

 
The option to expand the project during its lifetime is opportunity not obligation. The opportunity (or usage of 
option) is accepted if the estimated change in customer behaviour occurs (for example increasing demand for 
our products). The company has to be able identified immediately these changes in demand and on the basis of 
changes decide if the expansion will be made.  

 
4 – Execution of Option to Expand a Project 

 
On the basis of identified change in customer behaviour we start up action (option, opportunity) expansion (in 
positive meaning of change). The production extension is going along and according to the prepared scenario. 
The detection of relevant failures of project should not exist and occur during this phase. In this stage it would 
be too late. It in general means that the new layout of production has to fit into the previous one. All technical 
necessary matters need to be practicable without significant intervention to production and reorganization must 
be as smooth as possible.  

 
Option to Expand a Project – valuation 

 
For detailed look how to work with the project flexibility is prepared following short case study. It deals with 
the investment with certain level of felexibility. 

Imagine that in the present conditions (at time t0), the NPV of the AMT investment is negative. 
According to the NPV methodology, none of the investors should accept until the NPV of the investment is 
positive. Real options theory may evaluate this business opportunity in a very different way.  

We consider for our short case study the effect of option to expand, assuming that firm has the 
possibility to enhance the initial project building up a new production capacity. AMT are usually based on high 
level of flexibility. In this case we will suppose that adding extra tools (hardware) to existing technology and 
rearranging the layout will increase the production capacity from level X (SL – Starting Level) to a new level 
2*X (EL – Expanded Level, ELC – represents the additional costs (expenditures) needed for reaching the 
Expanded Level) under the condition, that from the first stage of investment is expanding possibility taken into 
account. It means that rearranging of production is possible; there are no room restrictions and technology 
limitations. Expanded level of production will provide the firm with ELCF – extended (new) level of cash flows. 
Supposing the life span of new technology is 8 years (UT – Usable time). This kind of expansion seems to be 
beneficial but can we and should we evaluate it before we will accept this AMT? Making extra Cash Flows from 
expansion depends also on additional (increased) demand on the market with certain level of variability (statics 
dispersion – δ2). The last factor influencing our decision is the risk-free rate on the market derived from the 
interest rate of state long-term obligations (rf). Could we calculate the value of described flexibility of new 
technology? 
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TABLE 1: CASE STUDY – INFORMATION ABOUT INTENDED AMT INVESTMENT 
 

0 1 2 3 4 5 6 7 8

Initial Investment (C0) -24000

Operating Profit 1000 1000 1000 1000 1000 1000 1000 1000

Depreciations 3000 3000 3000 3000 3000 3000 3000 3000

Cash Flow -24000 4000 4000 4000 4000 4000 4000 4000 4000

Additional Expenditures (ELC)

Extended level of Cash Flow (ELCF)

Assets (at the begining of the year, At) 24000 21000 18000 15000 12000 9000 6000 3000

Assets (at the end of the year, At+1) 21000 18000 15000 12000 9000 6000 3000 0

Internal Rate of Return

FCFF - Free Cash Flow to Firm
(if changes in Working Capital equal to zero) -24000 4000 4000 4000 4000 4000 4000 4000 4000

Discounting FCFF (using WACC = 15%) -24000 3478 3025 2630 2287 1989 1729 1504 1308
Σ of discounted FCFF1….FCFF8 17949

O
P

T
IO

N

-12000

20000

6,88%

Net Present Value
(weighted average costs of capital = 12 %) -6051

 
 
 

Above described investment produces negative NPV. According to NPV rule adoption of that AMT 
decreases the market value of analyzed company. But so far we haven’t calculated with the flexibility of chosen 
technology, which will allows us to extend the production, if markets demand changes. In that case we could 
realize extra earnings (Cash Flows). The value of this flexibility (opportunity) can we get through 
implementation and valuation of real options (in this situation it is called “Option to Expand a Project”). For the 
computation of this typical American Call Option (it may be exercised at any time before the expiry) will be 
used the binomial options pricing model (BOPM).    

The BOPM provides a generalizable numerical method for the valuation of options. The binomial 
model was firs introduced by Cox, Ross and Rubinstein in 1979 [17]. The model uses a discrete-time model of 
the varying price over time of the underlying financial instrument. The BOPM is relatively simple and is 
implemented in many free-versions of software or even Excel spreadsheets. The advantages of BOPM are: 
 Simplicity without difficult mathematics computations 
 General usage for all kinds of option (European, American, Bermudas, etc.) 
 Makes it possible to work with various volatility during the options durability [18] 
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5 712 935

2 811 248

1 380 733 1 379 828

675 599 674 728

328 119 327 282 326 377

157 628 156 175 155 304

74 722 73 055 71 170 70 265

34 908 33 476 31 587 29 024
16 065 15 039 13 649 11 640 8 000

6 633 5 768 4 569 2 741

2 392 1 764 939 0

673 322 0

110 0 0

0 0

0 0

0

0  
FIG. 2: THE VALUE OF AMERICAN CALL OPTION 

 
The flexibility of a technology with above mentioned parameters and the level of variability equal to δ2 

= 0,5 was evaluated by binomial model to 16.065 “dollars”. This additional value characterise the price of 
possible expansion of the project during the next 8 years in its present value. Overall (corrected) new value of 
NPV equals to originally calculated -6051 “dollars” PLUS the value of option +16.065 “dollars”. The possibility 

to make extra Cash Flows from expansion (so special characteristic of AMT) turns the investment to the “green” 
(positive) numbers and support the decision for accepting it because of its high probability to use the option. So 
under these assumptions we will justify the investment at a time when the NPV is negative.  
 
Conclusion 
 
Each investment is linked with the capital expenditure, that we must take to obtain advanced technologies on the 
one hand, and with the cash income that we expect from the investment in the long-term horizon on the other 
hand. It is truth that each project, regardless of whether it is an investment in advanced technology or not, 
should have a positive net present value, or in other words, the internal rate of return must be higher than the 
cost of capital. Otherwise, the project is difficult to accept by owners or managers. However the provision of 
positive net present value seems to be not sufficient in current days. We argue that for effective decision-making 
process it is necessary to take more complex approach and to consider more strategic objectives. We discussed 
the issue of AMT and its impact on company investments decision making process. To justify AMT investment 
correctly we suggest a usage of Real Options, because of the possibility of changes during the life time of those 
investments. As an efficient model of managing the company to the maximum market value was chosen a 
Balanced Scorecard concept for its strategic impact. EVA was suggested as top financial target convenient for 
measuring the stockholder wealth. Randomly selected strategy map for company operating AMT was updated to 
the decision making process of buying the AMT. Created model shows in general the position and usage of real 
options from the process view of manager and owner. The practical influence and interpretation of real options 
value is demonstrated in short case study with concrete numbers.  
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1 EVA is registered trademark of Stern Stewart & CO. 
2 CFROI is a trademark of HOLT Value Associates, L.P. 
3 For more information see http://www.balancedscorecard.org/ 
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Abstract 
 
In this empirical paper, we will deal with the term Green-IT and we will show that it can only be understood as 
an item of IT-planning. Therefore interdependencies and conflicts between Green-IT, high-availability of 
computer systems and other premises of IT-planning will be demonstrated. First, we’ll have a look the meaning 
of Green-IT. In the next step we will discuss several methods that we can use in Green-IT projects. The state of 
art in hardware-technology is going to be taken into consideration as well as we’ll have a look at the market 

spectrum related to the term Green-IT. Methods of Green-IT will be evaluated and calculations will show 
which method will cause benefits or even higher cost and which methods can improve  efficiency of a computer 
center or even which ideas are not suitable for practical usage. One of the main skills of the paper are side-
effects and therefore it will be shown that Green-IT should not be understood as a standalone project but that it 
might be an important item of an integrated and future-oriented approach of IT-planning. 
 
Introduction 
 
In 2008 there was a TV-campaign of a well-known American Computer Company distributed nearly 
worldwide. In one of the commercial spots, a lady was asked by her boss why he should sign a plan for 
saving energy. He stated that the clients of their company would not be interested in environmental care. 
After being told that the company would be able to save up to 40% of about 18 Million Dollars of cost of 
energy per year he signed immediately. At the end of this spot an internet -link was shown which included 
in the original American version the term “Green-IT”. For a period of months, it seemed that there was no 

computer journal which did not print an article about “Green-IT”. IT-Managers received daily advertising 
and phone calls from specialists of this “new” area of computer science. But where did these specialists 

come from if no one did care about “Green-IT” before and what qualification would such a consultant have 

that a CIO of any company or a manager of a computer center would not have? For speaking about “Green-
IT” from the point of computer science it’s necessary to ask such questions. How we will see in the 

following pages the meaning of “Green-IT” has changed rapidly. For this article the meaning and the 

cognition of the term “Green-IT” is as important as its rapid evolution during a short period of time.  
Especially, if we look at possible side-effects, it seems to be clear that “Green-IT” in its actual 

meaning can be discussed in a reliable way only in the multi-discipline context of IT-planning. 
At this point of the article special thanks are given to the people of Hewlett Packard who supported this 
paper by delivering lots of useful information about Green-IT. 
 
The Term “Green-IT” 
 
Reading articles in computer journals or talking to consu ltants about “Green-IT” we may believe that the 

only meaning of this term is saving energy. The commercial spot which is referred to in the introduction of 
this article emphasises this meaning too. But if we do some investigation/research about the discussed 
term, we will find out that Green-IT may be much more than it seems to be at a first view. The online 
encyclopaedia Wikipedia [Wik2009] explains that the term “green” aims on an efficient use of all IT-
equipment beginning at the development and ending at the recycling of computer parts. Velte and 
Elsenpeter [VVE2007] explain as an introduction that Green-IT includes as well the demand of 
environmental friendly computer components as well as the use of equipment that is more energy efficient 
than systems of the past. They state that Green-IT is described best by the slogan “reduce, reuse, recycle”. 

The last point about recycle is well organised inside the European Union because on the 13th of August 
2005 a European Law about “Waste from Electrical and Electronic Equipment” went into effect and since 

that time manufacturers that sell equipment inside the EU are bound by law to take back old and broken 
electrical equipment which they sold before [2002/96/EG] or to pay for the recycling of such material. 
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That means that it is no longer the problem of the company that operates a computer center what will 
happen to old hardware. According to this regulation which is found in analogical laws in many countries 
of the world (e.g. Switzerland [Rec2009]), the manufacturers avoid using dangerous or poison materials 
which become expensive if they need to be dumped or recycled. In the year 2007 Hewlett Packard e.g. was 
able to bring about 113.000 tons of old equipment and printer cartridges into the process of recycling 
[HP2008]. That was an increase of recycling of about 50% in one year. After explaining that buil ding, 
recycling and dumping of appliance is part of Green-IT it has also been said that the manufacturers have to 
care about these items. Therefore we can reduce Green-IT in the context of IT-Planning to the items 
“reduce” and “reuse”. We will deal with these two items in the next chapters and than we can discuss the 

role of Green-IT in the field of IT-planning. 
 
“Reduce” as an Item of Green-IT 
 
As it has been said before, many or most managers of computer centers or even of companies and holdings 
are not very interested in speaking about CO2. But if there is a chance to realise any savings, new ideas 
become interesting for them. The reason for this is very simple.  Globalisation and competitors in the 
market force them to act in a strictly economic way. It should not be forgotten that even in the area of 
information technology, especially in computer centers, the economical principals have to be cared about, 
same as this matter has to be dealt with in other departments of a company. That means that requirements 
have to be realised using the smallest possible input. This way of economical acting is called the principle 
of minimization [Woe2000]. Following this principle means nothing else than to target a most efficient 
usage of resources. On the basic level it means that the needs will be satisfied at the lowest possible price. 
Let’s now consider which kinds of resources are handled in the area of information technology and how 
the usage of such resources might be reduced. Thinking about a company with a computer center or a 
simple server room, we will find the following resources: 
 

- PC-workstations 
- Screens 
- Printers 
- Servers 
- Network components (switches, routers, etc.) 

 
But in common cases we will need these resources to do our jobs. So if we can’t reduce the 

number of computer workplaces what else can we reduce? 
“Reduce” means nothing else than that we used more resources in the past than it was necessary 

for realising our targets. Perhaps, we can reduce the running times of the equipment or the energy 
consumption in total.  

If we look at the disciplines of Kaizen or CIM (Continuous Improvement Management) a basic job 
of such systems is the search for wastage of resources [KK2007]. So that we can first ask not the question 
what is essential or necessary but rather where do we find wastage of resources. In practice, it is much 
easier to say that waste of energy is that a computer is switched on for 24 hours a day being onl y used 8 
hours a day than to discuss if a special workstation is needful or not.  

If we’re going to analyse waste, we will find that exactly this point described above can be found 

in many companies: Even if the users work four, six or eight hours a day with their computer, many 
computers are switched on day and night. But in most cases, even after the employees are told to switch off 
their computers, the monitors/screens stay on during the night time. 

This problem is not easy to be solved because the fact that people do not switch off their 
equipment is not a technical problem. But it can be solved by using simple technical methods.  
First a script can be used for a remote shutdown of the workstations so that at a predefined time all running 
computers in a company, department or a workgroup will be switched off. But even if an ATX-computer is 
shutdown it still uses electricity because the power supply is still turned on and if e.g. the computer uses 
WOL (Wake-On-LAN) it can be started over network. Such features of modern computers require 
permanently electrical energy for working. A better way to ensure that all computers and also the screens 
at the employees’ workplaces do not waste energy is the method to use an electrical key for activating the 
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electrical supply at a workplace. If such a key must be parked in a central key box at the end of a working 
day, it is guaranteed that all electrical equipment at a workplace is turned off and that no energy is wasted.  
Personal Computers that are up-to-date support options for energy saving. If a computer is running but no 
one is working on it, several components like the hard drive, the screen, the network adapter and others can 
be switched into a stand-by mode.  

If we have a look now at printers it depends on the organisation of a department what strategy of 
printing might be useful. One way to save energy and at the same time save equipment might be the usage 
of network printers. If the organisational structure of the department or the company allows that , it would 
be a way to save resources if they use a lower amount of printers in the company. But one has to be careful 
because if such a scenario is not planned properly the savings of energy and printer cost might be 
overcompensated by the cost of employees walking around to get the print-outs. 
 
Reduce by Change 
Over the last years, computer technology has been improved in many ways. One important point of these 
improvements is a more efficient usage of energy. That means that in 2010 a computer will use about 25% 
less electrical energy than a computer did in 2005. At the same time the speed and the capacity of the 
computer was doubled. If we look at the basic year 2005 and the capacity of a high-end computer gets the 
index 1, we can calculate the relation between capacity and demand for power in the following way: 
 
Capacity of a computer in 2005 (index):  1 
Capacity of a computer in 2010:    2 x 1 
Power request in 2005 (index)   1 Unit 
Power request in 2010:    0,75 Unit (savings about 25%) 
 
While in the year 2005 for 1 unit of capacity 1 unit of power was needed, technological forecasts tell us 
that we need in 2010: 
 

375,0
12

75,0

x
 

 
That calculation tells us that in theory in the year 2010 we will need for the same 

performance/capacity, which a computer in 2005 had provided, only 37,5% of that energy. Index-based, 
this would mean increased efficiency of about 62,5 %. But this is only a theoretical value because the 
capacity of a computer is nearly never used by 100%. But it shows that the manufacturers of comput ers 
take care of energy efficiency by developing new generations of computer hardware  [GG1985]. 

One way to realise savings for a computer center or a company may be to think about new and 
more efficient hardware. But we have to be careful. In some publications, which the author is avoiding 
mention, the savings of energy are calculated by watching at the maximum capacity of the power supply of 
computer equipment. Such a calculation surely might show nice numbers and values but it’s not a proper 

method for calculation. E.g. if a network switch with a 450W power supply is replaced by a new one which 
has a power supply for a maximum capacity of 100W, this does never mean that we save 350W/h! This is 
very important because of the time of amortisation of a new investment. The following picture shows a 
standard network patch box, which was updated in December 2008.  
One older Switch was replaced by a new one. The technical data of these switches are shown above. The 
real power input was measured and it was about 25W for the new Switch and 100W for the old one. At a 
medium price for 1 KW/h which is 0,14 € the savings per year are calculated below:  
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Picture 1: Using a new switch 
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€98,91€14,0*/657 hKW  

 
As we can see the annual saving is 91.98 €. The price for the new switch was 270,00 €. The duration of 

live for such network components are between four and six years [BVS2006]. If we calculate the time of 
amortisation without including any interests it is about: 
 

years
ap

394,2
../€98,91

€270
 

 
Thinking of a medium time of usage of about five years and knowing that this switch is 

maintenance-free because it has no active coolers, the total savings for the whole duration of this part will 
be approx. 180,00 €. In the special project four of these switches were used to replace older equipment. 

Even if there is the argument of saving energy and money there is another benefit in using the new 
switches: The network is enlarged from 100 Mbit to 1.000 Mbit by using the new equipment so that 
response times are much better while using client-server-applications. 

Sometimes savings of energy are realised only because old equipment is replaced by devices that 
are on a higher technical level. We can find such an example if we look at the development of 
monitors/screens within the last years. 
During a period of four years, a company replaced all monitors which were working with a cathode ray 
tube. Now all computer workplaces are equipped with flat screens. As posit ive side-effects the new 
monitors have a screen diagonal of 19” and because of their smaller dimensions the workplaces are more 

ergonomic than before. 
 
Measurements by the author proofed medium consumptions of energy of the different screens that are 
shown in the following calculation. 
 
19” flat screen:    17 W/h (medium consumption of energy) 

new part 
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17”monitor with cathode ray tube:  64 W/h (medium consumption of energy) 
 
64 W – 17W = 47W 

This means that the savings are 47W/h per hour for each cathode ray tube monitor that is replaced 
by a flat screen. Meanwhile more than 250 Screens have been replaced in that company. So that there are 
yearly savings of energy of about: 
 
47W/h * 8 hours * 220 working days per year *250 Workplaces = 20.680 KW/h 

The savings of each Workplace for a live time of five years will be: 
 
47W/h * 8 hours + 220 working days per year * 5 years = 413,6 KW/h 

At a price of 0,14 Euro for 1 KW/h are the savings: 
 
413,6 KW/h * 0,14 € = 57,90 € 

Since that savings does not refinance the price of the new screens, the equipment was replaced 
during a longer period of time. Whenever an old monitor was out of order it was replaced by a flat screen.  
 
Thinking about Requirements in IT 
 
For decision making in the information technology, it is not enough to think only about cost and benefits. 
We also need to think about other requirements. Such requirements are e.g. : 
 
- (High) Availability 
- Performance 
- System-security 
- Data-protection 

In most countries, there are special laws which describe or demand minimum levels of security or 
availability while running any professional computer systems or networks. The requirements which have to 
be taken into account are e.g. the importance of a system, its aim and the demand for high availability. If 
we talk about a workstation that is not used for storing data and that can be substituted within a few 
minutes, we can plan a simple and cheap system. But if we need high availability of a  server we have to 
think about redundancy of the power supply, a Raid-Array [Han1992] or a cluster system. If we come to 
the conclusion that a critical system of our company must run on a fail - over-cluster [FH2003] with a 
maximum offline period of about 90 seconds, there will be several demands that have higher priority than 
the property of “saving energy”. In this special case, there will be the following questions:  
 

- How reliable is the hardware and the support of a company? 
- Which degree of high availability is required? 
- Which hardware/system fits best the special requirements? 

 
And even after these questions are answered, we have to think of initial and running cost. The last 

question will also consider energy but eventually only under monetary aspects. 
In case that a system which is needed in a company or department is available only for running on 

one hard- or software platform, e.g. a server of a special brand like SUN V490 or IBM AS/400, than there 
are only the questions about the server capacity and where to get it at the lowest price. 

 
Virtualisation of Systems 
 
Searching in the internet for the item Green-IT, there are a lot of hits where information about 
virtualisation is provided. An example from the practical world will show benefits of the usage  of a virtual 
system. The picture 2 shows the desktop of a server which is running as a productive system in a clinic.  
In the case of the shown example, the clinic uses a central software system that has several interfaces to 
other software systems. These interfaces were installed on one physical server but they did not run robust 
in the past. After the first installation, the same interfaces were running on one small server were Windows 
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2000 had been installed. Experience showed that the interfaces/converters worked fine, if every 
interface/converter was installed on a separate computer. At this time eight interfaces where running. That 
means that seven small servers would have been necessary. As an alternative a virtual environment was 
tested and it was found working very solidly. One large server was installed and virtual machines were 
cloned that use “WIN2000 Professional” so that the licences did not cause high cost. The new server was 

much more powerful but also much more expensive. But it’s much more efficient to run several virtual 
machines on one powerful server than running eight small servers. The following calculation will prove 
that this is a real benefit. 
 

 
PICTURE 2: A VIRTUAL ENVIRONMENT 

 
 
Cost of one small server:    2.000,00 € 
Cost of a more powerful server   5.500,00 € 
Cost of a Win2000 Licence    139,00 € 
Cost of W2003-Standard-Server   560,00 € 
Cost of W2003-Enterprise-Server   1.965,00€ 
 
Alternative 1: 
 8 Small Servers    16.000,00 € 
 8 W2K Prof.    1.112,00 € 
Cost of alternative 1    17.112,00 € 
 
Alternative 2: 
 1 powerful Server   5.500,00 € 
 1 virtual environment (max.)  2.000,00 € 
 8 W2K Prof.    1.112,00 € 
Cost of alternative 2    8.612,00 € 
 

The savings in this example were 8.500,00 €. According to the used virtual environment the 

saving could have been more because some systems for virtualisation can be used for free.  
Meanwhile, there are two VM-Servers realised in the described project and other servers which provide 
several applications have also been installed as virtual machines. In total there are 18 virtual machines 
running on two multi-processor servers. 
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As a side effect of this case of consolidation, there might also be savings of energy. If we think 
about eighteen small servers with redundant power supplies, they will consume an average power of about 
100 W/h. 

If we substitute these Servers by two multi-processor-servers as it is done in the described project 
and these servers have an average power consumption of about 250 W/h, which is a quite high value for an 
up-to-date server, the savings will be: 
 
(18*100W/h) – (2*250W/h) = 1.300 W/h = 1,3 KW/h. 

If we take the price of 0,14 € per kW which has been used for calculations before, the savings will 

be: 
 
1,3KW/h * 24h*365days * 0,14€ = 1.594,32 € / year 

That means that energy worth 1.594,32 is saved per year by virtualisation of IT -Systems in the 
shown scenario which is realised in a clinic. 

If we now think about the initial cost of the realised solution the savings are accounted as 
approximately 21.000,00 €. For a medium live time of the servers of four years the total savings - which 
include initial savings and savings of energy during the time of use - are more than 27.000,00 € and 

approx. 23% of these savings are caused by lower consumption of energy. By the way, this could mean 
that within the live time period of our servers we are going to save 45.552 KW/h (~ 45 Megawatt/h) of 
energy. If we calculate with an estimated value for central Europe of 800g CO 2 for each KW/h [Sch2009] 
that means that we have protected the environment by reducing emissions of 36,4 tons of CO 2. 

But even if the shown savings are one good point for virtualisation there are also other advantages. 
Because a virtual machine is compressed in one or a few image files, it is very easy to make backups or to 
restore a whole system. Even if a server crashes, the Backups of the virtual machines can work on any 
other machine where the virtual environment is running. That means e.g. that all virtual machines on the 
server which is shown in picture 2 can be restored on any other server or even on a PC and brought back 
into productive mode in less than half an hour. Some virtual environments can also be used for building 
clusters. At this point only one thing has to be said. Virtualisation is not useful in all cases. It’s easy to 

virtualise an interface or a converter which does not store any important data. It’s also easy to virtualise 

applications if they are separated from data. But data base files - especially of enterprise databases - should 
not be stored in virtual machines because of several reasons beginning at the performance and endin g at 
the field of data security. Therefore data base applications can work within virtual machines and the data 
can be stored in secure arrays (e.g. RAID 1, 5 or 10) or in a SAN (storage area network).  
 
Changing Technology 
 
About fifteen year ago, there was a campaign for client-server-computing. Even if mainframes did work 
properly and reliably they were banned as dinosaurs and they were said not to be able to support the needs 
of modern business anymore. Today we know that the intention of this campaign was more based on 
marketing strategy than on the technical abilities. Unlike it was suggested by the computer press, the 
mainframe-technology did not die. The Systems which were conceived to displace/expulse mainframe-
technology did assimilate the technology of mainframe after a short period of time. Today the most 
common systems which use this kind of technology are MS-Windows Terminal-Server and Citrix 
Presentation-Server/XenApp. The advantages of such a system are 
 

- Centralised administration 
- No software-installation on client-systems 
- Centralised user-profiles 
- Better oversee of the running software-systems 
- Better management of software releases 
- Centralised security checks 
- Optimised usage of server resources 
- Lower demand for network resources 
- Easy integration of different locations in a company/holding 
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It is not only possible to use a terminal client for Windows e.g. on a Linux platform. This 
technology does - unlike the client-server-architecture - only display results and crap inputs at the 
workplace. That means that the classical model of “input-computing-output” which is represented by the 
class of personal computers is segmented into input and output which works on the terminal (workplace) 
and the computing which is centralised in the terminal server (mainframe) [FH2003]. But if we do not need 
a computing unit at our workplace, we can use a “dump” terminal. While a PC, also a very economical PC 

needs about 50W/h, a terminal consumes about 20 W/h [Gre2009]. If this technology is used there’s a 

demand for more performance in the backbone area (more powerful servers). The technical data about 
consumption can be used from chapter 6. In the case of the clinic, 90 workplaces are supported with 
terminals and they correspond to a terminal-server-pool of 5 powerful server. The initial cost of using that 
technology are the same as working with client-server-technology, but there are many other advantages as 
shown above. So let us have a look at the energy cost. If each of the five servers has a medium 
consumption of about 250W/h and each Terminal needs about 20 W/h, we can calculate the savings as 
followed: 
 
90 [number of terminals] * (50 W/h [PC] – 20 W/h [Terminal]) – 5 [number of server] * 250 W/h = 1.450 
W/h 
 

That means savings of energy within one year of: 
 
1.450 W/h * 24h * 365 days = 12.702 KW/h 
 

That amount of energy helps to avoid emissions of more than 10 tons of CO2. 
In the case on which the sample calculation is based, we have the scenario that the terminals of the 

clinic are used 24 hours per day. In other branches it might be possible that a computer or a terminal is 
only used for 8 hours a day. In such a case we have to keep in mind that the servers run 24 hours a day, 
while the terminals can only save energy during 8 hours of their daily usage.  
 
“REUSE” 
 
After discussing the advantages of new equipment in the last chapters, it first seems to be a paradoxon to 
speak about “reuse”. Reuse in the context of IT means nothing else than using equipment again that was 

used in the past. But this does not necessarily mean that we use really old stuff. If we think about a PC we 
can state that the most vulnerable parts are hard disks and power supplies. Sometimes the usage of new 
applications or updates requires a more powerful hard ware. But referring to chapter 6, we know that we 
can use terminal technology that computes the application directly on the server. So, one way to reuse old 
equipment might be to “refurbish” an old PC. If mainboard components are still flawless, we can change 
active coolers and the power supply and we can also change the hard disk with a compact flash card that 
includes a Linux system and e.g. a citrix terminal client. That is a very cheap method to reuse an old PC as 
a terminal which can still be used for up to another three or four years. Because of the missing hard disk, 
this construction will use obviously less power than a normal personal computer. The calculation of power 
savings will be nearly equal to these shown for other terminals. In addition to that, we save money for 
buying new equipment and we lower the amount of recycled or dumped material.  
 
Other ideas of Green-IT 
 
During the preparation of this paper, the author found a marketing article somewhere in the internet about 
low voltage systems and DC-power-supplies. Even if the page was not found again, the idea will be 
discussed shortly and it will be shown how useful such an idea might be. It said that a computer center 
with about 250 servers using a central 48V DC power supply would save around 65.000,00 Euro per year 
because they would not need active coolers at the power supply of the servers. An active cooler which is 
commonly used for power supplies has maximum power consumption between 1W/h and 5W/h. If we 
recalculate such savings and use the maximum value of consumption of a  cooler we will get the following 
formula: 
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Even if we would use four of these coolers for each server, we would be far away from savings of 

more than 60.000,00 €. So, we might be under the impression that something is wrong with t he idea of low 
voltage. But what we have seen now is not the only problem in nice sounding marketing publications. Only 
AC can be transformed and for up-to-date computers we need between two and seven different voltages. 
That means that we can’t wave a transformation unit. Such a transformation unit has a level of 
activity/efficiency of approx. 80%. And then we have to remember, that: 
 

Work/Power (W) = Voltage (V) * Ampere (A) 
 

That says nothing else but that if we have a power consumption of 250W and we lower the 
Voltage, the ampere value is increasing because the power consumption does not change if a 
transformation unit is supplied with lower or higher voltage. So if the level of activity/efficiency is about 
80% and the demand of power is the same like that of other systems, we can expect that we need the same 
capacity of cooling power. If we would transform electricity first from 230V to 48V we also would only 
have a level of activity/efficiency of about 80%. We can expect a higher consumption of energy in such a 
case. While all other examples had different benefits this idea targets only the power consumption but it 
was not found useful and therefore it will not be taken into further consideration.  
 
Conclusion: Green-IT and IT-Planning 
 
As we have seen in this paper, none of the projects was initialised because of thinking of Green-IT. If we 
look now at some items which we can find e.g. in Green-IT checklists, there are points like 
 

- Sizing of Air conditioning and cooling 
- Utilisation of servers 
- Usage of energy efficient equipment 

 
In the end we will find that all approaches which we find in Green-IT concepts have been known 

for years because there are multiple benefits. But if there is nothing new, why did we speak about Green-
IT. Even if the methods are all known, we primarily know them as methods which can save money or 
which can make the administration easier. Green-IT is a new point of view and the benefit is that it brings 
the cost into consideration more than in the past while planning an IT-system. Even if we knew in the past 
that is was possible to save money by lowering the demands for energy, the main skill in common projects 
had been the functionality and the requirements for availability. Green-IT is targeted on efficiency. If we 
satisfy the requirements at the lowest price this necessarily means that we plan a very efficient system. 
And as we have seen in the previous chapter, we can save a lot of money by saving energy and by 
preventing emissions of CO2. 
These explanations state that the basics of IT-planning will not change. But thinking about Green-IT can 
make us more sensitive about running cost or total cost of ownership. In IT-planning caring about the 
economic principles means at the same time caring about energy consumption. It seems to be too 
optimistic to think that systems are planned only by using an economic balance sheet. In future projects we 
also have to care about cost and benefit and not only about green ideas.  
But the main pillars for planning it in future can be: 

- Requirements 
- The question of cost and benefit 
- Ecologic questions 
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Now we have also found the answer to the question being asked before. Green-IT doesn’t mean a 

revolution in IT-planning. It is only a new point of view which might be useful if added to the standard 
procedures for project planning in IT. 
 
Critical review 
 
The consumption of energy of computers, servers and even terminals depends on the job they have to do.  
In order to calculate with such values it is necessary to use averages. But even if we have to work with 
estimated values, the calculations of this paper have shown clear trends and results. It might be that 
sometimes it will not be possible to use terminal technology because of special requirements of some 
software systems. It also might be that sometimes energy properties need to be changed because of 
problems they are creating or impeding on the work but it would never be a mistake to integrate the 
questions of Green-IT into an IT-planning process. The reduction of the meaning of this term is 
comprehensible because the brightest and most effective item of Green-IT is “reduce” especially in the 

meaning of a reduction of energy consumption. Experience shows that if a computer center was planned in the 
past, normally no one was really interested in environmental care. If we had e.g. an emergency power generator, 
that was running by diesel fuel and that had to be checked once a month, we cared about the pollution and 
emissions. But did we really do that because of the idea of environmental care? Or did we do that because of 
special laws or to avoid trouble with residents who lived nearby. Even if we care now about Green-IT and if we 
are going to save energy, the main reason for these activities might be that energy is expensive and that we can 
save money. But in the end we get a win-win-situation if we care about Green-IT in IT-planning. The individual 
intention, why we do that is not really important, as long as we do it. 
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Abstract 
 
Due to the growing global competition, organizations must face a permanent pressure to improve their efficiency and 
productivity. Thus it is more and more decisive to meet the clients’ needs in terms of reaction times, flexibility and 

service quality. With service-oriented architectures (SOA), new IT concepts are available, that promise a rapid and 
flexible illustration of business-critical procedures and developments. SOA Monitoring and Controlling can, with the 
traditional methods of the Reverse Business Modeling, help to evaluate this. This paper shows which possibilities 
result from the combination of Business Process Management and the traditional Business Intelligence approaches 
for the monitoring of websites, and how procedures and communication links can be automatically visualized and 
analyzed with the focus on a higher entrepreneurial added value. 
 

From the static report to the proactive event and service monitoring 
 

The term “Business Intelligence (BI)” was created by the Gartner Group in 1993 (Hannig, 2002) and was 

classified as a Decision Support System (DSS). The term, which had primarily been applied to the top 
management level, comprised the methods and tools for the evaluation of company data in order to better 
support group-wide decisions. BI systems means software solutions, e.g. Data Warehouse systems, Reporting 
Engines, OLAP/ROLAP mechanisms etc., which extract data from operative applications, calculate ratios and 
treat them according to the users’ needs. In the last years, new terms, e.g. Business / Corporate / Enterprise 
Performance Management (BPM / CPM / EPM) were in the center of interest. They are based on a close link to 
monitoring and analysis on the one hand and on business process management on the other hand. 

Metrics, ratios and scorecards aim at improving the efficiency of business processes. This shows that a merely 
data-based collection of dynamic data is not sufficient without any link to the real processes. Thus, the 
traditional, ratio-based Business Intelligence could be replaced by applications that establish a strong link 
between analytical functionalities and the monitoring and controlling of business processes. Considering the 
future of the fundamental business functions, the analytical intelligence does not stop automatically in the 
abstract business processes, but also concerns more and more the tactical and operational analysis of the web 
services of a SOA (service-oriented architecture). If you combine the methods, tools and procedure models of 
the process monitoring with the real-time, operational Business Activity Monitoring (BAM) and if you adapt 
these methods, tools and procedure models to the evaluation of events, e.g. in an Enterprise Service Bus (ESB), 
a real, real-time monitoring of end-2-end business processes is also possible in complex application situations. 

 
Decisive success factors in the web service era 
 
Every business that acts on a sustainable basis must find an answer to the question how and on which important 
target markets it can offer its products and services and which are the critical business segments (combinations 
of product/service and target group). The client is the most important factor, in particular in international 
businesses, and it does not matter whether it is a middle-sized company, a man of independent means or an 
institutional investor or the linked end-2-end business process. The financial success is in most of the cases a 
direct consequence of the clients’ satisfaction (Gerberich, 2005), which can be based on the product or on other 

factors, e.g. a high level of service quality. We know that in the end, these aspects are the result of the 
operational added value in the business processes, so that an efficient process management is the compulsory 
condition of the success of the business (documented in financial ratios). The process management is a 
permanent task with the well-known circle of rules (Nekolar, 2003). 
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A virtual example: web services in the banking and insurance environment 
 
With the help of this introductory example of a virtual enterprise in the banking and insurance environment, in 
the next paragraph it is shown how modern, encapsulated software architectures are used to combine more 
flexibility with new business models. 
Example bank “First Eden Financials“(FEF) 
The “First Eden Financials“ is a virtual investment bank in North America that has been existing since the 19th 

century and that grew strongly in the 1990s. It consists of more than 54 offices in 23 countries and has a market 
capital of 45 billion US dollar. The business can be divided into two business branches with 10 departments, 
which must all face their own needs, problems and systems, which will not be described in more detail now. 
However, the focus is not put on the individual problem situations, but the needs and action conditions that go 
beyond the departments and the different branches. 
Existing problems of the business: the focus on the IT infrastructure 
Each year, the FEF invests big parts of its budget in the maintenance, the operation and the further development 
of existing software solutions to guarantee their quality and service. In the whole US, the FED has over 9 
million transactions every day, incl. the large number of online and support services for private and business 
clients and institutional investors. In more than 15 data centers, there are several TB of reference data, which the 
core application B1, which is programmed in COBOL, needs for its worldwide operation. In the individual 
regions of the world, different adjusted derivates of the B1 application are used with different release and 
language versions, as well as data models. A data and application integration that goes beyond the regions and 
business sectors (example: CRM) has not been realized yet. The data exchange is done by wide area networks, 
the batch imports of a manual post-processing, which disturbs an effective and integrated operation. The 
consequences are problems in the support of supra-regional clients. 
The solution approach for the integration: web services 
In spite of endeavors to create a uniform core system B1, FED has, in addition to the different B1 derivates, also 
an exhaustive portfolio of additional applications that has been growing in the course of the years (e.g. SAP for 
HR, AS400 systems in the branches for time recording). The IT of FEF knows the topic “web service” from 

literature and research. It found out that many of the over 150 software applications that were globally used 
already had the necessary communication technologies and protocols, e.g. SOAP, XML-RPC and CORBA to 
provide new encapsulated functionalities or to establish a link between the old and the new factors. A new 
development of B1 & Co was thus not possible due to the reasons of cost and operation: a disconnection or a 
migration of the old systems in the current business was also very difficult. Thus, the new aim of the Global IT 
was to change every application into a service that can (again) be used online. 
Migration object: Finance Chart Analyzer 
The first application to migrate was a fiscally oriented chart analysis software (FiscoCurve), which analyzes 
historical finance indices and predicts future prices, e.g. of securities, on the basis of certain periods. The 
department “Commodity Trading” uses this instrument for predictions, in order to help its clients and dealers to 
take the right decisions in real time. This information is normally available in the “Risk Management” 

department, which tries to predict the risks of investments and securities on the basis of historical data with the 
chart prognosis of FiscoCurve. Normally, the risk management starts with its evaluation straight after the end of 
each trading day. The current information of the “Trading” department are thus created and saved centrally for 

further use. Additionally, the “Corporate Finance” department also needs exhaustive event and chart information 
to fill in the so-called “Pitch Book” and to carry out an evaluation concerning possible mergers and acquisitions. 

Since the global introduction of “FiscoCurve”, a whole team was charged with the support of the application 
and the worldwide data synchronization of the different instances. In spite of the support of the local support 
teams, part of which had developed adjusted procedures, this was quite difficult. In addition, the worldwide 
operation of “FiscoCurve” with the clients of the “Risk Management” of an external partner, who integrates 

additional information, becomes more complex. More than 3 months were necessary in this phase to encapsulate 
the former “FiscoCurve” solutions with little but sustainable changes in the program code into functions that 
could be used within another application per RPC call. Shortly after the implementation of the new, common 
and globally networked solution, the “Risk Management” department found out that a part of the data integrated 
by an external service provider had already been integrated by another branch. Thus, the services of the supplier 
were no longer necessary. 
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Conclusion for the virtual example scenario  
If you consider the results of this real example scenario, the use of a service-oriented architecture in the First 
Eden Financials Bank seems to be justified: apart from the mere cost savings due to the omission of an external 
service provider with nearly the same data quality, transparency, standardization and unification in the Financial 
Chart Management were also given. 

The conception of service-oriented architectures (SOA) 
 
The term “Service Oriented Architecture” (Natis, 2003), which has been known since the middle of the 1990s, 

and which has also been characterized by the term “(Legacy) Enterprise Application Integration (EAI)”, has 

become more and more important since the year 2000 due to the globalization of the economy and the IT sector 
(Schneider, 2006). A SOA is a software architecture that enables the combination and the reuse of business 
processes and their IT realizations as encapsulated components. This happens with the help of encapsulating 
individual components of software functions and in classes and with a call via existing TCP/IP-based network 
links (Socket, XML-RPC, SOAP). The networking of many individual functionalities, which are “available 

everywhere” can have the following advantages compared to a big application: 

 The use and the conservation of application investments by encapsulating the existing functions 
 Open standards for SOA and web services and thus the independence from the provider of these 

services e.g. Open SOA Initiative (Edwards, 2007)) 
 Shorter software product cycles to reduce the “time-to-market“ through the recycling of existing 

components instead of a new development 
 Collaborators who are not IT experts can add operational functions with the help of graphic tools from 

business processes 
 “Evolution” instead of “revolution”. Already established software systems can still be used, and new 

functionalities are completed, the old ones are not replaced. 
 

 With the completion / replacement of non-adHoc available software elements through a recallable 
SOA, progressive IT architecture objectives are fulfilled automatically, e.g. the modularization, the 
encapsulation, the loose linking or the reuse. At the same time, success is more likely compared to former 
approaches (CORBA) (Srinivasan, & Treadwell, 2005). This is due to today’s technological foundation (e.g. a 

cheaper IT infrastructure, the “overall availability” of TCP/IP-based links or the maturity of the graphical 
development conditions IDE’s) on the one hand and the further time, cost and quality conditions in the 

application development on the other hand. These are caused by the difficult and expensive maintenance of 
grown application landscapes (Kaib, 2002), by the partly redundant development on several sites / in several 
branches / in business units, by the little reuse or by complex interconnections between the individual 
application components (keyword: interface definition and documentation).  

SOA: The evolutionary approach for further development 
 For the transformation of existing systems (Legacy Software), SOA follows an evolutionary, non-
destructive approach, which enables a co-existence of old and new IT architectures and systems, which is 
limited in terms of time in business, but still defined (Blanke, Krafzig, & Slama, 2004). The existing 
applications can firstly be transformed step by step to illustrate the existing functionalities in so-called “Bread 

and Butter Webservices (B&BWS)“ and developed via an integration approach, which also integrates the 

parallel development of a new functionality. Thus, at the end of the first SOA process, there can be the tool-
based choreography of business processes (which is also called “orchestration” (Reichert, & Stoll, 2004)), 

whose elements are globally realized as recall-controlled services/calls.  
 
Business processes and service-oriented architectures 
 
The process management, which today is also called “Business Process Management” or “Business Process 

Transformation”, has for many years been closely linked to the observation of well-structured processes and the 
respective structure organization. In many sectors, the way work is done and distributed between the 
collaborators is changing. In companies with more and more flat hierarchies and knowledge-intensive processes, 
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the importance of traditional reporting methods is dramatically decreasing (Scheer, Kruppke, Jost, & 
Kindermann, 2006): if you exaggerate, traditional, static organigrams often do not really concern the real value 
added processes any more. However, social networks, which are often externally invisible, and which have an 
essential impact on the performance of organizations and businesses, are established (Armbruster, 2005). 
Methods of the Social Network Analysis (SNA) can be used in this case to analyze adHoc processes and 
procedures and to give statements on actors, relations and functions (Stegbauer & Jäckel, 2005). E.g. 
Groupware, Messaging or ERP/CRM applications could be used as a data base. The most important persons in 
these networks that guarantee an effective collaboration are in many cases not identical with the persons at the 
top of the organigram (Scheer et al., 2006). This is also valid for knowledge-intensive processes, e.g. research 
and development, but also more and more for traditional core processes, e.g. order trend and service. For the 
optimization of the business and the analysis of processes, apart from the analysis of the sequence of the 
activities and the evaluation with ratios, the following aspects are important: 
 

 Collaboration and communication: how efficient is the cooperation of the organization units and the 
teams? 

 Compliance: are the necessary legal and regulatory conditions fulfilled? 
 Document flow: how efficient is the treatment of data and documents? 
 Material flow: how efficient is the physical flow of products and goods, which takes places in 

producing businesses parallel to the logical information flow? 
 The unique static investigation of this information is not sufficient. A permanent analysis is necessary. 
Target processes can be modeled and compared to the (dynamically changing) real processes. This can also 
apply to the organization, data, document and system view. For a business that needs high budgets for the 
operation and the further development of IT systems, the analysis of the use of individual processes and 
procedures is realized with relevant web services, or even thanks to the direct link between business and IT 
logic, a direct view on the functioning of a decentralized organization could be possible for the first time.  
 
Structural analysis: the correlated use of web service, process and organization data for 
the solution of everyday business problems 
 
Nearly all traditional Business Intelligence approaches are based on a data-driven point of view: typically, a data 
model is established with the relevant objects (entities, relations, attributes) of the company extract. These 
objects are completed with ratios and dimensions in order to react to typical questions, e.g. 
 

 Which business fields work fast and efficiently? 
 Which are the most important clients for product A in region B? 

 Generally, there is a link between these questions and the financial ratios of the business. In many 
cases, these ratios and the respective operations are not sufficient to find the early indicators and the real causes 
of the undesirable developments: the optimization potential is in the dynamic structures of the company, i.e. it is 
necessary to visualize and to analyze the above-mentioned aspects: process structures, communication links, 
material and data flow etc. The traditional ratio management (definition, calculation, visualization) is of course 
still valid (“What has happened so far?”). Reporting functionalities are used to bring generated evaluations to 

the addressee in the context of the respective target group. The dashboard functionalities are used to treat the 
ratios according to the user groups and to provide the users with them often in an aggregated way via portals 
(see figure 3). 

 
Analysis of the web service activities on the Enterprise Services Bus  
The use of the “Reverse Modeling“ technology also for the analysis of service calls and the linked business 
processes is close in terms of content and can be reached through the successive enlargement of the former 
reporting components, if the process data are also integrated (key word:  Business Activity Monitoring (McCoy, 
2002). In general you can say that here also data from an application system are extracted, treated and 
transferred for analysis. Instead of static extractors, a periodical web service call is used for monitoring, which 
covers the web service relevant data from the operating time environment. 
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Web service, Business Activity, Process and Audit Monitoring 
The monitored subject is important for the observation of the monitoring of Service-Oriented Architectures. The 
“Process Monitoring” focuses on the records of all relevant events of a businessprocess (a so-called “process 

instance”), and the “Workflow Audit Monitoring” focuses on the untouched logfiles, the so-called “Audit Trail” 

(Stern, 2004) of a meta surveillance process. These information is used for the later analysis in the context of the 
Business Process Reengineering and must be recorded to fulfill the legal obligations. Another keyword in the 
monitoring context is the already mentioned Business Activity Monitoring (BAM). It goes beyond the “normal” 

ETL behavior of traditional Business Intelligence Systems, as it does not only cover one event in the case of 
errors or timeouts, but can also carry out real-time (Bocij, Greasley, Chaffey, & Hickie, 2005), defined rule sets, 
i.e. predefined measures (e.g. alarm e-mail). The data foundation is for all kinds of Activity Monitoring systems: 

 Status change of processes and activities 
 Information on the resources (e.g. organization unit) that cause the status changes 
 Workload of the respective resources 
 Timestamps of the status changes 
 Duration of processes and activities 

 
With the help of suitable definition methods and the use of the entity “organization unit” as the operating web 

service, a mapping of web service calls to business functions is possible and is the basis for existing software 
systems that can carry out a quantitative and qualitative evaluation for this link, i.e. a link between the 
established concepts “organization of the construction and the processes” (Härdler, 2003). A web service 
deliverer (i.e. the real application) consists of different specialized / technical application components 
(modules), which provide other applications with their functionalities in the form of web services. The web 
service can be interpreted as a specialized / technical performance. In the IT reality, every web service call is 
described by a process consisting of activities (Liebhart, 2007). A web service carries out the implemented 
process to fulfill its tasks, and the carrying out of individual activities is linked to the use of further 
(subordinate) services. The link “cooperates with” can be incremented e.g. as the relation ratio „communication 

frequency“ and saved within a Data Warehouse with process data. An answer can be given quickly to the 

following questions by means of the enlargement of Business Intelligence Systems technology by the case of 
“Web Service Monitoring”: 
 

 How often is a service used or called? 
 How long does the service implementation last? 
 Which service calls which other service and how often? 
 How much of the capacity of an application component is used? 

 

The use case of the virtual model bank “First Eden Financials“ 
If you consider the possibilities of the new technology with the help of the model bank, additional 
implementation and optimization scenarios become visible, which mainly appear in large and globally 
distributed businesses. On the one hand, through the reverse modeling of the SOA-compatible Financial Chart 
Analyze Software “FiscoCurve”, the process structure of different branches, branch offices and departments can 
be directly compared, and on the other hand, the performance of these processes can be securely measured with 
the help of real data. On the basis of these data, also a quantitative statement can be given concerning the use of 
the functions by the concerned organization units. Thus, there is a way to save the lived “Best Practice” as a 

blueprint for a rollout to other organization units with the aim of improving the efficiency. 

Outlook: the real-time process analysis of end-2-end processes 

For each analysis, we must know how up-to-date it should be. There is no general answer to this question. It 
depends on the concrete business process or scenario that is considered. An installation producer who is used to 
processes with operating times of several months or years, has other demands than a collaborator of the Service 
Desk, who must decide on the priority of calls within several seconds. It is important to adjust the speed of 
business processes to the analysis of events and information, i.e. the close and rapid link with the system, in 
which the real event takes place, is particularly important. Furthermore, this operationalization means that 
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problems must be seen before they actually occur. Service-oriented architectures can influence the speed of the 
adjustment of new business processes (Thürmel, 2007). From a technical point of view, they can be a new “data 

source”, with the possibility of a permanent controlling of their own use.An essential functional demand is the 
integration of a reporting and alarming system that guarantees that the addressees are directly informed via 
suitable channels. In summary, this means that next to the analysis of the processes and business structures with 
the aim of a middle-term optimization, also a short-term monitoring will be established, which is supposed to 
treat as input the business-relevant events of the business (Linke, 2006). Thus, it will be possible to react within 
a certain period to exceptions and special cases and to approach the vision of an event-driven business. 
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Abstract 
 
This paper presents the main results of a meta-study on the influence and effect of the perceived characteristics of IT-
innovations in the adoption process. It is oriented on the meta-study of Tornatzky and Klein from the year 1982. 
Based on an analysis of seventy-seven studies of the acquisition and implementation of IT innovations, the effect of 
the most common innovation-characteristics influencing the adoption process and its relevance to different stages, 
like the primary adoption, implementation and secondary adoption were examined. 
 
Keywords: Adoption, Innovation, Innovation Characteristics, IT-sector, Primary Adoption, Implementation 
 
Introduction 
 
Today, almost all operational areas in a business are pervaded by information and communication technologies 
(Porter, 2000). Those technologies can be found in more and more processes for the operations management of 
products and service-applications (Kuhlmann 1997). Because of the increasing dependence of knowledge and 
information, it is already used to describe the industry by a change to a knowledge- and information-based busi-
ness (Laudon, Laudon and Schoder, 2006). That dynamic development leads to a growing importance to the 
value-creation process. There are many studies, that deal with the innovations of the IT-adoption relevant factors 
and with the perceived innovation-characteristics (eg Premkumar and Potter, 1995; Teng, Grover and Güttler 

2002). 
In this context, the meta-study, " Innovation Characteristics and Adoption-Implementation: A Meta-

Analysis of Findings" from Tornatzky and Klein (Tornatzky and Klein 1982) gained much attention. By 1982 
they had already investigated a larger number of studies in order to gain a general overview. There were a total 
of seventy-five articles evaluated, that dealt with the relation of the characteristics of innovation and its influ-
ence on the adoption-decision. Among the thirty identified innovation-characteristic’s, an extensive analysis of 

the ten most frequently mentioned features had been caused out. This features included: compatibility, relative 
advantage, complexity, cost, communicability, divisibility, profitability, social recognition, testability and ob-
servability.  

Tornatzky and Klein concluded that the innovative characteristics compatibility, complexity and rela-
tive advantage have a consistent relationship to the adoption. While the relative advantage and compatibility 
have a positive relation to adoption and implementation, Tornatzky and Klein found, that there is a negative 
effect with the innovation-attribute complexity. The investigation of this work was completed twenty-five years 
ago, so the observed innovations from the actual view are even more than fifty years old. Despite the elapsed 
time and the fact that Tornatzky and Klein had investigated innovations in general without a direct IT-
relationship, the latest innovation studies from the information technology sector are still often based on the 
results and referenced (for example: Chwelos, Benbasat and Dexter 2001; Hwang 2005). Therefore a re-
examination of the overall effect relationship between the innovation characteristics and its adoption and im-
plementation, with particular focus on innovations from the IT-sector, is necessary. 
 
Initiation, Adoption, Implementation 
 
The process of adoption of innovations in organizations can be described in three stages: initiation, adoption and 
implementation. The initiation describes the first match of demand and availability of appropriate technologies 
(Kwon and Zmud 1987). While the adoption decision represents the actual decision to introduce a new product, 
the implementation includes every measure that contributes to the entry into regular use (Rogers 2003). Because 
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the same factors can produce different effects on adoption and implementation (McGowan and Madey 1998), 
the results of this work will be discussed by a strict differentiation of the single stages. 

The relative advantage of an innovation, particularly in the information technology sector, arises first 
with its implementation (Davis, Bagozzi and Warshaw 1989). Existing but largely untapped information tech-
nologies are of limited value for the adoption unit (Leonard-Barton and Deschamps 1988). In the past organiza-
tions often invested in IT with the aim to boost their own performance, but they did so without maximising the 
technology’s full potential. This was often due to the staff’s lack of knowledge and readiness to accept and use 
new IT-innovations (Benham and Raymond 1996).  

The company’s formal decision to adopt an innovation, must follow a diffusion within the organization 
to gain expanded benefit from the novelty. The successful adoption of an innovation is not only based on the 
takeover decision of the organization, but also dependant largely upon the employees acceptance (Amoako-
Gyampah and Salam 2004). One can distinguish between two forms of adoption in the context of a business: the 
primary adoption as the decision to adopt an innovation by the company and the secondary adoption as the em-
ployees accept the technology (Gallivan 2001). 

The secondary adoption is not equal to an individual adoption decision, as the managements general 
decision is the reason for the employee’s use of the innovation (Leonard-Barton and Deschamps 1988). The 
extent of the use is often the key to measure the size of implementation, and hence the adoption success 
(Amoako-Gyampah and Salam 2004). Therefore, the consideration of the employees’ adoption of an innovation 

as well as that of the company’s is within the context of this investigation (Benham and Raymond 1996). The 
result is a division into three examination levels: primary adoption, secondary adoption and implementation. 

 
Pre-Selection of Studies 
 
The studies were preselected by three major requirements: 
1. At least one investigation object must be an innovation from the IT-sector. Innovations include new prod-

ucts, processes or behaviour, which differ from the previous state and, thus, contribute to a change (Baum-
berger, Gmür and Käser 1973). If the innovation is indeed a new object, it is the subjective observation of 
the adoption-unit (Trommsdorff and Schneider 1990). This paper employs a broad definition of information 
technology. This definition encompasses all innovations developed in the IT sector.  

2. The examination focuses on the adoption or implementation of innovations in the context of organizations. 
An organization describes a system of individuals who work together to achieve a common goal (Rogers 
2003). This definition refers to profit-oriented as well as non-profit organizations. 

3. At least one of the factors must be considered as an innovation-characteristic. 
Because of this exact specification and the fact that many of the studies fulfil only two of the three re-

quirements, only seventy-seven out of more than one hundred studies will be considered in the analysis (see 
appendix). To structure and organize the heterogeneous studies, the analysis will use a categorical system. The 
categorization is used to order the description of the surveyed data, and it will form the basis for a quantitative 
analysis. The definition of the categories is based on theoretical considerations as well as the revision on Tor-
natzky and Klein’s developed catalogue of idealized studies of innovation characteristics (Tornatzky and Klein 
1982). 
 
Profile of the Examined Studies 
 
The evaluation considered seventy-seven primary studies from numerous professional journals. The publications 
were printed between the years 1987 and 2006. This illustrates the current status of this meta-study. The scien-
tific approach involves the methodical background and the corresponding procedures for the primary studies to 
produce results. This is crucial for the validity of the results (Tornatzky and Klein 1982). Approximately 94.8% 
of the work is based on an empirical analysis of primary or secondary data. Studies on innovation adoption 
should not only describe retrospective the adoption as a prospective evaluation of the perception of the innova-
tion-characteristics is possible (Tornatzky and Klein 1982). This is why the timing of the survey provides for an 
additional level of examination. 

Nearly three-quarters, or 72.7%, of the studies are based on a retrospective consideration and investiga-
tion. To gain a broad understanding and to determine the credibility of the findings that are derived from the 
primary studies, it is crucial to assess the perceived innovation-characteristics (Tornatzky and Klein 1982). In 
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41.6% of the cases, the studies are based on the statements of decision-makers or managers. Assuming that the 
users within the organisation adopt the innovation on voluntarily and that the users represent the decision-
makers, this value increases to 79.3%. 

Furthermore, it is advantageous in a comprehensive evaluation if several innovations as well as several 
innovation-characteristics are the subject of the investigation. Some 83.1% of primary studies examine only a 
single innovation. Overall, 92.2% of the studies examine two or more innovation-characteristics, with an aver-
age of three per study. This comprises forty-seven of the studies, some of which contain equal innovation-
characteristics. The distinction among the dependent variables in the primary adoption, implementation and sec-
ondary adoption shows that with 45.4% the secondary adoption is the most common followed by the primary 
adoption with 35.1%. 

Although most of the studies distinguish between adoption and implementation only 11.7% take into 
consideration both dimensions with a separate evaluation of the cause-and-effect relationships. This separate 
consideration in a total sum of nine works allows the consideration of eighty-six different results for the depend-
ent variables from the evaluation of the seventy-seven studies. 
 
Innovation Characteristics 
 
According to the summary of innovation characteristics, the following are the ten most frequently considered 
characteristics of IT innovations in connection with adoption and implementation: 1. Relative advantage, 2. 
Complexity, 3. Compatibility, 4. Cost, 5. Risk, 6. Image 7. Trialability, 8. Enjoyment, 9. and 10. Result demon-
strability and Visibility. 

 Innovation Characteristic: Relative Advantage 
The perceived relative advantage of an innovation describes the degree to which an innovation is an 

advantage over existing alternative products or procedures. The perceived usefulness will be also assigned as a 
feature of the perceived relative advantage. The usefulness is regarded as an equivalent to the advantageousness 
(Moore and Benbasat 1991). The relative advantage of innovation in relation to the adoption process is part of 
the examination in sixty-nine studies. In general, research shows a positive impact related to the dependent vari-
ables (87% of the studies). The relative advantage can contain a variety of innovation-specific characteristics. 
This is also substantiated by the high number of studies examining this innovation feature and its importance in 
the adoption process with reasons (Schmalen and Pechtl 1996). 

 Innovation Characteristic: Complexity  
The perceived difficulty in using and understanding a technological innovation within existing values 

and rules is defined as complexity (Rogers 2003). With the total number of sixty-one nominations, complexity is 
the second most researched innovation characteristic. In most of the studies researchers also use the term “con-
venience” to describe comparable situations. Thus, the convenience or ease of use of an innovation is an equiva-
lent to the complexity (Moore and Benbasat 1991). It is essentially an inverse equivalent based on adoption and 
implementation. Studies confirm this hypothetical relationship only in 63,9% of the investigations. Therefore, 
the results are less clear than those concerning the relative advantage. 

 Innovation Characteristic: Compatibility 
The compatibility of an innovation can be defined in accordance with the novelty of an existing norms, 

values and experiences of the acquisition unit (Rogers 2003).  Tornatzky and Klein explain that compatibility is 
the most important innovation characteristic related to the adoption process. Tornatzky and Klein also assert that 
definitions are too general and that a more differentiated view is needed (Tornatzky and Klein 1982).  
Accordingly, in a few studies researchers differentiated compatibility more fully. The degree to which values 
and norms are compatible within an organisation is known as organizational compatibility. In addition to this 
definition the analyzed studies on IT innovations often define the compatibility in a rather technical matter. The 
technical compatibility describes the degree to which an innovation can be integrated into the existing infra-
structure and the ease with which it can be implemented (Beatty, Shim and Jones 2001).  
The conclusion is that compatibility has a positive effect on adoption and implementation. 

 Innovation characteristic: Cost  
In twenty-one out of seventy-seven examined studies cost was considered as an important factor in 

adopting an innovation. Interpreting the final purchase price as the cost of an innovation, and, therefore, the 
price is neither sufficient nor meaningful. In part, the term costs were subsumed in the context of the relative 
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advantage in relation to economic benefits. The cost concept is therefore, mostly explained by the initial expen-
diture for the purchase, the cost for the use and costs for training and further training of staff to learn to operate 
the innovation (Premkumar, Ramarmurthy and Nilakanta, 1994). Despite slight differences in the scope of the 
term costs within each study, cost will be conducted in all with a negative effect on the adoption and implemen-
tation process. This effect is confirmed in 61.9% of the cases. 

 Innovation Characteristic: Uncertainty 
Another feature associated with an innovation is uncertainty or risk. Generally, the risk or uncertainty 

of an innovation is seen in the not-fulfilling of the requirements or undesirable side effects (Hinnant and 
O’Looney, 2003). Although risk and uncertainty are not one in the same, studies show that the two overlap. 
Thus, the perceived uncertainty associated with a novelty typically defines the perceived risk. The risk usually 
concern data security and the security of information exchange (Ketler, Willems and Hampton, 1997). In total 
75% of the examined cases the risk will have a negative impact on the adoption decision. The opinions, whether 
risk is actually a genuine innovation characteristic, differ. Thus, the perceived risk can be understood as a reflec-
tion of the different innovation-dimensions and not as an independent attribute (Lee and Kim, 1998). Other stud-
ies concluded that it is not the perceived risk, that is crucial during the adoption-decision, but the organisations 
affection to risk (Kim and Srivastava, 1998) and the overall context in which the adoption occurred (Sultan and 
Chan 2000).  

 Innovation characteristic: Image  
Another feature of an innovation deals with image. Image, however, received less consideration than 

the previously mentioned characteristics. The degree to which an innovation is able to raise the social status in 
the context of the adoption unit is known as image (Moore and Benbasat 1991). Image also describes the indi-
viduals or organisation’s perception of adopting an innovation (Benham and Raymond 1996). This definition is 
comparable with Tornatzky and Klein’s definition of image as social recognition due to the use of an innovation 
(Tornatzky and Klein 1982). The image caused by the adoption and use of an innovation has essentially a posi-
tive effect on the adoption process (Auger and Gallaugher, 1997). The examination of this characteristic has 
been surveyed in nine of the works and supplies with a confirmation rate of 88.9% nearly  the highest value of 
all examined attributes. 

 Innovation Characteristic: Trialability 
Trialability describes the degree to which an innovation can be experimented with before its final take-

over (Rogers 2003). An examination of this characteristic was conducted in seven studies with a positive effect 
was found in relation to the adoptions. 71.4% of the investigations confirmed this thesis.  

 Innovation Characteristic: Enjoyment 
The expected or perceived enjoyment of the use of an IT-innovation, regardless of their general per-

formance is known as enjoyment. This characteristic is examined in six works. The main hypothesis is that there 
is a positive effect on the acceptance and use of an innovation (including (Hwang, 2005); (Igbaria, Parasuraman 
and Baroudi, 1996). Five of the six studies or 83% confirm a positive relation to the adoption and use of an in-
novation. 

 Innovation Characteristic: Observability  
Previous studies used in the observability property consist of the visibility of an innovation and an abil-

ity to present the results (Moore and Benbasat, 1991). An examination of innovation characteristic in the field of 
IT divides the observability, therefore, typically into these two constructs. The demonstration of the results de-
scribes the extent to which the use of an innovation is outwardly visible (Karahanna, Straub and Chervany, 
1999). This property is examined five times in different studies with a positive effect relating to the adoption or 
implementation investigated. Four out of five (80%) confirm a positive effect. 

The visibility refers to the extent to which other can perceive the new product or the use of the innova-
tion (Moore and Benbasat, 1991). Five studies correspondent to visibility as an object of examination. Three out 
of five could confirm a positive effect (60%) regarding the adoption decision. In each of these five studies the 
results concerning this matter are only somewhat meaningful. 

 
Comparison of the Results 

 
Table 1 shows a comparison with the conclusions reached by Tornatzky and Klein in 1982. On the whole it can 
be determined that the characteristics relevant to the adoption and implementation of IT innovations only differ 
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slightly from the characteristics demonstrated by Tornatzky and Klein in connection with innovations in general. 
The first four attributes only differ in the order of their mention. The following three features, communicability, 
divisibility and profitability, are not found among the ten most common characteristics of this meta-study. In 
both studies the costs were mentioned as the fourth most frequently examined characteristics of an innovation. 
Tornatzky and Klein report different perceptions of the impact direction of the cost as a innovation-
characteristic. 

 
TABLE 1: COMPARISION OF RESULTS 

The ten most investigated innovation characteristics 
IT Innovations  
(Findings of this Meta-
Study) 

Innovations in General  
(Findings of Tornatzky and 
Klein in 1982) 

1. Relative Advantage  1. Compatibility  
2. Complexity 2. Relative Advantage 
3. Compatibility 3. Complexity 
4. Cost 4. Cost 
5. Uncertainty/Risk 5. Communicability 
6. Image 6. Divisibility 
7. Trialability 7. Profitability 
8. Enjoyment 8. Social Approval 
9. & 10. Result Demon-
strability & Observability 

9. Trialability 
10. Observability 

 
Therefore, there are three studies which show a positive relation. This means that higher initial spend-

ing can facilitate market penetration (Tornatzky and Klein, 1982). Similar cause-and-effect relationships can not 
be confirmed in this work. According to the frequency of examinations the fifth most important characteristic 
(risk) and the eight most important (enjoyment) are absent in the Tornatzky and Klein study. The similarity of 
results can be explained, in part, by the fact that their meta-study has attracted a lot of attention and has fre-
quently provided a basis for further studies.  

The choice of properties surveyed are usually not founded on the examined innovation, but based on 
the underlying model. The previously mentioned ten innovation characteristics relates solely the number of 
nominations according to the results of the primary studies and provides no information about whether a prop-
erty in the adoption process actually has a major influence. The consideration of the frequency with which an 
expected cause-and-effect-relationship is confirmed, shows that the characteristics like image, relative advan-
tage and enjoyment lead to the highest acceptance rates.  

Out of the five most frequently investigated attributes, the examination of the relative advantage re-
sulted in a confirmation of over 80% with respect to a positive effect on the cause-and-effect-relationship. It is 
also significant, represented in only 61.9% of the studies, that the cost of innovation represents a relevant crite-
rion for the adoption and implementation. Total value of the highest value of acceptance of an innovation is as-
sociated with image and should therefore also be used in future studies as a further very important dimension of 
examinations (see Fig. 1). 
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FIG.1: RELEVANCE IN THE ADOPTION PROCESS 

 
An additional analysis that differentiated dependent variables was performed, showed that the rele-

vance of the different attributes for all phases of the adoption process are not the same (see Table 2). The rela-
tive advantage represents a much greater significance for the secondary adoption than for the primary adoption 
and implementation phase. According to this observation, a different understanding of the attribute could be the 
reason. While the primary adoption and the implementation of the relative advantage of an innovation is crucial 
for the overall business, the perceived relative advantage during the secondary adoption stage has a direct im-
pact on the direct use in relation to the operations of the innovation. If there is only a positive perception during 
the primary adoption, the employees cannot presume there is a positive correlation adopting the innovation (Ne-
dovic-Budic and Godschalk 1996). Similarly, the influence of complexity during the secondary adoption stage 
represents a high value. Thus, the perceived complexity of the innovation-characteristics during the primary 
adoption constitutes a less important impact than in the secondary adoption or implementation phase by the em-
ployees. Employees should generally be able to use and understand an innovation easily.  

The compatibility in the context of the implementation represents the greatest relevance. Both risk/ un-
certainty and cost are only relevant for the primary adoption and implementation, but are not important for the 
secondary adoption. Costs as a variable of examination can only be found in studies of the primary adoption and 
implementation. This may be due to the fact that users within an organization do not evaluate the cost of an in-
novation. This can now be taken as a basic irrelevance in the context of secondary adoption. It turns out that the 
risk in the context of the primary adoption represents a major impact, with the limitation that this conclusion is 
based on a small number of studies conducted particularly for the secondary adoption. 

Only one study considered risk in the context of secondary adoption, but no positive or negative effect 
could be confirmed. This testifies that the cost, similar to risk, is usually not covered by direct users of an inno-
vation. The effects of image and testability regarding implementation are not examined in any investigation. The 
image related to an innovation can create a positive effect on the primary adoption. This effect is covered by all 
examined investigations. The expected or perceived enjoyment in the use of the innovation is examined only in 
the studies that analysed the secondary adoption. In this context, the studies resulted in a high confirmation rate. 
The value for the results of a demonstrability of an innovation in respect to the primary adoption and implemen-
tation is based on only a single work, and, therefore, it has no broader significance.  

1088



TABLE 2: INNOVATION CHARACTERISTICS ACCORDING TO DIFFERENT DEPENDENT VARIABLES 

 
Primary 
Adoption 

Implemen-
tation 

Secondary 
Adoption 

Relative advantage + + + + 

Complexity + + + 

Compatibility + + + 

Cost + + - - 

Risk/ Uncertainty + + + - - 

Image + + - - + + 

Trialability + + - - + + 

Enjoyment - - - - + + 

Demonstrability + + + + + 

Observability - - - + 
+ + = relevance> 80%   
 + = relevance > 50% and < 80% 
 - = relevance < 50% and > 20% 
 - - = relevance < 20% 

 
Conclusion and Future Work 
 
Overall, the relative advantage, the uncertainty or risk associated with an innovation and the image are the most 
important innovation characteristics. For the implementation-phases it is apparent that the compatibility of an 
innovation has the greatest relevance. The individual acquisition and use by the employees of a company, how-
ever, is influenced essentially by their perception of the relative advantage, the image and the enjoyment while 
using the innovation. 

In the meta-study it cannot be assumed that with the selection of the seventy-seven primary studies, 
that all the relevant studies have been considered; however, based on the frequency of the citations, the most 
important have been considered. This is justified by a representative sample relating to the present research 
work during the investigation. In particular, the outcome seems that the image associated with an innovation, in 
addition to the common characteristics of relative advantage, complexity and compatibility is another important 
attribute influencing the process of adoption and should be subject to further consideration. The distinction 
made in primary adoption, implementation and secondary adoption shows that the perceived innovation proper-
ties were evaluated quite differently on each dependent variable, which confirmed the need of such a separate 
evaluation. The findings regarding image, trialability, enjoyment, demonstrability and visibility out of the ten 
most frequently investigated innovation attributes are based on less than ten studies though. This necessitates 
further investigations to corroborate the validity of the findings. The benefit of the carried out meta-analysis 
should basically be seen in an improved understanding of the innovation characteristics relevant for adoption 
and implementation. In addition, to have knowledge of the identified characteristics’ extent may support early 

statements in connection with adoption and implementation of information technology innovations and help 
explain the adoption process.  
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Abstract 
 
With the increased access to computers across the world, cybercrime is becoming a major challenge to the law 
enforcement agencies. The cybercrime investigation in India is in its infancy and there had been only a limited 
success in prosecuting the offenders. There is a need to understand and strengthen the existing investigation methods 
and systems for controlling cybercrimes. This study attempts to identify important factors that will enable law 
enforcement agencies to reach the first step in effective prosecution, namely chargesheeting of the cybercrime cases. 
Data on 300 cybercrimes covering a number of demographic, technical and other variables related to the cybercrime 
was analyzed using various data mining techniques to identify and prioritize various factors leading to filing of 
charge sheet. These factors and the respective priority ranking are used to suggest various policy measures for 
improving the success rate of the prosecution of cyber crimes. 
 
Introduction 
 
Cyber crime has become a major issue for the law enforcement agencies in the recent years. It is extremely 
difficult to determine when the first crime involving a computer actually occurred. In 1801 Joseph Jacquard, a 
textile manufacturer in France, designed the forerunner of the computer punched card. This device allowed 
repetition of a series of steps in the weaving of special fabrics. So concerned were Jacquard’s employees with 

the threat to their traditional employment and livelihood that they resorted to sabotage in order to discourage 
Mr. Jacquard from further use of this technology. This could be considered as the first “computer” crime to have 
been committed (United Nations 1994). Even after many years, a global definition of computer crime has not 
been arrived at. The functional definitions have become the norm. The cyber crimes could be classified into 3 
categories: 

1. Against Individuals: These are the crimes or acts committed against a person. These crimes include 
harassment through e-mails, cyber-stalking, dissemination of obscene material on the Internet or intranet, 
defamation, hacking/cracking etc. In addition, these include crimes against property of an individual, 
computer vandalism, transmitting virus, Internet intrusion and unauthorized control over computer system.  
2. Against Organizations: These are crimes committed against an organization including Government, 
Private Firms, Companies, Groups of Individuals, possession of unauthorized information and Cyber 
terrorism against the government or any other organization.  Distribution of pirated software could 
also be included in this category of cyber crimes. 
3.  Against Society at large: These are crimes that impact the society at large. Pornography is a typical 
example of such crimes. 

A new type of crime evolved due to the rapid spread of Internet. The attacks on various web sites fall into this 
category. The number of Internet subscribers in India is 10.36 million as on December 2007 and another 57.83 
million have access to Internet through various other media (TRAI 2008). The threats to individuals from the 
internet and internet services can be grouped as “technical” and “non technical”. The technical threats are 

computer virus, worms or spyware exist. The non-technical are include theft, fraud, impersonation, deception, 
extortion, abuse, defamation and invasion of privacy.  
 Enacted in June 2000, the Information Technology Act seeks to provide the legal frame work for e-
commerce in the country. The two major objectives of the act are facilitation of e-commerce and e-governance 
through legal recognition of e-records and digital signature. The CBI is the nodal agency in India to coordinate 
with Interpol in regard to cooperation for investigation from other law enforcement agencies. 

It is important to know two most important cyber crimes; hacking and obscenity which contribute to 
more than sixty percent of cyber crime in India. The concern for cyber crime in India is reflected in an 
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international conference on cyber crime at Delhi (10th to 12th September 2007) organized by CBI in association 
with software industry. Participants from 37 countries including India participated in the conference. India has 
proposed a five-step solution to have effective international cooperation in dealing with cyber crimes which 
covers legal standardization, standardization of procedural obligations, capacity building, and partnership with 
other agencies.  
 
Review of Literature 
 
The incidence of cyber crime is a global phenomenon. One of the comprehensive surveys carried out on cyber 
crime is the Global economic crime survey 2003, carried out by Price-Waterhouse-Coopers. It covered 3634 
respondents spread over 34 countries. The survey has a specific chapter on cyber crime. One of the significant 
findings is that the actual cyber crime is much more than perceived. The biggest concerns for future are asset 
misappropriation which is the most visible of economic crimes and cyber crimes. The survey found that a 
typical perpetrator of economic crime experienced in India was a graduate male between 31-50 years. With 
respect to crime detection, about 7 percent can be attributed to investigation by law enforcement agencies, 15 
percent to internal audit, 22 percent to whistle blowing and 7 percent internal tip off regulatory authority. 
According to the survey, the economic crime, world wide, has a lasting impact on reputation, brand image, share 
price, staff morale and business relationship of the commercial entities. 
  CSI survey on computer crime and security is an annual feature. The 2008 survey was based on the 
responses from 522 computer security practitioners in various corporations, government agencies, financial 
institutions, medical institutions and universities (Richardson, 2008). According to the survey, the most 
expensive computer security incidents were those involving financial fraud with an average reported cost of 
close to $500,000 (for those who experienced financial fraud). The second-most expensive, on average, was 
dealing with “bot” computers within the organization’s network, reported to cost an average of nearly $350,000 
per respondent. The overall average annual loss reported was just under $300,000. 

Among various security related incidents, Virus incidents are the most frequently occurrences affecting 
almost half (49 percent) of the respondents’ organizations. Insider abuse of networks was second-most 
frequently occurring, at 44 percent, followed by theft of laptops and other mobile devices (42 percent). Almost 
one in ten organizations reported that they’d had a Domain Name System incident which increased by 2 percent 
as compared to last year, and is noteworthy given the current focus on vulnerabilities in DNS. Twenty-seven 
percent of those responding to a question regarding “targeted attacks” said they had detected at least one such 
attack, where “targeted attack” was defined as a malware attack aimed exclusively at the respondent’s 

organization or at organizations within a small subset of the general business population. The vast majority of 
respondents said their organizations either had (68 percent) or were developing (18 percent) a formal 
information security policy. Only 1 percent said they had no security policy. 

There is a growing threat to national security as web espionage is increasingly becoming advanced, 
moving from curiosity probes to well funded and well organized operations carried out for not only financial but 
also political or technical gain. The McAfee Virtual Criminology Report in 2007 estimates that there is an 
increasing threat to online services because of the growth in sophistication of attack techniques. Social 
engineering, for example, is now being used in conjunction with phishing techniques. Emergence of a 
sophisticated market in software flaws that can be used to carry out espionage and attacks on critical 
government infrastructure networks.  
There are signs that intelligence agencies around the world are constantly probing other governments’ networks 

looking for strengths and weaknesses and developing new ways to gather intelligence. High tech crime is no 
longer just a threat to industry and individuals. Experts believe that cyber threats to national security globally 
will constitute one of the biggest security threats in future years.  

In Australia, research has shown that the level of computer crime is not accurately measured. . 
According to the study by the Australian Centre for Policing Research (ACPR 2000), a vast majority of cases 
that are detected are not reported to police. Some of the future challenges identified by the study are decoding 
encryption, proving identity, improving the reporting of electronic crime, and enhancing the exchange of 
information and intelligence. 
  The investigations that directly followed the September 11, 2001 attacks also disclosed the use of the 
internet to obtain information that could be used to plan attacks or obtain materials needed to make or improvise 
chemical, biological or radiological weapons. The United Nations 11th National Congress on Cyber Crime 
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Trends asserted that the relationship between government crime control efforts and the role of private sector 
companies involved in the production of hardware/software and in the delivery of services continued to be a 
major issue. This continues to be a major issue at the policy and legislative level as well as investigation and law 
enforcement level in many countries. 
  Irish organizations are significantly affected by cyber crime. ISSA/UCD Irish Cyber crime survey in 
2006 suggested that the basic training which is mainly an awareness training is a must for every investigator 
without which it is very difficult to proceed with the investigation. 

The cyber crime Investigation process in India: The process of cyber crime investigation in India is not 
very different from the process involved with other crimes. The process is initiated with the filing of complaints 
by the victim. This is also referred to as filing of the “First Information Report (FIR)”. Sometimes it is possible 
that the concerned police may not register the complaint, but initiate enquiry into the complaint. In such a case, 
the enquiry report is approved by the higher authorities and the complaint is treated as closed. On the other 
hand, if the FIR is registered, it may result in different outcomes. The two most desirable outcomes are (1) the 
investigation is completed and the case resulted in a charge sheet and (2) the case is investigated and proved to 
be a mistake of the fact. The other possible outcomes are that investigation continues, or goes undetected or not 
investigated at all. Figure 1 presents the process and the possible outcomes.  
 
Objectives  
 
The main objective of the study is to understand and strengthen existing investigation methods, systems and 
practices for controlling cyber crime.  
  The other objective of the study is to identify the enabling factors which will facilitate charge sheeting 
of cyber crime cases. 
  The scope of study is limited to analyzing cyber crimes reported to law enforcement agencies in five 
states of India, namely Karnataka, Tamil Nadu, Andhra Pradesh, Kerala and Delhi. 

For the purpose of this study, cyber crime is taken as the crimes registered by cyber crime police 
stations and cyber cells of Bangalore, Hyderabad, Chennai, Thiruvananthapuram and Delhi. These include most 
of the cases registered under Information Technology Act 2000 and few cases registered under Indian Penal 
code.  
 
Methodology 
 
The data pertaining to 291 cyber crime cases mostly in the form of copies of First Information Reports (FIRs) 
and Final reports pertaining to states of Karnataka, Tamil Nadu, Andhra Pradesh, Kerala, and Delhi and had 
been collected. There were 157 FIRs from Karnataka where as the remaining 134 were from the other four 
states. While the FIRs are generally hand written documents without any structured format, the nature of 
information that is to be recorded is well defined. All the information available in the FIRs is translated into 34 
variables. The details of these 34 variables are given below: 

1. Crime number, section and cyber police station: This is to track back a case. It is a unique identifier of 
the record. 

2. Age of Complainant: Binned into 4 categories 
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FIG. 1: PROCESS OF CYBER CRIME INVESTIGATION IN INDIA 
 

3. Gender of Complainant/VICTIM 
4. Nature of Victim: either an Individual,  or an Organization 
5. Type of Organization: Four different types were defined 
6. Marital status of the Complainant 
7. Type of Damage to the Victim (Copy right, Data/software/source code, Reputation, Other  
8. Type of Offence: Hacking, Obscenity, Copy Right violation, Others 
9. Occupation of Complainant:  
10. Investigation/Enquiry time for finalizing case: binned into 4 categories 
11. Arrest period: binned into 4 categories 
12. Arrest Status: Arrest is not mandatory but very important to obtain vital clues 
13. Case Status (Case Finalization): This is very important for knowing whether police have successfully 

investigated a case-charge sheeted- or not (C). If there are no clues for detecting the crime, it is 
reported as undetected (U). If false complaints are given to settle civil disputes between parties, after 
investigation, it is reported to the court as false (F). It may take several months/years to know that the 
case is false or can not be detected. Even after several years, some cases may be still under 
investigation (I) 

14. Motive of Accused 
15. Tool for commission of offence 
16. Gender of Accused 
17. Age of Accused: binned into 4 categories 
18. Tenure of Employee Involved: Binned into four categories 

Complaints 
of cyber 
crime victims 
to  
Police 

FIR was 
registered by 
police and 
investigation 
continued 

FIR was not 
registered by 
police but 
complaint 
was enquired 

Enquiry report 
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Investigated and 
proved to be 
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mistake of fact 
 

Case Investigation 
completed and 
case resulted in 
charge sheet 

Not investigated 
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19. Damage amount (in lakhs): binned into 5 categories (10 lakhs=1million) 
20. Time Lag in Noticing or Reporting: Binned into five categories 
21. Identification of the Accused 
22. Co-operation of Complainant 
23. Occupation of accused 
24. Dominant factor in offence: Behavior, Environment, Technology 
25. Number of Offenders Single, Multiple,  Not known 
26. Details of IP Address 
27. Server log details furnished 
28. Co-operation of Service Provider 
29. Co-operation of other agencies involved 
30. Involvement of Cyber Cafe  
31. Server Location: Foreign, Indian, Not Known 
32. Type of Information: Data or Voice 
33. Penal Act: Information Technology Act 2000 or Indian Penal Code (IPC)  
34. Network Crime or Otherwise 

 
The data is analyzed to identify the factors that will lead to filing eh charge sheet. Two different 

techniques namely, classification trees and artificial neural networks are used to analyze the data.  
The classification trees work best with nominal or binned variables. Hence, the data used to build the 

classification tree is either in the form of binned data or nominal data. In the case of C5.0 classification trees, the 
splitting of the records at each node is done based on the information gain. Entropy is used to measure the 
information gain at each node. This method can generate trees with variable number of branches at each node. 
For example, when a discrete variable is selected as an attribute for splitting, there would be one branch for each 
value of the attribute. C5.0 builds a tree by splitting the observations at each node based on a single attribute or 
variable. If no split that could significantly reduce the diversity of a given node could be found, the process of 
splitting is stopped and the node is labeled as a leaf node. When all the nodes become leaf nodes, the tree is fully 
grown. At the end of the construction of the tree, each and every observation has been assigned to a leaf node. 
Each leaf can now be assigned to a particular class and a corresponding error rate. The error rate at the leaf node 
is nothing but the percentage of misclassifications at the leaf node. The error rate for the entire tree is the 
weighted sum of the error rates of all the leaf nodes.  

The artificial neural networks (ANN) are generally based on the concepts of the human (or biological) 
neural network consisting of neurons, which are interconnected by the processing elements. The ANNs are 
composed of two main structures namely the nodes and the links. The nodes correspond to the neurons and the 
links correspond to the links between neurons. The ANN accepts the values of inputs into what are called input 
nodes. This set of nodes is also referred to as the input layer. These input values are then multiplied by a set of 
numbers (also called as weights) that are stored in the links. These values, after multiplication, are added 
together to become inputs to the set of nodes that are to the right of the input nodes. This layer of nodes is 
usually referred to as the hidden layer. Many ANNs contain multiple hidden layers, each feeding into the next 
layer. Finally, the values from last hidden layer are fed into an output node, where a special mapping or 
thresholding function is applied and the resulting number is mapped to the prediction. The ANN is created by 
presenting the network with inputs from many records whose outcome is already known. For example, the data 
on age, gender and occupation of the complainant with respect to the first record are inputted into the input 
layer. These values are fed into the hidden layer and after processing (by combining these values using 
appropriate weights) the prediction is made at the output layer. If the prediction made by the ANN matches with 
the actual known status of the cyber crime (say either charge sheeted or undetected), then the prediction is good 
and the ANN proceeds to the next record. If the prediction is wrong, then the extent of error (expressed in 
numerical values) is apportioned back into the links and the hidden nodes. In other words, the values of the 
weights at each link are modified based on the extent of error in prediction. This process is referred to as the 
backward propagation. The artificial neural networks are found to be effective in detecting unknown 
relationships. ANNs have been applied in many service industries such as health to identify the length of stay 
and hospital expenses (Nagadevara, 2004), air lines (Chatfield, 1998) and ANNs are used in this paper for 
predicting the categories of the members of the loyalty programmes (Nagadevara 2005).  
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Sample Profile 
 
As mentioned earlier, the data for the study consisted of 291 cases dealing with cyber crime. About half of the 
complaints are made by individuals where as the remaining half or made on behalf of the complainant 
organization. More than 65 percent of the complainants were male. Most of the complaints deal with hacking 
accounting for about 49 percent. Obscenity was the second most common complaint accounting for about 26 
percent. The most common nature of cases was with respect to theft of data or source code or loss of reputation 
because of the crime. The motive for the crime was predominantly monetary gain. Needless to say 87 percent of 
the crimes were committed using computers where as about 7 percent we4e committed using a mobile phone. In 
about 70 percent of the cases, the case was reported within one month. In most of the cases, the server logs were 
not available, nor were the IP numbers. Similarly, the details of the service provider involved in the crime were 
also not available. 
 
Results and discussion 
 
The entire database was divided into two subsets. The first subset contains the records of cyber crimes reported 
in the state of Karnataka. The second subset contains the cyber crimes reported in the rest of the country. The 
variable “Case Status” was used as the dependent variable for the purpose of building the classification trees and 

artificial neural networks and prediction. The data is analyzed for the entire database as well as for each subset 
separately. Classification trees for Karnataka and the rest of the country are presented in Figures 2 and 3 
respectively. There are four possible values of the dependent variable namely, “Filing Charge Sheet”, 

“Investigation Continuing”, “False Reporting” and “Undetected”. The accuracy levels of the classification trees 
are fairly high with 80 percent accuracy for the State of Karnataka, 85 percent for the rest of the country and 82 
percent for the entire database.  

In the case of crimes reported in Karnataka, the most important variables that would lead to filing of a 
charge sheet are cooperation of the complainant and the tenure of the employee between 6 to 12 months. 
Similarly, there is a 60 percent chance of charge sheeting when the reputation of the complainant is at stake and 
the complainant is female while the gender of the accused is male. On the other hand, there is a 78 percent 
chance that the crime goes undetected when the crime is a network crime and there is no cooperation from the 
service provider.  
In the case of crimes reported in the rest of the country, the chances of charge sheeting are highest when there is 
cooperation from other agencies. The chances of the crime going undetected are highest when there is no 
cooperation from the service provider, or the complainant or other agencies. This conclusion is rather obvious. 

While the classification trees generate rule sets which can be used to predict the possibility of either 
charge sheeting or the crime remaining undetected, the relative importance of these variables is very difficult to 
gauge from the classification trees. On the other hand, artificial neural networks provide sensitivity analysis with 
respect to each of the variables and this sensitivity analysis in turn can be used to obtain relative importance of 
these variables. Table 1 presents the relative importance of the top ten variables. These are presented separately 
for crimes reported in Karnataka, Rest of the country as well as for the entire country. 
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FIG. 2: CLASSIFICATION TREE FOR CYBER CRIMES REPORTED IN KARNATAKA 
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FIG. 3: CLASSIFICATION TREEE FOR THE CYBER CRIMES REPORTED IN REST OF THE COUNTRY 
 

TABLE 1: RELATIVE IMPORTANCE OF THE TOP TEN VARIABLES 
 

Variable Relative Importance 

All India Karnataka Rest of India 

Age of accused 0.0776 0.0835 0.0337 

Lag in noticing or reporting 0.0389 0.0384 0.0319 

Marital status of complainant 0.0388 0.0375 0.0319 

Damage amount 0.0387 0.0322 0.0284 

Employee tenure 0.0339 0.0365 0.0244 

Gender of accused 0.0338 0.0504 0.0293 

Offence type 0.0325 N 0.0288 

accused identification 0.0332 N N 

cooperation of complainant 0.0322 N N 
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Variable Relative Importance 

All India Karnataka Rest of India 

Organization type 0.0311 N N 

Information N 0.0309 N 

Offenders number N 0.0395 N 

Age of complainant N 0.0366 N 

Damage to the victim N 0.0327 N 

Occupation of complainant N N 0.0329 

penal act N N 0.0310 

Occupation of accused N N 0.0262 

N: Not in Top ten 
 

Seven variables are common across the three models namely, All India, Karnataka and Rest of the 
country. The age and the gender of the accused are important along with the lag in reporting. The earlier the 
reporting is done, the higher are the chances of charge sheeting. Similarly the employee tenure and the damage 
amount are also important factors across all the three models.  

These models can be used in conjunction to identify the factors that will be helpful in addressing the 
cyber crimes. The classification trees can help in predicting the likelihood of charge sheeting the accused. In 
case such chances are low for a given case, the tree can help the authorities in focusing on certain aspects of the 
case. For example, if the FIR is unable to specify the service provider or the server logs and it happens to be 
network type, then it is important to the authorities to concentrate on either getting the server logs or zero in on 
the service provider. Similarly it is imperative that data with respect to the cyber café, various service providers 

server logs, type damage that could result to the complainant or the victim from the crime should be collected 
and analyzed carefully in order to reach the stage for charge sheeting. In most cases, the cooperation of the 
compliant and other investigating agencies is the most important determinant of the solving the crime. The focus 
of the investigating agencies should be on continueing cooperation from the complaints. 
 
Summary and Conclusions 
  
The Information Technology Act 2000 enacted by Government of India and the amendments of 2006 address 
various concerns of cybercrime such as e-commerce frauds, data theft, child pornography, theft of identity 
documents etc. Even after the enactment of the Information Technology Act 2000 and the amendments, there 
are a number of uncertainties in the investigation of cybercrimes. There is a need to understand and strengthen 
the existing investigation methods and systems as well as data collection for controlling cybercrimes. This study 
analyzed data with respect to 291 cyber crimes reported. The data is divided into two different subsets, the first 
dealing with the crimes reported in Karnataka and the second dealing with the rest of the country. The study 
applied the techniques of classification trees and artificial neural networks to analyze he data. Different models 
were built to identify the important factors that will enable the law enforcement agencies to reach the first step 
in effective prosecution, namely charge-sheeting of the cybercrime cases. Through these models it was possible 
to identify the relative importance of different variables that could lead to charge sheeting of the accused. These 
models are also capable of predicting the possible outcome of the case. Depending on the prediction, and the 
chances of reaching the stage of charge sheeting, these models can guide the authorities in focusing their 
energies on the collect of appropriate information which will increase the chances of charge sheeting. Thus, 
these models can be used to improve the efficiency of the authorities in solving the cyber crimes. 
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Abstract 

In this paper the author explores user attitudes toward m-commerce and proposes a conceptual model on the 
intention to use m-commerce. In a study consisting of two experiments, participants undertake decision-making tasks 
on three channels (m-commerce, e-commerce, in-store). E-mail messages sent by participants in the two experiments 
are analyzed using Critical Incident Technique (CIT). Theory for Reasoned Action, Technology Acceptance Model, 
Innovation Diffusion theory and Social Cognition theory provide the theoretical frameworks. The conceptual model 
is based on the theoretical frameworks and the analysis. The exploratory findings suggest that decision-making on m-
commerce is perceived as stressful and is not necessarily a positive experience. The author also finds that participants 
on m-commerce hold their prior experiences on e-commerce as points of reference to which they compare their 
current or subsequent decision-making experiences. Managerial implications, research implications and future 
directions are discussed. 
 
Introduction 

Issues related to the adoption of m-commerce and the diffusion of the channel have important implications for 
consumers, managers and academic researchers. In a context where there are multiple marketing channels, m-
commerce is gradually making its presence felt in the space occupied by the existing channels like e-commerce 
and the in-store channels. In fact, it creates a scenario where all these channels play important roles in their own 
ways. Understanding the factors that affect consumer attitude and intention to use m-commerce will help 
academics understand theoretical implications for m-commerce and aid managers to better plan and execute 
product and service offerings on m-commerce. Therefore, the exploration of consumer reaction to specifically 
m-commerce in the context of the existing channels is of great importance to academics and managers. 
Moreover, a greater insight into how consumers view m-commerce and what they think of m-commerce is 
obtained if consumer reactions to various channels (m-commerce, e-commerce, in-store) are simultaneously 
studied.  

Majority of past research regarding consumer decision-making and other channel activities, have 
concentrated on exploring the traditional channels (in-store) and more recently the Internet (e-commerce) (e.g., 
Woodside and Trappey, 1992). Moreover, in most studies, usually, only one channel is studied at a time. Very 
few studies have simultaneously explored consumer attitudes across various channels. In other words, a 
simultaneous exploration of consumer attitudes towards multiple channels has not been undertaken in the same 
study. The objectives in this paper are four-fold: 1) to explore consumer decision-making experiences and 
attitudes across multiple channels (e.g., e-commerce, m-commerce, in-store); 2) to explore the kinds of 
responses – positive or negative – that are elicited on the channels as a result of these perceptions, which in turn 
gives an indication of intention to use the channel; 3) to identify factors that lead to the positive and negative 
attitude on m-commerce; and 4) to propose a conceptual model for intention to use m-commerce.  
 
The Channels 
 
A discussion on the rationale for choosing the three channels included in the study – m-commerce, e-commerce 
and in-store – and the differences among the channels are addressed here. In the study, only “goal-directed 
search” is considered. “Goal-directed search” is defined as task in which consumers look for specific 
information from the sources consulted. Therefore, the channels of search that are included in the study (i.e., m-
commerce, e-commerce and in-store) are determined in the following manner: a) Channels in which consumers 
actively seek information; b) Information is sought in these channels, in person; and c) Information is gathered 
for a specific purpose (where information search is not incidental – i.e., where one does not come upon the 
information incidentally). Media literature1 is used in order to identify and delineate the differences among the 
channels as well as provide further theoretical basis explaining the differences among the channels. 
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Communication channels are conceptualized as possessing a set of objective characteristics that determine each 
channel’s capacity to carry “rich” information. All communication channels have capabilities that lead to 

“distinct, objective richness” (Carlson and Zmud, 1999, p. 154). The more a channel incorporates these 
elements, the richer it is. McGrath and Hollongshead (1993) classify channels for communication along a 
continuum of “increasing potential richness of information”. The four types of channels that are identified by 
them are: text, audio systems, video systems, and face-to-face communications. Hence, face-to-face is 
considered the richest medium as it allows mutual feedback and simultaneously conveys a variety of cues (e.g., 
tonal, facial, emotional). Text is considered the least rich.  

In the experiments, there are two distribution channels (e-commerce and m-commerce), which offer 
consumers the possibility of accessing the Internet. In addition to text, these channels incorporate the capabilities 
of audio systems and video systems. Further, these channels provide the option of mutual feedback (though the 
provisions for simultaneously conveying of a variety of cues like tonal, facial, emotional are limited). The third 
channel, in-store setting, is face-to-face in nature and the “richest”

2. Hence, all the three channels can be aligned 
along the continuum “increasing potential richness of information” for decision making. The three channels are 
discussed below: 
E-Commerce: Information obtained on the Internet (fixed or mobile) is usually from a Website. The interactive 
component of Internet searches gives the consumer some sort of control over the search process. E-commerce is 
a channel where participants undertake decision-making from a computer terminal. This channel is more “rich” 

than m-commerce (explored in the next section), but less “rich” than 
in-store (as discussed above). A larger screen is available for carrying out decision tasks on e-commerce, as 
compared to a small screen on a hand-held PDA3.  

Extant literature suggests that because of an increase in the amount of information available, the cost of 
undertaking search on the Internet is lower than it is through less “rich” channels (e.g., Oorni, 2003). The 
foregoing indicates that the richness of the medium (with the fixed location afforded by this search channel, 
along with a larger screen to process information from) results in: a) lower demands on cognitive abilities by 
search tasks compared to when the same search tasks are carried out on a mobile device, but b) higher demands 
on cognitive abilities by search tasks compared to when the same search tasks are carried out at a physical store.  
M-Commerce: Two major differences between e-commerce and m-commerce are interface (small versus large 
screen) and portability (Junglas, 2003) of a mobile device. In the study these differences are recognized as being 
the most distinguishing ones between e-commerce and m-commerce. For the purposes of the study, decision-
making in the m-commerce environment refers to that undertaken at a single Website using a hand-held PDA 
where participants are allowed to extensively search for information. M-commerce is less “rich” than e-
commerce because accessing information through a small hand-held PDA makes it more difficult to access the 
same information. The cognitive effort associated with conducting electronic searches is further magnified when 
information processing is done from a small screen. Considering these characteristic features, it is argued that 
consumers experience a higher cognitive load when processing information on m-commerce than on e-
commerce.  

In-Store: Undertaking a decision-making task inside a store involves undertaking search in a medium 
that is face-to-face with interactive capabilities, including audio and video capabilities. This channel is in-store 
setting, as we traditionally know it and is also the most “rich” in terms of the “potential richness of information 

for decision-making” continuum. It means that a low degree of cognitive effort on part of the participants is 
required for decision-making, which means that low cognitive search costs are involved. 
 
Theory and Hypotheses 

 
Information Systems research has extensively researched the adoption of new information technologies by 
individuals (Venkatesh, Morris, Davis and Davis 2003). One of the streams of research looks at adoption of 
technology with the dependent variable being usage or usage intention. The basic concepts contributing towards 
user acceptance models are individual reactions to using information technology, intentions to use information 
technology and actual use of information technology, with user reactions and intentions to use information 
technology directly informing actual use (Venkatesh, Morris, Davis and Davis 2003). Some of the models are 
Theory of Reasoned Action (TRA), Theory of Planned Behavior (TPB) and Technology Acceptance Model 
(TAM). In all these models the direct link between attitude and intention is well established. In addition, the 
positive relationship that attitude has in predicting intention is well-established in marketing literature 
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(Venkatesh Venkatesh, Morris, Davis and Davis, 2003). This relationship (attitude  intention) is directly 
assumed for the proposed model, and uncovering antecedents to attitude towards m-commerce is the primary 
focus. The aforementioned theoretical frameworks are used here to formulate propositions and arrive at a 
conceptual model for intention to use m-commerce.  
 
Theory of Reasoned Action and Theory of Planned Behavior 
 
Theory of Reasoned Action (TRA) is one of the most systematic and extensively applied approaches to attitude 
and behavior research. It has been applied to explain behavior regarding adoption of technology. This model 
proposes that an individual's actual behavior is determined by the person's intention to perform the behavior, and 
this intention is influenced jointly by the individual's attitude and subjective norms. Attitude is defined as “a 

learned predisposition to respond in a consistently favorable or unfavorable manner with respect to a given 
object” (Chau and Hu, 2001, p. 6). A person's attitude towards a behavior is largely determined by salient beliefs 
about the consequences of that behavior and the evaluation of the desirability of the consequences (Fishbein and 
Ajzen, 1975). In this study the favorable (unfavorable) disposition and response towards m-commerce (and 
other channels) as an indicator of a positive (negative) attitude is considered, which in turn, is an indicator of 
intention to use.  

Subjective norm is defined as an individual’s perception that most people who are important to the 
person think that he/she should or should not perform the behavior in question (Dillon and Morris, 1996). 
Though the construct “subjective norm” is not directly incorporated in the study, it is taken into account by 
asking respondents to send an e-mail to their best friend (as explained later), explaining their attitude towards m-
commerce (and other channels), which indicates the important role that group dynamics play.  

Theory of Planned Behavior (TPB) generalizes TRA by adding a third construct – perceived behavioral 
control (Ajzen, 1991) – and is another influential theory explaining and predicting behavior (Sheppard, 
Hartwick and Warshaw, 1988). Perceived behavioral control takes into account both cognitive and situational 
resources. TPB asserts that the actual behavior is determined directly both by behavioral intention and perceived 
behavioral control. From the discussion in the earlier section, since e-commerce is a richer medium than m-
commerce, and a greater cognitive resource is expended while using m-commerce, it is proposed that:   
P1: Low behavioral control over the decision-making process negatively affects attitude towards using m-
commerce. 
 
Technology Acceptance Model 
 
The Technology Acceptance Model (TAM) consists of three components that shape a user’s attitude and 

intention towards using a technology. Perceived ease of use (PEU), perceived usefulness (PU) and subjective 
norm are the constructs used to predict the intention to use and adopt technology. TAM has been extensively 
applied and has been found to generalize across different settings. It has received extensive empirical support 
through validations, applications and replications for its prediction power (Taylor and Todd, 1995; Venkatesh 
and Morris, 2000). A number of modified TAM models have been proposed to suit new technologies including 
Internet and intranet (Chau, 1996; Chau and Hu, 2001), with the three constructs contributing towards the 
intention to use e-commerce. Consumers browse the Internet to undertake transactions on m-commerce. 
Therefore, the skills that are required by a user to browse the Internet on e-commerce will be the same for m-
commerce. Though, the smaller screen is expected to exert a higher cognitive stress on the user, it is expected 
that the overall perception of the ease of use of m-commerce will be positive. Similarly, it is expected that 
perceived usefulness of m-commerce and subjective norm positively affect intention to use. The model is 
extended to the realm of m-commerce to propose that:  
P2: Perceived ease of use positively affects attitude towards using m-commerce.  
P3: Perceived usefulness positively affects attitude towards using m-commerce. 
P4: Subjective norm positively affects attitude towards using m-commerce. 
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Innovation Diffusion Theory  
 
Innovation diffusion theory is concerned with how innovations spread and consists of two closely related 
processes: the diffusion process and the adoption process (Rogers, 1995). Diffusion is a process concerned with 
the spread of an innovation from its source to the public whereas adoption is a process that is focused on the 
stages an individual goes through when deciding to accept or reject an innovation. Key elements in the entire 
process are the innovation's perceived characteristics, the individual's attitude and beliefs, and the 
communication received by individuals from their social environment. The innovation diffusion theory has been 
used to explain the adoption of e-commerce. Internet-based transactions form the bases for both e-commerce 
and m-commerce. The skills that are required by users to use e-commerce are expected to be the same as that 
required to use m-commerce. Hence, it is proposed that:  
P5: At an overall level, user perception of m-commerce as being similar to (different from) e-commerce 
positively (negatively) affects attitude towards using m-commerce. 
 
Social Cognition Theory 
 
One of the most powerful theories of human behavior is Social Cognition Theory (Bandura, 1986). Compeau 
and Higgins (1995) applied and extended SCT to the context of computer utilization, which was further 
extended by Venkatesh, Morris, Davis and Davis (2003) to the realm of intention and usage of technology in 
general. The main constructs that are used in the model are: a) Outcome expectations (performance), which are 
the performance-related consequences of a behavior; b) Outcome expectations (consumer), which are the 
consumer-related consequences of a behavior especially dealing with esteem and a sense of achievement; c) Self 
Efficacy, which is the judgment of one’s ability to use a technology to accomplish a task; d) Affect, which is an 

individual’s liking for a particular behavior; and e) Anxiety, which is evoking anxious or emotional responses 
when it comes to performing a behavior.  

As per the definition of m-commerce, users will need to expend a higher degree of cognitive resources 
when undertaking a decision-making task on m-commerce. Due to the increased cognitive load encountered 
during decision-making, available cognitive resources shift from the primary task of making a decision to the 
secondary task of navigating the Website through a hand-held device. Therefore, in the context of m-commerce, 
it is proposed that:    
P6: Performance outcome expectations negatively affect attitude towards using m-commerce. 
P7: Self efficacy negatively affects attitude towards using m-commerce. 

In extant marketing literature, it is widely acknowledged that costs are associated with decision-making 
(e.g., Srinivasan and Ratchford, 1991). As a consequence of these costs, Stigler (1961) argues that an individual 
will continue to engage in the decision-making process only until the utility obtained from additional 
information is smaller than the cost involved in obtaining it. The amount of search undertaken increases as long 
as perceived cost is lower than the utility obtained till a point where perceived cost equals utility obtained. As 
perceived cost increases beyond this equilibrium, there is a decrease in the amount of information search 
undertaken. In the study, as mentioned, the search costs taken into consideration are cognitive in nature.  
P8: Higher cognitive stress and anxiety negatively affects attitude towards using m-commerce. 
 
Method and Data Collection 
 
The Critical Incident Technique (CIT) is selected as a method for identifying underlying critical factors that lead 
to positive and negative consumer attitudes (Flanagan, 1954) across the three channels. Hence, the exploratory 
findings help in putting the propositions in perspective and in building a conceptual model of intention to use m-
commerce. The CIT has been used in several marketing studies (e.g., in the areas of satisfaction and service 
encounters -- Bitner, Booms and Tetreault, 1990). It is a systematic procedure used for identifying events or 
behaviors that lead to certain outcomes, such as success or failure on a specific task (Bitner, Booms and 
Tetreault, 1990), satisfaction or dissatisfaction with a service provider (Bitner Booms and Mohr, 1994), or as 
reported in the study, positive and negative consumer attitudes.  

Two experiments (one between-subject and one within-subject) are conducted in a large public 
university in the southern United States. The first experiment is a 3x3 between-subjects experiment (factor one: 
channels: m-commerce, e-commerce and in-store; factor two: complexity: three levels of task complexity) and 
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the second one is a 2x3 within-subjects experiment (factor one: channels: m-commerce, e-commerce and/or in-
store; factor two: complexity: three levels of task complexity). Participants in the between-subject experiment 
are randomly assigned to one of the nine cells, where each participant is asked to undertake a decision-making 
task for either an airlines ticket for a friend (“search” service type), or a restaurant where he/she would like to 
take friends out for dinner (“experience” service type)

4. Specially designed brochures and Websites are used for 
the purpose of this experiment, to eliminate potential confounding effects of variables like prior knowledge and 
brand awareness. Special attention is given to stimuli development so that participants in the three channels 
access the same information in the same format. 

Participants in the within-subject experiment are randomly assigned to one of the six cells. In this 
experiment, every participant performs tasks that have the same level of complexity (in different channels). 
There is a gap of one month between the two tasks that are completed by each participant. The tasks undertaken 
by all participants in the two experiments are the same. Participants read a scenario, and undertake two decision-
making tasks. Memory vs. stimulus-based decision-making are tested – but, this is reported elsewhere (see 
Maity, 2005). For airlines tickets, the in-store environment is set up as a travel agency, where respondents walk 
in and interact with a “travel agent”. The e-commerce and m-commerce Websites used for the experiment are 
designed in line with the format of output obtained on professional commercial travel Websites like 
www.orbitz.com. The colors and design of the brochures (in-store) and Websites (e-commerce and m-
commerce) are kept the same in order to eliminate any potential confounding effects. The brands used to 
develop the stimuli are names of actual airlines, but those that ply in parts of the world other than the USA 
(where the study participants are from). Manipulation checks are done in order to check whether participants 
guessed the objective of the study, with none of the participants being able to guess the actual objective of the 
study.  

Prior experience in each channel is controlled for. Only those participants are included in the 
experiments who have prior experience undertaking decision-making tasks on e-commerce for at least 2 years 
and those who have been using a hand-held mobile device for at least 2 years.  

Usable data are obtained for 201 participants. All participants are undergraduate business majors. 
Participants are each awarded an extra credit for their efforts and their names are entered into a raffle drawing of 
5 gift checks of $60.00 each. All participants are under 30 years of age (18 – 27), the mean and modal ages 
being 20.7 years 20 years. 53.1% are females; 35.2% have a family income of over a hundred thousand US$ and 
85.2% are Caucasian Americans. Right after making the choice, participants are asked to send e-mails to their 
friends about their experiences during the decision-making task: “Now, we want you to write an e-mail message 
to your best friend about your decision-making experiences on this medium. What would you say?” From the 

two experiments, 2325 responses are gathered and are used in the analysis.  
The results for the two experiments are not reported separately for several reasons. First, an analysis 

that is exploratory in nature is undertaken, which help build a conceptual model for the intention to use m-
commerce. Therefore, the purpose of the analysis is exploratory rather than predictive. Another reason is that the 
second experiment (the within-subject experiment) is undertaken to replicate the findings of the first experiment. 
In a separate analysis, the findings of the second experiment are found to be the same as that of the first 
experiment, which makes separate reporting redundant.  
 
Data Analysis 
 
Usable responses numbered 223 are used in the data analysis. Of these 223 e-mail responses, 78 are from 
participants assigned to e-commerce, 77 are from participants assigned to m-commerce, and 68 are from 
participants assigned to in-store. The results of these e-mails are then content analyzed, as CIT proposes (see 
Bitner, Booms and Tetreault 1990), with the purpose of identifying categories of critical factors that lead to 
outcomes of interest – the outcomes of interest here being factors that affect positive and negative attitude 
towards each of the three channels.  

The first phase of data analysis requires the inductive identification of major categories of critical 
factors that lead to positive and negative consumer attitudes (in each of the three channels). Next, three judges 
with considerable expertise in consumer behavior group these responses into separate categories, identifying 
factors that lead to positive and negative attitudes in each of the three channels. Three categories of factors 
emerge: product-related (e.g., price, product attributes), channel-related (e.g., convenience, ease) and consumer-
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related. Inter-rater agreement is 82.7%. The judges then meet to compare the classifications and the 
disagreements are resolved by discussion.  

 
Results and Discussion 
 
Participants examine the same information and undertake the same decision-making task across all channels, 
which ensure that their attitudes are a function of the specific channel rather than a function of specific 
Websites/brochures or devices. Table 1 shows each of the major categories (and the subcategories) of critical 
factors that emerge for the three channels, along with the percentage of critical factors for each subcategory.  

Five subcategories are identified for critical factors that are specific to the user on m-commerce: a) 
Decision-Making; b) Amount of Information; c) Physical Comfort; d) Emotional Comfort; and e) Compare with 
E-Commerce. Although 10.04% of the critical factors identified show that participants like making decisions 
(decision-making) on the m-commerce channel, a far greater percentage (24.10%) indicate that decision-making 
on this channel is not something that they would like to undertake. This finding is significant ( 2

84,1 =14.41, p < 
0.005). Note that 24.10% of the critical incidents display a negative attitude on m-commerce, which is the 
highest percentage of negative responses across all three channels. The responses for Decision Making are 
further analyzed across all three channels ( 2

180,2 = 26.66, p < 0.005) and across m-commerce and e-commerce 
( 2

126,1 = 24.87, p < 0.005). These provide support for P1. 
Six overall factors emerge under “channel-related” factors for m-commerce (see Tables 2 and 3): a) 

Layout; b) Navigability; c) Convenience; d) Save time; e) Usability/Device features; f) Mobility. Navigability 
reflects critical factors pertaining to consumers’ perception of whether a Website is easy (hard) to navigate, easy 

(hard) to access, easy (hard) to browse, easy (hard) to find, requires a few (many) clicks, and provides clear 
(unclear) directions. Conceptually, Layout, Navigability and Usability/Device features can be seen as Perceived 
Ease of Use (PEU), the degree to which the prospective user expects a target system to be free of effort (Davis 
1989). Though Layout and Navigability mostly have positive critical factors associated with them, 12.05% of 
the critical factors associate negative attitude with the Usability/Device features as opposed to 2.41% critical 
factors that associate positive attitude ( 2

35,1 = 16, p < 0.005). Therefore, though PEU affects attitude towards 
use of m-commerce, the direction of the relationship is not clear. Hence, partial support is obtained for P2.   

Convenience, Save time and Mobility together contribute towards the Perceived Usefulness (PU), 
which is the degree to which the prospective user expects the target system to be useful in helping the user 
achieve his/her goals on m-commerce. Most of the critical factors associated with the three factors that emerge 
are positive. Therefore, PU is seen to affect positively affect attitude towards m-commerce. Hence, P3 is 
supported. 

Perhaps the most interesting finding associated with m-commerce is the subcategory labeled Compare 
with E-Commerce. In 10.04% of the critical factors, participants directly compare decision-making on the m-
commerce channel with the prior experiences they have had on e-commerce. Participants “expect” m-commerce 
to help them accomplish all those things that e-commerce does – i.e., they expect m-commerce to work just like 
e-commerce. But, their experiences on m-commerce are not the same as their experiences on e-commerce. 
These responses display a negative attitude, lending support to P5. With regard to the m-commerce channel, 
consumers experience leads to more negative attitude (overall: 68.67% of critical factors report negative 
attitude) being associated with decision-making on this channel. P5 is further supported. 

Similarly, 12.85% of the critical incidents indicate that users cannot handle the amount of information 
on m-commerce, which is the highest percentage of negative responses across the three channels. The responses 
for Amount of Information are further analyzed across all three channels 2

57,2 = 25.77, p < 0.005) and to 
contrast m-commerce with e-commerce ( 2

42,1 = 24.32, p < 0.005). Amount of Information is the factor that 
captures user responses to the ability to handle information and perform the desired task on a channel. Hence, 
this factor seems to capture the theoretical constructs of self efficacy and performance outcome. A significant 
percentage of critical factors displaying negative attitude indicate that users find that they are not able to 
perform the tasks with the desired level of efficiency and that their expectations of their performance outcomes 
are not met. Hence, support is obtained for P6 and P7. 

3.61% of the critical factors revolve around complaints of physical discomfort associated with using 
the PDA while 3.21% speak about the irritation and annoyance experienced, while using the device, providing 
support to P8. 25.39% of the critical factors identified show that participants have a positive attitude towards e-

1105



  

commerce, a far greater percentage than 7.93%. This finding is significant ( 2
42,1 = 12.30, p < 0.005), further 

lending support to P8. It seems that a reduction of cognitive resources available for decision-making induce a 
feeling of stress and anxiety which negatively affect attitude towards using m-commerce, which supports P8. 

In the study consumer attitudes towards the above discussed three channels are explored. The usability 
of the channels is not of direct interest – rather consumer attitudes towards these channels are explored. Special 
attention is devoted to setting up the stimuli for the study in order to avoid the possibility of seeming to test for 
usability. Participants perform tasks on these channels instead of simply providing feedback on the usability of 
the channels. It should be noted that for m-commerce, the PDA (palm digital assistant) used is an inextricable 
part of the channel. Therefore, one can argue that the usability of the device is being explored. If the channel 
characteristics of m-commerce are kept in perspective, it might be that usability is a part of the channel itself. 
However, there is more to m-commerce than the device alone. For example, the mobility and portability 
afforded by the device define the very nature of the channel. Accessing the Internet, waiting for the relevant 
pages to load and undertake a meaningful task are also parts of the m-commerce channel experience. It should 
also be noted that the novelty of the device is not tested either. Only participants who have prior experience with 
mobile devices are included in the study. Hence, consumer responses reflect their attitude toward the channel 
rather than toward the “novelty” of any device.  In addition, it should be noted that the factors uncovered for e-
commerce, are the same ones that have been suggested elsewhere in e-commerce literature (e.g., Liacono, 
Goodhue and Watson, 2002). “Layout”, “Navigability”, “Convenience”, correspond to the antecedents that 

existing literature suggest as being the antecedents that affect attitude consumer towards e-commerce. These 
findings further garner support that user attitudes towards the channels and not just usability towards the devices 
are uncovered in the study.  
 
Antecedents to Attitude and Intention to Use M-Commerce: A Conceptual Model  
 
Through a discussion of the applicable theories and through an analysis of the critical incidents, which serve as 
an exploratory exercise, factors that affect consumer attitude and intention to use m-commerce are identified. 
The conceptual model for intention to use m-commerce is delineated in Figure 1. The major constructs that 
affect attitude are: Perceived Ease of Use, Perceived Usefulness, Subjective Norm, Behavioral Control, Self 
Efficacy, Role of Alternate Channels, Outcome Expectations and Degree of Comfort. 

In the model, PEU predicts the intention to use m-commerce. As per the analysis, layout and 
navigability of the Website and the usability/device features probably conceptually constitute PEU of m-
commerce. The direction of the relationship between PEU and intention is not established since it comprises a 
mix of positive and negative critical incidents. In keeping with these findings, PEU is taken as being an 
important factor in the proposed model, but no directional relationship is offered. The convenience of using a 
PDA, the time saving aspect and the mobility afforded by the device, probably conceptually constitute PU, 
which positively affects the intention to use m-commerce. Support for positive relationship in the analysis is 
obtained. Though no direct support for “subjective norm” is obtained, it is probably due to the fact that this 
study was not specifically designed to capture the construct. However, the construct is an important one and is 
included in the model. As per TAM, the direction of the relationship between subjective norm and intention to 
use m-commerce is proposed to be positive. 

Behavioral Control and Self Efficacy are both seen to negatively affect the intention to use m-
commerce. The findings underscore the role of user perception of alternate channels even when consumers are 
making decision on m-commerce. Therefore, an antecedent to intention to use m-commerce is the consumer 
perception of alternate channels. In the study, users spontaneously compare their decision-making on m-
commerce with e-commerce. Outcome expectations regarding decision-making negatively affects the intention 
to use m-commerce.  

The degree of comfort with using m-commerce is an antecedent negatively affects the intention to use 
the channel. This finding suggests that users experience stress and feel fatigued when using m-commerce, which 
affects their intention to use m-commerce. Analysis of the critical incidents further suggests that a reason for 
this might be the usability factors of the m-commerce device itself.  

The model suggested here is different from and adds to the existing models of behavior and intention to 
use or adopt a technology, in that in addition to the already established variables of PEU, PU and subjective 
norm, this model incorporates and acknowledges the role of the variables of behavioral control, self efficacy, 
(the perception of) alternate channels, outcome expectations and degree of comfort. 
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Implications 
Theoretical and Managerial 
 
This study offers several implications for researchers. First, TRA, TPB and TAM are extended to the realm of 
decision-making on m-commerce. Second, prior research on e-commerce has dealt with various issues such as 
service quality (Zeithaml, Parasuraman and Malhotra 2002) and usability (including navigation and ease of use) 
(Childers, Carr, Peck and Carson. 2001). The study draws a parallel between traditional retailing and e-tailing, 
and further compares these two channels to m-commerce. Third, the findings suggest that participants might 
hold their prior experiences in e-commerce as points of reference to which they compare their current or 
subsequent attitude and intention to use m-commerce. Participants in the study display greater negative feelings 
than positive feelings about decision-making in m-commerce, which is different from how they feel in the e-
commerce environment. This finding is especially important as it points out that m-commerce is not exactly like 
e-commerce. Fourth, a conceptual model for intention to use m-commerce is suggested.  

This study offers several implications for managers. First, although users expect similarities between e-
commerce and m-commerce, they do not perceive them as being exact substitutes. Rather, it is found that users 
have specific behavioral characteristics on m-commerce. Second, PDAs are probably not suitable for carrying 
out complex tasks. Small and compact features are a plus in the endless pursuit of better gadgets, but the 
findings point out that there is probably a threshold in terms of when a product becomes too small to handle and 
can be used efficiently. Third, marketers interested in sending advertising materials over a PDA would probably 
have to limit the amount of information to be sent. Fourth, the finding that, participants mention certain unique 
factors for the m-commerce channel (Usability, Mobility, Emotional Comfort) points out the need for marketers 
to make sure that consumers do not experience negative experiences due to these features when using hand-held 
devices.  

 
Limitations and Future Directions 
 
There are several limitations associated with this paper. First, in the two experiments, participants are guided to 
visit sites and make decisions. Although efforts are made to replicate actual decision-making environments, the 
findings might be different when consumers shop in more natural settings. Second, after-sale experiences (e.g., 
delivery, post-services) are not considered. Third, the sample consists of college students who are savvy with 
respect to e-commerce and m-commerce use. It is also interesting to compare the results of different 
demographic and characteristic groups (e.g., age, income, Internet experience). Fourth, repeat purchases are not 
explicitly considered. 

Researchers might be interested in testing the model proposed for the intention to use m-commerce. In 
addition, different product categories might affect decision-making in various channels. Since mobile commerce 
is a relatively new area, it would be interesting to study what types of information can be effectively provided to 
consumers on the move. Also, consumer responses to usages that are specific to the m-commerce environment 
might be explored in greater detail. Especially, usability/device features and their effect on consumer decision-
making might be studied at a greater depth. Some questions include: What are factors that users view being the 
ones that differentiate e-commerce from m-commerce? Why do consumers seem to prefer e-commerce over m-
commerce? Is the frame of reference (for shopping experiences) shifting from offline (in-store) to online (e-
commerce)? In other words, are consumers using their shopping experiences online to serve as a reference for 
all kinds of other shopping experiences (traditional and/or other new media)?  
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TABLE 1 
 

Critical Incident Analysis 
 

Critical Factors 
M-Commerce 

Positive 
M-Commerce 

Negative 
E-Commerce 

Positive 
E-Commerce 

Negative 
In-Store 
Positive 

In-Store 
Negative 

Channel-Related       
Layout 1.21% 0.80% 6.35% 1.59%   
Navigability 3.22%  5.55%    
Convenience 5.62%  3.97%    
Save Time 0.40% 1.61% 3.17%  1.31% 5.88% 
Usability/Device Features 2.41% a* 12.05% a*     
Mobility  2.41% 0.40%     
Atmosphere     1.95% 0.65% 
User-Related       
Decision Making 10.04% c*d*e* 24.10% c*d*e* 25.39% b*c*d* 7.93% b*c*d* 20.27% c* 15.69% c* 
Amount of Information 
(Overwhelming) 

 12.85% f*g* 
 

5.56% f*g* 
 

3.16% f*g* 
 

1.31% f*g* 
 

9.15% f*g* 
 

Physical Comfort (Exhausting)   3.61%    0.66% 
Emotional Comfort (Irritated)   3.21%     
Compare with E-Commerce   10.04%    6.54% 
Privacy   0.79%    
Product-Related       
Price 3.61%  13.5%  11.76%  
Other Product Attributes 1.61%  15.1%  15.03%  
Product Selection 0.80%  7.94%  9.80%  
Total 31.33% 68.67% 87.32% 12.68% 61.43% 38.57% 
 
The figures in the table are the percentages (of each critical factor) for that channel. Therefore, the percentage of 
positive and negative critical factors for each channel adds up to a 100 (87.32+12.68; 31.33+68.67; 61.43+38.57). 
The blank cells indicate no responses were recorded for these cells. Interesting results are in bold. 
E-Commerce Participants: (78 respondents: 110 positive critical factors; 16 negative critical factors)  
M-Commerce Participants: (77 respondents: 78 positive critical factors; 171 negative critical factors)  
In-Store Participants: (68 respondents: 104 positive critical factors; 49 negative critical factors) 
 

a : 2
35,1 = 16; b : 2

42,1 = 12.30; c : 2
180,2 = 26.66; d : 2

126,1 = 24.87; e : 2
84,1 = 14.41; f : 2

57,2 = 25.77; g : 2
42,1 = 

24.32 
*p  < 0.005  

 
FIGURE 1 

Conceptual Model for Intention to Use M-Commerce 
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End Notes 
1. We use the terms “media” and “channel” interchangeably. 
2. McGrath and Hollongshead (1993), however, do not mention anything about channels that incorporate 

more than one of the four capabilities. Therefore, in line with their suggestions, we maintain that face-
to-face is the richest medium/channel and apply their classification to the distribution channels in our 
experiment. 

3. Accessing the Internet from a fixed location is similar to our experiences of browsing the Internet from 
a desktop or a laptop and unlike in the next search channel, participants are not restricted to decision-
making from a small screen. 

4. For the in-store environment, a confederate is appointed who poses as a travel agent or a concierge. 
Thus, participants walk into an office and interact with a confederate in order to complete the task. For 
the e-commerce environment, everything is made available online. Separate screens hold information 
on separate brands. The tasks are completed online by logging on to respective Websites via a 
computer. For the m-commerce environment, the same Websites that are accessed in the e-commerce 
environment are used and the tasks are completed via a PDA. The two main differences between e-
commerce and m-commerce are: a) information processing is done through a smaller screen (of the 
PDA); and b) participants carry out the tasks when mobile. 

5. Responses: 39 (Pretest) + 162 (Study 1) + 31 (Study 2) 
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Abstract 
 
While many Indian firms have a vibrant software services business, not many of them have been able to create 
software products. Finacle, a software product developed by Infosys Technologies is an exception. This study 
investigates how Infosys was able to create a successful software product business. A qualitative research method was 
adopted. Analysis indicates that Infosys’ product business could derive significant benefits from its service business 
because of complementarities that exist between their product and services. However, Infosys was able to keep its 
product business loosely coupled with the service business to prevent the fledging product business from being 
subordinated by the services business. While conclusions from a single case based study can at best be tentative, the 
results present a model of non linear growth for organizations from emerging nations, especially those in the domain 
of knowledge intensive  products such as software. 
 
Introduction 
 
The success story of India‟s software exports is well known. India today boasts of a US$ 60 billion Information 
Technology industry, a significant portion of which comprises export of customized software services to the 
developed markets of USA and Europe. However, unlike global software organizations such as SAP, Oracle or 
Microsoft, Indian software organizations have not produced any blockbuster software products till date. Finacle, 
a core banking product from Infosys Technologies is an exception in this regard. Today, Finacle has a customer 
base of 106 banks spread across more than 60 countries earning revenue of nearly US$ 150 million. Gartner 
Inc., a renowned analyst organization in the domain of information technology has positioned Infosys Finacle in 
the „leaders‟ quadrant among core banking software products, rating Finacle highest among all products in its 
„ability to execute‟ and second highest in its „completeness of vision‟ (Gartner 2008). 

This paper is based on a qualitative research undertaken to identify the various factors that contributed 
to the development and rapid growth of Finacle. Existing literature on product development indicates that it is 
often difficult for large successful organizations like Infosys to sustain entrepreneurship and creativity that is 
essential for developing a new product like Finacle (Ahuja & Lampert, 2001). This difficulty is compounded by 
the fact that Infosys‟ main line of business is software services, whose business logic is significantly different 
from software product business (Nambisian 2001). How did Infosys manage to develop a successful software 
product despite being a large software- service organization? Our investigation indicates that the choice of 
product domain enabled Infosys, on one hand, to take advantage of its service business for developing and 
sustaining its product business. On the other hand, a series of organizational initiatives ensured that business 
imperatives of its ongoing service business do not adversely impact its product business. Other factors that 
significantly contributed to its success are robust organizational processes, both for supporting its customers and 
for gathering constant feedback from customers, industry analysts and experts in order to keep the product state-
of-the-art.  

We divide the rest of the paper into four sections. In the following section we discuss the factors that 
make product development a challenging task in India and how, absence of many of those factors contributed to 
the development of India‟s burgeoning software services business. In section three, I analyze how Infosys was 
able to overcome product development challenges by being part of a large software service organization. This is 
followed by section four where we describe the organizational processes that Infosys adopted to ensure that their 
fledging product business is not adversely affected by their growing software service business. Section five 
describes other factors that contributed to Infosys Finacle‟s success. I conclude by discussing the significance of 

these findings in the context of developing a globally competitive knowledge intensive industry such as 
computer software from an emerging market.  
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Software Services versus Software Products 
 
The spectacular growth of India‟s software industry during the last decade has largely been driven by exports of 

bespoke software services to customers in the advanced markets of USA and Europe. It is interesting to note that 
India does not have a vibrant domestic market in software, nor did India have any legacy or experience in 
developing and exporting knowledge intensive products like software. How did Indian software organizations 
build this “born global” industry and how did they manage to compete successfully in the global markets have 

been questions that have intrigued academicians (Sharma, 2008). While there have been several explanations, 
most of them have focused on the country specific advantages that India enjoyed, such as availability of a large 
pool of English speaking engineers at a low cost, an eight to twelve hour time zone difference with advanced 
markets enabling creation of a globally distributed 24 X 7 software production process and the analytical ability 
of Indians because of high emphasis on mathematics in the Indian educational system.  

While these supply side factors significantly contributed to the growth of the industry, the explanations  
remain incomplete without considering the demand side. Over the past fifteen years, advancement in 
information and communication technology has resulted in unprecedented increase in software component of 
every tool used by the retail and the industrial consumer, both in the domain of personal as well as commercial 
usage. This has led to a sustained and rapid increase in demand for digitization of a variety of products and 
services on a global scale. During the same time, there have been several paradigmatic changes in computer and 
communication technology, as is characteristic of any young industry. As a result, software development has 
remained an intensely people intensive process, which has been difficult to standardize and automate because of 
technology changes and difficult to produce at a mass scale because of the wide variety of functions and devices 
that it has to cater to.  

Both these demand and supply side factors favored Indian software development firms. Leveraging 
India‟s demographic advantage, these firms were able to meet the global demand for digitization with the supply 
of English speaking software developers at extremely competitive prices. Onetime events such as the Y2K 
problem demanding large scale software development over a short period of time lowered entry barriers, 
enabling several software development firms to get a foot hold into the global market. While most of these 
development activities in the late nineties were carried on client premises (on-shore), the Indian software firms 
were subsequently able to transfer these projects to off-shore locations, providing their clients greater price 
advantage. Apprehensions about the Indian firms‟ ability to execute such projects at off-shore locations were 
effectively mitigated by the robust software engineering processes that Indian firms developed and got certified 
by the Software Engineering Institute of Carnegie Mellon University (SEI CMM). These offshore development 
centres enabled the Indian firms to assume a much greater role in project planning and project management, 
thereby entrenching them firmly in their clients‟ software development programmes.  

Firms from emerging nations such as India often find it difficult to compete in advanced global markets 
because of their resource constraints. Resource constraints prevent them from making adequate investment in 
product research and development, brand building and attracting high quality talent, all of which is necessary to 
compete against powerful incumbents and meet demands of sophisticated customers. However, none of these 
factors posed major hurdles in front of the Indian software services firms. The business of software service does 
not require high upfront investment for product research, development or engineering. Neither does it require 
deep customer or market knowledge, because almost invariably, it is the customer who defines the product 
requirement and creates the design specifications.  Thus, it was possible for the software service firms to cater to 
the needs of their customers despite the physical distance and despite the absence of a sophisticated home 
market for similar products. It has also been argued that firms from emerging nations suffers from “liability of 

origin” – an adverse perception in the mind of the consumer about the product and services from a particular 
geographical origin. These firms need to invest significantly in developing or acquiring brands so that they can 
overcome the perceptual disadvantages they might face because of being new to the market or because of their 
origin. Perceptual biases are a greater problem in business-to-consumer markets where purchase decisions are 
likely to be influenced by emotional considerations. However, organizations are usually not emotional and 
rational cost-benefit calculations dominate purchase decisions. Software services being an institutional purchase, 
enabled the Indian software firms to overcome such perceptual biases if any, especially given the attractive 
economic benefits of off- shoring and outsourcing.  

Thus, while global demand and supply conditions favoured creation of India‟s software exports 

business, the nature of software service business removed constraints that are otherwise faced by firms from 
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emerging nations who intend to compete in advanced global markets. This was however not true for software 
products. Unlike service business, software product development is not a people intensive activity. Neither is 
labour cost a significant component of total product development cost. Thus, Indian organizations have no 
specific country specific advantage, either in terms of lower costs or in terms of large supply of software 
developers, when it comes to software product development. On the other hand, software product development 
requires significant upfront investment for research, design and development. It also needs deep knowledge of 
customer who is diffused and who remains an abstract notion in the mind of the developers. Therefore proximity 
to the customer has been often been cited as an essential requirement for product development. Selling of 
software products also requires development of a powerful brand, which the user, in the absence of product 
knowledge, uses as a proxy for evaluation. All these also make software product development a risky 
proposition because, as is true for most product development, the instances of failure far outnumber the 
instances of successes. Therefore, sustenance of product development requires risk-capital, which are often 
absent from emerging nations like India.  

Thus, it should not come as a surprise that while Indian software firms has had spectacular success in 
their software service business, one does not find any blockbuster software product developed from India. As 
argued before, while the nature of software service business enabled Indian firms to overcome the competitive 
challenges faced by emerging nations, the software product business was likely to have been severely impaired 
by those inherent characteristics such as resource constraints, absence of risk capital, lack of a powerful brand 
and distance from sophisticated customers. This makes the success story of Infosys‟ core banking product 

Finacle very interesting, leading us to our first research question that how did Infosys overcome the challenges 
of product development that any firm situated in an emerging nation like India likely to confront? Extant 
literature indicates that it is very difficult for large established firms to create innovative products because of 
both economic and motivational factors (Henderson, 1993). Given their successful service business, Infosys‟ 
opportunity cost of investing in product development that had a long gestation period was quite high.  There 
would also have been legitimacy concerns (Dougherty and Heller 1994) of nurturing a product business within a 
service organization. This leads us to our second and related research question that how did Infosys manage the 
simultaneity of developing a product business along with its service business.  

Literature on software product development, especially within the context of emerging nations like 
India, is few and far between. Therefore we adopt a qualitative research method with the intension of developing 
an appropriate theory. We conducted several in depth interviews with key informants and decision makers in 
Infosys and Finacle business unit within Infosys, over a period of eight months. These interviewees were asked 
to describe the evolution of the Finacle business division and the core banking product (the first core banking 
product from Infosys was known as Bancs2000, which was later redesigned to create Finacle) as they have 
witnessed during their tenure in Infosys (tenure varied from three to fifteen years) and to explain their function 
within the business unit (such as professional services, product strategy, branding and marketing). Each of these 
interviews was transcribed and the content of these transcriptions were shared and discussed with the 
interviewees to ensure correct interpretation. Most of such discussions resulted in further inputs from the 
interviewees. Primary data so obtained was supplemented by secondary data on Finacle, such as industry 
reports, analyst reports and relevant information collated by Infosys. 

 
Complementarities of Product Business with Service Business 
 
In this section, we discuss how Finacle leveraged Infosys‟ experience and reputation to build and sustain its 
product business. Product development has high mortality rate in the early part of its life cycle because product 
development requires significant upfront investment without immediate any returns. It is extremely difficult to 
find the first customer for any product because customers seek references and would like to know about the 
experience of other customers before they make their own purchase decisions. This is especially true for high 
value complex software products that are purchased by institutions and organizations. Thus, without a set of 
reference customers, it is difficult to find new customers, in the absence of which the funds for investment dry 
up – creating a vicious cycle which most product companies find very difficult to negotiate.  

Infosys‟ product business was able to minimize these startup challenges significantly because they 
were part of the large service organization. A successful service business provided the organization enough 
resources to invest in product development. Thus, investment in the product business could be sustained even 
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though there were no immediate returns from the product division. Since the service business was growing and 
providing Infosys with the resources, there was no unrealistic pressure on the product division to make money.  

In 1989, the Indian Banks Association initiated a bank computerization project and invited Infosys, 
along with seven other firms to take part in this project. However, rather than restricting itself to creating a 
customized solution for this specific bank, Infosys decided to create a generic software that could be sold to 
several other banks. Apart from understanding the requirements of this specific customer, Infosys conducted 
their own research and created a much broader architecture that laid the foundation of their product, Bancs2000.  
Successful completion of this project provided them with a reference customer, which is possibly the most 
important milestone for a young product company. Thus, in its early stages, product development initiative at 
Infosys benefitted from being part of a larger service organization on two critical dimensions.  First, Infosys‟ 

knowledge in the banking software services domain and market reputation enabled them to get the first 
customer for their fledging product. Second, its service business eased any survival pressure and ensured 
sustained investment in product development. 

Finacle is a complex software product comprising millions of lines of software code and several 
software modules that cater to various functions of a commercial bank. Thousands of bankers operating from 
several locations across the globe can simultaneously use Finacle, which enables them to transact efficiently 
while meeting their stringent conditions of data security and integrity that is essential in any banking transaction. 
Finacle is platform neutral, which implies that it can work on multiple third party operating systems and 
computer hardware. Finacle can also be customized to accommodate local banking practices and country 
specific regulations. Moreover, it works with several third party software products that are required for banking 
operations but are not provided within the core banking product.  

As a successful software services organization, Infosys has developed deep process competencies in 
various service domains such as software development, implementation and maintenance. Infosys has also 
obtained a SEI-CMM Level-5 certification, signifying highest quality standards in software engineering, for 
their software development processes. Thus, their software development processes are constantly benchmarked 
against highest standards followed worldwide. Analysis of interviews indicates that the product division of 
Infosys was able to leverage these deep seated organizational process competencies because Finacle, even 
though it is a software product, requires significant services for it to be best utilized by the customers. Quite like 
Enterprise Resource Planning (ERP) software such as SAP and Oracle Applications, implementing and 
supporting Finacle is time and resource intensive, requiring significant skills in understanding specific 
requirements of a customer, customizing the product accordingly and managing the implementation and 
maintenance processes. Thus, the product business of Infosys is, along several dimensions, akin to service 
business and being part of a successful service organization adds significantly to the competitive advantage of 
the product business.  

Existing literature on ERP software indicates that implementation of such complex software products 
that impact various critical and interdependent functions of an organization are risky because they are 
characterized by schedule and cost overruns. More importantly, failure of such implementations adversely 
impacts the performance of organizations, just as successful implementations result in strategic success (Brown 
and Vassey, 2003). Thus, deployment of enterprise class of software products should be carefully planned, since 
these are bet-the-company type strategic decisions. Based on their research on three ERP implementations, 
Brown and Vassey (2003) suggest that organizations should focus on change management along with software 
implementation to ensure success. This is because enterprise systems typically replace several legacy systems in 
organizations and introduce best-in-class business processes, triggering widespread change. Such change should 
not be left to chance, but needs to be „rigorously planned and generously resourced‟. Senior management should 
be actively engaged in planning, coordinating, communicating, endorsing and executing such change. Likewise, 
Kotter (1995) has argued that to bring about fundamental and widespread changes in organizations, leaders need 
to share their vision with the employees, gain early buy-in, communicate as often as possible and provide 
extensive training on new software and new business processes.   

As a software service organization, Infosys has deep competence in developing, implementing and 
supporting enterprise software for their clients. Many of such deployments replace legacy systems, introduce 
new processes and trigger widespread changes in client organizations. Thus, successful implementation would 
require meticulous project planning, managing project within cost and time schedules and managing change 
through involvement and advocacy of senior management. Finacle business unit realized that they needed to 
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develop similar competencies both in project and change management in order to be successful in their product 
business. This required action along two dimensions.  

First, they developed a robust methodology for product implementation, deriving significantly from the 
already existing software project implementation methods and metrics in the Infosys service business. Says Mr. 
M Haragopal, the head of Finacle division and an Infosys veteran: 

In the early days of Finacle, we were focused more on the functional and technology aspects in product 
implementation. However, we soon realized that sometimes even when we did a good job from the technology 
or functional perspective, we were not getting the desired result. What we needed was a framework for change 
management. Change is resisted, more often than not, because of ignorance. Therefore, we came up with a 
detailed training and enablement plan where we involved all the stakeholders and educated them about the 
product thoroughly. We went beyond technical training and explained to them what can go right, what can go 
wrong, what the possible risks were and how such risks could be mitigated. We found that as we were able to 
increase user involvement and awareness, their readiness for change increased and so did our success rate.  

Infosys has always been a process oriented organization. It obtained ISO 9000 certification in early 
nineties and SEI CMM level 5 certification in late nineties. Philosophically they have always believed that 
consistent success cannot be achieved without developing a rigorous process for everything that they do. Thus, 
over the years, Finacle team has developed transformation maps for product implementation. These comprise 
tools and templates built around core processes that enable customers to manage the process of product 
implementation and change in a very efficient manner. Finacle team expects such transformation process 
competencies to become a significant competitive differentiator in the core banking product business in near 
future. 

While there are significant differences between software product and service business, analysis of 
interviews indicate that when it comes to enterprise products such as Finacle, there are similarities among 
factors that are necessary to succeed in these businesses. This is because value creation in software enterprise 
products are critically dependent on the associated services that are delivered around them, possibly much more 
than product functionalities, which sooner or later become hygiene factors. It is in this domain of delivering 
services that the Finacle product division derived significant knowledge and experience from the existing 
software service business of Infosys, which contributed to its success.  

However, synergy benefits from existing service business alone cannot explain Finacle‟s success. 

These need to be considered along with other organizational initiatives that Infosys undertook in order to 
prevent their fledging product business from being cannibalized by their burgeoning service business. We 
discuss this in the next section.  

 
Maintaining Distinctiveness of Product Business 
 
In the preceding section we discussed how Infosys‟ product business gained significant advantage by being part 

of a large services organization. However, because the business logic of managing a service business is different 
from managing a product business, there is always a danger of one business being overwhelmed by the other. 
This is especially true, if, as in the case of Infosys, one business is significantly larger in size compared to other. 
Analysis of interviews indicates that Infosys adopted three critical measures that ensured that the product 
division was always kept different and distinctive from the rest of the organization. First, senior management 
consistently legitimized the product development initiative by emphasizing its strategic significance for the 
organization. Second, they scrupulously avoided shifting resources across the two businesses and finally, roles 
in the service division were defined carefully to ensure that there was no homogenization. Indeed, Infosys 
represents a case study of organization design, where the product division was kept „loosely coupled‟ (Orton & 

Weick, 1990; Sanchez & Mahoney, 1996) with the service division that prevented homogenization, yet ensured 
flow of ideas and best practices.  

Right since the formation of the product division, senior management at Infosys consistently gave out 
the message to the organization about its strategic importance. They believed that creating a successful product 
was very important for the long term success of the organization. Thus, the product division was allowed to 
grow in a pace and manner that was completely decoupled from the service division. Remarks Mr. Haragopal 

Leaders in Infosys took a view that product business is a long gestation-period business that requires 
deep pockets, the entry barriers are high and there are no shortcuts. However, in this business, the exit barriers 
are also high, which means once you are able to get a foothold, you are likely to make it big. The formative 
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years of Finacle were fortunately a high growth period for the services division at Infosys. Therefore, Infosys 
could afford to take a portfolio approach, viewing the product space as requiring a longer investment horizon. 
Infosys always believed in incubating new practices and aimed at getting a certain percentage of its business 
from such new practices. Thus, there was a clear understanding that the product business is different from the 
service business. Even though our revenues were nowhere compared to the service business, the company 
constantly encouraged us by saying that we were into something that has strategic significance for Infosys.  

Dougherty and Heller (1994) observed that for large established firms, new product development 
activities are “illegitimate” because they are antithetical to day-to-day practices of organizations characterized 
by standardization, control and institutional conformity. Therefore senior management must constantly 
legitimize product development initiatives such that even though activities necessary for product development 
differ from established organizational practices, they are viewed as meaningful and important within the 
organizational context. Infosys‟ product development initiatives could have been dogged by concerns about its 

illegitimacy because the nature of product business with front loaded investment, high risk and limited cash 
flows was distinctly different from that in the service division. However, constant effort on the part of senior 
management to explain to the organization the strategic significance of product development, even within the 
context of a software service organization, ensured that product development was not stymied by illegitimacy 
concerns.  

As noted before, scholars have pointed out the difficulties in nurturing product development initiative 
within large organizations that need to manage day to day operation such as manufacturing or providing 
services. This has led to arguments for separation of product development unit from the rest of the organization 
so that product development initiatives are not hampered by business imperatives that are relevant for the rest of 
the organization (Galbraith, 1982). While one witnesses such separation of product and services divisions in 
several Indian software services organizations, there is often cross subsidization and transfer of resources 
between such business divisions, especially when one division is seen to perform significantly better than the 
other. Remarks Mr. S Jain, an industry analysts 

One of the problems of with (India software) services firms has been cannibalization of human 
resources from the product division so that they can be deployed in the services division. While many of them 
set up a separate product development unit, the employees are made fungible. Therefore when the services 
division books order, instead of hiring employees from the market, they use employees from the product 
division. Arguments are made that the product division is not earning any business, the employee are sitting idle 
on the bench and hence it is better to deploy them for services project that will make the employees billable. 
Very rarely such employees are brought back to the product division, which starves the product division of 
talent. It also communicates the message to the employees that senior management is not serious about product 
development. 

Infosys scrupulously avoided such deployment of human resources from the product division in order 
to meet the business demands of the services division. They unambiguously communicated to the employees 
whom they hired for the product division that their sole mandate was to make the Finacle business unit viable 
and successful and the organization did not expect them to meet business demands that are not directly relevant 
for the product division. This maintained the sanctity of separation between the product division and the rest of 
the organization and sent a clear message to all employees about the commitment that Infosys had towards 
building their product business. Agrees Mr. Haragopal, the business unit head when he says 

I have been here for fifteen years and I have never worked on a project outside the product division. 
Moreover, even as a (product division) unit head when I had opportunity to do bespoke projects for my 
customers, I resisted the temptation. It would have been easy for us to take up those projects and show higher 
revenues for the unit. However, I was clear that our mandate in this company is to build the product business 
and we will not do anything that would adversely impact that objective. And the company fully supported us on 
such decisions.  

This separation of the product division from the service division was further facilitated by definition of 
roles for employees in the product division that were distinct from those defined for employees in the service 
division. In 2002, Infosys undertook an organization wide human resource management initiative to define roles 
for the various functions, with the aim of becoming a „role based organization‟. As part of this initiative, senior 
management from the product division worked with Infosys‟ human resource department and an external 

consultant to specify the various roles that were needed for the Finacle business unit. The purpose of this 
exercise was two-fold. First, it was necessary to identify the various and often unique roles that are necessary to 
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build a product development organization. Second, to map these roles to those specified for the service division 
so that while the distinctiveness of the two divisions are maintained, there is parity in terms of compensation at 
an organization level. After this exercise, it was found out that there was greater number of roles that were 
created for the product division than there were for the service division, even though the product division was 
significantly smaller in size than the service division. The business of software service is akin to „mass 

production‟ whereby there is significant amount of standardization in terms of skills as well as production 

process. However, product development is an innovative activity that is far less amenable to standardization. 
Thus, it was no surprise that it required greater variety of functions and roles. However, what is probably more 
significant is the fact than an organization wide exercise such as the one undertaken at Infosys formalized and 
institutionalized the differences that needed to exist at a micro level between a standardized large scale activity 
such as software services and an innovative activity such as new product development.  

It is well known that when an organization incubates a new business, it needs to keep it separate from 
its existing business. Thus, at a macro theoretical level what Infosys did was not something novel. What is 
interesting is to analyze how Infosys was able to implement this separation successfully, because that is where 
most organizations are found to falter. Based on this research one can hypothesize that Infosys was successful in 
maintaining this distinctiveness because it was able to take complementary actions at multiple organizational 
dimensions, which reinforced one another. At a structural level Infosys separated the Finacle business unit from 
the services unit. At a process or a systemic level Infosys clearly defined roles that ensured that there was no 
homogenization between these two divisions. Finally at a behavioral level, Infosys avoided sharing of human 
resources between the product and services division even when there might have been strong business pressures 
to utilize employees from the product division for delivering software services. In the following section we 
describe some of the other factors that contributed to the success of the Finacle.  

 
Other Success Factors 
 
In the preceding two sections we built our main hypothesis on factors that we believe contributed to the growth 
of Infosys‟ product division. However, this is a single case-study based research. While research based on single 
case studies are suitable for developing hypotheses, they are unlikely to provide a rigorous explanation for 
success of an organization. Therefore, in this section we discuss three other factors that were instrumental in 
developing Infosys‟ product business.  

First, the senior management at Infosys had the vision to get into product development at a fairly early 
stage. They had therefore converted a software service opportunity into that of product development and were 
able to have their first reference customer for their product. Subsequently, it would have been very difficult to 
succeed in the market if there were powerful incumbents. Fortunately for Infosys, the degree of competition in 
the domestic market was relatively low at that time. The incumbents were subsidiaries of multinationals who 
were selling mature products, many of which were towards the final stages of technology life cycles. In such a 
market, Infosys was able to distinguish its product because it was a recently developed product that leveraged 
the best available technology platform. As a result, they were able to get traction in the domestic market that 
eventually created a base for them to compete in other markets. Thus, the timing of Infosys‟ entry to the market 

was a significant factor that translated the leaders‟ vision of product development into commercial success at an 
early stage. Such early wins in the market place are very critical for any new product and in case of Infosys, it 
seems to be „fortune favouring the brave‟. They had a powerful vision and were able to make an entry into the 

market at an opportune moment where the entry barriers from the competitive perspective were low. 
In an earlier section, we discussed the complexity of a core banking software product like Finacle. 

These products are so complex that it is nearly impossible for any customer to evaluate the product 
comprehensively. Therefore, purchase decisions often hinge on the reputation of the supplier, in terms of their 
ability to customize the software so that it can solve customer‟s business problems as well as on the quality of 

technical support that the supplier provides during and after the product implementation. The Finacle business 
unit evolved a robust „Professional Services‟ unit that ensured that it is able to consistently provide high quality 

support. Employing close to 1500 employees, the professional services unit is engaged with the customers 
through the entire life cycle. Their activities comprise pre-sales technical consultancy, contracting for delivery, 
product implementation and product support. It went through several restructuring whereby a small team of 
generalist in the early days gradually grew into a team of specialists and was eventually brought under one 
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umbrella to present a unified face before the customer. Says Mr. T N Gopal, the head of professional services 
unit. 

We realized that customers were more comfortable dealing with the same set of people during the 
entire engagement. Thus, while specialization is useful to deepen our knowledge, handovers between several 
specialists made the customers uncomfortable. Too many handovers between specialists, such as those in pre-
sales consulting to those involved in customization and then to those in product support and maintenance had 
the potential of communication gaps leading to confusion in terms of what was promised and what was 
delivered. Thus, there was a need have tight integration between these specialist functions in order to avoid 
exposing the customer to internal communication gaps. Therefore, we created self sufficient delivery units that 
could present a unified face before the customer right throughout the relationship. While there were internal 
specializations, it was this team that was responsible for implementation, customization and support, eliminating 
the need for „handovers‟ between different specialists.  

These professional services units were grouped geographically to match the regional nature of banking 
business. While banking operations across the world are fairly standardized, there are significant regional 
practices that differ from one another. Thus, geography was chosen as a logical cluster for the professional 
services unit ensuring that region specific knowledge and learning was cumulative and scale and scope 
economies were derived from localization and customization efforts. It was also comforting for the customer to 
know about Finacle team‟s expertise and experience in meeting needs of local banks while the alignment with 

the sales teams, which were organized along geographies, became better. These two dimensions of organization 
structure – clustering across geographies and presenting a unified face before the customer contributed 
significantly to Infosys‟ reputation of providing high quality and consistent support to its customers, which, we 

believe, is another important factor contributing to its success. As a result, analysts such as Gartner rate Infosys 
best among all core banking products in their ability to execute (Gartner 2008). 

A core banking software solution like Finacle is a comprehensive suite of several products addressing 
various aspects of banking operations. Such a product needs to be constantly upgraded in terms of functions and 
features to keep pace with the growing demands of changing times. It is the task of Finacle‟s “Product Strategy” 

group to ensure that the product suite is kept state-of-the-art in terms of its ability to meet the requirements of 
any large modern bank that operates at a global scale. The Marketing group at Finacle builds and maintains 
relationships with a wide network of industry analysts and experts who constantly provide them with necessary 
inputs on various aspects of the industry and fitment of the existing product to evolving industry needs. This 
enables the product strategy group to do a gap analysis and decide what are those features and functionalities 
that need to be incorporated into the product. Remarks Mr. Sumit Virmani, head of marketing at the Finacle 
business unit. 

We have realized that ideas generated internally are not sufficient enough to win in the marketplace. 
One needs to leverage the knowledge capital of the industry. Moreover, when it comes to standardization, it is 
necessary to know the collective majority view around critical issues.  Therefore we maintain a rich network of 
external stakeholders who are both cheerleaders as well as opinion leaders. The four key constituencies are the 
customers, the customers‟ advisory board, the research analysts and the consultants. We identify such 

influencers and plan interventions to engage with them. Customer advisory board comprises senior CIOs from 
banks around the world. Finacle team shares future road map of the product with them and gets their inputs. We 
also meet with analysts on a regular basis to brief them. These are analysts that focus on Banking and Banking 
technology. There are some paid engagements and sponsored research with these analysts. Relationships with 
external consultants are usually non-commercial. These are opinion makers who are usually advisors to many 
banks. 

Thus, Finacle team seems to have developed significant absorptive capacity (Cohen & Levinthal, 1990) 
in order to leverage external knowledge and expertise for product development. Von Hippel (1986) noted that 
such communication with key customers resulted in better product design while Brown and Eisenhardt (1995), 
in their review of product development literature observed that  external communication with various 
stakeholders increases the amount of information and resources available to the product development teams, 
which in turn increases their chances of success. We therefore hypothesize that Finacle‟s network with external 

experts and opinion leaders provide them with significant knowledge resources, which is an important factor for 
their success.  
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Conclusion 
 
We undertook this research to understand how Infosys, a software services organization from India was able to 
create a successful software product such as Finacle. We argued that India‟s country specific advantages and 
disadvantages were well suited for the software services business. However, they posed severe challenges for 
developing any knowledge intensive product business. Therefore the successful case of Infosys‟ Finacle is 

remarkable. Our analysis of qualitative data indicates that the nature of Infosys‟ product business had significant 

similarity with their software service business. As a consequence, the product business could derive significant 
benefits from their successful software service business such as an organizational ability of sustained 
investment, leveraging the reputation of service organization to gain customer confidence and utilizing the 
knowledge and experience of the services organization to manage the development, deployment and support of 
the software product. However, Infosys was able to maintain their product division „loosely coupled‟ with the 

larger service division which ensured that the product business was not overwhelmed or subordinated by 
imperatives of service business. This loose coupling was achieved by ensuring that Finacle division was 
structurally distinctive, the employees had clearly defined roles and responsibilities which were different from 
those of the service division and there was no sharing of human resources between the product and services 
divisions to satisfy short term business needs. We also identified three other factors that contributed to the 
success of Finacle, which were market entry at a time of low competition, creation of a robust professional 
services organization that ensured high quality of customer service and leveraging the knowledge of a network 
of external experts to continuously upgrade the product.  

Many Indian software organizations have created a successful software services business characterized 
by rapid growth and high profitability. However, growth in people intensive software services business is linear 
in nature. In order to get into the league of large software organizations such as Microsoft, IBM, Oracle or HP, 
Indian software organizations need to develop businesses that are capable of providing them with non linear 
growth. Software product business is capable of delivering such rapid growth at a global scale. Therefore, the 
success story of Infosys‟ product business can provide useful insights to all software service organizations on 
how to build a software product business that can leverage their core strength in software services. Given the 
inherent disadvantages of organizations from emerging markets in terms of resource constraints and low brand 
recognition in advanced global markets, leveraging their service capabilities to incrementally build a product 
business, as was done by Infosys, is possibly the only viable model. Our research is able to articulate this model. 
This, we hope, should be of interest both to the senior management of software services organizations as well as 
to academicians who are interested in studying growth models of organizations from emerging economies, 
especially organizations involved in the business of complex knowledge intensive products. However, our 
conclusions are derived from study of a single case and therefore tentative, at best. This needs to be 
complemented by other studies of both successful and failed initiatives of software product development in 
order to develop and empirically validate our hypotheses. Our research can act as a starting point for many such 
studies in future.  
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Abstract 
 

Internet research has grown much within the interest area of information systems. The recent literature focuses on 
complex research topics. However, there is a need to further investigate into the more basic and primary use of 
Internet, i.e., the external Web site, in order to study the stakeholder interaction and the publicly accessible contents 
of it. In this paper the characteristics and attributes for the agro-food Web sites will be taken into examination, in 
order to evaluate their service quality. A scoring mechanism is explained and an index is produced, applying it to web 
site assessment for sheep and goat producing firms in Italy, France, Austria and Slovenia. To achieve this goal, a 
sample of 44 firms and farms has been used. 

The article incorporates two levels of investigation into the process of service quality evaluation: 
1) Analysis or customer perceptions of e-service quality, integrating both utilitarian (SERVQUAL, Etail 

Quality) and hedonic quality aspects (eTransQual); 
2)  Detailed Web assessment Index analysis. 
The aim is to integrate qualitative and quantitative approaches in web sites service  estimation, helping thus 

to yield insights into both concomitant approaches. 
After conducting exploratory and confirmatory factor analysis, in both qualitative and quantitative 

investigations, eight discriminatory quality dimensions are identified: customization, navigability, service capacity, 
risk, speed, usability and functionality/design. 

Final conclusions regarding relationships and results among qualitative and quantitative analysis are 
presented. 

 
Key word: E-commerce, Web sites, Quality Characteristics, Factor analysis 

 
E-commerce in the agro-food industry  

 
As known, the quick diffusion of Internet and electronic trade, imposed a transformation in this kind of 
business, causing the emergence of new managerial realities, as alternatives to traditional business models. More 
precisely, the term e-business or e-enterprise, is conventionally utilized in order to identify a business having a 
virtual presence or a Web site on Internet, in order to implement the promotion activity or to start e-commerce. 
E-commerce (EC) may be defined as “the conduct of business among e-enterprises and consumers'”, where for 

e-business is meant “a business enterprise with the capability of exchanging value (money, goods, services and 
information) electronically'' (Anderson Consulting, 1999). 

The companies of the agro livestock rising area have for a long time been refractory to the introduction 
of technologic innovation processes, as they, if compared to other areas, exhibit unruliness to the adoption of 
technologic upgrading, particularly, as far as instruments of integrated management are concerned. 

Notwithstanding, recently, the area is showing a progressive opening either down or up-flow to the 
value chain. This supports a new company generation, where technology represents a habilitating factor. It is a 
model imposing the adoption of cooperation agreements between involved companies adapt to create market 
opportunities and an easier access to new technologies and the management know-how, in order to maintain and 
rise company’s competitiveness in a contest of continual transformation. It is necessary hence, also, in the zoo-
technical area, to affirm business trans-national realities unbound to the local reference context, as a resultant of 
a internationalization and concentration processes, realized by means of horizontal or vertical forms of 
economic integration, either of the contractual, or cooperative kind.  
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FIG. 1 E-COMMERCE (EC) IN THE SHEEP-GOAT CHAIN 

 
The evolution toward these associative and consortium forms, between small and medium companies, 

makes it possible to introduce company innovation processes, also by means of Internet, i.e., the creation of 
thematic, area, territorial portals or portals connected to the whole productive and/or commercial chain. In such 
an optic, the electronic trade may represent a support, in order to create a new generation of companies, working 
in partnership of open networks.  

As a matter of fact, the electronic trade is a system, comprehensive not only of transactions, manifested 
in the procurement and sale of goods, in order to generate revenues, but also the transaction supporting revenues 
by itself, like demand promotion, sales assistance, offer, customer service and communication business 
development. A schematization of how electronic trade influences the sheep-goat chain is shown in figure 1. 

It appears clear hence, that also for companies of the agro-zoo area, and in the specific case, those of 
the sheep and goat sector, the employment of e-commerce, represents an interesting opportunity: if, from one 
side, thanks to the adoption of modern technologies, it resulted possible to lean the various passages of the 
productive chain, at first and afterwards, also to the distributive one, favouring the communication between 
various operators, from the other side, the global net has undoubtedly represented the very push engine toward 
the un-customization of an area, traditionally unwilling to exit from narrow local borders, i.e., small and isolated 
entrepreneurial realities, catching the possibility at decisively accessible costs, to make known their products to 
a global scale market, launching themselves, to the conquest of new markets. It is true from the other side, that a 
series of limits coming up from the offered products, like food characteristic, perishable character, quality and 
also seasonal character as far as cheese productions are concerned, have, in fact, constrained the application of 
e-commerce to the sheep and goat area, and more in general to the whole agro-food area, determining hence an 
initial delay of net resources exploitation. In any case, a growing number of small productive realities of the 
Alpine region, localized principally in the German and French area, have shown, until today, the ability of 
exploiting in a profitable manner, the new electronic resources. Such resources, as a matter of fact, if in a first 
moment, have decisively simplified the communication processes within companies, i.e., the information flow 
along the various productive stages and between companies like cooperation with a larger number of 
commercial partners, have become in time an irreplaceable instrument in the product commercialization stage. 
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The affirmation and growth through Internet of many small local realities has shown, in facing the new 
problems arising from the affirmation of the e-commerce, how it is necessary. from side of stock-risers, to leave 
obsolete and non-adequate ways of thinking, radically changing their modus vivendi, in order to favour an open 
and receptive behaviour, which would be able to catch in advance and make own, all those occasions offered by 
the digital world, instead of passively stand them off.  

These resources, which firstly simplified the process of within (information flow across the different 
production stages) and between-business communication (collaboration with numerous commercial partners), 
have now become a not replicable tool in the marketing phase of the product offering, by setting up a series of 
operations that come under the name of Internet Marketing and E-Business.  

If Internet Marketing includes the whole series of indispensable activities aimed at satisfying user 
needs by means of operations of demand analysis and supply creation/communication, E Business combines not 
only the increasing frequent on-line transactions by operations in the market with other operators (Business to 
Business) and with end-consumers (Business to Consumer), but also a whole range of services to the user (post 
sale assistance, etc.), which are made possible today, by computer utilization. 

The entire sheep and goat sector, leaving aside the initial uncertainties, has therefore greatly reinforced 
at the presence of Internet in recent years.  

In this optic, it appears evident, that for fully exploiting the potentiality of e-commerce, it looks as 
necessary to implement the concept of web quality also in this area. 

Therefore, an analysis looks to the need of effectiveness of e-commerce in a situation focused on web 
quality.  

If, an online company, is to be successful the main element of business achievement is given by the 
quality aspects (Dale, 1999). 

Numerous studies have evidenced that customers often result as strongly unsatisfied by website quality, 
particularly by some elements of it, like site comprehensibility, navigability and simplicity of checkout 
processes, transaction security and personal information (Elliot and Fowell, 2000). Some authors arrived to 
demonstrate, that a large number of sites, also those created by experts, have to be considered as overwhelming 
scarcely efficient (Chen and Wells, 1999). 

 
 

 
FIG. 2 INTERNET MARKETING AND E-BUSINESS 

 

1122



However, until today, there are few empirical studies making it possible to analyze the quality aspects 
of a site, which would be more important for the customer. 

For the company it appears remarkably relevant to know, which are the quality dimensions important to 
the customer and this, in order to put in action some activities oriented to corrective action implementing 
customer satisfaction. 

To that regard, it must be précised, that all the literature studies agree on recognizing the quality 

concept bound to the web sites of having a multidimensional character, i.e., several concomitant aspects 
intervening in the formation of a judgement from side of a client (Olsina et al. 1999; McGoldrick et al., 1999; 
Aladwani and Palvia, 2002; Kim and Stoel, 2004; Bauer et al., 2006; Wong et al., 2008). Anyhow, it is 
necessary to remark, that these studies are extremely heterogeneous, as they aim at examining extremely diverse 
products, going from the banking area, to academic organizations, to garment industry and others. Hence, there 
is a need of focalizing the analysis regarding the stock-rising industry quality dimensions, and more precisely, 
that of the sheep and goat area. This appears the more necessary, the more the peculiarity of the agricultural and 
zoological products is considered important by shoppers and the more they differ by product (McGoldrick et al., 
1999; Elliott and Fowell, 2000). 

Moreover, the current research on web quality, seems to pay less attention to the identification and 
measurement efforts (Aladwani and Palvia, 2002).  Hence, a deepening of such aspects appears as necessary, in 
order to be able to quantify in some way, the quality perception of the web sites, not only from the Internet users 
point of view, but also trough objectively quantifiable parameters.  

Aim of the present work is to get a definition of the main quality dimensions of the web sites of the 
goat and sheep industry area, and afterward, to proceed to a an evaluation of them in two stages. The first one, is 
of a subjective nature, based on a representative sample of consumers, whereas there is a second one, of an 
objective kind, i.e., oriented to an evaluation of the various characteristics present on the Web assessment Index 
by means of the use of the Quality Evaluation Method or QEM (Olsina et al., 1999).  

The paper is organized as follows: first are shown the theories and the relevant literature in service and 
e-service quality and web site assessment. Next, is presented the methodology and the analysis of the results. At 
the end, some considerations relative to the obtained results and the possible managerial implications are 
presented. 

 
Literature review  
Service quality and E-service quality 

 
There are numerous studies proposed in the relevant literature, regarding the service quality, as it is evident 
from recent studies, showing exhaustive reviews of them (Seth et al., 2005). This has created various 
approaches also regarding the evaluation of service quality (table 1). The various forms in literature present a 
common problem, given mainly by the determination of the computing method. In order to obtain the quality 
estimate in the service area, various techniques have been developed looking as pretty heterogeneous to each 
other. In a marketing optic, as it is well known, a heedful quality process analysis of the consumer choice 
cannot be excluded, analyzing the consumer choice process. 

To that regard, the main methods adopted in the past, did not take into consideration the study of 
individual choices, based essentially on perceptions and expectations. 

A first study orientation has started by the disconfirmation paradigm, traditionally used for the client 
satisfaction estimate. On the base of this approach, the service quality is the result of a comparison between 
expectations and perceptions. At the beginning this concept was mostly based on the gap, either in direction or 
width, between what clients consider that a given service must offer, their expectations, and the perception of 
the effective performance (Grönroos, 1984). Synthetically, this model may be schematized as follows: 
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FIG. 3 THE GRÖNROOS MODEL 
 
 

In 1985 Parasuraman et al. introduced a gap-model (SERVQUAL) essentially focused on the gaps 
in the consumer perceptions. It is an instrument oriented to quantify the divergence between 
expectations and perceptions in respect to five generic dimensions: 
1. Reliability: the ability to perform the promised service dependably and accurately.  
2. Responsiveness: the willingness to help customers and to provide prompt service.  
3. Assurance: the knowledge and courtesy of employees and their ability to convey trust and 

confidence.  
4. Empathy: the provision of caring, individualised attention to customers.  
5. Tangibles: the appearance of physical facilities, equipment, personnel, and communication 

materials (Parasuraman and Berry, 1991).  
Perceived service quality is thus measured by the differences in degree and direction between the 

perceptions of service performance and expectations for each of these dimensions (Parasuraman et al., 
1988).  

The SEVQUAL is a multi-item scale questionnaire based on several statements, which in the first 
version was constituted by two identical scales each of 22 statements, subdivided in the mentioned 5 
dimensions, representing the essential elements of a generic quality service. The first scale is utilized in 
order to identify the expectations (E) regarding the service level, the second to judge its performance 
(P). The interviewees are called to define, for every statement, by a semantic differential scale of 7 
points, what they would expect from an excellent service and afterwards they are called to judge, by 
means of the same scale, what has been them really offered. This model would like to supply a quality 
measuring instrument, to be applied, by opportune adaptations, to different sectors and contexts. 

The instrument is widely employed, notwithstanding present remarkable weakness points. 
In 1992 Cronin and Taylor pioneer a different approach, in order to evaluate the quality of 

services not considering expectations, but basing it only on performance perceptions. Thus they 
elaborated a multi-item (SERVPERF) instrument, which is very similar to the previous one. A 
comparison between the two methodologies is proposed in the following table (table 1). 

 

Expected Service 

Functional 
Quality “how” 

Technical 
Quality “what?” 

Perceived 
Service 

Service Perceived 
Quality 

Image 
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TABLE 1 : COMPARISON OF SERVICE QUALITY EVALUATION METHODS 
Methodologies SERVQUAL SERVPERF 

Parasuraman, Zeithaml, 
Berry 
1985 

Cronin and Taylor 
1992r 

Theoretical fundament at the 
base of the method 

Gap theory:  difference between 
expected perceptions mediated 

by the weight effect of the 
importance assigned to each 

dimension 

The perceptions are considered 
without the expectations component 
and without the importance ponders  

Answer scales Differential semantic at 7 points Differential semantic at 7 points 

Dimension Number Five:  
Aspect, reliability, response 
capacity, assurance capacity, 

empathy 

Five: 
Aspect, reliability, response capacity, 

assurance capacity, empathy 

 
As a conclusion, it is possible to state that SERVQUAL, also with its limits, appears to be the more 

diffused instrument for service evaluation, founding employment in a wide variety of services in virtue of its 
validity and robustness (Gonzáles et al., 2008). 

More precisely, considering the e-service area, i.e., the particular service typology “,providing a 

superior experience to consumers with respect to the interactive flow of information” (Rust and Lemon , 2001, 

p. 86), are present in the literature numerous applications of the model SERVQUAL. Barnes and Vidgen (2001), 
adapt it, for instance, to the quality analysis of online book trade, thus modulating again the five dimensions 
originally proposed by Parasuraman et al.: tangibles (aesthetics, navigation), reliability (reliability, competence), 
responsiveness (responsiveness, access), assurance (credibility, security) and empathy (communication, 
understanding the individual).  

A WebQual appears mainly focused on the evaluation of the technical aspects of service quality. 
Innovative elements are seen to be present in the Zhang and von Drean (2001) proposed approach, including 
also the emotional ones in the concept of web factor quality. Other Authors propose a more holistic quality 
vision with the method eTailQ based on four dimensions, like fulfilment/reliability, Web site design, customer 
service and security/privacy. (Wolfinbarger and Gilly 2003). 

In 2005 Parasuraman et al. adapted the SERVQUAL model in order to assess service quality of on-line 
shop providers using E-S-QUAL, focalizing on four service dimensions (efficiency, fulfilment, system 
availability and privacy). Additionally, the E-RecS-QUAL scale is proposed for considering also the 
phenomenon of “non routine encounters”, during the online-shopping process. This last element is the resultant 
of three quality dimensions (responsiveness, compensation and contact). At last, it is necessary to mention the 
contribution of Bauer et al., proposing an e-service quality scale, taking into account also the emotional 
component pointing out the TransQual model. It is an approach taking into account, either the utilitarian or the 
hedonic quality e-service elements, introducing a process-based framework for electronic service encounters 
(Bauer et al., 2006).  

 
Web site assessment tools 

 
The objective quality web site (QEM) evaluation method proposed by Olsina et al. (1999) may be considered as 
one of the principal approaches. In relationship to the principal analyzed factors at this stage of the study, it may 
be found that functionality (global reach, navigability and content relevance), usability (site map, address 
directory), efficiency and site reliability are paramount. An excessive attribute number carries up anyhow some 
subtle problems of computational nature (Bauer et al., 2000). The desired evaluation may be often reached using 
only few, but relevant characteristics of the sample to be analyzed.  

The first step consists in choosing the categories and factors critical for the Web site efficiency. Basing 
on a detailed theoretic research, Mateos, Mera, Miranda Gonzáles and López (2001) developed an index called 

Web Assessment Index o WAI, referring to four wide categories as Web site quality: site accessibility, speed, 
navigability and content (Figure 1). 
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It is an index comprehending the following web quality dimensions: 
1. Accessibility. It is clear that the quality of a Web site improves, if the site is easily identifiable and 

accessible to users. Two factors have been hence established in order to measure this category: 
presence in the engine of link popularity search. Another positioning in the search engine, translates 
into more traffic and therefore an increment of its accessibility grade. The site popularity makes it 
possible to measure its accessibility. The main common measure of a Web site performance is the 
number of accesses generated by the site itself. The total of accesses though, doesn’t reflect 

necessarily the present number of visits to the site. As a consequence, the utilization of another 
measurement mean has been chosen, i.e., the popularity of the link, and hence the number of 
external Web links, referring to the analyzed one. The advantages of a wide number of links 
connected to a site are evident, as many sites bound to the given one generates more received traffic 
and moreover the pages showing a large number of connections may occupy a better position inside 
the search engine. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Source: Mateos et al., 2001 
 

FIG. 4. DIMENSIONS OF WEB QUALITY ASSESSMENT INDEX (WAI) 
 

2. Speed. Quick access and response time are obviously important, being time always a critical factor. 
It may be measured by a timer, but it might be influenced also by a number of factors, like, the 
employed hard-ware, the connection time, the web traffic and so on. An indirect speed measure has 
therefore been used, i.e., the bytes dimension of the home page, including the dimension of all 
picture files present. The speed at which the main page is fully charged is bound to its dimension. A 
smaller home page implies a quicker access. 

3. Navigability. The users should never feel lost in a site, therefore each page might be self-sufficient, 
delivering the connections to the principal contents. The factors used to evaluate this category of 
web site elements are the following ones: 

 Permanent site menu: it makes possible a quick access to different pages and sections; 
 Search function of key words: for users, in order to localize interesting articles at web disposal, 

inside the company home page. 
4. Content. The content quality of a Web site will be measured estimating the relevant information 

present to the users. A site must have contents to satisfy user needs and this should be adjourned at 
least once a month. The Web sites may content various characteristics, including virtual catalogues, 
order forms, contact information, so that the user leavs his feedback, like general information on the 
company and so on. 

This study may be considered as a useful reference point in order to catch the web quality dimension in 
an objective manner. There are diverse Authors referring to this conceptualization, in order to estimate the web 
site quality (Miranda and Palacios, 2004). 
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As a conclusion, it looks like useful to propose an overview of web quality factors by Author, referring 
either to the main subjective approaches, or to the objective ones regarding the study object phenomenon (table 
2). 

TABLE 2 OVERVIEW OF WEB QUALITY FACTORS 
 

FONTE: IAARDEN AND WIELE, 2002 
 

Methods and results 
 

The investigation took into account the Goat and Sheep European industry web site evaluation. It is articulated 
in two stages. In the first one, the sites are underdone to a partial evaluation, in the second proceed to an 
objective site evaluation. It is a set of diverse sites regarding companies of the Alpine arc in Europe. In table 3 
the percentage of sites censed per country is shown. 

 
TABLE 3 SITES CENSED PER COUNTRY (DATA IN %) 

Austria 
38% 

France 
35% 

Italy 
24% 

Slovenia  
2% 

 
Subjective Analysis 

 
At the first step (subjective analysis), the web site quality concept was used in order to individuate the quality 
concept items.  

Starting with the theoretical frame illustrated in the previous paragraph, it was focused on a concept of 
web quality user evaluation of web site feature reflecting overall excellence of the web site (Aadwani and 
Palvia, 2002). This definition appears necessary, in order to circumscribe the research frame, passing so, to the 
construction of the diverse items,  defining the three web quality dimensions, i.e., technical adequacy, web 
content and web appearance, comprising again, within this last dimension, also the emotional component. 
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Starting with a set of 95 characteristics found in the literature, by employing the Mini-Delphi method, a set of 12 
elements emerged as relevant and non repetitive, by the focus group of 30 experts. They are: graphic weight; 
information utility/clearness; utilized font clearness; index visibility; use index ease; company information 
clearness (history, print overview, revenue and others); product information clearness (catalogue, technical 
specifications, and so on); photo clearness of the products offered; economic information clearness, like prices, 
special offers and so on; clearness about techniques of production/elaboration; selling points localization; 
utilization demonstrations.  It was proceeded afterwards in order to undergo a judgement of users sample (N= 
130), a representative group of goat and sheep web sites (N= 44), by the use of a semantic differential scale 
ranging from (1) “extremely not important” and (7) “extremely important”. Software was developed in order to 

assign randomly 12 web sites to evaluate by each evaluator. Altogether have been carried out 1560 evaluations.  
Afterwards, a factorial analysis was carried out by means of a Varimax Rotation and the employment 

of SPSS 13 software. The analysis results are shown in the following table. 
 

TABLE 4 SUBJECTIVE FACTOR ANALYSIS RESULTS 
Factor and items  Factor 

loading 
Cronbach's Alpha α 

 
Factor 1:Web Content 

   
,634 

Utility degree/Information Clearness  ,712  
Information Clearness on the Company (history, print review, invoicing, and so on) 
Economic Information Clearness (prices, special offers and so on) 
Technical Production Clearness/Processing 
Clearness on sale point localization 
 

 ,824 
-,602 
,877 
,678 

 

 
Factor 2:Information fit to task 
Information Clearness on Products (catalogue, technical specification and so on) 

  
 
,829 

 
,803 

Photo Clearness of the Products Offered 
Exhaustive and Product Advice, Use Demonstration 
 
Factor 3: Web apparence 
Graphic Heaviness Degree 
Utilized Font Clearness Degree  
Summary Visibility Degree 
Summary simplicity Degree  

 ,791 
,637 
 
 
,534 
,656 
,755 
,810 

 
 
 

,766 

    
 
The analysis produced three dimensions, which together explain 68,7% of the variance. Cronbach 

Alpha statistic exhibits satisfying values for all factors (values comprised between 0,766 and 0,803), showing 
therefore, scale reliability. The first factor found was denominated “web content”, explaining 33% of the 

variance, the second one, information fit to task 22%, whereas the last one, web appearance, explains 14% of the 
total variance. Thus, suggesting web content, as the dominant factor, it accounts for the largest proportion of 
individual differences in consumer quality perceptions of sheep and goat web sites. The second factor contains 
three items providing adequate information to support a customer task (Aladwani and Palvia, 2001), whereas the 
third one is more referred to objective qualities and to the visual appeal. 

 
Objective Analysis 
 
Following the proposed setup for the WAP construction, 9 objective characteristics have been 

selected:  
1. Dangling Links, 
2. Total Pages,  
3. Incoming Links,  
4. Download Size,  
5. Download Speed,  
6. Linked Images,  
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7. Page Errors,  
8. Page Warnings,  
9. Accessibility Warnings; 
Each characteristic was evaluated through the implementation of a statistical program, objectively 

evaluating each item for the 44 sites censed. Therefore, the PC carried out 396 evaluations altogether. The 
results have been then normalized, in order to carry out the factorial analysis.  

Like it can be seen in table 4, there are three factors found for which the Cronbach Alpha statistic 
testifies the internal coherence of the item grouping. 

The first factor (download) explains 27% of the total variance, the second 22%, whereas the third one, 
explains 18% of it. The analysis permits to conclude that there are not only one-dimensional but also bi-
dimensional factors like download speed and size, playing an important role. 

 
TABLE 4 OBJECTIVE EVALUATION FACTOR ANALYSIS RESULTS 

 
Factor and items Factor loading Cronbach's Alpha α 
Factor 1: Download  0,85 
Download size ,993  
Download speed -,992  
   
Factor 3:Warning 
Page warnings 
Accessibility Warnings 
 
Factor 4: Errors 
Dangling links 
Page errors 

 
,884 
,870 

 
 

,834 
,718 

 
 

0,88 
 
 
 

0,90 
   

 
Conclusions  

 
The study presents an innovative character compared to the existing literature, encroaching two 

analyses types, the subjective and the objective one of web sites evaluation of a particular area, until now 
scarcely investigated in the agro-stock rising industry, specifically in the sheep and goat sub-area. It is a 
pioneering attempt, which, with its limits, evidences convergences in the two evaluation typologies. From the 
overlapping of the obtained data, i.e., by encroaching the three subjective factors on the three objective ones, it 
may be observed, that also in the case of web-sites, i.e., a pretty technical aspect, it is not possible to work by 
close compartment means, i.e., the projection excellence judged neither as completely subjective, or objective. It 
is evident, that a good engineering is the base of a successful Web site, but it is also fundamental to follow 
user’s pleasure. It is basic therefore, to consider the objective factors as guide-lines for a good site set-up, but it 
is to the same extent basic to take into account also the subjective factors, as a guarantee for user’s involvement. 

More precisely, it emerged a net prevailing of factors bound to the content and speed, in comparison to other 
factors of a more emotive character. 

Therefore, as far as agriculture, stock-rising and sheep and goat products are concerned, the most 
important aspects for web quality are the tangible aspects, bound to the product and the company. Also the 
quick access results are a relevant issue being time always a critical factor. Everything else, which is connected 
to visual appearance is considered by the user in terms of clearness of the supplied information and company 
products. It is therefore evident, that the web quality “content” dimension is to emphasize, improving the quality 
of the information considered as relevant for the consumer. The user would like to have at disposal an 
instrument to interpret better his thinking, simple and intuitive to be utilized and coming to his help, if needed. 
Therefore, the subjective component is very strong in the Web site quality evaluation. But it is also true that up-
flow there are the technical characteristics of engineering conducting to quality and perceived quality through 
the various technical specifics. The user perceives the final result of the engineering and his perceptions 
substantially as an estimation of good quality. From a first observation the importance given to the factor “error” 

brings to confirm a scarce basic engineering evidenced by the presence of large number of errors within the 
pages. Moreover, the un-adequacy of the Web Sites dimensions emerged (often to scarce or excessive) a 
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characteristic reflecting the scarcity or abundance of information correlated, this one to the loading slowness of 
the home page or the slowness of some downloads. Also the accessibility appears to be a critical factor, on 
which to invest, in order to get along with users expectations.  

The results of the two-phased analysis uncovered three dimensions of subjective and objective web 
quality, providing evidence for the properties of the items utilized for the investigation. 

As a conclusion by our judgement, only a mix of subjective and objective factors may consent to 
realize a 360 degree quality site. 

At the light of the obtained results it was found out how, either the quality of web sites or the service 
quality correlated to it, must be improved. It is evident that Web sites are still a partial novelty, particularly in 
the sheep and goat area, where there may be still not full awareness of the dimension and importance of Internet. 
The efforts started into this direction are remarkable, but they are not enough, for instance, for some aspects 
taken into consideration in our study, like the slowness, by which a web site is adjourned, the scarcity of 
adequate visibility of such sites, and also lacking functionality of them. All this, if compared to the area where 
e-commerce is dominant, i.e., retail or wholesale offers an idea of how much is still to be done. We found out 
three Web Site components, which more than others, will have to be cared about in order to obtain a quick 
improvement of performance, i.e., the business aspect, the product aspect and the site. But it is essential to go 
ahead quickly in the above direction, as it is an area, where time is per excellence a core factor. 

A limit of the study must be identified in the specificity of the area and the scarce number of the sites 
censed. Proposal of future research will widen the investigation area toward other products in order to get more 
general conclusions, comparing the two evaluation typologies. 
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Abstract 
 
As Internet grows and become part of our day life, also the ways to purchase are modified. In Mexico 
from a use of 17.2 % of Internet in 2005 grows to a use of 23.7% in 2007. Despite the growing rate, online 
purchases are not higher in Mexico as in other countries. Only 14% of the users older than 18 years have 
purchased an article through Internet. The gender use is divided from a 45% of females accessing the net 
to a 55% of males using Internet. This study analyzes the characteristics of 107 Mexican students, 50 
males and 57 females, to seek their late consumer patterns in the Internet and how they perceived an on-
line site designed in a way of feelings such as: site content, easy to navigate, intention to return in the 
future, enough information. Finally, it describes concepts for future exploration and conclusions that may 
assist marketers to identify keys in the gender use of the Internet. 
  

Introduction 
 
Despite that the rate of use of the Internet has been lower in the female sector; some numbers suggest that they 
are also changing. Internet is the fastest growing media in Europe among women. In 2005 men spent an average 
of 11 hours per week in the Internet, three more that the female sector, only nine hours per week. Recent 
numbers say that the growing of the Internet use for the female sector has grow 63% and for the males only 54% 
(Marketing Week, 2006). In the USA 86 percent of women ages 18 to 29 were online, compared with 80 percent 
of men in the same age group. Among African Americans, 60 percent of women are online, compared with 50 
percent of men. In other age groups, the disparity is only slight, with women outpacing men by 3 percentage 
points. However, among the older group, those age 65 and older, 34 percent of men are online, compared with 
21 percent of women (Noguchi, 2005). Royal (2004) states: “It is no coincidence that the increase of female 
internet users has come at a time when the Internet and related technologies were gaining mainstream 
acceptance. Before the mid- 90’s, the Internet was characterized as a primarily white, male domain, used by 

those in privileged positions in academia, government, and the military.” 
Jackson (2001) have found that use of Internet between males and females is not really different in 

percentage but it is used in differently: Females used e-mail more than the males, a relation consistent with their 
stronger motive for interpersonal communication and males used the web more than did females, consistent with 
their stronger motive for information. In the USA usually women were more oriented to search for information 
related with health, religious information, new job and playing games in the net. In the other side, male sector 
were more interested in search the net for news (including sports news), shopping and looking for financial 
information and accessing government sites (Royal, 2004).   

The preferences for younger users also shows differences in their preferences: in the 18 to 24 group the 
male users were more oriented to visit gaming sites, adult sites, sports news and entertainment, and the female 
sector showed more interest in several retail categories (comscore, 2004).  

The differences in tastes in the use of Internet may be attributed to the way of how males and females 
process information. Brosnan (1996) highlighted that the psychological factors such anxiety or negative 
attitudes could have prevented interested individuals from using new technologies. Consensus among numerous 
studies is that females report higher levels of computer anxiety than males. Brosnan (1996) makes the 
proposition that apparent sex differences are due to the masculinising of technology. Some researchers have 
found that for negative stimulus and moods the parts of the brain that are activated change between males and 
females when they made a judgment. (Blackehart et al., 2001). Females perform better in giving names to 
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different colors than the males, in object recognition for visual stimuli, and in correctly recalling task sequences 
(Martin, 2003). Also for choosing a specific brand, as a way to show success and personal satisfaction, males 
have a higher score than females (Kaminemi, 2005). Activated sex roles may influence how a consumer 
responds to ads; males are guided by assertive roles, and females by communal goals (Meyers-Levy, 1988).  

Sites oriented to a women market have adopted a model similar to the used in the women’s magazines, 

using essentially feminine stereotypes in describing usage as parents or consumers. The opposite occurs in the 
sites focused on the interests of men. Women, particularly those unfamiliar with technology, might be more 
comfortable and at ease with technology when presented with metaphors that they find familiar. Showing the 
technology in regard to home and family usage or providing quick tips may make it seem less threatening and 
within their realm (Royal, 2004). 

In Mexico, despite the difference between the Internet use between males (55%) and females (45%) is 
not high, there are differences also in the way of how the users use it. Still Internet is used as a tool to help the 
user to get information and decide a purchase in a brick and mortar store (83% agree that they use the net to get 
information for a future purchase) (AMIPCI, 2007). 

The site is designed in English and the survey was designed using usability techniques and used to 
measure several perceived values to contrast them in gender. A non-probabilistic sample from students from the 
University of Guadalajara is performed. They are asked to answer a questionnaire. The students are instructed to 
fill the survey wherever they wanted, just keeping in mind a dead line for returning. The questionnaire was 
divided in three parts. The first one was demographic data and questions related with the Internet connections of 
the participants. The survey’s questions were based in the work published by the Mexican Internet Association. 

The second part is about instructions to surf the site and to simulate a purchasing. And the last part is to see how 
they perceived the site, and their feelings about the Webpage.  
 
Gender differences in Internet  
 
Many researches have been published which demonstrated the existence of biological, neurological and 
psychological differences among men and women, which explain why both think, feel and behave in a distinct 
way. Biologists, medical, neurologists, and psychologists have studied the masculine and feminine role; the 
works of these researchers have produced enough empirical evidence about what makes different both sexes: all 
the biological, physiological, biochemical, neurological and psychological data reveal the deep differences 
between sexes (Vílchez, 2003). For example, Doreen Kimura (1992) found that the cognitive abilities between 

men and women reflect a differentiated hormonal development, which affects directly the structure and 
organization of the central nervous system and particularly the one of the brain. The Canadian researcher have 
planted that these differences reveled distinct abilities and skills in men and women, independents of the 
socialization process. In this sense the carriers which emphasize mathematic or spatial abilities (engineering or 
physics) will have more masculine presence, while in the carriers centered in verbal and interpersonal 
communication skills the feminine presence will dominate.    

In an earlier work, the neurologists Sally and Bennett Shaywitz from Yale University, published a 
study about the sexual differences in the brain, such analysis was focused on the word processing. Experiment 
participants were asked to associate the words which rhymed between them, while the researchers registered the 
brain activity via magnetic resonance. According with the results, during verbal tasks women activate both 
cerebral hemispheres and men just put to work a small region of the left cerebral hemisphere (Vílchez, 2003). 

In the past few years researchers from different fields have explored how student’s sexual differences 

influence the use of information technology during the collage and their relation with Internet searching styles in 
University (Vílchez, 2003). Michel Gurain (2001), from Missouri University studied the biological principles 

which affect boy’s and girl’s learning process during their scholar stage from elementary to Middle School and 
found important differences of learning styles in each and one of them. Related to the information management 
skills, Nigel Ford and David Miller (1996) from the University of Sheffield realized a study with 75 
undergraduate and graduate students in which they analyzed their perception about internet usage. According to 
their results men and women search information in the internet and explore the content in different ways. 

Studies with college and University students show remarkable differences in the way how men and 
women use information technology for educational purposes. Trying to explain such differences, researchers 
have proposed several reasons: Informatics anxiety, home previous experience and received training, among 
others. About the first reason it has been found that women have higher levels of informatics anxiety than men 
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(Brosnan 1998). Related to previous experience, Guarin (2001) found that the boys are continuously encouraged 
to search and to use computers, besides they use to express their desire of use them in a more vehement way 
than girls do, because they tend to let their males partners to domain the time of computer use. Apparently, the 
screen’s visual stimulus fits better to boys, whose, in average have visual-spatial skills more developed. The 
researchers Siew Chee Leong and Suliman Al-Hawamdeh (1999), from the University of Singapore, evaluated 
the constructivist point of view application to the teaching-learning process in a science course, using the web as 
a technological platform. When they compare the use of the computers and internet they found that in general 
the guys past much time playing with their computers at home and have more experience using the web, while 
girls prefer course lessons throw the web instead of class room lessons. This finding reveals the clear preference 
of the female students for reading, paper or a computer screen, which not happen with boys. In that sense, does 
exists wide evidence which suggest the existence of sexual differences related to internet use (Vílchez, 2003). 

Other researches have explored the relation between sex and the use of information technologies from 
a point of view call “gender approach” (Harris, 1999; Heimrath and Goulding, 2001; Tarlin, 1997). For 

example, British’s researchers Roise Heimrath and Anne Gouldging suggest that the little host that women 
present to the information technologies is due to a social conditioning which tends to reinforce sexual 
stereotypes (i.e. “computers are bloke thing”). According to these researchers, this explain why there are more 
boys students in a computation class than girls, reducing girl’s previous experience with computers. All of these 

bring a vicious circle which grows what they call “gender gap”. Professor Roman Harris studied how the 
information technology transforms the library work, taking as a basis the sexual division of labor. She concludes 
that inside this process of technological innovation women tend to be left a side. Summarizing, according to the 
“gender approach”, the least women informatics skills is explained because of the existence of a male mentality 
which tends to reinforce the typical sexual roles in men and women education, both at college and in University 
and superior institutions.  

Even thus some researchers have stated that patriarchal culture sexism is the reason why women aren’t 

as skillful as men when handle computers, others authors inform not to found clear evidence of sexism or 
discriminatory attitudes towards women who wish to use a computer (Maltby et. al., 2003, Gurain and Henley, 
2001). As specialist Ann Moir (Moir and Moir, 2000) argues, even thus women found boring most of computer 
games, strategy or action, once informatics programs adequate to their interests they do not have problems to 
use computers. This process is observed in a clear way in the internet user’s demographic composition. Initially 

this was a men land, but in last days, men and women proportion is getting an equilibrium, among other reasons 
this is because the web provides communication spaces, as e-mail, personal pages and instant messaging, where 
female skills is, in average, superior to that of men (Vílchez, 2003). 

According to the Mexican National Institute of Statistics, Geography and Information (INEGI) in 
Mexico exists an average of 219,000 new internet users per month and the quantity of cybersurfers has triplicate 
in last 5 years and pass from 7 millions persons in year 2001 to 20.8 millions in March 2007. Most of the users 
are young people 70.2% ranging from the age of 12 to 34 in 2007, with an identical participation from both 
parties men and women (CNN, 2007). 

The habits indicated that most of Mexican cybersurfers 65.9% get connected to the internet outside 
there homes, some reasons for this could be the cost of the services which for most of Mexican people is high or 
because they have access in their job, school, café shops, among others. In Mexico the most important activity 

in Internet is related to school and scholar activities with a 43.1%      
Many researchers had suggested that men and women react different to writing and visual information 

this is, they have different information processing schemes. For example, women respond well to bright colors, 
photographs and images and men respond to bold headlines, bullet points and graphs (Maltby, et. al., 2003) 
another differences involve the online site security topic, previous works suggested that women are more 
concerned than men with losing their privacy in both aspects Internet and non-Internet aspects (Garbarino, et. 
al., 2004), some studies had reviled that women requires detailed information about the good that they want or 
pretend to buy, while on the other hand men are more prone to risk taking. Women also tend to stay with a site 
they like, whereas men tend to change sites continuously (surfing). 

 What women and men search on the web can be anything, going from stores to confidential 
information but, in a general manner women and men search different things on the Internet and they use it for 
different purposes as well (Maltby, et. al., 2003). For example, Jackson (2001) have found that: Females used e-
mail more than the males, a relation consistent with their stronger motive for interpersonal communication and 
males used the web more than did females, consistent with their stronger motive for information. In the USA 
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usually women were more oriented to search for information related with health, religious information, new job 
and playing games in the net. In the other side, male sector were more interested in search the net for news 
(including sports news), shopping and looking for financial information and accessing government sites (Royal, 
2004). In Mexico something similar happened with women searching for job, general information and their use 
the Internet as a way of communication thru e-mail and instant messaging as well as men with the last focusing 
more in sports, financial news and also general information. 

However, adolescents perceive internet in a different way (Tsai and Lin, 2004) showed that male 
adolescents perceived the internet more has a toy, while female adolescents perceived it more has a tool. Their 
results indicated that females held more pragmatic use of the internet, whereas males believed they could obtain 
more enjoyment from the internet. In addition, males express significantly more positive attitudes than did 
females on two aspects of the internet: usefulness and perceived control. Although, they could not found 
significant gender differences in the terms of the affection and behaviour aspects of using the internet, they also 
argued that females tend to show higher internet self-efficacy than did males, they suggested that gender 
differences might be narrowing because female adolescents are acquiring more experience with it. Even thus, 
Mexican students are different from Taiwanese students similar results are to be expected in the case of 
Mexican students.  

   
Gender differences when buying in Internet  
 
Many studies (C. Van Slike, et. al., 2002, Maltby, et. al., 2003) have argued that internet gender gap is fading 
away. Although, in a study realized by the Association for Computing Machinery (ACM) in the year 2002 they 
explain that men and women use internet in a similar way for business and personal purposes, but in the case of 
internet shopping according to the ACM men are more likely than women to do such a purchase. It is true that 
women are one of the fastest growing population segments using the internet but this do not implies that they 
will buy throw these media. A study of advertisements for high-technology products in business and technology 
magazines demonstrated that depictions of males and females in these advertisements were largely stereotypic. 
Men were portrayed as deep thinkers who are connected to the future. In contrast, the advertisements used 
women to convey the notion of simplicity of use. Consumer behavior research indicates women truly enjoy the 
shopping experience compared to their male counterparts. Women who enjoy going to the mall outnumber male 
who enjoy going to the mall by a fraction of 1- ½. Further, 60% of all shopping addicts are women (C. Van 

Slyke, et. al., 2002). 
Until October 2007 in Mexico was about 23,700,000 internet users, 46% of which were females and 

54% were males.  Online shopping was the least popular use that internet has in Mexico according to a report by 
the Mexican National Institute of Statistics, Geography and Information (INEGI), only 8.2 per cent of Mexicans 
have made such a purchase with the mayoralty been men. This could be due to the insecurity, risk perception or 
the lack of knowledge, at this respect (Maltby, et. al., 2003) argued that there is a relative consensus over 
women being more risk adverse than men, and they found woman to consistently exhibit less confidence about 
financial services, purchase decision making and that they have a higher degree of anxiety in financial decisions 
than men, plus a stronger desire to use financial advisers. Their results suggest that men and women adopt 
different strategies in purchase decisions making. On average, men spend more time making decisions than 
women. previous works suggested that women are more concerned than men with losing their privacy in both 
aspects Internet and non-Internet aspects (Garbarino, et. al., 2004), some studies had reviled that women 
requires detailed information about the good that they want or pretend to buy.  

(Dholakia and Rego, 1998) stated that in the case of the web in contraposition with television, radio, 
news papers or any other communication channel the costumer has more control of choosing. It is totally on the 
hands of the costumer to decide how much time to expend, what pages to see, and what information to obtain. In 
our survey has been seen that web pages that take long time to down load, it is too saturated with information, 
presents banners or pop-up advertising and/or ask to register to access services discourage costumers to continue 
with the page or the purchase. Many researchers agreed that what people search is user convenience instead of 
technological design techniques.  

Also, internet presents a lack of personal interaction this fact combined with the issue of can not see 
and touch the good physically to asses quality retains the costumers from buying online as well as the perceived 
risk that consumer may experience about the security and privacy of consumer data and if they are really dealing 
with a trustworthy company or person. Miyazaki and Fernandez (2001) explore the variances in these 
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perceptions by contrasting the relationship of Internet experiences with perceived risk and online purchasing 
patterns. One-hundred and sixty participants filled out paper questionnaires that gauged the experiential 
elements of the respondents’ use of the Internet, by the frequency that they access the Internet and the duration 
of the experience; as well as evaluated the online purchasing behavior of each individual.  

The surveys were administered at an International Airport in a major U.S. metropolitan city and 
represent a self-assessed fair sampling of U.S. Internet users by varying age groups, economical classes, 
educational background, and also the sample is evenly distributed by gender. Results of the surveys were 
tabulated by inserting the data into six perception categories that pertained to the testing of Miyazaki and 
Fernandez’s hypothesis. 

Through weighting the results, Miyazaki and Fernandez found that the perception of system security 
was the biggest fear of online shopping with nearly thirty-seven percent of the sample responding to the threat 
of third-party fraudulent behavior. Additionally, the individual fear that gained the most attention was that of 
unauthorized third-party access to credit card information, which garnered twenty-plus-percent of the total 
responses. Interestingly, the inconveniences of online shopping placed second, over privacy concerns and the 
fraudulent behavior of online retailers that respectively placed third and fourth. This shows that security is one 
of the most important topics when buying via internet.  
 
Measurements and Development of Hypothesis 

 
Some categories of the Microsoft’s guide of usability were used to find if there is a difference between males 

and females in the perception of a Website (Keeker 2004), those categories are: 
Content: Which assures the information and the capabilities of transaction of a Website.   
Ease to use: The cognitive effort required for use a site. 
Promotion: The publicity of a site in the Internet and other media. It is considered critic to be a magnet 

for other navigators into one specific Website. 
Made for the Media: The form or measurement of a site to cover the particular necessities to a visitor.  
Emotion: the one that produces us affective reactions to certain sites of Internet. 
To measure if there are differences in the perception of a web site between Mexican males and females, 

the following hypotheses were considered:  
H1: There is a difference in the perception of content in a website there between males and females. 
H2: There is a difference in how easy is to navigate a website between Mexican males and females.  
H3: There is a difference in how the design of a Website is perceived between Mexican males and females. 
H4: Characteristics of the users such as sex, experience using the Internet, previous purchasing experience, and 
dominion of the English language affect the desire to return to a specific website. 

Statistical Analysis 
 
The statistical analysis program SPSS Version 15 was used to test the hypotheses. ANOVA was used as method 
of analysis to find these relations, due to this type of test analyzes the relation between a dependent variable and 
the two or most independent ones, and also evaluates the effects of each independent variable separated and also 
the sum of effects from two or more independent variable. A regression perspective is used; because it is desired 
to examine the effect of the categorical independent variables and the variables quantitative continuous over our 
independent variable. In addition to all of these, this method eliminates unwanted influences in our independent 
variable, caused by our sample. 

The elements used as independent variables were the following questions, which were derived from the 
usability categories mentioned before: For “content” the following question was raised: The site has enough 

information about the products. For “easy to navigate” the following question was raised: The site was easy for 

navigate. For “emotion” the following question was raised; I have the intention to return in the future again, this 

is because the idea was that the site produced bad or good feelings in the users. Finally “made for the media” 

was used in the way of asking if the layout of the site made all the tasks easier.  
The experiment was conducted in a website created by a Mexican company that is specialized in the 

development of corporative sites using usability engineering in the design. The site was made in English in 
order to have an international appeal, and it was never stated that the site was developed in Mexico. The site is a 
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portal that sell music utilizing the B2C (Business to Consumer) type of e-commerce. The B2C is the most 
extended type of e-business, and this type of e-commerce has to be the most universal because penetrate 
different types of users; also in Mexico this type of commerce is the most popular (AMIPICI, 2007). About the 
music industry, it is know that is having problems related with issues of downloading files, but still is one is one 
of the top ten businesses in the net. The site is been developed for a real company selling music in the Net. 

The survey was designed to measure the perception of the site between males and females; a non-
probabilistic sample from the University of Guadalajara was taken in five groups. All the students were 
Mexicans.  A total of 230 surveys were filled on-line but only 107 were completed correctly. All the students in 
the sample are in the second year of their bachelor’s degree, and their ages are between 20 to 23 years old. In 

order to keep an anonymous answer, the students were compensating with extra points on their final grades, 
only if the total of the participating groups completed the surveys. They had to fill the survey before a dead line. 
The completed surveys were divided in 50 males and 57 females. 

The experiment was divided in three parts. The first one was demographic data and questions related 
with their expertise in the use of internet, experience purchasing online products and the dominion of the 
English language. From this information the dependent variables were taken (TABLE 1). Not only the variable 
“Gender” was contrasted, also the experiment was used to see if other variables may influence the feelings about 

a website. The experience of using a computer (a: six months to one year, b: one year to three years, c: three to 
five years, d: five to ten years, e: more than ten years), the quality of the spoken English (a: excellent, b: good, 
c: fair, d: bad, f: poor), and previous experience purchasing a product or a service on the Net (yes or not). 

 
TABLE 1: DEMOGRAFIC QUESTIONS. OWN ELABORATION. 

Gender 
Computer use 
Quality of Spoken English 
Purchasing experience 

 
The second part consisted in a series of instructions to perform a task to find a specific CD in the 

webpage, whose name was specified in the instructions, then to see if exists the capability for listen some tracks 
from the designated band, and listening. After those actions, add the disc to a cart of purchases, close the 
purchase. They must search for the payment method. 

Finally the third part was made of the questions about their appreciation of the site, were the elements 
of Content, Ease to use, Promotion and Made for the media were asked. These usability elements were used as 
independent variables, and were formulated according to the points that Sears (2000) suggested for the 
evaluation of a website. [17] This part of the survey was formulated with questions about the feelings of the user 
respect to the site, and based on the questionnaire elaborated by Palmer (2002), with answers using a Liker’s 

scale of 1 of 7 values, (1 = poor under that excellent measurement, 7 = in that measurement.) (TABLE 2)[13]. 
 

TABLE 2: FEELINGS TOWARD THE SITE. OWN ELABORATION. 
Question Usability Element 
The site was easy to Navigate Easy to Navigate 
Intention to Return in the Future Emotion 
Information about the Products Content 
The layout of the site made the navigation easier Made for the media 

 
Results and Discussion 
 
As was stated, there were 50 males and 57 females that correctly answered the survey. 91 of the 107 participants 
were using computer and Internet since more than five years, (from them 37 have more than 10 years using 
computers), only five had less than six months using computer. The quality of the spoken English was also high 
among the students: 13 stated that their level was excellent, 38 good, 36 said it was good, having more than the 
50% of the students having and acceptable level of the language. Finally 70 of the 107 students have already 
purchased a product or a service in the Net. 

Running an ANOVA test to see if there is any statistical significance for the dependent variables with 
“Easy to Use” feeling, there was not statistical evidence for any of the dependent variables used for the 
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evaluation of a website. The significance level used was of 95%, but still no one of the variables was close 
enough of have a significance level.  Gender was the closest one, having a Significance level of 0.158 (TABLE 
3).  

TABLE 3: ANOVA FOR “EASY TO NAVIGATE”. 
   Sum of Squares Df Mean Square F-Ratio P-Value 
Gender Inter-groups 2.317 6 .386 1.588 .158 

Intra-groups 24.318 100 .243     
computer use Inter-groups 1.667 6 .278 .202 .975 

Intra-groups 137.249 100 1.372     
Quality of English Inter-groups 8.184 6 1.364 1.240 .293 

Intra-groups 110.022 100 1.100     
Purchasing experience Inter-groups 1.451 6 .242 1.062 .390 

Intra-groups 22.755 100 .228     

Also there were not statistical differences for the other independent variables tested in the experiment 
as is showed in the following tables, referring to the results for “Intention to return in the future” (TABLE 4), 

Information about the products (TABLE 5), and “the layout of the site made the task easier” (TABLE 6): 
 

TABLE 4: ANOVA FOR “INTENTION TO RETURN IN THE FUTURE”. 
   Sum of Squares Df Mean Square F-Ratio P-Value 
Gender Inter-groups .644 6 .107 .413 .869 

Intra-groups 25.991 100 .260     
computer use Inter-groups 8.326 6 1.388 1.063 .390 

Intra-groups 130.589 100 1.306     
quality of English Inter-groups 1.416 6 .236 .202 .975 

Intra-groups 116.790 100 1.168     
Purchasing experience Inter-groups .654 6 .109 .463 .834 

Intra-groups 23.551 100 .236     

 
TABLE 5: ANOVA FOR “INFORMATION ABOUT THE PRODUCTS” 

   Sum of Squares Df Mean Square F-Ratio P-Value 
Gender Inter-groups 1.996 6 .333 1.350 .242 

Intra-groups 24.640 100 .246     
computer use Inter-groups 7.100 6 1.183 .898 .500 

Intra-groups 131.815 100 1.318     
quality of English Inter-groups 6.720 6 1.120 1.005 .427 

Intra-groups 111.486 100 1.115     
Purchasing experience Inter-groups 1.588 6 .265 1.170 .329 

Intra-groups 22.618 100 .226     

 
TABLE 6: ANOVA FOR “THE LAYOUT OF THE SITE MADE THE TASK EASIER” 

    Sum of Squares Df Mean Square F-Ratio 
Gender Inter-groups .867 6 .145 .561 .760 

Intra-groups 25.768 100 .258     
computer use Inter-groups 1.543 6 .257 .187 .980 

Intra-groups 137.373 100 1.374     
quality of English Inter-groups 5.625 6 .938 .833 .547 

Intra-groups 112.580 100 1.126     
Purchasing experience Inter-groups .706 6 .118 .501 .807 

Intra-groups 23.500 100 .235     

 
Previously tested usability techniques were used in the development of the site in order to eliminate 

any potential misperception of the site. The results rejected the hypothesis about the perception of a site between 
males and females, and according to the results no difference were found. Other variables were tested in order to 
see if previous experiences of the user impacted in the perception of the site, and again, there were not statistical 
significance in the relationship of the tested variables. As a first approach to find differences in the perception of 
a Web site the experiment seems to be a start, the next step is to perform a cross-country test and try to find 
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differences it using students from other countries, and to see if there is differences not only by gender of 
previous experiences, but also by the origin of the users.  

Although the English level of the participants didn’t give evidence of problems, a future work could 

include it and how could this affect the perception of security and trust of a web site. English will continue to be 
used in the experiment, and without telling to the users the origin of the site, in order to see if there is any 
cultural significance among the future users. About the experience of the users, despite the experiment showed 
no evidence for differences in the appreciation of the study web site, it should be interesting to see if those that 
had more time surfing and purchasing in the internet are more critical about the contents of a website, and how 
easy or hard they find information, or it the information were well organized, and again, contrast these 
perceptions using cross-cultural research. For future works it should be good to integrate a real purchase, not 
only in commercial sites, also in sites with different market sectors such as: sites of auctions. One important 
restrictions of the survey was that only with students of a single city, Guadalajara, were participating, it should 
be important to see how other students in other cities perceive the site, and not only students, also different type 
of users. Although the economic profile of the participants is almost the same for a public university, it would 
be possible for future researches to include the economical variable within the independent variables.  
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Abstract 
 
Standard business software must be adapted to requirements of individual firms. One of the most characteristic 
features of standard business software is its ability to meet requirements of different target business areas. Although 
standards must be respected, i.e. software must keep its “update facility”. Customizing is carried out in the phase of 
implementation in such a way that business processes are transformed and then put into the standard software. From 
the results obtained in the analysis of the specific business processes, the draft of a solution and the elaboration of 
specifications including the modelling of software processes are usually performed manually. Important knowledge 
will lose if individual steps of software implementation are taken in this conventional way. This loss of knowledge 
results in lower quality, higher costs and time delays in the project. This article examines the status Quo of the models 
for implementation of standard software as well as the degree of the IT support in this field and gives a view of future 
challenges for the improvement of the quality. 

 
Implementation of standard software for special business areas  

 
A scientific analysis of the implementation of software systems is to be the domain of business computer science. 
Business computer science is the science of proposing, developing and implementation of computer based 
business information systems (Scheer, 1998, p. 1). 

The implementation of standard software and thereby also the standard business software can generally 
be defined as the sum of activities which are important to effectively install the software in the business 
environment of users/companies (Kirchmer, 1996, p. 24). The implementation of standard software can be 
carried out either in a function-oriented manner or in a business-process-oriented manner. In function-oriented 
software implementation, the organizational structure of user/company is modelled based on the functions of the 
standard software. Here the principle of “Structure follows Software“is valid (Österle and Brenner 1991, p. 47). 

Current changes in the context of competition, globalization, and other factors, however, place on a 
company the demand for a high level of flexibility. Consequently, software has to be fitted onto the strategic 
goals of a company, which determine the organizational structure in this company. In business-process-oriented 
software implementation, the business processes are systematically supported irrespective of the functional 
structure of software. The business-process-oriented implementation is marked by the following two central 
aspects: Business processes, which are to be configured in the process of implementation and the process of 
implementation itself (Kirchmer, 1996, p. 28, 30). 

One generally recognized definition of the term “business process” has so far not been settled in the 

literature due to the many business-process oriented model approaches. A business process is defined by Ferstl 
and Sinz (Ferstl and Sinz, 2001) in the simplest case as an event-driven chain of task realizations. 

As a basic principle, one has to calculate with higher expenditure in software implementation due to 
constant changes in requirements and their management – the change management – during the course of the 
project (Versteegen, Salomon and Heinold, 2001). 

Different partial products for different situations and in different combinations are constantly used in 
the process of software implementation, depending on the implementation model (see below). The essentials of 
these products are defined below. 

A product of software implementation is a requirements sheet. The compilation of the specification 
sheet is the first crude tackling of the problem, usually undertaken by customers themselves. The requirements 
sheet serves to verbally express the tasks and functions of a problem – the outcome is a piece of text detailing the 
problem setup (Wolpers, 1997). The requirements sheet is frequently used as the first standard description within 
software tender procedures. 
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The next product is the preparation of a requirements definition, which establishes a detailed functional 
specification of requirements of a client and puts it in close connection with an actual state of business 
conditions (Güngöz, 2003, p.7). The essence of the requirements definition should therefore possibly not be 

affected by DP-design limitations but rather contain a formalized, technically realizable description of 
correlations. 

Building on the requirements definition, another product of software implementation emerges – the DP-
design specification – which establishes a technical specification through an extension of requirements definition 
by technical requisites and descriptions (Güngöz, 2003, p.8).  

In addition to contractual backing between the software provider and the client, it is important in 
practical situations in software implementations to also verbally agree on requirements for completed software. 
This is denoted as a specification sheet. Here belongs performance, which the software has to fulfill (similar to 
requirements definition) as well as outline criteria for goals, which should not be achieved. Furthermore, a 
specification sheet also contains a complete soft- and hardware environment including system software, 
application software and the company situation with quantification with which the requirements are to be 
achieved (Zeller, Snelting und Lindig, 2003, p. 2-6). Depending on the model approach a specification sheet can 
thereupon result from a requirements definition or vice versa; combinations with a DP-design specification are 
also possible in specification sheets through a definition. In some models the requirements definition and the 
DP-design specification but no specification sheet are mentioned (e.g. ARIS, see below), in other models figures 
only the specification sheet and no requirements definition or DP-design specification (e.g. Heß, see below). 
 
Phase models 
There are a few differing phase models found in the literature regarding the software implementation itself. The 
first phase model was developed in 1950 by Bell Laboratories under the name Systems Engineering. It served to 
structure and develops complex systems. The overall process consists of several phases chronologically 
following each other. This phase model can be reduced to the following basic division  

 
TABLE 1: PHASES OF PHASE MODELS 

 
System analysis “Plan” 

System development and 
System implementation 

“Build” 

System servicing “Run” 

 
Stemming from this basic division, innumerable phase concepts for development of DP application 

systems and implementation of standard software have been designed in its wake (cf. Stahlknecht, 1993, p. 232 
ff). In the following chapters will be introduced the essentials of these models. 

 
Software Engineering Environment Model (SEEM) 
The Software Engineering Environment Model (SEEM) by Balzert functions as a computer science-focused 
phase conception of standard workings of business computer science. The goal of the phase conception is the 
achievement of high quality and high productivity whilst abiding by the projected deadlines and costs.  

In SEEM activities within the overall process are subsumed into the so-called activity groups, which 
lead to one or more partial products. An activity group and a partial project are denoted as phases. The phase 
conception by Balzert contains the following phase breakdown: 

 
TABLE 2: PHASE BREAKDOWN BY BALZERT 

 
1. Planning phase  
2. Definition phase  
3. Proposal phase 
4. Implementation phase 
5. Adoption and introduction phase 
6. Maintenance and service phase 
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Each phase is further divided into the three steps phase planning, realization and proofing. The phase 

planning has the task of elaborating on the crude planning prepared in the planning phase. Then in the realization 
step partial products of the respective phases are completed. The final step of each phase subjects the finished 
product to proofing (Balzert, 1982, p.15+19). 

SEEM belongs to stage models, which are strict models aligned along a time axis and their progress 
proceeds in strict order (Adam, 2003, p. 36). 

 
Waterfall Model 
The Waterfall Model contains two significant extensions vis-à-vis the Software Engineering Environment Model 
(SEEM). It allows for revisions and first proposals to connecting with prototypes appear. In the Waterfall Model, 
after each phase a validation, verification or test activity takes place, the result of which is a basis for the 
decision whether to proceed on to the next phase or whether a revision is necessary. The building of prototypes 
is supported through the “build it twice“procedure. This means that parallel to the specification and proposal 
phase the whole life cycle runs once again for the preparation of a prototype. 

 

 
 

 
FIG.1: WATERFALL MODEL 

 
The Waterfall Model, however, also exhibits unsatisfactory flexibility in its process. Thus it is 

impossible to skip phases and all intermediate results are considered void in revision steps.  
 

Spiral model 
In the Spiral Model by Boehm, further development precedes on the basis of the phase background 

under the assumption that prototype-oriented software development or implementation is possible. 
The Spiral Model by Boehm (cf. Fig. 2) consists of several cycles, whereby each spiral is represented 

by the same number of steps in an iterative cycle. The spiral trail basically begins in the middle of the spiral and 
then proceeds in a spiralling manner to the outside. Each cycle begins with a definition of tasks followed by a 
cost-benefit analysis. Following this, the next base phase is invoked. In this way occurs the possibility to prepare 
prototypes in each stage of the phase concept to minimize the risk of erroneous development. In the following 
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depiction, the radius of the spiral corresponds to cumulative costs up until that moment; the angle indicates the 
progress of the respective phases (Weber 1998, p. 20 ff.). 

 

 
 

FIG. 2: SPIRAL MODEL BY BOEHM 
 

ARIS-model 
ARIS (Architecture of Integrated Information Systems) is a modern and very advanced phase model for the 
modelling and implementation of information systems in the industry. The Model was developed by Professor 
Scheer (Scheer, 1998) and can be characterized by the following illustration: 

 

 
 

FIG. 3: ARIS-CONCEPTION (SCHEER 1998, P. 17) 
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The architecture of integrated information systems (ARIS) is an integrative methodology for the 
description of application systems from the perspective of functions, processes, data and surrounding 
organization. ARIS sets up a guideline for practical implementation of software applications. The following 
representation of the ARIS branching orientates itself primarily on Scheer (Scheer, 1998, pp. 11-17).  

Initially, a model for business processes has to be designed. The components to be described in a 
computer-supported business process including their mutual relations are operations, events, conditions, agents, 
organization objectives, and resources in information technologies. Based on the high complexity of regarding 
all the before-mentioned elements, the model is divided into various perspectives. Thereby emerges the 
possibility to describe an individual perspective with specific methods without always having to include 
connections to other perspectives. Subsequently, however, these connections have to be incorporated. 

The second fundamental idea aside the segmentation principle of the ARIS approach is the concept of 
different description levels. Information systems can be described in various levels of proximity to information 
technology. With the help of a life cycle concept, a thorough description ranging from the business problem 
setup until data system implementation can be produced. The architecture thereby aspires to comprehensively 
describe an information system for supporting business processes, i.e., from all views and through all 
development phases.  

The individual perspectives can be described independently of each other. First of all, events and 
conditions are represented by data, which are described as information objects in an all-inclusive data view. The 
description of operation rules as well as operation structure constructs a functional view. Components users and 
organizations are amalgamated into one element resulting in an organizational view. In the preparation of these 
perspectives, nevertheless, the interconnections between them disappear. Therefore another perspective was 
devised under the name of an integration view which establishes these connections.  

The classical phase model called the Life Cycle Model was taken up as the general framework, 
although it should not have exactly the meaning of a procedure model but rather define various description levels 
ordered by their closeness to information technology (Scheer, 1998, p. 14). It should also by no means indicate 
that there is a strict sequence of a development process following the Waterfall Model rather that the prototyping 
approach is specifically included and that evolutionary software development would be possible. The initial 
point of system development is the business problem setup, which includes crude facts very closely focused on 
technical aims and technical terminology und can therefore be represented only semi-formally.  

The requirements definition concept thus becomes a supporting business application concept in such a 
formalized language, that it can become a starting point for a consistent implementation into information 
technology. This level represents also the first result to be methodically acquired in ARIS. Except of that it is the 
very level which is of interest for pure company modelling and the goal of which is also not related to designing 
of information systems. In spite of that, it contributes in short to the completeness of the remaining levels of the 
architecture as well.  

On the level of design specification concept, the terminology of the requirements definition concept is 
translated into categories of data processing. In this way, for instance, the functions of operating modules and 
transactions convert into objects of observation. This level can also be understood as the adjustment of the 
business concept to general interfaces of information technology.  

In categorization of a classical phase concept, requirements definition and design specification are both 
integrated in the planning phase.  

In the next phase, in technical implementation, the design specification gets transferred to specific 
hardware and software components. All the introduced levels are marked by various alteration cycles, where for 
instance the implementation is closely linked to the development of information technology and is therefore 
subject to a higher alteration rate whilst the requirements definition is the long-term carrier of business ideas. 

 
Phase model for implementation of standard software  
 To refer the above-mentioned classical implementation models to a concrete business-process-oriented 
implementation of standard business software, a special phase model developed by Heß will be briefly described 
in the following part (Heß 1999, p. 32-51). 
 In this model, the implementation process is again divided into several phases. The implementation 
itself is conceived as a business process and it is classified into the phases of project planning, process-oriented 
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analysis, adaptation and realization as well as installation. Results obtained in each phase are used as an input for 
the following phase. 

 

 
 

FIG. 4: PHASE MODEL FOR BUSINESS-PROCESS-ORIENTED IMPLEMENTATION OF STANDARD 
BUSINESS SOFTWARE  BY HEß 

 
Crucial aspects of the phases illustrated in this figure may be summarized as follows: 
Project planning (“Plan”): In this phase requisites for successful realization of the project are set up. 

These include the definition of organization and conception for the realization, definition of objectives, and 
accordance with strategic plans of the company, analysis of Is-situation in the company as well as choice of the 
project staff. 

Process-oriented analysis (“Plan”): Beside to the definition of Should-be-business processes, this phase 
should consist of design of interfaces with other software systems, specification sheet and specification of 
hardware requirements. The process of developing Should-be-business-processes through production of 
specification sheet from results of the Is-analysis is also denoted as Business Process Optimization or, 
respectively, Business Process Redesign (BPR) and should lead to significant increase in quality and efficiency 
of business processes taking place in the user’s company. (Hammer, 1998, p. 51 ff.) 

Customizing and Realization (“Build”): This phase includes realization of customizing, implementation 
of interfaces, acquisition and installation of necessary hardware, data input / takeover into the system, production 
of user’s documentation and beginning of trainings. Under certain circumstance, it may come to modification of 
implementation processes in this phase. 

Installation („Build“): This phase encompasses final verifications and installation, assignment of access 
rights, tests of performance, system optimization and end of users´ trainings. 

After successful process of implementation, the company has at its disposal the business application 
system which has been customized to its specific requirements. Furthermore, the company acquires a new system 
of training employees and can realize further customizing and optimization of the system through verifications 
(process review). This model does not focus on further phases of system servicing and maintenance (“Run“). 
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IT support in the implementation of standard business software  
 
The tasks of information management in the implementation of standard business software can likewise be 
supported by data processing systems. For this support, there are different groups of tools to be distinguished. 

The first group contains tools, which assist in the creation of the requirements definition, the so-called 
Analytical and Modelling Tools. They offer graphics-oriented design methods, which can also include data about 
the organization as reference models or which help to optimize processes by offering possibilities of simulation 
(Scheer, 1998, p. 723). 

The second group of supporting tools serves particularly to facilitate the transformation of results of a 
preceding layer to the following one. These so-called CASE Tools (Computer Aided Software Engineering) can 
derive relations, e.g., from a description of data representation in the form of an Entity Relationship Diagram, 
until specific database descriptions are produced (Schwyrz, 1993, p. 737 ff).  

Finally, the third group of tools encompasses the Standard Software Systems (also Business Software 
Systems) themselves, which significantly support the phase of implementation in the direction of customizing.  

Since the above-described approaches all have varying emphases, so far there is no system fully capable 
of assuming the role of guiding the entire software development process ranging from the analysis phase until 
servicing the software operation (Scheer, 1998, p. 724).  

Stahl (Stahl, 1997) also points out that the CASE Tools as a rule can only adapt data models; for the 
whole adaptation process, therefore, special configuration and macro languages are needed. 

A more focused and efficient support of IT projects by software tools is thus quite important. According 
to the 2006 edition of the Chaos Report of the market research company Standish Group, of 9.000 registered IT 
projects only a good one third managed to successfully complete them both in terms of time and budget. Nearly 
one half fell in the category “challenged“and hence could be saved with an additional expenditure in time or 
money. The remaining one sixth completely collapsed. It is estimated that in an overall expenditure for all 
software projects in 2002 the American IT operators squandered 55 billion dollars – calculated from a total 
expenditure of 255 billion dollars. Still, it was an improvement in comparison to the previous years (Standish, 
2006). 

 
Discussion and future challenges 
 
The classical approaches of the phase models for the introduction of software without universal IT support are 
overtaken. The loss of "knowledge" during the implementation of a standard software by the manual realisation 
of the single steps of the actual analysis about the draft of a solution and the elaboration of specifications up to 
the later conversion must be stopped or reduced at least by suitable measures or models. 

Knowledge has always been an important requisite for success and competitiveness of companies. 
„Knowledge“about products, technological development, methods, customers, markets and also cultures has 
become even more important in time of globalization.  

Conceptual models, such as business process descriptions, object models as well as data models are not 
used solely for the development of business information systems. As they help to overcome bridges between 
users´ and developers´ points of view, they can also be used as knowledge bases (Frank and Schauer, 2001, p. 
718 ff.). 

Therefore the business process descriptions from the planning phase could be transferred in a higher 
relational data model belonging to the system class of databases as a knowledge base of a knowledge model. 
From this knowledge model specification, structures and program codes could be automatically generated as 
knowledge processing. 

Such a knowledge-based system could register the formerly manual knowledge transfer and process 
knowledge in such a way that no manual transfer respective people is necessary and no knowledge loss appears – 
also not about the departments of the software supplier away. All the above-mentioned effects eventually lead to 
higher quality and lower costs for the software supplier in the course of the project. 

The necessary development of a knowledge-based model of the support by the implementation of 
standard-business software also fits in the frame of the strategical objective of the Lisbon strategy of the 
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European Union (EU) after which the EU should be made the most competitive and most dynamic economic 
area of the world by strengthening in the areas of Innovation on the base of a knowledge society.  
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Abstract 

 
Until now mostly larger companies realize e-business applications by means of information technologies 
to obtain competitive advantages compared to their competitors not making use of it. Besides lower 
investment capital and know-how, than it is more available in larger companies, the missing confrontation 
with the topic per se could be a reason too, why only a low activity of smaller firms is ascertainable in the 
area of e-business until now. The following paper points out how the entrance into the field of e-business 
could be simplified for small and medium-sized enterprises with the aid of open source software. 
 

Small Organisations and E-Business 
 
In most member states of the European Union, small and medium sized enterprises (SMEs) make up over 99% 
of enterprises and do generate a substantial share of gross domestic product, are a key source of new jobs and, as 
well, are a breeding ground for entrepreneurship and new business ideas. Because of these facts, one can say that 
SMEs are the backbone of the European economy, but they are still lagging behind in the adoption of e-business 
as a strategic distribution channel, except for a few start-ups which are at the leading edge of the IT revolution. It 
seems that SMEs need favourable conditions to accelerate the diffusion of the Internet and adoption of 
Information and Communication Technologies (ICT), to being no longer only followers but leaders of the 
change process and to avoid a digital divide between larger and smaller enterprises and among geographical 
areas. To improve those conditions, the European Union representatives set the goal of becoming the world’s 
most dynamic and competitive knowledge-based economy by 2010 at the Lisbon summit in March 2000. With 
an “Information Society for All”, the issues of the digital divide in the adoption of Internet and e-business use, 
should be addressed (Nachira, 2002). 

Meanwhile, the action plan “eEurope” switched to the European initiative “i2010”. Besides the 
distribution of broadband accesses and the security of data transfer it pursues other motivations of the original 
action plan, too. These secondary objectives contain packages of measures for the improvement and the 
promotion of the following group of objects: 

o E-Government 
o E-Learning 
o E-Health and 
o E-Business 

 
In the object of e-business one concentrates on the major concerns legislation, standardisation, technical 

knowledge and support of the electronic commerce. 
Thus the access into the field of electronic trade shall be made more attractive and easier, primarily for 

SMEs. The interim report of the initiative "i2010" was published in April 2008. Besides objectives, which are 
accomplished until now and further planned measures, the following figure was published, too, which shows the 
use of information and communication technologies in European enterprises from 2005 to 2007 (Europäische 
Kommission, 2008). 
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FIG.1: USE OF IKT IN EUROPEAN ENTERPRISES 2005-2007 (EU-AVERAGE) 

 
Fig.1 shows impressively, that the main goals of eEurope, namely the distribution of Internet and 

broadband access are fulfilled almost completely. However, the areas of e-business activities and the online 
purchase and mainly the online sale are still underdeveloped. Despite of the very welcome government aid, to 
accomplish suitable conditions which shall stimulate SMEs to get into e-business, SMEs seem to be still in 
opposition to this field of activity. Possible causes for this restraint will be examined in the following chapter. 
 
1.1. SMEs are still reserved towards E-Business 
 
The use of the Internet, which is the basis technology of e-business, reduces costs of transactions during search 
and initiation phases and there are also chances to reduce costs in the settlement stage. On the whole, all the 
costs for business transactions will decrease and the coordination over markets will become more useful. 
Derived from this global economic context for every enterprise it is an essential objective to reduce costs. 

But the Internet not only represents the objective to reduce costs and rationalize processes, but also in 
some industries the usage of information and communication technologies (ICT) have become inevitable factors 
in order to keep with competitors, or to fulfil the high expectations of customers (Oberender, 2003). 

Fig.2 gives an overview about chances and challenges connected with ICT and respectively e-business. 

Internet access 

Broadband access 

eBanking 

Online-Purchase 

Online-Sale 

Source: i2010, April 2008 

eGov: Submission of 
completed forms 

eBusiness: Automated linkage of 
 internal processes 

Employees using a computer 
with Internet access 

Use of LAN, Intranet or Extranet 

Website with online catalogue 
and price information 

eBusiness: Automated linkage with 
business partners 

eCommerce: Quota 
of the online turnover 
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FIG.2: CHANCES OF ICT 

 
Nevertheless only a marginal percentage of SEMs make use of e-business technologies until now (Diedrich, 
2009). 
Reasons for this restraint are for example: 

 Need for action is not recognized due to missing information about the chances of e-business. 
 External consulting services regarding e-business lead to high costs. 
 Missing know how with regard to the realization of an e-business solution and thus again high costs by 

the need for external service providers. 
 Disclosure of business internal affairs. 
 Endangering enterprise-critical processes. 

Primarily the costs which will arise at the initialization and realization phase of e-business projects are only 
heavily calculable. This costs can amount very fast to several ten thousand of euros, if must be gone back to 
external consultancy firms. Normally small companies cannot accept such high investments offhand. 
 
The E-Business Portfolio Analysis – A Solution for SMEs 
 
Small enterprises need a simple, cost-effective and preferable in-house applicable procedure for the development 
of an individual e-business strategy. Amongst others, Müller and von Thienen introduce an e-business portfolio 
analysis in "e-Profit: Controlling Instrumente für erfolgreiches e-Business ", with which e-businesses strategies 
can be read off for individual value chain elements (Müller and von Thienen, 2001). Although they refer 
exclusively to large-scale enterprises, due to its simplicity, the introduced procedure seems to be especially 
suitable for SMEs. 

With this method two parameters, necessary for the e-business portfolio, can be determined relatively 
simply and particularly quickly. The parameters are the e-business attractiveness and the e-business stage of 
maturation. While with the e-businesses attractiveness the expediency of an adoption of e-business technology is 
expressed, the e-business stage of maturity informs about the ability of the enterprise to implement e-business 
technologies. Both parameters are determined with the aid of questionnaires either for individual value chain 
elements or for the enterprise in total. The informative value of the portfolio method depends strongly on the 
subjective degree of the questionnaires, however it offers in a simple way a possibility to read off quickly a trend 
concerning e-businesses for the own enterprise. Due to their simple applicability, the e-businesses portfolio 
analysis offers a very good entry point in particular for small enterprises, which have not yet occupied 
themselves with the e-businesses subject. In the following, it is assumed, that an e-business strategy was found 
with the aid of the above mentioned e-business portfolio analysis. Therefore the following chapters deal with the 
realization of an e-business strategy. 
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From E-Business Strategy to Open Source Software Strategy 
 
Once a company has developed an e-business strategy, the question arises of how this strategy can be realized. A 
very important decision in this context is the choice of software which is to be used for the realisation of an 
e-business strategy.  

Now, the following parts of this paper are concerned with finding of an appropriate software type. 
Generally speaking, there are two fundamentally different types of software: 
 
• Commercial, or rather, proprietary software, and 
• Open source software (OSS). 
 

Technically speaking, the two software types differ only slightly. The essential difference between OSS 
and proprietary software lies in their conceptional approaches, which are completely opposed. In Fig.3, OSS will 
be demarcated from conception of proprietary- and other popular software variants. 

 
Attribute Public Domain Freeware Shareware Commercial 

Software 

Open Source 

Free of charge yes Yes no no yes 

Unrestricted usability yes mostly no mostly no no yes 

Further utilisation mostly no mostly no mostly no mostly no yes 

Modifiable mostly no No no no yes 

Licensing no Yes yes yes yes 

FIG.3: PROPERTIES OF THE SOFTWARE VARIANTS 

 
Chances and Risks of OSS 
 
Small enterprises which did not yet occupy themselves with e-businesses up to now will normally have also none 
and/or only rudimentary experiences with OSS. In Fig.3 OSS comes off excellent in comparison with the other 
software types. However, the mentioned advantages suffice at most for a decision on a gut level. A procedure 
with which the risk of an incorrect decision with regard to the software variant to be used can be reduced to a 
minimum would be desirable during the development of a software strategy for the realization of an e-business 
strategy. 

Concerning a software strategy, external consulting firms can be accessed, but as already mentioned in 
connection with the e-businesses strategy the question of cost will arise again for SMEs. Under the aspect of the 
free reusability of program code, as is the case with OSS, it is a good idea to use the procedure for the 
development of an e-business strategy also for the development of the software strategy. With an OSS portfolio 
analysis an enterprise would have the ability to identify a suitable software strategy for a planned e-business 
initiative with its own resources and particularly with a very high efficiency. Subsequently it will be shown, how 
the mentioned procedure of Chapter 0 can be transferred to the subject of OSS. 

The first parameter of the open source portfolio is the so called open source attractiveness. For the 
determination of this value, the chances and risks of OSS must first be concretised. In Fig.4, four main aspects 
for which chances, but also risks, can arise through the application of OSS are shown in an overview. 
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FIG.4: OVERVIEW – CHANCES AND RISKS OF THE APPLICATION OF OPEN SOURCE (FRANK, 2007) 

 
In the following, partial aspects of the individually listed topic segments shown in Fig.4 will be 

investigated with regard to possible chances and risks which could arise through the application of OSS. The 
overviews in the next chapters are a summary of the results of (Evodion Information Technologies GmbH, 
2004), (Frank, 2007) and (Hillemeier and Pyschny, 2006). 
 
Openness and Standards 
 
By the disclosure of the source code OSS is extremely flexibly and can be adapted to individual needs. Since 
OSS bases exclusively on open standards, a high independence from hardware platforms is achieved and data 
interchange is possible between the most different systems. 
 
Quality and Security 
 
Security holes can be uncovered fast by the “one thousand eyes principle” and malfunctions can be cleared 
substantially faster than it is the case with proprietary products. Thus, substantially smaller threats emerge 
through virus and hacker attacks. 

The still unclear legal situation with regard to software- and trivial patents can represent a possible risk. 
That OSS licenses exclude guarantees for operational reliability could be an argument against this software type, 
too. 
 
Economic Efficiency 
 
In principle, the OSS concept does not provide any licence costs. This leads to considerable cost reduction 
potentials and investments can be made into specific solutions, which emphasise quality, efficiency and user 
friendliness. By the independence of hardware manufacturers OSS systems can normally be run on more 
cost-efficient hardware platforms. 

During the implementation phase of an OSS project although increased training costs have to be 
expected, but these would also arise with proprietary systems. 
 

 

Quality and  
(legal) Security 

 

Openness and Standards 
 

 
Economic Efficiency 

 

 
Innovation 

 

Pro and Contra Open Source 
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Innovation 
 
A very popular feature of OSS is the high influence of the users. A user can change to a so called prosumer and 
can adapt software to his own needs. Thus, every interested business can participate in the development and the 
access to knowledge is simplified. 
 
The Chance-Risk Assessment of an Open Source Initiative 
 
After possible chances and risks of the application of OSS were highlighted in Chapter 0, the next step in the 
direction of an individual open source strategy would be the business oriented assessment of these positive or 
negative parameter values. 

For this, every department of a company would have to rate pro and contra statements concerning open 
source within one’s own business on a scale of 1 (does not apply) to 5 (applies fully).  

In the overviews in Appendix A, conceivable statements for the chances and risks assessment of an 
open source initiative are presented which could be implemented into the questionnaires shown in Fig.6 and 7 in 
place of e-business statements mentioned in (Müller and von Thienen, 2001). It was attempted to assign the 
respective statements to the main aspects or chances/risks dimensions of applying open source. Some statements 
are of dimension-overlapping character and are correspondingly attributed to several chances and risk aspects. 
 
The Open Source Stage of Maturation 
 
The second parameter of the open source portfolio is the so called stage of maturation of open source. In (Müller 
and von Thienen, 2001) the e-business maturational stage was introduced, and it can be defined as a determinant 
which indicates the ability of a business to successfully implement planned e-business initiatives. Businesses 
which have a high business maturational stage will successfully implement planned e-business initiatives with a 
high likelihood, whereas businesses with a low e-business maturational stage are likely to experience difficulties 
during the implementation. 

Because e-business is inevitably linked with information technology, the e-business maturational stage 
therefore also implies the ability of the business to implement IT projects. By definition, information technology 
includes all technical means which serve the machined or machine-supported generation, storage, processing and 
transmission of information. The technical means comprise all necessary components, including the programs 
and the technical requirements for communication (Winkler, 2007). Under these conditions, the e-business 
maturational stage can also be termed IT maturational stage. Because software, by definition, counts as 
information technology, this confirms the hypothesis, that the open source maturational stage is identical with the 
e-business maturational stage. 
Hence: 

Open Source Maturational Stage (OMR) = E-Business Maturational Stage (EMR) (1) 
 

Because the definition of information technology includes software as a whole, the e-business 
maturational stage can of course also be applied to proprietary software. 

It can be assumed that a business with a high e-business maturational stage will also be able to 
implement a planned e-business initiative with the aid of information technology. Resultantly, the e-business 
maturational stage which was ascertained in the context of an e-business portfolio analysis can, due to the 
considerations described above, be taken over as a constant from the e-business portfolio. Through the omission 
of the ascertainment of a business-specific open source maturational stage, the development of an open source 
portfolio is reduced to merely the determination of the open source attractiveness and is thereby simplified 
further. This simplification should have positive effects on both monetary and temporal aspects.  

At this point, the criticism could be raised that the connections between the e-business maturational 
stage and the open source maturational stage are too apparent. However, this criticism can be contradicted in that 
inexperienced users in the areas of e-business and open source this connection is not necessarily recognisable. 
Especially smaller businesses which do not yet have experience in the areas of e-business and open source may 
tend to differentiate too strongly with regard to the maturational stage and may head towards the wrong direction 
with respect to open source.  
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Building the Open Source Portfolio Analysis 
 
The following chart shows a possible open source portfolio as it could result in allusion to the e-business 
portfolio mentioned in (Müller and von Thienen, 2001). The example depicted in Fig.5 only serves as an 
illustration of the method for the creating of an open source portfolio. 

 
FIG.5: OPEN SOURCE PORTFOLIO 

 
The positions in the individual value chain elements result from assumptive fictional values of a 

business’s open source attractiveness which will not be disclosed here. The values for the e-business 
maturational stage were taken over from the e-business portfolio (Müller and von Thienen, 2001), which is also 
based on purely exemplary data. 

Due to the constant e-business maturational stage, the individual elements position is merely shifted 
along the ordinate, i.e. in correspondence with value of the respective level of open source attractiveness. The 
abscissa was purposefully labelled „Stage of Maturation of E-Business“, to again emphasise the identity of the 
open source and the e-business maturational stages, which was discussed in Chapter 0. The dashed objects in the 
portfolio show the positions of the individual value chain elements in the e-business portfolio mentioned in 
(Müller and von Thienen, 2001). Through the superimposition of the objects from the e-business portfolio an 
aggregate e-business/open source portfolio is created from which a complete strategy with regard to the 
realisation of an e-business strategy with OSS could principally be deduced. 

In order to be able to read off precise strategic options from the open source portfolio, the respective 
positions of the individual value chain elements have to be interpreted. To this end, the legend of the e-business 
portfolio has to be transferred to the subject of open source. 

In the open source portfolio constellations may arise, in which strong displacements occur along the 
open source attractiveness of the corresponding value chain objects in the e-business or open source portfolio. It 
is definitely conceivable that an object in the e-business portfolio is located in the area “No further activities”, 
while the same object is located in the sector “Search for cooperation partners” in the open source portfolio. 
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Although an e-business initiative in this area would not be pursued any further, the application of OSS could be 
considered for this area due to the obviously high level of attractiveness. 

In the same way, a value chain element from the quadrant “Continue to plan e-business application for 
this value chain element” could, in the open source portfolio, fall into the strategic sector “Make know-how 
available to more attractive value chain elements”. This could, for instance, result from the situation in which an 
attractive e-business project cannot be realised using OSS because no OSS yet exists for the area in question, 
meaning that proprietary applications, which may already exist, have to be used. Even when in this case an 
implementation of an e-business initiative using OSS does not exhibit sufficient attractiveness, it should still, due 
to the high e-business maturational stage of the value chain element, and the ability to implement IT projects 
which is implied by this, be drawn into consideration to make the know-how at hand available to those value 
chain elements for which a high level of open source attractiveness has been determined. Such a consideration 
may at first appear to be contradictory, because in the above mentioned scenario the decision concerning the 
application of OSS turned out negatively. Value chain elements which are located in the strategic sector “Make 
know-how available to more attractive value chain elements”, however, possess a high maturational stage. As 
was mentioned already, this implies a high level of specialist competence with regard to the application of 
information technology. Because the same basic IT principles underlie both open source and proprietary 
software, the know-how in one of these software categories should generally also be transferable to the 
respectively other discipline. Since OSS is based on open standards, mixed forms of open source and proprietary 
software are in principle conceivable. Should situations like in the constructed scenario above occur and value 
chain elements with high values with regard to the e-business maturational stage and the e-business attractiveness 
are displaced into the strategic quadrant into the bottom right section of the open source portfolio, these should 
not be interpreted as a fundamental failure of the entire open source strategy. Instead, resources which lead to a 
high e-business maturity level of a value chain element should be freed up if possible and transferred to the 
elements of the value chain with a high level of open source attractiveness. In this way, the position of value 
chain elements which are located in the quadrant “Search for cooperation partners” could be relocated into the 
direction of the quadrant on the top right, in which it makes sense to further expand open source activities. 

As in the case of the e-business portfolio, the quality of the open source portfolio is strongly dependent 
on the objectivity of the value chain elements during the assessment of the statements concerning the 
attractiveness and the maturational stage. Therefore, an open source portfolio will hardly provide absolute 
values. Due to the analogy to the e-business portfolio, it is a relatively uncomplicated instrument with whose aid 
trends concerning a business-specific open source strategy can be deduced. 
 

Conclusion 
 
Primarily for smaller enterprises, the entrance into e-business is still difficult. The development of an individual 
e-business strategy might be feasible for this kind of enterprises, but the realisation of the same fails often. The 
reason for this fail is mainly due to the fact, that almost all of the e-business solutions on the market are based on 
proprietary software. Not only high acquisition and consequential costs do arise by the use of proprietary 
software, but also a strong dependence of software producers and hardware platforms. Primarily for SMEs these 
factors are the barriers to get into e-business, because these kinds of enterprises do not have implicitly the 
necessary investment capital at the disposal and flexible and fast reactions are essential criteria for them, too. 
Even though the advertisement of some large software providers, such as SAP or Microsoft, give the impression, 
that one orientates more and more on medium sized businesses, the facts can not be ignored, that the enormous 
prices in this branch of trade are not acceptable for smaller enterprises, not to mention of the dependence 
connected with that. 

These above mentioned reasons for the persistent scepticism of SMEs towards proprietary e-business 
software seem to be confirmed by the current developments on the software market, too. For instance the 
e-business system "Business By Design" propagated as a prestige project by the software giant SAP, tends 
strongly towards becoming a flop. With this software solution, which is especially designed for the use in 
medium sized enterprises, SAP purposes to accomplish the breakthrough in the matter of e-business in this 
market segment. But "Business By Design" is accepted with only moderate success by the medium sized 
businesses. On the one hand, this restraint is based upon the fact, that at the beginning of the year 2008 the 
software was not finished as planned and that there is still no point in time for delivery in sight. Further factors 
for the lacking acceptance of the SAP project are both the aspects already mentioned regarding the costs and 
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dependence problems of proprietary systems generally and the fact admitted by SAP, that obviously "Business 
By Design" was developed past the needs of SMEs (Kroker, 2008). The fact, that such undesirable 
developments happen even at a renowned software company like SAP confirms the assumption, that SMEs 
cannot be simply pressed into a template. The example SAP shows, that empirical values which were gained 
from software developments for large trusts cannot be transferred to small enterprises straight away, since these 
companies act under completely different conditions. 

Individual e-business and software strategies are therefore of an essential importance for these types of 
businesses. Quite a number of consulting agencies, which are specialized in the matter of SMEs, started their 
business on the market by now with regard to the development of such customized strategies. Nevertheless, the 
costs for such consulting services are quite high. Due to the considerable costs that arise alone in connection 
with the pure strategy development, small enterprises will as likely as not be rather deterred of a further 
occupation with the topic of e-business. 

A solution for the above mentioned problems lies in the adoption of OSS. Concerning SMEs, the 
present paper shows the advantages, but also the possible risks in connection with OSS. Also a method was 
introduced, with which it is possible to find out in an easy way, whether a planned e-business initiative can be 
realized with OSS. The suggested portfolio method is surely not an instrument with which absolute statements 
can be met, because it is based on rather subjective assessments. Nevertheless it is not only “yet another 
questionnaire”, but a very suitable approach, to identify a trend with regard to the adoption of OSS. A clear trend 
towards open source could be ascertained during the last years. Especially in the public sector, proprietary 
systems were replaced with open source, not least as a result of the more and more shortness of funds of the 
public authorities. Also for SMEs, OSS should be the key technology to overcome existing entrance barriers of 
e-business. 
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Appendix A- Questionnaires 
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Through the application of open source software for the realisation of our planned 

e-business initiative, we are able to substantially reduce software and hardware costs (up to 

40% compared with proprietary software). 

  4  

Due to the high adaptability of our open source solution, we can react quickly and flexibly 

to changing internal and external process cycles. 
4   4 

As a result of the reusability of open source code we save ourselves or our external 

cooperation partners development time, because already existing components can be used. 

Consequently, our e-business initiative can be realised more quickly. 

4  4 4 

Through the application of open source software, we remain provider-independent. 

Therefore we gain more freedom in decisions with regard to both the acquisition of 

hardware and the choice of our external cooperation partners.                      . 

This independence also guarantees long-term development of our e-business initiative. 

4 4 4  

The security of our software solution is very important to us. Through the application of 

open source software, we hope to achieve an increased coverage of our security aspects. 
 4   

Open source software is based on the application of open standards. Therefore an 

attachment of our software solution to interfaces which exist already or will exist in the 

future is guaranteed (as long as open standards apply). 

 4   

As a consequence of the realisation of our e-business initiative with the help of open source, 

new business areas for us result. 
4   4 

FIG.6: SUGGESTIONS FOR STATEMENTS CONCERNING THE ASSESSMENT OF THE CHANCES OFFERED BY 
AN OPEN SOURCE INITIATIVE 
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The cost savings which are expected to result from the application of open source are 

compensated by the increased training effort for the employees or will, in fact, probably 

lead to higher costs. 

  4  

Our partners in the e-business initiative hold a sceptical stance towards open source 

software. We should be worried about losing important partners as a result of our open 

source solution. 

 4 4  

The legal situation with regard to patent rights and copyrights in connection with open 

source software, which is still unclear, represents an incalculable risk for us. 
 4   

Through the application of open-source software for the realisation of our e-business 

initiative, we have no entitlement to warranty. This risk is intolerable for our organisation. 
 4   

The open source solution will fail because the support by manufacturers and/or developers 

is not guaranteed. 
 4   

The mastery of the new IT systems with all the requirements for availability, performance 

and security overburdens our organisation. 
 4   

The open source solution will not be accepted by our employees. A boycott of the new 

system, and the negative consequences on the process economy associated with this, are to 

be expected. 

 4 4  

No technically matured open source solutions for the implementation of our e-business 

initiative exist. Proprietary development would overburden our organisation. 
   4 

 
FIG.7: SUGGESTIONS FOR STATEMENTS CONCERNING THE ASSESSMENT OF THE RISKS OF AN OPEN 

SOURCE INITIATIVE 
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Abstract: 
The Internet has had a dramatic effect on the distribution of tourism products. The reintermediation which has taken 
place has led all distributors to implement more dynamic pricing strategies from the widespread use of Yield 
Management (YM) practices to price discount strategies. The Internet also influences the consumers’ perception of 
pricing strategies. Consumers are increasingly aware of YM practices and the Internet has become the essential tool 
for finding the best price. However, there continues to be a certain disconnect between the channels used for 
searching for the best price available and those used by the clientele of luxury hotels in France to make their booking. 
Indeed, the telephone still dominates for this type of clientele when carrying out this type of transaction as they find it 
easier to use, it is entrenched in their habits and is perceived as being more secure.  
 
Introduction 
 
When studying the impact of IT on the tourism sector the most noticeable effect has been on distribution as it 
involves cross over exchanges between suppliers, intermediaries and customers which can be dematerialized. 
The Internet is used during different phases of the sale and thus radically changes Customer Relationship 
Management.  
For suppliers and intermediaries, the Internet offers three main advantages; it gives them easier access to 
customers, it allows them to create personalized offers and to reduce distribution costs. For the customers, the 
Internet is a means of reducing the cost of purchase (cost of looking for information and the price of sale) by 
making comparisons between and having access to a greater number of offers. These two combined effects 
explain the importance of the price variable on this channel.  
The arrival of Internet has changed the structure of intermediation and pricing practices in the tourism industry 
with the arrival of new players, the repositioning of the traditional players such as the Global Distribution 
System (GDS) and the development of direct sales for producers.  
This research studies the impact of the Internet on pricing strategies used by distributors in the travel and 
tourism sector and the perception of pricing practices by consumers.  
 
Mechanisms for price setting and pricing strategies by suppliers 
 
Price determination is at the heart of economic theory as the price helps balance supply and demand in different 
markets creating a general equilibrium. In the goods and services market, demand increases with the lowering of 
prices and the inverse is true for supply. Comparing the two leads to the definition of a price and to an optimal 
quantity of exchange (Walrasian process of price formation). This theoretical model assumes, besides the 
rationality of the agents, perfect information to enable the consumers to compare the producers‟ offers and the 

absence of any friction or imperfection in the market. Internet, through its capacity to put buyers and sellers in 
contact at a low cost and to share price information, reduces market imperfections. It also encourages the use of 
innovating pricing strategies, such as auctions, which are more difficult to implement in the real model as buyers 
and sellers must be brought together in the same place. Consequently, price formation on the Internet is closer to 
Walrasian price discovery than in physical markets. 

Work by Elmaghraby and Keskinocak (2003) has managed to identify two types of pricing mechanism: 
the mechanism of posted prices and that of price discovery. In the first instance, the seller determines the price 
and adjusts it during the period of sale (price maker) depending on the demand and the remaining lifespan of the 
goods or service. The more perishable the product, the more rapidly the price is adjusted as in the case of 
tourism products (nights in a hotel, seats on a flight, etc.).  In the second instance, the price results when supply 
meets demand through auctions. Open ascending price auctions (otherwise known as English auctions) have 
been popularized by the e-commerce site eBay. The price varies in real time during the period of sale depending 
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on buyers‟ interest. The seller is price taker but he can also ensure he receives a minimum price of sale by fixing 
a reserve price (visible or not) in order to cover his costs.  

 
Price maker pricing strategies and Yield Management 
When distributors in the tourism sector set prices they mainly use Yield Management (YM) techniques. 
According to Capiez (2002), “the objective of using Yield Management is to optimize revenue for service 
industries. It identifies market segments, assesses potentialities and sets the prices. It creates the rules for 
reducing prices and movement to establish an advanced reservation process. It controls the efficiency and the 
implementation.  It ensures the management of available capacity by adapting the pricing and offer of services 
to the specificities of each identified segment.” 

Therefore, YM is a system of management whose aim is to maximize revenue from a specific service 
(hotel room, airline seat…) by adjusting the price and capacity according to the type of customer. The 
application of YM techniques therefore requires three functions to have previously been set: the demand 
forecast, the maximization of profit and control of sales (Anderson & Carroll, 2007). 

Airline companies first started using YM techniques when the airline industry was deregulated in the 
1970s and have since fine-tuned them. Today all airline companies use YM to maximize the use of their 
capacity, their overall revenue and consequently their operating results (Clemons et al, 2002). The hotel industry 
adopted the principles of YM later, in the 1980s. Like the airline companies, hotels use YM as a method of 
maximizing profits.  The aim is to increase net yield by previous allocation of available capacity of rooms to 
predetermined market segments at an optimum price. Even if this implementation happened at a later date, it is 
important to highlight that hotel managers have long used various pricing strategies to maximize their profits by 
taking into account seasonal demand for rooms and the limitations of capacity (Espinet et al, 2003). 

 
The impact of Internet when developing pricing strategies 
Internet gives specific coverage to producers' YM pricing policies, whether or not they sell directly to the 
public, as the final customers are instantly informed of price changes through the distribution channel. However, 
these techniques do not allow certain segments of consumers to be taken into account. In particular, as prices 
rise when occupancy rates increase, prospective customers reserving late may desist if they are price-conscious.  
By not taking this segment into account, suppliers face a potential loss of revenue.  

Producers also resort to price discount strategies but direct sales at a discount price carry the risk of 
damaging image and brand integrity. Therefore they use specific distribution channels such as travel agencies 
which specialize in discount or the Internet to sell off their low price products. 

The price discount strategies which these agencies implement target consumers who are more concerned 
with the price than the destination or other aspects of the tourism product. There are four main types of strategy:  

- The sale of „low cost‟ products is based on a limited selection of the cheapest products with a minimum 
level of quality (such as charter flights), or products from little known suppliers with whom the 
distributors negotiate harder on the price.  

- The sale of “down-graded” products is based on products to clear as they near their expiry date (under 

a fortnight) or products which have low demand at certain times of the year (e.g.: a hotel in Tunisia in 
winter). There is limited choice but significant reductions, sometimes up to 70% (e.g.: Lastminute.com, 
Anyway.com, Travelprice.com), 

- The sale of opaque products: products which have certain hidden characteristics (such as the airline 
company, the number of stop-overs, the exact holiday location, etc.) are sold at a knock-down price. 
After the sale, all the characteristics of the product are revealed (for example: Hotwire.com, 
Priceline.com). The consumer must make a choice in a situation where the information available on the 
product is limited.  This can lead to dissatisfaction if the perceived product quality is too far removed 
from the quality delivered (Teboul, 1999), 

- Auction sale with very low starting price. However, the auction could result in a very low price 
(especially if there is no reservation price set by the seller), or to a price along the same lines as those 
from other distribution channels if the competition between buyers is high. 
Another possibility for suppliers consists in modulating the impact of the price on consumer buying 

behavior by selling package holidays (Travel Packages). This phenomenon partly explains their strong growth in 
particular for online distribution. They represent around a third of travel spending in Europe and the United 
Statesi (Tourism Magazine, June 21008). More precisely, travel packages are made up of two or more products 
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which could be bought separately but which are combined for the sale, normally for one all-inclusive price 
(Stremersch and Tellis, 2002). 

Internet has clearly revolutionized the market for travel packages by giving travel agencies and 
destinations the possibility to create and distribute them. The consumer can therefore choose, via intermediaries, 
ready-made packages or to make them up for themselves (dynamic package). Although it offers the advantage 
of being tailor-made, dynamic packaging does have several constraints. It begins with a real time check of stock 
and of the pricing of each category of service, assesses supply then assesses the whole package in response to 
the demands of a customer. This process requires a high-performance information system especially concerning 
real-time interfaces between the company offering the packages and all the suppliers involved, connections are 
made by „switchers‟ such as Pegasus. This constraint is vital for suppliers to be able to keep control of their 
stocks and prices. The development of dynamic packaging systems has brought about a new way of selling 
perishable travel stock through direct links between the supplier and the sellers (Anderson et al, 2007). 

Consumers are often less conscious of the price than as to whether the elements within the package are 
complementary thus differentiating it from other products.   Generally speaking, the more the elements of the 
package complement each other, the greater the surplus that can be passed on to the client and the less the price 
influences the choice. For example, a casino which puts together a package (including the hotel room, meals, 
admission to the entertainment rooms and airport shuttle service) is offering not only an integrated experience 
for the customer, but is reducing their research costs and increasing their comfort. 
 
Customers’ perception of pricing strategies 
 
In order to better understand consumers‟ perception of pricing practices in the hotel industry, we questioned 160 
customers of the Novotel Vaugirard hotel in Paris (France) face to face. The questionnaire was administered 
from the 3rd to the 19th September 2007 in Paris.  

The sample group was balanced in terms of the male/female ratio (52% men). There were also an 
almost equal proportion of people who were staying for business purposes as for leisure (36.9% against 38.1%). 
However, concerning age and profession we touched on a specific customer segment: 57% of people were under 
40 years of age and 60% were from a higher social category (businessperson, freelancer, manager). This is due 
to the specific area chosen, the clientele of a 3-star Parisian hotel.  It is therefore logical that 58% of them 
answered that they more often stay in 3-star hotels and that 17% of them stay in higher class hotels (4 stars or 
more). Moreover, 49% stay at the hotel more than 7 times per year and 36% have at least one loyalty card for 
hotel chains such as Accord, Hilton, Choice Privilege, Best Western, Starewood, etc. It is therefore a population 
which regularly uses hotel services and of which 36% is a member of a loyalty scheme. 
Mainly we were interested by the choice of reservation method. 
We crossed the two nominal variables:  
- Which method do you normally use to reserve your accommodation?  
- For which reasons have you chosen this method? For this question, two possible answers were permitted. 

The Chi-2 test gives a significance coefficient of 0.044. We can therefore deduce (with a risk of 4.4%) 
that there is a link between the channel of reservation and the choice of this channel. In particular, the 
respondents preferred to use the telephone despite the increased power of the Internet due to habit and ease. 
However, as soon as they wanted to find a better price, they used the Internet channel whether they were 
searching through the site of a virtual travel agency (for example Bookings.com) or directly on the hotel's own 
site.  
 

Reservation channel / why? Habit Easy Best price Other 
Travel Agency 7 12 1 6 
Internet agency 5 14 26 2 
Hotel Internet website 6 15 16 1 
Phone Agency 29 35 8 4 
Other 3 7 3 4 
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We attempted to confirm this hypothesis by asking the respondents if they carried out research on their room 
rate. 
77 people said they had carried out research to find the best price before reserving a room. 
We then crossed the two nominal variables:  
- If yes, which method do you most often use?  
- For which reasons have you chosen this method? In this question, a maximum of two answers were allowed. 

The Chi-2 test gives a significance coefficient of 0.021. The use of Internet as a means of researching 
the best price was confirmed (with a risk of 2.1%). This result shows that there is a certain disconnect between 
the channels used for finding the best price and that used for reserving. The telephone still dominates as it is 
easier to use and is entrenched in their habits. However, Internet is preferred for finding pricing information but 
that does not necessarily mean that the transaction is carried out by this channel. For example, if the people 
questioned find a comparable price by phone, they will then reserve using that method. We haven‟t looked into 
the reasons for this choice in the questionnaire, but some semi-directive interviews with the consumers enabled 
us to suppose that the telephone seemed safer than Internet to carry out the transactions. 
 

Channel to look for best price/ Why? Habit Easy Best price Other 
Word of mouth 4 8 6 3 
Internet 11 19 36 7 
Travel Agency 5 5 3 2 
Phone Agency 3 1 2 1 
Other 0 0 1 1 

 
Moreover, 97 people said that they had noticed pricing differences for the same room in the same hotel 

outside the periods of high and low occupancy.  
In order to study if this identification of YM practices is linked to the search for best rates, we crossed the 
nominal variables: 
- Do you carry out research on your room rate? (Q8) 
- Have you already noticed the difference in rates for the same room in the same hotel outside periods of high 
and low occupancy? (Q12) 

The Chi-2 test gives a significance coefficient of 0.001. The link between the two variables is 
confirmed but the direction of the relationship is not specified. We do not know if it is the identification (Idenf.) 
of YM practices which encourages the consumers to find out about the rates, or if it is their research on rates 
which makes them aware of YM practices. 
 

Q8/Q12 Idenf. of YM No idenf. of YM 
No research 26 57 
Research best price 71 6 

 
In conclusion, the advent of the Internet has had a dramatic effect on the distribution of tourism 

products by giving greater power to the final customer who is now able to compare offers and also to the 
producer who can sell direct to the customer. This does not mean that distributors will disappear but that there is 
a reintermediation based on the reduction of distribution costs, a reworking of the offer and more dynamic 
pricing strategies from YM to price discount strategies.  

The Internet also influences the consumers‟ perception of pricing strategies. Consumers are 
increasingly aware of YM practices. But this research has not allowed us to determine if it is the identification 
of YM practices which encourages the consumers to find out about the prices, or if it is their research on prices 
which makes them aware of YM practices. 

Finally, Internet is the essential tool for researching the best price even if there continues to be a certain 
disconnect between the channels used for searching for the best price and those used by the clientele of luxury 
hotels in France to make their reservation. Indeed, the telephone still dominates for this type of clientele when 
carrying out this type of transaction as they find it easier to use, it is entrenched in their habits and is perceived 
as being more secure.  

1161



 

References 
 

[1] Ancarani, F., (December 2002). Pricing and the Internet: Frictionless Commerce or Pricer‟s Paradise?. 

European Management Journal, Vol. 20, No 6. 

[2] Anderson, C. & Carroll, B. (December, 2007). Demand management: Beyond revenue management. Journal 
of Revenue & Pricing Management, Vol. 6, Issue 4. 

[3] Bailey, J.P, & Bakos, Y. (1997). An exploratory study of the emerging role of electronic intermediaries. 
International Journal of Electronic Commerce, pp1-3. 

[4] Baye M.R., & Morgan J. (2001). Information Gatekeepers on the Internet and the Competitiveness of 
Homogeneous Product Markets. American Economic Review, 91(3). 

[5] Boyd, E.A., & Bilegan, I.C. (2003). Revenue Management and E-Commerce. Management Science, Vol. 49, 
No10. 

[6] Brousseau, E. (November, 2002). Governance of Transaction by Commercial Intermediaries: An Analysis of 
the Re-engineering of Intermediation by Electronic Commerce. International Journal of the Economics of 
Business, vol. 9, No. 3. 

[7] Capiez, A., 2002, Le Yield Management, éditions Hermès. 

[8] Chapuis, JM., & Sahut, JM. (May, 2006). Impacts of Consumer's Loyalty on Revenue Management Fairness 
Perceptions: an Explanatory Analysis in Tourism Industry.  AGIFORS, Cancùn, Mexico. 

[9] Clemons, E.K., Hann, I-H., & Hitt, L.M.(2002). Price Dispersion and Differentiation in On-Line Travel: An 
Empirical Investigation. Management and Science, Vol. 48, No 4, April. 

[10] Elmaghraby, W. & P. Keskinocak P.(2003). Dynamic Pricing in the Presence of Inventory Considerations: 
Research Overview, Current Practices and Future Directions. Management Science, Vol.49, No.10. 

[11] Espinet, J. M., Saez, M., Coenders, G., & Fluvia, M. (2003). Effects on prices of the attributes of holiday 
hotels: a hedonic prices approach. Tourism Economics, Vol. 9, No 2. 

[12] Geyskens, I., Katrijn, G. & Marnik, G.D. (April, 2002). The Market Valuation of Internet Channel 
Additions. Journal of Marketing. 

[13] Karpowicz, A. & Szajowski, K. (2007). Double optimal stopping times and dynamic pricing problem: 
description of the mathematical model. Mathematical Methods of Operations Research, Vol. 66, Issue 2. 

[14] Netessine, S. & Shumsky, R. (2005) Revenue Management Games: Horizontal and Vertical Competition. 
Management Science, May, Vol. 51, Issue 5. 

[15] Stremersch, S.  & Tellis, J.G. (January, 2002) Strategic Bundling of Products  and  Prices: A  New  
Synthesis  for Marketing. Journal of Marketing, Vol. 66.  

Contact Author for full list of references  

 

End Notes 

 
                                                           
i
http://www.corporate.canada.travel/corp/media/app/en/ca/magazine/article.do?path=templatedata%5Cctx

%5CmagArticle%5Cdata%5Cen%5C2008%5Cissue01%5Cresearch%5Cprice_competitiveness  

1162

http://www.corporate.canada.travel/corp/media/app/en/ca/magazine/article.do?path=templatedata%5Cctx%5CmagArticle%5Cdata%5Cen%5C2008%5Cissue01%5Cresearch%5Cprice_competitiveness
http://www.corporate.canada.travel/corp/media/app/en/ca/magazine/article.do?path=templatedata%5Cctx%5CmagArticle%5Cdata%5Cen%5C2008%5Cissue01%5Cresearch%5Cprice_competitiveness


Analysis and Comparison of 5W, DMAIC / DMADV, PDCA, and A3 Improvement and 
Problem-Solving Methods 

 
Milan Fekete, milan.fekete@fm.uniba.sk 

Zuzana Miklošíková, miklosikova@jamelson.sk 
Comenius University, Slovakia 

 
 
Abstract 
 
Improvement of business processes and performance of a company is important part of employees’ duty in any 

organization. Indeed, managers have three major roles: 
- running organization successfully at its current state, 
- improving organization strategically and tactically for the future, 
- developing organizational structure for enabling employees’ improvement activities. 

One of the main parts of organizational structure is providing employees with the right methods supporting 
improvement and problem-solving activities. The four major these methods nowadays have emerged in both 
organizational theory and praxis: 5W, DMAIC / DMADV, PDCA, and A3.  
The main focus of the paper is the analysis and comparison of these four improvement and problem-solving methods 
on the basis of finding out the answers to these questions: What are the differences and similarities among these 
methods? What situations or conditions are these methods suitable for? Are some of these methods better over 
another? 
 
Introduction 
 
The basic idea behind continuous improvement is to tackle the problems through certain methods that 
continuous improvement initiatives or management concepts like Lean management and/or Six Sigma utilize. 
There are emerged these main methods, being heavily worked out these days: 5W, PDCA, and A3 within Lean 
management and DMAIC/DMADV within Six Sigma.  

There are many literature sources dealing with these methods separately, but only a few elaborate on 
them in an integral manner. The paper tries to give some thoughts on how we can approach these methods 
commonly. Since every method was once designed to solve specific issues, there of course differences among 
them. However, the paper put focus also on their similarities. But firstly, the brief description of each of these 
methods follows.  
 
DMAIC/DMADV 
 
DMAIC and DMADV are two main versions of methodologies for continuous improvement that Six Sigma 
concept is applying. Six Sigma focuses on reducing variability and eliminating defects in the key quality 
characteristics in the process or system.  

Six Sigma arises from the relationship between variation in the process and the customer requirements 
associated with that process. No more than 3.4 defects per one million opportunities (DPMO) is the goal of Six 
Sigma level of quality. A defect is any value that falls outside customer specifications. The more of the 
distribution that fits within the specifications of the higher the sigma level.  

Six Sigma follows these two main process improvement cycles: Define, Measure, Analyze, Improve, 
and Control (DMAIC) and/or Define, Measure, Analyze, Design, Verify (DMADV). The DMAIC methodology 
works well for improving the already existing processes. But when we want to design a new process we need to 
use DMADV improvement methodology.  

DMAIC focuses on the improvement of existing processes or systems by creating them stable and 
predictable. When processes are unstable and unpredictable, variation and other noise factors soon become 
apparent. The assignable causes of the variation can be traced and then the root cause of these causes of 
variation or exception can be identified and addressed instead of simply fixing a symptom. As long as 
exceptional variation occurs within the process, there is potential for defects and undesirable results. After 
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solving variation and other noise factors and creating a stable and predictable process we can further improve 
the process by addressing the common causes of variation.  

DMAIC/DMADV methodologies uses a highly skilled and trained staff (in Six sigma terminology 
called belts) to determine the sources of defects and identify how a given process could again operate in a 
normal status.  

Six Sigma is a structured and methodical continuous improvement concept that relies on its structure 
and requires much management and people involvement. The length of time required to complete Six Sigma 
project depends on the following factors (Nash – Poling – Ward, 2006): 
 The complexity of the issues and opportunities addressed 
 The time and support given to the project team to do wok 
 The statistical process control (SCP) tools utilized during the project 
 The organization’s ability to understand the results and outcomes and to implement the required 

changes 
DMAIC methodology can be used for improvement projects of any size. The following Fig. 1 describes 

the separate steps taken in each DMAIC phases.  

 
 
 
 
 
1. Establish                4. Conform                  7. Determine process   9.  Generate Ideas       15. Develop  
    Team Charter             Team Goal                  Capability and         10. Conduct                       Control Plan 
2. Identify Sponsor    5. Define                         Speed                             Experiments           16. Monitor 
    and Team                   Current State           8. Determine Sources  11. Create Models             Implementation 
    Resources              6. Collect and                  of Variation and       12. Conduct Benefits  17. Mistake-Proof 
3. Administer                 and Display                 Time Bottlenecks          Analysis                       the Process 
    Prework                     Data                                                              13. Develop  
                                                                                                                  Action Plans 
                                                                                                            14. Implement 

 
FIG. 1 THE DMAIC PROCESS 

[Source George, 2003] 
 

In the Define step, an improvement team analyses where is the problem or where the current process or outcome 
fails to meet the customers´ expectations, what the improvement project should accomplish, and what metrics 

will be used to evaluate success.  
The next Measure step emphasizes the need to improve the process with sufficient and relevant data to 

thoroughly understand causes of the problem. Data should be taken from direct process observation to quantify 
and describe process variation. Data are then combined with knowledge and experience to accomplish the real 
process improvement.  

The purpose of the Analyze step is to use data to confirm the source of variation, delays, waste, and 
poor quality. It is important to use also data in this step and not just relying on our own experience and intuition 
to make conclusions about the root causes of the problem.  

The sole purpose of the Improve step is to make changes in a process that will eliminate the defects, 
waste, costs, etc., that are linked to the customer need identified in a Define stage (George, 2003).  

The purpose of the Control step is to make certain that the achieved gains will be maintained until new 
knowledge is accumulated to manage the process in a better way. The results of DMAIC methodology must be 
handed out to the process owner and translated to new, documented, standardized procedures. In the end, 
monitoring system is installed that will identify ―out-of-control‖ performance.  

Throughout these steps we have numerous tools and methods available, either statistical or non-
statistical, which can be used to actually implement the separate steps of DMAIC methodology (Fig. 2).  

Define Measure Analyze Improve Control 
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The two methodologies DMAIC and DMADV differ only in the last two steps. Anyway, both 
methodologies remain fact-based and data-driven, trying to satisfy customers, while meeting company goals 
analyzing current situation and providing suggestions based on the real data.  

Nevertheless, there are situations when DMADV might be better suitable when designing brand new 
processes, or overhauling existing processes, or designing new products.  

The Analysis step of DMADV methodology doesn´t regard finding out the root cause of a problem, 

rather, it tries to find out the best way to meet customer requirements at a conceptual design level. Every service 
or product has certain features that must be performed well from the customer´s point of view. Functional 

analysis helps us to explore these features.  
The Design step is where the detailed design of a new product or service occurs with the help of the 

methods like Design of Experiments (DOE) or Quality Function Deployment (QFD).  
Lastly, the purpose of the Verify step is to get the feedback about how well a product or service is 

actually designed with the harmony of customer needs.  
 

 
 
 
 
Project Selection        Operational                 Pareto Charts               Brainstorming             Control Charts 
Tools                          Definitions                  Fishbone Diagrams     Benchmarking             Standard Operating 
Value Stream Map    Data Collection            Brainstorming             TPM                            Procedures 
Financial Analysis     Plan                             Detailed As-Is              5S                               Training Plan 
Project Charter           Pareto Chart                Process maps               Line Balancing           Communication Plan  
Stakeholder Analysis Histogram                   Basic Statistical           Process Flow               Implementation Plan 
Communication         Box Plot                      Tools                            Improvement               Visual Process 
Plan                            Statistical Sampling    Constraint                    Replenishment Pull     Control 
SIPOC Map                Measurement              Identification               Sales and                     Mistake-Proofing 
High-Level                 System Analysis         Non-Value-Added       Operations Planning    Process Control Plans  
Process Map               Control Charts            Analysis                       Setup Reduction          Plan-Do-Check-Act 
Non-Value-Added      Process Cycle             Hypothesis Testing      Kaizen                         Cycle 
Analysis                      Efficiency                   Confidence                  Poka-Yoke 
Customer                    Process Capability      Intervals                       FMEA 
Requirements                                                 FMEA                          Hypothesis Testing       
Analysis                                                          Regression Analysis    Solution Selection  
QFD                                                               ANOVA                       Matrix 
                                                                       Analytical Batch          To-Be Process Maps 
                                                                       Sizing                           Piloting and 
                                                                                                            Simulation 

FIG. 2 DMAIC TOOLS 
[Source George, 2003] 

 
PDCA Cycle 
 
The concept of Lean is implemented through Lean projects, kaizen or kaikaku events. Lean uses the basics of 
the PDCA cycle: Plan, Do, Check, and Act to realize these Lean projects or events.  

Lean concept focuses on identifying and eliminating waste in process improvement. For that reason, 
Lean uses current and future-state maps. For Lean to be successful, almost all employees must be involved. This 
means that a common understanding of the concepts of Lean must exist among employees. Because employees 
are encouraged submitting suggestions and participating in implementing change, they accept this change fast.  

PDCA is a high-level methodology to raise both individual and organizational consciousness about 
what is known and what is not known in order to resolve the problems currently faced and to prevent future 
recurrence. At the same time, PDCA aims to improve long-term system performance, not just take care of a 
localized problem (Sobek II – Smalley, 2008).  

Define Measure Analyze Improve Control 
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PDCA is related to a scientific method. Plan represents a hypothesis which we postulate based on the 
understanding of business situation. It means, ―If we run these activities or steps, we will achieve the desired 
results.‖ During the Planning phase, we try to find an answer to these two questions: 

- Where we would like to go? 
- How do we get there? 

These two basic questions can be further translated into these four questions (Pascal, 2006): 
1. What is the gap? (What we are trying to improve?) 
2. What prevents us from meeting our target?  
3. What are the causes in order of importance? 
4. What actions will address the most important causes? 

In the Plan phase, we thoroughly study a problem or opportunity from different angles, analyze it to 
find the root causes, develop ideas to remedy the problem or seize the opportunity and devise an implementation 
plan. During this phase it is also important to set the right metrics for the process outcomes and against which 
we will measure our achievements. 

Do is the experiment phase and entails: 
- Translating or deploying the goals, activities, and metrics level by level in the organization. 
- Carrying out the corresponding action plan. 

Actually, Do is about deploying the plan as immediately as possible. During the Do phase, it´s better to 

carry out a pilot project before full implementation. It is also recommended to use a catchball concept, through 
which the plan is translated into concrete actions. Catchball requires a leadership based on the mutual trust and 
respect. The leader trusts the team member´s knowledge and ability to achieve the required results. The team 
member trusts leader´s judgment in picking the right focus area, but is encouraged to push back with facts 

(Pascal, 2006).  
Check phase is about monitoring the plan which means observing and assessing results against the 

target goals set in the Plan phase or comparing what actually happened with what should have happened. Good 
checking means answering questions like (Pascal, 2006): 

- What will I check? 
- How will I check? 
- Who will I check? 
- How often will I check? 
- Where and when will I check? 
- What am I likely to find and what will I do about it? 

The right checking means going to a place where activities are actually carried out which can be the 
shopfloor, office, or some service center. When to check depends on the organizational level. On the corporate 
level monthly checking is good, on the functional or departmental level weekly and daily checking is good. But 
with shopfloor or office activities, we need daily, and hourly, eventually unit-by-unit checking. The more 
frequently we check the less there is a need to correct mistakes.  

Act phase means reflecting on the results taken from the Checking phase. If the results meet our goals 
set in the plan phase, it means that the hypothesis, defined in the Plan phase, has been conformed and activities 
can and should be standardized. If not, we must adjust this hypothesis based on the collected facts or on what we 
have learned during the Do phase which actually represents problem-solving to find out the root-cause of a 
disparity. Act then refers to establishing the new process or solution as some standard if the outcomes are 
satisfactory, or taking remedial actions if they are not.  

We need to find out the time and place at which the abnormality occurs and then what is the root cause. 
The solution of the root cause will be temporary and/or permanent countermeasures. Problem-solving requires 
creating problem-solvers by teaching the staff appropriate problem-solving tools and methods (like 5W) that 
everyone can use.  

So the PDCA cycle resembles the scientific method in a way that Plan phase is about devising a 
hypothesis or experimental design; Do is about conducting these experiments; Check is about collecting data 
and comparing actual results against planned results; and Act is about interpreting the results and taking 
appropriate actions.  

The main idea behind the PDCA circle is not just to resolve some problem; it is rather about changing 
the overall process, system, or subsystem so that the problem will less likely to occur in the future. It is also 
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about the enhancement of the problem-solving skills of employees using this PDCA circle and being prepared to 
tackle more challenging tasks in the future.  
 
A3 Report 
 
Probably one of the most dealt with the method for process improvement and problem-solving nowadays the 
Lean concept strongly supports is an A3 method. A3 method enables to tell a complex story about a problem 
people in a company tries to solve in just one page of an A3 format. It serves as a primary tool to implement 
PDCA cycle across all departments and all levels of the organization and describes the results from PDCA 
cycle. A3 method comes mostly in these three forms:  

- for problem solving,  
- for proposal writing, and  
- for project status review.  

Since the basic form is the problem solving A3 report, further we will be dealing only with this A3 
form. Typical A3 report consists of the sections depicted on the following Fig. 3. 
Theme  
A3 report should begin with a theme that describes the problem being addressed in the A3 method. For example, 
―Lead Time Reduction of Supplies‖ in manufacturing and logistics and ―Reducing Errors in Order Processing‖ 

in administration might be the examples of the theme. The theme should help the reader understand the focus of 
the problem area which is to be addressed in A3 report.  
Background 
Background section of the A3 report contains information that is essential for understanding importance of the 
problem. The actual content depends on for whom the A3 report is written. Items included in the background 
section might be for example how the problem was discovered, the problem symptoms, past performance, 
company´s goals for the relevant period, and so forth.  
 
                                Report Theme: 
                                             Plan                                                          Do, Check, Act 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

FIG. 3 TYPICAL FLOW OF THE PROBLEM-SOLVING A3 REPORT 
[Source: Sobek, D., K. II – Smalley, A., 2008] 
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Current condition 
In the current condition section of the A3 report it is drawn a visual representation by means of graphs, tables, 
figures, and charts that depicts the critical elements of the system or process that produces the problem. The 
author of this report should provide a clear picture of what is going on in a problem area and show a fact-based 
comprehension of the problem. The point is not to give an answer or the author´s opinion of what is going on, 

rather the point is to depict the problem in a manner that supports dialog and analysis of the current conditions. 
This is important because if the author doesn´t clearly depict the problem or if the author doesn´t sufficiently 

understand the current condition, the problem-solving effort might fail in implementation.  
 
Goal statement  
The goals and targets in the next section of the A3 report serve as a standard or basis for comparison of actual 
results against required results. They serve as a basis for knowing, if the improvement project is successful at 
the end of implementation or not. Goals and targets represent a ―future state‖ objective we are trying to reach in 

the improvement project.  
It is important for everyone in the company to have in mind the goals and targets as the A3 method 

includes them. When employees lose sight of the end goal, the recommended solutions can fix the immediate 
problems but are not in accord with the long-term company goals.  
 
Root-cause analysis 
Root-cause analysis section represents the continuation of the investigation of current condition until he or she 
uncovers the root cause of the problem symptoms identified in the current condition section. One common tool 
for root-cause analysis is the 5W method using deductive-thinking process described in the following part of the 
paper. Using this deductive process, the problem-solver simply asks a why question approximately five times in 
series, each time probing the next level of causality (Sobek II, Smalley, 2008).  

In other cases, problems can have multiple causes or causes well hidden and they cannot be deduced 
simply by 5W method. In that case, another tools need to be used such as experimental design, Pareto charts, 
regression analysis, fishbone diagram, and so forth, that establish the cause-and-effect relationship. Regardless 
of the tool used the goals are always based on the established cause and effect finding out the root cause.  
 
Countermeasures  
After the root-cause analysis, the problem-solver should have a clear understanding of the current situation and 
of the root cause of the problem. He or she is ready to consider how the problem might be eliminated or process 
improved. The countermeasures section contains a list of actions usually written in a table format for tackling 
the problem. It is an action plan that outlines who will do what by when and possibly where. As the actions are 
carried out, the author of A3 report updates the list with results.  
 
Effect confirmation 
The main purpose of the Effect confirmation section of the A3 report is to rigorously verify if the problem has 
been eliminated or reduced. In other words, it should be verified, if the action has had an effect or not, if there is 
a causality between an action and the observed effect. Action activities should be taken more or less one at time 
in order to verify which action has had the desired effect. Not all actions can have the required effect and we 
need to determine which one had.  
 
Follow-up actions 
The final section of the A3 report reflects the act step of the PDCA cycle. The effectiveness of the 
countermeasures is confirmed in the Effect confirmation section. The aim of the Follow-up actions section is to 
reflect what further changes should be made to the process or system to sustain improvement and at the same 
time to expand the improvement effort to other company areas. It represents the ―lateral deployment‖ of the 

achievements. Otherwise, the achievements merely stay local and are not fully utilized by others in the 
organization.  

The success stemming from the use of A3 reports is due to several key factors (Sobek II, Jimmerson, 2004):  
1. First, unlike most other approaches, the A3 method demands the documentation of how the work 

actually happens. The best (and probably most credible) way to document the actual work is to observe 
it first hand. Recreating the process from memory in a conference room removed from the where the 
work physically occurs will result in inaccuracies and overgeneralizations.  
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2. Second, A3 reports enable the people closest to the work to solve problems rather than just work 
around them. The A3 reports do not require long hours of specialized training. They can be drafted 
with pencil and paper, so would-be problem solvers do not need access to a computer. This enables 
problem-solving to occur as close to the work as possible so that the fix matches the work.  

3. Third, the iconic nature of the process diagrams makes them a closer representation of the actual 
systems compared to other process representations such as flow charts. As such, authors are able to 
―see‖ their problems more clearly and readers grasp the systems more readily.  

4. Finally, the A3 report represents a thorough problem-solving approach, from problem identification to 
analysis and solution generation, all the way through implementation planning and follow-up. Yet, it is 
succinct—two letter-sized pages. Plus, concisely documenting process improvement and follow-up 
results enables sustained organizational learning while meeting the requirements of accreditation.  

 
5W 
 
Many methods designed for causal or root cause analysis (such as some statistical methods like regression 
analysis and experimental design) are quite complex and not immediately available to problem-solving teams. 
Much easier tool for comprehending the source of a problem that the problem-solving team can use promptly is 
simply to ask a series of questions starting with ―Why?‖ 

In starting to solve the problem a team just asks, ―Why did this occur?‖ The answer to this question 

leads the team to the possible cause or the event or the condition that directly created the situation the team is 
assessing.  

The next question can be, ―Why did this possible cause occur?‖ The inquiry to this kind of question 

leads the team to event or condition directly resulted in the possible cause. Continuing in this procedure of 
asking about the effect and finding out the cause of a problem situation, the problem-solving team can 
ultimately discover the initiating cause that everything brought about. This initiating event or condition is called 
the root cause.  

In some situations, the analysis needed to find out the final answer to the question ―Why‖ requires 

serious analytical capability, the root-cause cannot be deduced only from the 5W method, and we need to use 
structured tests and/or experimental designs to eliminate possible causes. However, in most situations the only 
skill needed is the problem-solving team´s knowledge of the process and equipment along with understanding of 

this ―Why?‖ method.  
Floyd (2008) suggests the general rules for the root-cause analysis in the frame of ―W‖ method: 

 Follow the chain of cause and effect by repeatedly asking ―Why‖ until you find the root cause. 
 You have found the root cause when you can take ―root action‖ to permanently correct the original 

problem that launched the assessment. 
 ―Root action‖ has the following characteristics: 

o Root action can often be taken within the normal capabilities and resources of the team that 
owns the problem. 

o The team that experiences the problem probably owns both the problem and the solution. 
o Root action does not add new expense, capital equipment, or routine work. 
o Root action to solve this problem does not create new problems in other areas. 

When solving the problem it is better to consider multiple alternative countermeasures for a given 
problem, because this approach fosters creativity in problem solving.  
 
Integrated approach 
 
There is one big difference between realizing activities in the real companies and dealing with certain subject 
matter in the academic environment. Many authors from academia analyze themes or problem situations with a 
specific focus and in much detail. That is no surprise. The authors need to publish the results of their research 
activities in academic journals and conference proceedings. Therefore, they usually concentrate on specific 
themes in order to disclose some new aspects that have not been so far published. Or the authors simply deal 
with specific disciplines or management areas and they then publish for example the book representing the 
results of their research activity.  
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In the real companies, however, implementing different management ideas or methods requires both 
specific approach suitable for solving specific problem areas, and in other situations these ideas or approaches 
need to be implemented integrally and systematically. 

The same can be applied to methods presented in this paper. On the one side, the methods like 5W, 
PDCA, A3 and DMAIC/DMADV represent different initiatives and should be applied separately provided there 
is the specific problem situation and condition. On the other hand, some combined effort is needed in using 
them in process improvement; i. e. the better approach is to use these methods in an integrated way, in order to 
fully utilize their potential. The combined usage of these methods must be coordinated in a way that prevents the 
struggle for resource and time in the organization.  

The same is true with lean and six sigma concept. Six Sigma quality is approached much faster if Lean 
eliminates non-value-add steps and Lean does not recognize the impact of variation. Lean does not posses the 
tools to reduce variation and bring a process under statistical control (George, 2003).  

PDCA, A3, and DMAIC/DMADV depend on the data that are further used to develop the current 
condition map or diagram. 5W doesn´t need necessarily data, although it can have, but some personal skills can 
suffice. The data should be collected through direct observation. In-depth and detailed understanding of the 
current process as it is actually performed, rather than how it should be done or how someone says it is done, is 
absolutely critical for all above mentioned methods. Workers and supervisors can often describe how the 
process generally works, or how it is supposed to work, but deviations from this general or hypothetical 
conception are the key to addressing the problem.  

The purpose of diagramming and quantifying the problem is multifold: 
1. First, drawing a map or diagram itself enables deeper understanding of the problem situation.  
2. Second, the map or diagram quickly and effectively communicates the core issues to others. The map 

or diagram can contain a lot of information, and yet readers can pick it up quickly because of the 
pictorial representation.  

3. Thirdly, by diagramming or mapping the system or process, problem-solving efforts are focused on the 
system or process rather than on the people. It results in a more objective approach with less defensive 
posturing and finger-pointing.  
The biggest advantage of 5W method is its simplicity in applying. 5W doesn´t need to necessarily 

require a vast number of data or information, it doesn´t need to require knowing other method or tools for data 
processing like for example DMAIC method. Simply skill and accumulated knowledge of people about the 
work can suffice. This is why almost everybody can be trained and can apply this method as the first in 
problem-solving. 5W method fits well for solving rather simple, uncomplicated problems. For more complicated 
problems overarching different departments or problems which require quantitative data or qualitative 
information we need to lean on other methods. However, a direct observation on the shopfloor is a must for all 
methods. 

PDCA circle and A3 report can suit well for dealing with quantitative information, we don´t necessarily 

need to have quantitative data. That of course depends on the situation or problem being addressed. On the other 
hand, DMAIC/DMADV is mostly used with analyzing quantitative data and heavily utilizes different statistical 
tools. PDCA circle and A3 report does require people being trained to some extent in applying these methods, 
but DMAIC/DMADV certainly requires well educated people. One main benefit of all these methods is that 
they provide everyone with the same information, discussing points, and format.  

If we say that some method is better than the other, we mean that it depends on in what situation or 
condition the respective method is used. One of the main reasons why methods are devised is that they suit to 
the specific problem situation. Certain method is better used in one situation; the other method is better used in 
another situation. Different methods have a specific purpose they serve or goals they try to reach. Therefore we 
cannot just simply claim that one method is better over another. It depends on the condition or purpose for 
which they were designed.  

However, there is one situation when we can claim that this method better over another. That situation 
is described with the question: ―To what extend respective method reaches the goal?‖ For example, if we take 

that the goal is to have 100 % defect-free products, surely statistical methods themselves cannot obtain this goal 
because they inherently suppose that we will produce a small amount of defective products. On the other hand 
the Poka-yoke method which is rather a technical solution of quality assurance in producing defect-free products 
is able to obtain this goal. At least until we produce the product in a way the Poka-yoke was designed for.  
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Conclusion  
 
Process improvement by using above-mentioned methods is not at all another ―flavor of the month.‖ Rather, it 
requires developing a strong cultural foundation in the company. It is based on the thinking of eliminating waste 
and variation, instilling a common understanding of the reasons why these methods should be utilized to make 
positive changes in organizations. In order to obtain this goal methods like 5W, PDCA, A3 and 
DMAIC/DMADV should be used both separately when there is a specific issue to solve and integrally so that 
we could better utilize their potential when system approach is required. They should become a standard 
practice in every company.  
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Abstract 
 
By using data warehouses, companies can make decisions about customer-specific strategies such as customer 
profiling, customer segmentation, and cross-selling analysis. To analyze these large quantities of data, data mining 
has been widely used to find hidden patterns in the data and even discover knowledge from the collected data. Thus 
how to design and develop a data warehouse and how to use data mining in the data warehouse development have 
become important issues for information systems designers and developers. This paper presents some of the currently 
discussed development and design methodologies in data warehousing, such as the multidimensional data modeling 
vs. relational ER data modeling, data-driven vs. metric-driven approaches, top-down vs. bottom-up design model, 
knowledge discovery in database (KDD), etc. 
 
Introduction 
 
Information systems were developed in early 1960s to process orders, billings, inventory controls, payrolls, and 
accounts payables. Soon information systems research began. Harry Stern started the “Information Systems in 

Management Science” column in Management Science journal to provide a forum for discussion beyond just 
research papers (Banker & Kauffman, 2004). Ackoff (1967) led the earliest research on management 
information systems for decision-making purposes and published it in Management Science. Gorry and Scott 
Morton (1971) first used the term „decision support systems‟ (DSS) in a paper and constructed a framework for 

improving management information systems. The topics on information systems and DSS research diversifies. 
One of the major topics has been on how to get systems design right. 

As an active component of DSS, data warehousing became one of the most important developments in 
the information systems field during the mid-to-late 1990s. It has been estimated that about 95 percent of the 
Fortune 1000 companies either have a data warehouse in place or are planning to develop one (Wixon & 
Watson, 2001). Data warehousing is a product of business need and technological advances. Since business 
environment has become more global, competitive, complex, and volatile, customer relationship management 
(CRM) and e-commerce initiatives are creating requirements for large, integrated data repositories and advanced 
analytical capabilities. By using a data warehouse, companies can make decisions about customer-specific 
strategies such as customer profiling, customer segmentation, and cross-selling analysis (Cunningham et al., 
2006). To analyze these large quantities of data, data mining has been widely used to find hidden patterns in the 
data and even discover knowledge from the collected data. Thus how to design and develop a data warehouse 
and how to use data mining in the data warehouse development have become important issues for information 
systems designers and developers. 

This paper presents some of the currently discussed development and design methodologies in data 
warehousing and data mining, such as the multidimensional model vs. relational ER model, CIF vs. 
multidimensional methodologies, data-driven vs. metric-driven approaches, top-down vs. bottom-up design 
approaches, data partitioning and parallel processing, materialized view, data mining and knowledge discovery 
in database (KDD). 
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Data Warehouse Data Modeling 
 
Data warehouse design is a lengthy, time-consuming, and costly process. Any wrongly calculated step can lead 
to a failure. Therefore, researchers have placed important efforts to the study of design and development related 
issues and methodologies.  

Data modeling for a data warehouse is different from operational database, e.g., online transaction 
processing (OLTP), data modeling. An operational system is a system that is used to run a business in real time, 
based on current data. An OLTP system usually adopts Entity-relationship (ER) modeling and application-
oriented database design (Han & Kamber, 2006). An information system, like a data warehouse, is designed to 
support decision making based on historical point-in-time and prediction data for complex queries or data 
mining applications (Hoffer, et al., 2007). A data warehouse schema is viewed as a dimensional model (Ahmad 
et al., 2004; Han & Kamber, 2006; Levene & Loizou, 2003). It typically adopts either a star or snowflake 
schema and a subject-oriented database design (Han & Kamber, 2006). The schema design is the most critical to 
the design of a data warehouse. 

Database design is typically divided into a four-stage process (Raisinghani, 2000). After requirements 
are collected, conceptual design, logical design, and physical design follow. Of the four stages, logical design is 
the key focal point of the database design process and most critical to the design of a database. In terms of an 
online transaction processing (OLTP) system design, it usually adopts an entity-relationship (ER) data model 
and an application-oriented database design (Han & Kamber, 2006). The majority of modern enterprise 
information systems are built using the ER model (Raisinghani, 2000). The entity-relationship data model is 
commonly used in relational database design, where a database schema consists of a set of entities and the 
relationship between them. The ER model is used to demonstrate detailed relationships between the data 
elements. It focuses on removing redundancy of data elements in the database. The schema is a database design 
containing the logic and showing relationships between the data organized in different relations (Ahmad et al., 
2004). Conversely, a data warehouse requires a concise, subject-oriented schema that facilitates online data 
analysis. A data warehouse schema is viewed as a dimensional model which is composed of a central fact table 
and a set of surrounding dimension tables, each corresponding to one of the components or dimensions of the 
fact table (Levene & Loizou, 2003). Dimensional models are oriented toward a specific business process or 
subject. This approach keeps the data elements associated with the business process only one join away. The 
most popular data model for a data warehouse is multidimensional model. Such a model can exist in the form of 
a star schema, a snowflake schema, or a starflake schema.  

The star schema (see Figure 1) is the simplest database structure containing a fact table in the center, no 
redundancy, which is surrounded by a set of smaller dimension tables (Ahmad et al., 2004; Han & Kamber, 
2006). The fact table is connected with the dimension tables using many-to-one relationships to ensure their 
hierarchy. The star schema can provide fast response time allowing database optimizers to work with simple 
database structures in order to yield better execution plans.  
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Figure 1: Example of a star schema (adapted from Kroenke, 2004)

CUSTOMER

CustomerID
Name
AreaCode
LocalNumber
Street
City
State
Zip

SALESPERSON

SalespersonID
Name
Phone
HireDate

ART_DEALER

ArtdealerID
CompanyName
City
State
Country

TRANSACTION

PurchaseDate
SalesPrice
CustomerID
AskingPrice
SalespersonID
ArtDealerID WORK

WorkID
ArtistID
Title
Copy
Description

 

The snowflake schema (see Figure 2) is a variation of the star schema model, in which all dimensional 
information is stored in the third normal form, thereby further splitting the data into additional tables, while 
keeping fact table structure the same. To take care of hierarchy, the dimension tables are connected with sub-
dimension tables using many-to-one relationships. The resulting schema graph forms a shape similar to a 
snowflake (Ahmad et al., 2004; Han & Kamber, 2006). The snowflake schema can reduce redundancy and save 
storage space. However, it can also reduce the effectiveness of browsing and the system performance may be 
adversely impacted. Hence, the snowflake schema is not as popular as star schema in data warehouse design 
(Han & Kamber, 2006). In general, the star schema requires greater storage, but it is faster to process than the 
snowflake schema (Kroenke, 2004).  
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Figure 2: Example of a snowflake schema (adapted from Kroenke, 2004)

CUSTOMER

CustomerID
Name
AreaCode
LocalNumber
Street
City
State
Zip

SALESPERSON

SalespersonID
Name
Phone
HireDate

ART_DEALER

ArtdealerID
CompanyName
City
State
Country

TRANSACTION

PurchaseDate
SalesPrice
CustomerID
AskingPrice
SalespersonID
ArtDealerID WORK

WorkID
ArtistID
Title
Copy
Description

GENRE

GenreID
Genre
Description
Era

ARTIST

ArtistID
ArtistName
Nationality
Birthdate
Deceaseddate

 

The starflake schema (Ahmad et al., 2004), also known as galaxy schema or fact constellation schema 
(Han & Kamber, 2006), is a combination of the denormalized star schema and the normalized snowflake 
schema (see Figure 3). The starflake schema is used in situations where it is difficult to restructure all entities 
into a set of distinct dimensions. It allows a degree of crossover between dimensions to answer distinct queries 
(Ahmad et al., 2004). Figure 3 illustrates the starflake schema. 
 

TIME

Time_key
Day
Day_of_week
Month
Quarter
Year

SALES

Time_key
Item_key
Branch_key
Location_key
Dollars_sold
Units_sold

ITEM

Item_key
Item_name
Brand
Type
Supplier_type

SHIPPING

Item_key
Time_key
Shipper_key
From_location
To_location
Dollars_cost
Units_shipped

SHIPPER

Shipper_key
Shipper_name
Location_key
Shipper_type

BRANCH

Branch_key
Branch_name
Branch_type

LOCATION

Location_key
Street
City
Province_or_state
Country

Figure 3: Example of a starflake schema (galaxy schema or fact 
constellation) (adapted from Han & Kamber, 2006)  
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What needs to be differentiated is that the three schemas are normally adopted according to the 
differences of design requirements. A data warehouse collects information about subjects that span the entire 
organization, such as customers, items, sales, etc. Its scope is enterprise-wide (Han & Kamber, 2006). Starflake 
(galaxy schema or fact constellation) schema can model multiple and interrelated subjects. Therefore, it is 
usually used to model an enterprise-wide data warehouse. A data mart, on the other hand, is similar to a data 
warehouse but limits its focus to a department subject of the data warehouse. Its scope is department-wide. The 
star schema and snowflake schema are geared towards modeling single subjects. Consequently, the star schema 
or snowflake schema is commonly used for a data mart modeling, although the star schema is more popular and 
efficient (Han & Kamber, 2006). 
 
CIF vs. Multidimensional 
 
Two major design methodologies have been paid more attention in the design and development of data 
warehouses. Kimball (1996, 1997) proposed multidimensional (MD) architecture. Inmon et al. (2000) proposed 
the Corporate Information Factory (CIF) architecture. Imhoff et al. (2004) made a comparison between the two 
by using important criteria, such as scope, perspective, data flow, etc. One of the most significant differences 
between the CIF and MD architectures is the definition of the data mart. For MD architecture, the design of the 
atomic-level data marts is significantly different from the design of the CIF data warehouse, while its aggregated 
data mart schema is approximately the same as the data mart in the CIF architecture. MD architecture uses star 
schemas, whereas CIF architecture uses denormalized entity-relationship diagram (ERD) schema. This data 
modeling difference constitutes the main design difference in the two architectures (Imhoff et al., 2004). A data 
warehouse may need both types of data marts in the data warehouse bus architecture depending on the business 
requirements. Unlike the CIF architecture, there is no physical repository equivalent to the data warehouse in the 
MD architecture.  

The design of the two data marts is predominately multidimensional for both architecture, but the CIF 
architecture is not limited to just this design and can support a much broader set of data mart design techniques. 
In terms of scope, both architectures deal with enterprise scope and business unit scope, with CIF architecture 
putting a higher priority on enterprise scope and MD architecture placing a higher priority on business unit 
scope. With CIF architecture information technology (IT) side tackles the problem of supplying business 
intelligence source data from an enterprise point of view. With MD architecture, its proponents emphasize the 
perspective of consuming business unit data. For data flow, in general, the CIF approach is top-down, whereas 
MD approach is bottom-up. The difference between the two in terms of implementation speed and cost involves 
long-term and short-term tradeoffs. A CIF project, as it is at enterprise level, will most likely require more time 
and cost up front than the initial MD project, but the subsequent CIF projects tend to require less time and cost 
than subsequent MD projects. MD architecture claims that all its components must be multidimensional in 
design. Conversely, CIF architecture makes no such claim and is compatible with many different forms of 
business intelligence analyses and can support technologies that are not multidimensional in nature. For MD 
architecture, retrofitting is significantly harder to accomplish. Imhoff et al. (2004) encourage the application of a 
combination of the data modeling techniques in the two architectural approaches, namely, the ERD or 
normalization techniques for the data warehouse and the star schema data model for multidimensional data 
marts. A CIF architecture with only a data warehouse and no multidimensional marts is almost useless and a 
multidimensional data-mart-only environment risks the lack of an enterprise integration and support for other 
forms of business intelligence analyses. 
 
Data-Driven vs. Metric-driven 
 
Currently, the most popular data model for data warehouse design is the dimensional model (Han & Kamber, 
2006; Bellatreche, 2006). In this model, data from online transaction processing (OLTP) systems are collected 
to populated dimensional model. Researchers term a data warehouse design based on this model as a data-driven 
design model since the information acquisition processes in the data warehouse are driven by the data made 
available in the underlying operational information systems. Another view of data warehouse design is called 
the metric-driven view (Artz, 2006), which begins by identifying key business processes that need to be 
measured and tracked over time in order for the organization to function more efficiently. Advantages of data-
driven model include that it is more concrete, evolutionary, and uses derived summary data. Yet the information 
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generated from the data warehouse may be meaningless to the user owing to the fact that the nature of the 
derived summary data from OLTP systems may not be clear. The metric-driven design approach, on the other 
hand, begins first by defining key business processes that need to be measured and tracked over time. After 
these key business processed are identified, then they are modeled in a dimensional data model. Further analysis 
follows to determine how the dimensional model will be populated (Artz, 2006).  

According to Artz (2006), data-driven model to a data warehouse design has little future since 
information derived from a data-driven model is information about the data set. Metric-driven model, 
conversely, is possibly to have some key impacts and implications because information derived from a metric-
driven model is information about the organization. Data-driven approach is dominating data warehouse design 
in organizations at present. Metric-driven, on the other hand, is at its research stage, needing practical 
application testimony of its speculated potentially dramatic implications. 
 
Top-Down vs. Bottom-up 
 
There are two approaches in general to building a data warehouse prior to the data warehouse construction 
commencement, including data marts: the top-down approach and bottom-up approach (Han & Kamber, 2006; 
Imhoff et al., 2004; Marakas, 2003). Top-down approach starts with a big picture of the overall, enterprise-wide 
design. The data warehouse to be built is large and integrated. However, this approach is risky (Ponniah, 2001). 
A top-down approach is to design the warehouse with an enterprise scope. The focus is on integrating the 
enterprise data for usage in any data mart from the very first project (Imhoff et al., 2004). It implies a strategic 
rather than an operational perspective of the data. It serves as the proper alignment of an organization‟s 

information systems with its business goals and objectives (Marakas, 2003). In contrast, a bottom-up approach 
is to design the warehouse with business-unit needs for operational systems. It starts with experiments and 
prototypes (Han & Kamber, 2006). With bottom-up, departmental data marts are built first one by one. It offers 
faster and easier implementation, favorable return on investment, and less risk of failure, but with a drawback of 
data fragmentation and redundancy. The focus of bottom-up approach is to meet unit-specific needs with 
minimum regards to the overall enterprise-wide data requirements (Imhoff et al, 2004).  

An alternative to the above-discussed two approaches is to use a combined approached (Han & 
Kamber, 2006), with which “an organization can exploit the planned and strategic nature of the top-down 
approach while retaining the rapid implementation and opportunistic application of the bottom-up approach” (p. 

129), when such an approach is necessitated in the undergoing organizational and business scenarios. 
 
Materialized View  
 
One of the advantages of data warehousing approach over traditional operational database approach to the 
integration of multiple sources is that the queries can be answered locally without accessing the original 
information sources (Theodoratos & Sellis, 1999). Queries to data warehouses often involve a huge number of 
complex aggregations over vast amount of data. As a result, data warehouses achieve high performances of 
query by building a large number of materialized views (Bellatreche, 2006; Jixue et al., 2003; Lee et al., 2004; 
Theodoratos & Sellis, 1999). One of the common problems related to the materialized views is view selection. It 
seems infeasible to store all the materialized views as we are constrained by some resource such as data 
warehouse disk space and maintenance cost (Bellatreche, 2006). Therefore, an appropriate set of views should 
be selected among the candidate views. Studies have shown that materialized view selection problem is proven 
to be an NP-hard problem (Bellatreche, 2006; Lee et al., 2004). Baralis et al. (1997), Mistry et al. (2001), and 
Theodoratos and Sellis (1997) researched on solving the materialized view selection problem, but they 
considered only the intermediate query results that appeared in the given workloads‟ execution plan as candidate 

materialized views (Lee et al., 2004). As a result, the views were excluded from the candidate view space if they 
joined the relations not referred to in the queries even though the views could have been used in the optimal 
query execution plan (Chang & Lee, 1999; Bellatreche, 2006). Lee et al. (2004) developed a solution for 
identifying the candidate view space of materialization, which demonstrates that the candidate view space can 
be optimized by join-lossless property, partial-view and union-view. These methods can present better results 
when the database schema, especially the join relations, gets more complex. 
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Data Partitioning and Parallel Processing 
 
Data partitioning is the process of decomposing large tables (fact tables, materialized views, indexes) into 
multiple small tables by applying the selection operators (Bellatreche, 2006). A good partitioning scheme is an 
essential part of designing a database that will benefit from parallelism (Singh, 1998). With a well performed 
partitioning, significant improvements in availability, administration, and table scan performance can be 
achieved. Singh (1998) described five methods of partitioning: Hashing algorithm to distribute data uniformly 
across disks, round-robin partitioning (assigning a row to partitions in sequence), allocating rows to nodes based 
on ranges of values, schema partitioning to tie a table to a particular partition, and user-defined rules to allocate 
data in a particular partition. Bellatreche (2002, 2006) on the other hand offers two types of partitioning: 
horizontal and vertical. In horizontal fragmentation, each partition consists of a set of rows of the original table. 
In the vertical fragmentation, each partition consists of a set of columns of the original table. Furthermore, 
horizontal fragmentation can be divided into two versions: primary horizontal partitioning and derived 
horizontal partition. The former one is performed using predicates that are defined on that table, the later one 
results from predicates defined on another relation. 

Parallel processing is based on a parallel database, in which multiprocessors are in place. Parallel 
databases link multiple smaller machines to achieve the same throughput as a single, larger machine, often with 
greater scalability and reliability than single processor databases (Singh, 1998). In a context of relational online 
analytical processing (ROLAP), by partitioning data of ROLAP schema (star schema or snowflake schema) 
among a set of processors, OLAP queries can be executed in a parallel, potentially achieving a linear speedup 
and thus significantly improving query response time (Datta et al., 1998; Tan, 2006). Given the size of 
contemporary data warehousing repositories, multiprocessor solutions are crucial for the massive computational 
demands for current and future OLAP system (Dehne et al., 2006). The assumption of most of the fast 
computation algorithms is that their algorithms can be applied into the parallel processing system (Dehne, 2006; 
Tan, 2006). As a result, it is sometimes necessary to use parallel processing for data mining because large 
amounts of data and massive search efforts are involved in data mining (Turban et al., 2005). Therefore, data 
partitioning and parallel processing are two complementary techniques to achieve the reduction of query 
processing cost in data warehousing design and development (Bellatreche, 2006). 
 
Data Mining 
 
As a process, data mining endeavors require certain steps necessary to achieve a successful outcome. A step 
common to data mining is infrastructure preparation. Without the infrastructure data mining activities simply 
will not occur. Minimum requirements for the infrastructure are: a hardware platform, database management 
system (DBMS) platform, and one or more tools for data mining (Marakas, 2003). The hardware platform, in 
most cases, is a separate platform than that which originally housed the data. The data mining environment is 
usually a client/server architecture or a Web-based architecture (Turban et al., 2005). To perform data mining, 
data must be removed from its host environment and prepared before it can be properly mined. This process is 
called extraction, transformation, and loading (ETL) process, in which the data is scrubbed/cleaned and 
transformed according to the requirements and then loaded to the hardware platform, usually a data warehouse 
or data marts (Han & Kamber, 2006; Marakas, 2003; Turban et al., 2005). A DBMS is the fundamental system 
for the database. Sophisticated tools and techniques for data mining are selected based on mining strategies and 
needs. A well developed infrastructure is to be a pre-mining assurance for a successful data mining endeavor.  

Data mining is the analysis of observational data sets to find unsuspected relationships and to 
summarize the data in novel ways that are both understandable and useful to the data owner (Hand et al., 2001). 
Another term that is frequently used interchangeably with data mining is knowledge discovery in databases 
(KDD). KDD was coined to describe all those methods that seek to find relations and regularity among the 
observed data and was gradually expanded to describe the whole process of extrapolating information from a 
database, from the identification of the initial business objectives to the application of the decision rules 
(Giudici, 2003). Although many people treat data mining as a synonym for KDD, there are differences between 
the two. Technically, KDD is the application of the scientific method to data mining (Roiger & Geatz, 2003). 
Apart from performing data mining, a typical KDD process model includes a methodology for extracting and 
preparing data as well as making decisions about actions to be taken once data mining has taken place. The 
KDD process involves selecting the target data, preprocessing the data, transforming them if necessary, 
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performing data mining to extract patterns and relationships, and then interpreting and assessing the discovered 
structures (Hand et al., 2001). In contrast, data mining is the process of forming general concept definitions by 
observing specific examples of concepts to be learned. It is a process of business intelligence that can be used 
together with what is provided by information technology to support company decisions (Giudici, 2003). A data 
warehouse has uses other than data mining. However, the fullest use of a data warehouse must include data 
mining (Marakas, 2003), which in turn, at an upper level, discovers knowledge for the user. 
 
Conclusion 
 
There are more issues in relation to the topics discussed above, but their discussions are limited here due to the 
paper size. Some of the methodologies have been practiced in the real world and accepted by today‟s businesses. 
Yet new challenging methodologies, particularly in data modeling and models for physical data warehousing 
design, need to be further researched and developed.  

Future information systems research will continue with the study of problems in information systems 
management, including systems analysis and design (Banker & Kauffman, 2004). According to Cunningham et 
al. (2006), there are up to date no agreed upon standardized rules for how to design a data warehouse to support 
customer relationship management (CRM) and a taxonomy of CRM analyses needs to be developed to 
determine factors that affect design decisions for CRM data warehouse. Enterprises are moving towards 
building the operational data store, which derives data from enterprise resource planning (ERP) systems, 
solutions for real-time business analysis. There is a need for active integration of CRM with operational data 
store for real-time consulting and marketing (Bellatreche & Mohania, 2006). 

In the data modeling area, to develop a more general solution for modeling data warehouse current ER 
model and dimensional model need to be extended to the next level to combine the simplicity of the dimensional 
model and the efficiency of the ER model with the support of object oriented concepts (Raisinghani, 2000).  
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Abstract 
 
Data mining involves searching through databases for potentially useful information such as: knowledge rules, 
patterns, regularities, and other trends hidden in the data. In order to complete these tasks the contemporary data 
mining packages offer techniques such as neural networks, inductive learning decision trees, cluster analysis, link 
analysis, genetic algorithms, visualization etc. Businesses are now facing globalized competition, and are being forced 
to deal with an enormous amount of data. The vast amounts of data and the increasing technological ability to store it 
also facilitated data mining. Nowadays, data mining is more widely used than ever before. Not only by businesses who 
seek profits, but also by nonprofit organizations, government agencies, private groups and other institutions in the 
public sector. Organizations use data mining as a tool to forecast customer behavior, reduce fraud and waste, and 
assist in medical research. 
 

Introduction 

Data mining involves searching through databases for potentially useful information such as: knowledge rules, 
patterns, regularities, and other trends hidden in the data. In order to complete these tasks the contemporary data 
mining packages offer techniques such as neural networks, inductive learning decision trees, cluster analysis, 
link analysis, genetic algorithms, visualization etc. (Hand, Mannila, & Smyth, 2001; McPhail, 2008; Ranjan, 
2009). In general, data mining is a data analytical technique that assists businesses in learning and understanding 
their customers so that decisions and strategies can be implemented most accurately and effectively to maximize 
profitability. Data mining is not general data analysis, but a comprehensive technique that requires analytical 
skills, information construction, and professional knowledge.  

Businesses are now facing globalized competition, and are being forced to deal with an enormous 
amount of data. The vast amounts of data and the increasing technological ability to store it also facilitated data 
mining. In order to gain a certain level of competitive advantage, a data analytical technology called data mining 
is now commonly adopted among businesses. Nowadays, data mining is more widely used than ever before. Not 
only by businesses who seek profits, but also by nonprofit organizations, government agencies, private groups 
and other institutions in the public sector. Organizations use data mining as a tool to forecast customer behavior, 
reduce fraud and waste, and assist in medical research.  
 
Background 
 
Data mining uses statistical analysis, artificial intelligence, and machine learning technologies to identify 
patterns that could not be found by manual analysis alone. The primary function of data mining has already 
amazed many people and is now considered one of the most critical issues towards a business’s success. 

However, data mining is not born all of a sudden. The earliest usage of data mining can be traced back in the 
World War II years. Data analytical methods such as model prediction, database segmentation, link analysis, 
and deviation detection, were used for military affairs and demographic purposes by the U.S. government, but 
data mining had not been seriously promoted until the 1990’s (Meletiou & Katsirikou, 2009).  

Gramatikov (2006) compares statistical methods to data mining, differentiating them by the ultimate 
focus of these two tools. Statistical methods use data which is collected with a predefined set of questions.  
Statisticians are looking either for describing parameters of data or making inferences through statistics within 
intervals. With data mining, knowledge is generated from hidden relations, rules, trends and patterns which 
emerge as the data is mined. 

The reason that data mining has been developed enormously again in the last few years is that huge 
amount of information was demanded by modern enterprises due to globalization. Important information 
regarding the markets, customers, competitors, and future opportunities were collected in the form of data to the 
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database and needed data mining to unearth useful information and knowledge. Otherwise, a huge, overloaded, 
and unstructured database could just make it very difficult for companies to utilize and mislead the database 
users.  

Public administration is, broadly speaking, the study and implementation of policy. The term may 
apply to government, private sector organizations and groups, and individuals. The adjective 'public' often 
denotes government at federal, state, and local levels, though it increasingly encompasses nonprofit 
organizations such as those of civil society or any not specifically acting in self-interest. Then, a long list exists: 
colleges and universities, health care organizations, charities, as well as postal offices, libraries, prisons, etc.  

In the public sector, data mining initially were used as a means to detect fraud and waste, but have 
since grown into the use for purposes such as measuring and improving program performance. Data mining has 
been increasingly cited as an important tool for homeland security efforts, crime prevention, medical and 
educational application to increase efficiency, reduce costs, and enhance research.  

  
Benefits Of Data Mining In Public Administration 
 
Data mining techniques offer public sector opportunities to optimize decisions based on general trends extracted 
from historical data. With the knowledge that can be extracted from the data public organizations can level up 
its knowledge accumulation strategies and steps. The knowledge that can be derived with the data mining could 
serve first as a tool for better governance and second as a means for sustaining the organizational knowledge. 
Data mining technology is applied in different aspects of public administration such as healthcare, immigration, 
law enforcement and other public sectors to solve specific business or research problems. Examples of 
application areas follow. 
 
Improving Service or Performance 
 
The purpose of SBA’s (Small Business Administration) lender/loan monitoring system is to improve service or 
performance. The system was developed by Dun & Bradstreet. SBA uses the system to identify, measure, and 
manage risk in its business loan programs. Its outputs include reports that identify the total amount of loans 
outstanding for a particular lender and estimate the likelihood of loans becoming delinquent in the future based 
on predefined patterns (GAO, 2005). 

Hospitals are currently using data mining to save money in the long-run by reducing medication errors 
and the cost of transcribing doctors’ dictation. For example, a family practitioner at UW Health’s Meadowood 

clinic, uses the Epic System to order a drug, the computer automatically checks a database of potentially cross-
reactions with other medications that the patient is currently taking. This system makes it easier for doctors to do 
their job very well, and at the same time, this system makes it easier for patients to see their information and 
interact with doctors. Also, with the growing rate of infection epidemic in hospitals in the United States, some 
hospitals are adopting data mining techniques to inform doctors on problems they might miss. MedMined of 
Birmingham is a company that has sold its data analysis services to hospitals to help detect infection in its early 
stage. Hospitals transmit encrypted data from patient’s records to MedMined, which then uses its data mining 
algorithms to detect unusual patterns and correlations. At first only a few hospitals used this system but now it is 
becoming a necessity in hospitals (Lok, 2004). 
 Cahlink (2000) reported that data mining techniques are used by health organizations and hospitals to 
improve upon work processes. The Center for Disease Control and Prevention National Immunization Program 
in Atlanta implemented data mining software to allow better tracking of reactions to vaccine. The program has a 
huge database of adverse reactions to vaccines reported by physicians, clinics, and hospitals, patients and 
pharmaceutical companies across the nation. Statisticians and federal researchers monitor the data regularly to 
find problems caused by a single vaccine or vaccine combinations.  

Through a cooperative agreement, the FDA's Division of Drug Risk Evaluation in the Office of Drug 
Safety has been working for almost two years to implement a desktop data-mining software system. This data 
mining tool will help to evaluate the hundreds of thousands of reports submitted annually to the Adverse Events 
Reporting System (AERS) - a system that has become more widely available to the public (Anonymous, 2005). 
 Delavari, Shirazi, & Beikzadeh (2004) showed that higher educational institutes use data mining 
models to identify which part of their processes can be improved by data mining technology and how they can 
achieve their goals. Data mining is used in the educational system to allocate resources and staff more 
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efficiently, manage student relations and enhance the performance of the institution and its students and faculty. 
Databases include information on students and teachers, course schedules, academic performance, test scores, 
extra-curricular activities, post-graduation activities, etc., all of which can guide an institution on how to 
improve. 
 
Helping Customer Relations Management (CRM) 
 
Studying consumer behavior is the primary purpose of data mining. Data mining has enabled businesses to 
provide better customer service through the use of CRM technology. Most federal agencies have different 
customers such as citizens, businesses, other government agencies and even offices within agencies and each 
customer interaction provides extensive data which is used to develop new channels of service for customers. 
CRM is a conglomeration of technologies and management strategies which is used by organizations to control 
the operational side of their business. CRM is implemented in every department that deals with customers, be it 
in sales, technical support, customer service or marketing. CRM combines all customer data derived from these 
departments into one place such that the information can be accessed anywhere. This will enable the company to 
see the snapshot of a customer’s history whenever a customer is contacted.  

According to Dean (2001), the government’s use of CRM technologies is very different from the 

private sectors benefits. Businesses use CRM to weed out customers that are costly to serve while the 
government uses CRM as a tool to help them acquire customers. All the same agencies use CRM to learn about 
customer habits which is used to create efficiency and cost-savings solutions. The Internal Revenue Service uses 
CRM as a federal tax payment system. IRS uses this system to facilitate the collection of tax payments from 
corporations. Also, this system is incorporated in the IRS’s call center and it help customer service to have 

access to taxpayer’s data to help resolve any issues they may have with their tax payment. This system has been 
said to help reduce the time it takes taxpayers to phone in payments by more than 40 percent and the number of 
taxpayer requests have dropped by 90 percent. The average payment now takes just 2 minutes and 20 seconds, 
and it happens 100,000 times a day.  

CRM has helped governments and businesses to take an inventory of their customers, identify the 
products and services provided to customers, identify the methods of providing the products and services, and 
measure the effectiveness of communications with the customers through service channels. 
 
Analyzing Scientific and Research Information 
 
The increasing amount of data accumulated in the healthcare industry creates databases which can serve as basis 
for data mining. As the healthcare industry continues its work to enhance quality of care, promote services and 
reduce cost, undiscovered patterns of care will become increasingly transparent, first for physicians, nurses and 
other clinicians, and ultimately for all consumers of healthcare. Providers are now beginning to recognize the 
value of data mining as a tool to analyze patient care and clinical outcomes. As providers deploy advanced 
clinical data systems, more granular, primary data is becoming available for analysis. 

In healthcare, increased access to data and information has facilitated the development of new drugs 
which seem to be produced at ever-increasing speeds, as Boire (2005) claims. By being able to quickly analyze 
volumes of data from all kinds of different tests and during different time periods, data mining represents a 
critical cog within the drug development process. What was once a few years ago almost considered impossible 
entered the realm of the possible through access to these newfound capabilities due in large part to data mining. 
According to scientists, this breakthrough discovery of being able to map the DNA genome offers limitless 
possibilities in the development of new drugs now that specific genes can be isolated. 

Data mining gives an opportunity to analyze the actual impact of one variable on another. The analysis 
of data mining results enables healthcare industry to discover new approaches in care delivery that consider a 
multitude of data points. A big step forward was achieved in medical research with the help of data mining. 
Children's Memorial Research Center, a leading U.S. pediatric hospital and research institute, has gained unique 
insights into tumor classification and treatment strategies with the help of SPSS predictive analysis. The 
automated extraction of information from biomedical literature promises to play an increasingly important role 
in text-based knowledge discovery processes (Business Wire, 2005). 
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Managing Human Resources 
 
According to Ashbaugh & Miranda (2002), Human Resource Management System (HRMS) is an integral part 
of the digital government which streamlines government processes in accounting, payroll and personnel 
administration. The underlying architecture for digital government is the Internet and integrated administrative 
systems commonly known as enterprise resource planning (ERP) systems. ERP systems are built on software 
that integrates information from different applications into a common database. The ERP system and HRM 
system is the linkage between financial and human resources application through a single database in a software 
application that is both rigid and flexible. The rigidity comes from the need to standardize processes and deter 
customers from modifying the underlying software source code. Flexibility refers to the customer’s ability to 

configure the software to collect specific data and other business goals. Business intelligence is a new concept in 
the public sector, uses advanced analytical tools such as data mining to provide insights into organizations 
trends and patterns, and helps organizations to improve their decision-making skills. HRMS and business 
intelligence can be used to support personnel management decisions, including turnover analysis, recruitment, 
training analysis, and salary/workforce planning.  

US Air Force uses data mining to manage its human resources. U.S. Air Force has signed an $88.5 
million, multiyear contract with the Oracle Corp., which includes a closely watched deal to build a new logistics 
system for the organization. The Air Force's Expeditionary Combat Support System (ECSS) is intended to 
replace more than 500 legacies IT systems with one integrated, commercial supply chain management system. 
Oracle was competing against other enterprise resource planning vendors for the ECSS contract. Oracle uses 
data mining to provide information on promotions, pay grades, clearances, and other information relevant to 
human resources planning (Cowley, 2005). 
  
Detecting Fraud, Waste, and Abuse 
 
In the government, data mining was initially used to detect financial fraud, waste and abuse. The Department’s 

of Agriculture’s Risk Management Agency (RMA) uses data mining methods to identify potential abusers, 

improve program policies and guidance, and improve program performance and data quality. RMA uses 
information collected from insurance applicants as well as from insurance agents and claims adjusters. The 
department produces several types of outputs, including lists of names of individuals whose behavior matches 
patterns of anomalous behavior, which are provided to program investigators and sometimes insurance agencies. 
In addition it also produces programmatic information, such as how a procedural change in the federal crop 
insurance program’s policy manual would impact the overall effectiveness of the program, and information on 
data quality and program performance, both of which are used by program managers (GAO, 2005). 

Fraud in healthcare is controlled by the use of data mining by federal agencies. The agency can 
compare costs charged for medical services and find health-care providers overcharging their patients. Data 
mining is used to compare treatments for different medical conditions to determine if a patient is receiving 
inadequate or excessive care. Researchers are currently using data mining to review records of infants stored in 
the database to compare the effectiveness and safety of the narcotics morphine and fentanyl in easing pain. The 
need to mine existing data is very important in newborn intensive-care units, where different treatments can not 
always be studied in large scale randomized clinical trials (Landro, 2006).  

Instead of insurance companies continuing to rely on the medical expertise of physicians, as well as 
other trained clinicians, to manually review insurance claims to detect healthcare fraud and abuse, companies 
can now use a data mining framework that assesses clinical pathways to construct an adaptable and extensible 
detection model. Clinical pathways are driven by physician orders, as well as industry and local standards of 
clinical care.  Pathways provide the medical community with algorithms of the decisions to be made and the 
care to be provided to a particular patient population.  The use of clinical pathways in detecting insurance fraud 
and abuse by service providers shows significant promise.  A care activity is highly likely to be fraudulent if it 
orders suspiciously.  For example, a typical pattern of physicians is that of ordering noninvasive tests before 
ordering more invasive ones.  Therefore, there is a high probability that the same set of medical activities 
ordered in a different order is fraudulent or abusive  (Yang & Hwang, 2006). 
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Detecting Criminal Activities 
 
Data mining is also used by federal and state agencies to identify criminal activities, fraudulent misuse of 
governmental credit card, Medicaid and Medicare abuse. The SPSS predictive analytics software is used for 
crime prevention. This software’s ability to detect unusual activity patterns has aided in the detection of credit 

card and Medicare fraud. In Richmond, Virginia, police use data mining to help them predict where to put 
patrols for crime prevention. An arm of the U.S. Army’s homeland security uses the SPSS software to fight 

cyber crimes. The Army aims at protecting the databases of utility companies from hackers bent on shutting 
down these systems from performing (Van, 2005). 

IRS uses the system to identify financial crime, including individual and corporate tax fraud. Its outputs 
include reports containing names, social security numbers, addresses, and other personal information of 
individuals suspected of financial crime, including individual and corporate tax fraud. Reports are shared with 
IRS field office personnel, who conduct investigations based on the report’s results (GAO, 2005). 

In line with Boire (2005), the murder rate of New York City was reduced from 2200 in the late 1970s 
to between 600-700 murders a year over time and under Giuliani’s leadership. Not undervaluing some other 
factors like Bill Clinton’s bill to increase the number of police officers and zero tolerance policy, initiated by 
Giuliani, resulted in the full prosecution of even minor crimes such as the illegal placement of graffiti on public 
property, Giuliani used technology and data mining to analyze data concerning crimes in all sectors of his city. 
Data mining made it possible to analyze massive amounts of data that allowed uncovering trends and patterns 
concerning future crime behavior within high risk areas. 
 
Detecting Terrorist Activities 
 
Following the terrorist attacks of September 11, 2001, data mining has been used increasingly as a tool to help 
detect terrorist threats through the collection and analysis of public and private sector data. Data mining has 
become one of the key features of many homeland security initiatives and its use has also expanded to other 
purposes. 

In the context of homeland security, data mining can be a potential means to identify terrorist activities, 
such as money transfers and communications, and to identify and track individual terrorists themselves, such as 
through travel and immigration records. Some of the homeland security data mining applications represent a 
significant expansion in the quantity and scope of data to be analyzed. Some efforts that have attracted a higher 
level of congressional interest include the Terrorism Information Awareness (TIA) project (now-discontinued) 
and the Computer-Assisted Passenger Prescreening System II (CAPPS II) project (now canceled and replaced 
by Secure Flight) (Seifert 2006). Other initiatives that have been the subject of recent congressional interest 
include the Multi-State Anti-Terrorism Information Exchange (MATRIX), the Able Danger program and data 
collection and analysis projects being conducted by the National Security Agency (NSA) (News Release, 2006). 
 Other government data-mining projects include Talon, a program run by the Pentagon's 
Counterintelligence Field Activity, which collects reports on demonstrators outside U.S. military bases. 
Thousands of such reports are stored in a database called Cornerstone and are shared with other intelligence 
agencies. The Pentagon's Advanced Research and Development Activity based at Fort Meade, Md., runs a 
research program whose goal is to develop better ways to mine huge databases to help the nation avoid strategic 
surprises such as those of September 11, 2001 (Boyd, 2006). 
 
Barriers Of Data Mining In Public Administration 
 
Two precursors are necessary for a successful data mining expedition: a clear formulation of the problem to be 
solved, and access to relevant data. Complicating the formulations of the problems to be solved and inherent in 
the public sectors are constraints raised by political opposition, privacy considerations, and concerns arising 
from the inherent limitations of the technology itself and the competency and hidden agendas of those who 
would implement the data mining projects and interpret its outputs. The most potent threat to privacy interests 
created by data mining technology arises from efforts to prevent terrorism in this country and overseas. As a 
result of anguished inquiries into the failure of the Unites States military and intelligence braches to detect the 
risk, and to intercept at least one previously identified terrorist before he boarded the airplane at Newark Airport 
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and participated in the attacks, it became more politically acceptable for politicians and public servants to 
procure and develop more effective and potentially intrusive data mining techniques in the interest of public 
safety. 

Building on the USA PATRIOT Act was the Total Information Awareness Project (TIA) developed by 
the Department of Defense. TIA was designed to collect information on individual’s financial transactions, 

travel records, medical records, and other activities from a wide variety of public and private databases. The 
data mined from these sources was to be used to prevent terrorism. Unlike the USA PATRIOT Act, which 
passed through Congress with little opposition, two bills were introduced in Congress to prevent TIA from 
moving forward. TIA was much broader in scope than the USA PATRIOT Act, and focused on collecting 
information about ordinary Americans rather than terror suspects. Because TIA was seen as a greater threat to 
with less return in security, Congress was widely against it. The TIA project has since been scrapped (Bagner, 
Evansburg, Watson, & Welch, 2003). 
 
Future Trends 
 
The world is fast becoming a global village and with this comes the urgent need for a new generation of 
computational tools to assist humans in extracting useful information from the rapidly growing volumes of 
digital data. The future of data mining lies in predictive analysis or one-click data mining, accomplished through 
the simplification and automation of the entire data mining process.  

Despite the limitations, data mining will have a tremendous impact on how business is done in the 
future. As a technology, data mining will become more embedded in a growing number of business applications 
making it more readily available to a wider market segment. The developers of data mining applications 
therefore need to develop it into something that most users can work with and that can provide and add value to 
our every day lives. Easier interfaces will allow end user analysts with limited technical skills to achieve good 
results 
 
Conclusion 
 
Data mining has become an indispensable technology for businesses and researchers in many fields including 
public administration. Since in public sectors, organizations and decision makers, are dealing with a volume 
amount of information from the public, a systematic way of collecting data and reading collected data is 
necessary. This, not only finds the similarities from one case to another, but also identifies unique cases and 
extreme values. Decision makers, service providers, and researchers are then be able to launch the next action, 
based on the knowledge discovered from the database and this increases their chances of being right. When the 
target market is the entire human population in the universe, instead of any other business market, data mining 
means more than making money for someone’s self. Exercising data mining in public administration is to help 

the public, improve people’s lives, and hence benefit the public as a whole. 
 
Future Research Directions 
 
Predictive Analysis 
Augusta (2004) suggested that predictive analysis is one of the major future trends for data mining.  Rather than 
being just about mining large amounts of data, predictive analytics looks to actually understand the data content.  
They hope to forecast based on the contents of the data.  However this requires complex programming and a 
great amount of business acumen.  They are looking to do more than simply archive data, which is what data 
mining is currently known for.  They want to not just process it, but understand it more clearly which will in 
turn allow them to make better predictions about future behavior.  With predictive analytics you have the 
program scour the data and try to form, or help form, new hypotheses itself.  This shows great promise, and 
would be a boon for public administration everywhere.   
 
Diversity of Application Domains 
Data mining and X” phenomenon, as Tuzhilin (2008) coined, where X constitutes a broad range of fields in 
which data mining is used for analyzing the data.  This has resulted in a process of cross-fertilization of ideas 
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generated within this diverse population of researchers interacting across the traditional boundaries of their 
disciplines. The next generation of data mining applications covers a large number of different fields from 
traditional businesses to advance scientific research. Kantardzic & Zurada (2005) observed that with new tools, 
methodologies, and infrastructure, this trend of diversification will continue each year. 
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Abstract 
 
The paper focuses on biotechnologies and the biotech industry. It aims to suggest appropriate knowledge governance 
strategies according to the biotech industry features. 
The biotech industry is an emerging component of the global economy, fostering with new products many socio-
economic fields. Distinctive features of this industry are the strong relationship between knowledge, innovation and 
competitiveness; the collaborative basis of research; and the importance of small firms. 
The starting point of the paper is a description of the biotech industry in Europe, also in comparison to the North 
American ones. A literature review about the pros and cons of doing “wholly proprietary” or “wholly open” 

knowledge strategies follows. Then, we propose a model and report the main results of an on-field research, finally 
formulating some considerations based upon the empirical evidence. 
Our survey concerns many Italian biotech firms and tries to shed light on the openness degree of their knowledge 
strategies. 
 
Biotechnology as a global meta-sector 
 
Main features of biotech industry 

 
Broadly defined, biotechnology includes techniques for manipulating micro-organism. The pioneering work of 
Watson and Crick in the early 1950s, which described the structure of DNA as a double helix, laid the 
foundation for the development of the science of molecular biology. The core technologies used in 
biotechnology – DNA syntesizing and sequencing, cell fusion methodologies for producing hybridomas – are 
approximately thirty years old. Cohen and Boyer’s 1973 breakthrough in genetic engineering methods enabled 
gene reproduction in bacteria and heralded the arrival of a new era. Cesar Millstein and George Kohler produced 
monoclonal antibodies using hybridoma technology in 1975; and in 1976 DNA sequencing was discovered and 
the first working synthetic gene developed. These discoveries laid the technological base for the emergence of 
start up firms specializing in the “new biotechnology” (Shan et al., 1994: 387-388). 

Yet despite its youth, biotechnology is a burgeoning field. 
Biotechnology is commercialized in existing markets including pharmaceuticals (therapeutic and 

diagnostic), food, agriculture, chemicals, and environmental and pollution controls. 
In many respects, biotechnology is not an industry per se, but a set of technologies with the potential to 

transform various field – pharmaceuticals, chemicals, agriculture, veterinary science, medicine, even waste 
disposal (Powell et al., 1996: 123). 

OECD biotechnology definition, updated in 2005, refers to “the application of science and technology 
to living organisms, as well as parts, products and models thereof, to alter living or non-living materials for the 
production of knowledge, goods and services”. OECD definition suggests that biotech industry is not a business 
sector in traditional way of thinking. Rather, it is a cross-sector, or a meta-sector: we can think of it as a 
scientific and technological platform that yields and provides knowledge afterwards industrial sectors.  

Coherently with OECD definition, we can think of biotechnology firms as actors involving in 
discovering activities able to fertilize knowledge possessed by actors playing in different industries. In fact, the 
biotech industry inventions are used in other industries both in terms of novel products and improved production 
methods. It is difficult to get exact data to describe the impact, but the industrial sectors that may pick up 
biotech inventions are numerous (European Commission, 2007b: 3-4): the pharmaceutical industry, the 
agricultural industry, the chemicals industry, the plastic industry, the pulp and paper industry, the textile 
industry. Thus, biotechnology is a very important part of a chain research, knowledge exploration and 
exploitation activities which generate novel products or production processes in many industrial sectors and the 
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knowledge explored by the biotech companies is exploited for several and a wide array of different uses. 
According to its different applications, we can recognise five areas framing the biotech industry: red biotech, 
green biotech, the grey (or white) biotech, the blue biotech and the bioinformatics area. 

The red biotech includes many applications with considerable economic and public health significance: 
biotech-based products are mainly for therapeutic use (e.g, biopharmaceutical), but also diagnostic and 
preventive (e.g., vaccines). Red biotech is an important source of innovative healthcare products and accounts 
for the largest number of biotech companies in Europe as well as in the USA. In the discovery of new 
medicines, diagnostic and the understanding of diseases, biotechnology provides new R&D tools and the 
number of biotech drugs in late stage clinical trials steadily increases. A great part of all innovative medicines, 
whether traditional small molecule pharmaceuticals or bio pharmaceutical proteins, are made available by 
applying biotechnology processes. 

The green biotech deals with agricultural and veterinary applications. With the rapid development of 
plant and animal science, modern biotechnology is anticipated to play an increasing role in the plant, animal and 
fish breeding industry, and will affect the competitiveness of the European food industry in general. Modern 
biotechnology is applied in a variety of ways in agriculture, forestry, horticulture and fishery. In primary 
production, biotechnology is used for the breeding and propagation of plants and animals, and indirectly, 
through the production of feed additives, veterinary pharmaceuticals and diagnostics. Biotech is also used to 
produce enzymes used as inputs for food processing, traceability of food ingredients, and assurance of food 
safety (Bio4EU study, 2007).  

The white biotech concerns the industrial manufacturing, energy and environmental applications. There 
are many examples that biotechnology is applied in various products already on the market, such as fibrous 
polymers from biomaterial for household applications (e.g. carpeting), biodegradable plastics made from maize, 
lubricants, cooling fluids, pulp and paper, and in mining (extraction of metals from ore using micro-organisms). 
Enzymes are used for food processing and to manufacture antibiotics, vaccines, vitamins, detergents, bulk 
chemicals and fine chemicals (Bio4EU study, 2007). The production of biogas, biofuel (ethanol) and chemicals 
from biomass are other examples where biotechnology is being used to improve the ecological sustainability of 
industrial processes and transportation. In so doing, biotechnological processes contribute to energy savings, 
reductions in water consumption, waste reduction, as compared to conventional (chemical) production 
processes.  

The blue biotech (or marine biotechnology) encompasses the applications of biotechnology techniques, 
such as bioprocessing, bioharvesting, bioprospecting, bioremediation, or in general molecular-based techniques, 
on marine organisms, to provide solutions in the fields of healthcare, food, cosmetics, adhesives, paints, 
aquaculture, fisheries, agriculture, environmental remediation, biofilms and corrosion, biomaterials, research 
tools, and so on. While this type of application is not new, the concept of blue biotechnology per se is relatively 
young and research into this field has entered a very dynamic phase. The potential of marine biotechnology 
relies o the rich marine biodiversity coupled with the fact that it is at a rather early phase development 
(European Commission, 2006).  

Bioinformatics is focused on developing and applying computationally intensive techniques (e.g., data 
mining, and machine learning algorithms) to improve the knowledge about biological processes: the creation 
and advancement of databases, algorithms, computational and statistical techniques, and models to solve 
theoretical and empirical problems arising from the management and analysis of biological data are the main 
output of this area. Main research efforts include sequence alignment, gene finding, genome assembly, protein 
structure alignment, protein structure prediction, prediction of gene expression and protein-protein interaction, 
and the modelling of evolution. (Società di Bioinformatica Italiana, 2009) 

To summarize the biotech industry distinctive features, it is useful considering the following aspects 
(Pistella, 2005: 669; Onetti, 2007: 6; Zucchella, 2007: 49): 
- the biotechnology industry is highly research intensive with ca. 40-45% of employees involved in research 

and development functions 
- strong relationship between knowledge governance capability and competitiveness of the firms: the 

competitive advantage does not lie on a cost leadership position rather on the knowledge governance 
capability of the firm. Knowledge exploration activities and investments, and human resource competences 
and experiences are crucial to conquer, maintain and defend own competitive advantage, however, in this 
sector, knowledge governance involves relational and alliance capability as biotech firms are not able to 
cover all the value chain ; 
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- high interdependence with other sectors, especially afterwards sectors; 
- global sector: despite biotech firms tend to concentrate in particular geographical areas (clusters), biotech 

industry is, like other emerging sector, a born global sector as it tends to develop in different geographical 
and economic contexts; 

- high incomes volatility and long term R&D cycles. 
 

A taxonomy of biotech firms 
 

Two different patterns characterise the way to enter and play in the biotech industry: the New Biotechnology 
Firms (NBF) model (sometimes labelled independent Dedicated Biotechnology Firms, DBFs model) and the 
Established Companies (EC) model (Powell, 1992; Allansdottir, 2000; Sorrentino, 2008). 

The two business models are diffused in the USA as well as in Europe. NBFs are small firms, strongly 
research driven. They appeared for the first time in the USA, in the middle 1970s, fueled initially by venture 
capital money and later by public stock offering, and still later by equity investments by large firms. Later many 
NBFs opened their doors also in Europe, especially in Great Britain and Germany and then in France and in 
Italy too. NBFs often start by the interaction and the cooperation between academic researchers and their core 
business lies in the discovery activity: knowledge exploration and knowledge creation are their crucial 
organizational processes, and the basic science and applied research skills are their typical cognitive 
competences. The knowledge seeking processes concern a very specific, limited field research that the 
researchers know very deeply: that allows them to accumulate experience over time and to improve the research 
outputs (essentially new knowledge) in an endless learning process. Despite their excellence in the discovery 
activity, the NBFs do not possess the full range of skills necessary to play autonomously in the biotechnology 
industry. In particular, they are not well equipped for tasks related to clinical testing procedures, manufacturing, 
marketing and distribution issues. In other words, usually they are not vertically integrated as they tend to 
concentrate their activity in the early phases of the value chain and catch value selling their science discoveries 
to established pharmaceutical, chemical, and agricultural companies whose work forces are not trained in 
biotechnology. In so doing,  NBFs concur to an efficient industrial labour division: on one hand, they transfer 
and share with established companies their knowledge exploration outputs; on the other hand, the well 
established companies develop, test and transform the NBFs discoveries in new products for the market. 
Further, a labour division such this reveals the high complementarity between firms that play different roles 
along the vertical industrial dimension and involves close relationships between the different role players to 
create value at the industry level. As we see later, these issues are central in the biotech firms knowledge 
governance decisions. 

The ECs model deals with big and strong vertical integrated firms assembling under their roof  the full 
range of skills to play in biotech industry: basic research, applied research, clinical testing procedures, 
manufacturing, marketing and distribution and regulatory process managing. They are pharmaceutical, 
agricultural or chemical firms, born before the biotech industry, that have strategically introduced inside their 
boundaries the biotechnolgies to diversify their research, control and product activities. 

 
An overview of biotechnology in Italy 
 
In comparison with other European Countries, especially Germany and Great Britain, Italian biotech industry 
shows a start and a development lag time. However, as Italian human, scientific and cultural good quality 
resources (scientists, universities and research centres) are not fully employed (SRM, 2008), next years Italy 
could make up for its delay and could show a growing firms entry rate in this sector. 

To have a good look at Italian biotech firms, it is useful starting from a multi-institutional approach 
(Powell, 1998: 233). Policy makers, research institutions, financial institutions, national development agencies, 
innovation centres and financial institutions: all of them play key roles in conducting, supporting, stimulating 
and funding research, and, in so doing in, all of them influence the knowledge strategies of biotech firms. 

Italian biotech system presents a complex frame: it includes a wide array of institutional and economic 
actors following heterogeneous goals (e.g., scientific, profit, regulation, occupational goals), and interacting 
each others in an articulate relational platform featured by ties of different nature and strength. FIG. 2 
summaries and counts the institutional and economic set of actors that frames the Italian biotech system. 
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FIG. 1: ITALIAN BIOTECH SYSTEM (our elaboration from Porter, 1998; IPI, 2007: 5-6) 

 
Italian biotech system is quite young and it is innovative not on only from a technological point of 

view, but also for structural and behavioural issues that have not yet deeply investigate by industrial economic 
and strategic management Italian scholars and policy makers. Yet, we know about the mission and the role of 
each actor; we have statistical reports about number of players, localisation choices, industry entry and exit 
rates, but nowadays, even tough the potential huge relapses that biotech industry could have for healthcare, 
agricultural and chemical industries, for human knowledge as public goods and for national economic and 
technological development, we do not know so much about strategic choices and organizational behaviours of 
Italian biotech firms. 

Recently published on field researches (IPI, 2007: 103; Parco Scientifico Tor Vergata, 2005: 26) 
highlight the following Italian biotech system features: 
- a low industry concentration rate (less low than other high tech sectors) and no tendency to a consolidation;  
- a very small firm dimensions; 
- one third of the firms is a NBF, with the core business concentrated on discovery activities; 
- most part of Italian biotech firms (NBFs and ECs) are concentrated in the red sector; 
- high quality of research processes and discovery activities; 
- starting from the last 1990s, a growing industry entry rate, with new firms from both academic and business 

spin-off. 
Even tough researchers represent a source of competitive advantage, and even tough the growing 

industry entry rate demonstrates that Italy have an unexploited potential to develop in this sector,  Italian biotech 
industry is affected by several weaknesses, such as: 
- lack of business experience and managerial competences of bioentrapreneur (Onetti, 2008); 
- lack of critical mass, not only at the individual company level but also at the cluster level: Italian biotech 

companies have not enough financial resources and organizational capabilities to foster an internationally 
well known and appreciated national biotech cluster (Zucchella, 2008) able at the same time to cooperating 
and  to compete with the others European clusters; 
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- lack of national venture capitalists: most of younger biotech firms  raise capital abroad, from foreign 
venture capitalists (IPI, 2007: 104; Farmindustria, 2005: 22); 

- lack of abroad visibility, even though the excellent Italian discovery activities; 
- lack of relational capability: the ties between academic and business world are almost weak. 

Besides these economic structural weaknesses, two factors have concurred to curb, during the last 
years, the industry biotech development in Europe and especially in Italy.  

The first is a social-cultural factor. Especially with regard to genetically modified (GM) food, 
according to some part of the European and Italian public opinion biotech outputs are a treat or a risk to avoid 
(Attemi and Tyzack, 2001), even tough nowadays European and Italian people knowledge about bitechnoloy, 
although improving, remains very limited (Attemi and Tyzack, 2001; Eurobarometer, 2005). The enhanced use 
of biotechnology needs to be accompanied by a broad societal debate about the potential risks and benefits of 
biotechnology including its ethical dimension. The attitude of the public is crucial for the acceptance of new 
technologies and products, which in turn has a major impact on the investment and marketing decisions of 
companies. Consumers can therefore be regarded as a factor directly affecting competitiveness. The difficulties 
with communicating – in a balanced way – the benefits and the risk of GM organisms led to decreasing public 
support for biotechnology in the 1990s (European Commission, 2007: 26). 

The second one is political and is related to the first somehow. European and Italian policy makers did 
not help enough biotech industry rising. In part, they have been influenced by the hostile public perceptions 
against biotech; in part, they need much more time to realised that biotechnologies and the related industry 
could have had strategic relevance for European economics, and to assign them the adequate attention in terms 
of investments and ad hoc institutional tools. The big delay in the intellectual property rights regulation in this 
field is a good example. In the USA, the clear and strong intellectual property rights regulation has fostered the 
biotech industry development since its earlier stages and has encouraged many NBFs to open the doors. 
European Union adopted a common set of rules to protect and licence intellectual property rights in biotech 
industry only in 1998, with Directive 98/44/EC, after long debating and since that year the lack of a clear and 
coherent legal framework for IPR protection has been an obstacle to development of biotech industry. 

 
The importance of knowledge in science-based industries and in the global context 
 
As previously mentioned, in biotech system knowledge and its economic use are a key issue. 

Knowledge has always played a primary role for social and economic development. New institutions 
and new organisation forms to try and to improve new methods to knowledge stocking, learning, teaching and 
exploring mark out every era (Burke, 2002): from the Cistercian abbeys, that in Middle Age formed a powerful 
network to knowledge over space and time transferring, just to the contemporary Open Source Communities, in 
which knowledge freely flowing among members is the key-resource to solve complex problems (Bauwens, 
2003, 2008a, 2008b; Berra and Meo, 2006; Gallino, 2007). 

On one hand, the conceiving of juridical mechanisms (such as intellectual property rights, IPRs) to 
knowledge transferring, sharing and economically exploiting is a milestone process for the capitalism rise. On 
the other hand, the value creation through knowledge exploring and exploiting (March, 1992; 1994: 261-268) 
has let firm become a fundamental institution to human economic activities organising.  

Last decades, however, the globalisation process escalation has stressed the relationship between firm 
and knowledge in such a way that the success of the first depends more and more from its capability to catch 
value from the second. The Information and Communication Technology revolution, the rise of high tech 
industries (e.g., telecommunication, aerospace, electronics, biotechnology, etc.) (Castells, 2000), the 
technological convergence increase (e.g., digital convergence) (Thurow, 2000), the high market and 
technological knowledge geographical dispersion (Doz et al., 2001), the growing investment in intangible assets 
by as private as public sectors (Rifkin, 2000; Foray, 2000): all these factors emphasize the importance of 
knowledge strategy issues for firm performances. 

Strategic management Scholars refer to knowledge strategy as the bundle of choices deals with 
knowledge protecting, exploring, exploiting, transferring and sharing, and with strictly correlated aspects, such 
as the disclosure risks, the technological standards rises and falls, the revenue and dissipation effects, the 
possess of complementary resources (Teece, 1989, 1998; Grindley and Teece, 1997; Boisot, 1995, 1998; 
Shapiro and Varian, 1999; Winter, 1989; Shapiro, 2000; West and Jason, 2000; West, 2003; Arora et al, 2001, 
among others). 
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In the knowledge strategy analysis a fundamental aspect is the opennes/closure dilemma. A strongly 
open (weakly closed) strategy is labelled a “wholly open strategy”, on the contrary, a weakly open (strongly 
closed) one is named a “wholly proprietary strategy”. At this point, you are wondering what the variables 

underlying the open/proprietary knowledge strategy degree are. 
 

Knowledge strategy openness/closure degree: a literature review 
 
Strategic management literature offers many schemata shedding light on different open/proprietary dilemma 
aspects.  

Winter (1987) links the dilemma to two issues: the firm assumptions about the value creation 
processes, and the knowledge codification effort. If firm assumes to catch maximum value from its knowledge 
autonomously exploiting it (i.e., following a closed approach), then firm should strongly preserve its knowledge 
in a tacit and not observable state; on the contrary, if firm assumes to extract maximum value from its 
knowledge by an open approach, exchanging it with third parties (e.g., through licensing, or entering in a 
strategic alliance), then firm should effort to codify and to make observable its knowledge. 

According to I-Space framework (Boisot, 1995; 1998), a firm’s knowledge strategy can be described 

either as a war position or a war of movement. The first kind of strategy (neoclassical or N-learning strategy) 
leads the firm to hoard its knowledge assets in an attempt to defy the equilibrating action of market forces. N-
learning refers to firms threatened with the erosion of knowledge-based competitive advantage. The implicit 
assumption is that the firm’s long-term interest are best served by retaining its strategic knowledge as long as 
possible (closed approach), and the challenge is to devise appropriate barriers to its diffusion. The orientation of 
such firms is essentially static: they hope to prolong a beneficial status quo for as long as possible. The second 
(Schumpeterian or S-learning strategy) pushes for a selective diffusion of its knowledge assets (i.e., for a more 
open knowledge approach) that will move it beyond market equilibrium and towards new opportunities. Such 
firms view knowledge in more dynamic terms, and are actively diffusing selected strategic knowledge to 
customers, subcontractors, and even to competitors. The differences between the two knowledge strategies can 
be summarized by saying that the first maximizes the current rents to be extracted from knowledge 
monopolistically held until the monopoly element has been competed away by market process, whereas the 
second focuses on future rents that such knowledge could generate, rents that might best be secured by 
cannibalizing previous knowledge and transferring it in a selective fashion, to help new knowledge exploring, 
also under the same firm’s control.  

Schilling (2005: 240-249) distinguishes between wholly proprietary systems and wholly open systems 
considering how much a firm protects its knowledge by using IPRs (e.g., patent, copyright, industrial or 
commercial secret) and how it trades its knowledge over markets or with partners (e.g., through licensing, cross 
licensing, technology transfer licensing, etc.). A wholly proprietary system involves that firm heavily resorts to 
IPRs to protect its knowledge and that it does not trade its knowledge in any case. The underlying assumptions 
are quite similar to the N-learning ones: firm catches maximum value from its knowledge protecting and 
retaining it. The wholly proprietary system main benefit is the fully product (or technology) development 
control (architectural control): if the strongly protected product (or technology) becomes the industry standard, 
than the firm could powerfully condition all the industry. A wholly open system, on the opposite, involves that 
firm does not resort to IPRs and lets its knowledge freely flows among people, organizations and industries. The 
assumption is quite similar to the S-learning ones: firm captures maximum value from its knowledge without 
juridical protection, promoting its rapid diffusion and stimulating a wide adoption among customers and firms 
producing complementary products. Actually, wholly proprietary system and wholly open system are almost 
rare. More commonly, firms adopt partially open systems, trading their knowledge over markets and with 
partners. The reasons for such conduct are many: one could be that firm does not possess complementary assets 
(e.g., production facilities, trade channels) to effectively exploit its knowledge assets on its own; another reason 
could be that firm retains to extract much more value from its knowledge asset portfolio by a strictly controlled 
diffusion among rigorously selected partners; a third reason could be that firm exchanges its knowledge assets to 
acquire and to learn, from a third part, knowledge (e.g., technologies, organisational processes, best practices, 
etc) that it doesn’t possess but that it needs. 

Although strategic literature offers further schemata to analysing the open/proprietary dilemma (Gille, 
2005; Muffatto and Faldani, 2004, among others), we can group them in two main streams. One way to face the 
question is mainly based on a market-hierarchy approach, which adopt a transactional point of view: according 
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to such approach (Boisot, 1995, 1998; Rullani, 2004a, 2004b), the openness/closure degree of a knowledge 
strategy depends on the knowledge diffusion rate, as to say it depends on the number of ties and on variety of 
actors (customers or suppliers; partners or competitors; private or public entities) with which firm exchanges its 
knowledge. However, patenting a new product or technology, in order to multiple-licence, it is not necessarily a 
more open knowledge strategy than entering in a strategic alliance with one or few highly selected partners. This 
assumption is coherent with those contributes which shed light on some critical aspects of Transaction Cost 
Economy (TCE) (Williamson, 1991) application to knowledge as an economic resource (Tsang, 2000). Moving 
from this assumption, we look forward the knowledge diffusion rate, and define the openness/proprietary degree 
mainly in terms of the deepness of firm interaction with one or more well identified actors in knowledge 
exploring, exploiting, transferring and sharing. 

 
Fully open/closed knowledge strategy: towards a multidimensional model of analysis 

 
Model assumptions 

 
Rooting in the in the previous models, and in the strategic, IPRs and knowledge management literature (Teece, 
1989, 1998; Grindley and Teece, 1997; Hansen et al. 1999; Rivette and Kline, 2000; Doz et al., 2001; Hall and 
Ziedonis, 2001; Reitzig, 2004, among others), we use the expressions “wholly proprietary approach” and 

“wholly open approach” to refer to many decisions related to knowledge governance issues firms face. We 
sustain that the “open”/“proprietary” degree of a knowledge strategy is linked to a rich and very articulate 

bundle of aspects. The forms trough which firms protect their knowledge (e.g., patent or secret), the earlier or 
later partner involvement in product ideation, the knowledge codification process, the wideness and frequency 
of licensing exchanges, the frequency of IPRs resorting, the way to combine the organisational mechanisms to 
interact with the external environment: all these variables should be considered in order to understand the 
open/proprietary dilemma. An adequate model of analysis should keep in count such multiple variables set: 
following we group and describe the set variables trying to shape theoretical lens more deeply appreciating the 
open/proprietary dilemma. 
I. Product concept ideation style: it is a continuous variable measuring the relevance of external stimuli in 

new idea generation, obeying to the struggle between “technology push” and “demand pull” innovation 

strategies (Rosemberg, 1982). In another way, this kind of decision is about the effective time at which the 
firm involves its partners in the product process development, complaining with the client/supplier early 
involvement principle. The more the firm involves its partners earlier in the product process development, 
the more it reveals an open knowledge approach. If the partner involvement starts with the idea generation, 
the firm is opening at maximum to the partner its organizational boundaries, with the following benefits and 
risks. In fact, a strong open position increases the reciprocal visibility among partners: on one hand, that 
means a sharper activities time planning, a less risk of delay and a costs reduction to modify the project or 
product framework; on the other hand, that could mean a risk in term of involuntary knowledge leakage to 
partner advantage. On the opposite, a strong proprietary position implies an autonomous product concept 
ideation: in this case the organizational firm boundaries are less permeable to the partner and the benefits 
and risks invert in comparison with the open position.  

II. Frequency of IPRs resorting: it is a continuous variable referring to firm attitude to resort to available IPRs. 
We assume that the more often the firm resorts to juridical mechanisms to protect its knowledge, the more 
proprietary its knowledge approach is; the more seldom the firm uses juridical mechanisms to protect its 
knowledge, the more open its knowledge approach is. If the reasons to resorting to juridical mechanisms are 
quite understandable (i.e., to effectively control at the firm level the knowledge rents appropriation process; 
to exchange IPRs over the markets or to enter in a strategic partnership), the reasons to not resorting to 
juridical mechanisms to knowledge protecting are quite less evident and need an explanation. A firm could 
decide to not resort to patent, copyright, industrial secrets, and so on, not only because it does not trust on 
law; it could decide to not protect its knowledge for strategic reasons. For example, it could let its new 
technology or new product concept free to flow among people, industries and countries, because it thinks 
that is the right way to promote a technology standard - if such a standard will rise, it could gain the first 
mover advantage-, or because it assumes that could increase its related complementary goods market share. 
A very interesting example of an extremely open position avoiding IPRs lies in the free software sector with 
the copyleft. Copyleft is rooted in copyright mechanism, but it inverts it to reach an opposite goal: instead 
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to be a tool to make knowledge excludible goods, it aims to keep it not excludible goods (and so free, in the 
sense of  “free to flowing”). 

III. IPRs management style: it is a continuous variable concerning the retention attitude, given a certain IPR. 
This is an interdependent but different bundle of aspects from those sub b), which concern strategic 
evaluations about using or not using available knowledge protection juridical mechanisms. If firm decides 
to resort to IPRs, it has also to decide how managing them, for example exploiting IPRs exclusively inside 
its organisational boundaries, or, on the contrary, licensing them to industrial or commercial partners. In 
other words, this bundle of decisions refers to the firm attitude in managing IPRs. Since firm has obtained a 
patent, it could decide to exploit it on its own, inside its boundaries; in alternative, it could decide to not use 
it for its production processes, but just to provoke tension in the industry. In both cases, firm manages its 
IPRs portfolio according to a style that we label “retention style” as it shows a firm that does not exchange 

the elements of its IPRs portfolio among others. Moving along an ideal continuum, we encounter firms 
more and more widely and regularly exchanging all the elements of their IPRs portfolio: we label this 
attitude to manage IPRs “diffusion style”. 

IV. Juridical integration level: if firm decides to exchange its knowledge, the juridical mechanism it chooses to 
exchange it is not neutral. Licensing, cross licensing, free licensing, technology transfer licensing, 
franchising, joint venture, patent pooling: all these mechanisms differ in terms of access to partner’s 

knowledge and in terms of own knowledge leakage risk. For example, licensing, and cross licensing are 
“quasi market” solution and avoid a strong interaction among the contracting parties. A technology transfer 

licensing is more enthralling: it involves not only patents, but also know how transfer between licensor and 
licensee. Standard setting organisations, joint ventures and consortiums imply a stronger interaction among 
partners: learning from partners is easier than “quasi market” solution, but the knowledge spill over risks 

are higher. According to how firm chooses and combines the heterogeneous juridical forms, it reveals a 
knowledge approach with a different open/proprietary attitude. 

V. Interorganizational integration: it is a continuous variable which, moving from Hansen, Nohria, Tierny 
(1999) taxonomy, measures the degree of organisational boundaries permeation. Firm could decide to 
exchange mainly codified knowledge, using “document based mechanisms”: blue prints, maintenance 

handbooks, check lists, ICT based mechanisms (such as data warehouse, data mining, knowledge mapping, 
electronic library) or any else physical support containing information, instructions, procedures, conceptual 
models. Or it could decide to share among partners and customers mainly its tacit knowledge. In this case, it 
relies mainly on “person based mechanisms”: face to face communication, communities of practices, 

interorganisational teams, knowledge fair. Although the two kinds of mechanisms are in some aspects 
interchangeable, according to how firm put together them, it doses the openness degree of its knowledge 
strategy. For example, if the knowledge sharing processes with the external actors strictly lies on 
“document based mechanisms”, that reveals firm is avoiding sharing its taciteness; on the opposite, if firm 

widely and regularly uses document based tools together with “person based mechanisms”, that reveals firm 

follows a more open knowledge approach. 
VI. Technological cooperation wideness: it is a continuous variable describing technological cooperation 

broadness. This set of decisions deals with the share of technologies developed by firm with industrial, 
commercial and institutional partners. The more high is the rate of shared technologies, the more open is the 
firm knowledge approach. 

According to how the heterogeneous aspects combine each others, the result is a weaker (stronger) 
proprietary (open) knowledge approach. So, we can use the bundle of decisions mentioned above as a model of 
analysis descriptive variables. 

An iconographic representation of this model is shown in FIG. 2. 
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FIG. 2: A WHOLLY PROPRIETARY/OPEN KNOWLEDGE STRATEGIES MULTIDIMENSIONAL MODEL OF 
ANALYSIS 

 
Main features of the model 

 
The model of analysis here exposed has different interesting features. It is a multidimensional, comprehensive, 
integrated and flexible scheme based on relatively continuous variables. 

Multidimensionality is related to the use of six non redundant variables to explaining and measuring 
the openness/closure degree of knowledge strategy. All variables involved in the measurement are strictly 
continuous or, at least, discrete but quite densely scaled. 

While each variable has been described in the previous paragraph, elements on the right side of fig. 1 
require a few remarks, proving the comprehensive nature of the model. The first column indicates what we 
focus on by using a certain variable: “specific point of view” means firm knowledge exploration and/or 

exploitation in relationship with a well determined third party; “global point of view” refers to an aggregate 

level of analysis.  
The second column highlights multiple roles knowledge plays in creating value,  and summarise crucial 

items related to the knowledge management express in term of a certain variable, assuming firm as a knowledge 
based organisation producing knowledge outputs by using knowledge inputs through processes involving, again, 
knowledge (Grant, 1996; Spender, 1996; Tsoukas, 1996).  

As you can observe from fig.1, both columns show an adequate mix of different values. Our model 
keeps in count both specific and global perspectives, as well as knowledge inputs, processes and outputs. 

Integration feature relies on the complementarity among variables, thus openness/closure degree is the 
result of a mix of the considered items. 

The described model is a flexible one, since an user can adopt more tight or strictly continuous scales 
for the six variables and/or fix differentiated weights in aggregating the various scores. In addiction, flexibility 
means compatibility with different normative views about knowledge strategy openness/closure degree choice: 
for example, the distinction between item sub II and III (or IV and V) may be associated or not to the 
assumption those aspects are connected each to other by a “before… then” interdependence. 

Obviously, knowledge strategy nature (quite proprietary or open) can vary over time, so its 
openness/closure can be traced by reiterated applications of the model, which is useful also in a dynamic 
perspective. 

The proposed model, moving from the literature previously mentioned, seems to make a progress from 
other approaches, mainly based on a monodimensional view and/or on dichotomous or merely discrete 
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variables. So it could be a more adequate instrument for characterizing the openness/closure degree of 
knowledge strategy than other approaches found in the literature mentioned above, mainly based on a 
monodimensional view and/or on dichotomous or merely discrete variables.  

We applied this schemata to shed light on the Italian biotech firms knowledge strategies. 
 

An empirical survey on Italian biotech firms knowledge strategy openness/closure 
degree 

 
We report now an on field inquiry conducted applying the model shown in fig. 1 to a quite significant panel of 
Italian biotech firms. 

The aim of this empirical analysis is not to validate the proposed model. As knowledge strategy 
openness/closure degree is a “multidimensional construct” – i.e. “a conceptual term used to describe a 

phenomenon of theoretical interest” (Edwards, Bagozzi, 2000: 156-157) which is not directly observable, 
needing a “latent model” of multiple not strictly correlated dimensions for being explained in such a way – it is 
logically very difficult, if not baseless, searching for an experimental validation (Petter et al., 2007). In fact, 
Barki (2008) observes construct quality evaluation should be focused not on construct conceptualization 
“truthfulness”, but mainly on the construct efficacy in predicting, explaining or describing interesting/important 

phenomena. 
Since highly specific and qualified knowledge is a basic asset in biotechnology and the 

openness/closure degree is a key issue of knowledge strategy, the object of this on field research is to draw an 
overview about Italian biotech firms attitude to mainly open or proprietary knowledge strategies. So data were 
collected in order to acquire some evidence about Italian biotech firms attitude to mainly open/proprietary 
knowledge strategies, also considering which specific mixes of the six dimensions mentioned above they tend 
to. 
 
Method 
 
On field analysis was based on a quite consistent and consolidated methodology. Data from firms were obtained 
by using a very short, clear but deeply planned written questionnaire. It was sent to firms and received from 
them via fax, obeying to CATI method; when necessary firms were further contacted via telephone. 

Data collection was completed in a quite narrow and homogeneous period of time (few months, 
approximately from September to November 2008). 

Questionnaire is made by ten questions, each one containing multiple preset answer choices, even if a 
specific totally free answer can be added as a residual option. A summarized overview of questionnaire items is 
shown in TAB. 1. 

 
TABLE 1: QUESTIONNAIRE STRUCTURE 

 
Question No. 1 – Relative weight of biotech development costs on firm’s total R&D investments 
Question No. 2 – Origin and nature of the firm (strictly independent or related to a pharmaceutical or another type of 
firm) 
Question No. 3 – Biotech products main destination (sectors, markets) 
Question No. 4 – Biotechnologies mainly used 
Question No. 5 – Product concept ideation process 
Question No. 6 – Frequency of IPRs resorting 
Question No. 7 – Juridical integration in knowledge transfer to client/partner 
Question No. 8 – Organisational mechanism used in knowledge transfer to client/partner 
Question No. 9 – Technological areas developed by using scientific parks, technopoles, innovation liaison offices etc. 
Question No. 10 – Ways of financing mainly used 

 
Since questions are quite always directly referred to the six dimensions of knowledge strategy 

openness/closure degree shown in fig. 1, quite simple descriptive statistical analysis was used for extrapolating 
evidences and results. Anyway, more sophisticated techniques of quail-quantitative data elaboration – such as 
principal component analysis and multiple correspondence analysis (Benzécri, 1973; Romeder, 1973) – could be 
applied. 
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Sample 
 

A crucial point of on field research was the statistical identification of biotech firm population in Italy. First of 
all, biotech firm notion is not universal: many researchers (e.g. Powell et al., 1996) restrict their attention to for-
profit firms engaged principally in human therapeutics and diagnostic. In contrast, according to OECD 
biotechnology definition and following other studies (Barley and Freeman, 1992; Amburgey, Shan and Singh, 
1994; European Commission, 2007b: 4), are biotech firms profit and non profit organisations engaged also in 
agricultural, veterinary, bioinformatics sectors which use biotechnologies to bring added value to their core 
business. 

Since biotechnology can be defined as a filiére (Bellon, 1984; Arena, Rainelli, Torre, 1985), wide 

filiére (Panati, Golinelli, 1991), meta-sector (Onetti and Zucchella, 2007), value system (Porter, 1985: 44), 
“Porter’s diamond” (Porter, 1990) or heterogeneous cluster (Porter, 1998), conventional statistical surveys 
rooted on sector and industry analysis are not representative. So, the number and sectorial/geographical 
distribution of biotech firms in Italy is not a shared information. Trying to solve this problem, many recent 
published surveys expose very different data, as shown in TAB. 2. 

 
TABLE 2: RECENT ESTIMATES ABOUT THE NUMBER AND TYPE OF BIOTECH FIRMS IN ITALY 

 
Source Data Year of data 
Osservatorio per il Settore 
Chimico del Ministero 
dell’Industria del Commercio e 

dell’Artigianato (2001: 4) 

ca. 200 Italian biotech firms (only 25% represented by small ones) 2000 

Ernst & Young (2001) 50 independent DBFs 2000 
Pammolli and Riccaboni (2001); 
Allansdottir et al. (2002: 33-34) 

197 biotech organisations (including: DBFs (64); ECs; public research 
organisations or PROs; divisions or DIVs controlled either by ECs or by 
DBFs) 

2000 

Regione Lombardia (2005) 29 DBFs (adaptation from Farmindustria, Federchimica and Assobiotec 
database) 

2002 

Biopolis (2007: 87) 0,77 biotech companies per Million Capita (pMC) 2001-2004 
Critical I (2005) 172 “all biotech active firms” (including 43 “core biotech” firms) 2003 
Critical I (2006); Zika (2007: 
120) 

51 “core biotech” firms 2004 

van Beuzekom and Arundel 
(2006) 

172 biotech firms (ISTAT data and OECD taxonomy used) 2004 

Farmindustria (2004) 88 pharmaceutical firms associated to Farmindustria and using 
biotechnologies (16 make research in biotechnology) 

2004 

Cotec (2006: 13-15) 83 DBFs (active in the period 2004-2005) plus ca. 25 firms (also not 
biotech focused) with registered patents in the period 1993-2003 
engaging biotechnologies 

various 

Istituto per la Promozione 
Industriale (IPI, 2007: 5-7) 

302 biotech companies: 102 DBFs; 200 other entities (OECD taxonomy 
used) 

2006 

Blossom Associati (2006) 163 “born biotech” and “pharma biotech” firms 2005 
Blossom Associati (2007: 12) 222 “born biotech” and “pharma biotech” firms 2006 
Blossom Associati (2008: 10) 228 “born biotech” and “pharma biotech” firms 2007 

 
Given the high variety of mentioned surveys in methods and evidences, it seemed baseless to assume 

the existence of a statistically consistent universe about Italian biotech firms. So, our inquiry starting point was a 
quite wide database of heterogeneous organisations engaged in biotech activities derived from Biotecnologia.it 
weblist and from Osservatorio per il Settore Chimico del Ministero dell’Industria del Commercio e 

dell’Artigianato (2001: second part, 19-55 ) data list. 
This database contained ca. 415 items, represented by public and private, profit and non profit 

organisations less or more directly involved in biotechnology. Being interested only to biotech firms, a selection 
was made, excluding public entities (University departments, CNR branches, BICs, ILOs, science parks etc.) 
and private firms specialized in support services for biotech activities (like consulting services in finance, 
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informatics services, maintenance, rent services, publishing etc.); also items to the same conglomerate were 
grouped. The result was a “short list” of less than 240 biotech firms. 

For the high uncertainty about the diffusion of economic biotech production in Italy, questionnaire was 
sent to a broader set of organisations. 

 
Main results 
 
Fifty (50) fully compiled questionnaires were received by contacted firms. All respondents (except one) belong 
to the “short list” previously selected, forming a quite significant panel in relation to it (ca. 21%). 

From a structural point of view, half panel is composed by entities qualifying themselves as “small 

independent biotech firms”, while bigger one are 7.9%. Biotech specialized entities derived from or internal at 

pharmaceutical firms/conglomerates amount at 21%, those linked to other big firm kinds (like oil or ITC 
companies) at 2.6%. Panel is completed by smaller firms with marginal or embryonic use of biotechnologies 
(7.9%), academic biotech spin offs (2.6%) and not necessarily private not for profit organisations (7.9%). 

Survey is useful for drawing respondents main business model features (see par. 4.2) and, then, for 
shedding light on their knowledge strategies openness/closure degree (see parr 3). 

Market orientation is strongly dominated by “red biotech” more than panel structural composition lets 

us imagine. Red option amounts at 67% of answers, while green and white options follow at long distance 
(10.3% and 11.3%), and bioinformatics is only at 2.9%. In addiction, many firms (47.4%) consider themselves 
as exclusively red oriented, while very few respondents (respectively, 2.6 and 7.9%) are entirely keen on green 
and white productions. 

Italian biotech firms dominant focus on the red market is clearly due to economic and social factors 
like: existence of an important pharmaceutical industry; public healthcare system significance; population 
ageing. We also notice an 8.4% of residual answers, proving biotechnology is not the unique or main core 
business for some respondents.  

Another relevant aspect of Italian biotech firm business model pointed out by survey is the product 
offering ideation. This item is rooted in the “demand pull” or “technology push” dilemma in technological 

change (Dosi, 1982: 149; Henderson and Clark, 1990, among others). Product co-definition with client/buyer is 
chosen from 25% of firms and 60.5% prefers a market based autonomous product ideation. A fully autonomous 
process, based on research and technology, is used by 14.5% of firms. 

Even though it is becoming more and more difficult to draw a rigid boundary line between market 
driven and resource based approach to product configuration (Faccipieri, 1988: 75-76; Sorrentino, 2008: 16-22), 
a strong attitude to the first one (ca. 86%) seems to exist in this case. This evidence could be explained by 
various hypothesis: respondents differentiated positioning in biotechnology filiére, scientific research system 

inefficiency; weak ties among biotech firms and scientific research system; etc. 
As regard to IPRs resorting, patent, copyright and PBR are very or quite often used, respectively, by 

47.5 and 34.2% of panel. A more limited use is declared by 7.9% of firms, while secret is very significantly and 
frequently preferred by remaining respondents (10.5%). Probably for the relevance of “red focused” biotech 

firms, half panel exclusively uses patents, while 14.7% of firms adopts more kinds of IPR. 
Juridical integration degree in managing knowledge with a specific counterpart is not extremely high in 

Italian biotech: 10.5% of them has no juridical integration (even if IPRs are used), since they do not transfer at 
all their knowledge assets to other entities. 52.4% uses quite standardized juridical mechanism for transferring 
(licensing, cross or free licensing, definitive patent cession, etc.). Instruments involving higher juridical 
integration (e.g., technology transfer licensing, free technology transfer licensing, patent pooling, etc.) are 
indicated by 22% of cases, while the most permeating mechanisms (e.g, crossholding, temporary association of 
enterprises, consortium, joint venture, etc.) are experimented only in 15%. 

Interorganisational integration level in managing knowledge towards a well identified third party is 
another basic topic. Contacted firms could choose among: integrating document mechanisms involving low 
interaction (i.e. preset documents); a little more integrating documental tools (e.g., customized documents 
and/or databases); more dynamic and bidirectional document/person based options (such as electronic 
communication, partner’s workforce training, knowledge brokers, etc.); highly permeating person based 
mechanisms (i.e. interorganisational team, interorganisational task force, community of practice, etc.). Firms 
choices describes the following relative distribution: 12.1%; 24.5%; 35.3%; 22.9%. Respondents sustaining to 
have no interorganisational integration in their knowledge approach are 5.3% of panel, the half of those firms 
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declaring to be without any juridical integration: this is an interesting data, highlighting there is not a fully linear 
and deterministic correlation between juridical and organisational dimension of knowledge strategy. 

It can also be noticed ca. 37% of panel uses two or more interorganisational integrating mechanisms, 
mixing tools with different permeating capability. 

Using a rough proxy of technological cooperation wideness, questionnaire asked to Italian biotech 
firms how many biotechnologies they were developing together with “soft and hard infrastructure” actors (e.g., 

Science Parks, Technopoles, BICs). Survey reveals 26.3% of respondents is not engaged in collaborations with 
Science Parks or similar institutions, proving a still limited and weak interaction with these enabling and 
supporting infrastructural mediators. Even though half of panel is developing/exploiting two or more 
biotechnologies resorting to mentioned institutions, the average number of shared technologies is low (19%). 

Financing is the last issue about biotech firms business model emerging from survey. Many studies 
(see Vona, 2008: 106-108 for a literary review) underline biotechnology financing – often concerning intangible 
oriented, small, innovative and “in start-up phase” organisations, is mainly based on cashflow retention, venture 

capital and/or economic/financial aids. Italian biotech firms confirm these assumptions, with such difference: 
the most opted answers are public aids and incentives (9.6%) and cashflow retention (9.4%), followed by stable 
equity (7.6%), while credit, venture capital, listing and institutional investors are mentioned, respectively, in 5.7, 
3.9, 1.5 and 0.3% of case. Anyway, 39.5% of panel indicates stable set of shareholders as the main source of 
company financing, confirming a certain “property approach” in Italian entrepreneurship (Golinelli, 2005) and a 

still limited resort to more advanced financial instruments (e.g., venture capital, merchant banking, listing, etc.). 
The last survey output is an application of the model shown in fig. 1. Great part of questions is in fact 

related to knowledge strategy open/proprietary nature, even if some variables were measured in a very simple 
way for practical reasons. 

In particular, question No. 5 refers to the first model dimension (product concept ideation), question 
No. 6 to the second one (frequency of IPRs resorting), question No. 7 to the fourth one (juridical integration), 
question No. 8 to the fifth (interorganisational integration) and question No. 9 to the sixth variable 
(technological cooperation wideness). The model third dimension (IPRs management style) was not directly 
measured by a specific question, so considerations were derived from questions No. 6 and 7; additional 
information were obtained from respondents via phone, asking them how many IPRs are regularly established in 
order to transfer/share them outside organisational boundaries. 

Reported values for each examined variable are shown in TAB. 3. 
 

Application of model variables Value Unit of measurement 
I. Shared product concept ideation with client/partner (question No. 5) 25,0% of respondents 
II. Very frequent IPRs resorting (question No. 6) 47,5% of respondents 
III. Highly diffusive IPRs management style (questions No. 6-7; 
additional information) 

76,4% 
of valuable knowledge 
outcomes 

IV. Preference for very high juridical integration (Question No. 7) 13,2% of respondents 
V. Preference for very high interorganisational integration (Question No. 8) 21,0% of respondents 
VI. Shared biotechnologies with Science Parks, Technopoles, etc. 
(Question No. 9) 

19,0% 
of considered 
biotechnologies 

 
TABEL 3: SOME DATA ABOUT ITALIAN BIOTECH FIRMS ATTITUDE TO HIGHLY OPEN KNOWLEDGE 

STRATEGY 
 
We can notice that wholly/highly knowledge strategies in each specific knowledge management 

process or experience are a very few group of firms. Fig. 6 contains a graphically more expressive 
representation of these results. 
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FIG. 3: AN ICONOGRAPHIC VIEW OF ITALIAN BIOTECH FIRMS ATTITUDE TO HIGHLY OPEN KNOWLEDGE 
STRATEGY 

 
Application of the model exposed above points out some interesting evidence. Italian biotech firms 

seem not to have a particularly high attitude to wholly knowledge strategy, even if many of them frequently use 
IPRs for their knowledge assets and outcomes. A merely aggregate or global analysis of their knowledge 
management practices, so present in prevailing literature, might be not sufficient, as IPRs management style, 
referred to portfolios of knowledge assets and outcomes, might seem also diffusive (see 76,4% in fig. 5), 
without meaning an highly open knowledge approach also in each knowledge management experience related to 
one o more well identified third parties, which is the basic analysis level adopted by Hansen, Nohria and Tierny 
(1999). 

 
Implications and future research perspectives 

 
Firm mainly open or proprietary knowledge strategy is analysed in this work, which outlines a model for 
detecting its openness/closure degree. This topic is discussed with a particular reference to science and 
technology based industries and productions (Pavitt, 1984; Grupp, 1996), like biotechnology, also thanks to an 
empirical test on Italian biotech firms. 

The study shows some significant scientific and managerial implications. 
On a scientific level, the model of analysis here proposed underlines the need for more 

multidimensional, comprehensive, integrated approaches in open/proprietary knowledge strategies depiction, 
based on strictly or relatively continuous metrics. Firm orientation to open/proprietary knowledge systems is the 
result of a multilevel or multistep decision process, in which juridical, technical, organisational items, on one 
hand, and specific (dyadic) or general (global) perspectives, on the other hand, represent differentiated 
concurrent – even if sometimes interdependent – aspects. 

On a managerial point of view, a concrete and quite practical mapping method is offered: it can be used 
above all in strategically managing a single knowledge project or experience, while previous studies focus on 
knowledge projects portfolio existing at a date. The proposed framework could also support strategy consistency 
and balance planning and evaluation, as knowledge strategy formulation might benefit by an explicit 
consideration of the six variables described above. 

This work has some limits, concerning both the theoretical model proposed and the empirical results 
exposed. The model is here described mainly according to a purely organisational manner, i.e. without an 
explicit reference to financial performance and economic indicators. 
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On field research relies on a simplified application of the model: a finer scaling of metrics could be 
adopted, even though not without some drawback in firms attitude to answer. In addiction, empirical data refer 
to a good Italian biotech firms panel, unfortunately too small for being statistically representative.  

Various further research perspectives may be pointed out. 
Knowledge strategy openness/closure degree, when considered as a complex latent variable, may be 

explained and measured by using more sophisticated methods, like structural equations. 
Also the possibility or opportunity of introducing (or at least associating) economic and financial 

drivers to the model could be explored in further studies. 
Firm attitude to mainly open or proprietary knowledge strategy, here analysed from a descriptive point 

of view, can be studied also in a decision making perspective: focal point will be the determinants of the choice 
of a certain openness/closure degree of knowledge strategy, instead of the way of correctly measuring it. 

Finally, the reasons why many Italian biotech firms tend to privilege highly open or close knowledge 
strategies might be extrapolated with a new empirical inquiry. 
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Abstract 
 
Biotech start-ups are expected as a more rapid commercialization method from life science than big pharmaceutical 
companies. There are about 300 public companies in 1500 biotech start-ups in the U.S.A., but only 22 public 
companies in about 500 biotech start-ups in Japan. Why is there a big numerical difference between both countries? 
As a key word, timing option is defined as the deferrable right also as a call option to start project in real options. It is 
considered as a useful tool to decide the optimal timing in trade-off between the irreversible investments as sunk cost 
and the risky but promising biopharmaceutical projects. If all business chances are assumed as infinite American call 
options, we can characterize, calculate and forecast the optimal timing of project starting by parameters. Objectives 
are to seek the characteristics of the optimal start timing, to understand the model structures, and to forecast the 
optimal timing.  
 
Introduction 
 
About 25% of recent approved new medicines by NIH are biopharmaceuticals (Nikkei Biotech, 2008; PhRMA, 
2008). Drug discovery biotech start-ups are expected to refill the gap between the basic research and the clinical 
development by more rapid commercialization of life science than large pharmaceutical firms, but their 
bankruptcy rate is high from resources limitation (Kenney, 1986; Pisano, 2006; National Science Board, 2008). 
For example, while there are about 1500 biotech start-ups and about 300 public companies, most are deficit and 
only a few dozen are profitable in the U.S.A. (Burrill & Company, 2007). In addition, while there are about 500 
biotech start-ups, the weight of drug discovery biotech start-ups is low, the number of public companies is 22 
and then it is at the dawn in Japan (Japan Bio-industry Association, 2008; Venture Enterprise Center, 2008).  

Why is it basically possible to repeatedly invest the huge amount and irreversible sunk cost and time in 
new, risky, and long-term projects for realizing final return? Why, in the meantime, is the founding number of 
biotech start-ups relatively fewer in Japan, while further more new companies are constantly founding even 
though the majority is in the red ink in the U.S.A.? 

For such research questions, this paper applies real options analysis. Real options analysis means the 
application of the concept and technique of financial derivatives to real assets and can be expected to evaluate 
the economic validity of the innovative, promising, but high risk projects (Copeland et al., 2001; Fujiwara, 
2008a, 2008b; Trigeorgis, 1996; Smit et al., 2004). Above all, this paper examine the characteristics and 
functions of timing option, because timing option as option to defer until uncertainty level falls can be applied to 
an investment as irreversible sunk cost. 

Based on above research questions and methodology, this article examines a basic model of timing 
option enabling to intermittently invest in new emerging projects, and the characteristics and functions of each 
model assumed of underlying assets as the deterministic or the stochastic behavior.  

 
A Basic Model of Timing Option 
 
In order to optimize the trade-off between the irreversible investment as a sunk cost and the uncertain future 
profits, we examine both the potential and the challenges of the concept and techniques of timing option to 
development decisions. In other words, a reduction possibility of numerical gap between Japan-U.S. biotech 
start-ups is examined from an index viewpoint of the optimal investment timing. 
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Research question of timing option 
What kind of decision making criterion has already enabled much more investments in the U.S.A. comparing 
with Japan, toward founding the drug discovery start-ups in severe survival conditions, even existence of 
symbiotic system of sorting / resources circulation such as the San Francisco bay area? In other words, what 
type of concept is needed for a theoretical model and managerial techniques of decision making on the optimal 
timing to an investment as the long term and large amount of irreversible sunk cost for uncertain profits? 

 
Research framework 
As the definition of a main concept, timing option is an option to defer an investment as a call option in real 
options. Generally an American call option should never be exercised until a maturity, and is equivalent with a 
European call option. However, the exercise of an American call is possible even before the maturity, only if the 
underlying asset has a dividend. Then we examine the decision-making techniques able to overcome the 
numerical difference between Japan-U.S. biotech start-ups, from a viewpoint of theoretical application of the 
exercise timing of infinite call options to the speed of managerial decision-makings. 

 
A basic model 
A basic model here is based on the precedent studies as McDonald & Siegel (1986), Dixit & Pindyck (1994), 
and Mun (2002). An objective of the model is to get a solving method on the optimal timing of investing the 
sunk cost I in the project of a value V. Basically all investment opportunities of a company can be assumed as 
infinite American call options. Hence the investment decision is equal with a problem of either the exercise 
timing of an infinite American call option or the valuation of an option to defer. 

First of all, let the value of the investment opportunity or the option to defer . Hence, the 

maximization criterion of the expected present value of the investment is 

 

,                              (1) 

 

where T denotes the investment timing and  is the discount rate. As a basic premise, when  is the growth 
rate, the dividend rate  is assumed as , in order to enable the exercise of infinite American call 
options. The discount rate is CAPM (Capital Asset Pricing Model) comprising of the sum of a dividend rate and 
a capital gain rate. A dividend rate means the opportunity cost occurred from the non-existence of the 
underlying assets from the initial time point. 

In following sections, this basic model is expanded, by separating the behavior of underlying assets into 
the deterministic and the stochastic conditions. 

 

The Optimal Investment Criterion in the Deterministic Condition 
 

A model of the optimal investment criterion 

When the present value is the project value at time point t is . Then the value of 

the investment opportunity at the time point T is 

                                                     (2) 
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If , since V(t) deteriorates with time, it is worthless to defer, then . On the other 

hand, if , since , by differentiating F (V) with respect to T, the 

optimization condition is 

 
.  

Hence the optimal investment timing is 

                          (3) 

 

From the boundary conditions of  and  within , it is necessary to find 

equilibrium between the reduction effect of sunk cost and the opportunity cost  due to isolating from growth 

of project value by deferring the investment. When  in (3), for deciding the exercise timing of an option 

to defer, the trigger price  of the project is  

 

                             (4) 

By substituting (3) into (2), the optional value is 

                  (5) 

 

According to this equation, the option value can be specified either by the curve of the summation with 

the intrinsic and the time values if the project value is equal and less than the trigger value (critical value), or by 

the curve of only the intrinsic value if the project value is larger than the trigger value. 

 

Numerical calculation example 

When  as deterministic situation and  is a given time point from (3), the relationship between the 

profit index V/I and the opportunity cost  becomes inverse proportions (Fig.1). Furthermore, when , as 

the opportunity  becomes larger and comes close to , the optimal investment criterion  approaches 

to the investment I, and hence the optimal exercise timing becomes earlier (Fig.2). 
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FIG.1: OPTIMAL TIME WITH BOTH PROFIT INDEX AND OPPORTUNITY COST (σ = 0) 

 

FIG.2: OPPORTUNITY COST AND CRITICAL VALUE (σ=0, ρ=0.1, I=1, 0<δ≦0.1) 

Thus, at first, when the behavior of the underlying assets can be explained by a deterministic model, the 
relationship becomes a trade-off between the largeness of the profit index (V/I) as a ratio of project value for 
investment and the smallness of the opportunity cost , at a given level of investment timing. Next, by 
measuring the project value V at a cross point between the intrinsic value curve and the time value curve of the 
call option payoff, the optimal investment criterion approaches more to an investment level I with the 
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increase of opportunity cost from deferring. Thus the investment threshold declines. Hence, when the behavior 
of underlying asset can be predicted deterministically, the optimal timing point can be calculated by both the 
opportunity cost and the profit index. And, the critical value as the optimal investment criterion depends mainly 
on the opportunity cost. 
 
The Optimal Investment Criterion in the Stochastic Condition 
 
When the project risk , the investment timing means the decision of the optimal time point of the 
investment I in order to get the asset of value V. However, it is not possible to calculate the optimal time 
point  different from the deterministic condition. Hence, after setting the critical value V* as the trigger price 
like , the timing decision is made with observing the state variable V. When the uncertainty of 
underlying assets is modeled, there are, for instance, mainly the Geometric Brownian Motion (GBM) as a basic 
model, the Mean Reversion process for the long-term average value of project in the whole industry, and the 
Jump process for the sudden loss of the project value from the precedent development completion by a potential 
rival. 

 

A case of GBM model of the underlying assets 

A theoretical model 

If you assume the uncertainty of the underlying asset V as the GBM with the drift parameter , the volatility , 
and the Weiner process dz, the random work equation is  

                                 (6) 

The value F(V) of an option to defer as a investment opportunity has, by reflecting the time value and the 
intrinsic value, the boundary conditions as 

 

                                        (7) 

                                    (8) 

                                       (9) 

 

For the exercise timing of an option to defer, it is a premise that the critical value  of a project is the 

summation of the exercise cost I and the option value  as opportunity cost of an investment without 

deferring. Hence it can be that V at the condition of  is too early for the exercise and V at the 

condition of  is too late. 

Both methods of the DP (Dynamic Programming) and the contingent claims analysis are proved to reach 

the same solution. In the case of DP, from the assumption that the return of the investment opportunity F with 

the interest  and the time increment  is equal to the expected variation of asset value of the investment 

opportunity, 

                                     (10) 

On the other hand, from the contingent claims analysis, total return of the risk-free dynamic portfolio consisted 

of the investment option  and (V) unit of short position of the asset, in need of the unit time 

maintenance cost  is  

                              (11) 
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From each assumption, applying Ito’s lemma, a differential equation is 

                         (12) 

If solving this equation under the above three boundary conditions, the value of an option to defer is 

.                                    (13) 

Hence the critical value is  

 ,                                      (14) 

where  

 ,                        (15) 

.                               (16) 

A characteristic of the optimal criterion  

A critical value  of an investment decision is the project value at the cross point between an intrinsic value 

curve and a time value curve and becomes larger with an increase of a risk (Fig.3). As a difference between 

an option value and an intrinsic value, the time value  enlarges with the increase of a risk, 

making the level of profit index  as a peak (Fig.4). For a given critical value , there is a trade-off 

between the largeness of risk  and the smallness of opportunity cost (Fig.5). And for a given risk , the 

critical value  declines with the increase of opportunity cost , then the exercise timing becomes early 

(Fig.6).  

Hence at first, if a risk is small, then a time value in optional value contracts. Also a critical value 
approaches to an investment as an exercise price when a critical value is the project value equal to the NPV. 
Then the additional time value to an intrinsic value becomes zero. Next, the size of a time value in the design or 
exercise of a real option enlarges with the largeness of a risk around the grey zone, where the NPV is close to 
zero or the profit index (since the project value is equal to the investment). That is, real options can work 
most effectively and the relation of real options with parameters is significantly efficient in transforming the 
NPV into the ENPV. Thirdly, the critical value as a criterion of investment timing can be determined by a 
trade-off between the largeness of risk and the smallness of opportunity cost. Fourthly, as related matters, if the 
risk is constant and the opportunity cost enlarges, the critical value declines. Then the timing is likely to become 
early. In addition, to specify the critical value is possible from parameters of curves. 
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FIG.3: OPTION VALUE AND RISK (ρ=0.1, I=1) 

 

FIG.4: OPTION VALUE WITH PROFIT INDEX AND RISK (ρ=0.1) 

 

1209



 

FIG.5: CRITICAL VALUE OF RISK AND OPPORTUNITY COST (ρ=0.1)  

 

 

FIG.6: CRITICAL VALUE WITH RISK AND OPPORTUNITY COST (I=1, ρ=0.1) 
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Since it is impossible to calculate the optimal timing based on the stochastic assumption on the 
underlying assets, a stochastically optimal timing is forecasted by replicating a time point about the project 
value (as a state variable) bigger than a critical value . 
Simulation 
Here the measurement of the optimal timing of an investment is examined by the simulation of numerical 
computation on the time point when the project value as a state variable becomes larger than a critical value, 
modeling the volatility risk of the underlying asset by the GBM. 

For an instance, when the annual interest , the growth rate , the risk , and the 
investment , the simulation result of the calculation as  shows that the optimal investment 
timing became the 371st day (250 annual working days) (Fig.7). In the graph, at a time point when 

 is equal to an optional value F(V), it can be considered that the opportunity cost of an 
investment becomes zero as the time value within an option value. 

 

 

FIG.7: A CASE OF GBM SIMULATION ON TIMING OPTION (ρ=0.2, μ = 0.05, σ = 0.6,T=371) 

 

A case of jump diffusion model of the underlying assets 

A theoretical model 

Here we expand the GBM model as a basic model of an underlying asset’s behavior into the Jump Diffusion 
Model by adding the Poisson Jump process. As an example, let a value change of a project now in deferring but 
facing a risk of precedent development and market monopoly by a potential rival as 

                             (17) 
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where  is an increment of Poisson process with the average arrival rate λ, and making change of dV by  

with the probability λdt ( . According to Merton’s proof (Merton, 1990), it becomes possible to add 

 to random walk (6) and convert it into (17). Hence, 

                    (18) 

F(V), A, and V* have each same equation as the case of GBM, but when , the question of becomes 

                       (19) 

Since when  the decline rate  of a project value makes the project value into zero by  from 
(17), it decreases an opportunity cost of the immediate investment without deferring, declines the critical value 
as a trigger price, and has an effect to hasten an investment. Thus in an option to defer in hope of uncertainty 
decrease, a jump diffusion process assumes the trade-off between the uncertainty decrease and the risk of 
sudden precedent overcome by a potential rival through adding the Jump process into the basic GBM model of 
the underlying assets.  

 Hence it is necessary to replicate the optimal timing by a simulation considering a stochastic balance 
between the effect of an uncertainty reduction by deferring an investment and the risk to completely and 
suddenly lose a project value. 
Simulation 
By a simulation based on a numerical calculation, it is possible to test the validity of a decision on the optimal 
investment timing by comparing the state variable of project value with the critical value. For example, from a 
simulation result by the model, when the volatility =0.7, the drift =0.5, the discount rate  the average 
arrival rate =0.1, and the change rate of the Poisson process =1, we could get the 70th day (per 250 annual 
operating days) as the optimal investment timing (Fig. 8). 

 
FIG.8: A CASE OF JUMP-DIFFUSION SIMULATION ON TIMING OPTION (σ=0.7, μ=0.5, ρ=0.2, λ=0.1, =1, T=70) 
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When it is possible to model the stochastic behavior of an underlying asset by the GBM, a critical value 
as the optimal investment criterion is identified by both the risk and the opportunity cost. In addition, if a 
behavior of an underlying asset is modeled by not only the GBM based on the lognormal distribution but also 
the jump diffusion process by adding the Poisson jump process, it is able to calculate the similar optimal 
investment criterion. Hence it is possible to use for a forecasting as a replication of the optimal timing by 
observing the chance when the project value as a state random variable becomes larger than the optimal 
investment criterion. 

Thus in the future, even if a prediction of the optimal timing becomes possible, it still seems to be 
necessary to predict it in conformity with a forward-looking process beyond starting the project in addition to an 
existing spot forecasting and furthermore to focus on only the most profitable opportunity while forecasting. 
 
Conclusion 
 

The reason why a lot of deficit companies facing the death-valley can exist in the U.S.A. depends on a 
rational decision making whether the return as the whole is larger than the investment. Furthermore, the timing 
option is applicable to the founding decision as an irreversible investment of a huge amount of sunk cost into a 
long-term and high risk project, or to the reduction of the numerical difference of biotech start-ups between 
Japan and the U.S.A.  

On a timing option, as the optimal investment criterion, a trigger price (a critical value)  as the 
summation of the value of option to defer as an opportunity cost of immediate investment without deferring and 
the value of investment is suitable for the state variable V as a project value to overcome it, instead of the NPV. 
When a behavior of a project value is assumed as a deterministic model, the critical value becomes small with 
the largeness of the profit index V/I and the largeness of the opportunity cost , than the optimal timing 

becomes early. In addition, at a given optimal timing , there is the trade-off between the largeness of V/I 
and the smallness of . When a behavior of a project value can be modeled with the GBM, the timing of a 
critical value becomes early with the smallness of a risk  and the largeness of an opportunity cost . And at a 
given critical value , there is the trade-off relationship between the smallness of volatility  and the largeness 
of an opportunity cost . Basically the optimal timing is forecasted by the replication of such a possibility 
whether a value of option to defer F(V*) by simulation becomes a positive value by the option exercise 
( ). 

Models and simulation techniques examined here may contribute to a forecasting of the optimal timing of 
founding start-ups and to the Japanese management style generally as slow prudent decision, by calling their 
attentions to the importance of opportunity loss in addition to the value of option to defer the projects of biotech 
start-ups. But an estimate based on the probability distribution by multiple trials seems to be also necessary 
instead of only one scenario for a timing forecasting by simulation.  

And in the future, there may still be challenges to expand the biotech start-ups models depending on 
intellectual property, into as the switching options of market entrance / withdrawal, the learning effect, and the 
decay of competitiveness due to the obsolescence. 
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Abstract 

 
As innovation models have evolved, the sixth generation model calls for opening up the innovation process to provide 
a seamless interface between the focal organization and a network of, among others, competitors, suppliers, and firms 
from other industries. Critics of the open innovation model point out to value appropriation issues. Their argument is 
that innovation creates value and that value may dissipate from the creating firm if others are allowed to share in its 
commercialization. As pharmaceutical firms spend years (typically 10-15) and significant dollars developing drugs, 
they would be motivated to keeping the development process in-house lest its value is frittered away. But such an 
approach calls for a “swinging for the fences” approach each time a new drug is shepherded along the discovery path 
and consequently, amplifies the risks associated with R&D. The purpose of this paper is to examine the applicability 
of the open innovation model to the pharmaceutical industry.  Given the long lead times and the scientific nature of 
the drug discovery process, models developed in other contexts may not be applicable to the pharmaceutical industry 
with its inherent beliefs in intellectual property protection and value dissipation. More importantly, there could be 
barriers that prevent pharmaceutical companies from migrating to the open systems model.  This paper attempts to 
throw light on these issues.  
 
In the current decade, U.S. pharmaceutical companies have spent, on an average, between 14 and 18 percent of 
their annual sales on the research and development (R&D) activity.  In dollar terms, this translates to $58.8 
billion in 2007 (PhRMA, 2008).  And yet, research productivity has declined, as evidenced by the FDA approval 
of 17 new molecular entities for 2007, the lowest number since 1983.  In addition, annual sales growth is in 
single digits (driven largely by price increases and favorable foreign currency movement), compared to the 
heady double digits earlier.  Most pharmaceutical companies report a dry new product pipeline that augurs 
poorly for the future.  It is clear that the pharmaceutical industry’s past approaches to R&D have to be rethought 

in light of its current predicament. 
Tidd (2006) describes the evolution of models of innovation and identifies the first and second 

generation models as the “push” and “pull” models, respectively. In the “push” model, innovation is linear and it 

originates at the company’s R&D lab where a discovery is pushed through the organization and commercialized.  
It uses the “Field of Dreams” approach where, much like the Kevin Costner character in the eponymous movie, 

the idea is that once a product is commercialized, customers will find it valuable and gravitate toward it.  The 
“pull” model is also linear except that it uses market research as the genesis of innovation.  While both models 
have some merit, their fundamental weakness is their “closed” loop character, wherein, by implication, all 

activities are performed in a linear fashion within the organization. The pharmaceutical industry, even in circa 
2008, appears to be using variations of the first and second generation “push” and “pull” linear models (as 

captured in generations 3-5 of innovation models) to structure their R&D.  
As innovation models have evolved, the sixth generation model calls for opening up the innovation 

process to provide a seamless interface between the focal organization and a network of, among others, 
competitors, suppliers, and firms from other industries. Chesbrough (2007) cites the success of firms such as 
Procter and Gamble (with their vaunted “Connect and Develop” model), IBM and Qualcomm when they moved 

from a “closed” to an “open” innovation model. In an open innovation model, the firm develops projects that it 
initiates in co-operation with others outside its boundaries in an effort to speed up the process and/or save costs.  
Procter and Gamble developed the highly successful Pringles Print (where the potato chip had words and 
pictures imprinted on it) product by using technology from a small bakery in Bologna, Italy.  In addition, the 
open innovation model is receptive to partnering with other firms to bring technology to market, as evidenced 
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by IBM’s success in collaborating with a multitude of semiconductor manufacturers to revive its own moribund 
semiconductor business. 

Critics of the open innovation model point out to value appropriation issues. Their argument is that 
innovation creates value and that value may dissipate from the creating firm if others are allowed to share in its 
commercialization. As pharmaceutical firms spend years (typically 10-15) and significant dollars ($1.318 billion 
per drug, according to Tufts University, cited in PhRMA, 2008) developing drugs, they would be motivated to 
keeping the development process in-house lest its value is frittered away. But such an approach calls for 
“swinging for the fences” each time a new drug is shepherded along the discovery path and consequently, 
amplifies the risks associated with R&D.  

The purpose of this paper is to examine the applicability of the open innovation model to the 
pharmaceutical industry.  Given the long lead times and the scientific nature of the drug discovery process, 
models developed in other contexts (technology as in the case of IBM, consumer products as in P&G, etc.) may 
not be applicable to the pharmaceutical industry with its inherent beliefs in intellectual property protection and 
value dissipation. More importantly, there could be barriers that prevent pharmaceutical companies from 
migrating to the open systems model.  This paper attempts to throw light on these issues. 

The paper is organized as follows: the section that immediately follows the introduction critically 
examines the current approach to R&D employed by the pharmaceutical industry. This section is followed by a 
description of the sixth generation “open” innovation model with particular reference to the model’s 

applicability to the pharmaceutical industry. Next, the possible barriers to adoption of this model are examined. 
The final section summarizes the key aspects of the paper and highlights its salient contributions. 
 
The Pharmaceutical R&D Process 
 
Background – the Importance of R&D to the Industry 
Research and development is critical to the pharmaceutical industry. In a report issued in October 2006, the U.S. 
Congressional Budget Office pointed out that “the pharmaceutical industry is one of the most research-intensive 
industries in the United States. Pharmaceutical firms invest as much as five times more in research and 
development, relative to their sales, than the average U.S. manufacturing firm” (PhRMA Report, 2008). The 
industry’s business model has long relied on patenting new drug discoveries via the R&D process and enjoying 

monopoly rents during the patent period.  For example, Pfizer’s Lipitor accounted for revenues of $8.1 billion in 
2007, AstraZeneca’s Nexium for $5.5 billion, and GlaxoSmithKline’s Advair Discus for $4.3 billion (S&P 
Industry Surveys, 2008). Commensurate with the benefits of exclusive patented drugs, pharmaceutical firms 
have spent heavily on their R&D process. Exhibits 1 and 2 (data from www.phrma.org) illustrate this by 
graphing R&D expenses to revenues from 1970 till 2007. 
 

EXHIBIT 1 

R&D Investment in comparison to Sales
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EXHIBIT 2 

R&D as % of Sales
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As pharmaceutical firms ramp up their investment in R&D, they often find that their competitors are 
also doing likewise. This is akin to Alice’s confrontation with the Red Queen in Lewis Carroll’s classic Through 
the Looking Glass. Alice realizes that no matter how fast she walks, she never moves forward since the 
landscape is moving at her speed in the same direction.  Organizational theorists (e.g., Barnett and Hansen, 
1996) call this the “Red Queen Effect,” but it is popularly referred to as an arms race. Leading companies spend 
between 14 and 18 percent of their revenues on R&D, but of late, their relative lack of success in getting their 
drugs approved by the FDA has resulted in a significant increase in the cost of drug development. In addition, 
Standard and Poor’s estimates that the leading pharmaceutical companies have had to replace lost revenues of 
$17 billion due to patent expiration in 2007 and a potential $20 billion in 2008. R& D is, thus, a double-edged 
sword for the industry.  On the one hand, R&D provides a major entry barrier for potential entrants and a source 
of monopoly rent for incumbents. On the other hand, however, it necessitates heavy regular investments in 
participating in the arms race, often with diminishing returns.  
 
Extant Practices in Pharmaceutical R&D 
Pharmaceutical R&D consists of the discovery and development phases. Three discrete steps form part of the 
discovery phase: pre-discovery, drug identification, and preclinical testing. The pre-discovery step consists of 
scientists understanding the disease and discovering the interaction between the specific genes and proteins 
relevant to the disease. In the drug identification phase, R&D teams screen thousands of compounds (5,000 to 
10,000, typically) and test their efficacy against the target disease. This often reduces the pool to around 250 
promising molecules. In the preclinical stage, these molecules are tested in laboratory settings as well as on 
animals to determine the safety and efficacy of the drug.  
 The development phase consists of extensive clinical testing followed by the FDA approval process. 
Researchers file an Investigational New Drug (IND) application with the FDA prior to clinical testing. Clinical 
testing goes through three phases with the number of volunteers tested increasing from 20-100 in Phase 1 to 
1,000 to 5,000 in phase 3. If a drug shows its efficacy and safety during the clinical trials, researchers file a New 
Drug Application (NDA). The FDA review can take between 6 months and 2 years before a decision is made. 
For every 5,000 to 10,000 compounds identified in the discovery phase, one drug is approved. The total length 
of time from discovery to approval is anywhere between 10 to 15 years. 
 Pharmaceutical firms typically use a closed loop approach to the pre-discovery and discovery process. 
They alternate between the “push” and “pull” models. Some discovery processes are determined by market 

needs, as exemplified by the size of the more promising therapy classes (such as lipid regulators and 
antidepressants). Others are driven by the “push” model based on serendipitous discovery of promising drugs. 
Sir James Black was instrumental in leading two separate teams (one at ICI, now AstraZeneca, and the second at 
GlaxoSmithKline) in discovering two blockbuster drugs, one a beta blocker and the second a antihistamine, 
entirely through the “push” process (Jack, 2009) 
 Critics of the pharmaceutical industry point out to the inefficiency of the R&D process employed by 
the leading players. The long lead times, the high development costs, and the desire to support “blockbuster” 
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drugs, all lead to reduced productivity. Empirical data also seem to support this criticism. If the objective of 
R&D is to get patent protection exclusivity, then as drug investment increases, so should the number of patents. 
However, as shown in Exhibit 3, this has not been the experience. A graph of R&D investment in millions of 
dollars with the number of patents in the two relevant categories, class 424 and class 514 (both have the broad 
title of “Drug, Bio-Affecting and Body Treating Compounds’) reveals that patent productivity has fall off 

sharply in recent times, even as costs have gone up significantly.  
 

EXHIBIT 3 

Number of Patents Vs R & D
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Data Source: U.S. Patent Office (http://patft.uspto.gov/) 

 
Criticism has also come from industry insiders. Jean-Pierre Garnier, the retired CEO of 

GlaxoSmithKline, lambasted the industry’s approach to R&D in a Harvard Business Review article (Garnier, 
2008).  He pointed out that the industry uses a “pyramid” approach with scientists operating in their specific silo 
of expertise that result in increased employment (and costs) and reduced productivity. 
 Academic research also identifies the shortcomings of the “closed loop” innovation models. The 
shortcomings can be broadly classified into two broad categories: external drivers of change in the market 
environment, and internal resource allocation and incentives issue. 
 
External Drivers of Change 
Wang and Kleiner (2005) point out that in many product areas there has been an increasing tendency to rely on 
multiple technologies.  As a case in point, today’s automobiles contain a plethora of technologies ranging from 

telecommunications to computing in addition to the core automotive technology. Closed loop models of 
innovation are oriented toward the organization’s core technology, which prove to be a disadvantage when it 

comes to accessing technologies outside the core area. Closed loop organizations tend to play catch up with their 
more nimble and versatile counterparts when it comes to innovations that require a multi-technology base. 
 Loewe and Chen (2007) argue that closed loop models of innovation have been obsolete in light of 
drivers such as globalization, the blurring of industry boundaries (such as between, for example, consumer 
electronics and computing), the explosion in the availability and accessibility of information, and the increasing 
dispersion of knowledge. According to the authors, companies have to reconsider basic questions involving 
issues such as the purpose of innovation, who should do it, and how should a company innovate – questions that 
the traditional closed loop models do not answer plausibly in light of the changing market milieu. 
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Internal Resource Allocation and Incentive Issues 
Freeman and Engel (2007) identify two important assumptions that underpin an organization’s success in 

innovation.  The first assumption deals with the mobility of resources. The organization must be able to 
redeploy resources whenever opportunities and/or priorities change.  In short, the organization has to be flexible 
with regard to its innovation resources so as to take advantage of changing opportunities. This often becomes 
difficult in organizations because managers may zealously guard these resources to support the pursuit of those 
initiatives that they are responsible for. In addition, resource deployment is a difficult process in large 
organizations because sunk costs often determine the direction of their pursuits and changing direction mid-
stream may be difficult for such organizations to manage (Novak and Stern, 2009). 
 The second assumption that underlies an organization’s approach to innovation has to do with the 

managerial incentive system. For an organization to encourage both incremental and radical innovation, 
incentives must be present for those typically long-term endeavors that may be highly risky as compared to the 
more routine or incremental types of innovations. As Christensen (1997) points out, radical disruptive 
innovations are rarely embraced by an organization as compared to sustaining innovations. A misalignment of 
incentive systems generally favors incremental innovations that are considered a safer bet.    
 
The Open Innovation Model 
 
Chesbrough, Vanhaverbeke, and West (2006) defined open innovation as “the use of purposive inflows and 

outflows of knowledge to accelerate internal innovation, and expand the markets for external use of innovation, 
respectively.” Open innovation, according to the authors, requires the company to fundamentally rethink its 

innovation approach to include intellectual property management, licensing, spin-offs, and myriad other 
methods in order to absorb more external ideas into the organization, and, at the same time, to create more 
avenues for ideas to go to market outside of the company.  In short, the closed-loop model should give way to a 
more open approach to external ideas as well as to internally generated ideas finding a commercial home 
outside. Nambisan and Sawhney (2007) refer to this as the “innovation bazaar” to indicate not only the plethora 
of choices available, but also to the cognitive difficulty of understanding and deciding the right choice among 
those available.  
 The open innovation model address both the external drivers of change and the incentive system 
shortcomings attributed to closed loop models. Resource allocation decisions, particularly those that require 
quick reallocation, are easier in the open innovation approach because a firm is likely to have a smaller corpus 
of sunk costs and a larger cache of external projects to manage. Similarly, the incentive system can be better 
aligned, for example, by the firm holding to the safer incremental innovations and outsourcing the radical ones 
to the market. As indicated earlier, Chesbrough (2006) studied the applicability of the open innovation model to 
a variety of contexts and found numerous success stories. 
 
Applicability to the Pharmaceutical Industry 
While the pharmaceutical industry has not adopted the open innovation model as its “go-to” model, several 

players have experimented with it. For example, Millennium Pharmaceuticals has long relied on co-
development to succeed in the intensely competitive industry. Given its relative lack of size, the company has 
focused on technology licensing.  It is involved in early drug development (pre-discovery and discovery) and 
typically hands-off drugs to larger players given the length and risks involved in large scale clinical testing and 
commercialization (Chesbrough and Schwartz, 2007).  
 More recently, there has been considerable interest in biotechnology among pharmaceutical players. 
Roche has a long standing strategic alliance with Genentech, for example, and there are several cases of 
pharmaceutical firms forming co-development deals with small biotechnology companies.  
 While pharmaceutical companies have flirted with certain aspects of the open innovation model, there 
is still a strong fealty to the closed-loop model. Given the large investments required in drug development and 
the considerable risks that accompany it, it would appear a priori, that this would be the model of choice for the 
industry. That it is not so means that the focus should shift to the reasons why the open innovation model is not 
embraced wholeheartedly by the industry.  
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Potential Roadblocks for Adoption 
A key roadblock is the historical pattern of industry investment in R&D. In 2007, the pharmaceutical industry 
invested a staggering $58.8 billion in R&D. When Pfizer, for example, invests nearly $7.6 billion (in 2007), it 
commits the firm to specific directions in drug research. These are sunk costs, in that, these costs determine the 
direction and prioritization of the company’s research. Sunk costs can prove to be highly beneficial to the 

investing firm in creating entry barriers to new entrants.  In addition, sunk costs imply that would-be imitators 
have to travel the same path (often referred to as “path dependence’) in order to challenge the investing 

company. Given these singular bases of competitive advantage, firms with high sunk costs tend to look inward 
for innovation. 
 Given the tremendous historical success in innovation among the leading pharmaceutical firms (at least 
until recently), there is a tendency to adopt a “not invented here” approach to critically examining externally-
based innovations. As firms spend years discovering and developing drugs in various therapeutic areas, they 
doubtless aggregate tremendous expertise, expertise that would not be available to a smaller or a more recent 
entrant to the industry.  This thinking could coalesce to an organization-wide sentiment that the best people and 
the most expertise reside in-house. Such an organization would eschew opening up its innovation process and 
keep it a closed-loop one. 
 The Pharmaceutical Research and Manufacturers of America (the industry’s trade association) 

estimates that the average effective patent life for major pharmaceuticals is 11 years after factoring in the late 
stage clinical trials and FDA approval process. When drugs cost an average of $1.318 billion to develop and 
have patent exclusivity for around 11 years after launch, it is understandable that firms would want to maximize 
the revenues generated by the drug. Protecting the intellectual property during the development period becomes 
key for firms. Historically, pharmaceutical firms have guarded the intellectual property of their drugs zealously 
and this meant that few outsiders are likely to be involved in the development stages.  
 In the changing R&D milieu, these roadblocks notwithstanding, firms must reexamine their closed loop 
approach to innovation. As indicated earlier, R&D productivity (as evidenced by the number of patents and by 
the number of approved drugs) is declining, while costs are increasing.  Pharmaceutical firms must look at their 
non-industry counterparts (such as Procter and Gamble and IBM, among others) who faced similar roadblocks 
and yet made the crossover to the more robust and highly productive open innovation model.  
 
Conclusion 
 
Pharmaceutical firms have reacted to the innovation glut in their industry mainly through expensive 
acquisitions. In late 2008, Pfizer announced the $68 billion acquisition of Wyeth and in March 2009, Merck 
announced that it was buying Schering-Plough for $41.1 billion. The loss of patent exclusivity for their own 
blockbuster drugs and the ownership of patented blockbuster drugs by the target firm motivated these deals. 
While deals such as these can fill the pipeline currently and in the near future, they still do not address the lack 
of productivity in their innovation process. By moving from a closed-loop approach to innovation to the open 
innovation model, pharmaceutical firms can rejuvenate their innovation pipeline and parlay the convergence of 
various related industries into a thriving set of products for the future. 
 It is important for pharmaceutical firms to address the roadblocks that preclude them from embracing 
the open innovation model and seek to remove them.  There is evidence that firms are beginning to do just that. 
Merck is partnering with Piramal Life Sciences (an Indian company) to outsource the labor intensive task of 
sifting through thousands of molecules necessary in the drug discovery process.  Eli Lilly is doing the same with 
Jubilant Biosys (Engardio and Weintraub, 2008). 
 Roger Longman, a consultant to the pharmaceutical industry, recently posed the following question: 
“More than a few Big Pharma companies are trying to re-invigorate early stage R&D by breaking it down into 
smaller units – units that, in theory, look and behave like biotechs. If that’s the case, shouldn’t discovery be best 

left to biotechs, outside of pharma’s walls?” (Windhover’s Pharmaceutical Strategic Outlook, 2009). This 

comment succinctly captures the key issue facing the industry today. Rather than make incremental changes 
(such as smaller units, a team-based structure, locating the R&D function in foreign countries, etc.) to their 
innovation process, shouldn’t they rethink their closed-loop model, recognize its shortcomings and anachronism 
in today’s world, and make the leap to the open innovation model?  The open innovation model holds 
tremendous promise and applicability to the innovation-driven pharmaceutical industry.  It is a better long-term 
solution to the industry’s current woes as compared to costly acquisitions. 
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Abstract 
 
The paper presents some results of our research in the area of e-health as one of the key sectors incorporated also 
into the original EU Lisbon strategy on e-Europe as adopted in year 2000 with the target year of 2010. Although in 
the meantime there have been made some modifications in the whole strategy within i2010 strategy, the e-health has 
been developing very dynamically and as our just recently completed research has demonstrated in some respect e-
health represents currently one of the most successful sectors where the EU has the best chances to become the world 
wide leader in this part of the future information society.  

Introduction  

According to the original strategic goals of the EU Lisbon strategy as adopted at the summit of the EU in year 
2000 in Faro, Portugal, the EU intended to become the most advanced knowledge based society in the world by 
the target year 2010. In the meantime, the original Lisbon agenda had to be revised mainly due to the fact that in 
year 2000 when being adopted, it was not known that already in year 2004 the EU would be enlarged by the 
historically largest  number of  (ten) new entrants and in year 2007 by another two of them.  

In view of this new reality that happened in the mid of the particular decade of the Lisbon agenda 
implementation its main original goals had to be revised and replaced by the less ambitious but still rather 
demanding i2010 strategy on European Information Society 2010.. However, irrespective of these changes in 
strategic objectives of the EU in its drive towards an information society there are still sectors that have been 
developing very dynamically and to some surprise even more successfully than it was originally envisaged even 
in the Lisbon strategy on e-Europe.  

In this respect one of the most successfully developing sectors has been right the e-health that has in 
this respect acquired some really unique position not only in terms of the purely technological development 
regarding application and utilization of the latest ICT in the practically all various application areas of the 
contemporary health and medical services but what is even more significant it has been successful also  in such 
often very complex areas like getting the necessary political and legislative support and that all even on the 
widest international levels and that all further boosting an accelerated development in the e-health. 

As our just recently completed research in the particular area of e-health  has clearly  documented, the 
health sector has become one of the most critically important sectors for any future overall socio-economic 
development in the EU. The results of our particular research as conducted within the so-called Pan-European 
survey on legal and organizational issues of the fight against fraud in the health care domain as conducted under 
the EU/6FP/IST/iWebCare project have clearly documented that such phenomena like:  

-     the aging but at the same time having a healthy population  
- a low birth rate and thus future shortage of the labour force  
- a preventive medicine 
- a higher life expectancy and thus more pensioners with higher demand for heath services 
- a better and more efficient system of health financing and management 
- a treatment of chronic diseases 
- a fight against fraud in the health care domain  

are becoming critically important for any further development of the EU and its current 27 member states 
especially because of  the fact, that due to the relatively low birth rate and on the other hand ever growing 
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population in the retirement age there is growing shortage of population in the productive age and thus also the 
main source of the necessary labour. This all leads also towards a permanent shortage of funds for the health 
care and thus one of the priorities has become also the most efficient utilization of these funds   

In view of these and some other demographic, social, economic, political and other factors almost the 
whole developed world and the EU member states not excluding had to start with various kinds of reforms in the 
health care domain. In general one of  the most common ways how to carry out these reforms have been as a 
rule extension of the productive age and thus shifting retirement age into higher age groups often being in the 
area of the age of seventies. However, as our research has documented, most probably the most efficient way 
how to succeed in these reforms has been the transition of the existing health care systems into modern 
contemporary e-health with the adequate and the most efficient utilization of the latest ICT in all various 
problem areas of the health care and medical practice. 

In the subsequent parts of this paper we are going to focus our attention on presenting some most 
important results as achieved in our particular research either under the above EU funded STREP (Specific 
Targeted Research or Innovation Project) EU/6FP/IST/iWebCare Project  or within some of our other e-health 
related research activities as conducted within our specialized e-Europe Research & Development Centre at the 
Faculty of Management of the Comenius University at Bratislava. 

Main objectives and findings of our research in the health care domain 

In principle there have been three main objectives and achievements of our particular research: 
- the first one, it has been to identify and define the fundamental legal and organizational framework for 

the contemporary modern e-health system  
- the second one has been our research regarding applicability of the latest ICT in  the fight against fraud 

in the health care domain   
- the third one, by its overall character and scope our research and the particular Pan-European survey in 

the health care domain has had much larger and wider applicability in the e-health care domain than it 
has originally been envisaged within the original focus on  the fight against fraud in the health care 
domain only. As such  it has enabled us to identify some key development trends in the entire e-health 
care domain within the EU 

Main results achieved in the identification and defining of the health care domain as one 
of the fundamental human rights 

In this connection, first of all we have to realize that the whole concept of the health and the health care 
respectively belong among the most valued virtues of human life. Hence it is quite understandable that in all 
human societies and during the whole history of mankind various wishes for good health or in opposite cases for 
a quick and full recovery have belonged among the most common phenomena in all human cultures and 
languages. 
Unfortunately, not so common is the general knowledge among the general population regarding the legislative 
status of the people’s health, health care etc. i.e. regarding their rights for their health, health protection, an 

adequate health care, etc.  
As our research has clearly documented, the right to health care, health protection, etc. belongs among 

the fundamental human rights according to all basic acts of the International law guaranteed on the highest and 
most universal level by such instruments of the International law as are the United Nations Covenants, 
Conventions, Treaties, etc. that by their legislative powers are absolutely superseding any other international or 
national legislative acts. 

Thus for the national states and their governments, the health care and protection have become not only 
one of the most important human rights to be guaranteed to their citizens but also a direct international duty and 
obligation that the states have to provide in full and without any derogations strictly according to the texts of the 
particular acts of international law if they do not want to take a risk to become an object of various forms of 
international critics and eventually also various forms of punishments, etc. 

The highest attainable standard of health and health care has to be one of the most fundamental human 
rights of every human being wherever in the world. It means the health care is among the rights that are 
according to the most important acts of the International law rights that are permanent since the birth of every 
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human being and thus ceaseless and as such they do not need to be claimed, requested as they are simply given 
as such. 

As among the fundamental human rights and freedoms belong also the rights to health it is evident that 
any acts, activities, steps, etc. taken against them belong to the category of acts against humanity i.e. they belong 
among the most dangerous and most severely punishable anti-human acts.  

Just for illustration we would like now to quote at least some of the most important acts of the 
International law that are legally guaranteeing this important and one of the most important human rights i.e. 
rights to health, health care and health protection: 
Already directly in the above UN Declaration [1] it is clearly stated in the article 25 that: 

      “Everyone has the right to a standard of living adequate for the HEALTH and well being of himself and 
his family, including food, clothing, housing and MEDICAL CARE…and the right to security in the 

event…SICKNESS, DISABILITY… 
…Motherhood and children are entitled to special care and assistance…”. 
      From the above quotations from one of the basic documents of the whole system of the United Nations 

it is clear that the health, medical care, security in sickness and in case of disability, special (also medical) care 
for motherhood and children belong among the fundamental concepts and principles of Universal Human Rights 
of the entire system of the United Nations i.e. organization of which every sovereign and independent country in 
the world is an integral part. 

The importance of this health care and protection as enshrined in the basic United Nations acts of  the 
International law have quite logically found its expression and practical application also in the whole range of 
various other acts of International Law either directly within or outside the UN. 

 
Main research results as achieved in the identification of the contemporary 
development trends in the health care domain in the EU-27 
 
Due to above importance of the health care domain and its position as one of the fundamental human rights, all 
EU-27 member states and the EU and its institutions as the whole pay due attention to the safeguarding the 
human rights and thus also all the rights for health care, health protection as one of the universal and 
fundamental human rights.  

In the context of the EU it has found a direct expression in the whole range  of various e-health related 
policies, projects and programs. 
In this connection it is important to mention at least some indicators and/or information on the position of the 
health care system in the EU and its current 27 member states: 

- the EU health care expenditures are among the highest in the world and are reaching the level of 8-
9% of the GDP 

- about 10% of the total workforce has been employed in the health care domain so the health care is 
not only an important sector regarding health protection but also an important employer  

- all EU member states are offering to their citizens the universal health insurance coverage either 
completely for free or with the substantial contributions from the state  

- thus all citizens of the EU are entitled to a kind of an adequate  health care protection irrespective if 
they are employed, unemployed, in the pre-school or school age or retirees, etc.   

- in order to guaranty the universal access to the health care, the EU has provided its citizens with the 
European Health Insurance Card that enables them to get an adequate medical and health care 
services wherever within the territory of the EU irrespective if it is in the citizen’s own home 

country or any other member state 
- as for the legislative support to the e-health by the EU legislation, in addition to the above acts of 

International law being fully applicable also in the EU and its 27 member states, within our research 
we have identified altogether 42 acts of the “acquis communautaire” i.e. existing EU legislation on 
the level of various directives and of them 16 adopted by the European Commission, 19 by the 
European Parliament and the Council and 7 adopted by the Council.  

In addition to the above general legislative provisions regarding the health care in general as one of the 
fundamental human rights and e-health in particular, the EU has had prepared for year 2007-2013 a whole 
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system of various organizational and financial instruments that in one or other way are supporting the 
development of the health care systems including its electronic version in the form of e-health. 

The main instruments in this respect are: 
- Structured funds 
- Cohesion policy 
- European Regional Development Fund 
- European Social Fund 
- NEST – New Emerging Sciences and Technologies 
- 7th Framework Program  

All of them are supporting more adequate health care within the EU and all its member states and 
regions especially those belonging to the less development ones like e.g. numerous regions in the new 
member states, etc.  
In this respect especially important is the place and importance of the e-health issues within the current 7FP 
as the main EU vehicle for the research, innovations and development.  One of the seven main challenges 
viz. Challenge 5 related  to the ICT program is devoted to “Towards sustainable and personalized 

healthcare with three  main objectives: 
- Personal health systems for monitoring and point-of care diagnostics 
- Advanced ICT for risk assessment and patient safety 
- Virtual physiological human 
All these and other programs and funds are in practice supporting the European  (i.e. the EU) Action Plan 

for e-Health as adopted on 30 April 2004.wherein the following main objectives have been adopted  to be met 
by the target year of 2010 (but some have already been implemented into the common health practice like e.g. a 
European health insurance card, etc.): 

- European health insurance card 
- Information network among health institutions and households 
- “road map” of each and every member state for its own priorities in the e-health 
- electronic health records 
- system of early warning and reporting system (EWRS) 
- public health portal 
- online health services 
- unique identification of patients and their data 
- monitoring and exchange of the best practices in e-health  
- benchmarking in the e-health 
- common approach and support to investments in e-health 
- legislative and regulative support to e-health services within the widest possible application of 

principles of the free movements of people, (medical) services, etc.  
In summary to this part we could state that not only according to our research but also according some other 

sources [3] the current development trends in the health care are strongly being supported by the e-health and 
are in the EU developing towards: 

- a preventive medicine and early detection through application of the latest diagnostic ICT 
- .a home care instead of an ambulatory care that is possible in full only through application of 

telemedicine and e-health methods and techniques  
- an early and proper diagnosis again through utilization of the latest ICT 
- an ambulatory care instead of stationary (hospital) care being strongly supported again by the 

application of the latest ICT being available on both ends of patient to doctor communications 
- a modern therapy not only by medication but also through some other ways and means of the remote 

and easily available consulting and advisory services regarding a healthy life style, physical exercises, 
healthy food offered again on the widest possible way through ICT 

- a stationary and mobile care being supported again by the latest ICT and e-health methods and 
particular ICT technologies including such currently commonly used ones also by elderly people like 
mobile phones, TV, video, CD, etc. .   
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Main results achieved in the area of applicability of ICT in the fight against fraud in the 
health care domain 

As far as this part of our research is concerned first of all we have to take into account that fight against fraud in 
the health care domain belongs among one of the most urgent but also most difficult tasks in all respects i.e. 
legal, organizational, technical and also regarding direct applicability of the latest ICT in this fight. But any 
attempts in this respect are worth of any related efforts and costs. First of all, it has to be realized that it is fully 
justified by the amount of  total losses due to the fraud and corruption in the health care domain. According to 
some estimates [2] with over 1 trillion Euro spent on a health care every year in Europe, there are also estimates 
that out of this enormous amounts - most of them coming from personal and public contributions within the 
health care insurance systems – and amount between 30 to 100 billion i.e. up to 10 per cent are potential losses 
due to various forms of fraud and corruption.  Just for comparison, the above higher level of estimates is almost 
on the same level as e.g. the total budget of the EU-27 or more than twice of the EU budget expenditures for 
agriculture that as it is known makes so much controversies with the international community and that requires  
difficult negotiations among  EU member states regarding their distribution and utilization.  As our research 
within the Pan-European survey has shown up, the main forms of fraud in the health care domain are the 
following main types: 

- bribe as e.g. between patient – doctor, pharmaceutical suppliers – doctors, pharmaceutical industry – all 
types of health authorities and officers, medical insurance – all other entities in the health care domain, 
etc. 

- theft  as e.g. of medical supplies, consumables, equipment, cash payments from patients, chemical and 
medical substances, materials, misuse of medical vehicles, etc. 

- corruption exists in all the same forms as in case of bribe but has more organized, and systematic 
character  

- clientelism and favouritism has in the health care domain various forms of nepotism, favouritism, 
cronyism, discrimination, etc. 

- property related fraud in the health care domain can be characterised mainly by fraud through 
privatization of health services, health facilities and property originally provided by state and 
subsequently “rationalized”, “market oriented”, etc. i.e. given to pre-selected private entities in many 
case the same who decided on necessity of this rationalization, market orientation, necessity of higher 
efficiency, etc.   

As the results of our EU/7FP/IST/iWebCare project   have so far demonstrated in many cases a web based 
anti-fraud computerized system can to some extent very positively effect the entire fight against fraud in the 
health care domain. Through application of the latest ICT tools and methods like e.g. in the case of the fraud in 
the area of medical prescriptions and curing methods. An automated repository of  all medical diagnoses and 
corresponding drugs, medications, curing methods and rehabilitation procedures, etc. can to substantial degree 
reduce one of the most common types of frauds in general when the drugs, curing procedures etc. are not 
prescribed according to the character of the particular health problems but according to the “wishes” and 

“means” of patients, pharmaceutical suppliers supported by illegal funds, perks, etc.    
The results of the research as achieved in the development of the particular web based ontology and 

semantic rules repository, fraud detection and validation engine, self-learning module, search engine as being 
developed under the particular iWebCare project  can be found at the project web site at http://iwebcare.iisa-
innov.com as a part of the entire project iWebCare – Integrated Web Services Platform for Facilitation of fraud 
Detection in Health care. 

The figure of the basic structure of the particular knowledge base on the legal and organizational issues 
related to the e-health care domain and fight against fraud in the same domain is presented on the next page. 

Main conclusions, recommendations regarding some potential impact of the results of 
our research for future e-health development 

 
As it is evident also from the previous parts of this paper – where we have presented some key results as 
achieved on the basis of the particular Pan-European Survey in the area of e-health - there exist in the EU and 
also  in all its member states a real interest and also an objective need and thus also a growing political support 
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to the widest possible application of the e-health  in the entire health care domain not only in the clinical 
practice but even more in all various forms of preventive and home, ambulatory and mobile health care, etc.. 
That all being available not only on the national level of individual EU member states that are still primarily 
responsible for the health care of the EU citizens but more and more it is developing towards a new “common” 

EU health policy as it is proven also by the currently prepared EU Health Strategy. As the main result of our  so 
far conducted research in this area has clearly proved that the health, health care and their current development 
trends towards e-health as an integral and to some extent  the key component of the EU’s strategy on 

information society have to be handled as issues belonging among the fundamental human rights and what is 
even more important as such they have also to be implemented in the practice. 

In order that all this progressive development could become a not-so-distant reality it is necessary to 
secure on the EU level a fast and efficient solution of the following main tasks in the nearest possible future: 

- to achieve in all EU member states that their budgetary expenditure will be at least on the current 
EU average i.e. 8-10% of the national budgets as some of the new members are still only on the 
levels of 5-6% what is absolutely insufficient for the needs of the modern e-health oriented health 
care. The e-health is definitely the only alternative for any potential success in the ongoing reforms 
in the health care domain 

- a thorough investigation, inventory and analysis of all various local, regional, cross-border, EU 
projects and programs in the e-health in order to avoid any overlappings in the particular research 
and development and on the other hand to achieve the most efficient and wide use of the best of 
them as model solutions for implementation in the rest of the EU with the financial support from the 
EU budget in case that a member state will decide to implement 
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FIG. 1: CONTEXT DIAGRAM OF IWEBCARE KNOWLEDGE BASE ON LEGAL AND ORGANIZATIONAL ISSUES 

ON THE HEALTH CARE DOMAIN. 

it in its own national system of health care. For example. during our research we have found out that 
there  is functioning a project of a “paperless” medication prescriptions that according to their 

authors are saving just in Sweden 300 mil. Euro annually in the country of about 9 million citizens. 
What could be benefits of such a project if implemented across the EU-27 of 500 million citizens?! 

- Introduce as soon as possible the EU system of electronic medical records as the basic precondition 
for any further progress in e-health, telemedicine, utilization of European Health Cards, etc. Without 
such a system of e-records, doctors are just hesitant to accept those cards  for some kinds of medical 
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treatment if they do not know the medical history, previous treatments, medications, etc. of that 
patient, etc. 

- especially elder people and people living in the rural and removed areas have to have an easy and 
cheap access to all available ICT that would enable them an immediate access to the needed health 
care or at least advisory services regarding e.g. home care, mobile care, ambulatory care, etc. 

- to fight as vigorously against fraud in the health care domain as it is technically with the 
contemporary ICT and legislation possible as the above losses estimated annually just in Europe 
between 30-100 billion Euro as a consequence of  fraud in the health care domain are simply just too 
high to be left without adequate fight including utilization of the latest ICT e.g. in the form of our 
EU/6FP/IST/iWebCare project to be ready for practical implementation in the end  
of year 2006 

- sooner or later the currently prepared new EU health strategy [6] should develop into the new full 
fledged CHP - Common Health Policy based on principles of the widest possible utilization of the e-
health, etc.   

All these and some other related measures as revealed through our research could serve as one of 
the best vehicles for fulfilling the nice but still rather not so easy-to-be implemented slogan on 
“bringing the Union closer to its citizens”. Also according to our research there is probably nothing 

more important for people in general than a good health and an adequate health care as it is stipulated 
also in the principal acts of the UN system of International law on fundamental human rights and 
among them also on the right for adequate health care as one of those fundamental human rights!  After 
all, basically the same is stressed also in the first sentence of the particular EU White paper for its new 
health strategy [6]: “Health is central in people’s lives and needs to be supported by effective policies 
and actions in Member States, at EC level and at global level”.  
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Abstract 
 
To effectively respond to emerging public health challenges at global level, one of the basic requirements is the 
existence of vibrant health care services systems at national levels, which caters to the needs of all the sections of a 
society, irrespective of one’s capacity to pay. In this context, the present paper intends to discuss the case of Orissa. It 
is one of the poorest states located in the eastern part of India, with low health and human development indicators. 
With the beginning of Health Sector Reforms process in the state since 1990s onwards, various systemic changes were 
introduced by the state government for improvement in the health care services structure in the state, especially in 
rural and remote areas. The present paper analyses the adequacy of these responses from the state, given the kind of 
requirements in the health care services structure and draws implications for other developing countries.  
 
Introduction 
 
Orissa is located between the “parallels of 17.49'N and 22.34'N latitudes and meridians of 81.27'E and 87.29'E 
longitudes. It is bounded by the Bay of Bengal on the east; Madhya Pradesh on the west and Andhra Pradesh on 
the south. It has a coast line of about 450 kilometers. It extends over an area of 155,707 square kilometers and 
accounting for 4.87% of the total geographical area of India”.1 

As per 2001 census of India, near about 15% of Orissa‟s population lived in urban areas. This is one of 

the lowest figures in India. That means 85% of the state‟s population were living in rural and hilly areas, for 

whom, agriculture was the predominant occupation. In terms of infrastructure, good quality roads, electricity 
and drinking water were major challenges not only for the rural areas but also for the urban population in the 
state. 

In terms of human development indicators Orissa is the poorest state in India, lagging behind key 
maternal and infant health indicators and almost 48% of its population living below the poverty line, as per 2001 
census of India.2 Here government is the major service provider in health and education sectors and the growth 
of private sector in terms of institutions and beds in health care has declined in the 1990s.  
 

Shifts in Epidemiology 
In terms of communicable diseases, the figures show that while Orissa could achieve a certain level of 

control over gastroenteritis since 1980s, malaria and tuberculosis cases actually increased during this period. 
One of the main factors for this was that the periphery level institutions like PHCs and sub centres had almost 
become non functional in the state. The analysis of health and manpower ratios showed that there were 
inadequate staffs in all the categories of personnel in Orissa.  
 

Existing Health Care Infrastructure 
 In terms of medical education the state had only three government run medical colleges operating. 
However there were proposals to create more private medical colleges in coming years. While the allopathic 
system has grown over the years in terms of number of beds, institutions and manpower, the India System of 
Medicine has experienced a stagnant growth in Orissa. While total number of sub centres had grown over the 
years, by the year 2005 more than 57% of the sub centres in the state were functioning without any government 
building. Therefore these periphery level institutions were really at a crisis. 

 
Vacancy Positions  
Among the vacancy positions in various categories of posts, Orissa was facing problems in the 

category of class II specialists, junior class I and senior class I posts. These were crucial shortages because these 
personnel were manning the posts at Primary Health Centres or PHCs and Community Health Centres or CHCs. 
However the acute shortage was among the category of Multi Purpose Health Worker, Male or MPHW (M), 
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followed by Multi Purpose Health Supervisor, Male or MPHS (M) and the radiographers. The shortage in health 
worker, male and in health supervisors, male, had implications for effective functioning of sub centres and their 
proper supervision and which in turn had implications for successful implementation of various national 
programs. The vacancy in the post of radiographer had implications for quality care at the PHC level 
institutions. 

Given this socio-economic context, epidemiological situation, the existing health care infrastructure 
and vacancy positions at various levels of health care services structure of Orissa; we have presented a 
comparative picture of availability of Sub Centers, PHCs and CHCs3 in tribal Orissa, in terms of their required 
numbers, actual presence of these institutions and the gaps still required to be filled. Along with the analysis of 
unserved and underserved areas, we have tried to analyze the adequacy of the responses from the state 
government to meet these structural challenges. 

Finally based on the findings of this study the paper also prescribes some policy suggestions for 
improving the health care services structure in Orissa and this has implications for not only other states in India 
but also for other developing countries in Asia, Africa and Latin America, where the issues of structural 
constraints are more or less similar.  

 
Methodology  
 
In terms of methodology, ethnography4 has been used as primary source of data collection, apart from the use of 
secondary sources. In total 34 in-depth interviews were conducted with senior government and donor agency 
officials dealing with the health care system in the state. This excludes the officials interviewed from district 
level and downwards. The respondents were identified with the use of snow ball sampling procedure. Besides, 
two developed districts of Khurda and Sundergarh were studied intensively from sub-centre to Chief District 
Medical Officers‟ level. The study was carried out with in a span of eight months. 

 
Sampling Frame 
The table below gives a picture of number of officials contacted and numbers interviewed at the 

central, at the state and at the district level.  
 

TABLE 1: NUMBER OF OFFICIALS CONTACTED AND INTERVIEWED 
Actors (Central level) Numbers contacted Numbers Interviewed 
Bilaterals like EEC, DFID 3 3 
World Bank 2 2 
MOHFW 3 1 
Actors (State level)   
Health and Family Welfare Department, Govt. of 
Orissa. 

17 16 

OHSDP 3 3 
Bilaterals like EEC and DFID 5 4 
UN agencies, Orissa 5 4 
Orissa state level academics 1 1 
Total 39 34 
District Level:   
CDMO‟s and allied staff 8 8 
Block PHC MO‟s 8 8 

Source: Field work, 2005. 
 
Note: MOHFW- Ministry of Health and Family Welfare, EEC- European Commission, DFID- 

Department for International development, UK; OHSDP- Orissa Health Systems Development Project.  
 
While both the donor agency and government officials were interviewed at the central and state level, 

at the district level only the officials from the government departments were interviewed. 
Sample Techniques 
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To identify the officials in the government and in donor agencies both purposive selection and 
snowball sampling techniques were used.  

 
Purposive Selection 
In purposive selection, officials were interviewed who were closely involved with the health sector 

reform process in the state of Orissa. This list was prepared also with the help of snowball sampling. 
 
Snowball Sampling 
In our case the personnel to be interviewed were mostly technical experts in their fields and hence to 

identify them snowball sampling was a useful tool. Thus few officials of the donor agencies in Delhi were 
identified in the initial stages and once interviewed; they were requested to mention other interviewees who 
could be approached for interview. Similarly in Orissa once some of the officials were interviewed, they 
referred to some other officials. This was the case about all the officials at Bhubaneswar, the capital of Orissa. 
At the district level, the concerned officials were interviewed without using snowball sampling. Here these 
officials were identified directly by visiting these institutions. 

 
Techniques Used For Data Collection 
Interview guide, field notes, transcripts, group interviews, and direct observation methods were used 

for data collection apart from the use of secondary sources. 
 
Interview Guide 
Before the interview, a set of questions were prepared keeping in mind the broad and specific 

objectives of our study and specifically what objective a particular interview would address. For this an 
intensive Internet search about the department in which a particular official was to be interviewed was carried 
out and other relevant documents were referred. Once an interview guide was prepared it was rechecked several 
times before giving it a final shape. As we have mentioned earlier that most of the interviewees were 
interviewed more than twice, these interview guides were also modified after each interview.  

 
Field Notes 
Field notes were used in collecting data during field visit. Brief notes were taken during the interview 

itself. Notes were also prepared at the end of everyday about the day‟s developments. Thus the gaps in writing 
during interviews were filled up by memorizing the event. The field notes were both descriptive and reflective 
in nature.  

By asking probe questions, by cross checking with other interviewees and wherever written records 
were available, were referred, to verify the data collected through interview. The reflective aspects looked at this 
researcher‟s impressions about the larger picture the interviewees were trying to provide and about the overall 

work atmosphere etc. It needs to be mentioned here that all the interviews were conducted during office hours at 
various office premises. This was true both in case of government and donor agency officials. 

 
Transcripts 
Prior consent of the interviewees was taken before using the tape recorder. Tape recorder was used 

because most of the respondents were senior officials in either the government and donor agencies. And as these 
interviews were on technical questions, it was thought as appropriate to use tape recorder so that not a single 
important point was missed. These records were transcribed regularly. While most of these interviews were 
conducted by using tape recorder, in some places the interviewees felt uncomfortable in the presence of a tape 
recorder and hence in these cases it was not used. Here field notes were used in the presence of the interviewee 
and also at the end of the interview the gaps were filled up by recollecting from memory. Later when the same 
interviewee was met for second time these opinions were cross checked again by asking probe questions. In 
most of the cases a respondent was interviewed for at least three times and this includes senior officials of the 
government and donor agencies. 

 
Group Interviews 
This was conducted only with the ANMs at the four block PHCs, which were covered intensively. 

These interviews were taken during the weekly Saturday meetings at the PHC level when all the ANMs gather 
at PHC headquarter to discuss about their field challenges. In all the cases interviews were conducted at the end 
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of their weekly meetings within the PHC premises. Questions were posed and it was suggested that anyone 
could respond and in many cases, on a single question, many of them responded. Questions were framed with 
regard to their knowledge of various national programs, day to day field challenges etc. 

 
Direct Observation5 
Direct observation was used to understand the culture of work atmosphere in both the government and 

donor agencies. By the culture of work atmosphere we could say how the office was organized, what was the 
office arrangement, what was the surrounding of the office, the cleanliness in and around the office, whether the 
staffs were gossiping in official hours, whether the staffs were in their place during official hours, the 
arrangement of files and the morale of the staff etc. For example in government offices of Orissa, maintenance 
of files was manual in nature and not well maintained.  

 
A Glimpse into the Un-served and Underserved Areas 
Out of 30 districts in Orissa there were many areas which have been facing shortage of manpower, and 

infrastructure had been almost non-existent at PHCs, PHC (New) is6 and at sub centre levels. Unserved and 
underserved areas have been identified as “Those socio- economically backward areas, which do not have 
access to health care services from the existing government health infrastructure …In specific terms these areas 

are: where post of MO, ANM, LHV7 etc have been vacant for one year; PHC is not equipped with minimal 
infrastructure, performance on critical RCH indicators is poor.”

8  
The table 3 gives a picture of 15 districts of Orissa where blocks had been identified as unserved or 

underserved areas.9 If we make a comparison between these 15 districts, the figures show that Kalahandi had the 
worst scenario with 13 blocks identified as unserved/underserved and 28 sub centers as unserved and 61 as 
underserved. The figures show that Baleswar, Cuttack, Keonjhar and Bargarh were better performing districts 
compared to Nawrangpur, Nayagarh and Jajpur, where maximum numbers of blocks have been identified as 
unserved or underserved. In between these two extreme groups of districts were Sambalpur and Angul. 

While there were gaps in these data10, this was a first of its kind of effort in Orissa to map the 
unserved/underserved block level institutions. These data had been collected to involve NGOs in delivery of 
RCH services in these unserved/underserved areas by using the existing government health care institutions in 
these places11. This was part of the Mother NGO scheme or the service NGO scheme under the RCH program of 
government of India12. So the question arises whether this was an indirect attempt to handing over the block 
level institutions, where there has been absenteeism among the staffs, to the NGOs? 

 
Availability of Sub Centres, PHCs and CHCs in Tribal Orissa 
Tribal areas in Orissa mostly come under the category of „remote and difficult‟ areas in the state. As 

the tribals in Orissa constitutes about 22% of its population and hence to improve the health status in general, 
the availability and efficient functioning of health care institutions in these areas become that much significant. 
While the debate about the institutions available in tribal areas has been in terms of their efficient functioning, it 
has rarely figured in terms of availability of health care institutions in these areas. Therefore let us have a look at 
the availability of Sub Centres, PHCs and CHCs in terms of their requirements in tribal areas of Orissa. 

 
TABLE 2: NUMBER OF SC/PHC/CHC IN TRIBAL ORISSA 

Sub Centers PHCs CHCs 
R P A R P A R P A 
2634 1865 70.80 507 461 90.93 118 60 50.85 

 
Note: R- Required number of Sub Centres, PHCs and CHCs, P-Presence of these institutions, A- Achievement in 

terms of Percentage to the required numbers. 
Source: Health Statistics of Orissa, 2000-2001, Compiled by State Bureau of Health Intelligence, Directorate of 

Health Services, Orissa. 
 
The table shows that while the presence of primary health centres were more than 90 percent of the 

required numbers, it was in case of the sub centres and community health centres, where these institutions were 
present in 70.80 percent and 50.85 percent respectively. Therefore in terms of periphery level institutions in 
tribal Orissa, it was the sub centres and the CHCs, which required urgent attention.  

Systemic changes introduced by the state government 
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What were systemic changes introduced by the state government to improve the health care services 
structure in the state? Some of the significant changes introduced were: Funds for Petty Maintenance, 
Contractual doctors, Contractual District Cadre for Paramedics, Mandatory Pre-PG rural scheme, Involvement 
of indigenous practitioners, handing over PHCs to NGOs etc. 

 
Discussion and Conclusion 
 
The figures for unserved and the underserved areas show that the health care institutions and manpower were 
unevenly distributed in different parts of Orissa. In remote and difficult areas, it has been observed that the 
health care institutions were understaffed due to the absenteeism among the staff members. In the tribal areas 
the institutions which required immediate attention in Orissa were the CHCs and the sub centres. 

In terms of strengths and weaknesses in the health care services structure in the state, it was clear that 
the cadre structure in Orissa was not properly managed over the years. For example, in many cases it used to 
take 20 years for a person to move from block level to the district level. This was a huge demoralizing factor for 
the health personnel. It had also created problems at the level of CDMOs and technical directors at the 
directorate of health, where the tenures were very short. As a result it was hampering the effective 
implementation of various health programs in the state. 

Secondly the staffs were inadequately trained in public health at all levels. While the medical officers 
had been trained for curative services, their main task at the periphery level institutions like block PHC, which 
was their first posting, was the preventive aspects. So whatever one learned, it happened at the PHC level 
directly and it was all depending on one‟s own effort. Hence it has been observed that even the CDMOs with a 

specialization in a particular area prefer to concentrate on that area only and it was told that most of the CDMOs 
were spending major part of their times, in their clinics rather than giving attention to the district health care 
services. Besides in our society a doctor is recognized for curative care. This problem was seen to be pervading 
even at the senior technical directors level. While the problem has been well identified, any concrete policy 
steps have not been initiated till now. 

Similarly, the single doctor institutions known as PHC New in Orissa have been functioning without 
the medical officer in most of the cases. It has been observed that generally the pharmacists were running these 
institutions. There have been suggestions that as these institutions cater to outdoor patients and hence they do 
not require medical officers and either a pharmacist or even a nurse was enough to run these institutions. The 
important thing mentioned was that these institutions should be sending referrals in time.  

 One of the major problems was that the medical officers were refusing to stay in periphery level 
institutions. The major reason was the lack of a transparent transfers and postings policy. However rather than 
addressing this structural problem the state government had initiated schemes like, mandatory pre PG scheme 
and the training of medical interns with the guidance of CDMOs and the contractual doctors at the block level 
etc. However, as these schemes were not addressing the structural issues, they have literally failed to make any 
impact on the ground. For example most of those applying for contractual doctors‟ posts were retired and old 

persons, with the knowledge that they won‟t have to visit their institutions regularly! The major problem 
identified was that there was lack of political will for bringing in structural changes in the health care services in 
the state. 

The problems of ANMs were more acute. While the male worker existed in pen and paper, it was 
observed during field visit that they hardly visited the field. It was left to be done by the ANMs. It needs to be 
remembered that the success of the national programs depends upon the success of the ANMs in doing their 
duties in a satisfactory way. Further, most of the places in Orissa, government sub centre buildings were not 
there. That means these sub centers were not functioning at all because even where government buildings were 
there the ANMs refused to stay, as these places were located at the end of the village or were in burial grounds! 
Compounding the problem was the kind of daily abuses the ANMs had to face in their routine activities in the 
field from the male villagers. This had a very negative impact on the RCH activities. It was also the case that 
many of the ANMs were hardly aware of the various national programs, which they were supposed to carry out 
in the field. The training of ANMs was also inadequate. Therefore the problems were multi pronged.  

During the field visit it was observed that while the officials at various levels understood the problem 
they felt helplessness about doing anything about it. Therefore the creation of contractual district cadre for 
paramedics had not solved the problem of absenteeism of ANMs in remote and difficult areas. 

1233



To improve the health status of a population along with improvement in health care services, there was 
necessity to improve the economic and social status of the people. However our interaction at various levels in 
the state showed that this inter-sectoral approach to health was missing. 

However the response of the state has been inadequate. For example among all the systemic changes 
introduced by the state, only the allocation of funds for petty maintenance of block headquarter PHCs has been 
successful to a large extent. Otherwise most of the systemic changes introduced has mostly been misdirected, 
like the introduction of mandatory pre-PG rural scheme, internship training for medical graduates, contractual 
district cadre for paramedics etc. rather than introducing a transparent „transfers and postings policy‟ for medical 

officers as well as for the paramedics; creating mechanisms for regular training for various levels of staffs; a 
transparent and rational promotion policy; a sincere effort to integrate training in public health in medical 
colleges etc. 

While, the main strength of the health care services in Orissa has been that: for in-patient and out 
patient care both the rich as well as the poor utilized the government services. This has ensured that these 
institutions function at a certain level of quality care. However as the support for increasing private participation 
grows in the state among the key actors, like the state government and the donor agencies, it would be really 
difficult for the poor and the marginalized sections to get an effective and quality health care from government 
institutions. 

 
Policy lessons 
 
There was need for political will to implement required changes for the betterment of health care services 
system in the state, rather than catering to vested interests. From our study following policy suggestions we 
would like to mention: 

 There was need for transparent transfers and postings policy both for medical officers and for 
paramedics for a state like Orissa with 85% of rural population and with large parts of the state 
remaining unserved and underserved 

 There was need to review the existing policy for promotions at various levels. There was need for 
making it performance based and a transparent one 

 There was need for policy of fixed tenures at various levels, for not only effective policy 
implementation and outcomes but also for best output from the existing workforce 

 There was need to promote the education of public health along with clinical aspects in medical 
colleges on a compulsory basis. The creation of two parallel cadres, one focusing on clinical aspects 
and other on public health, won‟t help much; as few would opt for training in public health only 

  There have been suggestions that the single doctor PHCs could be headed by one pharmacist or even a 
nurse, instead of the existing practice of one medical officer being the head. However at these 
institutions the system of referrals need to be strengthened 

 At the sub centre level there was need for one female assistant to the ANMs 
 There needs to be a mechanism for construction of sub centre buildings on a long term basis. This 

would ensure that these are constructed at proper places within a village, like residential areas and 
sufficient funds should be allocated for it on a priority basis 

 There was need for systematic and regular training mechanisms for the ANMs and other staffs at the 
periphery level institutions 

 There was need to raise awareness about existence of various health care institutions and the 
availability of services at these „remote and rural‟ areas. The use of ICT could help a lot in this aspect 
More importantly there was need to involve the village and tribal communities in the regular and 

effective functioning of periphery level health care institutions. In this regard, the gram panchayats and the 
Tribal Councils can play significant roles. Along with this, the inter-sectoral linkages for improvement in the 
health status of a population need to be realized not only at the policy making level but at all levels of health 
services structure.  

Finally the growing support for increasing privatisation of health care among the key stakeholders like 
government and the donor agencies is a worrying factor, particularly in a poor state like Orissa. Therefore, the 
focus from universal quality health care for all should not be missed, even though the providers and financiers of 
health care might change in a dominant way from the public to the private sector. 
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ANNEXURE- I 

TABLE 3: UNSERVED AND UNDERSERVED AREAS 
Name of the 
District 

Total 
number of 
blocks 

Total No. of 
PHC/CHC 

No. of block PHC/CHC, 
UGPHC and PHC (N) 
Underserved or Unserved 

Total 
number of 
sub 
centers 

Number of Sub 
Centers Unserved or 
Underserved 

Bargarh 12 PHC-52 
CHC-5. 

PHC/CHC- 4, PHC (N)-3. 187 26 

Balasore 12 PHC-74 
CHC- 6 

PHC- 5 250 8 

Cuttack 14 PHC-62, 
CHC-4 

PHC-3, UGPHC-1, PHC (N)-1 299 14 

Keonjhar 13 PHC-47, 
CHC-6 

PHC-3, CHC-6, UPHC-1. 213 19 

Boudh 3 PHC-13, 
CHC-Nil 

* 59 21 

Khurda 10 PHC-6, 
CHC-4 

6 underserved blocks out of 10 186 * 

Puri 11 PHC-44, 
CHC-4 

6 underserved blocks out of 
11. 

221 * 

Jagatsinghpur 8 PHC-18, 
CHC-2 

6 blocks out of 8 as 
underserved 

182 9 

Jajpur 10 PHC-59, 
CHC-5 

5 blocks out of 10 as 
unserved/underserved. 

235 10 

Nayagarh 8 PHC-34, 
CHC- 4 

7 block PHC/CHC/UGPHC as 
unserved/underserved. 

150 21 

Sambalpur 9 PHC-35, 
CHC-5 

PHC- 4, CHC -3, UGPHC- 1. 142 17 

Mayurbhanj 26 PHC-89, 
CHC-13 

8 blocks identified as 
Unserved/underserved. 

521 12 

Nawrangpur 8 PHC-41, 
CHC-5 

6 blocks identified as 
unserved/underserved. 

222 * 

Kalahandi   13 blocks as 
unserved/underserved 

* 28- unserved 
61- underserved. 

Angul 8 PHC- 33, 
CHC- 3 

PHC/PHC (N) and CHC- 8 146 8 

 
Note: The PHC institutions also include PHC (N) in many of the districts. The * mark suggest that data 

not available. The column 4, which describes about Unserved and Underserved block PHC headquarter 
institutions. The above table mentions about only 15 districts. The remaining data of three districts were not 
available in the original document. UGPHC: Upgraded Primary Health Centre. 

Source: “Underserved and Unserved Areas in 15 Districts of Orissa for RCH Service Delivery 
intervention, Documented by NGO Cell, Government of Orissa, Health and Family Welfare department” 2004. 

 
Acknowledgement: 
 
I am thankful to Prof. Gopal Naik, Chairperson, Centre for Public Policy at IIM Bangalore for providing me the 
space and encouragement to complete this paper. I am also very thankful to Prof. Nagadevara V at IIM 
Bangalore for his encouragement in giving a final shape to this paper. 

1235



References 
 
[1] Government of India (2001), Census of India, 2001. 
[2] Government of Orissa (2001), District Statistical Handbook: Khurda, Directorate of Economics and 
Statistics, Bhubaneswar, Orissa. 
[3] Government of Orissa (2002), Health Statistics of Orissa:2000-2001, State Bureau of Health Intelligence, 
Directorate of Health Services. 
[4] Government of Orissa (2005), Health and Family Welfare Department: An Overview, unpublished report. 
[5] Government of Orissa (1997), Ninth Five Year Plan: 1997-2002. 
[6] Government of Orissa (1998), Orissa Health Systems Development Project: Project Implementation Plan, 
Health and Family Welfare Department, Government of Orissa. 
[7] Government of Orissa (2005), State Level Conference of Chief District Medical Officers: 10th and 11th 
January 2005, Directorate of Health Services, Health and Family Welfare Department, Government of Orissa, 
Unpublished Report. 
[8] Government of Orissa (2003), Statistical Outline of Orissa, Directorate of Economics and Statistics, 
Government of Orissa. 
[9] Government of Orissa (2004), Unserved and Underserved Areas in 15 Districts of Orissa for RCH Delivery 
Intervention, Documented by NGO Cell, Ministry of Health and Family Welfare Department, Government of 
Orissa, Unpublished Report. 
[10] Government of Orissa (2001), District Statistical Handbook: Sundergarh, Directorate of Economics and 
Statistics, Bhubaneswar, Orissa. 
[11] International Institute for Population Sciences and ORC Macro, India, (2001), National Family Health 
Survey: II, Orissa, 1998-99. 
[12] Hammersley Martyn and Paul Atkinson (1983), Ethnography: Principles in Practice, Tavistock 
Publications, London. 
[13] Koop Everett C, Clarence E Pearson and M Roy Schwarz ed. (2001), Critical Issues in Global Health, 
Jossy-Bass, A Wiley Company. 
[14] Kundu S (2006), Health Sector reforms in Orissa and Its Implications for the Health Services, Unpublished 
PhD Thesis, Submitted to Center of Social Medicine and Community Health, J. N. U. New Delhi. 
[15]Robert Marc J, William Hsiao, Peter Berman and Michel R Reich (2003), Getting Health Reform Right: A 
Guide to Improving Performance and Equity, Oxford University Press. 
 
 

End Notes 
 
                                                           
1 Orissa Government Website as per 27th August 2008 
2 Poverty line has been described by the Planning Commission, government of India, in terms of 

consumption of food in Kilocalorie terms. For rural areas it is 2400 Kilocalorie per person per day and in urban 
areas it is 2100 Kilocalorie per person per day. Off late there have been demands from various quarters to add 
other basic necessities of life, like cloths, shelter, access to quality basic health care and education, in measuring 
the poverty line 

3 PHC: Primary Health Centre, CHC: Community Health Centre 
4 In Ethnography, in-depth interviews and direct observations were used for data collection 
5 Direct observation is one of the important tools in an ethnographic approach to get a better 

understanding about the actors‟ perspective. 
6 PHC (New) is a single doctor PHC; other staffs being a Pharmacist, an ANM or Auxiliary 

Nurse/Midwife and a sweeper 
7 MO: Medical Officer, LHV: Lady Health Visitor who supervised the ANMs. However this post has 

been abolished from Orissa 
8 “Underserved and Unserved Areas in 15 Districts of Orissa for RCH Service Delivery Intervention, 

Documented by NGO Cell, Government of Orissa, Health and Family Welfare department” 2004 
9 See Annexure I 
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10 The data collected for unserved and underserved PHC/CHC/UGPHC/PHC (N) and the sub centres of 

these 15 districts were difficult for comparison. The first reason was that the format of reporting for 
unserved/underserved areas had varied among different districts. While some of the districts have mentioned 
about particular PHC/CHC and sub centres as unserved or underserved areas, others have reported in general 
terms, like number of blocks unserved. Further these data have been compiled on the basis of reports submitted 
by the CDMOs and many of the districts seem to be under reporting. For example, figures for Jajpur district 
show that while 5 out of 10 blocks were unserved or underserved, only 10 sub centres were 
unserved/underserved out of 235 sub centres in the district! In the same logic the figures for Mayurbhanj, 
Nayagarh and Jagatsinghpur could be questioned. Another aspect was that if the disaggregated data had been 
provided for these districts in terms of PHC/CHCs and sub centres, rather than reporting that „this many number 

of blocks as unserved‟, than it would have given a better picture for not only understanding the real situation but 
it would also have provided basis for concrete action. Further there were districts like Nawarangpur, Puri and 
Khurda, where the numbers of unserved/underserved sub centres have not been reported. Similarly in case of 
Boudh, the data for unserved PHC/CHC had not been provided. 

11 Ibid. The unserved/underserved areas were: where the post of MO, ANM, LHV etc have been vacant 
for more than a year and the PHC was not equipped with minimal infrastructure and the performance on critical 
RCH indicators were poor. 

12 Ibid. 
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Abstract 
 

Nowadays, marketing is widely accepted as an appropriate instrument for patient acquisition among health care 
providers like hospitals and physicians. Driven by the desire to get their share from the now global medical market, 
and the growing medical tourism, many of the protagonists perceive the internet to be a powerful instrument to 
attain certain goals. Web-sites presenting hospitals and physicians to potential clients are omnipresent. However an 
additional trend enjoys increa-sing popularity, the usage of message boards, blogs and online communities as a 
second informal platform. Unfortunately these activities seem to carry the potential, to open the door to an 
uncontrollable risk to become not only a victim of com-petitors, but also of the main addressee of their internet 
activities, the patient. The author offers therefore a basic guide-line for hospitals and physicians to avoid the most 
common pitfalls within the www.  

 
Introduction 

 
The www provides the hospitals and physicians with attention unknown before. With the help of the internet, 
hospitals and physicians have the opportunity to reach a worldwide audience 24h per day. Furthermore it opens 
those new and exciting ways to advertise. Online advertising is providing many advantages to potential 
advertisers. It enables sites to track users, and how many times a site was clicked on, as well as how deeply a 
site was looked at by a visitor (Berkowitz 2006). Although nothing new anymore, the usage of message boards, 
blogs etc. is still seen as something creative by physicians and hospitals. Unfortunately the www does not only 
offer benefits for its users, but also dis-advantages and risks. Since the www allows to contact a global audience 
in a before unknown speed, the risks for its users and the pitfalls that can be the out-come of any online activity, 
started because of the assumed advantages, must be brought up to the user’s mind. This means, that the 
opportunity to spread information, messages and news, implicates that also gossip, slander and defamation in an 
almost anonymous environment can occur.  

To prevent hospitals and physicians from becoming affected, I created a tool box to make them aware 
of risks and how to overcome the hurdles of going and being online. 

 
Methods 

 
Available, published, related articles were detected with the Karlsruher Virtueller Katalog (ubka.uni-
karlsruhe.de) The Interned was searched by using the Google search engine (google.com) as well as the Journal 
of Medical In-ternet Research (jmir.org). Another method to gather information was the interview. The amount 
of them was 14. I preceded all interviews by phone. Before starting the interview, I introduced myself and the 
topic briefly. I used a semi-structured interview format in order to achieve flexibility in the form (Seidmann, 
1998). This open-end and less structured allowed me to act situational and to the individual situation of each 
interview partner (Merriam, 1998). The average duration of an interview was 40 minutes. The questions focused 
on general information and experiences about the advantages, risks, dangers and damages of the www usage. To 
establish an open-minded situation the questions were presented in a simple context. Each interview was written 
down on basis of the minutes taken during the phone call. I combined the chosen sources in order to achieve a 
high degree of validity.  

 
Discussion 

 
The discussion is divided in 5 steps, consisting out of, what is it all about, why is a basic guideline necessary, 
understanding the phenomenon, how to manage the problems, and conclusion.  
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What is it all about?  
 
A survey of the contemporary marketing literature shows, that the usage of the www is a fix part of 

medical pro-fessional’s marketing activities. Recent years have seen a surge of interest in the use of the Internet 

for a wide range of marketing activities in healthcare. Most hospitals have websites up and running and some 
healthcare organizations have actually led the way with regard to certain aspects of on-line marketing. At the 
same time, significant growth has occurred in the number of consumers who search for healthcare information 
online. Whether it is a patient or a caregiver, the internet is used as a resource, both before and after visiting the 
doctor. This shows that Healthcare organizations have progressed through the various stages of Internet 
marketing, moving from the “brochure” stage. (Thomas, 2008). However most healthcare organizations have 
limited experience with marketing, and the lack of experience is often reflected in their attempts to implement 
innovative marketing initiatives such as websites.  

Beside the conventional and now widely used marketing activities of hospitals and physicians the usage 
of message boards, blogs or even online groups are more and more in the focus of the media. A brief survey of 
this trend can be found in an article by Szabo published in USA Today (Szabo, 2006). The content focuses on 
activities called Customer-Generated Media, meaning media used by customers to influence other customer 
(Kotler, Shalowitz, Stevens 2008). The article gives an insight into the usage of the internet within the 
healthcare sector. The focus is on young cancer patients and in how far the www can be used to support the 
patients. Examples are patients starting to create blogs; others record their stories through podcasts that can be 
downloaded onto iPods. But why should all the mentioned activities incorporate a risk? To understand potential 
problems, I started to search for negative aspects of the internet, and surveyed the pertinent medical marketing 
literature. 

According to Thomas (2008) mistakes in web marketing can be divided in 7 groups: failure to adequate 
plan for the project, making faulty assumptions about customer wants/needs, entrusting the process to 
inappropriate parties, failure to carefully plan content, lack of integration with other marketing activities, 
assuming that the project is finished, failure to make a long-term commitment.  

Since the statements of Thomas (2008) are rather general, they do not give an insight into the www 
specific pitfalls and problems. Therefore I surveyed Dyer’s review about ethical challenges of medicine and 

health on the internet (Dyer 2001). According to Dyer (2001), the www is misused by a group called “not so 

legitimated practitioners”. Dyer (2001) divides the group into crackers, virus writers, worm writers, e-paparazzi, 
e-stalkerazzi, online information brokers, industrial spies, unlicensed, unqualified information providers, or 
online charlatans, cyber plagiarism and copyright infringement.  

This more precise enumeration led me to the question which of the mentioned groups is likely to be 
involved in activities against hospitals and physicians. Therefore I contacted the United States Department of 
Justice. The choice to call an USA institution was based on the plan to contact the Google and Yahoo 
headquarters in USA, since both are the leading providers for online platforms, and furthermore I assumed that 
the headquarter is likely to be in possession of information gathered from around the globe. 

According to the Computer Crime & Intellectual Property Department of the United States Department 
of Justice the following groups are likely to agitate in this environment: crackers, e-paparazzi, e-stalkerazzi, 
online information brokers unlicensed and unqualified information providers, or online charlatans. After 
receiving this basic information I took a closer look to Dyer’s (2001) listing, crackers can be defined as one who 
breaks security on a system, coined in ca. 1985 by hackers in defense against journalistic misuse of the term 
„hacker”, which more properly refers to the highly skilled computer programmers who enthusiastically enjoy 

programming and sharing their expertise (webopedia.com). A prominent example of such an activity is the 
attempt of seventeen hospital workers, including doctors, supervisors, and lab technicians who tried to access 
the record of former President Bill Clinton as he was undergoing heart surgery at New York’s Columbia 

President Hospital (Health privacy project 2007).  
Online information brokers sell or exchange information gathered on users to a website frequently done 

without the user’s explicit knowledge. Permission is granted through creative usage of the privacy policy, or 
simply by stealing it in a variety of ways, starting from cracking the passwords or blackmailing the company 
hosting the data. This gathered information is likely to be used by marketers for their activities like advertising 
etc., or to take advantage directly on the individuals. Here are two examples for the bespoken activities. In the 
first one security weaknesses have left millions of elderly, disable and poor Americans vulnerable to 
unauthorized disclosure of their medical and personal records (Health privacy project 2007), the second one 
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involved an offshore medical transcription subcontractor threatened to expose 30.000 veterans’’ electronic 

health records on the internet in a payment dispute with a VA contractor (Health privacy project 2007). The 
third group consists out of unlicensed, unqualified online information providers, or online charlatans. These 
non-professionals and Web entrepreneurs have flooded the www, offering a variety of products and services. 
These actors have the tendency to ignore legal and ethical boundaries. A common example is the promise of a 
rapid weight loss without keeping a diet (ftc.gov 2001).  

Dyer’s (2001) enumeration gives a fundamental insight into the potential risks of the usage of internet 
for hospitals and physicians. However the points do not say much about the usage of message boards, blogs 
communities etc. Taking a peek at realities within the www one can find out easily, that there are more mistakes 
as the mentioned ones and especially more pitfalls.  

In order to receive some firsthand information from providers I contacted Google and Yahoo. The 
Google representative was very cooperative but he told me, that due to the privacy statements he cannot provide 
me with detailed information, however he said that he is willing to talk about the topic and general and use 
neutral examples.  

My motivation was based on the assumption, that Google and Yahoo must have knowledge about the 
risks of the internet use for hospitals and physicians, since victims are likely to contact the provider in order to 
get the negative content out of the www, or to report about certain problems with communities.  

The Google representative stated that from his experience three basic types of attacks do exist. The first 
and most common one is the theft of pictures and personal information from physicians or hospitals in order to 
place them in an inappropriate environment. The Google representative assumed that many of the pictures and 
especially contact information thefts have a personal background, and are placed for instance in adult groups, in 
order to create an embarrassing situation for the victim. The main problem with such activities is the fact, that 
even if Google deletes the contents, the aggressor will move to another place within the www. The second area 
of conflict is platforms and message boards set up by the physicians or hospitals. Another form is the attack is 
the attack through spam, which means electronic junk mail or junk newsgroup postings (webopedia.com) send 
through Google mail (mail.google.com).  

The third method is a direct attack, by setting up an own blog (blogger.com) in order to destroy a 
physician’s or hospital’s reputation , or websites through Google (sites.google.com), to sell products like the 
weight loose pills mentioned before. A common tactic is to create a link to certain hospitals or physicians 
without their permission in order to dupe a good reputation. As in case of the picture and information theft, the 
chance to stop such an activity simply by shutting down a website is rather small. The representative stated that 
Google generally reacts with a penalty and in case of not adhering, to ban the user.  

Since the information from Google was enlightening, I asked the representative, if there is any 
knowledge about the actors and the motivation for such activities. According to his experience the main attacks 
particularly on the blogs have a personal background, but since most of the victims do not contact Google again, 
after the content objected is removed he could not provide me with further information about this topic.  

After the interview with the Google representative, I called the Yahoo Company, to compare the 
outcomes of both interviews. Similar to Google, the representative stated, that she cannot provide me with direct 
in-formation; however she was willing to talk about the topic. Despite the fact that the statements were quite 
congruent to the ones from Google it was important to me to compare the interview in order to achieve a 
fundamental validation of the Google statements.  

The first one is the picture theft in order to use it in places like yahoo groups (goups.yahoo.com), 
Yahoo 360 (360.yahoo.com) or flickr (www.flickr.com).The second and also very common strategy is the usage 
of yahoo mail (mail.yahoo.com) in order to spam message boards or email addresses, or simply to target third 
parties with slander and gossip. The third type of activity is the usage of the yahoo groups and yahoo 360 blog 
to attack hospitals or physicians.  

Yahoo acts by using the same two steps as Google, consisting out of a penalty at first and in case of not 
acting in the requested way ending the activity with a ban. My question about the motivation to start such an 
activity was answer-ed equally, by putting the focus on personal problems with individuals like patients, staff or 
similar.  

Since the representative was concerned about the topic she encouraged me to do further research about 
the following group, which she called patient advocates. Researching Google in order to find information about 
the topic, I detected many different websites like the National Patient Advocate Foundation (npaf.org), Patient 
Advocate (patientadvocate.org), Patient Advocates (patientadvocates.com), and Patient Advocates LLC 
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(patientadvocatesllc.com). Reading through the websites all of them had one thing in common, they were run by 
people or groups with a certain mission. Because of that I assumed that they have personal interests which might 
have an impact on the desired information. As a source in order to receive some more neutral information about 
the topic, I contacted the Joint Commission. The representative was very concerned about the topic, since the 
Joint Commission is frequently involved in associated com-plaints and questions. The representative stated that 
the patient’s advocates can be roughly divided in three groups. The first one has a real and honest interest to 
help others; however most of them are influenced by their own personal experiences. The second type of 
patient’s advocate is the one seeking attention and the feeling of being important, by pretending to be an 
authority in a certain medical field. From the representative’s point of view this was rather critical since the 
experience shows that this group has often the tendency to expose others in order to show how successful and 
respected they are. The third group is the one acting out of commercial interests. According to the representative 
this group can be divided in two parts the ones from the USA and the other from abroad. Most of the complaints 
about activities inside the USA were made because physicians acted as bogus patient’s advocates in order to 

harvest patients, in several cases the staff was involved, in other cases former patients of the physicians were 
motivated to lure others into the physician’s office. The represent-tative explained this behavior that most of 
them simply feel more important and are thankful to receive attention from their physician, while a smaller 
group is rewarded with benefits, like a more generous treatment or money. The representative said that it is 
almost impossible to get a hold of validated information since the topic is treated as a general taboo. The second 
part acts from abroad, and is mainly involved in the medical tourism business consisting out of hospitals, 
medical travel agencies or physicians from foreign countries.  

To understand the background it was necessary to get some information about medical tourism. 
According to the Deloitte survey from 2008 in 2007 an estimated number of 750.000 US citizens traveled 
abroad for medical care (Deloitte Medical Tourism 2008). Since this number gives an idea about the commercial 
fact it was easy to under-stand, why these activities do exist. According to the representative there is almost no 
way to stop this, although the education of predominately patients seems to be a way. But does the gathered 
information justify the requirement of a basic guideline? 

 
Why is a basic guideline necessary? 
 
I derived the necessity for a basic guideline from the significance of the possible problems for hospitals 

and phy-sicians roughly sketched in text above. As an extract from the findings mentioned before, it is a matter 
of fact that once something is virtually accessible it seems to be available for an unknown audience and for an 
uncontrollable period of time. Particularly the impossibility to stop the activities is significant. Trying to delete 
unwanted content from the www can be characterized as Sisyphus work, because if the content is deleted in 
place A. it is likely to pop up again on place B. The next problem is the amount of time. Therefore anybody who 
wants to start the slightest activity in the www must be aware of the risks and not only the assumed advantages. 
Since there is not too much pertinent literature available, and an uncountable number of consultants do exist, it 
is essential for hospitals and physicians to have a basic guideline in order to understand the situation and to 
make the right decisions.  

Talking to victims of such a campaign, the answer how long it took them to discover that they are 
target of such a campaign. All of them said that they learned about the attack through others, which implicates, 
that third parties already knew the situation, and the attackers were successful to a certain degree. 

Asking what they did to stop the attack was contacting the provider. I perceived this as a very good 
opportunity to prove Google’s and Yahoo’s statements. 

The contacted victims consisting out of a group in the number of 8 physicians and only 1 hospital since 
other hospitals refused to answer. Said that in cases of attacks started from Google or Yahoo spaces, the 
companies were quick in stopping the activities in the average it took 4 days. However three of the physicians 
stated that the campaign continued in another space, and that both Google and Yahoo were only willing to 
provide them with detailed information proven on basis of legal activities through courts etc. One of the 
physicians accomplished to receive the IP address of a Yahoo mail user after almost two months, since he had to 
organize the necessary documents. Finally he was only able to track a highly frequented internet cafe and the 
defamation campaign is still going on, so the success to stop the attacks can be regarded as somewhat not 
existent. All of the interviewed physicians stated that they had a loss in the amount of patients and in their 
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reputation since the gossip within their professional and social environment continued although in some of the 
cases the www campaigns were already stopped. 

 
Understanding the phenomenon 
 
Based on the collected information, I wanted to understand the phenomenon itself, meaning why the 

mentioned problems do exist. Since these virtual attacks like gossip and slander also exist in a non virtual form, 
I assumed that there must be connection between the behavior in the non virtual and the virtual life. A survey of 
the pertinent publications was very helpful to understand the connection. A Bryant University study showed that 
women are more likely to seek out medical information on the Internet, compared with men. This correlated 
with past findings regarding gender differences in health care; as an example, the researchers point out, that 
women are more likely than men to actually visit the doctor when they feel ill. As a result of the study I derived 
that women’s online behavior conforms to their behavior in the non virtual life. Women are more likely to ask 
for help than men, “the study said. The researchers analyzed the results of 4 surveys of 1461 women and 1317 
men who searched for health information online at least once between 2000 and 2004. Over that time, women 
were more apt to go online for health advice than men; in 2001, 72% women used the Internet for health 
reasons, compared with 51% of men; by 2004, the figures were 82% of versus 75% of men. Women were also 
more likely to find healthcare information on behalf of others. Men, however, were more likely to go online for 
sensitive health information that might be uncom- fortable sharing in person (Fallows 2005). 

Another problem is the lack of a real guideline stating what is definitely allowed and what not. For a 
long time the public entrusted the medical profession to regulate its own practices, but instead of rigorous, 
enforceable standards a pseudoaccountability was the result, consisting out of weak regulations that only give 
the appearance in setting and enforcing high standards (Kassirer 2001). The consequence is that some hospitals 
and physicians go farer as others when it comes to being creative. Kassierer (2001) stated therefore that a self 
regulation is necessary. However until now no compulsory one does exist. Therefore it is not unusual that 
problems are likely to occur. 

Analyzing the information gathered above, two facts do undeniably exist : human behavior in the www 
reflects the behavior in the non virtual life, and a compulsory guideline for the behavior of physicians and 
hospitals in the www does not exist. By breaking the topic down into its constituent subjects, aspects like 
revenge, taking advantage, gossip and similar, combined with the technology of the www are nothing else as a 
technological update of common human behavior. 

 
How to manage the problems 
 
Since the consequences of the activities mentioned before are significant, it is necessary to find a way 

to manage the problems.  
A first indication for a solution are the ethics standards and guidelines for internet health sites from 

institutions like Internet Healthcare Coalition, Hi-Ethics Alliance, Honor code, etc.. As a general consent these 
institutions share the common goals like, focus on ethics guidelines, codes of conduct for web sites, education of 
consumer and con-tent providers, self-regulation, compliant with the e-health Code of Ethics, like in the . As the 
e-Health Code of Ethics, the following eight principles can be named: candor, honesty, quality, informed 
consent, privacy, professionalism in online health care, responsible partnering, accountability (Mack, 2000). 
Since the guidelines focus all on an ethical behavior and aspects like honesty etc. they tend to implicate the 
same fundamentals of any business or private relationship. Other publications like model Guidelines for the 
Appropriate Use of the Internet in Medical Practice are mainly focused on the security of the patient and not on 
physicians and hospitals (Federation of State Medical Boards of the United States 2002). Like the documents 
before, it is more a focus on theoretical as on practical aspects. 

By recapitulating the information from above and especially what I stated about the equal behavior in 
the virtual and non virtual life, the anonymous audience as well as the uncontrollable lifetime of content in the 
www, the easiest way is to be as careful as in any other business activities.  

Therefore I have created some examples to make things less abstract. The usage of personal pictures for 
instance is an easy and practical example to demonstrate this statement. Would anybody print for instance 500 
personal pictures and pass them to no matter whom he or she meets without knowing the person, to somebody 
dislikable, to a concurrent, or to an individual with a criminal background? Certainly not! But why do it in the 
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www? This thought should be also a rule for places like facebook (facebook.com). As another example personal 
data and contact information can be named. Is it really wise to make the entire personal and in some cases even 
the private live accessible to an audience with all the characteristics mentioned before? Keeping people with a 
perhaps hostile intention in mind the answer is rather no than yes. What about passwords and access to data? Of 
course many rules and restrictions do exist but the answer can be given with the help of a simple question. Who 
is allowed to have your house key? Of course not anybody! The same is with looking the door properly, and in 
order to protect something valuable, the installation of an alarm system. I know that this sound like common 
sense, but as learned before it is sometimes astonishing that patients’ data is easily accessible to third parties like 

in the samples mentioned before, or even outsourced to offshore companies.  
Another example is the advertisement from especially private hospitals. Due to the economic pressure 

the latent tendency to describe for instance the standard and location of a hospital in an exuberant way is 
frequently present. But is this really a good idea? Like in the case before an example is helpful. One needs only 
to imagine a first-class holiday trip to a hotel with a view over a Caribbean bay, booked at a travel agency on 
basis of promises and a catalogue. After the arrival the hotel looks like the first-class standard is gone since 10 
years, and the view is only accessible by climbing on the roof. The natural reaction would be a complaint and 
for sure no second trip organized by the agency to the same hotel again. Keeping this in mind it must be clear 
that promises about the standard of for instance a private clinic must be made carefully, since patients especially 
after a surgery have the tendency to be more sensitive, than a healthy tourist. 

So the toolbox to start any activity or to survey an already existing one should consist out of four 
questions. Is the information given out really necessary and topic related? Are the people having access to 
sensitive information really reliable? Is the used security standard sufficient? Does the provided information 
really reflect reality? If one of the questions is answered with not sure or no, the topic should be analyzed in 
order to find a solution, before starting or continuing an activity within the www. Although it may sound trivial, 
but any slander campaign based on picture theft can be avoided by rethinking if it is really necessary to be 
visually present, or the theft of data, by checking if it is required that this many people must have access to the 
key or code. Also a frequent control of the Data Security system through for instance a third party can avoid 
routine and a laissez-faire attitude towards the topic. Finally a critical examination of the own activities and 
behavior does never harm. The question therefore should be: do we really deliver the quality we promise? If not, 
the chance to become a target of the mentioned activities is rather high.  

 
Conclusion 

 
The development of the mentioned codes and guidelines are a sign of awareness towards the topic. However 
more research must be done. The risks are too unknown and no final study about interactions between the 
mentioned parties exists till now. Furthermore a compulsory guideline is necessary, since the existing ones focus 
only on voluntary participation, and offer too much space for imprecise and harmful activities within the usage 
of the www through physicians and hospitals. It must always be kept in mind that people do not change their 
behaviour just because they go online, and potential risks are likely to be exacerbated by the www inherent 
factors, anonymity of agitators , and uncontrollable lifetime of any kind of information no matter if it is a 
positive or a negative one. 
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Abstract 

The organizations globally have recognized the need to find innovate ways to contribute to economic growth and 
development. They are striving to secure competitive advantage in resources and markets through Public Private 
Partnerships (PPP). There is an effort to explore funding opportunities and expertise. The Governments have 
limitations of funding and capacity to reach beneficiaries in soft sectors like education and health. Sharing of 
responsibilities, Ownership rights, Risk and rewards, Accelerated delivery, Clear customer focus are essential. The 
author has developed a case study of a super specialty hospital in a backward district in the southern state of India 
managed under PPP. This case study analyses the objectives of PPP, positioning of the hospital, funding and recovery 
of user charges, balancing serving the poor and affluent. The case study has analyzed these issues and offered some 
suggestions for similar future endeavor.  

 
Introduction 
 
Rajiv Gandhi Super Specialty Hospital, (RGSSH) Raichur is a 450 bedded hospital constructed with financial 
assistance of OPEC (Organization of Petroleum Exporting Countries), Vienna. The construction of the project 
was initiated in August 1997, on about 35 acres of land with a total built up area of 23465 sq.m. The hospital 
after completion was inaugurated on 18 October 2000 by AICC President, Mrs Sonia Gandhi and the hospital 
was named after the late prime Minister of India Rajiv Gandhi.  

Location of the Hospital 

One of the reasons for locating RGSSH at Raichur is the fact that this district is a backward district of Northern 
Karnataka, a southern state of India. The hospital is situated within the city limits of Raichur and located on the 
Raichur- Hyderabad highway approximately 4 kms from Raichur town in quiet and clean surroundings. Raichur 
is also well connected with another major city with modern health care facilities known as Hyderabad which is 
also the capital of neighboring state of Andhra Pradesh. This city is connected to Raichur very well and is at a 
distance of 200 kms. It is envisaged that this hospital should not only cater to the district of Raichur but also the 
neighboring districts of Bidar, Gulbarga, Bijapur, Bagalkot, Koppal and Bellary. 

The Government of Karnataka (GOK) embarked on this ambitious project of setting up of a super 
specialty care center at the district headquarters Raichur with the assistance of OPEC to bring international 
quality health care to the poor patients of Raichur and surrounding areas of Northern Districts of Karnataka. It is 
important to note that Raichur itself has one district general hospital run by the Health Department of Karnataka 
State. This caters to the general health care including inpatient services but do not have any super specialty 
health care. In addition to this, Navodaya Hospitals also caters to General health care and this is a hospital in the 
private sector. Therefore, a pre-condition for patients to be admitted in RGSSH is that there should be a referral 
service either from the District Hospital or from the District surgeon which should vouch that the patient 
requires a super specialty health care and it is not available in the district of Raichur. This is an important 
requirement for a patient to be admitted to RGSSH.  

The hospital started functioning as a total public initiative from the year 2000 for about a year and a 
half but the government of Karnataka, Department of Health could not continue the operation of the hospital 
beyond 2001 and then it was temporarily closed. In the meantime the government floated tenders and started 
looking for partners to take the responsibility of administering the hospital while the Government provided the 
land, building and equipment. As a result of exploring suitable partners the Government of Karnataka signed up 
a joint venture with Apollo Hospitals Enterprise Ltd. for a period of 10 years on 10 October 2001. 
Consequently, Apollo Hospitals took over the RGSSH hospital from Government of Karnataka and started its 

1245



operation on 13 April 2002. The salient features of the concession agreement signed by the Government of 
Karnataka with Apollo Hospital are mentioned below.  

The Salient Features of the Agreement are as Follows: 

 Apollo shall maintain the building, staff quarters, the inside roads and the equipment. 
 Apollo shall appoint the required staff either as employees of Apollo on contract or full time basis as 

they deem fit and they are free to outsource certain components of the hospital administration as they 
feel appropriate. 

 A total of 140 beds shall be earmarked as General Ward beds for the Below Poverty Line (BPL) 
patients at a concessional tariff and this tariff shall not be more than the cost of consumables, materials, 
drugs used for that patient excluding other charges like hospital charge, consultancy charge, OPD and 
overheads.  

 Apollo shall use the remaining beds for the Above Poverty Line (APL) patients and charge as agreed 
upon by the Apollo and the GOK 

 The quality of medical care provided to BPL shall be identical with that of the APL.  
 Apollo shall be responsible for all medical, legal and statutory requirements of administering the 

hospital. 
 Apollo shall maintain a separate account of all material used for BPL patients 
 The accountability and responsibility for outsourcing the support services shall remain with the Apollo 
 Apollo shall permit the owner (GOK) for any periodic inspection of hospital facilities 

The Objectives of RGSSH 

RGSSH is not a general hospital catering to the poor people free of cost. It is a hospital created to provide state 
of the art, medical facilities in Super Specialties. The emergence of Rajiv Gandhi Super Special hospital is to 
cater to the common man’s problems related to all specialties under one roof with well experienced physicians 

and surgeons. Services available under super specialty are given in Table-1. It has been a deliberate decision of 
GOK to start a super specialty hospital as a referral service to the already existing general health care. In fact, 
the district of Raichur has a number of primary health centers (PHC), a basic health unit in rural areas and 
similar general health care facilities at Taluk and at the district level. Similarly, identical facilities are created in 
every district to cater to the health care needs of the general public. It is very important that these hospitals 
provide quality health care and attend to the needs of the public. Quite often these facilities do not cater to the 
needs of the public. As a result, they knock at the door of the RGSSH and bring pressure to admit patients who 
do not require any super specialty health care. To illustrate there are 13 gynecologists in the district hospital at 
Raichur. They don’t seem to provide the maternity services to the women especially emergency and services at 

night. The patients and their attendants travel from the adjoining rural areas and are helpless at the state of the 
district hospital which brings additional flow of patients to RGSSH. This diverts the services of super specialty 
doctors and expensive equipment and medicine to the general patients. Politicians bring their share of the 
pressure and influence on the health administrators and doctors at RGSSH. This raises an important question 
that needs to be discussed and widely debated. Is it practical to create a super specialty health care institution in 
a backward district without enhancing the quality of health care and strengthening the government institutions 
which provide general non-specialty health care?  
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TABLE-1: SERVICE AVIALABLE IN RGSSH 
 

Cardiology Coronary/Peripheral Angiogram, Stenting, all Valvuloplasty’s 

Temporary/ permanent Pacemaker, PDA – Closure, etc. 
Cardio Thoracic Surgery By-pass surgery, Pediatric Heart Surgeries like PDA, ASD & VSD, 

Valve repairs & replacements, Peripheral Vascular Repairs, and all 
thoracic and thoracoscopic surgeries, etc. 

Urology Kidney stones (Lithotripsy), Urethral Sopies, TURP, URS, PCNL, 
Laparoscopy, Nephrectomy, ESWL, Bladder Rupture Repair etc. 

Neurosurgery Craniotomy, Lumber Laminectomy, Brain Tumber Excission, Thoracic 
Spine Laminectomy, VP Shunt Aneurysm Clipping, etc. 

Neurology Neuro-Muscular Disorder, Meningitis, Neuro Stroke, Paralysis, etc. 
Orthopedic Total Hip/ Knee replacements, Arthroplasty, Spine Surgery, All Fracture 

cases – Nailing and K-wiring etc. 
Plastic surgery Repair of Cleft Palate, Cleft Lip, Flap covering, Skin Grafting, 

Rhinoplasty, Abdominoplasty, Lipo Sauction, K-Wiring Crush injury 
etc.  

General Surgery Appendisectomy, Perforation, Laparotomy, Hernioraphy, Lumber 
Symphatectomy, Cholesystectomy, Thyroidectomy, Spleenectomy, All 
General Cases including surgical Oncology, etc.  

Pediatrics Total child health care, Heart/ Urological/ Neuro/ Nephrological 
problems, etc.  

Gynecology Laparoscopic surgery, Vaginal Plasty, Hysterectomy, LSCS, Cancer 
Screening, Gynaec Oncology, etc. 

Ophthalmology Laser (Phaco) Surgery, Computerized Intra Ocular Lens Testing etc. 
ENT Endoscopy, Nasal/Ear, Tonsilectomy, Tympanoplasty, FESS, 

Tracheostomy, Sinoscopy, etc. 
Dental Mandible Fracture Fixation, Tooth Extraction etc.  

 

The Management Structure 

The hospital is administered by a Governing Council (GC) to review the working and performance of the 
hospital periodically. The Governing Council consists of: 

Minister of Health & Family Welfare (MHFW)  Chairman 
Principal Secretary, Finance Department   Member 
Principal Secretary, H&FW Department   Member 
Commissioner, H&FW Services    Member 
Director H &FW Services     Member 
Deputy Commissioner, Raichur    Member 
 

All the Members of the Governing Council are Ex-officio positions. The GC is vested with the 
authority to take all decision relating to the administration and management of hospital. Apollo shall appoint a 
Medical Superintendent to oversee and direct the day to day execution of the contract. Any disputes arising 
during the contract period between Apollo and GOK shall be referred to the GC for resolution, Unresolved 
disputes shall be referred to the Arbitration.  
 
Finance Committee 
 
In the meeting of the GC held on March 4, 2007, it was decided to constitute a Finance committee consisting of 
the following officials. The responsibility of the committee is to look into all the financial matters pertaining to 
RGSSH and provide necessary guidance. The constitution of the committee is as follows: 
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Secretary, Department of H &FW  - Chairman 
Principal Secretary, Finance, GOK  - Member 
Commissioner, Department of HF&W - Member 
District Commissioner, Raichur  - Member 
District Surgeon, Raichur   - Member 
Chief Administrator, RGSSH  - Member 
Jt. Secretary, Medical DHFW  - Member Secretary 
 

After the accounts have been audited, Apollo shall be granted a lump sum of 30% of the net profit. The 
balance of the net profit shall be transferred to a surplus pool account to be created by the GC. This may be 
utilized for developmental activities of the hospital.  
 
 
Organisational Structure of RGSSH 
 
RGSSH is managed by the Apollo Hospitals with the President of Apollo Hospitals at the helm of affairs. He 
has appointed a Chief Administrator who is solely responsible for the day to-day operations of the hospital. An 
organizational chart of RGSSH is in Fig.1. 
 
Reimbursement of BPL Expenses 
 
The GOK is expected to reimburse to the Apollo Hospitals all the expenses incurred towards providing health 
care facilities for the BPL patients. These details are entered into a monthly statement and it is checked by the 
District Surgeon . He is basically looking at the amount charged keeping Government Hospital charges as 
benchmark. He also makes an arbitrary decision as to the number of days of pre- and post operative care 
required for the patients. By his discretion he keeps disallowing expenditure from the statement provided by 
Apollo and this account after the scrutiny by district surgeon will go to the financial audit in the district. The 
financial audit (Medical audit) may pass the bill or carry out further reduction without mentioning any rationale. 
This amount shall be reimbursed by the Government of Karnataka to the Apollo hospital. Table-2 provides the 
disallowed amount for 2006-07 and 2007-08. 

 
TABLE 2: BPL DISALLOWED AMOUNT (IN RUPEES) 

 
Year RGSSH Claim Total disallowed Released 

Amount 
2006-07 1,52,44,308 10,32,460 1,42,11,848 
2007-08 1,24,29,090 8,51,273 81,38,596 

 

Statistics Pertaining to Hospital Growth 

The Hospital started its operation in the month of April 2002, since then it has been catering to the needs of the 
common people. 

Here statistics is being presented with respect to Outpatient, In-Patient, Surgeries, Cath Lab 
Procedures, and Dialysis carried out to various categories of patients in Table -3. 

1248



_________________________________________________________________________________________ 

PRESIDENT 

Apollo Hospitals 

Chief Administrator 

 

   ____________________________________________________________________________ 
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                                                                                                                                       Staff Nurse 
 
__________________________________________________________________________________________
__  

FIG 1: ORGANISATION CHART 
 

TABLE- 3: STATISTICS PERTAINING TO HOSPITAL GROWTH 
 

Particular Financial Year No. of Patients 
(APL/BPL 

TOTAL 

Out-Patient Report  2002-2003 610/7888 8,498 

In-Patient Report - Services started in September 2002. 2002-2003  103/1844 1,947 

 
Cath Lab Procedure’s - Started in January 2003 

 
2003-2004 

 
121 / 63 

 
184 

Dialysis - Started in April 2004. 2004-2005 250/03 253 

Surgical Procedure’s Performed – 

The surgeries such as Orthopedics, General surgery, 
Gynecology, Ophthalmology were initially started and 
subsequently added with Urology, Cardiology, ENT, Dental, 
Neuro-Surgery & Plastic Surgery. 

2002- 2003 27 / 251 278 
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Rajiv Gandhi Super specialty Hospital right from day one has been doing exceptional services to the 
people of the entire region by conducting Free Health Camps and delivery of Quality Health Care. 

FREE HEALTH CAMPS - Hospital has conducted free health camps in various places of Raichur 
district like: - Kudloor, Yergera, Ypaldinni, Chandrabanda, Gillesugur, Kalmalla, Manvi, Sindhunur, Sirwar, 
Kanakagiri (Yashashwini mega camp), Police head quarter (ABYS Camp), All India Radio, SLN Engg. College, 
Gajendragada (Koppal Dist) and many more (all remote villages). 
 
Key Problem Areas 
 

 The doctors in the hospital are appointed under two categories. The first one is the doctors/ super 
specialists appointed on a consolidated salary for a period of one to three years. The second category are 
the doctors whose presence will bring ( due to their credibility) more patients to the hospital and they are 
appointed as consultants with a fixed salary and they will be paid additional remuneration on the number 
of cases they have treated / operated upon based on a income sharing basis. In this the doctors will get 
60% of the specialists charges including charges of surgery and post operative care.  

 The hospital does not get very educated and articulate patients or their attendants as most of them come 
from backward region. However, they are aware of the problems and they provide oral feedback to the 
medical superintendent or CEO . There is no procedure to design simple feedback forms in the local 
language and obtain the feedback of patients or their attendants. There are also no hospital assistance or 
counselor who will obtain feedback from the patients on several parameters. Since this data is not 
obtained formally, there is no formal feedback presented to the governing council of the hospital in 
order to bring about the necessary changes, both in the medical and non medical areas.  

 The District Surgeon is expected to screen the patients and only refer those who need super specialty 
medical care. The rest of the patients have to be referred to the district hospitals and other government 
health care institutions in the region from which they come. More often, he refers the patients to this 
hospital and adds additional pressure on the workload of doctors and surgeons.  

 Though the hospital is run by Apollo Hospitals, they have not been able to bring about the work culture 
of a private corporate hospital. This is due to the fact that a large number of stakeholders including 
patients, doctors and nursing staff feel that this is a government hospital. Government also uses every 
opportunity to proclaim that the hospital is owned by them. In the struggle for dual ownership, the 
hospital has acquired the government work culture rather than the corporate one. This is a impending 
factor for the success of PPP Public Private Partnership . 

 In almost all super specialties there is only one qualified specialist. The doctors feel that there should be 
at-least two or three doctors in each super specialty so that there is a critical mass to attend to the 
medical needs of patients. There have been instances in the hospital where they had to temporarily close 
down a super specialty as the doctor had left and a new doctor was not yet appointed. When patients 
come from far off places they are sent away for lack of super specialist. The Apollo Hospitals may be 
trying to optimize medical resources and do not provide sufficient doctors. The governing council needs 
to attend to this and resolve the scarcity. 

 There has been a suggestion to use post graduate students from nearby medical colleges to use RGSSH 
as a teaching hospital. They work under a highly specialized doctor and gain rich experience, Besides, 
some of the rarest of the rare medical cases come to this hospital which provides an opportunity for the 
PG students.  

 The Governing Council of the hospital need to network with other government medical colleges such as 
Bellary, Hubli and even private medical colleges.  

 There has not been any deliberate effort of the governing council to enhance the image of the hospital. 
Some of the patients feel that it is a government hospital with comparatively better facilities. It is 
important to position the hospital as a super specialty medical care center and discourage patients who 
need general medical care from using the services. In addition to this, the health delivery system in 
Raichur and neighboring districts should bring about awareness among the general public about the 
existence of a super specialty hospital. This will discourage them from going to either Hyderabad or 
Bangalore for such care.  

 Doctors who work in these hospitals do not have access to good IT facilities, LAN, wireless and fast 
internet connection. They have no access to some of the best E-journals related to their field. The 
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hospital has telemedicine facilities which need improvement. Doctors feel that the government or 
Apollo should conduct periodical medical conferences and seminars so that other doctors of repute will 
visit the hospital and see for themselves the facilities available. This will break the isolation of doctors 
here and provide greater visibility to all stakeholders.  

 It is understood that Apollo Hospital under the concession agreement will run this hospital for the next 4 
years under the PPP model. The hospital claims that they are currently breaking even and not making 
any profit as such. The concession agreement talks about the profit sharing with the government. It is 
unlikely that the Apollo will make any substantial profit in the next 4 years. The question as to what 
happens to PPP model after 4 years remains unanswered. Three possible scenarios emerge. 
 

- PPP model will cease to exist and government will run the hospital 
- Apollo will sign a new concession agreement and carry on their work  
- Apollo will buy the facilities from the government and run these as a total private 

corporate hospital in Raichur 
 The definition of BPL is vague and creates a lot of confusion. Lack of identity and lack of any ceiling on 

the income have added to the problems. Currently this card only contains the names of people in the 
BPL family their signatures or thumb impression are not provided. This makes it easy for impersonation. 
As a result wealthy people in luxury coir’s come to the hospital brining someone else BPL card and 
demand from treatment . State government does not provide a senior official to make a decision on BPL 
status. This needs to be resolved before renewing the PPP agreement. Some suggestions that have come 
up include: 
 

- Providing BPL cards with name, address, age and valid photographs  
- Listing the dependents along with their age and photographs 
- Based on the complaints lodged by the hospital the district surgeon will get the cases 

investigated to decide on the genuine BPL cardholders.  
- The district surgeon disallowing charges incurred by the hospital on the BPL family using 

the benchmark of a government hospital is not logical and valid. Benchmarks are always 
used based on the best practices and not the worst practices. This is the crux of the 
problem to make PPP a success. The government needs to resolve these so that more 
PPPs can come up in future in health sector. 

 Inspite of the limitations and inadequacies with which Raichur Hospital is functioning, there are some 
spots of oasis within the health care delivery. The very fact that the nature and magnitude of problems 
that come to the hospital are varied, interesting to the medical field and are equally challenging, this is 
making the doctors to perform some of the excellent tasks in health care. Their achievements which 
have created world records are given in Exhibit – 1. 
 

Conclusion 

This case study analyses the role of Public and Private Partners in successful implementation. The objective of 
the public to serve the poor and considerations of equity need to be balanced with the private sector concerns of 
quality of service, cost effectiveness and collection of user charges. Both the partners need to own the initiative 
and must understand the changing need of the stakeholders. It is important to take a relook at the experiences of 
both pubic and private in this regard; lessons learnt must be useful both for the second phase of the PPP after 
four years and for future programs in this direction.  
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Exhibit 1 

GUINESS WORLD RECORD 

A patient Mr Mohammad Irfan aged 18 years from Gulbarga district was complaining of pain in the abdomen. 
He came to our hospital and consulted Dr Deepak Bolbandi Consultant Urologist, who investigated him by 
doing ultrasound and found mass of stones in the Right kidney. Then he was operated for the same and removed 
130 stones from the single kidney (Right), which was a Guiness World Record. Previous record holds 67 stones 
removed from a patient in Mumbai. 

Dr Pushpanajali Malipatil, Consultant Gynaecologist successfully removed the largest Uterine Tumour (Giant 
Fibroid Uterus – Myoma of Uterus) weighing 30 Kg and measuring 46cm x 34cm x 34cm from a patient Mrs 
Mahadevamma of Hanumanapur Village, Raichur District. Which was a Limca Book of National Records as 
well as Guinness Book of World Record. 
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Abstract 
 
In the last decades the healthcare markets have been influenced by deep structural changes: by one side, the 
acceleration of technological development (that led to an improvement of the quality of cares, and to a general costs 
increasing, too); by the other side, the enhancing of the decisional autonomy in both suppliers and purchasers 
(Robone e Zanardi, 2006). Target of the present research work has been to verify how the introduction of Information 
and Communication Technologies (ICTs) can positively impact on a territorial context characterized by a low degree 
of computerizing and a not easy handling of data and information flows; the aim is to develop a model that, through 
di implementation of ICT solutions, allow the modification of the dynamics of communication and 
interaction/integration among the operators involved in the patient care path, in order to the realization of an 
information framework able to the circulation and the exchange of complete, individual and accurate clinical data, 
enhancing the role of the General Practitioner (GP) as the process owner of the care path. 
 

 
The complexity of the HealthCare Organizations 
 
The actual reference scenario, described as “healthcare system”, develops through a “concentric rings” 

architecture gravitating around the citizen, main subject of the healthcare service, independently from his 
conditions. The healthcare assistance services spread along a continuum health–illness–health and differentiate 
between themselves in terms of assistance complexity and intensity (Cicchetti, 2004), within a wider range of 
organizational forms, contained in turn in a complex ecology made of financial backers, “regulator” subjects, 
companies and many other organizations‟ services

1. The ongoing repercussions to the business/organizational 
paradigm have changed the HealthCare Organizations (HCOs) from systems “in balance” – simple systems in 
simple environments – to systems far from the equilibrium – complex systems in complex environments. 
Different levels of complexity can be detected from the agreement degree (between the actors) and the 
uncertainty degree (connected to the inside and outside environment). 

In this context the emerging organizational form is the “network organization”, to whom is connected 
an important branch of research focused on the analysis of the communication flows that take form inside a 
services network. These perspectives allowed a “re–interpretation” of the HCOs, modifying the previous 

architecture in favor of a new dynamic and fuzzy structure (FIG. 1). In such new system, different chromatic 
nuances mean as much levels of collaboration intensity between the described entities2, thanks to the 
multidisciplinary nature of the approaches inside the “healthcare system”, in which the possible solutions of 
division of labor and coordination are virtually unlimited. 

 
The impact of ICT: change or innovation? 

 
All the processes that settle and arbitrate the organizational actions base on four typologies of resources 
(Technology Atlas Team, 1987): material means, professional abilities, organizational bonds, information. This 
peculiar combination of know–how is called technology (Corti, 2002), that can be seen therefore as a particular 
form of knowledge. The problems concerning the technology management are so brought back to the 
knowledge management; in a wider sense, within an information and communication network, this body of 
knowledge – intended as way of analysis and management of data flows and coded information – takes the 
name of Information and Communication Technology, ICT. 
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FIG.1: THE NEW MODEL OF NETWORK ORGANIZATION (ADAPTATION FROM BERTINI, 1994) 

 
In the following review about the impact of ICTs on companies‟ organizational framework, different 

focuses, interrelated between themselves, have been highlighted, from which has emerged that ICTs have been 
developing so fast and unexpectedly to make difficult every attempt of identification of a common pattern 
(Checkland and Holwell, 1998). The perspective about the relation between ICT and organizational framework 
points out how ICTs, starting from the ‟70–‟80 (TABLE 1), evolved from mere technologies of elaboration to 

technologies of relation and organization, progressively increasing their impact on companies, and assuming 
great importance with the integrated design between ICT and organizational framework.  
 

TABLE 1: ICT INVESTMENT CYCLES (PONTIGGIA, 1997) 

 

 

 

 

 

 

This phenomenon has been read, by one hand, as consequence of technologies pushing the 
organizational changes (Braverman, 1974; Strassman, 1985): in this situation, ICTs are considered as an 
independent variable, making part of the technical–scientific environment outside the company, able to exert 
one–way rules on the organizational behavior; by the other hand, according to Galbraith (1973) and Sampler 
(1996), the main elements pulling the degree of ICTs‟ spread and implementation are the information needs. 

Actually, ICTs have an open and modular nature that prevent from a single definition of their ways of use, 
without considering the specific organizational context (Boddy and Buchanan, 1986). ICT can be considered as 
owners of “invisible assets” (Itami, 1988) able to give rise to a sort of voice that symbolically transforms events, 

objects and processes, making them visible, recognizable and communicable in a new way (Previtali, 2004).  
Focusing on the relations of interdependence standing between management processes, structure, 

strategy, subjects and technology, the scheme introduced by Venkatraman (1991) and described in FIG. 2, in 
which are represented the range of potential benefits coming from ICTs and the degree of business 

Automation systems Control and coordination systems Transactions management systems Interaction systems

Reduction of control and coordination 

costs

Informatics as intermediation technology

Informatics as interpersonal 

relationships management 

technology

Reduction of production costs Reduction of transaction costs Reduction of transaction costs

Procedures mechanizing Electronic data warehousing Communication computerizing
Interaction processes 

computerizing

I Cycle: calculator technologies II Cycle; data resources technology III Cycle: communication technology IV Cycle: relation technology

Informatics as working instrument; 

production technology

Informatics as organization technology 

for control and coordination
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transformation inducted by ICTs, lends interesting topics of research concerning the relation between 
technology, intended as technical knowledge, and the other organizations‟ resources. In a first level, ICT are 
implemented mainly for automating the existing operational processes, in a sector–based and non–integrated 
logic, with a limited organizational impact (automate > informate); in the second and in the third level, 
respectively, ICTs are implemented to improve the integration, and to redesign the inside processes (automate < 
informate); then follow a fourth level, where ICTs take part in the redesign of the entire value chain, and a fifth 
and last level, in which the impact of ICTs becomes so pervading to call into question the company philosophy 
itself, showing the way to the greater (potential) benefits for its next economic performances (informate rising).  

 

 
 

FIG. 2: THE IMPACT OF ICT ON THE ORGANIZATION (ELAB. FROM VENKATRAMAN, 1991) 

This path of evolution clearly expresses the primary role of technological change connected to the ICT 
in the organizational context, that is a role concerning any variation of the level of technical or organizational 
knowledge, obtained, if positive, through the acquisition of new resources from the outside, or through a 
continuous improvement of the resources present, but not yet totally capitalized. If however the variation of a 
technology, in terms of quantity or use, appears “somehow” aimed to the achievement of a concrete goal, 
perceived as positive, the technological change becomes technological innovation (Corti, 2002). ICTs play then 
as the most efficacious catalyst for giving answers to the instances of change, if meant as patterns and devices of 
information management, and for introducing elements of innovation in the organizational tissue (Tornatzky and 
Klein, 1982). 

The attention paid to the dynamics of “imperfection” of the healthcare market (described sometimes as 
an “almost market”, too), such as support for managers‟ information needs, operators‟ professional needs and 

patients‟ health needs, stands as the background for ICTs presence and utilization, that appears, in an evolution 
logic, as an answer to the ongoing transformations and an instrument of “equality in the healthcare treatment” 

(Borgonovi and Zangrandi, 1988).    
The mixture of automate and informate elements origins, in the organizational structure, the creation 

and the spread of knowledge, that in turn can bring to real competitive advantages if the union “ICT + 

knowledge” (Dameri, 2006) comes to the realization of immaterial information assets, like a knowledge 

database collected and formalized by the management activity and a correct diffusion among the actors of the 
corporate system. 
 In the HCOs, as well as elsewhere, many information are unspoken, implicit and strictly interconnected 
to the processes development, both for the extreme splitting of the professional expertise, and for a traditional 
“island–like” concept of the information systems, that thwarts the information sharing. One part of this stream 
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of information can be instead “captured” through applications aimed to trace processes and render their 

information outputs, in order to integrate them with the pre–existing assets. The formalization of the so called 
Health Knowledge Management (HKM), as a methodology of analysis for the “doctor–patient” typologies of 

relations within organizational scenarios highly focused on concepts and dynamics concerning the Knowledge 
Management Technology, allowed the HCOs to provide their members with instruments for knowledge 
mapping, coding and transferring: the latter can be so elicited from already explicit components in both inside 
and outside environment (networking), but can be generated as well by the sole processes working (implicit) and 
the subjects‟ individual and collaborative activities. The great part of the HCOs is in fact called to give answer 

to two main question of strategic nature (Buccoliero et al., 2002): 
 

• the need to match an increasing demand of more and more personalized and expensive performances 
(connected to social–demographic modifications, life and health expectations, etc.), with the whole 
available resources (economical, technological and organizational); 

• the need to realize that the centrality of the supplying–client relation concerns not only the service 
quality, but also the meaning itself of the whole of the corporate activities.  

The surviving of the HCOs is then linked to their ability in recognizing and comprehending strengths 
and weaknesses, accepting the idea that the requested change is unavoidable, and needs a mind–changing as 
well as a new strategic, organizational and management approach. It‟s clear in fact that the “medical act” has 

slowly evolved into a diagnostic–therapeutic production process, becoming a variable depending from an 
“organization” function, whose reference system‟s axes are the personnel, the operative–structural spaces, and 
the technology (Ruta, 1994). 

A synthesis of the main classes of innovation developed in the last years in the ICT field is described in 
TABLE 2. The literature analysis (part of which is reported in the last column) allowed to recognize four main 
categories (assistance quality, process characteristics, costs analysis, personnel management) aimed to express 
correctly the instances of value creation and of sustainability3, both coming from the adoption of innovative 
medical technology.  

 

The ICT Healthcare Market: state of the art and development opportunities 
 

From the analysis of the international experiences emerges that every country is moving through three main 
phases: 

• beginning of „90s: the exchange and compare of different experiences and ideas provokes in many 
countries an important cultural growth, bringing to a shared awareness of demands, problems and 
solutions; 

• end of „90s: the common needs of the HCOs gain a new political relevance. National and local 

governments start huge strategic plans for the healthcare sector, and specialized inter–regional 
agencies are entrusted to plan support activities for assistance basic services and technological–
information frameworks; 

• first decade of XXI century: soon after the beginning of the inter–regional agencies activities, rises 
the urgency to accelerate and equilibrate the phase of transition, with a much more complex process 
of change management. New state economic interventions are then allocated (CNR, 2002).  
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TABLE 2: MATRIX OF CLASSES OF INNOVATION (TAMBURIS, 2006) 
 

Classes of 
technological 

innovation
Assistance Quality Process Characteristics Costs Analysis

Personnel 
Management

Authors

G. Calvi (1996)
G. S. Whitted (1982)

N. Dessi’ (1994)

G. Casati (2000)
R. Suorni (2001)

V. Della Mea (2003)
D.L. Sackett  et al. (1998)
G. Casati (2001)
A. Bonoldi (1998)

C. D. Wikkens (1992)
V. Della Mea (2003)

A. Bonoldi (1998)

J. Øvretveit (2000)

F. Taroni (1996) 

Implementation of
nursing information
instruments

Data collecting for
identifying patient
needs and
programming
assistance plans

Informatical management of
pharmacological therapies
planning

Computation of
costs related to
nursing
therapeutic
protocols
implementation

Management and
programming of
daily activities,
definition of
implemented
resources

E. Fumagalli, E. 
Lambroglia, G. Magon, P. 
C. Motta (1998) 

P. C. Motta (1998)

Nursing assistance protocols
planning

Assistance plans
standardisation

Implementation of
medical information
instruments

Overall vision of
patients data

Active  medical record
(including a model of the
clinical process)

Diagnosis
Related Groups
(DRG)
computation and
application

Help in encoding
data from
different wards,
so to evaluate and
improve present
care models

Data displaying
(Data selection
through preordained
models, e.g. ,
pap-test recalls
scheme)

Costs definition
on the basis of
the implemented
path

P. Cristiani, F. Pinciroli, 
M. Stefanelli (1996) 

M. Aanestad and O. 
Hanseth, (2000) 

Computerising and
monitoring of
routine
interventions

Characterisation of
care paths focused
above particular
‘patient typologies’

Active protocols, that allow
the support and
automatisation of several
medical activities, such as:
work-flow management
(exams demand in advance,
activities’ peaks rating, …),

equipments control,
data rating

Diagnosis
Related Groups
(DRG)
computation and
application

Better tasks
sharing between
medical and
nursing
personnel F. Taroni (1996)

Definition of
Profiles of Care
(PoC)

Approach to information
about beds availability and
access to reservation lists

Hospital
Therapeutic Table
(HTT) update

P. Cristiani, F. Pinciroli, 
M. Stefanelli (1996)
F. Perraro, P. Morosini 
(2001)

Applications of 
Telemedicine

ECGs transmission,
digital photos of skin
lesions, monitoring
during pregnancy

Transmission in real time of
scientific information
between doctor and patient,
through telematic/
informative
communicational channels

Single Centre of
Reservation
(SCR) billing
activities

Creation of
competences
concerning
telemedicine
managerial
processes

G. Currie, and A. D. 
Brown, (1997)

Implementation of
communicational
instruments between
wards/services/surgeries

L. Cammelli, A. Falco, M. 
Crudele, P. Casorati (1996)

Interventions
database

Creation of a patient
informatical dossier

Development of the patient
diagnostic path through a
web of ‘horizontal’

processes

Management of
contracts and
purchases Implementation

of formative
instruments
(first aid
protocols, online
manuals, …)

N. Doherty, M. King and 
C.  Marples (1999)
L. Cammelli, A. Falco, M. 
Crudele, P. Casorati (1996)

Electronic Medical
Record (EMR)

Control and
organisation of
primary (e.g.,
operations) and
secondary services
(e.g., restoration
activities)

Improvement of integration
between hospital wards

Monitoring of
pharmaceutical
expenses

Increase of
managerial
competences

Implementation of
organisational instruments
(managerial, clinical, …)

 
 

The path toward the possibility of a “systemic impact” is confirmed by the tendency to resort to 

services–oriented ICT solutions, integrating hardware and software components (ERP Systems: Enterprise 
Resource Planning), able to handle and resolve the challenges for services improvement; for the next future, 
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then, HCOs can be imagined making part of a set of care networks, gravitating around the patient, to deliver the 
most appropriate performances by the coordination between patients‟ needs and medical teams. The patient no 
more longer move, but operators do, mostly via network, determining a course of professional improvement 
based on a logic of horizontal cooperation between operating units belonging to different kinds of HCOs. 

The Boisot scheme (1986), that leads to the comprehension of the effects caused in general by the new 
information technologies, can be introduced to show the development of ICT in the healthcare sector (FIG. 3): 
starting from an integrated hierarchy (hospital–patient), HCOs tend to move through an ever greater degree of 
devolution of the transactions structuring, corresponding to an ever greater degree of information encoding and 
spreading  (Rossignoli, 2000), in order to achieve, such as final goals, the pathology networks, the in–home 
hospitalization and the integrated in–home assistance (upper side of the scheme).  
 

 

 

FIG. 3: THE EVOLUTION OF HEALTHCARE NETWORKS (ELAB. FROM GIUSTINIANO, 2005) 

 
The multiple benefits coming from the realization of such these organizations are usually brought back 

to: 
• the accomplishment of economies of scale, centralizing the management of the most critical 

processes; 
• the activation of processes aimed to the integration of the assistance paths and the onward 

introduction of the logics of “clinical governance”;    
• the data, information and knowledge sharing, to promote the improvement of service quality and 

outcomes levels (Cicchetti, 2007). 
 
The need of organization in the modern medicine emerges by highlighting the discrepancy between the 

future prospects and the enduring of “weak connections” among the healthcare operators: the design of a 
network recalls the adoption of sets of “non–hierarchic” organizational coordination, that can work only if 

supported by a level of organizational culture able to induce a general sense of participation, as well as the 
awareness for each actor of the role played within an increasingly complex system (Cicchetti et al., 2005). 
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The Methodology 
 
The present research work consisted of several steps that, following the traditional approach of the social 
sciences, have been grouped in two main phases, theoretical (desk analysis) and empirical (field analysis). The 
methodology implemented can be described as in FIG.4.   
 

 
 

FIG.4: THE RESEARCH PROCESS 

The researches performed, especially in the Italian Healthcare System, brought to the following 
formulation of the problem: “inside Local Health Authorities there is a limited diffusion of ICTs, together with a 

low degree of organizational integration among the healthcare operators, and this makes difficult the handling of 
data and information flows concerning patients‟ care paths”.  

The target is described as follows: “to build a model that, through the implementation of ICT solutions, 
allow the modification of the communication and interaction/integration dynamics between the subjects 
involved in patients‟ care paths, in order to realize a suitable information framework for the circulation and the 
exchange of accurate, individual and complete clinical data”. 

ICTs are the most efficacious medium for giving answers to the instances of an ongoing process of 
transformation in the HCOs (such as the Local Health Authorities), aimed to the analysis of the organizational 
management of information to introduce elements of innovation. The complex articulation of the most relevant 
research concepts suggested the combination of qualitative and quantitative methods for the information 
collecting and the data analysis and a case study methodological approach (Flanders, 1964; Beynon, 1988; 
Edwards, 1982): the research work allowed so to come to an evaluation of the net of relations existing between 
the healthcare operators – subjects characterized by a high professional autonomy and, at the same time, a strong 
need of interdependence – with the purpose of enhance the performances level, especially for the General 
Practitioners (GPs), through a plan of evaluation and control of the Care Paths for particular typologies of 
patients, in order to come to: 

• the validation of the methodological framework reproducibility, through its implementation on a 
number of complex healthcare processes; 

• the empowerment of the professional subjects meant as main actors, to support the passage from a 
first experimental phase to a full performance one. 

 
The research scopes are described as follows in TABLE 3: 
 

1259



The empirical verification 
The empirical analysis consisted of two main steps: 

• the first step focused on the identification of possible areas of implementation of ICT solutions in the 
Districts of the Local Health Authority Na 4 (located to north east of Naples‟ province, Italy), in 
relation to the sustainability of chronic–degenerative pathologies programmes of Integrated 
Management, in particular for Diabetes Mellitus type 2. The quantitative research was founded on a 
survey administering; 

• the second step aimed to elaborate the results achieved, highlighting the relations occurred within the 
logic of disease management, by using qualitative methods (participant observation, interviews to 
“key informants”, creation of a “Pathology Group”). 

 
 
 

TABLE 3: SYNTHESIS OF RESEARCH SCOPES 
Analysis units Verification

Identify the actual general care path for Diabetes

Mellitus type 2 in Local Health Authority Na 4

Verify the degree of interaction/integration between

the subjects involved in the patient care path in the

Local Health Authority Na 4

Analyze the advantages connected to the

implementation of ICT solution in the design and the

validation of a reference care path for Diabetes

Mellitus type 2

Verify General Practitioners' skills in becoming process

owners of the care path

Identify limits and potential of the research approach

framework

Verify the opportunity to reproduce the research

methodology to a second framework of pathologies

5

Subjects and groups that have realized

or are realizing a communication

networking process (GPs;

administrators; Pathology Group)

?

3

Identify obstacles and advantages in the

implementation of a correct process for the informatic

handling of clinical data (communication network) in

the Local Health Authority Na 4

Subjects and groups (GPs;

administrators; members of the

Pathology Group involved in the care

path building)

?

4

Subjects and groups that have realized

or are realizing a communication

networking process (GPs;

administrators; Pathology Group)

?

Research scopes

1

Subjects and groups (GPs; members of

the Pathology Group involved in the

care path building)

?

2
Verify the level of diffusion of ICTs in the Local Health

Authority Na 4

Subjects and groups (GPs; members of

the Pathology Group involved in the

care path building)

?

 
 

The sample group was formed by nearly 50 General Practitioners and Specialists (in particular 
Diabetologists),  working in the Districts of the Local Health Authority Na 4. In this context, dates back to the 
„90s a first attempt to develop a consciousness (as well as a culture) for the adoption of programmes of chronic–

degenerative pathologies Integrated Management, among which the Diabetes Mellitus type 2. Such pathologies, 
even if different between themselves, present the same clinical course, and their incidence on the population has 
been increasing mostly because of the raising of life expectancy. GPs have come to play then a very important 
role, both clinical and economic, in all the phases of pathology diagnosis, prevention, population proactive 
monitoring and first therapeutic intervention (Pelella et al., 2007). The TABLE 4 describes the sample universe. 
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TABLE 4: THE REFERENCE UNIVERSE (YEAR 2006) 

Population                               

( at 31/12/2006)

Number of Diabetics in 

pharmacological treatment                          

(estimate at 31/12/2006)

Prevalence             

(% estimate at 

31/12/2006)

Acerra  69 48.300 2.029 4,2%

Marigliano 70 60.801 2.493 4,1%

Pomigliano 71 54.626 2.240 4,1%

Casalnuovo 72 56.834 1.989 3,5%

Nola 73 70.323 2.743 3,9%

Roccarainola 74 41.120 1.892 4,6%

Volla 75 65.651 2.101 3,2%

Somma Vesuviana 76 64.542 2.631 4,1%

S. Giuseppe 77 53.913 2.534 4,7%

Palma Campania 78 25.473 1.091 4,3%

Poggiomarino 79 46.557 1.955 4,2%

588.140 23.696 4,0%TOT.

Local Health Authority Na 4

Districts

 
 
The population related to the sample group, obtained by adding the number of diabetic patients for each 

of the GPs involved, amounts to nearly 68.000 patients, corresponding to the 11,6% of the population of the 
Local Health Authority (cfr. TABLE 4). It was possible for these GPs to analyze the clinical data of their 
diabetic patients from year 2006 to 2008. FIG.5 and FIG.6 show the trends of the sample group dimension. In 
both cases emerges an almost linear increasing of the diabetic patients: this means that the sample group 
correctly represents the composition of the reference universe.    

 
 

 

 

 

 

 

 
The questionnaire 
The data collection was realized with an opportune questionnaire, with essentially close answers, divided in 
three sections: 

• knowledge of the pathology: the analysis focused on the main topics concerning the handling of the 
diabetic patient by the GPs, in order to verify their correct behavior as well as the respect of the 
guidelines for the treatment of the pathology; 

• approach to the ICT: the first purpose was to evaluate, among the GPs, their knowledge about the 
information instruments used and the main modalities of electronic data delivering and warehousing. 
The second purpose was to analyze their propensity toward the adoption of Electronic Medical 
Record protocols; 

• management of intra– and inter–organizational communication flows: the analysis focused on 
evaluation of the degree of interaction/integration between the subjects involved in the diabetic 
patient care path. 

FIG.5: POPULATION OF DIABETIC PATIENTS   

IN THE SAMPLE GROUP 
FIG.6: PREVALENCE OF DIABETIC PATIENTS   

IN THE SAMPLE GROUP 
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The data analysis: the General Care Path (As Is) 
 
The General Care Path, as come out from the elaboration and the analysis of the questionnaires, is described in 
FIG.7. The flow chart appeared as the best graphical way to highlight the logical sequence of the episodes 
forming the Care Path, because of its synthetic and flexible nature, that allows to allocate the performances 
delivered by each healthcare operator, and verify the way the HCOs answer to the health demand of the diabetic 
patients. The flow chart provides also a clear overview about how a particular kind of patients is treated by the 
HCOs and in general in a territorial context.   
 

 

 

FIG.7: GENERAL CARE PATH FLOW CHART  
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 The process of building the General Care Path moved from the analysis of the real care path adopted by 
the GPs, that is the visualization, for each one of them, of the actual succession of the episodes forming the 
assistance process for the diabetic patients followed. The best assistance path realized by each GP has been 
named Reference path. The synthesis of the most efficacious (from the clinical viewpoint) and at the same time 
most effective (from the organizational viewpoint) Reference paths has originated then the General Care Path 
(As Is).  

This result brought to some reflections and questions. Firstly, the most evident consequence of the 
research work was the noteworthy heterogeneity among the care paths originally identified for the GPs 
involved, but in particular the tangible gap from what recommended in the guidelines of the Integrated 
Management of Diabetes Mellitus type 2. Moreover, the lack of a real network organization, although the 
number of HCOs through which, in the same territorial context, is organized the assistance process of the 
diabetic patient. In such this situation, the GP has a very low knowledge degree of the care path followed by his 
patients: the clinical data are in fact delivered by the patient himself, that moves from a HCO to another HCO 
with his (papery) clinical history. The final outcome is the impossibility to trace any network of assistance 
processes connected to the diabetic patients.  
 
The Target Care Path (To Be) 
 

The Pathology Group, formed by those physicians and administrators that showed high levels of 
expertise and collaboration, pointed as first goal the of the main problems emerged from the questionnaire 
analysis, and that became more evident after the formalization of the General Care Path. The problems have 
been resumed as follows: 

• difficulty in identifying the main clinical data connected to the assistance priorities of the diabetic 
patient; 

• difficulty in the communication, to an operator intervening in different episodes of the same care 
path, of the diagnostic and therapeutic problems to deepen, or the normal impressions and personal 
reflections normally not reported in the clinical record;  

• The need, especially for the GP, of a data overview, in order to highlight patients with particular 
characteristics or problems, so to implement a process of case studies analysis for research scopes.   

They emerged then the need to realize a framework for an integrated management of the pathology, 
based on a logic re–configuration of the assistance processes in the territorial context, through the adoption and 
implementation of suitable healthcare technologies, so to help the healthcare operators to share, efficaciously 
and in real time, the whole of clinical information about the patients. The passage from “As Is” to “To Be” is 

described in FIG.8 and is characterized by the implementation of an “ERP–like” integrated information 

framework, supporting an Electronic Health Record system. 
The realization of an “information connecting tissue” (middleware) gives origin to the technological 

bases for an interoperating and interconnected environment, modifying the identity of the Care Path itself, that 
gains the status of network, in which the ICT leads the re–configuration of the inside processes, the access and 
the information integrated sharing, playing a strategic role in the redesign of the value chain4 (automate < 
informate), giving new substance to the whole sphere of the relational dynamics among the subjects involved.  

The expertise development, that plays a central role, is especially referred to the GP, whose continuous 
and chartered relationship with the patient makes him the ideal co–leader of the diabetological team (together 
with the diabetologist), but most of all the process owner of the integrated management of the pathology, called 
to: 

• coordinate and control the dynamics of communication and interaction/integration between the 
subjects involved in the diabetic patient care path;  

• promote, together with the central administrations, the activation of suitable systems for the strategic 
planning and the measurement of the corporate performances; 

• identify and suggest eventual corrections connected to the trade practice; 
• promote a “transversal social control” by the different physicians involved in the same care path, 

stimulating an inter pares comparison aimed to get an higher prescriptions appropriateness.  
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FIG.8:  TARGET CARE PATH FLOW CHART  
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Conclusions and future prospects 
 
The scenario emerging from the research study realized on the sample group, is characterized by a high degree 
of complexity in the social tissue, especially at Districts level. A marked gap has been found between clinical 
and organizational aspects, in particular in relation to the management of the care paths for diabetic patients. 
 Nonetheless, the relevance of the outcomes made possible a clearer and more detailed vision about the 
effective “state–of–the–art” for what concerns the territorial organization of the treatment of the diabetic type 2 
patients in the Local Health Authority Na 4. Becomes so possible to make a synthetic verification of the 
attainment of the research scopes, as described in TABLE 5.   
 

TABLE 5: SYNTHESIS OF THE VERIFICATION OF THE RESEARCH SCOPES 
Analysis units Verification

Identify the actual general care path for Diabetes

Mellitus type 2 in Local Health Authority Na 4

Verify the degree of interaction/integration between

the subjects involved in the patient care path in the

Local Health Authority Na 4

Analyze the advantages connected to the

implementation of ICT solution in the design and the

validation of a reference care path for Diabetes

Mellitus type 2

Verify General Practitioners' skills in becoming process

owners of the care path

Identify limits and potential of the research approach

framework

Verify the opportunity to reproduce the research

methodology to a second framework of pathologies

Research scopes

1

Subjects and groups (GPs; members of

the Pathology Group involved in the

care path building)

YES

2
Verify the level of diffusion of ICTs in the Local Health

Authority Na 4

Subjects and groups (GPs; members of

the Pathology Group involved in the

care path building)

YES

5

Subjects and groups that have realized

or are realizing a communication

networking process (GPs;

administrators; Pathology Group)

YES

3

Identify obstacles and advantages in the

implementation of a correct process for the informatic

handling of clinical data (communication network) in

the Local Health Authority Na 4

Subjects and groups (GPs;

administrators; members of the

Pathology Group involved in the care

path building)

YES

4

Subjects and groups that have realized

or are realizing a communication

networking process (GPs;

administrators; Pathology Group)

Next research step

 
 

The possibility to extend the developed methodology on a second framework of chronic–degenerative 
pathologies, characterized by the same social impact, is confirmed by the research working, that based on the 
analysis of the behavior and the correlation of objective variables, inferred and formalized by the observation of 
the sample group, whose composition reflects correctly the composition of the reference universe. The effort of 
the Pathology Group for describing scenarios and evolution dynamics for Diabetes Mellitus type 2 in the 
territorial context is then the result of a strong activity of “robust design”, driven by E–Health5 principles and 
oriented to the building of a replicable and exportable model. 
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End Notes 
 
1. According to Arrow (1986), “the most obvious distinctive characteristic in the organizational evolution [of 

healthcare services], in everyone’s perception, is that it is basically unpredictable”. 
2. In FIG.1 are reported only the most representative. 
3. To be intended as the ability to achieve the expected targets within the expected constraints of quality, time 

and costs. 
4. To be intended as the logic on which founds the sequence of the episodes forming the Care Path. 
5. “An emerging field of studies between medical informatics, public health system and market, that refers to 

internet–based and technology–based services and clinical information. In a wider sense, E–Health means 
not only a technical improvement, but also a way of thinking, an attitude and an effort to reason on a global 
scale, so to improve locally and globally the healthcare sector, through the implementation of information 
and communication technologies” (Eysennbach, 2001: 20) 
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Abstract 
 
Organisational citizenship behaviour (OCB) has received much scholarly attention in contemporary times. In an 
environment where the collective intellectual capabilities of employees are a source of competitive advantage, the 
ability to elicit organisational citizenship behaviour is becoming increasingly important. It has been argued that OCB 
can be encouraged through job satisfaction, management of leader-subordinate relationships and organisational 
justice perceptions in order to maximise the working potential of individual employees. The study presented in this 
paper develops and empirically tests a model of encouraging OCB with 565 Singaporean employees. The findings 
extend the theoretical underpinnings of OCB research in a Singapore context. The study also has practical 
implications for human resource departments in terms of providing some insights into factors that motivate 
employees to perform OCB and facilitate the development and policies and practices to encourage such behaviour. 
 
Introduction 
 
Organisations are adopting leaner structures to cope with global competition. Each employee, therefore, holds 
greater responsibility than before (Dreher & Dougherty, 2001). To maximise employee potential as a source of 
continued competitive advantage (Yeung & Ready 1995, Teagarden & Von Glinow, 1997), organisations are 
constantly searching for ways to motivate employees to engage in suitable behaviours to achieve organisational 
goals. An organisation‟s ability to do so lies in its ability to fulfil employees‟ perception and expectations of the 

organisation, i.e. the unwritten psychological contract between employee and the organisation (Coyle-Shapiro, 
2002). 

Consequently, there has been considerable research into organisational citizenship behaviour (OCB) 
(e.g., Moorman 1991, Schappe 1998, Williams, Pitre & Zainuba 2000), described as discretionary individual 
behaviour beyond job requirements that is not explicitly recognised through the organisation‟s reward structure 

(Organ 1988). Researchers have argued that OCB can be encouraged through job satisfaction (Organ 1988, 
Moorman 1991, Schappe 1998), management of leader-subordinate relationships (Linden & Graen 1980, Bolino 
1999, Bhal, 2005) and organisational justice perceptions (Moorman 1991, Bhal 2006) to enhance employee 
contribution towards organisational performance.  

OCB is discretionary individual behaviour beyond job requirements that is not explicitly recognised 
through the organisation‟s reward structure (Organ 1988). These informal contributions enhance overall 
organisation effectiveness (Organ & Konovsky 1989). There appears to consensus among researches that OCB 
is extra-role behaviour. However, there is division over the constituents of OCB. OCB has been categorised into 
two to seven dimensions. For example, Podsakoff et al (2000) categorised them into altruism, compliance, 
conscientiousness, individual initiative, sportsmanship, civic virtue and self development while Williams & 
Anderson (1991) categorised these behaviours broadly as behaviours directed at individuals and those at the 
organisation as a whole. The potential of OCB being culturally determined was suggested in Farh, Zhong & 
Organ (2004)‟s study on OCB in China. The study found 10 dimensions of OCB, five of which were either not 
evident in western developed literature or established measures of OCB. 

Notwithstanding these constituents, OCB is primarily a function of cognition and affect (Organ & 
Konovsky 1989). Employee attitudes and leader behaviours appear to be more strongly related to OCB than 
other antecedents (Podsakoff et al 2000).  
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This research develops a conceptual framework of variables influencing OCB and empirically tests 
western developed measures of organisational citizenship, job satisfaction, organisational justice and leader-
subordinate relationships in a Singaporean setting. 
 
Conceptual Model of OCB and Literature Review 
 
Figure 1 is the conceptual model for this study. It postulates that employees‟ perceptions of organisational 

justice and their relationship with their managers have direct impact on job satisfaction and OCB. It also 
predicts that job satisfaction will have an effect on OCB 
 

 
 

FIG. 1: A CONCEPTUAL MODEL OF ORGANIZATIONAL CITIZENSHIP BEHAVIOR 

 
Variables affecting OCB 
 
Perceptions of Organisational Justice 
Employees‟ perceptions of organisational justice affect their attitudes towards their employer and management, 

the degree of trust in their supervisor and the level of commitment (Folger & Konovsky, 1989). According to 
equity theory, employees react adversely to perceived unfairness by engaging in retaliatory behaviour 
detrimental to organisational functioning (Stecher & Rosse, 2005). These behaviours include withholding 
performance, absenteeism, theft and sabotage (Stecher & Rosse, 2005), (Skarlicki &Folger, 1997). 

Thee three dimensions of organisational justice: procedural, distributive and interactional (Folger & 
Corparanzo, 1998), relate to different employee attitudes and behaviours (Stinglhamber, De Cremer & Mercken, 
2006).. Procedural fairness relates to employees‟ perceptions about the fairness of the process and procedures 

used to arrive at decisions (Wharton, Potter & Parry, 2004). Distributive fairness is the manner in which 
outcomes are disbursed in the organisation (Wharton, Potter & Parry, 2004). Interactional justice is the 
interpersonal sensitivity with which an individual is treated and the sincerity with which procedures are applied 
in decision making (Folger & Corparanzo, 1998). Although the three components are independent, they are 
correlated. Studies have shown that of if distributive justice was low, disgruntled employees are more likely to 
react negatively towards management unless the situation was moderated by high procedural or interactional 
justice (Morgeson et al., 2001), (Skarlicki & Folger, 1997). 
 
Relationship with Manager 
 
The „Relationship with manager‟ variable will be examined in the context of leader-member exchange (LMX), 
which is relationship development between leaders and subordinates (Sweeney & McFarlin, 2002) using 
different leadership styles (Tse, 2004). According to social exchange theory, LMX is based on reciprocal 
obligation (Blau 1964, cited in Materson et al 2000) where one party‟s action at a particular time will create an 
obligation in the other to reciprocate in a commensurable manner in the future (Materson et al., 2000), (Morgan, 
n.d.). “The obligations of the parties in a social exchange to one another are often unspecified and the standards 
for measuring contributions are often unclear” (Materson et al., 2000). 
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Dansereau, Graen & Haga‟s model of leadership theorised that the relationship between a supervisor 
and each individual subordinate is unique. Their study found that certain groups of employees enjoy higher 
levels of exchange with their managers. Such employees receive greater responsibility, more feedback, and 
personal sensitivity than others. Managers often single them out for their competence, trustworthiness and 
motivation to hold greater responsibility. Managers do so because they are responsible for the effectiveness of 
their units and paying more attention/grooming a group of employees whom they can rely on to assist them is 
advantageous (Dansereau, Graen & Haga, 1975). This model is supported by Liden & Graen. Engle & Lord and 
Wayne, Shore & Liden provided a different perspective: relationship differentials were a result of liking and 
expectations where perceived attitudinal similarities between the parties affected liking and hence the cultivation 
of different relationships. Leaders who expected their subordinates to reach higher levels in their organisations 
were more likely to engage in high quality LMX. An earlier study by Phillips & Bedeian also found that, when 
the quality of LMX was assessed by employees, attitudinal similarity was strongly co-related with the quality of 
LMX.  
 
Job Satisfaction 
 
Research suggests that job satisfaction is a pre-condition for good performance. However, there is no consensus 
on what constitutes job satisfaction. Most commonly, it is viewed as an attitude that employees‟ hold about their 

job (Organ, 1988), (Pool, 1997). Such attitudes could have developed through the employees‟ perceptions of 

job-fit and perceptions of fairness (Moorman, 1991). Job satisfaction can also be influenced by many factors 
beyond the organisation‟s control (Crow & Hartman, 1995), such as life satisfaction and mood (Bateman & 
Organ, 1983). Kim & Garman‟s study on pay satisfaction also found that financially stressed employees showed 
lower levels of pay satisfaction.  

From these studies, it appears that the belief that an organisation can enhance job satisfaction as part of 
their attempts to improve organisational effectiveness may be a myth. However, researches have found 
correlations between job satisfaction and OCB. 
 
Hypotheses Development  
 
Perceptions of Organisational Justice and Job Satisfaction 
 
Job satisfaction is strongly related to distributive justice as, from an employee‟s perspective, it is about having 
his/her needs and wants are met (Lambert, 2003). Petty, McGee & Cavender found that performance causes 
satisfaction. “However, if the employee perceives the consequences of performance as inequitable, the 

dissatisfaction that results may cause a future reduction in effort, which will lower performance”.  
Lambert‟s study on the impact of justice on correctional staff found that both procedural and 

distributive justice were important contributors to job satisfaction for non-supervisory correctional staff in a 
cross-section of positions. However, Howard & Dougherty found that perceptions of fairness can differ between 
classes of employees because of their preference for different forms of rewards. White-collar workers are 
motivated by rewards for individual performance and hence judge such awards to be fair. Blue-collar workers 
prefer group output rewards. This could be because white-collar employees tend to have more personal control 
over their work. 

Studies have thus far focused pre-dominantly on western countries. No known study has been 
conducted on whether Singaporean employees‟ perceptions of organisational justice will affect their job 

satisfaction. 
 
H1: Employees’ perceptions of organisational justice affect their job satisfaction. 
 
Perceptions of organisational justice and Relationship with Manager 
 
LMX is positively related to employees‟ equity perceptions (Vecchio, Griffeth & Hom, 1986). However, justice 
perceptions will only affect LMX if employees attribute justice to their managers (Corporanzo, Prehar & Chen, 

1269



 

2002). Heneman, Greenberger & Anonyuo found that employee-manager relationships could depend on whether 
the employee is in the manager‟s in-group or out-group: “internal attributions were significantly higher for in-
group members than for out-group members when performance was effective”. However, when performance 
was ineffective, internal attributions were significantly higher for out-group than in-group members. The study 
could not establish whether external attributions affected the groups conversely. In a study on performance 
appraisal, Kingstrom & Mainstrone‟s found little evidence of supervisors showing favouritism to subordinates 

whom supervisors had high personal acquaintances. However, subordinates with low personal acquaintances 
with supervisors still perceived that preference had been or would be given to co-workers with whom 
supervisors had relatively close relationships. This is an indication that the out-group might perceive injustice. 
Hence, in situations where supervisors practice differential treatment/relationships between groups of 
subordinates, it is more important to be seen as fair than equal (Bhal, 2005). 

Because procedures are enacted by the organisation but implemented by managers, procedural justice 
perceptions affected reactions toward organisations while interactional justice perceptions affected reactions 
towards supervisors (.Masterson et al., 2000). In reality, the average employee is often views the supervisor as 
the personification of the organisation (Levinson, 1965). Hence, procedural justice should also affect LMX. 
Flaherty & Pappas, using trust as a proxy for LMX, found salespeople‟s perceptions of procedural justice 

affected the level of trust in their managers. Salespeople had greater trust in managers they believed 
administered procedures fairly.. Mansour-Cole & Scott studied the fairness perceptions of survivors of corporate 
downsizing and found that the messenger who delivers the layoff decision makes a difference. Generally, 
employees prefer to receive such announcements from their direct supervisors. This preference is stronger in 
high LMX than low LMX.  

In addition to procedural and interactional justice, LMX was also found to be positively related to 
distributive justice (Vecchio et al., 1986). Podsakoff et al. found that LMX influences OCB through trust that 
employees have in their managers and was of the view that fairness perceptions is a determinant of trust and 
recommended that future research examine this possibility. 
 
H2: Employees’ perceptions of organisational justice is related to employee – manager relationship.  
 
Relationship with manager and job satisfaction 
 
Many studies conducted on the effect of LMX on job satisfaction found positive relationship between them. 
High quality LMX and supportive managers are positively related to employee job satisfaction. This is so even 
in instances of role ambiguity, which is inversely related to OCB (Podsakoff et al., 2000). This could be because 
employees with such considerate and supportive managers are likely to perceive situations as less ambiguous. 

These findings appear to be consistent cross cultural settings. Employees who perceived their managers 
to be consultative derived more job satisfaction not only in a western country (Savery, 1994) but also in a non-
western country, the United Arab Emirates (Yousef, 1996). Similarly, Lok & Crawford found no significant 
difference in the impact of leadership style of Hong Kong and Australian Managers on job satisfaction. These 
studies suggest that employees‟ relationship with their managers contribute to job satisfaction among employees 
in both western and non-western countries. In view of Singapore‟s common heritage and cultural similarity with 

Hong Kong, it is expected that Singaporean employee‟s relationship with their managers will have a positive 
effect on their job satisfaction. 
 
H3: Employees’ relationships with their managers affect their job satisfaction. 
 
Relationship with manager and OCB 
 
“Managers should be concerned with how they treat their employees because employees‟ perceptions of that 

treatment could affect the occurrence of citizenship behaviour (Moorman 1991).” “Social exchange 

relationships have an implicit understanding that a history of extra role efforts will, overtime, be recognised, 
appreciated and rewarded” as people seek to reciprocate those who benefit them (Ishak, 2005). OCB could be 
subordinates‟ preferred reciprocation means instead of increased productivity as the latter could be constrained 

by his/her ability, and other external factors such as work schedule and task design (Smith, Organ & Near, 
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1983). This is consistent with an earlier study by Linden & Graen, which found the quality of an employee‟s 

relationship with his manager to be strongly co-related with “an employee‟s inclination to volunteer for special 
assignments and to be asked to do extra work in busy situations”. 

Some researchers suggest that the relationship between LMX and OCB could be indirect. Bhal‟s study 
found that it is the justice perceptions, in particular procedural and interactional justice, in LMX that affects 
OCB. Podsakoff et al. found that a transactional relationship, i.e. low quality LMX, contingent upon rewards, 
produces a direct effect on OCB. High quality LMX elicits OCB through trust (Podsakoff et al., 1990). 

Bolino offered an interesting alternative perspective to the traditional social exchange theory. He 
suggested that OCB could be “impression enhancing and self-serving”. An employee who performs OCB could 
be motivated to manage his/her supervisor‟s impression of him/her, instead of genuine reciprocation. Such 
motivation could result in employees continuing to perform OCB even in low LMX situation. Notwithstanding 
Bolino‟s view, the following hypothesis is conjectured based on previous research into the traditional social 
exchange definition of LMX. 
 
H4: Employees’ relationships with their managers affect organisational citizenship behaviour. 
 
 
Job Satisfaction and OCB 
 
Bateman & Organ found strong correlation between job satisfaction and OCB. Williams & Anderson‟s studied 
the relationship between OCB, measured in terms of altruism, generalised compliance, and two components of 
job satisfaction: cognitive and affective. They found that the cognitive component significantly predicted both 
altruism and generalised compliance. Studying a relative smaller sample, Williams, Pitre & Zainuba (2000) 
found affective state to be positively correlated with OCB. Some studies provided plausible explanations for 
such findings. Morrison‟s 1994 survey of 317 clerical workers found that employees held differing views of 
what constituted in-role and extra-role behaviours. Employees were more likely to engage in OCB if they 
considered that behaviour to be in-role. Isen & Daubman found that affect influenced cognitive organisation. 
Specifically, individuals with positive affect sorted material into more inclusive category. This supported the 
hypothesis that “under conditions of positive affect, people tend to see relatedness and interconnections among 

cognitions, and perhaps process material in a more integrated fashion” (Isen & Daubman, 1984). Similarly, a 
happy individual is likely to define in-role behaviour more broadly. 

Such findings could have been possible because job satisfaction measures tended to include a 
procedural justice dimension (Organ, 1988). When fairness perceptions were isolated from job satisfaction, job 
satisfaction and OCB were not correlated (Moorman, 1991). Schappe‟s study yielded similar results. He 
explained that this could be because “job satisfaction and perceptions of procedural fairness share a common 
antecedent” not included in his study that “contaminated the relationships of these two variables with OCB”. He 
therefore recommended that future research include “measures of both perceived fairness and job satisfaction to 
clarify their relative effects on OCB”. 
 
H5: Job satisfaction is related to organisational citizenship behaviour. 
 
METHODOLOGY 
 
Site and Sample 
The site for the study was a service organisation in Singapore. Respondents were 565 full-time employees in a 
cross section of positions, with varying management responsibilities. The sample represented approximately 25 
per cent of the 2,200 employees that were part of the studied organisation. A brief demographic profile of the 
respondents is presented in Table 1. Four main features are elucidated from Table 1. A first feature is that two 
thirds of the sample were males (67.4 per cent). A second interesting feature of the sample was that 78.2 per 
cent of the respondents were between 25 to 45 years of age, with the 25 to 34 age group making up almost half 
the total number of respondents (49.4 per cent), and only 9.9 per cent were 46 years of age or older. This 
observation suggested a relatively young workforce, consistent with the finding that 63.9 per cent of respondents 
had been in the organisation for less than 10 years. 
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Table 1 presents two more interesting elements. A third interesting feature of the sample was the 
education levels of the respondents. The cohort represented an equal number of participants with secondary 
(50.9 per cent) and post secondary education (49.1 per cent), respectively. The basic education requirement at 
the time of recruitment was a secondary education; thereby indicating that the organisation was either hiring 
better educated employees or employees were upgrading their education level in order to continue on in the 
studied organisation. A fourth feature of the sample was the relative seniority of employees in terms of their 
management responsibilities. Senior officers constituted 26.5 per cent of the sample respondents while junior 
officers represented 73.5 per cent of the sample. Senior officers in the studied organisation had executive level 
management responsibilities (akin to senior managers) where junior officers had first line management 
responsibilities (akin to supervisory managers). 
 

TABLE 1: DEMOGRAPHIC PROFILE OF RESPONDENTS % (N=565) 
 

Gender  Level in the Organisation  
 Male 67.4  Senior Officers 26.5 
 Female 32.6  Junior Officers 73.5 
    
    
Age (in years)  Years in Service  
 Less than 25 
 25 – 34 

11.9 
49.4 

 Less than 5 
 5 to 10 

31.0 
32.9 

 35 – 45 28.8  11 to 15 14.3 
 46 and above  9.9  16 or more 21.8 
    
Education    
 Below 5 „O‟ Level 32.6   
 5 „O‟ Level or more 18.3   
 Diploma/‟A‟ Level 25.8   
 Degree 23.3   
    

 
Procedure 
 
The study adopted two conscious strategies. The first was to obtain a reasonable sample from the identified 
population (i.e., a Singapore organisation). A series of discussions and meetings with a senior manager from the 
identified organisation affirmed the organisation‟s support for the suggested research. It had been observed from 

previous research that the use of networks or guanxi greatly assisted in data collection especially from Eastern 
contexts where the academic-industry nexus was not as ingrained as evidenced in Western contexts (Chatterjee 
& Pearson, 2002), (Ananthram, 2008a). It was hoped that this conscious strategy would provide an acceptable 
response rate. 

A second deliberate methodology was the adoption of a combination of quantitative and qualitative 
techniques at each stage of the study. Increasingly scholars are arguing for the use of context relevance research 
especially in non-Western settings through the use of a more interpretive or collaborative approach by 
combining quantitative and qualitative techniques (Adler Campbell & Laurent, 1989), (Graham & Gronhaug, 
1989), (Teagarden et al., 1995), (Ananthram, 2008b). As the research proposed to adopt Western designed and 
tested instruments in an Eastern setting, benefits would be afforded by employing a quantitative-qualitative 
design. Indeed a supplementary qualitative component of the research methodology conducted by this study 
entailed gaining a first hand interpretation of the quantitative results using a focus group session. Eight 
participants who were representative of the sample quantitative respondents were invited to attend a focus group 
session to explain some patterns observed from the quantitative analyses. Given that the focus group session was 
utilised only as a means to provide validation to, and/or clarification of the quantitative findings, no qualitative 
analysis was conducted. The interviewer made notes at the focus group sessions. This two-pronged approach 
was limited to the factor and reliability analyses stage for the purposes of this paper and it is expected that 
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another round of qualitative focus group sessions would be utilised in future to validate the hypotheses tested in 
the quantitative findings presented in this paper. 

These two research strategies were communicated to the study organisation and respondents were 
intimated of the study and its importance to the organisation at various information sessions. Data were 
collected through an anonymous survey utilising questionnaires. These questionnaires were distributed to 
respondents through the heads of their work units. Respondents were given a week to complete them. A note 
was attached to the questionnaire to inform respondents of the purpose of the study and that participation in the 
study was voluntary. The note also included instructions for respondents to consider how they were personally 
affected and to consider their immediate supervisor when assessing all statements in the questionnaire. 
Respondents were also informed that the organisation would be provided with the research findings. However, it 
was made clear that the respondents‟ identities would remain confidential. The researcher‟s contact details were 

provided for respondents to seek clarification or further information. These conscious strategies resulted in a 
total 600 questionnaires being distributed with 565 completed questionnaires being returned, resulting in a 
response rate of approximately 94 per cent. 
 
Measures, Factor and Reliability Analyses 
 
Western developed instruments to measure organisational justice, management of leader-subordinate 
relationships, job satisfaction and organisational citizenship behaviour were utilised for this study. Respondents 
were asked to evaluate a series of statements on a seven point Likert scale ranging from 1 = „strongly disagree‟ 

to 7 = „strongly agree‟. Details of the factor and reliability analyses procedure has been explained in Yeo and 
Ananthram (2008) and not repeated in this paper due to space constraints. 
 
Organisational Justice 
 
Organisational justice was measured using a reduced 14 item scale adapted from Niehoff and Moorman 
(originally 18 items). While Niehoff and Moorman reported organisational justice as a three factor variable - 
distributive justice (four items), procedural justice (six items), and interactional justice (eight items), this study 
found that the study respondents perceived organisational justice as a uni dimensional measure. The cronbach 
alpha score for the uni dimensional factor was 0.97. 
 
Management of Leader-Subordinate Relationship 
 
A reduced uni dimensional 9 item leader-member exchange (LMX) instrument, adapted from Liden and Maslyn 
(originally 11 items) was utilised by this study to measure the management of leader-subordinate relationship. 
The cronbach alpha score for the reduced LMX scale was 0.94. 
  
Job Satisfaction 
 
Job satisfaction was measured using a reduced 8 item uni dimensional scale developed by Brayfield-Rothe 
(originally 18 items) and later adapted by Moorman. Both these studies adopted a five point Likert scale which 
was converted by this study to a seven point scale to be consistent with the scales used in assessing the 
remaining variables. The cronbach alpha score for the reduced job satisfaction scale was 0.87.  
 
Organisational Citizenship Behavior 
 
A reduced version of the 34 item scale measuring OCB developed by Van Dyne, Graham and Dienesch (1994) 
was used by this study. A total of 11 items were removed from the original scale initially, considering the profile 
of the organisation and its culture; were unlikely to achieve the desired results. The reduced 23 item scaled was 
further reduced to 9 items owing to some items leaking onto more than one factor. Originally intended to 
measure three dimensions of OCB; namely; loyalty, compliance, and participation, it was found by this study 
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that the participants perceived OCB as a uni dimensional construct with a cronbach alpha score of 0.82 (Yeo and 
Ananthram, 2008) 
 
Results 
 
Table 2 shows the means, standard deviations, ranks and bivariate correlations among the four assessed 
variables of organisational justice, LMX, job satisfaction and OCB. Given that the four variables were measured 
using seven point Likert interval scales, the Pearson coefficient was used to test the correlations (SPSS, 2005). 
 

TBALE 2: MEANS AND CORRELATIONS AMOUNG ASSESSED VARIABLES 

 
Variables Mean 

(S.D). 
Organisational 

Justice 
Leader Sub 
Relationship 

Job Satisfaction Organisational 
Citizenship 

Organisational  
Justice 

5.33 
(0.94) 

N.A. .713 
** 

.572 
** 

.295 
** 

Leader Sub 
Relationship 

5.52 
(0.90) 

.713 
** 

N.A. .547 
** 

.316 
** 

Job Satisfaction 4.89 
(0.92) 

.572 
** 

.547 
** 

N.A. .340 
** 

Organisational 
Citizenship 

5.42 
(0.85) 

.295 
** 

.316 
** 

.340 
** 

N.A. 

Notes:  a. Mean = mean scores. 
   b. Values in parentheses are standard deviations of the means. 

c. p** < 0.01. 
  

Table 2 shows the means, standard deviations, and bivariate correlations among the assessed variables. 
Mean scores that were less than three were considered low; scores of three to five were considered moderate; 
and scores above five were considered to be high. It is shown in Table 2 that the study respondents reported 
reasonably high levels organisational justice, leader subordinate relationship and organisational citizenship 
behaviour. Level of job satisfaction reported by the respondents was moderate with a mean of 4.89. Another 
feature of Table 2 was the high degree of correlation between all assessed variables indicating strong linkages 
between them. . In spite of reasonable support for all of the study hypotheses, it is widely acknowledged that 
correlation results provide limited forecasting capacity (as the significant correlations could be influenced by 
sample size), and consequently, other statistical techniques are necessary. 

Although multiple regression analysis typically follows correlation analysis (Bluman, 1992), path 
analysis to test the robustness of the model (as a whole) as well as test the postulated hypotheses. Firstly, path 
analysis has the ability to compare complex theoretical models, involving analysis of multiple conceptual 
relationships simultaneously, and across an entire conceptual framework (MacKenzie, 2001). Secondly, the 
treatment of constructs as a latent or observed variable is a unique feature of path analysis (Hair, et al. 1998). 
Arguably, path analysis provides a more powerful approach to test all the relationships of a complex model in its 
entirety (Chan, 2002).  
 
Path Analysis 
 
Path analysis was used to test the overall robustness of the model depicted in Figure 1. The model was tested 
using the entire data of 565 respondents. A common measure of overall model fit is the chi-square. Several 
researchers have argued that some goodness-of-fit indices may be sensitive to sample size and violation of the 
assumptions of normality. Hence, they have suggested the use of a normed chi-square (or chi-square/degrees of 
freedom), in which a ratio of between 1.0 and 2.0 indicates an excellent model fit. A more liberal ratio of 5.0 has 
been also suggested (Joreskog, 1970). However, the use of a normed chi-square has also been challenged 
because of the statistical effect of large sample size), so other common goodness-of-fit measures such as 
Goodness-of-fit Index (GFI), Adjusted Goodness-of-fit Index (AGFI), and Comparative Fit Index (CFI) were 
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employed simultaneously in the path analysis. In addition, the Root Mean Square Residual (RMR) values were 
also obtained where the closer the value of RMR to zero indicates a better fit. Lastly, the Root Mean Square 
Error of Approximation (RMSEA) was also obtained. By convention, a good model fit is demonstrated if the 
RMSEA is less than or equal to .05 and an adequate fit indicated if the RMSEA is less than or equal to .08. 
More recently, Hu and Bentler have suggested RMSEA <= .06 as the cutoff for a good model fit.  

Path analysis was performed with AMOS 5.0 (Arbuckle and Wothke, 2003) with maximum likelihood 
estimation. The model fit summary results of path analysis are presented in Table 3. The figures presented in 
Table 3, evidenced by p values > .05, demonstrate that the model fits the data and provides some degree of 
confidence in assessing the robustness of the model (Arbuckle and Wothke, 2003). The normed chi square 
(CMIN/DF) value is reasonable, as are the goodness-of-fit measures of GFI, AGFI and CFI. Finally, the RMR 
and RMSEA values for the three models are indicative of a robust model that fits well with the data obtained. 
 

TABLE 3: MODEL FIT SUMMARY RESULTS OF PATH ANALYSIS 
 

Sample CMIN DF P CMIN/DF GFI AGFI CFI RMR RMSEA 
N 565 1.041 1 .308 1.041 .999 .991 1.00 .007 .009 

 
 Table 4 presents the standardised path coefficients for the hypothesised linkages in Figure 1. From Table 
4, it can be seen that all five hypothesis received strong support which was once again indicative of a robust 
model with strong linkages among the assessed four variables of organisational justice, relationship with 
managers, job satisfaction and organisational citizenship behaviour. The theoretical and practical implications of 
these findings are presented in the next section along with suggestions for future research. 
 

TABLE 4: STANDARDISED PATH COEDFFICIENTS 

 
Hypothesis Path From To Standardised  

Path Coefficients 
H1 Organisational Justice Job 

Satisfaction 
.371 
*** 

H2 Organisational Justice Relationship with 
Managers 

.713 
*** 

H3 Relationship with 
Managers 

Job  
Satisfaction 

.283 
*** 

H4 Relationship with 
Managers 

Organisational 
Citizenship 

.185 
*** 

H5 Job  
Satisfaction 

Organisational 
Citizenship  

.238 
*** 

 
Concluding Discussion 
 
The study presented in this paper developed and tested a model of encouraging OCB with 565 Singaporean 
employees. The conceptual model of OCB presented in Figure 1 argued that OCB can be encouraged through 
job satisfaction, management of leader-subordinate relationships and organisational justice perceptions in order 
to maximise the working potential of individual employees. All five hypotheses were supported suggesting that 
the model and the interactions were robust. These results have theoretical and practical implications as outlined 
below. 
 No known research has considered the interaction between all four variables presented in Figure 1 in a 
single study in a Singaporean context. Organ & Ryan‟s meta-analytic review of 55 studies, which found job 
attitudes to be strong predictors of OCB in non-managerial and non-professional employees, is the only other 
reported study in this area. The job attitudes considered in these studies were: job satisfaction, perceived 
fairness, organisational commitment and leader supportiveness. Therefore, the present study with Singaporean 
employees extends research in this area by considering the interactions among the assessed variables. Moreover, 
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unlike earlier studies (Moorman, 1991), (Niehoff & Moorman, 1993), Schappe found that neither organisation 
justice, measured in terms of procedural and interactional justice, nor job satisfaction were able to predict OCB. 
The findings in this research contribute to the OCB literature by clarifying the findings in these studies, 
particularly in the Singaporean context. 
 This study has practical relevance as it concerns how the study organisation can influence the extent of 
OCB among its employees. The knowledge of whether LMX, organisational justice and job satisfaction affects 
OCB could shift organisations‟ focus from the search for an ideal compensation system (Williams & Anderson, 
1991) towards activities or policies that contribute to shaping employees‟ perception of the organisation and 

their supervisors. These include, enactment of fair procedures, perception management and employee 
participation.  
 The findings could also assist the study 
organisation determine training and development activities for supervisors or would-be supervisors, particularly 
in the area of relationship building and communication since the “messenger who delivers the decision is also 
important to fairness” (Mansour-Cole & Scott, 1998). In addition, technology has made organisations more 
borderless, making it possible for the organisation and its employees to be located in different countries, such as 
the outsourcing of call centres to an off-shore location. It has also increased the prevalence of flexible work, 
such as “work-from-home”. With such changes to the employment landscape, organisations may become more 
remote to employees, making it difficult for them to identify with. Their only contact with the organisation may 
therefore be only through the supervisor whom they contact. Organisational justice may therefore become 
supervisor justice (Stinglhamber De Cremer & Mercken, 2006). These findings also have the potential to 
provide the HRD department of the study organisation with an idea of what motivates employees to perform 
OCB and facilitate the implementation of policies and practices to elicit such behaviours. 
 In the next stage of the study, the authors are expecting to go back to the cohort of respondents who 
participated in the focus group session and seek confirmation and validation of the quantitative findings. Using 
experiential evidence, the authors hope to shed more light on the reasons for the statistically significant 
interactions outlined in Table 4. Arguably this supplementary qualitative technique provides a more meaningful 
understanding of the study findings. Future researchers are encouraged to adopt such a two-tier approach of 
combining quantitative and qualitative methodologies and extend and test the model presented in Figure 1 
across various organisations in Singapore and around Asia.  
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Abstract 
 
Despite the growth of Australia’s knowledge economy, and its enthusiasm to intensify itself as a global power, the 
human capital trajectory it faces has many challenges. These challenges, which continue to dominate the HR 
landscape, are manifested in human values, behaviours and expectations. As the need for talent retention and 
management intensifies, the awareness that Generation Y’s learning styles and expectations are very different from 

earlier generations becomes imperative. This paper will focus on the work value systems and career expectations of 
Generation Y, Australia’s future employees. Specifically, this paper employs a qualitative perspective which delineates 

the major challenges that arise when contemporary transformational learning styles and career preferences clash with 
traditional work values and career choices. The implication for human resource practices, in particular knowledge in 
those areas that contribute to better practice in the critical HR functions of talent attraction, retention and 
development, is discussed.  
 
Introduction 
 
This project was initially developed after a range of discussions with company directors and human resource 
executives currently dealing with the challenges of knowledge management, skill requirements and talent 
retention in Australia. Initial research findings suggest that these issues are particularly complex amongst 
Generation Y and that within Generation Y differences exist with regard to work and career expectations and 
inspirations (Terjesen et al 2007; Johnson & Lopes 2008). The theory behind generational research suggests that 
generational differences are caused by formative events which shape the values of each new generation. Whilst 
the parameters of Generation Y, vary from beginning dates of 1977-1982 to ending dates of 1994-2003 (Shih and 
Allen, 2007) clearly more Generation Y will be entering the workplace in the next decade, thus highlighting 
challenges that are increasingly becoming more imperative.  

Eisner (2005, p. 6) describes Generation Y as “the most technically literate, educated and ethnically 

diverse generation in history”. Johnson and Lopes (2008); Shaw & Fairhurst (2008) present a profile of 
Generation Y that suggests that the learning styles and expectations of this group are very different from earlier 
generations. Their studies propose that future graduate development schemes utilise the latest technology to 
deliver audio-visually rich, multi-tasking challenges which require a collaborative approach, offer instant 
feedback whilst at the same time recognising that its participants may not see the need for or take responsibility 
for their own development or its perceived failings.  

Martin (2005), portrays Generation Y as confident, independent and individualistic, self reliant and 
entrepreneurial and yet other studies describe Generation Y as socially active, collaborative, team oriented and 
used to having structure in their lives as a result of the type of parenting they have received (Glass 2007; Shih 
and Allen 2007). There are also some less than complementary views of the computer savvy generation: 
disaffected and nihilistic, disloyal job hoppers and impatient. Clark (2007) characterizes them as having 
combined increased technological and cultural sophistication with superficiality, naiveté and dehumanization. 

Studies in the UK and US (Martin 2005; Hayman and Lorman 2004), reveal the kinds of jobs that 
Generation Y graduates take initially and that their early experiences in the workplace are markedly different and 
more varied than in the past. Some candidates may find themselves in positions which were previously not held 
by graduates. Furthermore, the approaches to graduate entry or development taken by organisations have 
changed over time. With regards to career preferences, a number of studies indicate emotional stability to be a 
good predictor for job performance in a number of different jobs, across occupations and cultural contexts 
(Barrick et al 2001; Salgado 1997; Hough et al 1990). These findings assume that individuals with lower values 
of 'emotional stability' tend towards the organisational career field offering more safety and structure, thus 
compensating for a lack of internal structural stability. While Generation Y value stability, predictability and 
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long-term commitment to organisations more highly, the less they display flexibility, leadership-motivation, self-
promotion, self-monitoring and networking. In spite of these tendencies Generation Y scores higher on 
conscientiousness (Mayrhofer et al 2005).  

Furthermore, the literature suggests that Generation Y have a desire for clear direction and managerial 
support in what to do but at the same time “a demand for freedom and flexibility to get the task done in their own 

way, at their own pace” (Martin 2005, p. 40). However, Bradley (1995) questions the strength of current research 
into workplace expectations of these young workers, as a significant amount of empirical research on the subject 
of occupational choice has generally been focused on outcomes, as opposed to investigating occupational 
expectations of school leavers. There are also challenges for today‟s employment environment, which is 

characterised globally by a limited supply of skilled workers. The implications of Generation Y workers for 
organisations are the challenge of developing and retaining this highly mobile and demanding group. This group 
is the most formally educated generation ever, with over 70% completing high school, of which 40% have gone 
to university and a further 40% have received some other post secondary training or qualification (Sheahan 2007, 
p. 31). 

Previous research reporting generational differences in the employment environment has been 
dominated by studies from the UK and US (Glass 2007; Shih & Allen 2007) which may not readily translate into 
Australia‟s cultural and economic landscape. In spite of the theory behind generational research suggesting that 
generational differences are caused by formative events which shape the values of each new generation, these 
studies are unclear as to whether the formative events have the same impact across different countries, cultures, 
economic and labour conditions (Shaw & Fairhurst 2008). Therefore, the relevancy and applicability of research 
from the UK and US becomes questionable within an Australian context.  

This paper presents the findings from preliminary empirical data on the formative events and values of 
Generation Y, in particular those born between 1990 and 1995. As such the paper employs literature from 
previous studies on learning styles, values and attitudes to career choices to investigate the implications of these 
variables within an Australian context. Furthermore, additional variables such as the part-time work and school 
based community service programs which are unique to the Australian environment are discussed.  
 
Methodology 

 
The initial data forms part of a larger in-depth study which is in progress. The project is being conducted over 
two critical phases: phase one seeks to identify the formative references of students aged 14-18 (entry point of 
Generation Y) enrolled in full time schooling in Western Australia. This phase aims to identify the key 
influences of participants‟ learning styles; impact of part time work; impact of school based career advice; school 
based community service programs; values and attitudes and the impact of these on their university and career 
choices. Phase two will focus on the Generation Y's who have successfully completed secondary education and 
entered University and will investigate the core employability or transferable skills which can equip graduates 
for the world of work in a range of sectors. This paper utilises the preliminary data from phase one of the project. 

Phase one is exploratory research and involves developing an expanded literature review and collecting 
primary data. As this is an exploratory study, a qualitative approach is utilised in investigating the project 
objectives. The primary data collection fits the framework for a grounded theory approach that suggests a 
practical method for conducting research that focuses on the interpretive process by analyzing “the actual 

production of meanings and concepts used by social actors in real settings” (Gephart, 2004, p. 457). Therefore 
two cohorts/timeframes will be used to collect data. Focus groups will be the primary collection tool. Socio-
economic diversity is sought across age group, gender, school system (public or private) and ethnicity. 
Preliminary research has suggested that gender, school system and ethnicity have an impact upon career 
aspirations and work choices. Previous studies have also shown that differing work values exist within a 
generation, so segmentation according to age group was also incorporated into the focus group selection. 
Segmenting the analysis in this way will also allow for, as part of the larger in-depth study, an investigation and 
adaptation of Cohen‟s (2002) working class youth theory, which investigates traditional sub cultural theory by 

placing the structural problem and sub cultural solution in a recognizable time and place.  
To ensure that the diversity within the 14-18 years cohort is captured, eight (8) focus groups will be 

conducted for the study, with each representing a different socio-demographic profile of participants. There will 
be 6-8 participants for each group, the recommended size for focus groups. As a grounded theory approach is 
being utilised for this study, two focus groups have been conducted, followed by a preliminary analysis of the 
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transcripts. The next two focus groups will be conducted as per phase one. The final four focus groups will then 
be conducted (Phase Two), taking into consideration the findings of the previous four.  

Convenience sampling has been used to recruit participants, particularly with the project timeframe and 
utilization of the summer school holiday period to conduct the first focus group sessions. Given the nature of the 
research, and ages of the participants, Working with Children Checks were obtained for all researchers involved 
in the project – an Australian Federal Government requirement for conducting research with minors. This paper 
presents the findings of the first two focus group sessions. Both groups consisted of female participants, with 
Group A being representative of the public education sector and Group B the private/independent sector. Group 
A is also representative of a group of high achievers, identified as such by the school they attend and all have 
participated in extension studies. Group B participants all attend „mainstream‟ academic classes, with half of the 

group attending a technology focused private school, whereby all core subjects are undertaken utilizing personal 
laptops as a learning tool. 

Data analysis is undertaken using the qualitative tool, Nvivo 8, with a primarily thematic analysis being 
utilised. The following themes were developed: 
-Learning Styles 
-Impact of Part Time Work 
-Impact of School Based Career Advice 
-School Based Community Service Programs 
-Values/Attitudes to Work/Career Choices 
 
Experiences of Generation Y 
 
Learning styles 
A common theme that has emerged from the preliminary data collection is that whilst these students enjoy the 
social context of working in groups, they are often distracting and unproductive. The groups are most ineffective 
when not formed by the teacher as it results in unproductive behaviour amongst strong social relationships and 
cause for potentially conflictual behaviour. 

 
It depends on what I‟m working on because sometimes its nice to work in a group because you may not have 

thought of stuff that other people did or sometime I don‟t like working with friends because you just get 
distracted and stay off topic but then again sometimes I rather work with friends you feel more comfortable 
but yea sometimes I just like to work alone …most of the time I like to work alone. (Group A)  
 
I like working in groups because I like other people and being with my friends but some people get really 
annoying but I try and just ignore them (Group B) 
 
More work gets done when you have smart people in your group. (Group B) 
 
With regards to assessments and structured learning, it was noted that participants preferred continuous 
assessments and an even distribution of weightings.  
 
It‟s better when you have assessments straight after each other because then you don‟t have time to just slack 

off and you know it keeps you in that routine that you‟re always thinking - assessments are good because it 
doesn‟t mean that exams weigh as much I think if the exams weigh too much it kinda puts pressure on one 

assessment rather than a range of them. (Group A) 
 

Furthermore, the use of broad topics in assessing is preferred to rigid control of thinking advocating a 
greater need for lateral thinking. 

 
I think if it‟s more specific then it‟s kinda like giving people the answer to the exam because questions on 
what exactly you‟re looking for its easy to find it. I guess it‟s better to really assess if they [teachers] give 
vague ..broader topics (Group A) 
You don‟t have a specific direction that you‟re told to go in you have more freedom so you can do what you 
want with it - therefore you can enjoy it more and so the topics are more interesting (Group A) 
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Discontentment with assessment feedback processes was also a dominant feature of discussion – and 
angst – between both groups. Common themes were that feedback was too slow and lacked relevance once 
received and that confusion resulted from rating differentials between rubric based assessments and quantitative 
graded results for the same pieces of work. There was a strong desire between both groups for receipt of 
immediate, verbal feedback followed by constructive and directional written feedback. 

 
So you learn faster and you can improve on your next assessment, sometimes they don‟t give it back and by 

the time your next assessment you don‟t really improve on what you did wrong last time because you 

wouldn‟t know (Group A) 
 
We get „rubrics‟ which is good but it gets confusing because, like, some people get a really good rubric and 
then a really bad score and then some people get it the other way around. It would be so much easier if it was 
a percentage, or A, B, C, D. The rubrics don‟t actually tell you how good your work is. (Group B) 
 
For maths, I still haven‟t got results of tests I did last year. It also depends on the teacher. Some are really 

slack and some are really good. (Group B) 
 
I prefer verbal feedback straight away so they can tell me what I did wrong and then get it in writing. They 
expect us to improve in tests but then don‟t tell us where we went wrong. We get tests like every week and 

we don‟t know from one week to the next where we went wrong in the previous ones. (Group B) 
 

Whilst feedback on areas to improve was deemed to be important especially for the next piece of 
assessment, equally important was the need for accolades. Feedback indicating areas of achievement was valued 
as participants considered this to be motivational.  

The use of technology was a focus point of discussion Group B in which students from a technology 
focused school participated. This school has a compulsory requirement for all students to purchase school 
approved laptops for use in all core and optional academic subjects. The overwhelming view held by these 
students was that although it was “fun” it was also frustrating as it took up too much core class time to set up and 

shut down the laptops and that it was too distracting. The participants admitted that the majority of students, 
including themselves, were easily distracted from core class activities by the use of „MySpace‟, „MSN‟ and 

school based email facilities. 
 
That‟s the thing about computers as well its up to the individual - so if you want to you really do well or feel 
interested than you wont. Actually I think a lot of it, most of it is up to the individual but also in terms of 
technology I think they should use a range of resources and not you know like, like in high school terms a lot 
of people just rely on the internet for information for assessments and things and I think a lot of us have 
forgotten there are other resources available to use (Group A) 
 
It‟s so bad because the laptops don‟t work properly, and then you go to (Dept) to get it fixed, and it doesn‟t 

happen. They also make you go off task, like you can muck around and go on „MySpace‟ (Group B) 
 
We spend at least 15 mins setting up at the start of each class, like at least that, you know, plugging in power 
cords and then people have to go to (Dept) if they‟ve got a problem and stuff. It takes lots of time out of like 

work (Group B) 
 

These participants also alluded to a feeling of “loss of pen and paper skills” and a “declining ability to 

spell correctly” as a result of the focus on all work being undertaken on the computers. They also suggested that 
the transition to pen and paper for examination based assessments was difficult. 

 
I would prefer pen and paper. It‟s just easier and more straightforward. The computers are like more 
inconvenient. My spelling has got real bad cause you have a dictionary and spell check and like on the 
computer. (Group B). 

 
It‟s so hard for tests. We like prepare for tests on the computer and then we have a spelling test on paper and 
we don‟t know how to do it. (Group B) 
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These comments are both interesting and influential on current thinking regarding learning methods and 
tools within the higher education sector. There is an emphasis on utilizing technology in teaching and learning – 
online, distance and open learning programs. However, it appears that there are a range of learning issues 
associated with such a learning medium which require further exploration. 
 
Impact of part time work 
More than half the participants in the two preliminary focus groups were employed on a part time basis. This 
work was primarily in fast food and retail industries. 

Overwhelmingly, they all work because they want to earn the income to support social activities and 
enjoy the working relationships with peers. However, a common theme was that they did not like the hours, 
particularly working on weekends, the “smelly” work environment and long periods of time spent standing with 

no breaks. Most worked shifts of 4 to 5 hours, which meant that no meal or rest breaks had to be provided by the 
employer. 

All participants indicated that as a result of their work experiences they would not choose to work in the 
service industry as a career. They found the work boring and customers “disrespectful” and at times verbally 
abusive. Key managerial issues with regards to part-time employment in the services sector was a lack of 
training, lack of empathy from managers and a lack of organisational citizenship behaviours. Many believed that 
they received more support from co-workers than their managers. All participants did not identify nor see 
themselves as part of the organisation.  

 
I would like to say that the retail sector should employ more highly qualified managers but I don‟t think they 

will work in retail –a job like that does not attract the best people (Group A) 
 
Impact of school based community programs 
In years 10 and 11, high school students are required to complete 20 hours of compulsory community work per 
year. Group B had not participated as yet and knew very little about them. The overwhelming question was 
“would we be paid?” There were concerns about the value of the work they would be undertaking and if it more 
aligned to volunteer work than future career endeavors. 

 
Like, do we have to help the homeless or pick up rubbish and stuff? 
I‟m not too keen on community service but if I have to do it I will. We like have no choice really „cause 

we‟re going to be made to do it. (Group B) 
 

All participants in Group A had undertaken the 20 hours of community work, with the school providing 
a structured community based program for 1 hr per week spread over 8 weeks. The balance of 12 hours, students 
had to complete on their own. The experience was considered to be very positive, reflective and influential with 
career choices. For the 8 hours community program, respondents were placed in nursing homes for the mentally 
disabled and senior citizens. Some respondents stated:  

 
I was assigned to a senior people‟s home. I can‟t deal that with mental problems, it was overwhelming – I 
always wanted to study medicine – this made me realise I can‟t handle working in such situations…but I 
gained a respect for seniors. 
Helps you become well rounded, it brings out the compassion in you and you see a serious side of life…. 
Enjoyed it a lot that it got me thinking of wanting to work with others – it was rewarding and also makes you 
appreciate what you have…. 
Makes you think of a career that helps others and you add value to society – do something not just for 
personal gain (Group A)  

 
The balance of the 12 hours was made up by fundraising projects. All participants in this group 

undertook volunteer work with OXFAM and initiated a fundraising project for an orphanage in Africa. This 
experience exposed them to different perspectives of thinking and living. 

 
Exposed us to where the money was going. Makes you well rounded not closed in and makes you feel like 
you are ignorant – it has always been about me, me, me, I saw another side of life. (Group A) 
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Career advice available in schools 
Amongst the 14 year old cohort (group B), there was little evidence of formal career advice programs being 
conducted in the schools. One participant cited inaccurate advice being given, where they were advised not to 
pursue a chosen career path as they did not possess a strong enough aptitude in a particular subject, however the 
participant later discovered, from an external source, that this subject was not a prerequisite for entry into the 
undergraduate degree. 

With both groups there was a consistent theme that school based counseling services lacked current data 
on career options and trends, as well as actual academic requirements for a range of university based courses. 
 

Not much career advice, therefore parents tend to provide more advice - what happens if your parents lack 
the knowledge? (Group A) 
 
They haven‟t really shown us options or anything. Like, even if I had one in mind they haven‟t shown us 

which subjects we need to do to get into that career.  
The teachers haven‟t explained to us which subjects we need to focus on.  
The teachers should have told us by now what subjects we should be taking in years 11 and 12 for the jobs 
we want and the uni courses we need to get into. We should be like working hard in all our subjects but we 
need to know which ones we should really be focussing on. (Group B) 

 
Group A‟s experiences also indicated a need for the school to maintain its image and branding, 

therefore to produce good results at the cost of their subject choices. 
 

Counsellors have self interest advice, they want you to graduate and produce top results because the of image 
of school.. so advise you to take subjects you can pass easily rather than what you want to do .. it is not about 
you, the career you prefer ….Make you drop subjects and do easier ones – hey its my future and you are 
risking it (Group A) 

 
All participants from Group A indicated the lack of preparation with subject selection and preparation 

for years 11 and 12. All respondents also indicated that they would like to continue with higher education and 
that although their tertiary entrance scores (TER) was dependent on their academic result in year 12, the year 11 
and 12 results combined determined the high school graduation. All respondents revealed heightened pressure 
and a lack of preparation for the intensity of studies required in the latter years of high school as compared to 
years 8, 9 and 10.  

 
Yr 11 is so scheduled – all these assessments – suicide rates must be high, it is so over whelming – there is 
no build up to this.. 
Yrs 9 and 10 I wagged and still got As yet now I try hardest and get Cs .. there is no comparison, if I was 
prepared in this structured way in Yr 9 I would be better prepared for yr 11.. 
Like the diving bell .. you‟re sinking deeper and deeper (Group A) 

 
Career choices 
All participants in this preliminary study clearly identified a strong desire to pursue further studies at university 
in order to achieve their career aspirations. The overwhelming majority identified enabling careers, such as 
Psychologist, Child Psychologist, Social Worker and Family Lawyer as their career choice. Some choices were 
strongly skewed by significant personal events, such as family breakdown, and the positive influences of the 
professionals who assisted during such events. 
 

Like, I was really interested in drug and alcohol counseling because I have seen people like that and want to 
help them out with it. It‟s like really interesting. Family law would be like really interesting because you can 
help people out with divorces and stuff. You get to find out what other peoples‟ lives are like and that you 
know you can help them. (Group B) 

 
A number of extrinsic drivers also affected career choice. All participants identified “money” as an 

important element in career choice, more specifically potential salary earnings over time.  
 

I wanted to be a drug and alcohol counselor until I found out how crap (sic) the money is. It really put me off 
that. If I wanted to do it, it would be like volunteer work. (Group B) 
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Initial salary was not as important, as most indicated an understanding of a performance – promotion – 

increase relationship in salary progression. Opportunities for physical presentation in a job were also identified 
as a driver of career choice. The ability to wear “really nice and expensive” clothes was important and a linkage 
was made between the type of clothing they wear as indicators of success and importance. This linked to status, 
where other physical elements of the job and the work environment were perceived as success milestones. 
 

I want my own office with a couch in it and I want to look professional. (Group B) 
 
Like to wear Armani suits. (Group A) 

 
There appeared to be an existence of a desire to be independent women who could support themselves 

and their family, both by choice and also if personal circumstances meant it was a necessity. This was clearly 
identified by one comment: 
 

I want to have a job where I can be independent as well as successful. I would like want to be able to buy my own 
house and stuff. Like, if my mum and dad broke up now my mum would not be able to support herself or us kids as 
she has no skills she can use. I don‟t want to be like that. (Group B) 
 
There also appeared to be a “servant/master” underpinning to career choices. One participant suggested 

that:  
 

“It might be nice to be a beautician”, to which a number of other participants immediately responded with 
“but wouldn‟t you prefer to be in a position where the beautician is servicing you rather than you doing it?”(Group B) 
 

None of the participants wanted to work in the public sector. They all indicated a preference for private 
sector as they perceived “Government” jobs to be desk based, boring, inferior work environment and less money.  

 
Private sector you make money – public sector has pitiful opportunities – more tired and scattered not much money 
not much benefits (Group A) 
 
I don‟t like the Government „cause everyone who works there is way too grumpy. I wouldn‟t want to be stuck in an 

office all day. I mean, at least with jobs like a journalist you do have to do some desk stuff but you get to go out and 
interview people. (Group B) 

 
 The vast majority wanted to work in a large organisation as opposed to a small firm. The perception 

was that large organisations were more organized, well branded and highly recognised with greater promotion 
opportunities and that the degree of anonymity it was perceived to offer was preferable. 

 
Big business they have a reputation and their specialisation in the market but small business - their reputation is not 
out there as yet….. big corporations are recognised and you can grow and go places (Group A) 
 
Dad worked in a really small company and everyone was like way too close. You would have to like go and talk to 
everyone like everyday. If it was like bigger it would like be better so you didn‟t have to handle everybody and all 

their problems. If something‟s not going right you are like under pressure to do something about it even if it‟s not 

your problem. (Group B) 
 

Interestingly, whilst the vast majority of those interviewed wanted promotion and progress to senior 
roles, they did not want to manage staff. They were more driven by the desire to be outcome and project based, 
rather than focusing on dealing with “staff problems”. This appears to correlate with the desire to work in a large 
organisation where you are not “having to deal with everyone‟s problems”. 

Leadership was also viewed as being earned rather than being handed out, yet also not being self 
sacrificial. 

 
Feel like I earned it not just get it ..but not sacrifice my life for it (Group A) 
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I would work really hard if I enjoyed it and stuff and if I was supported and stuff. The money is important too – I 
would work hard if I knew I was going to be rewarded. (Group B) 
If it was a temporary thing and only a little while I would do it. (Group B) 

 
Work values 
Work-life-balance: Given the demographic profile of the preliminary analysis (female), the results were 
insightful of changing values regarding work and child rearing as well as the balance between work and family. 
Although all participants identified a potential need and acceptance of working long hours early in their career in 
order to succeed and in turn obtain promotion, none indicated an acceptance of such work patterns once they had 
children/families to care for. This supports literature findings where, if forced, Generation Y will select family 
and friends over work and that they seek a work life balance (Crumpacker & Crumpacker, 2007). Some stated 
they would not work at all until their children were older, whilst other respondents were prepared to delay having 
a family until they attained job positions that allowed them to dictate their own work schedules. This decision 
appears to be, in part, influenced by their own family experiences and observations: 

 
Judging by my own family, working long hours with kids just doesn‟t work. (Group B) 
 
I want to be in my kids lives and I just wouldn‟t do it [work long hours]. (Group B) 
 
I would like want to own the business so then you can choose what you want to do – like be with your family and 
pay other people to do the work. (Group B) 
 
Flexible work arrangements were also priority as is the need to create value in an organisation and 

engage in meaningful work.  
 

Flexibility, the job should not take up your life – do things that matter to you afford to take time off, if needed 
…want to grow and learn new things all the time and feel like I am contributing.. don‟t just go there for 8 hrs. 
(Group A) 

 
Knowledge management: Knowledge based learning proved contradictory, with Group A participants 

indicating that learning at school was not deemed as important as learning at university or on the job. The latter 
was viewed as directly contributing to the workplace and growth within a job, whereas the former was viewed 
as a means to an end. Studying to obtain high marks to pass but no real lifelong learning taking place. At the 
same token, learning in higher education was deemed to have taken place if it was work related. 

 
On the job learning more important – in school you do it because you have to – marks mean more … 
I want to be a corporate lawyer, it is more important to learn more from the job instead of what school or uni taught, 
therefore uni should give more realistic situations – or give the basics of what everyone should know and rest you get 
from the job. (Group A) 
 
At least when you are at uni, like, you can go and volunteer in the areas you want to work so you get some idea of 
what its like. At least at uni what you‟re studying is related to the job you want. Can‟t do that at school. (Group B) 

 
Conclusion  
 
The findings from the preliminary data suggest a divergence from traditional learning and career values. Whilst 
it is recognized that this study may be limited in its generalizability, this paper illustrates the increasing 
complexity of generational differences within the context of change and development of human capital. It 
provides a coherent account of Generation Y‟s perceptions and preferences and allows for current practices and 
policies to be seen as contested topography leaving open possibilities for developing alternative visions for 
higher education and human resource development in Australia.  

Some key challenges for consideration are group work and self selection thereof. There are also a 
number of issues associated with learning that is primarily technologically based, including a lack of 
concentration, distraction and a perceived loss of a range of literacy skills. There is also a desire for instant 
feedback and a lack of satisfaction with existing feedback mechanisms. It highlights the contradiction between 
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the rhetoric of state education policy and the lived experiences of students in the school system both private and 
public. Implications for higher education, graduate attributes and generic skills are highlighted. 

Such issues have implications for learning styles, processes and enablers in both the school and post 
secondary education institutions. These preliminary results also tend to contradict the findings of Johnson & 
Lopes (2008); Shaw & Fairhurst (2008); Martin (2005); Jonas-Dwyer & Pospisil (2004), whose studies generally 
suggest the need for technology based learning for Generation Y. 

There is also a clear shift in values associated with work, career choices and work/life balance. Whilst a 
range of extrinsic values remain as important as ever (salary, office), career choices tend to be heavily influenced 
by critical incidents in their own lives, supporting the premise that each generation makes career choices based 
on formative events. These young women also make clear their desire to be in positions of authority where they 
have control over their own work, decisions and hours worked. 

This in turn influences career decisions later in life when they have family responsibilities. These 
participants do not appear to want to replicate their mothers‟ generation (Baby Boomers) who have, in the main, 

balanced work and child rearing. Indeed, they want to be in a position in their career where they can either have a 
career break, or more importantly, have flexibility and autonomy to work less when children are young. They do 
not appear to be prepared to balance the two. 

These findings are supported by Erickson, T. (2008) and McCabe, Nowak et. al (2005) who suggest that 
Generation Y prefer autonomy of work, flexible working hours and jobs defined by task and not time. This 
challenges today‟s organisations where jobs and salaries are still primarily structured around hours of work and 

time spent in the office. 
There are significant implications for employers. With an increasing number of female school leavers 

gaining a tertiary qualifications over their male counterparts (Cully, 2008), the number of women occupying 
professional positions in organisations is increasing. This places pressure on employers to develop tangible 
flexibility arrangements and strategies to both attract these qualified young women and then retain them. 

There are also implications regarding organisational preference from these preliminary results, 
particularly for careers in the public or government sector. There is a strong perception that work in the 
government is “boring and desk bound” with “few promotional opportunities”. There are clear implications 
regarding graduate recruitment programs for the public sector and the development of clear marketing strategies 
about the nature of work in the sector. Shaw & Fairhurst (2008) also support the need for further research into 
Generation Y and organisational graduate development, particularly their success in meeting career expectations. 

This preliminary study explores two additional dimensions of investigation unique to the Australian 
youth experience, namely compulsory community based programs and early work experience in the services 
sector. The youth‟s experiences of community based programs calls for broader innovative processes and 
policies that will rein in and harness the prevailing enthusiasm. It also leaves open the need to critique and 
analyse their initial work experiences and the impact thereof.  
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Abstract 
 

This research explores the relationship between managerial values enactment, as a construct of managerial 
behavioural integrity, and employee trust in management. Additionally, the effect that managerial values enactment 
has on several employee attitudinal and behavioural outcomes from this relationship is also presented. The employee 
attitudes and behavioural outcomes include employee values enactment, turnover motivation and turnover intention, 
affective and continuance commitment, job satisfaction, and individual and organisational citizenship behaviours. 
Correlation and regression analyses of questionnaire data from a sample of 222 employees at an Australian state 
government agency involved in major engineering project management activities found significant results among 
predicted relationships between managerial values enactment and employee trust in management, and employee 
attitudes and behavioural outcomes. These results indicate that this organisation has high levels of managerial values 
enactment, and that employee attitude and behavioural outcomes have been influenced by the managerial values 
enactment, including trust in management.  
 
Introduction 

 
Organisational functioning, performance, and success are dependent on many factors. A factor of particular 
importance is the behaviour and performance of an organisation‟s managers, and critically, the effect a 
manager‟s behaviour, and subsequent perceptions of integrity, has on the employees involved with them. This 
research aims to develop the concept of managerial behavioural integrity (MBI), and its crucial role in the 
development of employee trust in management, as well as its effect on several important employee attitudes and 
behaviours. This research also aims to contribute to the issue of MBI measurement, which is proving a challenge 
to measure simply, and adequately. 

 
The managerial behavioural integrity concept  
Behavioural integrity is defined as the perceived pattern of alignment between a person‟s words and actions, 
also known as word-deed alignment, and espoused-enacted behaviour (Davis & Rothstein 2006; Fenton & 
Inglis, 2007; Simons, 2002). A person‟s „words‟ are what they say their actions will be, and the „actions‟ are the 

behaviours that actually occur, with the pattern of alignment being whether the actions are consistent with the 
words, or not. Correspondingly, managerial behavioural integrity is defined as the alignment between a 
manager‟s words and actions. Therefore, MBI arises from employee perceptions of alignment between the 

words and actions of a manager. That is, the perception of alignment between a manager‟s words and actions 

leads to a perception of that manager having behavioural integrity. 
The perception of „word‟ and „action‟ alignment leading to MBI can occur in several contexts. For 

example, general day-to-day actions in performing work-related roles where a manager aligns what they say and 
what they do, a manager acting in accordance with perceptions of how a manager „should‟ act (Davis & 

Rothstein, 2006), and managerial behaviour that is supportive of an organisation‟s mission and value statements 

(Davis & Rothstein, 2006). This behaviour that is supportive of an organisation‟s mission and value statements 
is of particular relevance to organisations where there is an espoused set of values statements, and most 
importantly „values driven‟ organisations, where the organisation‟s values are clearly illustrated and 

communicated as a reference for behaviour and performance (detailed in the following paragraphs). In this 
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context of a values driven organisation, the organisation‟s values statements become the „words‟ by which 
managers must align their behaviour. As such, managerial values enactment is the „actions‟ that align with these 
„words‟. One could also argue that a proportion of MBI can come from perceptions of the manager‟s espoused-
enacted behaviour that occurs outside the domain of work-related roles, but is still observable by people the 
person manages (Cha & Edmondson, 2006). Conversely, when the words and actions of a manager do not align 
this can result in consequent perceptions of the manager lacking behavioural integrity. 

In recent years MBI has become a topic of growing interest among researchers (see, for example: Davis 
& Rothstein 2006; Fenton & Inglis, 2007; Prottas, 2008; Simons, 2002). This is primarily because research has 
found MBI to be related to several important employee attitudinal and behavioural outcomes. Most notable 
among these outcomes is trust in management, as well as commitment, satisfaction with the organisation‟s 

leadership, job satisfaction, job performance, lower absenteeism and turnover, and organisational citizenship 
behaviours (individual and organisational) (Davis & Rothstein, 2006; Fenton & Inglis, 2007; Prottas 2008; 
Simons, 2002). The relationship with trust in management is seen as particularly important as MBI is viewed as 
a significant antecedent (Davis & Rothstein, 2006; Simons, 2002). This relationship occurs via the alignment 
between words and actions whereby the better the alignment, the greater credibility and behavioural integrity a 
manager will be perceived to have, and the higher the subsequent trust an employee will have in that manager 
(Davis & Rothstein, 2006). 

According to Lane (1998), essentially all interpretations of the trust concept share three common 
elements: an assumed degree of interdependence between trustor and trustee whereby one party relies upon the 
action of another for expected outcomes, a mechanism for coping with risk or uncertainty in exchange 
relationships, and a belief or expectation that the vulnerability arising from accepted risk will not be abused by 
the opposing party. However, in this research the concepts relate only to the element of „reliance upon the action 
of another for expected outcomes‟, as this relates to the concept of behavioural integrity which is formed via the 
alignment of a persons „words‟ and „actions‟. That is, based on a person‟s (manager‟s) words, there is the 

expectation that their actions will be in line with their words, resulting in trust and thus related to this element. 
Managerial behavioural integrity‟s relationship with organisational values comes principally from its 

connection to managerial values enactment, as well as subsequent employee values enactment, and values 
congruence. Managerial values enactment is viewed as an important behaviour that is supportive of an 
organisation‟s mission and value statements which, as aforementioned, contributes to MBI. Furthermore, 

managerial values enactment is recognised as a central aspect of implementing core values in organisations 
(Fenton & Inglis, 2007). Managerial values enactment provides a „top-down‟ (management to employee) 

example of organisational values enactment in action, thereby illustrating both the values of the organisation, 
and how to enact them, to the organisation‟s employees. This process contributes to the realisation of a „values 

driven‟ organisation, with associated outcomes of increased values enactment and values congruence, as well as 
many positive employee attitudes and behavioural outcomes (Kouzes & Posner, 2002). A values driven 
organisation is where a firm‟s core values are articulated, communicated, and embedded in systems and 

structures (McShane, O‟ Neill & Travaglione, 2007), and more specifically, where the organisation‟s values are 

clearly set out and defined as an important reference to guide the behaviour and performance of its employee‟s.  
 

Measurement of managerial behavioural integrity 
In this research the authors have used the measurement of employee perceptions of managerial enactment of the 
organisation‟s espoused values as a measure of behavioural integrity. As the values statements in a values driven 
organisation are, by default, the managers espoused „words‟, such as is the case in the organisation sampled 

here, the alignment of their actions with these values comprises a powerful platform for employee perceptions of 
word-deed alignment. Therefore, we propose that this alignment should prove a powerful, and parsimonious, 
single measure of managerial behavioural integrity. Indeed, constructs such as trust, credibility, and 
psychological contracts have been used as measures of behavioural integrity (Fenton & Inglis, 2007), however 
in the context of this research (a values driven organisation) we reason that managerial values enactment is the 
most powerful and relevant measure of behavioural integrity. These other measures of behavioural integrity 
have often used a cumbersome measure with multiple constructs, and many more items than the 6 utilised in this 
research (see Questionnaire Measures section).  
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Rationale and hypotheses 
In this research we aim to test the relationships between managerial values enactment, as a construct of MBI, 
and several attitudinal and behavioural outcomes, particularly trust in management. The examination of these 
relationships will substantiate the relationship managerial values enactment has with these important 
organisational outcomes, as well as contributing to empirical evidence of the benefits of a values driven 
organisation. Furthermore, in previous research trust in management has been identified as a crucial outcome of 
behavioural integrity. Therefore, significant results from the relationship between trust in management and our 
measure of behavioural integrity will provide theoretical validation of this measure. Further validation will be 
demonstrated via significant relationships with the other known attitudinal and behavioural outcomes of MBI. 

This research controls for employee-organisational values congruence (values congruence) because 
employee values congruence has been found in prior research to significantly influence the employee attitudinal 
and behavioural outcomes we are measuring in this research (Cable & Judge 1996; Kouzes & Posner, 2002). 
Therefore it was deemed appropriate to control the effect this relationship has, to be able to account for the 
unique influence managerial values enactment was having in these relationships. 

 
Hypotheses: 
Based on the literature and prior research, the hypotheses in this research are: 
After controlling for employee organisational values congruence- 
   H1. Managerial values enactment will be positively related to, and predictive of, trust in management, 
employee values enactment, affective commitment, organisational citizenship behaviours (individual and 
organisational), and job satisfaction. 
   H2. Managerial values enactment will be negatively related to, and predictive of, employee turnover 
motivation, and employee turnover intention 
 
Methodology 

 
The sample consisted of 222 employees from an Australian state government agency involved in major 
engineering project management activities. While 251 questionnaires were originally returned, the exclusion of 
missing data, inconsistent responses, and multivariate outliers reduced the number of included cases. Five 
hundred and four questionnaires were sent to employees within the organisation, yielding a response rate of 
approximately 50 percent.  

    Of the participants, 38 per cent indicated their position as management, and 60 per cent non-
management. Of the participants, 72 per cent were male and 28 per cent female. Of the participants, the average 
age was in the 40 – 44 age group. The average amount of time employed at this organisation was 15.7 years, 
with the average amount of time at their current position being 4.4 years. Of the participants 28 per cent had 
undertaken a TAFE/ Apprenticeship/ trade certificate, and 27 per cent having undertaken an undergraduate 
degree. A further 23 per cent had undertaken a postgraduate diploma, masters, or Doctoral degree. 
 
Questionnaire measures 
Sixty-eight items were implemented to obtain information on several organisational values variables, and 
several employee attitudes and behaviours relating to these values. Demographic information for position level, 
time spent at the organisation, time spent in current position, education level, gender and age were collected via 
seven single items. Likert scales of 4, 5 or 7 point response formats were used to measure the following 
constructs. 

Managerial values enactment scale (Managerial behavioural integrity). Managerial values enactment 
was measured using a 6 item subscale comprised of a 5 point Likert scale (ranging from 1= Almost never, to 5= 
Almost always) that was developed for this research and used previously in this organisation‟s 2005 annual 
survey. The 6 items utilised were the 6 core values of the organisation that are set as the reference and 
benchmark to guide the behaviour and performance of its employee‟s. 
Using the 5 point Likert scale, participants were asked to rate “In your opinion, to what extent does the senior 
management at (organisation) apply each of these values consistently in their decisions and actions?” on each of 

the 6 core values outlined below; 
1. “Taking pride in managing the road network for the benefit of the community.” 
2. “Anticipating and taking up challenges.” 
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3. “Going to extraordinary lengths to understand and provide what is important to our customers.” 
4. “Striving to enhance relationships and achieve excellence.” 
5. “Providing high levels of expertise and experience in delivering services.” 
6. “Respecting and supporting our customers, the community and each other.” 

A reliability of α.93 was found in this research. 
Values congruence scale (person – organization fit). Values congruence was measured using a 3 item 

subscale comprised of a 5 point Likert scale (ranging from 1= strongly disagree, to 5= strongly agree) obtained 
from the (perceived) Person-Organization fit scale developed by Cable and De Rue (2002). This scale was 
psychometrically evaluated in research in the United States and returned a reliability of α.91. In this research a 
reliability of α.90 was found. An example item is: “My personal values match (the organisation‟s) values and 
culture”.  

Values enactment scale. Values enactment was measured using a 6 item subscale comprised of a 4 
point Likert scale (ranging from 1= Not at all, to 4= very clear) that was developed for this research and used 
previously in the organisation‟s 2005 annual survey. The 6 items utilised were the 6 core values of the 
organisation (noted above in the „Managerial values enactment scale‟). Participants were asked to rate on the 4 

point Likert scale “In general, how clearly do you know how to apply the following 6 (organisation) values to 
your job?” A reliability of α.87 was found in this research.  

Organizational citizenship behaviours: Individual (OCB:I) scale. Organizational citizenship 
behaviours: Individual was measured using an 8 item subscale comprised of a 5 point Likert scale (ranging from 
1= never/seldom, to 5= always) obtained from the OCB:I scale developed by Lee and Allen (2002). This scale 
was psychometrically evaluated in research in Canada and returned a reliability of α.83. In this research a 
reliability of α.88 was found. An example item is: “When the opportunity presents itself, how often do you: give 

up time to help others who have work or non-work problems?”  
Organizational citizenship behaviours: Organization (OCB:O) scale. Organizational citizenship 

behaviours: Organization was measured using an 8 item subscale comprised of a 5 point Likert scale (ranging 
from 1= never/seldom, to 5= always) obtained from the OCB:O scale developed by Lee and Allen (2002). ). 
This scale was psychometrically evaluated in research in Canada and returned a reliability of α.88. In this 

research a reliability of α .84 was found. An example item is: “When the opportunity presents itself, how often 

do you engage in the following behaviours?- defend the organisation when other employees criticise it”.  
Global job satisfaction scale. Job satisfaction was measured using a 3 item subscale comprised of a 7 

point Likert scale (ranging from 1= strongly disagree, 7= strongly agree) obtained from the Michigan 
Organizational Assessment Questionnaire (Cammann, Fichman, Jenkins, and Klesh 1979). The scale was 
psychometrically evaluated in research in the United States and returned a reliability of α.77. A reliability of 

α.69 was found in this research. An example item is: “In general, I like working at (the organisation)”. 
Motivation to quit scale. Motivation to quit was measured using a 2 item subscale comprised of a 7 

point Likert scale (ranging from 1= strongly disagree, 7= strongly agree) that was developed for this research. 
The subscale contained 1 item that came from Bluedorn‟s (1982) subscale „Intent to leave‟- „I frequently think 

about leaving (the organisation) for a better job‟. The second question „I would like to find work for another 
organization‟ was developed for this research. The motivation to quit scale in this research returned a reliability 
if α.86.  

Affective commitment scale. Affective commitment was measured using 6 item subscales comprised of 
7 point Likert scales (ranging from 1= strongly disagree, 7= strongly agree) developed by Meyer, Allen, and 
Smith (1993). The scale was psychometrically evaluated in research in Canada and returned a reliability of α.87. 

In this research the subscale returned a reliability of α.83. An example item for the affective commitment 
subscale is: “I really feel as if (the organisation‟s) problems are my own”. An example item for the continuance 

commitment subscale is: “I feel I have too few options to consider leaving (the organisation)”.  
Trust in management scale. Trust in management was measured using a 6 item subscale comprised of a 

5 point Likert scale (ranging from 1= strongly disagree, to 5= strongly agree) developed by Cook and Wall 
(1980) to measure interpersonal trust at work on 2 factors; faith in management and confidence in management. 
The scale in this research utilises Cook and Wall‟s (1980) management factors of interpersonal trust at work 

which returned a reliability of α.78 (faith) and α.79 (confidence) in evaluation on a British sample. A reliability 

of α.85 was found in this research which combines both management faith and confidence factors into a single 
scale. This scale has been named „Trust in management‟. An example item is: “Management can be trusted to 

make sensible decisions for (the organisation‟s) future”.  
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Turnover intention scale. Turnover Intention was measured using a 3 item subscale comprised of a 6 
point Likert scale (ranging from 1= 0% proability of leaving, to 6= 100% probability of leaving) based on 
Bluedorn‟s (1982) Staying or Leaving Index (SLI). In this research the scale was assessed for reliability and 
returned a Cronbach‟s alpha level of α.86. An example item is: “What is the probability, for what ever reason, 

you will leave (the organisation) within the next year?”  
 

Results 
 

Analysis of the Measurement Model 
All variables were screened for normality, homogeneity of variance, and outliers. Outliers were detected but 
retained for analysis as our sample was of the specific, intended population: as such all outliers are considered 
valid cases. Manual inspection of each case also confirmed that it was a legitimate outlier and not an invalid, 
repetitive response set (e.g. 1, 1, and 1). 

To confirm the factor structure of the constructed Values scales measuring Values Enactment, and 
Managerial Values Enactment, as well as the Values Congruence items utilized from Cable and DeRue (2002), 
data collected from 222 participants were subjected to principal axis factoring with varimax rotation. 

    Prior to running the principal axis factoring, examination of the data indicated that not every 
variable was perfectly normally distributed. However, given the robust nature of factor analysis, and that a linear 
relationship was identified between the variables these deviations were not considered problematic (Allen and 
Bennett, 2008). 

Three factors with Eigenvalues exceeding 1 were identified as underlying the fifteen questionnaire 
items (see Table 1). In total these factors accounted for 62% of the variance in the questionnaire data. This result 
supported our 3 values factors, with each of the factors loading directly onto the factor they were an item of (see 
Table 1). Questions 2c and 2d did cross-load onto factor two, however the loading for Q2c onto factor one was 
0.759, while onto factor two was only 0.319. Likewise, Q2d‟s loading onto factor one at 0.801, while factor 
two‟s loading was 0.301. Theoretically we did not see this as problematic as these items are using the same 
question as the items in factor 1, just in a different contexts, therefore a level of cross-loading was not 
unexpected. These contexts being the employee‟s self-perceived values enactment (Q1), and the employees 
perceptions of managerial values enactment (Q2). 

1292



TABLE 1: VARIMAX ROTATED FACTOR STRUCTURE OF THE FIFTEEN VALUES 

Loadings
Item Factor 1 Factor 2 Factor 3
Values Enactment Q1: In general, how clearly do you know how to apply 

the following 6 (organsiational) values to your job?

1a Taking pride in managing the road network for the 
benefit of the community.

0.204 0.563 0.016

1b Anticipating and taking up challenges. 0.169 0.652 0.124

1c Going to extraordinary lengths to understand and 
provide what is important to our customers.

0.178 0.682 0.003

1d Striving to enhance relationships and achieve 
excellence.

0.234 0.740 0.042

1e Providing high levels of expertise and experience in 
delivering services.

0.152 0.724 0.071

1f Respecting and supporting our customers, the 
community, and each other. 

0.227 0.690 0.088

Managerial Values 
Enactment

Q2: In your opinion, to what extent does the senior
management at (the organisation) apply each of these 
values consistently in their decisions and actions?

2a Taking pride in managing the road network for the 
benefit of the community.

0.666 0.327 0.097

2b Anticipating and taking up challenges. 0.777 0.206 0.097

2c Going to extraordinary lengths to understand and 
provide what is important to our customers.

0.759 0.319 0.179

2d Striving to enhance relationships and achieve 
excellence.

0.801 0.301 0.201

2e Providing high levels of expertise and experience in 
delivering services.

0.817 0.095 0.112

2f Respecting and supporting our customers, the 
community, and each other. 

0.797 0.272 0.162

Values Congruence Q3: To what extent do you agree or disagree with the 
following statements?

3a The things that I value in life are very similar to the 
things that (the organisation) Values.

0.134 0.082 0.816

3b My personal values match (the organisation's) values and 
culture.

0.119 0.068 0.903

3c (The organisation's) values and culture provide a good fit 
with the things that I value in life.

0.23 0.064 0.803

Eigenvalue 5.983 1.966 1.418
Percentage of 
variance explained

39.9 13.1 9.5

Cumulative 
percentage

39.9 53.0 62.5

  
Note: Coefficient values greater than .3 appear in bold. 
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Correlation and regression analysis  
Means, standard deviations and intercorrelations for the managerial values enactment, and several employee 
attitude and behaviour variables are presented in Table 2. The table provides evidence supporting the hypotheses 
relating to the influence of managerial values enactment on employee attitudes and behaviours.  

Multiple standardised bivariate regression analyses were conducted to ascertain the unique influence 
(proportion of variance) of managerial values enactment on trust in management, and several employee attitudes 
and behaviours (after controlling for values congruence). That is, nine regressions were conducted, each with 
managerial values enactment as the IV, and values congruence as the control variable. Each of the nine 
regressions used a different employee attitude, or behaviour, as the DV (see Table 3). 

A Bonferroni correction was performed to reduce the Type 1 error rate associated with performing 
several bivariate regressions on a single data set (Tabachnick & Fidell, 2007). Nine regressions were conducted, 
so a Bonferroni correction of .005 was used (.05/8=.006). To further reduce Type 1 error in this research, 
adjusted R² is also reported.   

Before interpreting the results of the multiple regression analyses, a number of assumptions were 
tested. Mahalanobis distance exceeded the critical χ² for df = 2 (at α = .001) of 13.816, indicating the presence of 
multivariate outliers. Five participants who exceeded the critical χ² of 13.816 were removed from the regression 
equation, reducing the number of valid participants to 222. 

Results shown in Table 3 further support the hypotheses. After controlling for values congruence, 
managerial values enactment significantly accounted for 14% of the variance in trust in management (medium 
effect size: Cohen, 1988), 21% of the variance in employee values enactment (medium effect size), 5% of the 
variance in OCB:I (small effect size), 6% of the variance in OCB:O (small effect size), 8% of the variance in 
affective commitment (small effect size), 12% of the variance in job satisfaction (medium effect size), and 7% 
of the variance in turnover motivation (small effect size). However, contrary to the hypothesis, turnover 
intention was not significantly predicted by managerial values enactment. 
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TABLE 2: MEANS (STANDARD DEVIATIONS) AND INTERCORRELTIONS OF MANAGERIAL VALUES ENACTMENT, TRUST IN 
MANAGEMENT, AND EMPLOYEE ATTITUDE AND BEHAVIOUR VARIABLES 

Variable 1 2 3 4 5 6 7 8 9 10

4.10
(.78)

2. Trust in management
.53**   

3.40
(.72)

0.50** 0.22** 3.46
(.51)

0.29** 0.12 0.36** 3.64  
(.79)

0.35** 0.24** 0.44** 0.46** 3.29 
(.73)

0.37** 0.39** 0.37** 0.27** 0.47** 4.74  
(1.22)

0.46** 0.46** 0.40** 0.21** 0.27** 0.57** 5.79 
(1.07)

-0.32** -0.36** -0.23** -0.12 -0.15* -0.49** -0.56** 3.01 
(1.66)

9. Turnover intention -0.11 -0.10 -0.08 -0.10 -0.01 -0.28** -0.34** -0.57** 1.72 

(2.59)

7. Job satisfaction

8. Turnover motivation

1. Managerial values enactement

3. Values enactment

4. OCB:I

5. OCB:O

6. Affective commitment

 
Notes: * Correlation is significant at the 0.05 level (two-tailed); **correlation is significant at the 0.01 level (two-tailed); means 

(standard deviations) appear in bold in the diagonal. 
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TABLE 3: SUMMARY OF THE MULTIPLE REGRESSIONS FOR TRUST IN MANAGEMENT, AND EMPLOYEE ATTITUDES AND BEHAVIOURAL OUTCOMES 
WITH VALUES CONGRUENCE CONTROL (N = 222) 

Variable
Trust in 

management
Values 

enactment OCB:I OCB:O
Affective 

commitment
Job 

satisfaction
Turnover 

motivation
Turnover 

intention- 1yr

Values congruence (control variable)
                                        β .49 .20 0.22 0.36 0.37 0.38 -.23 -0.05
                                       R ² .24 .04 0.04 0.13 0.13 0.14 0.05 0.00

F 70.02** 9.54* 11.16* 32.51** 34.15** 36.93** 11.98* 0.48
   Managerial values enactment

(after controlling for values congruence)
                                        β 0.41 0.49 0.24 0.25 0.28 0.38 -0.27 -0.11
                                       Δ R ² 0.14 0.21 0.05 0.06 0.07 0.12 0.07 0.01
                                        F 51.29** 62.45** 12.41* 14.95** 18.30** 35.11** 16.33** 2.25

Notes: *р < 0.006; **р < 0.001 (Bonferroni corrected) 
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Discussion  
 

Evaluation of Hypotheses 
This research examined the relationship between managerial values enactment (as a form of MBI) and trust in 
management, as well as several employee attitudes and behavioural outcomes including, employee values 
enactment, OCB:I and OCB:O,  affective commitment, job satisfaction, and turnover motivation and intention. 
This relationship was assessed after controlling for values congruence.  

The results of the multiple linear regression analyses largely supported our hypotheses with managerial 
values enactment significantly accounting for the variance in trust in management, as well as employee values 
enactment, OCB:I and OCB:O, affective commitment, job satisfaction, and turnover motivation. However, 
turnover intention was not significantly predicted by managerial values enactment, as hypothesised. 

 
Conclusions and Implications 
This research has found that managerial values enactment is a significant predictor of trust in management. 
Although there is considerable research on trust in the workplace, relatively little attention has been paid to 
managerial behaviours representative of the organisation‟s espoused values. This research therefore offers new 

insight regarding the importance of managerial values enactment on employees‟ trust in management. This 

research also provides evidence that managerial values enactment significantly influences employee values 
enactment, OCB:I and OCB:O, affective commitment, job satisfaction, and turnover motivation. Collectively, 
these results suggest that managerial values enactment has a potent influence on employee attitudes and 
behavioural intentions. Indirectly, these findings also lend support to the notion that personal and workplace 
values are important factors to consider in the workplace. This gives credence and encouragement to the 
growing number of organisations who are recognising that it is their organisational values which can give them 
a competitive edge, particularly in the current environment of economic uncertainty. As this research is 
correlational, and cross sectional, causality cannot be inferred. However, these results do indicate a definite 
rationale for further the investigation of the causal relationships between trust in management, managerial 
values enactment, managerial behavioural integrity, and the many important organisational attitudes and 
behaviours outlined here. 

The results of this research have also provided evidence for the rationale that managerial values 
enactment, as measured here, is a valid measure as the construct of managerial behavioural integrity. This also 
supports the rationale that managerial values enactment is a parsimonious and efficient way to capture 
managerial behavioural integrity, thereby avoiding measurement using many sub-constructs (and associated 
high numbers of items), making measurement a complex and cumbersome task. However, this parsimonious 
measurement of managerial behavioural integrity is only applicable in values driven organisations where the 
organisation‟s core values are clearly defined and communicated as an important reference to guide the 
behaviour and performance of its employee‟s. This, in turn, makes these organisational values a managers 
espoused values, or „words‟, and the platform for which employees can perceive managerial word-deed 
alignment. Furthermore, depending on the extent that the organisation is values driven, managerial values 
enactment could be the most valid possible measure of behavioural integrity, as well as the most parsimonious. 
The limitation, however, is that in a organisation that does not have an articulated set of organisational values 
that employees are meant to accord their behaviour to, such as a values driven organisation, it is an unusable, or 
non-applicable, measure. Nonetheless, this further substantiates the rationale for organisations to become values 
driven as, among the many other benefits, it could provide easier and more accurate assessment of employee 
perceptions of management behaviour, performance, and the outcomes from this.  
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Abstract  
 
The study examines the challenges of complex labour-management relations in the new economic, political and social 
environment of post-WTO in Vietnam. It explores changing labour-management relations by reviewing the existing 
literature and analysing the evolution of labour policy since Vietnam started its economic reform. During the 
transition from a planned to a market economy, a harmonic relationship has been replaced by widespread labour 
disputes between management and worker. The proliferation of labour strikes has occurred substantially after 
Vietnam joined WTO in late 2006. This is mainly due to a lack of regulations for labour-management relations, 
inadequate compensation system and working conditions, and inefficient trade union practices. The paper concludes 
that the changes in labour-management relations reflect the impact of globalisation on labour market’s diversity as 
well as the increasing important roles of trade unions in protecting workers’ rights and interests. A new model for 
unions is urgently needed in the new economic era.  
 
Key words: Vietnam, economic reform, WTO, labour-management relations, trade unions.  
 
Introduction 
 
From 1954 in the north and 1975 in the south, the Vietnamese economy was run according to socialist 
principles. Vietnam began taking its first steps toward economic reform in 1986. This was known as Doi moi, or 
‘renovation’. The main aim of Doi moi was to convert from a centrally planned mechanism to a market-oriented 
one under state management. In other words the objective was to transform the economy from a socialist 
planning system to a socialist market oriented system with a multi-sectoral economic structure. 

The previous planned economy was dominated by a large number of State-owned Enterprises (SOEs) 
which largely operated without regard to market forces or the labour market. In accordance with those 
characteristics labour-management relations concerned themselves only with employment in SOEs. Labour 
policies were designed on the basic of the principle is that the Vietnamese state was working to protect and 
safeguard the Vietnamese workers.  

Doi moi has introduced many major reforms in every aspect of the economic system. However, the 
most important change has been a diversification in the ownership of enterprises in order to create a competitive 
business environment including SOEs, joint-ventures between SOEs and foreign partners, wholly foreign owned 
enterprises, and local enterprises. 

Parallel with the development of a multi sectoral economy, the policy on restructuring the SOEs has 
had a crucial impact of reducing the number of employees in this sector. Between 1990 and 2000 the total 
number of SOEs dropped from 11,000 in 1990 to just 3700 in 2006 (Nguyen Ngoc Tuan et al. 1996; Mihaljek et 
al. 1999; GSO 2008). SOEs are a crucial part of the Vietnamese economy. Even though employment in them 
was reduced from 4 million in 1998 down to only about 2 million in 2006, SOE’s production still made up 36.52 
per cent of Vietnam’s total GDP (CIEM 1999; 2008; GSO 2008). The reform in the area of labour policies of 
this sector has been an important factor in shaping labour-management relations.   

The dynamics of change in labour legislation has occurred in national labour policy and practice at the 
enterprise level. Such changes include: from the ‘work for life’ system to contract employment in the late 1980s, 
the replacement of the trade union charter in 1989, the linking of wages to performance in the mid 1990s, 
changes to working hours in 2000, and especially the introduction of a new Labour Code in 1994 (Collins and 
Zhu 2003). The principle of reform of labour policy is to build a basic legal framework to protect the working 
class from the volatilities that have been brought in by the market oriented economy.  

Becoming the World Trade Organisation (WTO)’s 150th member in 2006 has placed another pressure 
on labour-management relations in Vietnam, viz the greater tension between the market driven economy and the 
institutions’ attempts to protect Vietnamese workers against the exploitation of globalisation forces (Collins 
Forth-coming). This can be seen in a wide range of challenges to economic policy relating to the further opening 
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up of the economy as required by WTO and the increasing pressures on minimizing the gap between rich and 
poor and the conflict of interests that have occurred in society.  

The aim of this paper is to examine the changes in labour-management relations by exploring the 
history and the reform of trade unions, as well as labour legislation and the changes in employment relations, 
during the period of on-going economic reform and joining with WTO. The paper will then examine the impact 
of these changes on grass-root level. The role of the state and trade union in forming and enforcing new policies 
will also be the main focus of this paper. This investigation will provide a general picture of the changes of 
labour-management relations within the context of Doi moi and post-WTO. 

Vietnam’s trade unions constitute one of three key elements in labour-management relations. It is 
necessary to recall the unions’ main historical events since their establishment in 1929 and review their overall 
relationship with overall of the evolution of labour-management relations in Vietnam.  
 
Overview of Vietnam General Confederation of Labour  
 
The history of unions in Vietnam has occurred in parallel with the Vietnam communist party activities during 
the revolution process. In 1929 was established the first trade union organisation in Vietnam, the Northern 
Confederation Red Union (Tong Cong Hoi Do Bac ky), leading to the birth of the Vietnam Labour Party (Dang 
Lao Dong Vietnam), the original form of the Vietnam Communist Party the following year. The establishment 
of the Vietnamese General Confederation of Labour (Viet nam Tong Lien Doan Lao Dong) in 1946 was one of 
the first important events immediately after the Party claimed its revolution’s victory over France (Nguoi Lao 
Dong 'Workers' Newspaper 2002). Since then this organisation has operated as a tool of the government to 
practise its policies in the area of production and labour control (Fall 1956). It was also regarded as a weapon to 
assist the party achieve its political goals (The Socialist Republic of Vietnam 1990). Throughout two national 
revolutions, first against France and then the United State of America, the Vietnamese government was the main 
actor in safeguarding the life and security of workers and other working people (Nurlund 1993). Based on this 
view, the labour-management relations in pre-Doi moi were actually worker-party/state relations, and were 
considered to be united force against imperialism and capitalism (The Socialist Republic of Vietnam 1990). The 
role of unions was administrative rather than representative (Collins and Zhu 2003). Consequently reforms to 
labour policy had to be accompanied by changes to the unions.  

The replacement of the old union charter, which has been established in 1978, with the new charter in 
1989 was the first step in labour policy reform (Nguyen Van Huy and Tran Van Nghia 1996). Since then the 
role of unions was expanded and unions became more responsible for protecting the legal rights of employees in 
their working environment. According to the new charter, trade unions was organised into two different models 
of activity. The first model is applied to unions located within SOEs that operate independently. The union 
president is appointed by the management board and the appointment is ratified by higher government 
authorities. Its policies are under the guidance of the people’s committee. The second model is applied to unions 

in SOEs which operate under the control of the central ministries. The unions in these SOEs must work 
according to the plans and guidelines adopted by the central government (Collins and Zhu 2003).  

To finance the unions, SOEs must deduct 1 per cent of total profits to pay to the unions, and members 
pay 2 per cent of their total wages. This amount is divided into two parts: one half is sent to the union at a higher 
administrative level and the other half is used for the SOE’s activities (The Socialist Republic of Vietnam 1990).  

The issuing of the Labour Code in 1994 has formalized the role of unions in Vietnam. For example, the 
Code not only protects the right of workers to form unions, but it requires a union to be formed within six 
months in every enterprise regardless of its ownership type, and any business that has more than 10 workers 
must register a ‘Labour regulation’ with a local labour office. If in the past the majority of unions’ members 
were from SOEs, since Doi moi their membership has expanded substantially into the new sector. In particular, 
in 2006 among 10.8 million members, there were only 2.6 million was from SOEs and 4.3 million from non 
state business, and 0.6 million was from the foreign business sector (Vietnam General Confederation of Labour 
2009). The Code also states further the condition of any dispute between two parties employees and employers, 
and addresses the matter of the workers’ right to strike (The Socialist Republic of Vietnam 2001).  

The role of unions in Vietnam has shifted. It is now more clearly identified as working in the interests 
of the workers at least on paper. The main role is in the settling of work place agreements. Unions establish 
themselve independently from government activities and approval. Vietnamese unions can join international 
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trade union organizations. Especially the union representative’s salary now partly fund by union fees (Collins 
and Zhu 2003).  
 
Labour-Management Relations in the Early Doi moi Era and New Labour Legislation 
 
Vietnam’s employment system in pre-Doi moi was a centrally planned system; dominated in the labour market 
were SOE employees with life long employment (bien che). Once employees had been placed under the ‘work 

for life’ system then they continued to work under this system until their retirement. This employment system 
was characterized by the government’s plans for all areas, such as recruitment, selection, compensation, training 
and performance. For example, all SOE employees were recruited through government labour bureaus which 
were authorised to distribute the human resources to all businesses. SOEs did not have the authority to dismiss 
their employees. Any workers who broke the rules were warned a few times before they were sent back to the 
labour bureaus (Collins and Zhu 2003). The workers in SOEs were ‘comrades’ and were able to participate in 

the enterprises’ important decisions through the workers’ congress. As mentioned earlier, there were not 
opposite interests in labour-management relations, because both management and employees were working for 
the government and worked together to achieve the government’s goal of business. If there was any 
disagreement between two parties then conciliation was the only preferred method and was used for all disputes.  

There is a close link between the nature of labour-management relations and social culture and political 
ideology in Vietnam (Zhu 2003). A combination of Vietnamese traditional Confucian values of respecting 
harmony, collectivism and human relationship is mixed in with socialist ideology in labour-management 
relations in the pre-Doi moi era (Warner et al. 2005). This characteristic had been influences by the situation of 
wars as the nation was asked to unite against the invasions of outsiders. ‘Unity, unity, great unity, success, 

success great success’ (Doan ket doan ket dai doan ket, thanh cong thanh cong dai thanh cong) was a motto for 
Vietnamese society during war time. As a result, no conflicts, even small ones, were allowed to divide the 
society.  

Entering the new economic era, it is now engaging with new ideologies brought in since reform. In 
general, the economic transformation has run parallel with a shift in ideology together with the emergence of a 
new class in the community and their new values of capitalism. However, because the government tries to 
protect the traditional (or socialist) ideology at the same time as minimizing the spread of new values, the new 
class in society is still small and the influence of the new ideology is still not significant. The process of 
transferring the new ideology in Vietnam during the globalisation process is slowed by the surrounding 
environment, including government political interests and community cultures. The mix of existing nationalism 
and ideology together with the new one can be seen in many aspects of society, especially in labour-
management relations.  

One of the first reforms of labour policies was the Decision No. 217/HDBT, passed in 1987, that 
permitted SOEs to take charge of their own recruitment and dismissals. However, it was not until the Labour 
Code in 1994 that this policy was properly written into law. This was a new step in relations between the 
management and workers and indicates the management’s increased power over the workers. In return, 
prospective employees are now able to seek work freely throughout Vietnam and are no longer obliged to go 
through labour bureaus (Collins 2005).  

The fundamental change in employment relations since Doi moi was the introduction of labour 
contracts in 1994. This meant a basic shift in the relationship between management and workers, especially 
those of SOEs. Although their interests are not yet totally opposed to each other as occurs in private companies, 
there is more of a gap between an SOE’s management and its workers than in the past. The enterprise’s leaders 
now have autonomy to make decisions by themselves and bear full responsibility for them (Kim Anh et al, 
1999).  
 
Current Economic Challenges and Labour-Management Relations 
 
Even thought Doi moi process has required all economic sectors to be more flexible in terms of response to 
market activities, until the late 1990s SOEs still enjoyed a harmonious relationship and co-operation with each 
other. Both management and workers still shared the common business objectives set by the state, and ensuring 
that they were able to make their annual payment to the state budget. This has not been the same in non-SOE 
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business sectors where the business activities have been driven mainly by profitability. The party/state realised 
that strengthening its labour institutions was an urgent matter, to build a safety net to protect workers during this 
period of dynamic change. This also means that maintaining the harmonious relationship of labour-management 
relations helps to stabilise the society and to keep its leadership in power (Zhu and Fahey 1999). This was a key 
reason for passing many labour policies during Doi moi.  

The implementation of the Collective Working Conditions Agreements (CWCA) followed shortly after 
the change to labour contracts. This is an official document and the foundation for all enterprise activities in the 
field of labour relations. It states all the basic conditions on the rights of workers, including labour contracts, 
work security, working hours and holidays, the use of company profits, as well as wages, allowances and social 
insurance. Along with employment contracts, it is considered as a document to resolve disputes between 
employees and employers. The agreement for each enterprise is drawn up by the union representatives. The 
agreement is officially signed at the Workers’ Congress by the director, representing the employers, and the 
union president, representing the workers, and then sent to the provincial department of Labour and Veteran’s 

Affairs for ratification. It is valid for three years but is re-evaluated and can be modified after every year 
(MOLISA 2002).  

The government continues its commitment to re-enforcing the social stabilities and formalizing the 
labour relations system in late 1990s with the issuing of series of new policies such as that establishing a 40 
hour working week in 2000, and prescribing minimum wages in 1997 (Nguoi Lao Dong 'Workers' Newspaper 
1999; Sai Gon Giai Phong 'Liberated Saigon' 2000). A number of new welfare laws were set out more precisely, 
such as the laws on social security, health insurance, allowances and bonuses. Social Insurance applies where 
more than ten persons are employed, and is funded by obligatory payment of social insurance premiums by the 
employer (15 per cent of wages) and the employee (5 per cent of wages). Social insurance includes 
unemployment benefits, sickness benefit, maternity allowance and accident allowance, as well as payment for 
retirement and death. Health insurance comprises 3 per cent of the total wage that an enterprise has to pay to 
employees. Workers become eligible for pensions at the age of 60 for men and 55 for women if they have paid 
social insurance premiums for at least 15 years. The benefit is equal to 45 per cent of the salary earned in the 
past 5 years with an additional 2 per cent payable for every additional year worked (MOLISA 2002).  

The speed of the economic reform has been very fast and has led Vietnam to be the second fastest 
growth economy in Asia after China and the third largest rice export countries in the world (Collins Forth-
coming). Parallel with the fast growth of the economy, the diversity of labour-management relations has become 
great due to the wider gap in different interests between the two parties.  

If in the past, SOEs were popular with their generous welfare policy, in recent years SOEs have needed 
to lay off many superfluous workers to reduce costs, but many faults have been revealed in the policy toward 
redundancy and unemployment benefits. There are many instances of SOEs attempting to avoid implementing 
the welfare laws. For example, SOEs which have had to cease production because they have been running at a 
loss have not dared to declare bankruptcy, choosing rather to lay off their employees temporarily with 70 per 
cent pay (Phu nu 'Women' Magazine, December 8 1999). If they declare bankruptcy, then according to the 
bankruptcy law SOEs would have to guarantee four payments to their employees including wages, social 
insurance, redundancy payment (one month’s wages for each year worked) and other monetary rights defined in 

the CWCA (Kim Anh et al. 1999). After selling all their assets many companies still did not have enough 
money to pay their workers the amounts defined by the government. As a result it was very common for 
workers to resign without notice to await the government’s decision in those SOEs which had closed their doors. 
Many of these workers were forced to wait for a few years before they could get any compensation from the 
company (Collins Forth-coming). Many other enterprises throughout Vietnam also owe billions of dong in 
compulsory social insurance. This seriously violates employees’ rights (Vietnam News Agency 2008a).  

Inadequate compensation and working condition have become the main causes of the enormous 
increase in labour strikes. In 2007 alone, there were 541 strikes across the country, 150 more than in 2006. They 
were mainly involved with compensation and working conditions issues (Vietnam News Agency 2008d). For 
example, more than 15,000 workers at a Nike-contracted factory went on strike to demand higher wages in the 
face of rising prices in March 2008. Although the strike was called off after the workers were offered a 10 per 
cent pay rise, the factory has been forced to close temporarily owing to fights between returning workers and 
those continuing to demand higher wages. The incident is the most recent instance of a marked surge in 
inflation-fuelled labour unrest in Vietnam, which has primarily affected the garment and footwear sectors (The 
Economist Intelligence Unit 2008). In August 2008, more than 800 workers at one of the private businesses 
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named Duc Quan Textile and Garment Company in Ho Chi Minh City were on strike for several days because 
the company has not paid social insurance for them for a year. The company owes Ho Chi Minh City Insurance 
Company VND2,000 billion (US$125,000), so employees are unable to enjoy any social insurance support 
when ill or during pregnancy or retirement (The Economist Intelligence Unit 2008).  

As in the past Vietnam's government has called for support to resolve labour-management unrest 
problems from unions. However, the implementation of this method has not shown much result as the current 
union models which have been applied since Doi moi are no longer adequate to the dynamic changes in the 
working environment. The unions’ role has involved the mediation process in resolving labour disputes rather 
than representing workers’ interests. It is not surprising to learn that the majority of strikes in recent years have 
not organised by unions. According to the report of the Vietnam General Confederation of Labour Conference 
in September 2008, unions have not done enough to protect the rights of workers. Lack of help for dissatisfied 
workers from their unions comes as strikes are escalating across the nation. This report stated that strikes usually 
occurred at individual enterprises, as opposed to collective strikes by workers across an entire sector, and most 
strikes were not carried out according to official procedures. Under Vietnamese law, strike organisers must get 
official permission to launch a strike (Vietnam News Agency 2008e).  

Another important element influencing labour-management relations since Doi moi is the increasing 
unemployment rate. This reality comes from a number of sources; the unbalances in development between 
urban and rural areas and the new Labour Code allowing managers to fire or hire employees directly. In recent 
years SOEs have needed to lay off many superfluous workers to reduce costs as mentioned above, the engaging 
of multi-sectoral businesses in economic activity has given business great flexibility in dealing with labour 
issues.  

In the rural area, which is the home of about 90 percent of the population, many employed people do 
not have enough work. Underemployment in the rural area was about 10 million in 1999, while the agriculture 
land per capita is declining as the population increases and some agricultural land was being transferred for 
developing infrastructure and industrial zones (CIEM 1999). This employment situation in rural areas led to a 
wave of internal migrants from rural to urban areas in recent years. Thousands of farmers nationwide have also 
been unable to find jobs after having their land reclaimed for industrial or commercial projects every year. On 
average about 30 per cent of rural youth travel to the cities looking for manual labouring jobs every year. In 
more specific term, about one million people in rural areas enter the job market annually (Vietnam News 
Agency 2003; 2008c). Among them about 50 per cent have poor education and few job skills, they are normally 
recruited to work at the many industrial and export zones. In some provinces rural youth squandered the land 
compensation money they had received when they were forced to give up their farms to make way for 
development projects and looked for jobs in the urban areas (Vietnam News 2008; Vietnam News Agency 
2008c).  

According to the Vietnam’s General Statistics Office (GSO), the urban unemployment rate was 4.6 per 
cent in 2007 (GSO 2008). However, the country could not enjoy this low unemployment rate any longer as the 
global economy down-turn since 2008 has impacted on Vietnam employment. Many enterprises have recently 
reduced their staff numbers, and it has been predicted that unemployment rates may increase by the end of the 
year (Vietnam News Agency 2008b). At the present time, while large enterprises in industrial and processing 
zones have been faced with workers quitting their jobs en masse and striking as mentioned earlier, small and 
medium-sized enterprise have had to cut down on the number of employees, because of their own problems with 
losing overseas market. For example, in September 2008 the workforce of the textile industry was reduced by 15 
to 30 per cent of its 2 million labourers compared to 2007 (Laodong 'Worker' News Paper 2009). For the first 
half of the year, the number of cars manufactured by the Viet Nam Automobile Corporation (Vinamotor) was 
reduced by 600 compared to the same period in the previous year. This drop in output caused a redundancy of 
labourers, so Vinamotor had to cut down their number of workers (Vietnam News Agency 2008b). 

Once again the government reacts to the mismatch of labour policy and reality of labour unrest by 
taking further steps in labour policy reform. Two of the most important policies that have been discussed and 
gained most tension in this area are the implementing of unemployment benefits and the reform of trade unions 
at enterprise’s level.  

The unemployment benefit was first stated in the amended Labour Code 2002 (MOLISA 2002). 
However, as with many other policies, its implementation has only been gradual, because the government 
needed time to adjust and to experiment in small steps. From January 2009, contribution to the unemployment 
fund has been imposed compulsorily for all businesses. Employees, employers and government will have to pay 
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1 per cent of workers’ monthly salaries for this fund. The fund is aimed at helping the unemployed, who will 
each receive 60 per cent of the last drawn monthly salary. They will be entitled to the payment for a maximum 
period of 12 months (Vietnam Business Finance 2008).  

The government made another amendment to its social insurance policy in 2009. The state will double 
the health insurance premium to 6 per cent of monthly salary from July 2009, in which the employees will pay 2 
per cent of their salaries and the employers 4 per cent. Furthermore, from January 2009, the government 
requires employees and employers to pay 25 per cent of the monthly salary toward total insurance premiums, 
comprising 20 per cent for social insurance, 3 per cent for health insurance and 2 per cent for unemployment 
insurance. As a result of the doubling of the health insurance premium, the proportion for total insurance 
premiums will be raised to 28 per cent from July 2009 (Vietnam Business Finance 2008). This amendment will 
receive further response from business by the end of this year, following the slow-down of business operations 
caused by world economic recession.  

At its current conference, Ho Chi Minh City’s Trade Unions decided to send about 30 independent 
union representatives to work in some businesses as a trial action for further spreading of this model. This 
decision was based on the response of self criticism on current roles of the union’s representatives. These union 
officials will receive their salary from the trade union fund, not from the management as with current trade 
union models. They therefore hope to have power to act independently of management when it comes to 
negotiating on behalf of their members’ interests. This initiative has been welcomed in national trade unions’ 
office and if it is successful it will be a big step in reforming the new union model in Vietnam.   
 
Summary 
 
As reviewed above, the interests of the state and workers now differ and sometimes conflict. This conflict is the 
cause of many of the policy anomalies described above. The state has ostensibly reformed labour-management 
relations based on what is occurring at grass-root level, but the laws are drawn up based on its own interests. At 
first glance it seems that the policies are based on demand from workers, but on closer inspection it becomes 
apparent that the policies do not suitably address the actual issues.  

The labour policies have a strong element of compulsion, but in many instances enterprises only 
implement the policies passively and half-heartedly. They take the attitude that they have to put up with the laws 
because they are still under the state’s control and can not avoid any of the policies handed down to them. When 
the state notices that its policies are not being implemented as it would like, it makes yet more policies to 
replace the old ones. This same process continues ad infinitum.   

Another characteristic displayed the labour-management relations reform process is that the 
government and workers are in a constant state of negotiation. Disagreements between administrative levels 
which occur during the renovation process are always resolved through conciliation. The government is 
prepared to compromise if its policies are too far from what is required in reality. An example of this can be 
found in the setting up of social insurance or continually reforming other aspects of working condition policy 
and trade unions over several years. These compromises help to settle disputes but they do not resolve the 
problem because they only go part of the way to addressing what is happening at the grass roots level. From the 
workers’ point of view, the policies are inappropriate and sometimes harm their interests. From the business 
point of view, many policies are also not helpful, such as the decision to increase the payment of social 
insurance, which reduces their competitiveness in the market. 

During this paper I have outlined the problems of mismatch between labour policy and trade union 
practices in one hand and reality of rapid changes of business environment on the other. As a result, workers’ 
experience, such as their wages being too low, and weak unions in term of protecting their members’ interests 
has led to many labour disputes in recent years. The question arises: what model of labour-management 
relations is suitable for Vietnam in a time of transition from planned to market economy? 
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Abstract 
 
Using a sample of 154 employed expatriates, who have lived in Vienna, Austria for up to 10 years, this paper explores 
if and to what extent career competency growth and cross-cultural adjustment coincide. Cross-cultural adjustment is 
conceptualised as consisting of cognitive, affective and behavioural aspects. For this study the cognitive and affective 
elements related to relationships, day-to-day interactions, and general living conditions were measured. The study 
uncovered details about the relationship between different dimensions of cross-cultural adjustment and the 
development of knowing-how, knowing-whom and knowing-why. One key result was that largely the affective 
dimension of cross-cultural adjustment relates to gains in career capital. The second result is the absence of 
relationship of adjustment in the domain of day-to-day interactions to the development of career capital, while 
adjustments to building and maintaining relationships with hosts and to general living conditions are related to all 
three ways of knowing. 
 
 
The concept of career competencies (DeFillippi & Arthur, 1994) has been around for well over a decade. 
Focussing on the individual, the authors talked about “boundaryless” careers to emphasise their portability 
across organisations, occupations and industries.  

Careers also develop across geographical boundaries. Indeed, researchers have studied extensively 
career development in the global economy such as the impact of international assignments on individual careers 
(Arthur, Khapova, & Wilderom, 2005; Arthur & Rousseau, 1996; DeFillippi & Arthur, 1994; Dickmann & 
Harris, 2005; Inkson & Arthur, 2001; Inkson, Arthur, Pringle, & Barry, 1997; Raider & Burt, 1996; Riusala & 
Suutari, 2000; Tams & Arthur, 2007).  

Arthur and colleagues (Arthur et al., 2005; Arthur & Rousseau, 1996; DeFillippi & Arthur, 1994; 
Inkson & Arthur, 2001; Inkson et al., 1997; Raider & Burt, 1996; Sullivan & Arthur, 2006; Tams & Arthur, 
2007) conceptualise career competencies as consisting of knowing-how such as technical and managerial 
knowledge and expertise, knowing-why such as motivation and sense of purpose related to work, and knowing-
whom, i.e. the individuals professional and career-relevant social networks. Relatively little is known about the 
variables related to gains and losses in career competencies in international assignments. In particular, we know 
little about the connection between cross-cultural adjustment and career competency development. 

Using a sample of 154 employed expatriates, who have lived in Vienna, Austria for up to 10 years, this 
paper explores if and to what extent career competency growth and cross-cultural adjustment coincide. Cross-
cultural adjustment is conceptualised as consisting of cognitive, affective and behavioural aspects (Haslberger, 
2008; Haslberger & Brewster, 2006). For the purposes of the study the cognitive and affective elements related 
to relationships, day-to-day interactions, and general living conditions were measured (Haslberger, 2005).  

The paper includes a section on limitations and concludes with implications and recommendations for 
managers and expatriates. 
 
Career capital 
 
The idea that capital is invested and resides in people has a long history. The earliest reference in Gary S. 
Becker’s classic 1964 book “Human Capital” (Becker, 1993) is to J. R. Walsh’s “Capital Concept Applied to 

Man” (Walsh, 1935). Walsh in turn traces the thought of people as capital to 17th-century economist Sir William 
Petty. In recent times, Arthur et al. introduced the term “career capitalist” in 1999 in a book on new careers in a 

changing economy (Inkson & Arthur, 2001). A defining feature of human capital is that it stems from 
investment in education and that such investment creates returns in terms of higher earnings (Becker, 1993). 
Going beyond human capital, career capital, defined as “the overall set of non-financial resources a person is 
able to bring to his or her work” (Arthur, DeFillippi, & Jones, 2001: 101), is accumulated via career investments 
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(Inkson & Arthur, 2001). Inkson et al. (2001) emphasise that in the modern knowledge economy the most 
important form of capital in people is knowledge. Hence three ways of knowing are central to career capital 
accumulation.  

 Knowing-how encompasses a person’s knowledge, skills, and abilities that are required for job holders 
to perform their tasks. It is not restricted to the performance requirements of the company, but also refers to 
other career-relevant skills that relate to the future potential of the person (DeFillippi & Arthur, 1994). 
Knowing-how incorporates human capital as the result of investment in education and training (Arthur et al., 
2001). 

Knowing-why includes an individual’s identity, values, motivation and interests. It involves the creation 
of personal meaning and sense-making as well as the balancing of work and private life (Arthur et al., 2001; 
DeFillippi & Arthur, 1994). Knowing-why shapes an individual’s commitment to job, company, profession, and 

career trajectory. Thus, it is an enabler for learning and performance (Dickmann & Harris, 2005) and 
“constantly changes in line with our changing circumstances” (Inkson & Arthur, 2001: 51).  

Knowing-whom consists of one’s contacts within the employing organisation, outside the company 
such as customers, suppliers and consultants, in professional networks, and of social relations (Inkson & Arthur, 
2001). It is a source of expertise, of status and reputation and, through them, of new opportunities, and of new 
learning (DeFillippi & Arthur, 1994). 

The three career competencies together constitute the career capital of a person. They influence and 
interact with each other (Arthur, Claman, & DeFillippi, 1995). For example, cutting edge knowing-how will 
enhance a person’s professional reputation and, therefore, ease networking and the development of professional 

contacts, i.e. advance knowing-whom. Vice versa, good professional networks represent a large knowing-whom 
that allows the person to tap into advanced sources of learning. This in turn enlarges knowing-how. A clear 
career vision that stems from a mature knowing-why will help the person in developing relevant knowing-how 
and relevant knowing-whom contacts. The satisfaction that results from being on the top of one’s field (knowing-
how) and from having a network highly-reputed contacts (knowing-whom) will further the self-image and 
knowing-why of the person. 
 
Cross-cultural adjustment 
 
Cross-cultural adjustment has been conceptualised in various ways over the years. Decades ago, it was defined 
cognitively as a gradual transformation of a stranger’s “general scheme of interpretation of the world in such a 
way that the strange fact and its meaning becomes compatible and consistent with all the other facts of our 
experience and their meanings” (Schütz, 1944: 507). While Schütz described a linear process of adjustment, 

later scholars conceived of adjustment as a curvilinear, yet still one-dimensional, process (Lysgaard, 1955; 
Oberg, 1960). Further refinement of the theory of adjustment brought a split into cognitive, affective, and 
behavioural adjustment (Kim, 1979, 1988). Other authors focussed on only two of the three, for example 
cognitive and behavioural (Grove & Torbiörn, 1985) or cognitive and affective (Gudykunst & Hammer, 1988; 
Ward & Kennedy, 1993) dimensions. The most influential model in management research knows only one 
dimension but distinguishes three different facets or domains, namely interaction, general, and work adjustment 
(Black, 1988; Black & Mendenhall, 1991; Black, Mendenhall, & Oddou, 1991). Recently, authors representing 
various strands of theory and research have integrated cognitive, affective, and behavioural dimensions with 
facets of adjustment in various ways (Haslberger & Brewster, 2008a; Shaffer, Harrison, Gregersen, Black, & 
Ferzandi, 2006; Ward, Bochner, & Furnham, 2001).  

There is now a wide consensus that adjustment to a new country and its culture involves cognitive, 
affective, and behavioural aspects. Schütz’s (1944) conceptualisation of cognitive adjustment as a change in the 
expatriate’s cognitive frame of reference still is useful. Cognitive adjustment allows expatriates to understand 
the thinking, motivations and behaviours of their hosts. Cognitive understanding does not necessarily result in 
accepting or liking all elements of the host culture’s shared frame of reference. This is a reason why cognitive 
adjustment can be successful, while affective and/or behavioural adjustment is unsatisfactory. Besides fostering 
understanding the cognitive reference frame also guides behaviour. In this latter function the expatriate’s 

original reference frame can lead to two types of problems: first, old and new elements in the cognitive 
reference frame may recommend incompatible behaviours  leading to cognitive inconsistency (Grove & 
Torbiörn, 1985) or focused ambiguity (Ball-Rokeach, 1973), and second, there may be no element of reference 
available at all to guide behaviour resulting in cognitive ambiguity (Grove & Torbiörn, 1985) or pervasive 
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ambiguity (Ball-Rokeach, 1973). Lack of understanding or poor guidance of behaviours creates uncertainty and 
the desire to reduce it (Berger & Calabrese, 1975; Berger & Gudykunst, 1991) resulting in new learning (Black 
& Mendenhall, 1990). Most research on expatriates assumes a single cognitive reference frame that gradually 
gets adjusted to incorporate elements of the new culture. Research on biculturalism challenges this assumption 
of simple replacement. Rather scholars in this line of inquiry talk about cultural frame switching (Hong, Morris, 
Chiu, & Benet-Martínez, 2000; LaFromboise, Coleman, & Gerton, 1993; Phinney & Devich-Navarro, 1997), 
i.e. the development of two parallel reference frames that can be accessed by bicultural individuals as desired 
and that lead to different interpretations, conclusions and guidance for action. 

Affective adjustment refers to the expatriate’s emotional state and moods (Haslberger & Brewster, 
2008a). Scholars have operationalized affective adjustment as depression (Ward & Kennedy, 1993; Ward, 
Leong, & Low, 2004) or anxiety (Gudykunst & Hammer, 1988).  The experience of an insufficient cognitive 
reference frame, behavioural ineffectiveness, the stress of an international move, the excitement of new 
experiences, feelings of home sickness, the missing of friends and family and many other factors influence the 
general mood of the expatriate as well as how he or she feels in any particular moment. Affective adjustment in 
turn feeds back on cognitive and behavioural adjustment. It influences the motivation to learn and change the 
frame of reference, and on the motivation to apply what was learned and is known in interactions with members 
of the host society. 

Cognitive and, to a lesser extent, affective adjustment are the foundations for good behavioural 
adjustment. Without understanding stemming from cognitive adjustment culturally appropriate actions by the 
expatriate are somewhat unlikely. Whatever appropriate behaviours the expatriate may show would be a result 
of parroting rather than informed choice. An expatriate who feels bad is less likely to behave or to want to 
behave in a culturally appropriate way than one who is affectively fully adjusted. This relationship is, of course, 
not quite so straightforward. It depends on exactly how the affectively poorly-adjusted individual feels. Some 
negative emotions may trigger an increased motivation to fit in and behave appropriately, while others may 
instil an “I don’t care” attitude. Because inappropriate behaviours trigger negative responses that are likely to 
result in negative emotions an expatriate who feels good will have a bias towards appropriate actions, while an 
expatriate with a “I don’t care” attitude does not. In addition, a behaviourally well-adjusted expatriate will 
generally experience effective interactions with hosts leading to positive sentiments and an increased motivation 
to interact with them resulting in additional opportunities to refine the cognitive reference frame. Poor 
behavioural adjustment may on the one hand result in negative sentiments, but on the other also result in a 
strong motivation to learn. 

Cross-cultural adjustment takes place in various domains and may proceed at different speeds. An 
expatriate, who is quite effective in performing his or her standard daily activities in the host country such as 
going out to lunch or dinner, shopping for groceries and other goods, getting around town and the like may still 
experience difficulties in making local acquaintances or friends and may also have trouble getting used the 
general living conditions in the host country. There will be some spillover between domains (Caligiuri, Hyland, 
& Bross, 1998; Haslberger & Brewster, 2008b; Shaffer & Harrison, 1998; Shaffer, Harrison, Gilley, & Luk, 
2001; Takeuchi, Yun, & Tesluk, 2002) but not so much as to render the distinction between different domains 
irrelevant. 

The dimensions of adjustment in the different domains influence the acquisition of career capital. How 
this might happen will be discussed in the next section. 
 
Hypotheses 
 
An international assignment has an effect on an expatriate’s career capital (Dickmann & Doherty, 2008; 
Dickmann & Harris, 2005; Jokinen, Brewster, & Suutari, 2008; Suutari & Mäkelä, 2007). Dickmann et al. 
(2008; 2005) found that companies especially wanted international assignments to increase expatriates’ 

knowing-how. While this was achieved at least in part, the most significant development appeared to take place 
in knowing-why. On top of this, many expatriates reported a reduction in knowing-whom as a result of their 
international assignments (Dickmann & Harris, 2005), although company initiatives to preserve and develop 
knowing-whom can foster its increase as well (Dickmann & Doherty, 2008). Suutari et al. (2007) and Jokinen et 
al. (2008) found that all three elements of knowing increased as a result of international assignments. Parts of 
career capital such as networking partners in the host country, knowledge of the host language, or a strong 
motivation to live and succeed in the host country also influence cross-cultural adjustment. Therefore, there may 
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be elements of undetermined or circular causality. In line with this reasoning, hypotheses talk about 
relationships and associations rather than causes.  

Based on the results of most prior research it is expected that all three career competencies increase 
during the course of an international assignment in Vienna (Hypothesis 1a, H1b, H1c). 

Knowing-how is acquired through formal training and education as well as through experience-based 
learning (Arthur et al., 2001). The starting point in learning is the attention of the learner (Black & Mendenhall, 
1990). Learning is influenced by affective adjustment because “strong emotion can initiate attentional 

funneling” (Clore & Gasper, 2000: 11). Knowing-how increase will be positively associated with affective 
adjustment because positive emotions will be more likely than negative ones to funnel attention on beneficial 
topics. Negative emotions may also lead to learning, but if they have the upper hand as is poor affective 
adjustment, the expatriate may be learning the “wrong lessons”, i.e. things that do not contribute career-
enhancing knowing-how (H2a). Cognitive adjustment, i.e. the development of an accurate frame of reference, is 
closely related to knowing-how competencies because being able to interpret host behaviour and respond to it 
adequately is a potentially career-relevant skill. At the same time, cross-cultural knowledge is only a small part 
of career-relevant knowing-how.  Therefore, the link between cognitive adjustment and knowing-how is likely to 
be positive but more tentative than the link with affective adjustment (H2b). Finally, good behavioural 
adjustment that allows effective interactions with hosts creates opportunities for learning. As with cognitive 
adjustment, host interactions represent or affect only a small portion of overall knowing-how competencies the 
link will be positive, but weak (H2c).  

Knowing-why tends to be the career competency most strongly affected by international assignments 
(Dickmann & Doherty, 2008; Dickmann & Harris, 2005; Jokinen et al., 2008; Suutari & Mäkelä, 2007). 
Expatriates seem to learn a lot about themselves as a result of exposure to a new environment. The positive 
feelings that result from good affective adjustment will coincide with a strong commitment to the international 
assignment, a strong motivation to remain, and a strong sense of purpose, i.e. knowing-why (H3a). Having good 
knowledge of the host culture and an accurate frame of reference makes it easier to understand life there. But 
that does not necessarily imply that the expatriate will be committed to staying in the country or with the 
company or that he or she has an increased sense of purpose. Therefore, if there is a positive relationship 
between cognitive adjustment and knowing-why, it will be weak (H3b). Finally, effective interactions with 
members of the host society make life easier, but as with cognitive adjustment, behavioural adjustment may or 
may not coincide with increased knowing-why (H3c). 

Knowing-whom development in international assignments is ambivalent (Dickmann & Doherty, 2008; 
2005). While networks in the host country are bound to increase, networks in the home country may suffer from 
distance, time differences, and a reduced frequency of contact. But a majority of studies finds an increase in 
knowing-whom (Dickmann & Doherty, 2008; Dickmann & Harris, 2005; Jokinen et al., 2008; Suutari & 
Mäkelä, 2007). The positive feelings of good affective adjustment make expatriates more open to meeting new 
people and networking. As a result, there should be a positive relationship between affective adjustment and 
knowing -whom (H4a). The development of an accurate reference frame eases networking with members of the 
host culture. At the same time an accurate reference frame of the host society does not necessarily weaken the 
reference frame for the home culture because bi-cultural individuals often develop the ability to switch frames 
(Hong et al., 2000; LaFromboise et al., 1993; Phinney & Devich-Navarro, 1997). Therefore, cognitive 
adjustment and knowing-whom should be positively related (H4b). Finally, behavioural effectiveness like 
cognitive adjustment eases networking in the host culture. Behavioural adjustment and knowing-whom also 
should be positively related (H4c). 

Table 1 represents a summary of hypothesised effects of international assignments and links between 
adjustment und career competencies: 
 

TABLE 1: HYPOTHESES 
Effect of 
International 
Assignments 

Adjustment 
Career 
Competencies 

Cognitive Affective Behavioural 

H1a: Increase Knowing-how H2a: Weak + H2b: Clear + H2c: Weak + 
H1b: Increase Knowing-why H3a: Weak + H3b: Clear + H3c: Weak + 
H1c: Increase Knowing-whom H4a: Clear + H4b: Clear + H4c: Clear + 
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Behavioural adjustment is a variable that is best measured independently by asking third persons. 
Asking third persons, who know the expatriate, adds significantly to the costs of research. Unfortunately, this 
was beyond the scope of the underlying project. Therefore, hypotheses 2c, 3c, and 4c could not be tested. 
 
Methodology 
 
The study is based on a sub-set of 154 employed expatriates, who have lived in Vienna for up to 10 years from a 
quantitative, web-based survey of 329 expatriates. The questions related to career capital replicate a similar 
study carried out in London (Dickmann & Mills, 2005). The study followed the suggestion of Sullivan and 
Arthur (2006) to go beyond organisational career samples and included various types of expatriates.  

Managers made up just over half of the respondents. Technical experts and administrative employees 
represented the remainder. Respondents were contacted either directly, via newsletters, or via intranets. 
Addresses included members of the foreign press club in Austria, members of foreign chambers of commerce, 
employees at international organisations and alumni of a university with 75% foreign students. Because of this 
sampling approach it is impossible to estimate a response rate. About 40% of respondents worked at 
international organizations. The remaining respondents worked in different parts of the private sector. The 
gender split was 44% female and 56% male. Respondents were from over 40 different nations. The largest 
national group were U.S. citizens with slightly over 20%. Over 95% were between 20 and 60 years of age. 
Almost 70 % lived in Vienna with partners and 44% had children living with them. Seventy percent of 
respondents had lived in Vienna for 5 years or less. Respondents were highly educated with over 90% having at 
least a first university degree. 
 
Dependent Variables 
A battery of questions related to knowing-how (6 items,  = 0.88), knowing-whom (5 items,  = 0.84), and 
knowing-why (6 items,  = 0.93). The underlying question was: “to what extent has working in Vienna helped 
you develop ...” An example of a knowing-how item is “better communication skills”; a knowing-whom item is 
“better networks with people from other organisations”; and a knowing-why item is “a higher sense of purpose 

in your job”. The items were rated on a 5-point Likert scale from “not at all” to “very great extent”. Each of the 
three scales was factor analysed and factor scores based on the regression method were saved as variables. The 
factor scores from principal component analysis were used in subsequent analyses. All factor analyses of 
dependent and independent variables used an eigenvalue > 1 as selection criterion and performed varimax 
rotation where applicable. 
 
Independent Variables 
Cognitive and affective adjustments to life in the host country were treated as independent variables. Altogether 
20 items related to day-to-day interactions, forming and maintenance of relationships with host nationals, 
values, and general living conditions were used (Haslberger, 1999, 2005). Sample items included: “Dealing with 

the housing conditions, for instance reliability of electricity or phones, or amount of available space” and 

“Establishing friendships with local people”. The response scales for each of the items were combined in a table. 
To get data on cognitions respondents were presented with the following: “People who live in a foreign country 
sometimes are uncertain about various aspects of life in the foreign culture. How confident are you about your 
knowledge regarding the following? 7=completely confident; 1=not confident”. To get data on emotions, 

respondents needed to answer two questions per item: “(a) Which one of the following four groups of emotions 
most closely resembles what you generally feel? satisfaction/happiness; anxiety/fear; impatience/anger; 
sadness/depression; (b) How strong is this emotion (are these emotions) generally? 7=extremely strong; 
1=barely noticeable”. Emotions were then coded along a positive – negative range (+7 to –7) with anxiety, 
anger and depression forming the negative branch. 

The cognitive dimension of the scale was factor analysed in order to get independent facets of 
adjustment. Principle axis factoring was used for the exploratory part of factor analysis, which was performed 
iteratively until only items remained that scored .5 or higher on the relevant factor and less than .4 on any 
secondary factor. In the end, eleven items remained forming three factors. The first factor was related to 
relationships with host nationals, the second to day-to-day interactions, and the third to general living 
conditions. The responses about emotions to the eleven items were also factor analysed and the same items 
formed the same factors. Principal component factor scores from both the analysis of cognitive and of affective 
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scales were saved to be used in further analyses. Scale reliabilities were as follows: cognitions – relationships (5 
items,  = 0.87), cognitions – day-to-day interactions (3 items,  = 0.85), cognitions – general conditions (3 
items,  = 0.77), emotions – relationships (5 items,  = 0.81), emotions – day-to-day interactions (3 items,  = 
0.81), emotions – general conditions (3 items,  = 0.63). All alphas except for the last are within acceptable 
limits. To preserve the overall integrity of analyses the scale on affective adjustment to general conditions was 
accepted as is. 
 
Control Variables 
Analyses included the control variables of gender, age, marital status, and length of stay. Citizenship was 
considered including as another control variable. But since many of the nations represented in the sample had 
only one respondent frequencies in a majority of cells would have been zero rendering the resulting statistics 
unreliable.  
 
Analyses 
To get an impression of the increase in the three ways of knowing (H1a, b, c) the individual items were 
investigated. Unfortunately, the answer key to the related items was unbalanced. It asked on a 5-point scale 
about how much the stay in Vienna allowed the respondent to develop different aspects of knowing-how, -
whom, and -why from “not at all” to a “very great extent”. Therefore, a reduction could not be reported.  

Correlations among variables were used as a first test of the remaining hypotheses (H2a, b, H3a, b, and 
H4a, b). Multiple-regression analysis served as a second, more stringent test. A separate regression analysis was 
performed for each of the three ways of knowing. The models were specified by entering first the control 
variables of gender, age, marital status (dummy variable: married/cohabitating or not), and length of stay in one 
block. Then the “stepwise” method was used to enter the six independent variables of cognitions and of 
emotions about relationships, day-to-day interactions and general conditions. This method leads to iterative 
analyses, in which the most highly correlated independent variable that is significant at the .05-level gets 
included in the model. This is repeated until none of the remaining independent variables reaches significance. 
Multi-collinearity tests showed all tolerances and variance inflation factors (VIF) within generally accepted 
limits (Dewberry, 2004). An investigation of all standardised residuals showed no violation of the normality 
assumption.  
 
Results 
 
Table 2 presents means, standard deviations and bi-variate correlations of all variables entering the regression 
analysis. 

As stated in the literature (Arthur et al., 1995), the factors of knowing-how, knowing-whom and 
knowing-why correlate significantly (.01-level) with each other. At the same time, the three cognitive and the 
three affective factors of adjustment are independent of each other because of the varimax rotation of factors in 
each of the factor analyses. Cognitive and affective adjustments in each of the domains (relationships, day-to-
day interactions, general conditions) correlate significantly (.01-level) with each other. There is only one 
significant (.05-level) cross-correlation of cognitive adjustment with affective adjustment in another domain: 
cognitive adjustment to general conditions correlates with affective adjustment to relationships with hosts. The 
control variables are, with two exceptions, not correlated with dependent and independent variables. 
Correlations among control variables indicate that men tend to be older than women and older expatriates are 
more likely to be married or cohabitating. Correlations between dependent and independent variables will be 
discussed below. 
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TABLE 2: DESCRIPTIVE STATISTICS AND PEARSON CORRELATIONS 

  N Mean SD 1 2 3 4 5 6 7 8 9 10 11 12 

1. Factor Score (FS) 
Knowing-How 

154 0.00 1.00 
 

                      

2. FS Knowing-Whom 154 0.00 1.00 .596** 
 

                    

3. FS Knowing-Why 154 0.00 1.00 .700** .845** 
 

                  

4. FS Cognitions-
Relationships 

154 0.00 1.00 .178* .074 .146 
 

                

5. FS Cognitions-Day-
to-day Interactions 

154 0.00 1.00 -.042 .060 .063 .000 
 

              

6. FS Cognitions-
General Conditions 

154 0.00 1.00 .166* .219** .198* .000 .000 
 

            

7. FS Emotions-
Relationships 

154 0.00 0.97 .214** .203* .228** .643** .093 .165* 
 

          

8. FS Emotions-Day-to-
day Interactions 

154 0.00 0.97 .013 .125 .110 -.052 .348** -.007 .000 
 

        

9. FS Emotions- 
General Conditions 

154 0.00 0.97 .180* .156 .181* .014 .098 .538** .000 .000 
 

      

10. Gender (f=1, m=2) 153 1.56 0.50 -.069 -.028 -.028 .018 -.007 .079 .010 .017 .077 
 

    

11. Age (years) 152 40.48 10.41 -.068 -.137 -.104 .167* -.115 -.091 .071 -.009 .027 .284** 
 

  

12. Marital Status 
(married/cohab=1, 
not=0) 

154 0.68 0.47 .024 .005 .009 .129 .034 -.068 .056 .088 -.080 .104 .288** 
 

13. Length of Stay 
(months) 

154 47.52 32.62 .126 .009 .074 .127 .045 .064 .178* -.017 .141 -.073 .065 -.031 

**. Correlation is significant at the 0.01 level (2-tailed). 

*. Correlation is significant at the 0.05 level (2-tailed).  
 

H1 predicted an increase in all three ways of knowing. The investigation of the items underlying the 
three scales tends to confirm this. The percentage of respondents reporting no increase varied from a low of 9% 
to a high of 31%, i.e. the overwhelming majority reported at least some increase in each item related to the three 
ways of knowing. The latter item was the only one where no increase was the modal value, which was closely 
followed by some increase (30%), i.e. the middle value on the 5-point scale. Therefore, H1a, b, and c are 
supported.  

Hypotheses 2a and 2b stated that knowing-how would be associated with cognitive and affective 
adjustment. The correlation table shows this to be true for relationships and general conditions, but not for day-
to-day interactions. In line with expectations, correlations with affective adjustment are slightly stronger that 
with cognitive adjustment. Table 3 shows the final results from hierarchical regression analysis for knowing-
how. Roughly 10% of the variance in knowing-how is accounted for by the independent variables. The only 
adjustment variables with a significant association with knowing-how are related to emotions (relationships, 
general conditions). While correlations indicated a possible role for cognitive adjustment this is not confirmed 
by regression results. H2a predicted a weak but significant relationship of knowing-how with cognitive 
adjustment. This is disconfirmed. H2b is largely confirmed since only affective adjustment to day-to-day 
interactions is not related to knowing-how. 
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TABLE 3: REGRESSION RESULTS - DEPENDENT VARIABLE: FS KNOWING-HOW 

Final Model B Beta t Sig. 

(Constant) 0.361   0.948 0.345 

Marital Status 0.132 0.062 0.742 0.459 

Age 0.002 0.067 0.815 0.416 

Length of Stay -0.009 -0.092 -1.071 0.286 

Gender -0.122 -0.061 -0.728 0.468 

FS Emotions-Relationships 0.212 0.206 2.550 0.012 

FS Emotions- General Conditions 0.189 0.183 2.272 0.025 

  
R 0.312 

 

  
R2 0.097 

 

  
Adj. R2 0.060 

 

  
F 2.592 0.020 

 
Hypotheses 3a and 3b stated that knowing-whom would be associated with cognitive and affective 

adjustment. Contrary to expectations, knowing-whom is largely independent of adjustment. Significant 
correlations exist only with cognitive adjustment to general conditions and affective adjustment to building and 
maintaining relationships. Table 4 shows the final results from hierarchical regression analysis for knowing-
whom. Roughly 10% of the variance in knowing-whom is accounted for by the independent variables. Again, 
only two adjustment variables are significantly associated with knowing-whom:  affective adjustment to 
relationships and cognitive adjustment to general conditions. These regression results match exactly with the 
correlation results. H3a predicted a weak but significant relationship of knowing-whom with cognitive 
adjustment. This is confirmed only for general conditions. H3b also is confirmed only for one aspect of affective 
adjustment, i.e. relationships. There is no clear difference in magnitude between the effect sizes of cognitive and 
affective variables. 
 

TABLE 4: REGRESSION RESULTS - DEPENDENT VARIABLE: FS KNOWING-WHOM 

Final Model B Beta t Sig. 

(Constant) 0.556   1.471 0.144 

Marital Status 0.104 0.049 0.586 0.559 

Age -0.001 -0.026 -0.319 0.750 

Length of Stay -0.014 -0.143 -1.651 0.101 

Gender -0.021 -0.011 -0.127 0.899 

FS Emotions-Relationships 0.191 0.185 2.266 0.025 

FS Cognitions- General Conditions 0.181 0.181 2.224 0.028 

  
R 0.312 

 

  
R2 0.097 

 

  
Adj. R2 0.060 

 

  
F 2.590 0.021 

 
Hypotheses 4a and 4b stated that knowing-why would be associated with cognitive and affective 

adjustment. Evidence from correlations for knowing-why is unclear since only three of six indicators are 
significant. Knowing-why is correlated with cognitive adjustment to general conditions and affective adjustment 
to relationships and general conditions. Table 5 shows the final results from hierarchical regression analysis for 
knowing-why. Roughly 10% of the variance in knowing-why is accounted for by the independent variables. Yet 
again, only two adjustment variables are significantly associated with knowing-why:  affective adjustment to 
relationships and to general conditions. As with knowing-how, correlations indicated a possible role for 
cognitive adjustment, but this is not confirmed by regression results. H4a predicted a significant relationship of 
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knowing-why with cognitive adjustment. This is disconfirmed. H4b is largely confirmed since, as with knowing-
how, only affective adjustment to day-to-day interactions is not related to knowing-why.  
 

TABLE 5: REGRESSION RESULTS - DEPENDENT VARIABLE: FS KNOWING-WHY 

Final Model B Beta t Sig. 

(Constant) 0.469   1.239 0.217 

Marital Status 0.113 0.053 0.638 0.524 

Age 0.000 0.016 0.192 0.848 

Length of Stay -0.013 -0.139 -1.615 0.108 

Gender -0.019 -0.010 -0.117 0.907 

FS Emotions-Relationships 0.238 0.232 2.884 0.005 

FS Emotions- General Conditions 0.193 0.188 2.339 0.021 

  
R 0.321 

 

  
R2 0.103 

 

  
Adj. R2 0.066 

 

  
F 2.765 0.014 

 
Discussion 
 
Many modern careers are “boundaryless” (Arthur et al., 2005; Arthur & Rousseau, 1996; DeFillippi & Arthur, 
1994; Stahl, Miller, & Tung, 2002; Sullivan & Arthur, 2006), i.e. they involve psychological preparedness for 
and actual mobility within and across organisations (Lazarova & Taylor, 2009), geographies and professional 
fields. Boundaryless careers, on the one hand, depend on career competencies (Sullivan & Arthur, 2006), and on 
the other hand, build career capital (Dickmann & Doherty, 2008; Dickmann & Harris, 2005; Jokinen et al., 
2008; Suutari & Mäkelä, 2007). This study is no exception in finding an increase of knowing-how, knowing-
whom and knowing-why for the overwhelming majority of respondents. In addition, this paper has investigated 
cross-cultural adjustment as a possible source for career capital gains. Regression analyses showed that roughly 
10% of variance in knowing-how, knowing-whom and knowing-why can be accounted for by cross-cultural 
adjustment. While this is not large, it is also not insignificant. It would be surprising, if cross-cultural adjustment 
had a stronger relationship with development of professionally relevant skills and expertise, of social networks, 
and of motivation and sense of purpose at work. Indeed, given that many other variables have a bearing on 
career-capital development, a high amount of explained variance would cast doubt on results.  

The most striking result was that it is largely the affective dimension of cross-cultural adjustment that 
relates to gains in career capital. Only one cognitive aspect, adjustment to general living conditions, produced a 
significant result in the analysis. An investigation of the details of the hierarchical regression analysis shows that 
cognitive adjustment to general living conditions beat only narrowly affective adjustment on the same facet for 
inclusion in the final model for knowing-whom. In all three hierarchical regressions this was the narrowest 
margin for exclusion of any variable. Therefore, this discussion will not explore further why a cognitive facet 
replaced the otherwise affective facets for knowing-whom but rather focus on the strongly showing trends. The 
prevalence of affective compared to cognitive adjustment indicates that it is more important that expatriate 
employees feel good about different aspects of their life abroad than that they are confident in their knowledge 
about these aspects. Ambiguity is less problematic for career capital acquisition in the course of an international 
assignment than negative emotions. This results is particularly important in light of the bulk of cross-cultural 
adjustment research using a one-dimensional indicator ranging from adjusted to unadjusted (Bhaskar-Shrinivas, 
Harrison, Shaffer, & Luk, 2005; Hechanova, Beehr, & Christiansen, 2003) that by design is unable to 
distinguish between cognitive and affective adjustment dimensions. If the distinction is relevant for the 
relationship between cross-cultural adjustment and career-capital development, it might also be relevant for the 
investigation of antecedents as well as outcomes of cross-cultural adjustment overall. Therefore, researchers 
would be well advised to take into account the different dimensions of cross-cultural adjustment when designing 
related research. 

The second result that stands out is the absence of relationship of adjustment in the domain of day-to-
day interactions to the development of career capital, while adjustments to building and maintaining 
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relationships with hosts and to general living conditions are related to all three ways of knowing. Good 
relationships with the hosts had the stronger associations. They form a basis for gaining professionally relevant 
knowledge and for building networks. Interestingly, good relationships with the hosts also help expatriates in 
further developing their sense of professional identity and motivation. General living conditions seemingly are 
also relevant, although it is difficult to speculate why this might be. That day-to-day interactions have little 
connection with career-capital development, on the other hand, is understandable. Fleeting contacts with hosts 
are hard to imagine as the source of professional knowledge or the basis for network expansion. Nor can they 
help an expatriate to gain insight into his or her personal drivers and sources of motivation. Future research 
should try to assess how exactly adjustment to general living conditions and development of career capital are 
related. Perhaps a qualitative approach would be most suitable for such an investigation. 

This study uncovered some interesting details about the relationship between different dimensions of 
cross-cultural adjustment and the development of knowing-how, knowing-whom and knowing-why. At the 
same time it suffers from several limitations. Most importantly, it is cross-sectional. Therefore, cross-cultural 
adjustment, which is inherently dynamic and shows ups and downs over time, could only be measured in a 
single snap-shot. Similarly, the development of career competencies was measured via self-reports and in 
hindsight. This points to a second limitation, the danger of common method variance. While the danger cannot 
be discounted completely, there are several reasons to believe it not to be a severe problem. First, the questions 
about career competencies came first in the questionnaire and were several pages removed from the questions 
about adjustment, making it harder for respondents to remember or carry over answers. As the questionnaire 
was web- rather than paper-based it was difficult for respondents to go back and compare. Second, the amount 
of variance explained is not overly high and in a range that seems reasonable for the relation of career capital 
development and cross-cultural adjustment. A final limitation concerns the absence of measurement of 
behavioural adjustment. As stated earlier, acceptable measurement of behavioural adjustment would involve 
third parties and hence a more resource-intensive research approach. This was, unfortunately, beyond the scope 
of this project. 
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Abstract  
 
The metrics are an indispensable tool in improving the efficiency and effectiveness, with a special focus on the 
corporate objectives, critical success factors, processes and resource performance.  
This complicated phenomenon which can be analysed from various corners is handled by the presented paper 
attempting to systematize the aspects for metrics analysis so that the metrics can significantly contribute to the 
business performance improvement.  
The purpose of the paper is not to provide a comprehensive list of metrics analysis aspects and their classification. 
This would anyway be impossible because the changing environment will make the metrics to develop.  
 
1. Introduction 
 
One of the preconditions for continual improvement of a business performance is a good metrics toolset in 
place. A good metrics will allow to get at the roots of the issues, at the underlying causes of the identified 
problems and to incorporate the revealed facts into the corporate information system so that the information may 
be employed by the managers to improve the process.  
 
2. Systemization of Metrics Analysis Aspects  
 
The aspects used by various authors to systemize the metrics are analysed below. The aspects are combined and 
structured with a view of maximizing their value as a basis for metrics examination, analysis, design and 
application.  
 
2. 1.  Measurement Object  
 
Hard Metrics  
The hard metrics are objectively measurable metrics which follow the development of the business objectives or 
activities or are focused directly on the customer. They should be one of the areas with direct effect on 
competitiveness. Basic qualities of hard metrics: They are easy to measure, available without any additional 
costs and can generally be quantified in financial terms.  

The hard metrics include indicators. The indicators determine the desirable limits. If a metrics is not an 
indicator the desirable status relative to which the actual value is to be compared and evaluated must be defined.  
 
Soft Metrics  
The soft metrics are used to audit-wise evaluation of the level. Typically, they cannot be quantified in financial 
terms.  
 
2. 2.  Continual vs. Discrete Metrics  
 
Continual Metrics  
The continual metrics are applied to factors which can be measured on a scale divisible into indefinite number 
of parts, i.e. on a continuum. The popular continual quantities include weight, time or money. They are 
measured repeatedly in predetermined intervals.  
Discrete Metrics  
The discrete metrics such as characteristics of descriptive nature (e.g. education with its basic, secondary, 
bachelor, university and other levels), frequency of various events (e.g. number of purchase orders executed), 
ratings (excellent, satisfactory, unsatisfactory, etc.) are applied repeatedly in limited time periods.  
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The discrete metrics may appear to be continual in some cases. This applies particularly to the qualities 
and frequencies expressed in per cents. For convenience, the continual metrics are sometimes converted into the 
discrete ones. For example,  the delivery date is converted into the “timely” and “delayed” categories the 
definition of which is easier than the calculation of days or minutes.  
 
 

TABLE 1:  EXAMPLES OF MEASURED QUANTITIES: DISCRETE QUANTITIES, CONTINUAL 
QUANTITIES AND CONTINUOUS QUANTITIES CONVERTED INTO DISCRETE ONES 

 
Discrete  Continual   Discrete  
Number of grammatical errors in a 
text  

Duration of waiting for incoming 
call  

Number of incoming calls which 
had to wait more than 30 s to be put 
through  

Number of units produced per shift  Price for output unit  Number of units whose production 
costs exceed a limit  

Based on: Pande, Neuman, Cavanagh (2002, p. 193)  
 
 
Strengths of Discrete Metrics  
Some data cannot be described other than using discrete or verbal depiction. As an example the customer type 
(new, regular, professional, consumer …) can be mentioned. The impalpable quantities can often be converted 
into the measurable discrete metrics. For instance, very often a classification scale of discrete nature is used to 
measure the customer satisfaction. Generally, it is easier to monitor and record discrete data.  
 
Weaknesses of Discrete Metrics  
A higher number of observations is required to acquire comprehensive information. Some statisticians state the 
continual metrics can provide reliable measurements based on a sample from two hundred items (Pande, 
Neuman, Cavanagh, 2002). The acquisition of discrete data can thus require higher costs than the measurement 
of continuous quantities.  

The discrete metrics can obscure important information. Data classification into columns without any 
specific discrete data may not provide the necessary details on the causes of the actual condition.  

In case of continual metrics there is more analytical tools.  
However, the discrete metrics cannot be avoided and the new performance measurement model and 

structure development trends rely on them.  
 
2. 3. Measurement Area  
Results (options: output, outcome, lagging, external, reactive, static, retrospective, dependent…) metrics  
The results metrics characterize the process results/outcomes as the consequences of activities carried out during 
the process. Related directly or indirectly to the events measurable or predictable by the customer, they describe 
the results/outcomes. The results metrics are viewed by the customers paying for the process. They measure the 
effectiveness of satisfaction of the customer needs by the process.  

They may be designed to encourage the suppliers or customers to achieve benefits, create efficient 
basis for the consolidation of the corporate objectives with those of the suppliers and customers.  

The results/outputs can be instantaneous (timely delivery) or long-term (retained customer).  
 
Process (options: input, driving, internal, predictive, dynamic, causal, prospective, leading, independent…) 

metrics  
The process metrics are internal metrics stemming from inside the process which determines the results. A 
typical process metrics cannot be seen by the customers. It covers the internal procedures of the process 
describing the way in which the results are achieved. The process metrics feature a close relation with the 
process efficiency.  

In most cases the customer has a little motivation to know them, if any. Their purpose is to support the 
motivation system for management and employees, enable internal evaluation of processes and evaluation of 
return on assets and identify the actual effect of changes.  
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The results metrics quantify the real objective of each process. They form a basis for the customers’ 

decision making in selecting the suppliers. It should be emphasized there is no separating line between the 
results/output and process metrics. They form a measuring system ensuring continuous increase of the value 
provided to the customers.  

The interconnection of the results/output and process metrics can be illustrated by the following 
example.  

The customers tend to demand high quality (defined by technical data and fitness for various 
applications), low costs and delivery at the required time. Such characteristics are captured by the output 
metrics.  

To accomplish the results/outputs the suppliers often focus on production cycle shortening,  inventory 
management, scrap reduction, designs guaranteeing trouble-free production, statistical process control, etc. Such 
characteristics are covered by the process metrics. The metrics related to the activity such as per cent of 
employees being members of rationalization teams or annual number of training hours per employee are a 
subset of process metrics.   

This differentiation between the results/output and process metrics is diminished by the internal 
customer concept because it can be argued that in the eyes of an internal customer of the respective subprocess 
any process metrics is an output or results metrics. The usefulness of this differentiation depends on the 
customer’s scope to select from among various suppliers which option is normally not available to the internal 
customers.  
 
Efficiency metrics  
The efficiency metrics measure the sources consumed in the product generation or service provision. The effort 
is to offer products with low costs, e.g. „do the business by the right way“ (Horváthová, 2008). 

The efficiency has a substantial impact on the business performance. Although the efficiency 
improvement can be noted by the customers through a price reduction the efficiency metrics are focused 
internally in essence.  
 
Effectiveness metrics  
The effectiveness metrics evaluate the results in the customer’s view tracking the extent to which the customer 

needs and demands are satisfied.  
According to Horváthová (2008) it should be evaluated whether consumers obtain required products in 

first-rate quality, e. g. whether "right business is done”. 
A good performance measurement system should comprise all the four metrics types. A commonplace 

mistake in practice is limiting the measurement focus to the results. The efforts to achieve improvement are then 
focused on the growth of efficiency which influences the results but not infrequently the effectiveness which is 
to satisfy the customers’ requirements by the promised utility value is omitted.  
 
According to Kovács (2005, 2007) universal process performance metrics can be set and divided into the 
following corporate process management areas:  

 metrics covering the monitoring of actual inputs and outputs of managed and managing process  
 metrics covering the monitoring of intra-process activities  
 metrics covering the setting of goals based on requirements for:  

outputs (product goals) for customers and  
utilization of potential (potential goals) with respect to the opportunities and competition  

 metrics covering the results of analyses of root causes of nonconformities  
 metrics covering the efficiency of corrective actions to eliminate nonconformities   
 metrics covering the change management status and managed process improvement (continual: e.g. 

KAIZEN, discontinual: e.g. work reengineering)  
 metrics covering the evaluation of achieved goals and employee motivation.   
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2. 4.  Management Level  
 
Strategic level  
Mostly the continuous hard metrics, often indicators are applied.  
 
Tactical level  
The share of soft metrics is higher while the hard metrics are mostly of output character and indicator type.  
 
Operational level  
The shares of hard and soft metrics are balanced and the shares of continual and discrete metrics are equalized 
within the hard metrics.  
 
2. 5.  Leading and Lagging Metrics  
Simmons (2000) refers to the leading and lagging metrics. The lagging metrics provide feedback to past 
performance such as profit for last month and normally they do not provide any perspective of future 
performance whereas the leading metrics are designed to measure the future performance often including the 
financial performance. Some leading metrics measuring the future performance can comprise the number of 
customers who switched to the competitors, details on satisfied customers or changes in the customer 
confidence. The metrics structure corresponds to the division into results/output and process metrics discussed 
above. 

The leading and lagging metrics are handled also by Kaplan and Norton (e.g. 2001a, 2001b), Horváth 

(2002) and a number of other authors.  
They use this concept to argue the customer satisfaction is the main financial performance metrics. If 

the customers are satisfied today they are likely to come back tomorrow so the desired level of future financial 
performance should be secured. This reasoning can be expanded: The satisfied customers will not only appear 
again but recommend the company to other potential customers, and, moreover, can be expected to be open to 
accept higher prices. The customer satisfaction just now can thus contribute to the future sales.   

The experts (e.g. Kaplan and Norton, 2001a) indicate the customer satisfaction is a lagging metrics of 
the employee satisfaction. If the employees are not satisfied, do not like their work and see no good prospects in 
their job then they will render poor service which will be noted by the customers. The dissatisfaction of 
employees leads to the dissatisfaction of customers.  

This concept has found its critic in Neely (2002) according to whom many experts unable to identify 
the metrics interlinks resort to use terms such as leading and lagging metrics. The advocates of balanced 
scorecard sometimes claim: “Scorecard is balanced because it includes leading and lagging metrics in balance” 

Nevertheless each set of metrics will contain leading and lagging metrics in balance as each metrics can be 
defined either as leading or as lagging depending on the context. For that reason the terminology connected with 
the leading and lagging metrics is of almost no use in the author’s view.  
 
2. 6.  Other Aspects  
Kovács (2005) divides the metrics into:  

 statistical/technical metrics  
The statistical/technical metrics are based on determining a value of a quantity which relates, in particular, to 
tangible process outputs, i.e. products. This includes measurements of dimensions and mechanistic and other 
material properties. As far as the competences are concerned, the measurements are relevant to the extent their 
results are necessary for the system measurements.  

 behavioral/system metrics  
The behavioral/system metrics enable to understand and define the organization system behaviour. The 
measurement results are the key inputs for the decision making at varied process management levels. The 
monitoring and measurement structure and scope is defined by ISO 9004:2000 standard where the following 
basic system measurements are listed: customer, employee and interested party satisfaction; process, quality 
management system, organization and supplier performance; measurement of process- and process 
quality-related costs (including financial measurements); audits; self-assessment.  
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According to Simmons (2000) the metrics can be objective or subjective. The objective metrics can be 
measured and verified independently which does not apply to the subjective metrics.  

The metrics are usually categorized as financial and non-financial. The financial ones are derived 
from, or directly related to, the accounting with the supporting documents to be found in the profit and loss 
account or balance sheet while no data to quantify the non-financial metrics such as customer satisfaction or 
employee satisfaction can be found in the accounting books.  

There are also complete and incomplete metrics. Unlike the incomplete metrics, the complete metrics 
reflect all relevant attributes of a success achieved.  

The area where the incompleteness seems to be ignored most frequently is represented by the employee 
education metrics. The “per cent of trained employees” is too often the only metrics applied. But education 
value cannot be measured without a metrics for education efficiency. The education value is indicated by the 
education application in practice. The complete set of education and training metrics includes the per cent of 
trained personnel as well as, for example, per cent of trained personnel by whom the skills acquired at the 
training were applied effectively within three months following the training.  

The metrics are also viewed as responsive and not responsive to something. The responsive metrics 
can be influenced by individuals whereas not responsive metrics are out of control of an individual (e.g. 
customer confidence) according to Simmons (2000).  

The metrics can be related to human performance, process performance or market conditions.  
Some metrics are related directly to the business strategy and are critical for the success of the strategy 

implementation. They are called critical or key metrics.  
The metrics can also be related to tangible assets often recorded in the accounting books such as 

inventory balance, accounts receivable, number of employees, or intangible assets such as skill and knowledge 
level, creativity and innovativeness.  
 
3. Requirements for Good Metrics – Synthesis of Findings  
 
A metrics can be examined to determine its quality based on the selected criteria either separately or as a part of 
a metrics system.  

Schneiderman claims a good metrics must be a reliable indicator of the stakeholders’ satisfaction which 

is the most important requirement. That is to say improvement of a good metrics should lead directly to the 
stakeholders’ satisfaction improvement. This link should be obvious and plain. It should also be monotonous in 

mathematical terms which implies the improvement of a metrics value should always result in the stakeholders’ 

satisfaction improvement (Schneiderman, 1996a).  
For example, the delivery date defined as lead time is not accepted because the customers tend to notify 

their suppliers of the date at which they want to receive the delivery. A shortened delivery date would increase 
their inventory so it is undesirable.  

Jensen and Sage (2000) list the desirable properties of metrics: cost-effectiveness, strategic alignment, 
acceptability, usefulness, acquirability, consistency, accuracy, reliability, repeatability, timeliness, 
responsiveness, known responsibilities, security.   

Schneiderman (1996a) puts forward the following characteristics of good metrics: properly 
documented unambiguous working definitions, continuous values (metrics are to continuously show the 
incremental values), compliance with metrological criteria (accuracy, appositeness, reliability).  
 
Schneiderman (1996b) extends the requirements for properties to be met by metrics in order to efficiently 
contribute to the performance improvement efforts:  

Focus on weaknesses or deficiencies. The metrics should also measure the process weaknesses or 
deficiencies. The author disagrees with this statement. In her opinion the performance improvement need not 
necessarily be based only on the determination of what is bad and where a mistake is present. The recognition of 
what has been done well, what has led to the achievement of an excellent result is an efficient incentive to 
improvement, too.  

Timeliness. This item involves a problem in case of processes with a long cycle where it is very 
difficult to set timely results/output metrics. The results of new product development such as return on 
investment in research and development often remain unknown for even several years after the investment was 
placed. In the meantime the original process may change and the concerned staff may move to other position. In 
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addition, it cannot be taken for granted that the determination of what failed in the yesterday’s circumstances 

will be relevant also for today. The author tends to the opinion that in case of these long-term processes it would 
probably be more appropriate to use the metrics focused on the process instead of the results/outputs.  

Accessibility to persons responsible for the process improvement.  
Linkage to a file of information on which the metrics are based and which enables to determine the 

causes of changes. In other worlds, if a metrics value challenges an action the information allowing the 
responsible person to explain the cause of deviation should be available.  

Completeness. An incomplete metrics toolset may result in an intentional or unintentional 
manipulation which is to improve the metrics value. However, this leads to the reduction of stakeholders’ 

satisfaction. A good example can be the extension of the offered delivery dates which may help to meet the 
dates but can be expected to affect the customer satisfaction.  
 

Učeň (2001, p. 36) claim the critical success factors include the metrics application focusing, among 
others, on their basic characteristics: the metrics are to be derived from the structure of objectives and activities 
which are retrieved from the corporate strategy; help to set priorities to be observed by the business in 
maximizing its added value; guarantee a balance in achieving the long-, medium- and short-term objectives; 
cover not only the financial area and be interlinked with the financial and value-creating system, i.e. be built on 
balanced shares of hard and soft metrics; be workable using statistical methods such as trends, time series, etc.; 
be objectively measurable; enable repeated measurement; maintain consistence over time; be available and 
understandable to the personnel applying and influencing them; be objectively interpretable; require application 
costs not exceeding a reasonable level let alone the accomplished effect.  

Jensen and Sage (2000) extend the desirable characteristics of the different metrics by those acquired 
through meeting the requirements for their successful implementation and application: balance across the 
metrics types, business-wide coverage, completeness, minimum overlapping, cost efficiency, their total number, 
their number per measured area, standardization, documentation, coverage of corporate strategy, measurement 
of current status and trend, communications to staff.  

Učeň (2001) suggest the successful metrics application is facilitated if the development trends - rather 
than the results of the individual measurements - are evaluated; the non-transparency is faced (the metrics 
owners must receive the analysed values in time); clear-cut responsibility for measurement accuracy for each 
metrics is set; the metrics structure corresponds to the business development stage and level of knowledge and 
skills of the personnel involved in the performance measurement model creation and evaluation. 
 
4. Conclusion  
 
Metrics are obviously an indispensable tool in improving the efficiency and effectiveness, with a special focus 
on the corporate objectives, critical success factors, processes and resource performance.  

The metrics is a complicated phenomenon which can be analysed from various corners. There is a great 
many theories defining a good metrics. To synthesize the above ideas of various experts describing the 
characteristics of good metrics it can be stated admitting a simplification that the good metrics:  

 are in accordance with the corporate strategic priorities;  
 are selected with respect both to the business operation and the tasks of individuals;  
 are easy to set up and modify;  
 can be quickly introduced;  
 are easy to understand;  
 lead to improvement;  
 are not a taboo;  
 are not irreversible.  

 
The author holds and opinion the metrics can generally be divided in to two large groups. One group is formed 
by external metrics which are visible also to the external communities and motivate their behaviour, the other 
consisting of internal metrics used for internal control and improvement which are concealed to the external 
communities.  

1322



No matter which performance measurement area is in focus and which metrics type is selected 
(continuous metrics, results metrics, effectiveness metrics, financial metrics, etc.) it can be deduced the obtained 
result is either designed for, or available to, the external entities influencing their decision making, or designed 
exclusively (or largely) for internal decision making being “concealed” from the external entities most probably 

because of strategic considerations (otherwise it would obviously influence their decision making, too), or 
unimportant for the external entities.  

The customer (customer service) is understood as a factor decisive not only for development but also 
survival of the company. The customer notion has thus penetrated also the performance measurement system 
where it also shapes the metrics and their deployment and utilization.  

When analysing the sources the author recorded also an emphasize laid on customer in the metrics 
creation and selection. Moreover, some experts extended the customer section by the stakeholders (e.g. Neely, 
2002, Schneiderman, 1996a). However, each time when referring to the stakeholders they revert to the 
customer. No wonder since the customer is the company’s raison d’etre. 

The author agrees with them claiming the metrics can generally be considered as the stakeholders’ 

satisfaction indicator where the term stakeholder encompasses customers, shareholders, employees, external 
communities, the public, regulatory authorities, suppliers as well as future generations. An improvement in a 
good metrics leads, whether directly or indirectly, to the improvement of stakeholders’ satisfaction. This relation 

between the improvement of results according to metrics and improvement of stakeholders’ satisfaction must be 

very strong.  
The author also claims the top priority given to the customer can, and in some cases must, be 

abandoned (e.g. if human health or public safety would otherwise be endangered).  
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Abstract 
 
Many studies have shown that employee performance can be influenced by the leadership style and met expectations 
of the person-organization value fit. However researches that have been investigated on their interactions are absent 
in the available literature. This study mainly focused on three issues that are, how does human-oriented leader 
behavior affect on employee performance, how person-organization value fit affects on employee performance, and 
whether there is an interaction effect between leader behavior and person-organization value fit on employee 
performance. A questionnaire survey was undertaken to evaluate employees’ ratings on these variables. Cronbach’s 

alpha was above the sufficient level of reliability for all items in the questionnaire. The sample was 250 employees 
from six organizations in the plantation sector in Sri Lanka. Hypotheses testing were done by using Analysis of 
Covariates. Results provided some insight into how management can enhance employee performance through these 
criteria. Theoretical and practical implications of these results and directions for future research are discussed. 
 
Introduction 
 
By many scholars, leader effectiveness has been analyzed on the basis of the style adopted by the leader towards 
subordinates. Hedges, (1995) has reviewed that distinguished between leaders adopting an autocratic, 
democratic or laissez-faire style of leadership, and concluded that democratic leadership was preferable from 
both productivity and behavioral perspective. Situational leadership models suggest that leaders should effect 
changes in their own behaviors in order to be truly effective. Most studies conducted by leadership researchers 
in different part of the world reflect an awareness and understanding of leadership research conducted in United 
State and other Western countries. Most researches have been designed and tested in one culture and replicated 
in another culture rather than truly designed to test similarities and differences across all cultures. Drucker 
(1988) had pointed out the importance of taking into account the difference between people in different nations 
when studying management and leadership in any context: he asserts “because management deals with the 

integration of people in a common venture, it is deeply embedded in culture (reviewed by Hedges, 1995). What 
managers do is exactly the same but how they do it may be quite different”.  
 According to the recent research, person-organization value fit is one of the factors affecting on 
employee performance in organizations (Li, 2006; Wolf, 2007). Leader behavior is another important factor 
affecting on employee performance (ISR in USA, 2008; Li, 2006). As both of these factors affect on employee 
performance, there is a theoretical rational of predicting an interaction effect between leader behavior and 
person-organization value fit. It is a critical issue for leaders in today’s management to understand the ways of 

retaining their creative and innovative employees by improving person-organization value fit and hence this 
research, seeks to study direct influence and interactive influence of leader behavior and person-organization 
value fit on employee performance. 

Person-organization value fit is the congruence of an individual's beliefs and values with the culture, 
norms, and values of an organization. Recent researchers have mentioned that although there are various 
conceptualizations of person-organization value fit, it is broadly defined as the compatibility of individuals with 
the organization in which they work (McCulloch and Turban, 2007). Fit concerns in two different ways such as 
complimentary and supplementary fit and complimentary fit occurs when a person or the organization provides 
attributes that the other party needs; for example, the person may have skills needed by the organization. 
Supplementary fit occurs when a person and organization are similar on fundamental characteristics (Muchinsky 
and Monahan, 1987) which present study has been focused. Theoretical and empirical researches suggest that 
individuals and organizations are most effective when their values, needs, and interests are aligned (Daniel and 
Timothy, 1995). Manifestations of this alignment, which often is called person-organization value fit, which 
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include job satisfaction, involvement, cooperation, communication, and commitment (Chatman, 1991; Harris 
and Mossholder, 1996; Silverhart and Hinchliffe, 1996; Li. 2006; McCulloch and Turban, 2007). Wolfe has 
shown that employee-organization fit can generate big gains in profit and reduction in turnover for small 
business (Wolf, 2007). 

But relatively little empirical evidence only exist on the interactive effect of leadership and person-
organization value fit on employee commitment, participation for group decision making and trust in their 
leaders in Asia and no studies in Sri Lanka. Every organization seems intent on finding skilled employees these 
days to achieve competitive advantage in the business world. But focusing only on job skills might leave these 
companies a few employees short and a bit light on the profit. Hence recruiting the whole person to organization 
is the principal theory of the person-organization value fit model developed by Chatman (Chatman, 1989). And 
also Chatman, has mentioned that person-organization value fit is influenced by the selection and socialization. 
Leader can enhance the socialization process in organizations by formal and informal association with 
subordinates if the leader emphasizes team-building and employee involvement in decision making (Chatman, 
1989, 1991). 

Many researches have mentioned how do Human Resource (HR) practices contribute to organizational 
performance in which selective hiring, innovative recruitment, self-managed teams and decentralization of 
decision making, compensation policy, extensive training, job security, and information sharing. Results 
provided overall support for all HR practices except of job security and selective hiring was found to be a key 
practice that improved organizational performance (Ashok Som, 2008). Chatman (1991), in her influential 
study, found that recruits whose values, when they enter, match those of the firm adjust to it more quickly, feel 
most satisfied, and remain with the firm much longer. Though person-organization value fit is so important 
phenomenon in organizational management, even an organization has to keep those employees whose values do 
not fit its organizational culture, because of labor shortage or because of the need to remain creative and 
innovative human resources (Li, 2006). 

In this phenomenon it is worthwhile to study that whether leader can enhance employee performance 
even under low person-organization value fit by adapting suitable behavioral acceptance of employees and their 
cultures. Situational leadership models suggest that leaders should effect changes in their own behaviors in order 
to be truly effective. Among these, Ohio State study, Michigan study, Blake and Mouton’s Managerial Grid, 

House’s path-goal model (1971), Hersey and Blanchard’s situational leadership model (1977) and Vroom and 

Yetton’s decision making model (1974) are prominent. After these Western theories of leadership, two non 
Western theories were stood out from Japan and India that are, Misumis’s P-M theory (1985) in Japan, and 
Sinha’s Nurturant-Task (NT) oriented leader behavior theory (1980s) in India. Misumi’s PM leadership 

instrument was adapted for use in China, but researchers found it is necessary to add an additional leadership 
factor, labeled “C’ for character and morals, to adequately characterize Chinese leadership (Ling and Fang, 

2003; Wang, 1994; House, 2004). 
Another most recent leadership and culture study was the GLOBE study conducted in 62 countries 

including Eastern and Western parts of the world. A major question addressed by GLOBE project is that in the 
extent to which specific leader characteristics and actions are universally endorsed as contributing to effective 
leadership, and the extent to which these qualities and actions are linked to cultural characteristics. In the 
GLOBE project they have empirically proved that effectiveness of leader behavior is culturally contingent. Even 
Hofstede (1980) found that the single most important difference between people’s perceptions and attitudes is 

attributable to their national identity and the values connected with it. Model leader behavior patterns differ 
widely across countries in their emphasis on individualistic versus team orientation, particularism versus 
universalism, performance versus maintenance orientation, authoritarian versus democratic orientation and 
paternalism (House et al, 2004). Hence leader behavior and situational leadership models involved a 
paradigmatic shift in thinking away from concentration on “the leader only” and towards the “relationship 

potential between leader and followers”. As a result of these literature findings and existing research gap, it 
made some motivation to conduct the present research to move further to investigate the effectiveness of 
human-oriented leader behavior empirically to improve person-organization value fit, employee commitment, 
participation for group decision making, and trust in their leaders in Sri Lankan cultural context. 

As such, one contention of this study is that any means of improving organizational leadership by 
identifying suitable behavioral acceptance in order to enhance employee performance even under low person-
organization value fit. Hence above summary of prior research creates three objectives for the current study to 
evaluate, (1) How human-oriented leader behavior affects on employee commitment, participation for group 
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decision making, and trust in their leaders, (2) How person-organization value fit affects on employee 
commitment, participation for group decision making, and trust in their leaders and (3) Whether there is an 
interaction effect between human-oriented leader behavior and person-organization value fit on employee 
commitment, participation for group decision making, and trust in their leaders. 
 
Literature Review 
 
Person-Organization Value Fit and Leader Behavior 
 
Person-organization value fit is the congruence of an individual's beliefs and values with the culture, norms, and 
values of an organization. An organization whose members are acculturated to behave morally according to 
specified principle practice that "the organizational good"; i.e. culture of the organization. "The organizational 
good" is the soul of an organization and as such, it shouldn't change. Verquer and his team have found that value 
dimensions of congruence in person-organization fit demonstrated stronger relationships to all three outcomes, 
job satisfaction, commitment and intent to turnover (Verquer, Beehr and Wagner, 2003). A study conducted in 
Taiwan found that person-organization fit is a key element in both the level of job satisfaction that employees 
experience and also in their level of organizational commitment. Also this study has strongly mentioned that 
person-organization fit is an important variable within the organizations in non-western cultures (Silverthorn, 
2004). Taris and Feij has mentioned , good or optimal fit leads to positive work outcomes, while poor person-
organization fit is usually associated with negative results (Taris and Feij, 2001). Li, 2006 has mentioned that 
person-organization value fit has significant effect on employee performance in China. 

Chatman (1991) has found that person-organization fit is influenced by selection and socialization. 
Normally recruits learn less about the norms and values of the firm through formal socialization practices and 
more about the technical aspects. Hence leader behaviors may contribute to greater person-organization fit by 
informally conveying to the recruits norms and values of the organization (Li, 2006). Li, (2006) has suggested 
that leader behavior can influence person-organization value fit. For example, Silverhart and Hinchcliffe (1996) 
observed that, with person-organization fit, management and employees are more likely to use the same 
language and have better communication than when there is no such fit. Meglino (1991) tested the relationship 
between value congruence and satisfaction with a leader. They found that congruence between an employee’s 

values and the rated values of a leader was linked with the satisfaction with the leader. Past research seems to 
suggest that not all leader behaviors will influence person-organization value fit to the same extent. The leader 
behaviors that involve more intensive interaction between the leader and his or her subordinates may have 
greater impact on person-organization value fit by affecting the values, attitude and behaviors of subordinates 
(Li, 2006). Another research has shown that a significant effect between charismatic leadership and person 
organization value fit on employees’ outcomes (Huang, Cheng and Chou, 2005). Li, 2006 has mentioned, 
feminine leadership approach with its emphasis on interactive and team oriented leader behavior is one of the 
most relevant leadership behavior for person-organization value fit in the Chinese cultural context. 
 
Patterns of Leader Acceptance in Different Cultures 
  
Dorfman, 2004 has mentioned that leadership styles emphasizing participation, which are commonly accepted 
the individualistic West, are of questionable effectiveness in the Collectivistic East (House, Hanges, Javidan, 
Dorfman, and Gupta, 2004). Literature says, Asian managers place heavy emphasis on paternalistic leadership 
and group maintenance activities.  Charismatic or value-based leadership may display a highly assertive manner, 
as in the case of John F. Kennedy or Martin Luther (House, Hanges, Javidan, Dorfman, and Gupta, 2004). A 
leader who “listens carefully to what you say” is seen as more rewarding in the U.S. than in China. The 

Malaysian leader is expected to behave in a manner that is humble, modest, and dignified.  In India, there is a 
preference for leadership that is proactive, morally principled, ideological, bold, and assertive, in contrast to 
reactive, pragmatic, instrumental, quiet, and nurturing. By considering all those factors and cultural values of 
countries the GLOBE study has identified six global leadership characters; i.e. Charismatic/value based 
leadership, team-oriented leadership, participative leadership, human-oriented leadership, autonomous 
leadership, and self-protective leadership. 
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 Leaders in countries where cultural norms are more tradition–bound often take factors other than merit 
in to account if deciding on salary increases. On the other hand, leaders from modern societies tend to focus 
more on issues of merit, orderliness, punctuality, intended rationality, and progress. Hence the differential role 
demand placed on leaders may vary according to demographic composition of organizations, national or 
regional political systems, or the strategic requirements of the organizations (House, Hanges, Javidan, Dorfman, 
and Gupta, 2004).  
 
Influence of Sri Lankan Cultural Values on Leadership and Management  
 
Within the historical legacy of feudalism, Sri Lankan self-esteem is identified with family. Sri Lankans think in 
terms of collective and not individual values as society is not built on the individual but on the family.  It comes 
naturally for Sri Lankans to put the focus on combined interest of the family. The Sri Lankan cultural orientation 
is supported by shared values which function as the basis of shared behavior. Further, compared to the west Sri 
Lankans prefer a more “structured” social order and therefore, Sri Lankans are less autonomous and more 

dependent on their place in the surrounding social system. Society in Sri Lanka always expects social 
responsibility and sharing attitude, rather than favoring quick achievement of higher expectations by individuals. 
The results are less assertive orientation to personal achievement in the wider social context in Sri Lanka 
(Gamage, Cameron and Woods, 2003). 

House and his team in the GLOBE project have studied societal cultures and organizational cultures 
under 10 clusters in 62 countries. They found that Asian managers place a heavy emphasis on paternalistic 
leadership and group maintenance activities. In the GLOBE project they have empirically proved that 
effectiveness of leader behavior is culturally contingent. Also this study has mentioned that human- oriented 
leader behavior has scored highest in South Asian cluster out of all other cultural clusters in their study and it 
was 5.38 out of 7 points in the scale. Even in nature, Sri Lankans are more collectivistic, kind, humble, concern 
on others, and more cooperative. Based on these factors, researcher can conclude that Sri Lankan culture mostly 
values human oriented leader behavior than others (House, Hanges, Javidan, Dorfman and Gupta, 2004, page 
43-45). As a result, researcher predicts that human oriented leader behavior is the mostly valued leader behavior 
in Sri Lankan culture. With the influence of these collectivistic cultural values, leaders will be able to moderate 
the situations by changing their ways of managing their employees to have higher level of person-organization 
value fit. On this issue current findings will provide some empirical evidences of how human oriented leader 
behaviors affect on person-organization value fit and employee performance in Sri Lanka.  
 
Theoretical Reformulation and Development of Hypotheses 
 
Based on the literature survey and objectives, hypotheses were developed as follows. Considering of culturally 
endorsed implicit theory of leadership in the GLOBE project study and Sri Lankan cultural values, researcher 
predicted that the “human-oriented leader behavior” can enhance person-organization value fit and employee 
performance and hence it is considered as independent variable for the study. 
 
Leader Behavior and Person-Organization Value Fit  
 
Based on past research on leadership, organizational culture and person-organization value fit, the researcher 
argues that leader behavior can influence person-organization value fit. Sri Lankans think in terms of collective 
and not on individual values as society is not built on the individual but on the family.  The Sri Lankan cultural 
orientation is supported by shared values which function as the basis of shared behavior. If leader adopts a 
human-oriented leader behavior, leader has more opportunity to influence his or her subordinates effectively. 
Greater affection and communication may enhance the socialization of employees resulting in higher person-
organization value fit. When organization members have sense on each other and work as a group for 
organizational overall objective, they have more opportunities in influencing each other in adapting to the 
culture of the organization and thus, improving the person-organization value fit (Li, 2006). Based on these 
concepts, following hypothesis was developed:  
 
H1: Human-oriented leader behavior will have positive correlation with person-organization value fit. 
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Leader Behavior on Employee Performance 
 
The primary concern of leaders with considerate and employee-centered style is the employee's welfare. The 
primary concern of leaders with initiating-structure and production-centered styles are achieving goals. 
However, employee oriented leaders appear to be associated with high group productivity and job satisfaction. 
Fiedler's research demonstrates that employee performance and satisfaction are positively influenced when the 
leader compensates for the shortcomings in either the employee or the work setting. Asian managers place 
heavy emphasis on paternalistic leadership and group maintenance activities. Path-Goal theory assumes that 
leaders are flexible and that they can change their style, as situations require. Effective leaders clarify the path to 
help their followers achieve their goals and make the journey easier by reducing roadblocks and pitfalls. Hence 
researcher proposes if leader is human-oriented, he or she can improve communication, empathy, participation, 
and involvement of subordinates. Based on these, following hypotheses were developed, 
 
H2: a Human-oriented leader behavior can enhance employee commitment, employee participation for group 
decision making, and employee trust in their leaders in organizations 
 
Person-Organization Value Fit and Employee Performance 
 
H2: b   Person-organization value fit can enhance employee commitment, employee participation for group 
decision making, and employee trust in their leaders. 
 
Interactive Effect of Leader Behavior and Person-Organization Value Fit  
 
Also past research has suggested that person-organization value fit affects on job satisfaction, involvement, 
cooperation, communication and commitment of the employees (Li, 2006; McCulloch and Turban, 2007). Many 
scholars argue that leader behavior affects on employees’ motivation and commitment (Li, 2006; Huang, Cheng 
and Chou, 2005). As both factors affect on employee performance there should be an interaction effect between 
these two factors. Hence researcher proposed that: 
 
H3: Human-oriented leader behavior interacts with person-organization value fit to improve employees’ 

commitment. 
 
If person-organization value fit is high, first employees who hold similar values should share common aspects of 
cognitive processing that should lead to common method of interpreting events. Common interpretation reduce 
uncertainty and stimulus overload and improve interpersonal relationships presumably, in part, by reducing 
conflict and misunderstanding (Li, 2006). Also employees will be satisfied with agent in the work situation, if 
agents perceive that as having important values in common with him or her (Kalliath, Bluedorn and Strube, 
1999, Li, 2006). These conditions will enhance employee trust within the work place to stimulate participation 
of employees for group decision making in organizations. Hence researcher proposed: 
 
H4: Human-oriented leader behavior interacts with person-organization value fit to enhance employee 
participation for group decision making. 
 
Previous research also suggests that person-organization value fit is related to socialization and work outcomes 
(McCulloch and Turban, 2007). Also previous findings suggest that person-organization value fit has a positive 
effect on communication between leaders and their subordinates (assuming that leaders share the values of their 
organization) (Silverhart and Hinchcliffe, 1996). Another scholar has mentioned, if managers really want to 
create a successful, productive workplace, the secret is simply to build trust, a sense of purpose and strong 
human relationships (Amble, 2007). The greater communication is likely to result in to the greater 
understanding and trust between leader and his or her subordinates (Li, 2006). Hence I predict human-oriented 
leader behavior will enhance greater communication and understanding to improve employee trust on their 
leaders within the work group. Based on this researcher proposed: 
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H5:  Human-oriented leader behavior interacts with person-organization value fit to enhance employee trust in 
their leaders. 
 
Employee Behavior under Low Person-Organization Value Fit  
 
Though person-organization value fit is so important phenomenon in organizational management, an 
organization has to keep those employees whose values do not fit its organizational culture, because of labor 
shortage or because of the need to remain creative and innovative human resources (Li, 2006). Feminine 
Manager can improve the commitment and motivation of employees by adopting an appropriate leader behavior 
under Chinese cultural context (Li, 2006). It is worthwhile to find whether this is true for other cultures even 
under different behavioral model of leadership. Hence researcher proposed: 
 
H6: Human oriented leader behavior can influence subordinates even under low person-organization value fit to 
improve employee commitment, employee participation in group decision making, and employee trust in their 
leaders. 
 
Research Methods 
 
The researcher adopted a questionnaire methodology for data collection. Questionnaire was distributed among 
250 employees in six semi government organizations in the plantation sector in Sri Lanka. Organizations were 
selected purposively and participants were selected randomly. Respondents were middle managers, junior 
managers, and clerical staff of these organizations. 202 completed questionnaires were collected for analysis. 
 
Measures 
 
Human-Oriented Leader Behavior:  
 
Human oriented leader behavior was measured by five items developed by the theory of GLOBE project 
(House, Hanges, Javidan, Dorfman, and Gupta, 2004) and Li, 2006 study. The 7-point Likert scale was used to 
assess these items ranging from 1= strongly disagree to 7= strongly agree. The scale includes questions that “my 

superiors are kind enough to listen my opinions, The leaders of my organization provide a clear picture of the 
direction in which the organization is headed, People in my organization generally have an appropriate 
involvement in decision that affects their work, The leaders of my organization have empathy and soft approach 
towards employees in dealing with task, and Leaders of my organization always consider on everybody’s 

winning. The scale showed satisfactory reliability (Cronbach’s alpha ranging from 0.73- 0.82). 
 
Employee Commitment, Participation for Group Decision Making and Trust in Their Leaders 
 
The items for measuring employee commitment, and trust in their leaders were adapted from Li, 2006 study. 
Items for measuring employee participation for group decision making were self constructed. The items of 
measuring employee commitment were “I feel committed to the mission and direction of my organization; I 
expect to be with this organization for at least three more years, I feel hopeful about the future of my 
organization, and I like to perform above and beyond the call of my duty”. The scale showed satisfactory 

reliability (Cronbach’s alpha ranging from0.82-0.85). Items of measuring employee participation for group 
decision making were “I have opportunities to present my views in organizational decision making process, my 

superior makes me encourage presenting my experience and decisions on existing problems, my superior listens 
to my opinion without any criticism, and I can express my opinion to my superior without any hesitation. The 
scale showed satisfactory reliability (Cronbach’s alpha ranging 0.89-0.90). Items for measuring employee trust 
in their leaders were “All things considered, I have confidence in the top management of my organization, I 

have confidence in the leaders of my organization, and I can open my views to my leaders as they keep 
confidentiality. The scale showed satisfactory reliability in Cronbach’s alpha ranging from 0.74 - 0.85 (Li, 
2006). 
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Person-Organization Value Fit 
 
Questions under person-organization value fit, asked employees about the extent to which they feel their values 
and organizational values are fit together. There were 19 pairs of items (38 questions) selected from an 
instrument developed by House and his team in GLOBE project. Person-organization value fit was measured 
using the seven categories of measurements. They were “performance orientation, future orientation, gender 
egalitarianism, individualism and collectivism, power distance, human orientation, and uncertainty avoidance”. 

All items requested respondents to answer in both “As is” and “Should be” sentences. In “As Is” scale asked, 

respondents to indicate how descriptive each statement is regarding their current organizational environment and 
“Should Be” scale asked, respondents to indicate how well each statement describes them personally. The 

discrepancy between the scores from these two sentences reflected the level of person-organization value fit. 
The smaller the score, the higher the fit (House, Hanges, Javidan, Dorfman and Gupta, 2004).  Respondents 
rated the all items on a 7- point reversed scale other than gender egalitarianism. A higher score indicated lower 
agreement and lower score indicated higher agreement in each scale. But the scale of gender egalitarianism, it 
was vice versa. The scale showed satisfactory reliability (Cronbach’s alpha ranging 0.83 - 0.98). 
 
Control Variables 
 
Past research has suggested that demographic attributes may moderate the effect of leader behavior and person-
organization value fit (Chatman, 1991; Li, 2006). As a result age, gender, work experience of the current job and 
total work experience were considered as control variables here covariates. 
 
Results  
 
Table 1, explains the descriptive statistics for the study. The correlation coefficients between human-oriented 
leader behavior and employee commitment, participation for group decision making and trust in their leaders 
were positive and significant. Correlation coefficient between human-oriented leader behavior and person-
organization value fit was negatively significant (r = -.356, p<0.01 in 2-tailed). Here the researcher would like to 
note that the scale testing person-organization value fit was actually the difference between personal values and 
the perceived organizational values. The smaller the number, the higher the level of person-organization value 
fit. Therefore, negative correlation between leader behavior and person-organization values fit showed positive 
effects of the leader behavior on person-organization value fit. Correlation between age with employee 
commitment and participation for group decision making was significant but negative. According to these 
results, there is no correlation between age and employee trust in their leaders. Researcher can conclude that 
trust is not depending on the age of the person. Company tenure, total work experience and gender did not show 
any correlation with employee commitment, employee participation in group decision making and employee 
trust in their leaders. The correlation between age and person-organization value fit is positively significant. 
Correlation between company tenure and person-organization value fit is weakly positively significant. Sex 
didn’t show any correlation with person-organization value fit.  
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TABLEL 1: DESCRIPTIVE STATISTICS 

___________________________________________________________________________ 
Factors                       M      SD             1                       2                      3                          4         
___________________________________________________________________________ 
Independent var: 
1. Human-Lead.       4.75    .82             1          
 
Depen. Variables: 
2. P-o value fit         3.02    .94           -0.36 **               1                    
3. Commitment       5.25    .94            0.57 **             -0.64**             1           
4. Participation        4.84    1.1            0.58 **             -0.65**             0.83**                1 
5. Trust in leaders   5.44     .91            0.72 **            -0.47**             0.61**                 0.57** 
 
Control variables: 
6. Gender                1.4       .38          -0.05                  -0.11                  0.01                    0.04 
7. Age                      41       6.4          -0.07                   0.28**             -0.21**               -0.204** 
8. Com.tenure         10        4.3           0.039                 0.17*               -0.11                   -0.12                   
9. Total exp.           13.1     5.6           0.008                  0.19**             -0.10                   -0.12                    
_________________________________________________________________________ 

** Correlation is significant at the 0.01 level (2-tailed) 
* Correlation is significant at the 0.05 level (2-tailed) 

_________________________________________________________________________ 
        Factors               5                       6                          7                        8                       9        
__________________________________________________________________________ 
          5                      1 
          6                   -0.04                    1 
          7                    -0.12                  -0.06                     1 
          8                    0.04                   -0.03                    0.79**                1 
          9                     0.02                   0.002                   0.73**              0.85**              
___________________________________________________________________________ 

** Correlation is significant at the 0.01 level (2-tailed) 
* Correlation is significant at the 0.05 level (2-tailed) 

 
To test other hypotheses, Analysis of Covariate (ANCOVA) in General Linear Model procedure in SAS was used. 
ANCOVA can be described as ANOVA and Regression together. First researcher tested the significance of the models and 
percentage contribution of each model to each dependent variable. And also interactive effect of leader behavior and person-
organization value fit and direct effect of all factors were tested (see Table 2, 3, and 4).  
 In the table 2, the resulted model was significant at 1% probability level and it describes the 48.73% of 
commitment level of employees. The ANCOVA results indicate that human-oriented leader behavior is significant in 1% 
probability and PO fit is not significant in 5% probability on employee commitment to the organization (Table 2).  
 Table 3 describes the resulted ANCOVA model and it was significant at 1% probability. This model describes the 
46.84% of employee participation for group decision making in the organization. The ANCOVA results indicate that human-
oriented leader behavior is significant in 1% probability and PO fit is significant in 5% probability on employee participation 
for group decision making.  

In the table 4, the ANCOVA model was significant at 1% probability level and this model describes 51.48% 
contribution for employee trust in their leaders. The ANCOVA results indicate that human-oriented leader behavior is 
significant in 1% probability and P-O fit is not significant in employee trust in leaders at 5% probability under human 
oriented leader behavior. 
 Two way interactions between human-oriented leader behavior and person-organization value fit on employee 
commitment and participation for group decision making were highly significant. Their probabilities were 0.0001 and 
0.0004 consecutively. But two-way interaction was not significant on employee trust in leaders at 0.05 probability. In the 
study conducted in China, did not find an interaction between these two factors (Li, 2006). 
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TABLE 2: RESULTS OF ANCOVA WITH RELATION TO EMPLOYEE COMMITMENT 

UNDER HUMAN-ORIENTED LEADER BEHAVIOR 
Variable F value P value 
Human-oriented leader 53.58 0.0001*** 
Person-organization value f it 1.55 0.2140 
HL*PO fit 24.77 0.0001*** 
Sex 0.12 0.73 
Age 2.83 0.09 
Company tenure 0.09 0.77 
Total work experience 1.90 0.17 

Notes: * p<.05, ** p<.01, *** p<.001 - Model: R-Square = 0.4873, F = 26.21, Pr>F = 0.0001 
PO*HL = interaction effect 

 
TABLE 3: RESULTS OF ANCOVA WITH RELATION TO EMPLOYEE PARTICIPATION  

UNDER HUMAN-ORIENTED LEADER BEHAVIOR  
Variables       F value P value 
Human-oriented leader 41.71 0.0001*** 

Person-organization value f it                      6.17 0.0139** 

HL*PO fit                                                    13.16 0.0004*** 
Sex 0.79 0.38 
Age 1.25 0.26 
Company tenure 0.11 0.74 
Total work experience 0.86 0.35 

Notes: * p<.05, ** p<.01, *** p<.001 - Model: R-Square = 0.468403, F = 24.29, Pr>F = 0.0001 
PO*HL = interaction effect 

 
TABLE 4: RESULTS OF ANCOVA WITH RELATION TO EMPLOYEE TRUST  

IN LEADERS UNDER HUMAN-ORIENTED LEADER BEHAVIOR  
Variable          F value                      P value 
Human-oriented leader                              110.63                         0.0001*** 
          Person-organization value f it                    1.76 0.1863 
HL*PO fit                                                  2.76 0.0985 
Sex 1.02 0.3134 
Age 4.45 0.0362 
Company tenure 1.41 0.2360 
Total work experience 0.72 0.3959 

Notes: * p<.05, ** p<.01, *** p<.001 - Model: R-Square = 0.514892, F = 29.26, Pr>F = 0.0001 
PO*HL = interaction effect 

 
Table 5 shows that the results for how an employee commitment, and participation for group decision making 
under the different levels of leader behavior and person-organization value fit. First, researcher divided the data 
of human oriented leader behavior in to two parts based on the mid value of the rank as “high” and “low” human 

oriented groups. As well as, data of the person-organization value fit were divided in to two parts as “high fit” 

and “low fit” groups. Under the LSMEANS command, SAS program has provided a special set of means under 
each level of the factors called Least Squares Means as in table 5. These means were compared by Least 
Significant Different Test in order to compare their significance at alpha 0.05. 

According to these results highest mean value for the employee commitment shows by the combination 
of high human oriented leader behavior and high person-organization value fit. The second highest value shows 
by the combination of high human oriented leader behavior and low person organization value fit. If human 
oriented leader behavior is low, the mean value of employee commitment is low even under high person-
organization value fit. According to these result researcher can conclude that employees working under high 
human oriented behavior practice highest value of commitment.  
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Table 5 shows that the highest mean for the employee participation for group decision making by the 
combination of high human oriented leader behavior and high person-organization value fit. The second highest 
shows by the combination of high human oriented leader behavior and low person organization value fit. Even 
though person-organization value fit is high, the mean value of employee participation for group decision 
making is low if human oriented leader behavior is low as in the commitment.  

Interactive effect between leader behavior and person-organization value fit on employee trust in 
leaders was not significant in 5% probability. As a result mean separation was not conducted for employee trust 
in leaders. But this interaction also has some effect in a lower level of certain.  
 Demographic variables such as age, sex, company tenure and total work experience did not show any 
significant effect on employee commitment, participation for group decision making and trust in their leaders 
other than moderate effect of age on employee trust in their leaders. Effects of these unevenly distributed 
demographic factors were treated by the covariate analysis. 

 
TABLE 5: LEAST SQUARES MEANS FOR MEAN SEPARATION (GLM) 

Person-
organization 
value fit 

Human 
oriented 
leader 

Employee 
commitment 
(LS Mean) 

Employee 
participation 
(LS Mean) 

1 (High) 1 (Low) 3.64 3.39 
    
1 (High) 2 (High) 5.76 5.42 
    
2 (Low) 2 (High) 4.69 4.19 

 
Discussion  
 
Unlike much of the previous works looking at separate studies of leadership and person-organization value fit 
on employee outcomes, the present research was able to examine the interaction effect between leadership and 
value congruence of personal and organizational values and as well as the main contribution of each 
independent variable to each dependent variable. According to these findings, there are similarities and 
dissimilarities of results of Li. 2006 study in China.   
 According to the findings (Table 1), human-oriented leader behavior has positive and significant 
correlation with person-organization value fit. Hence hypothesis one (H1) can be supported. Also employee age 
has negative and significant correlation with employee commitment and participation. It means that when age is 
increasing, commitment and participation for decision making activities are decreasing. As in the results (Table 
2), researcher can assess that human-oriented leader behavior can enhance employee commitment to the 
organization and person-organization value fit can not enhance employee commitment to the organization at 5% 
probability under the human-oriented leadership behavior. According to these results hypothesis 2.a can be 
supported. Hypothesis 2.b can not be supported under human-oriented leadership. As in the Table 3, researcher 
can assess that both human-oriented leader behavior and person-organization value fit can enhance employee 
participation for group decision making in the organization. According to these results hypotheses 2.a, and 2.b 
can be supported under employee participation for group decision making. 
 Further these results explain (Table 4), human-oriented leader behavior can enhance employee trust in 
their leaders. But P-O fit can not enhance employee trust in their leaders in 5% probability level under human-
oriented leadership behavior. According to these results hypotheses 2.a can be supported under employee trust 
in their leaders. But hypothesis 2.b can not be supported under human-oriented leadership behavior. Even 
though there are direct effects of these variables also there are two way interactions between human-oriented 
leader behavior and person-organization value fit on employee commitment and participation for group decision 
making. Hence hypotheses 3 and 4 can be supported. Hypothesis 5 can not be supported by these results. Also 
results explain  (Table 5) that even though person-organization value fit is high, if leader is low human oriented,  
employee commitment and participation for group decision making is low. Hence leader style is the most 
important factor for enhancing employee commitment and participation in group decision making in 
organizations. Hypothesis 6 can be supported by these results.  
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Conclusion and implications 
 
The results have important practical implications for organizations in managing diverse work force effectively. 
The study has provided evidence that, human-oriented leader behavior can enhance employee commitment, 
participation for group decision making, and employee trust in their leaders in work place. And also leader can 
moderate the level of value fit of employees and organization as we predicted. As well as the ultimate level of 
employee commitment and participation for group decision making is decided by the effect of interaction of 
leader behavior and person-organization value fit. It provides a clue that leader behavior and person-
organization value fit make some alternative influence in deciding level of employee outcomes in commitment 
and participation. When there is an interaction effect between these two factors the main effect can be 
suppressed in some extent. Here researcher would like to mention that many of the past studies have been 
conducted on direct effect of leadership and person-organization value fit on employee outcomes. Present 
research has provided some insights in to a new phenomenon to think on their alternative impact in deciding 
employee performance. As in the results of this study researcher can conclude that both leader behavior and 
person-organization value fit are better predictors for employee performance. As well as this provides some new 
facts for a theoretical development in interactional perspective of leadership and person-organization value fit. 

Second, interestingly, this study has shown that, employees who are working under high human 
oriented leader behavior show a higher employee performance in commitment, and participation for group 
decision making even under low person-organization value fit. Finally researcher can conclude that leader 
behavior is the most powerful predictor in employee performance as the model explained. As well as 
organizations can be managed effectively even with those employees who have low person-organization value 
fit by adapting human-oriented behavioral style of leadership. Though person-organization value fit is low, it is 
important to retain those employees who are having creative and innovative skills rather than let them out. 
Leader behavior can moderate the situation to retain those employees in order to sustain competitive advantage 
in organizations. These findings can get in to practice in the work places by improving and changing the 
processes and policies of recruitment, selection, socialization and training of employees. In this process leader 
behavioral style is interactive and decisive, because leader can recruit more value fit groups to the organization 
or leader can influence employee socialization process in the work place. For further research it is interesting to 
study that the effect of leader behavior, person-organization value fit and their interactions in relation to 
organizational financial performance in different cultures and societies. 
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Abstract 

Every organization must deal with the issue of allocation of human resources. Effective way to increase the 
performance of the enterprise or organization is the optimal allocation of human resources. It must be ensured 
consistent quality of the deployment of human resources. The following is addressed in the survey necessary quantity 
of human resources in changing circumstances, changes in the activities carried out and work practices while 
maintaining the required quality. It also deals with minimizing the cost of changes in the quantity of human 
resources, using existing staff and stocks. Mathematical and statistical methods are used to solve the problem. Model 
for determining the amount and allocation of human resources is based on a special assumption which is empirically 
verified in the course of 5 years of using this method. The model is being used in one of the organizations of the 
government of the Czech Republic. Use of the model may be regarded as appropriate in the private sector. 

 
Keywords 
Deployment of human resources, effectiveness of human resources, Saaty´s method, Delphi´s method, FTE (Full Time 

Equivalent), state administration. 
 

Introducion 
 
Deployment of human resources plays an important role in the cost and effectiveness of the organization or 
company.  

Analysis of allocation of human resources is often conducted under the following scenario. A company 
is selected to make the analysis for specific money while getting the frame concept of the reduction of workers 
within the analysis. The company will require organization, internal rules, a list of applications being used and 
their description.  

The company will create a map of the main, secondary and other processes of the analyzed company. 
Then they start a great event questionnaire, which will address most (or all) workers, to describe what they do 
and for how long. After that they look for the so-called duplications in the activities of the organization which 
are usually cancelled. Then, according to the canceled duplicate they propose reducing the number of workers 
and they also suggest not to do activities that do not exceed a certain threshold of the total annual working time 
of individuals. In some cases they propose an amendment to the organizational structure.  

 
The shortcomings of the usual procedure  
 
The proposed organizational changes are nothing new for the staff of the company, and therefore they pay for 
what they already know. The reduction of the number of workers according to the duplication based on the 
conceptual basis of the scattered results, conduce to the specified reduction, but not in places where it's actually 
needed.  

A major deficiency of this procedure is the lack of understanding and unification of conceptual base, 
which occurs when verifying outputs obtained from the questionnaires. The conclusions of the examination of 
this kind then are not sufficiently reliable. There are cases where the organization carried out slimming down the 
number of staff according to the analysis and the subsequent period has been forced to re-occupy these places. 
However they lost its quality staff and the continuity of development at these sites was broken.  
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The method used in the organization of state administration in the Czech Republic  
 
The procedure was developed and is being developed since 2004. It is used approximately twice a year and is 
primarily designed for the needs of organizations focused on work, which is not possible to quantify normally, 
given the different lengths of otherwise identical tasks in activities. During the application of this method the 
empirical verification and a number of improvements was reached.  

This method can be used by any company or organization of government, using its own resources. The 
advantages are plausible outcomes and thus reduction of the losses resulting from analysis of the deployment of 
human resources badly done by the external subject. 
Description of method  
 
The method is used to correct structural organization and to straighten the processes in the organization, 
although  it may indicate the need of adjustments of the processes in some cases. The method is being managed 
as a project.  

Principles of the methods:  
- The use of reliable, qualitative and quantitative data,  
- Surveys carried out by real processes in quantities involving less than 90% of the time burden of 

activities,  
- The use of statistical procedures, including validation and credibility of results,  
- Use of linear programming,  
- Processing of tabulating outputs  
- Cooperation with external subjects.  
The method is based on a thorough analysis of the activities (organization, internal rules, guidelines, 

etc.) and their valuation. Carries out relative evaluation of the time demand of the transactions carried out with 
the technology and resources.  

Business operations must be assessed to cover work in all its breadth and time consumption (100%). 
Too detailed division is not recomended, acts of less time demand are rather under the other groupings of acts. 
The evaluation of the operations must also reflect changes in working practices and changes in the technology 
working.  

Activities are then quantified and using the length of working time and the average rate of absence (or 
other specifics) is possible to determine the essential number of workers needed for the examined group of 
activities. Quantification of activity is based solely on the elements that can be objectively quantified. If you can 
not find such elements, it is necessary to use other objective elements for example, based on comparison of the 
same activities. Output analysis process can also be used, if available. 

Criteria for assessing the operations are by their further use in the target programming grouped into 
three categories:  

- Variable criteria - consumption time of the action depends on the number of objective factors,  
- Fixed criteria - the consumption of time is intended as a solid share of the variable criteria, in 

principle, is used as the basis for one or more variable criteria,  
- Flat-rate criteria - the consumption of time is intended in the same volume for all services.  
Fixed a flat-rate criteria are used where there is a lack of reliable quantitative data that provide an 

overview of the actual consumption of time.  
In the second part the method is performed comparing the number and placement of workers according 

to the above procedure with the original state workers. This leads to the elimination of variations due to 
inaccuracies in the assessment of individual operations. Elimination of exemptions is based on the premise that 
the number of workers need to reflect the actual experience of workers by managers in the course of time since 
the last analysis by the deployment of human resources. There will be, therefore, interactions of both factors 
(experience of managers against the exit of the first part of the described method) to determine the necessary 
number of workers.  

The last element of the method is to create tabulating outputs. For each activity, for example, are 
processed three different outputs (different numbers of workers in the dislocation), which may be acceptable for 
the quality and technology activities. It is up to the decision of managers, which selects the output of the next 
period that the higher the quality of the activities chosen higher output. It is clear that must not always mean a 
higher number of workers required a higher quality output.  

1337



Technological changes or inputs that may also affect quality, are in a short period of time treated as a 
fixed element (the method is used twice a year).  

The individual working steps in the method used can be sorted as follows:  
1. Analysis processes, activities and indicators of draft load.  
2. Validation of indicators - assessment expert (Delphi method).  
3. Determination of the weights of indicators.  
4. Data Collection.  
5. Verification of the validity and credibility of data and weights.  
6. Processing model of burden in the activity, validation of the model.  
7. Output optimization LZ - use the model to determine the number of workers.  
 

Special presumption  
Use of this method is based on an assumption, which is then validated and tested in terms of validity and 
credibility of the overall output.  

Each set of operations is determined by at least one that can be objectively assessed in time and 
objectively quantifiable. On the basis of this element is the reasoning for the length of the whole activity. This 
element should describe at least 40% of activity. The rest of the activities - their time - is counted to 100%. If 
there are at least two objectively timed elements, then they can be used to verify the accuracy of the mutual. If 
the element describes less than 40% of activity the demands on the accuracy of this element are increase, 
otherwise inaccuracies may arise in determining the overall time performance of activities.  

This assumption is shown by empirical findings re-using the method.  
 

 

FIG. 1: Simplified model of the determination of human resources 
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The above graphic shows the process model in a simplified form. After determining the activity using 
the Delphi process weights of individual activities, one of the elements (more than 40%) is determined by time-
consuming with the average deviations and delays of other activities are counted. The total deviation shown in 
the figure may be higher than 10%, because there are not recognized exceptions arising from the survey weights 
of individual activities. If the total deviation is more than 20%, there can be sufficient doubts about the quality 
of input data. This means that it is necessary to reconsider the inputs.  

 
Using mathematical and statistical procedures  
 
Determination of weighting parameters is performed using Saaty´s method. This method is carried out 

comparing all possible pairs of criteria. The degree of importance of one criterion over the other is expressed by 
the expert in the whole scale of 1 to 9, where the value of 1 corresponds to the fact that a pair of criteria is 
equally important, then the value of 9 that the absolute importance of one criterion outweighs the second 
criterion. Suitability and attractiveness of the Saaty´s method is that the expert may express verbal rather than 

numerical scale manner.  
Each activity is expressed in more professional staff. Outputs of the professionals are compared and are 

subject to an evaluation of their quality in terms of consistency of output. To this end, may be used or the 
consistency index in the conditions of this experiment is to use its own tool for evaluating consistency, which is 
able to assess the level of a maximum of seven criteria.  

Another special feature of the mathematical method is using of the programming of the target. By 
entering the model verification of the criteria, validated data and FTE staff to carry out the activity so far. 
Specified purpose function is to minimize both positive and negative variations and leads to solutions that are 
mutually as far as possible close to the target value. In this way, there is maximum use of all available human 
resources.  

 
Pros methods 
 
The created model can be used for guidance very quickly. Just get the data used for the quantification of which 
are within the organization usually readily available. The condition for this stability is the use of work processes 
and technologies.  

For the pros of the method can also be seen its practical verification and its regular use. Since 2004, the 
method is used 2x a year. Another asset is its robustness - not subject to a unique method of output fluctuations, 
on the other hand, however, react adequately to changes in the actual workload.  

 
Shortcomings of the method  
 
Creating a model is not simple and is time-consuming - in terms of processing more than 10 key national 
competencies takes about 1-2 months. This time, however, would probably be a bit longer if some outputs 
wasn´t tested and reviewed continuously.  

In some hardly specificated cases, the deviation from the mean value a number of workers is higher 
and it is necessary to use personal experience to assess the necessary number of workers. This lack is reflected 
in particular where due to the character of work it is not possible to quantify the work sufficiently. 

 
Using of the method 
 
Since the beginning of its use in the context of a changing workload moved 30% of staff organizations, many 
jobs have been abolished (about 10%). Other methods of use:  

- Provides an overview of the potential burden of the activities carried out,  
- Dislocation motions of bodies of state administration,  
- Initiatives to change organizational integration,  
- A basis for quantifying the output of the process analysis,  
- Basis for evaluating the performance (together with procedural analysis). 

 

1339



Conclusion  
 
The use of a special assumption is empirically verified in the organization of government in the Czech Republic. 
It opens the possibility to analyze quickly and relatively easily the deployment of human resources. This 
analysis can be carried out using its own resources and can be regularly repeated. If there are no significant 
changes in working practices and changes in the use of new technologies, the possibility of re-use of this method 
is reduced only to insert the updated data.  

The advantage is that it does not require the implementation of process analysis as input (although 
some analysis of the activities of course is needed). In conjunction with the analysis the process method can be 
used as a prerequisite for performance measurement.  

The described method is suitable mainly in non-manufacturing areas (such as public administration, 
institutions, public administration, banks, etc.). 
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Abstract 
 
Each company is represented by group of activities. Purpose of these activities is to design, produce, sell 
in the market-place, supply and promote company’s products. All of these activities can be demonstrated 

by value chain, which includes management of informational systems, inputs identification and purchase, 
production program, order processing, stock optimization, products storage and customer services. 
Suitable tool for performance valuation of company’s value chain activities can be seen in company self-
evaluation according to the EFQM model. It means the overall analysis of all processes and company 
activities. EFQM Excellence model point out how the customer and employee satisfaction are affected by 
management, who deals with strategy planning, people, sources, processes and quality management. 
 
Introduction 
 
Today is affected by impacts of the global financial crisis. That is why a consistent analysis of value chain 
belongs to essential and unavoidable company activities. Obtained information on all value chain processes 
(main and subsidiary) can help to company management on deciding for example in which company areas we 
can reduce the costs or which processes are unavoidable for effective company running. Especially the 
characteristics – process time severity, process economic evaluation and process quality are the subject of value 
chain processes analysis. In the contribution we will try to aim only to the analysis and sequential methodics 
creating for evaluating of so called process quality at which we will use the main benefits of EFQM concept in 
sequence to company value chain 
 
Concept EFQM Model Excellence 
 
The EFQM Excellence Model was introduced at the beginning of 1992 as the framework for assessing 
organisations for the European Quality Award. It is now the most widely used organisational framework in 
Europe and it has become the basis for the majority of national and regional Quality Awards. [1] European 
Foundation for Quality management (EFQM) defines excellence as the outstanding practice in managing the 
organization and achieving results based on fundamental concepts, which include: results orientation, customer 
focus, leadership and constancy of purpose, management by processes and facts, involvement of people, 
continuous improvement and innovation, mutually beneficial partnerships, and public responsibility. 

EFQM model is a practical tool that can be used in a number of different ways: 
 As a tool for self-assessment 
 As a way to benchmark with other organisations 
 As a guide to identify areas for improvement 
 As the basis for a common vocabulary and a way of thinking 
 As a structure for the organisation's management system [10] 
 

EFQM model is a non-prescriptive framework based on 9 criteria (figure 1) against which is possible to 
assess an organisation's progress towards excellence. Five of these are 'Enablers' and four are 'Results'. The 
'Enabler' criteria cover what an organisation does. The 'Results' criteria cover what an organisation achieves. 
'Results' are caused by 'Enablers' and 'Enablers' are improved using feedback from 'Results'. Each of the nine 
criteria has a definition, which explains the high level meaning of that criterion. 
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1. Leadership 
2. Policy and Strategy 
3. People  
4. Partnerships and Resources 
5. Processes 
6. Customer Results 
7. People Results 
8. Society Results 
9. Key Performance Results 
 

 
FIGURE 1: EFQM MODEL EXCELLENCE 

 
Rusjan [7] assesses the usefulness of the EFQM Excellence Model for decision-making on 

organizational improvement activities. Davies [2] explores the integration issues that are important to consider 
when attempting to implement the EFQM Excellence Model.  
EFQM believes that the process of self-assessment is a catalyst for driving business improvement. The EFQM 
definition of self-assessment is as follows: self-assessment is a comprehensive, systematic and regular review by 
an organisation of its activities and results referenced against the EFQM Excellence Model. The self-assessment 
process allows the organisation to discern clearly its strengths and areas in which improvements can be made 
and culminates in planned improvement actions that are then monitored for progress. 

Therefore, the EFQM Excellence Model could be used as an engine of improvement, as comparisons of 
result with internal targets, competitors or similar organizations and ‘best in class’ organizations could (should) 

be used to prioritize and drive improvement [7]. Ideally, the self-assessment process culminates in planned 
improvement actions, which are then monitored for progress.  

Literature suggests that a self-assessment tool based on business excellence models is helpful, as 
ongoing self-assessment using the EFQM excellence model, for example, is systematically helping companies 
identify and correct gaps in their performance. The use of a recognized model will help carry out self-
assessment quickly and effectively [2]. 
 
RADAR 
 
In 1999 an unprecedented approach was introduced together with EFQM Model Excellence. This approach was 
designed to quantify self-assessment results and to evaluate the applicants for European quality award that was 
marked by its creators, experts of EFQM, as RADAR. It concerns a logical diagram which in its complex 
represents the most difficult but also the most objective alternative of evaluating in relation to EFQM Model 
Excellence. For the purposes of self-assessment the RADAR is a recommended diagram. RADAR is a 
compound of five english terms abbreviations: 
 R – Results, 
 A - Approach,  
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 D - Deployment,  
 A - Assessment,  
 R – Review. [10] 
 

It goes from precondition that planning and proposition of appropriate approaches (it is methods and 
actions), its validation across the company and systematic judging and reconsideration with the aim of further 
improvement is a essential precondition for reaching extraordinary positive results. 

When evaluating the component approach reviewer has to direct to how the existing entity works, if 
you like how it intends to work when filling the policy and plans and for which reasons it work this way. It is 
necessary to take into account the following when evaluating: 
 convenience of used methods, tools and techniques by individuals and teams, 
 whether well-defined and proposed processes exist, 
 whether the interests of individual interested parties are respected, 
 whether the approaches to processes implementation support strategy performance and company policy, 
 convenience of compactness with other approaches and methods. [10] 

 
The component deployment is orientated on the reviewers were able to evaluate how the selected 

approaches are expanded within the company and then especially: 
 how approaches, methods and tools are implemented in all areas, processes and products, 
 how systematic is this deployment. [10] 

 
When evaluating the component assessment and review, reviewers have to direct to how the company, 

it means management staff regularly examine used approaches and methods, including their expanding. What is 
taken into account is whether: 
 appropriate measurement and monitoring of approaches and expanding were defined and carried out, 
 particular activities of learning were done on the basis of reconsideration, 
 the outputs of measurement and learning are used by the management staff for identification, planning 

 and implementation of constant improvement processes. [10] 
 

The first five criteria of EFQM Model Excellence in the category ,,preconditions“ are then evaluated 

just by means of approaches components, redistribution extend and judging and examination dimension . 
All criteria of result part in EFQM model are evaluated by means of reached results. Here the level and 

incidence of company’s results are taken into account. When judging results level following assessment criteria 
apply: 
 
 existence of positive trends and (or) keeping stable level of perfect results, 
 measure of meeting properly - defined goals, 
 existence of comparison (benchmarking) with other companies, especially with those which are 

generally respected as the best. [1] 
 
Evaluation of results incidence includes: 

 extent in which given results are presented, 
 extent of all relevant areas coverage with results, 
 extent of results acceptance and understanding by company’s employees. [1] 

 
Value chain 
 
Every company that wants to survive today has to prosper and have customers. Customers require a certain 
value of products and services and that is why company has to take care for the value to attract and hold the 
customers. Value contains characteristics, benefits and other aspects of goods and services for which the 
customer is willing to pay. The value is provided to customers on the basis of transformation process into which 
the material and other sources enter and from which a product or service rises in such a form, time and place as 
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the customer requires. It means not only producer’s or provider’s effort but also of all of those who are 
connected with him somehow (suppliers, other producers and customers). [6] 

From the value a company is able to create for its customers, a competitive advantage rises. This 
advantage can appear as lower prices or providing preferential treatment. Competitive advantage is the core of 
the company efficiency on the market where the competition exists. The basic tool for competitive advantage 
definition and finding way to its increasing is its value chain. [6] 
 
Value chain characteristic  
 
Value chain is a complex of continuous actions that add the value step by step, starting with material processing 
material and finishing with final product in user’s hands. Value chain includes information systems 
management, identification and inputs purchase, schedule and production plan, orders processing, control of 
stock, stock, customer service, backward wraps and material buyout etc. [3] 

Every company forms a complex of activities whose purpose is to design, produce, sell on the market, 
supply and support its product. All these activities can be figured by using the value chain. Value chain of 
company is a way how company carries its activities, is echo of its historic development, its strategy, approach 
to strategy implementation and internal economy of these activities [6]. Every company has its own specific 
value chain. Differences between companies value chains are an essential source of their competitive advantage. 

Value – creating chains can be divided to primary or basic activities and promotional activities. 
Primary activities are all activities concerning the product production, its marketing and selling and services 
connected with product using e.g. input events management, production and operation, output operations 
management, marketing and distribution and service). Each of these activities can be, in dependence on a 
particular branch, essential for the competitive advantage. Promotional activities are activities securing basic 
operations implementation (e.g. provider´s activity, technological development, workforce management and 
company infrastructure). [5] Provider´s activity can be further divided to different activities, as suitable 

suppliers consideration, samples getting or constant monitoring of suppliers efficiency. Technological 
development can be group into effort to improve the quality of a product or a service or course of manufacture. 
Workforce management contains advertisement, recruitment, training, further development and an employee 
pays. Workforce management has its account when deciding on employees´ qualification and motivation and 
costs on their acceptance and training. [5] Company infrastructure contains board of management, planning, 
finance, accounting, legal department, administration affairs and quality management. This activity helps the 
whole chain, not to individual activities. The basic diagram of value-creating chain according to M. Porter is in 
the following picture 2.  

 
Figure 2: Value chain (Porter 1985) 

 
Processes classification framework (figure 3) created by American non-profit association APQC 

(American Product Quality Center) will help us to identify and define concrete phases (processes) of value-
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creating chain. This association combines over 500 companies, mainly from the USA, and its main mission is to 
create information database for benchmarking and to develop the best practices. This model is a modification to 
the basic model that was created in cooperation with consultant firm Arthur Andersen on the basis of study in 
more than 80 companies in 1992. The model shows most of the processes that can figure in company 
 

 
Figure 3 Process Classification Framework (2006) 

 
Process – definition, characteristic, process measuring 
 
Process is the basic component of value-creating chain. There are several process definitions whereas they only 
differ in time of origin and visual angle. The definition from Michael Hammer [4], one of the founders of BPR 
(Business Process Reengineering) managerial theory is: „Process is a complex of activities that requires one or 
more categories of inputs and creates an output having value for customer“. So every process has several basic 
characteristics. From the above mentioned definition it is clear that it uses some sources, transforms inputs to 
outputs and consists of ordered steps – it is possible to decompose it to sub processes and activities. Further the 
process could be specified by its explicit beginning and ending (including links to other processes) and 
repeatability. Moreover we could deduce that process is launched by a signal. Every process has its 
characteristics that can be measured ( transit time, timeliness, quality and costs). Organizations should find out 
the sum of costs, time and performance (quality), which them enable in order to deliver to customers excellent 
products and services.  
 
Time of process course is a basic process evaluative criterion. The overall time of process course (Elapsed 
Time) can be expressed as a count of Processing Time of product and Waiting Time - Delay. Time of process 
disposal is time during which the sources are allocated during process whilst the waiting time is time when a 
product (intermediate) waits for sources mobilization, e.g. caused by lack of sources capacity. [9] 
 
Process costs are quite dependent efficiency criterion derived from time. Overall process costs can be again 
expressed as a count of two components - direct and indirect. Direct costs are especially costs that can be 
reached to final product of process and changes with its quantity on process output (basic material, direct work 
on product). Direct costs reaching at individual activities creating process (e.g. ABC - Activity Based Costing 
method) is quite exact way of direct costs defining. Indirect costs are mainly general expenses. Indirect costs are 
usually calculated on individual processes products on the basis of cost-allocation base or according to its rate 
on the direct costs which can lead to inaccurate process evaluation. Some costs can be defined on the basis of 
process disposal time that individual activities allocate within process, it means function of time. [9] 
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Measuring of processes quality 
 
Processes quality is often commuted for quality of competent processes outputs. It is expressed for example as 
speaking about work quality whilst the production quality is measured. Measuring of output quality is easier as 
it is an object that exists and can be controlled as long as required in comparison and specification form. But 
how to control the quality of work and processes? Internal audit including data records controls on their 
continuance are standard method. Disadvantage of this control method is its prize – records and lists making and 
time of people designing internal audit are expensive. [8] 

Concept EFQM that serves as a tool for evaluating efficiency not only of processes but also company 
as a whole is an interesting possibility of measuring value chain processes quality. Categories 1 - 5 models 
criteria (category ,,preconditions“) are an important component of EFQM concept and its using at processes 

quality measuring. Successful following of the criteria leads to improvement of company’s results (criteria 6 - 
9). First five criteria of EFQM model (1 – Leadership, 2 – Vision and strategy, 3 – People, 4 – Partnership and 5 
– Processes) make precondition for company being successful. In other words we can say these categories 
(criterion 1 - 5) are the basic processes for efficiency (quality) increasing of the all company. From this rises the 
possibility of connecting these processes of model EFQM with company value chain processes and get a tool for 
identification and defining appropriate processes at quality increasing criterion. The main benefit of EFQM 
model and its fragmentation to partial criteria (processes, activities or actions) serve to processes identification 
and consecutive creation of company value chain with the aim to create a competitive value chain.  

Another possibility of processes quality measuring associated with EFQM concept is using of so called 
RADAR at evaluating individual processes of value chain. RADAR is the most objective company self-
assessment methodic according to criteria of EFQM model. For the needs of this contribution we are especially 
interested in the methodic of RADAR at evaluating of individual criteria in the part ,,preconditions“ (it is criteria 

1 - 5) when we evaluate three essential characteristics that run within every criterion. According to RADAR we 
will evaluate every phase (process) of value chain according to whether there are: 

 properly designed partial processes (activities, actions) in line with needs of interested sides with 
other relevant processes 

 processes (approaches) systematically applied in all relevant company areas  
 regular evaluation and reconsideration of these processes (approaches) 

 
Thanks to this methodic we can find out whether every process of value chain is appropriate designed, used 

and regularly valuated and checked. So we find out whether company carries out its processes correctly 
according to the main criterion – process quality defined by EFQM concept and its self-assessment method 
according to RADAR. 

 
Company value chain formation  
 
Every company forms its value chain by different ways; it means that value chains are different in all 
companies. Company goal is to get competitive advantages in individual processes of value chain. Important 
precondition to get a competitive advantage is finding out the complete info on processes inside value chain. 
One of them is possibility of using EFQM concept at efficiency (quality) valuating of individual processes. 

For needs of this contribution we can simplify the value chain formation by using general model value 
chain by Porter and APQC processes classification framework to define individual process. Connection of these 
approaches can give a way how effectively can be identified the general model of company value chain 
disposable for bigger group of companies. Diagram of created model of value chain processes is following: 
 
Primary activities: 
Marketing (identification and new market acquisition, sale) 

 Understand markets, customers and capabilities 
 Develop marketing strategy 
 Develop sales strategy 
 Develop and manage marketing plans 
 Develop and manage sales plans 
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Product development / product supply creation 
 Evaluate performance of existing products/services against market opportunities  
 Define product/service development requirements  
 Perform discovery research  
 Confirm alignment of product/service concepts with business strategy  
 Manage product and service life cycle  
 Design, build, and evaluate products and services 
 Test market for new or revised products and services  
 Prepare for production  

 
Production  
 Schedule production  
 Produce product  
 Schedule and perform maintenance 
 Perform quality testing  

 
Production logistic and distribution 

 Develop sourcing strategies  
 Select suppliers and develop/maintain contracts  
 Order materials and services  
 Appraise and develop suppliers  
 Define logistics strategy  
 Plan inbound material flow  
 Operate warehousing  
 Operate outbound transportation  
 Manage returns; manage reverse logistics  

 
Customer service and customer care  
 Develop customer service segmentation/prioritization  
 Define customer service policies and procedures  
 Establish service levels for customer 
 Plan and manage customer service work force  
 Manage customer service requests/inquiries  
 Manage customer complaints  
 Measure customer satisfaction with customer requests/inquiries handling  
 Measure customer satisfaction with customer-complaint handling and resolution 
 Measure customer satisfaction with products and services 

 
Supplementary activities: 
Informational and communicational systems 

 Manage the business of information technology 
 Develop and manage IT customer relationships  
 Manage business resiliency and risk  
 Manage enterprise information 
 Develop and maintain information technology solutions  
 Deploy information technology solutions  
 Deliver and support information technology services  
 Manage IT knowledge  
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Human resource (HR) 
 Develop and manage human resources (HR) planning, policies, and strategies 
 Recruit, source, and select employees  
 Develop and counsel employees  
 Reward and retain employees  
 Re-deploy and retire employees  
 Manage employee information  

 
Manage property 

 Design and construct/acquire non-productive assets  
 Maintain non-productive assets  
 Obtain, install and plan maintenance for productive assets 
 Dispose of productive and non-productive assets  
 Manage physical risk  

 
Financial Services 

 Perform planning and management accounting 
 Perform revenue accounting  
 Perform general accounting and reporting  
 Manage fixed asset project accounting  
 Process payroll  
 Manage treasury operations  
 Manage internal controls 
  Manage international funds/consolidation  

 
 
Possibilities of model EFQM criteria connection with company value chain processes  
 
In previous text was described possibility of value chain formation by using APQC framework and general 
model of value chain by M. Porter. We obtained simple process model of value chain processes focused mostly 
on productive companies (organizations). Next instrument for identification and definition of value chain 
processes could help us the concept EFQM. The individual criteria of EFQM model (criterion 1 – 5 – sphere 
,,expectations,,) create important activities, which are needed in order to company can reach the excellent results 
(criterion 6-9). From the view of EFQM concept the processes represent presumption for results improvement in 
criterion of quality increase of organization. We suppose that processes utilization (with criteria of EFQM 
model) at value chain processes creation could lead to its total improvement. We can in this way obtain 
instruction how to find suitable and correct processes (activities) for value chain processes creation, which could 
fulfill the condition of processes quality improvement and also the qualities of whole organization. The scheme 
of connection criteria model EFGM proposal and processes of value chain processes is following: 
 
Marketing (identification and new market acquisition, sale) 
Marketing activity consists of identification, definition and analysis of market on which company acts. In 
addition it includes expectations and needs of customers (marketing researches, actions, etc.) as well as analysis 
of competitive advantages of company against its competitors.  
 
                     EFQM criteria 2a. Policy and Strategy are based on the present and future needs and 
expectations of stakeholders 
 
Product development / product supply creation 
For these activities is special emphasis place on design, documentation and preparations in accordance with 
customer needs and expectations. Research and development should be made together with customers, business 
partners, universities and other stakeholders of the company. 
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                     EFQM criteria  4d.  Technology  is managed  
                                               5c.  Products and Services are designed and developed based on 
                                                     customer needs and expectations 
Production 
Consist of there main activities: 

 Planning and organization of production, 
 Production and assembly, 
 Inspection, controlling, testing of characteristics and quality. 

 
                     EFQM criteria 5d. Products and Services are produced, delivered and serviced  
 
Production logistic and distribution 
Involves delivery of products (or services) to the final customers. Analysis and selection of distribution channels 
is very important. Between other important activities from this part of company’s activities belong rating and 

monitoring and selection of competent suppliers and optimalization of supply networks. 
 
                     EFQM criteria  5d.  Products and Services are produced, delivered and serviced 
                                              4a. External partnerships are managed 
 
Customer service and customer care 
Cycle of sale is not close after the transaction, but company must insist on activities like quality customer 
guaranty service (repairs, maintenance, warranty claims, etc.) Communication between customer and company 
is even more important.  
 
                     EFQM criteria 5d.  Products and Services are produced, delivered and serviced 
                                              5e.  Customer relationships are managed and enhanced  
 
To the supplementary activities of company belongs: 
 
Government of company 
Management of company is responsible for managing and improving business partnership. Next thing is to 
provide effective financial strategy and effective usage of financial sources of company.  
 
                     EFQM criteria 4a.  External partnerships are manager 
                                             4b.  Finances are managed 
 
Informational and communicational systems 
Should provide reliable, relevant and up-to-date information (databases, web presentations, e-services, etc.).  
 
                     EFQM criteria 4e.  Information and knowledge are managed  
 
Human resource (HR) 
HR activities include acquisition, management and development of human resource. Know-how and other key 
knowledge should be continuously improved by organizing seminars, trainings and other workshops. On first 
place should always be the safety at work and protection of workers health. 
 
                     EFQM criteria 3a. People resources are planned, managed and improved,      
                                              3b.      People’s knowledge and competencies are identified, developed and 

sustained, 
                                              3c.      People are involved and empowered,  
                                              3e.      People are rewarded, recognised and cared for 
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Technological development 
Cover activities dealing with creation of sufficient conditions for effective development of new technologies 
(optimalization and rationalization of production, digital factory, etc.) 
 
                     EFQM criteria 4d.  Technology is managed  
 
Services 
As we can see on international companies, very important part of management is centralization of financial 
services (accounting) and consultancy.  
 
                     EFQM criteria 4b.  Finances are manager 
                                             4c.  Buildings, equipment and materials are managed 
 
 

 

 
 

Figure 4: Linking selected activity from value chain of company with criteria of EFQM 
Model 

 
Possible using of RADAR logic at quality processes valuation of value-forming chain 
 
As it has already been mentioned the method RADAR is ranked among the most objective ways (self-
assessment methods) how to evaluate the EFQM model criteria. RADAR belongs to approaches which judge the 
performance of concrete company activities in terms of their quality expressed by EFQM concept. The most 
interesting contribution of RADAR method consists in possibility to evaluate processes according to that if they 
are proposed properly, if systematic implementation of these processes, periodical valuation and processes 
revision is running. We can use RADAR for performance valuation of bulk of the value-creating chain 
processes of the company. In the following text there will be shortly described how the valuation of value-
forming chain process proceeds with the method RADAR. 

We will use for processes quality valuation the modified method created for company self-assessment 
needs according to EFQM model criteria. This method uses questionary as a tool of self-assessment and these 
are created with the help of basic idea of RADAR. The proceed of questionary creation and progress alone is 
mentioned in the publication [1] which consists detailed characteristic of self-assessment methodic including the 
attached handbook. The proceed of value-creating chain processes quality valuation going from already created 
methodic [1] is divided into following steps: 
 a) First step is questions creation for questionary in which we will try to find out the rate of that 
whether the valuated company has properly designed, systematically implemented, periodically reviewed and 
valuated the processes. These questions will be applicable in a common form; it means they will be used 
universally for any value-forming chain processes. 
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Question I.:  What is the relevancy (propriety) of the existing approaches (activities) within the scope of 
 valuated process? 
Question II.:  What is the connectivity (integration) of the existing approaches (activities) with other 

 (relevancy) approaches including policy support and company strategy? 
Question III.:  What is the rate of implementation (application) of the existing approaches (activities) within 

 the scope of valuated process? 
Question IV.:   Are existing approaches (activities) sequentially valuated and checked up?  
 
b) The next step is creating of potential options from which we will choose the most suitable responding 
to the most real condition. An example of concrete options of answers created for the third questionary question 
can look like this: 
Question III.:  What is the rate of implementation (application) of the existing approaches (activities) within 

 the scope of valuated process? 
Answer: 
 

 Existing approaches are not implemented at all (process is not running at all) 
 Existing approaches are implemented just in a small measure, it means they are implemented just in some 

important spheres 
 Existing approaches are for the most part implemented in important spheres, this extension is not 

implemented systematically (existing approaches are systematically and properly managed) 
 Existing approaches are systematically implemented for the most part of important spheres 
 Existing approaches are sufficiently implemented almost in all important spheres, extension of these 

approaches is not managed systematically 
 Existing approaches are sufficiently implemented almost in all important spheres, extension of these 

approaches is managed systematically 
 Existing approaches are properly implemented in all key spheres, extension of these approaches is 

managed systematically (it means used methods for application of these approaches are systematically 
planned and properly managed). 

 
c) The last step is mathematical quantification of valuation results, it means we will refer to every created 
answer option the real number expressed in % (0 means that the option was not realized at all and 100% means 
that the option was realized to the full. The overall quantification uses advanced mathematical methods (fuzzy 
logic) which are introduced in publication. [1] 
 
Process of valuation - company valuates its processes according to created questionary, it means that it chooses 
the answers for questionary questions from created options. The duty of valuated company to fill in the 
probative part when it has to describe all activities which are managed within the scope of every valuated 
process is a part of every question. An important instrument when filling in the questionary is a created manual 
which provides all important information necessary to better orientation in notions and terms in the overall 
questionary. In the end the company obtains the results of process quality valuation expressed in percentage. 

By the help of so created quality valuation process we can get the efficient tool for processes 
performance valuation from the view of its quality. We will find out the important information about the 
processes in the organization, it means which activities in the process are running, if they are properly designed 
and implemented and whether so designed processes are regularly valuated. Moreover this information is 
expressed in percentage, it means the rate of condition performance is a concrete number. This can help us e.g. 
in benchmarking of internal processes when we can simply compare the quality processes valuation (expressed 
in percentage) with the processes of value-forming chain of other companies. 
 
Conclusion 
 
Contribution discussed about possibilities of processes efficiency performance analysis of value-forming chain 
forcefully to process quality valuation. EFQM concept and its self-assessment method RADAR was used to 
creating of the modified methodic for process quality evaluating. Creating of procedural map of company value-
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chain when was used connection of APQC processes classification framework and general model of value chain 
by M. Porter is a precondition for processes evaluating. 

Proposed methodic of process efficiency evaluating from the view of its quality bring us essential info 
on how the processes are designed, whether there is a consistent systematic application of these processes within 
the company and whether there are tools for regular processes evaluating and reconsideration in the company.  
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Abstract  
 
The contribution looking for optimum system solution manages costs to aid method for ABC / M. The 
management costs are not pinpoint on ventures but on Customs administration and state administration. 
The method has aim to assign costs to movements.  

The method has to lead to increase efficiency Custom Administration Czech Republic and to ame-
lioration economy.  

The whole method ABC / M in conditions Customs administration could redound to the elabora-
tion of principles conduct system costs. The method of Tenet ABC / M is applying this method to customs 
administration and thereafter in whole state administration.  
 
Keywords: ABC / M (Activity Based Costing / Management), management of quality, analyze, synthesis, public 
utility.  
 

Introduction  
 
Method of Activity Based Cost Management (ABC / M) is undoubtedly a tool that can be implemented into the 
company / organization to achieve the development of managerial value management, which will lead to the 
improvement and streamlining of management decision-making system on the management of economy. ABC / 
M system is to give pertinent information on the cost of individual products, services, customers, regions, distri-
bution channels like ABC is a methodology to measure cost and performance of cost objects, activities and re-
sources. Cargo activity consumes activities and activities consume resources. Costs of resources are assigned to 
activities based on the use of these resources and the costs of activities are assigned to cost objects (outputs) 
based on the proportional use of these activities by cost objects. ABC to use the causal relationships between 
cost objects and activities and between activities and resources. "  

Information related to the measurement of outcomes profitability of individual contracts, customers and 
distribution channels and markets, then what ABC calculation differs from its traditional predecessors. ABC 
calculations with their ties to business process management is becoming available for a wide range of ancillary 
activities, not only for the production cost calculation and analysis of customer profitability. The calculation 
becomes the enterprise management tool, known as the Activity-Based Management (ABM). ABM becomes a 
necessary part of system-wide process management costs, since it is not enough just to use the ABC and to think 
that we have won, but it is necessary on the basis of that information to make decisions and thus actively ap-
proached to manage costs.  

The aim of this open issue is the possibility of method ABC / M in terms of public administration. In the 
initial phase is needed to determine what purpose the organization of a system of ABC / M to use, whether it is at 
all possible ABC / M in the organization to implement and the benefits of the system will be higher than the cost 
of the implementation and operation of ABC / M system.  

In the initial phase of implementation methods ABC / M is first necessary to find answers to two basic 
questions:  
a) the reasons leading the organization to implement ABC / M  
b) the system will use ABC / M and its payoff 

Improved cost management report in terms of public administration, not just cause for the implementa-
tion of ABC / M as well as the necessary need. New challenges that public ad-ministration exercises require 
accurate and comprehensive management in many areas and even cost.  

The basic benefit of introducing the concept of ABC / M in the state administration should be:  
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- Economic aid in the development strategy  
- Information on the overall performance in the position of public administration 
- Performance measurement  
- Improving the availability of information on costs  
- Assignment of costs to individual processes (activities)  
- Harmonization issue with the cost optimization of human resources in the state administration  

If we apply the above description, it is first to find the appropriate scale of economy company (public ad-
ministration). For the most part, it is a new scale, because the method of ABC / M has not yet been by the current 
findings anywhere in the state administration of the used. Thus the scale must be found clearly indicate changes 
in performance in the field of management, and lead to the creation of a practical model, which will result in an 
optimal cost management. 
 

1. Public administration  
 

1.1 Conditions and public administration 
On the one hand, it is necessary to take into account the conditions in which businesses are the market and on the 
other hand where public administration, since public administrations not focused on the creation of profit, or to 
maintain market share in the market, etc. Its primary objective is the public service or non-profit orientation 
respectively. Non financial criteria. It is therefore an area, create a method using ABC / M such service to the 
public to be especially cost-effective, efficient and powerful. The whole system of methods of ABC / M will be 
carried out in the Customs administration of the Czech Republic (hereinafter referred to as CS).  

The main reason why the CS has decided to accede to the implementation of ABC / M, was to create a 
method using ABC / M such service to the public to be especially cost-effective, efficient and powerful in the 
field of cost management. CS was not kept to its innovation system immediate reasons that forced it to change, 
but perceive an investment in the system cost as an investment for the future.  

The use of one hand, it was assumed in the cost analysis of processes and activities, which should allow 
assessment of the activities carried out in the CS in terms of their cost-effectiveness, efficiency and performance.  
- Economy - it is about how the matter carried out while achieving the lowest possible cost,  
- Effectiveness - the best way to conduct the matter,  
- Performance - to achieve maximum customer satisfaction in public administration.  

For a short description of these three attributes can get guidance, whether it is public service performed in 
accordance with the wishes of customers not only public administration but also the public.  
 
1.2 The Customs Administration vs. issues of method ABC / M  
CS face today with a lot of problems, one of them is the alleged inefficiency of economy, but it is really so?  
In answering these questions, it is necessary to focus in a broader and more comprehensive view of the different 
parts of the system, where you can watch:  
- Derive the concept of the analytical units in the customs administration, their participation, the use and organi-
zation of work with regard to the use of methods of risk management  
- Share of the budget methodology in creating the customs administration, are still without a successful connec-
tion with the strategy of customs administration,  
- Research budget in the light of new cutting costs, resulting from the reorganization of the customs administra-
tions after the entry into the EU - the determination of unit variable cost (per employee, the customs administra-
tion),  
- Mapping of internal processes and their relationships. If it is to be achieved the maximum efficiency of customs 
administrations of budgetary policy,  
- Budget analysis aimed at assigning costs to individual activities of the customs administration,  
- Dealing with the issue of costs with the possibility to build on the optimization of human resources in the cus-
toms administration,  
- Creation and implementation of analysis methods respectively. principles by which a determined number of 
workers required across all management levels of CS. The result should be, inter alia, the determination of op-
timal conditions in the primary, secondary and tertiary activities of CS.  
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- The introduction of financial planning, which will serve as a set of criteria for decision-making in the presence 
of the activities, the effects occur in the future.  
- Preparing the financial plan is to work with the operating, investment and financial options in order to allow the 
plan zpřesňovat, corrected on the basis of internal and external impulses.  
- A new system of incentives to ensure efficient use of resources.  

As regards the above offers, the question: Are there options for determining the "automatic" indicators, 
which should, mutatis mutandis, such as financial indicators of firms in the market environment, able to highlight 
the unsuitability of some organizational units, activities, or inefficient use of funds?  

The need for applying methods of ABC / M in the management performance of government organiza-
tions, we offer, as a possible alternative suitable solutions that you can solve the issue.  
 
1.3 3 Advantages of the method ABC / M  
Finding appropriate methods for applying ABC / M for CS will help us not only to demonstrate more accurately 
determine the costs of activities and better determine the effectiveness respectively. economy activities, but the 
inclusion in the BSC (Balanced Scorecard), which brings together finance, internal processes, we bring a new 
perspective on the use of ABC / M which can lead to further development in the needs of CS.  
 
2. Conclusion  
 
Management costs now employs only company in the market environment but also non-field and especially the 
public administration. The issue, which was described above, brings us problems, which show the problems in 
public administration organizations, the management or a more accurate matching of the individual processes-
activities.  

The use of ABC in public administration, according to this concept should benefit not only citizens, 
business and the public the whole country. In essence, we can say that all potential customers across the public 
administration. It also enhances transparency and facilitates the creation of strategy and its attached through 
benchmarks with the objectives of the organization. Linking personal responsibility for the scale and also pro-
vides new incentives for workers of state administration, which is this government is necessary.  

It can therefore conclude that the use of value in the management of public administration with the help 
of methods of ABC / M in the state administration can be achieved by a general improvement of its activities. 
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Abstract 
 
Within the organization in the meantime the Organization Development takes a significant rating. Marking is also 
the fact that the OD is increasingly preferred to other strategies for change, i.e. the Organization Development has 
grown to one of the main areas of the applied social sciences, whereby theorists and practical men both search for 
models for improvement of the organization as well as for the realization of the organizational ideals. The Organization 
Development also experiences a drastic approval by the behaviour scientists. The number of institutes, federations and 
of course of those, who apply and realize the OD in the practice is considerably increasing. Looked on the whole you 
can proceed from the fact that the Organization Development will continue it’s triumphant advance and generally will 

find acknowledgement. The Organization Development has clearly established itself as a method for change. 
Reviewer however still are of the opinion that OD is only a passing appearance, however it is a fact, that the OD is 
obviously more and more favoured by numerous organizations, organization theorists and social scientists and 
therefore it finds entrance in all fields of the internal company practice. For sure it will have to be shown whether OD 
will manage to bring itself through and maintain and if it can prove according substance and quality for finally 
convincing it’s reviewer (compare Alvesson 1993; Hanak 1982). 
A main question which is taken on by the Organization Development concerns the relation of organization and 
environment before the background of how the organization for coping with the manifold environment relations is to be 
formed at all. The consideration of the environment and it’s influences presents a relatively new branch in the 

organization theory, but still the basic idea that an organization has to prove itself due to the constant analysis with the 
environment has relatively quickly become a fix component of the research (compare Dülfer 1991). 
 

Organization and Individual 
 
The decision what belongs to the organization and what to the environment remains mostly unanswered. 
Superficially regarded no problem can be noted at all, but when you try to figure out an answer, this shows itself 
as far more complicated than it seems at first glance. If you actually speak about the environment of an 
organization, really a predecision regarding the distinction what belongs to an organization and what does not 
has to have been made. 

An attempt of drawing a border tries to base the distinction on humans, which evidently do not belong to 
the organization. Mainly hereby certain criteria are taken, which however quickly prove themselves as very 
doubtful, especially when the question arises, how you have to deal with the passive members of the 
organization. Often the border is drawn there, where clear contributions to the organization are made and as a 
countermove receives incentives. With this the organization is restricted to all participating, persons and other 
organizations which are in a direct and visible relation to it and make a contribution for maintaining the system, 
as e.g. suppliers, creditors, shareholders, customers, etc. (compare Picot/Reichwald/Wigand 1997). 

The problem with the way of consideration lies in the fact that through this the boundaries are drawn 
relatively far, so that the object itself is no longer to be recorded and therefore also no longer the surveillance of 
single processes. Should really all share-holders, all suppliers or even all customers be regarded as component 
of the organization? It is clear that here boundaries no longer can be reconstructed. And furthermore: To which 
extent do humans respectively persons belong to a system? This only ends in a row of contradictions, as an 
assignment to one single system can never occur. Every member of a system is at the same time member of 
diverse other systems. And if here no assignment is possible how should you be able to reconstruct that persons 
on one hand are part of a system and at the same time also part of the environment? Therefore it seems more 
functional not to assign organizations to concrete persons, but rather to actions. The border line normally 
appears where the influence on the organiza-tion ends and a new influence area starts, i.e. an organization has 
the possibility of starting, maintaining or to end actions in a defined spectrum. Therefore the influence of the 
organization reaches exactly so far until this boarder has been reached. On the other hand often the aspect of 
relevance regarding actions is taken into consideration, the boarder only then occurs if certain actions are 
relevant for the organization or irrelevant. Newer researches however show the way that action systems show no 
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extern determined boarders, but create the boarders themselves through the type of the actions as well as 
through the communication (compare Scott/Meyer 1994). 
 
Organization and Environment 
 
Between organization and environment there exists a certain demarcation and according to how this 
demarcation is executed, the respective environment of the systems differentiates. Thereby every system 
belongs to the environment of another system, following this also every system has a different environment 
lying before. The system does not only take on specific aspects from the environment, refers to exactly defined 
questions and in it’s expectations only permits certain perspectives. Through this the system gains on one hand 
autonomy and freedom for movement, on the other hand you also have to consider the fact that the non-
consideration of the remaining environment can have drastic results and great problems or hard crises may 
follow as example. In this connection not to be forgotten is the fact that in the environment always and 
constantly change occur respectively may occur, and this absolutely unexpectedly and without notice, so that a 
once drawn borderline now could prove itself as absolutely overhauled, useless and old-fashioned. The actual 
borderline respectively division between organization and environment therefore can never be drawn 
respectively broken, and this situation leads to an own and permanent problem (compare Schanz 1994). 

Systems develop and keep maintained though the creation of borders to the environment. As the system 
itself has brought on the creation of borders, it theoretically is able to change or even completely eliminate the 
borderline. Referred to the organization this means, that itself decides or determines, what is environment and 
which fields of the environment are more or less significant for the organization. If the contrary side, the 
environment, accepts the made borderline, has to be shown in the course of time. As it has been shown, not 
every borderline can be maintained on a long term. This results in the knowledge that a making of a border 
presents an extremely risky venture respectively manoeuvre for the organization. Examinations in direction of a 
”borderless organization” are therefore to be regarded respectively classed as paradox, as a system without 
limitations cannot exist. An enterprise always proceeds from the existing of a border. If this border is eliminated, 
the system itself goes up in the environment (compare Scott/Meyer 1994). 

Also it is shown that environment describes a very wide term. By environment finally everything is 
meant which is not organization. In this meaning the enterprises have to comprehend, that the environment of 
the organization is no system of it’s own. Of course a system has to make a picture of it’s environment and 

determining parts more closely for remaining able to act, nevertheless the environment of an organization is to 
be considered as boundaryless, to record it as a whole, is a nearly impossible task (compare 
Picot/Reichwald/Wigand 1997). 
 
The Importance of Corporate Identity 
 
The consideration of the enterprise culture has taken over an enormous importance in the last years. In 
connection with this a certain confusion occurred, which was caused by the fact that the term ”enterprise 

culture” constantly was connected and compared to other management concepts and many were not aware 

which facts it is really about with the enterprise culture (compare Dülfer 1991). 
The interest in the enterprise culture especially is based on the fact that the enterprise is understood as a 

totality, as a type of culture system, that means, that in enterprises own, unmistakable orientation- respectively 
idea models develop, which considerably respectively on long term mark and change the behaviour of all fields 
and of all members. The enterprise-cultural perspectives proceeds from a common world  of experience and of a 
collective value model. The culture term, which has it's origin in the ethnology, is accepted by the organization 
research and is transferred to the organizations. It is proceeded that every organization seen as itself develops a 
very specific culture, therefore also represents an independent culture community. In this meaning organizations 
develop unmistakable basic characteristics, which considerably influence the behaviour of all concerned 
respectively members to the inside as well as to the outside. A basis for a common understanding and acting is 
created, and this base is taken over by the Organization Development. The dealing and classification of the 
enterprise culture will have an essential significance for the enterprises (compare Berkel/Herzog 1997). 
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Structure 
 
Enterprise cultures are complex, only difficult recordable phenomena. Numerous attempts exist to order the 
different levels of a culture and explain the relations to each other. Proceeding from so-called basic assumptions, 
for example assumptions about the environment, about the nature of the human, ideas about time, ideas about 
the truth, etc. through norms and standards, hereby meant are e.g. unwritten behaviour regulations, orientation 
examples, rules, etc. you can reach a symbol system, where visible culture elements can be found, not only signs 
and symbols, but also respectively especially stories, rituals and rites. Furthermore the visible elements comprise 
the creation of the company building, the clothes of the employees as well as the language respectively the used 
jargon in the companies, etc. (compare Bleicher 1991). 

The recording and the possibility of measuring of enterprise cultures is very controversially discussed. 
On one hand the classic quantitative methods for measuring find application, on the other hand the peculiarity of 
symbolic constructions are emphasised, what demands special methods. The development of an enterprise 
culture has the task of decoding the significance of the network of actions and symbols. Naturally a 
comprehending respectively recording of the culture requires a certain familiarity in dealing with the culture. 
The debate about the culture of enterprises from the start was marked by the assumption, that certain cultures, 
so-called “strong cultures”, explicitly influence the acting of the organization and that they are really the driving 
power for outstanding performances of the enterprise. The classification, if a culture shows itself as strong or 
weak, is also carried out very differently and according to certain criteria. In the assumption of a strong 
enterprise culture, the imagination of a complex totality is connected. In comparison to this the idea of a 
enterprise culture which consists of manifold, single “sub-cultures”. However it has proved that also enterprises 

with many sub-cultures normally form common and spreading orientation examples, that means, that these are 
more or less overformed and bound by a organization totality culture. If this is not possible and the differently 
marked sub-cultures follow mutually to each other, it is taken on the whole as a weak total culture (compare 
Schanz 1994). 

The sub-cultures are built up according to the logic and the contents of a total culture, they are marked 
through an own symbolic, own standards and specific ideas of values. They also show many common grounds 
and parallels to the main culture, otherwise the term “sub-culture” would not be acceptable. Sub-cultures are 
components of the main culture, but in very different areas they can still be aimed against them. The single 
members of the organization can belong to the diverse sub-cultures and still are at the same time member of the 
main culture. Through these overlapping the boundaries of the subsystems are broken and space is created for 
the overforming through the main culture. Mostly the sub-cultures develop relatively spontaneous, but also a row 
of conditions exist, which considerably favour the creation of sub-cultures. In the question on interweavings and 
relations between sub-culture on the one hand, and the main culture on the other hand, you differentiate the 
“strengthening” sub-cultures, which are penetrated by the main culture and which urge on the adherence of a 
culture-conform acting, the “neutral” sub-cultures, which so to speak are parallel respectively complementary to 
the main culture and mostly mark their own orientation system as well as the ”contrary cultures”, which are fully 

independent, but often due to certain occurrences create their own orientation example, for bringing through 
their targets and ideas. The confrontation with the main culture is not only taken for granted, but mostly is 
planned. The effects of this contrary culture can only difficultly be determined. Of course in many cases this 
will lead to problems, but in the meantime they even hold a key function for the change of the organization, as 
they are relatively strongly stimulating on the main culture. It is to recognize this dynamic and to steer it 
accordingly (compare Ashkenas/Ulrich/Jick/Kerr 1995). 
 
Effects 
 
Originally it was preceded that the significance of a strong enterprise culture is of enormous importance for the 
success of systems. In the meantime it was recognized that strong enterprise cultures not only have positive 
effects at all, but indeed also relatively negative ones. A clear proof for the connection between strong enterprise 
culture on one hand and high performance level on the other hand has anyhow not been brought yet. The path of 
effects of enterprise cultures are far more complicated than originally assumed. Basically a distinction in 
positive and negative effects is made (compare Ebers 1985). 
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As negative effect on one hand the aspect is named that enterprises with a strong enterprise culture 
faces new value examples negatively, as they see their own identity endangered through this. Proposals and also 
innovations are devalued and not admitted. On the other hand you see a fixation on traditional success examples, 
as so to speak a emotional connection is known regarding certain success examples and current ways of acting. 
The conflict with new ideas and innovations however requires impartiality, open-ness and readiness for critic, 
due to it’s traditional process, strong enterprise cultures however can face such conditions more easily. This can 

even go a step further, in which a certain type of ”culture thinking” develops, which has the effect that strong 
enterprise cultures tend to enforce a certain conformity by deferring possible objections, contradictory opinions or 
statements in favour of the established cultural values. So a larger readiness exists to maintain the existing frame, 
as the admit new proposals or even changes. This is also based on the fear and the connected defence, that the 
previously existing stability and security of the system could begin to waver. In strong cultures therefore 
immense power are effective, which mediate to avoid this situation. The traditional value systems and the 
existing orientation example with this become one ruling force. Critic, warnings or contradictions are overheard 
and even displaced. Fix established rituals strengthen this tendency which leads to the fact that strong enterprise 
cultures are developed to closed systems (compare Clegg/Hardy/Nord 1996). 

As positive effect of a strong enterprise culture the fast decision finding is named, as through common 
practices, an uniform value system and a common language it is possible to relatively fast achieve an agreement 
or at least a compromise. To this is added, that a less formal expenditure is necessary to guarantee a control. The 
existing orientation examples are known and proved, so that it makes no sense to constantly supervise the 
observance. As further positive aspect the achieved stability is classed, that means there is hardly a risk that the 
system is being left, the common orientation examples show safety, security and self-confidence. Furthermore 
the common process on the central contents and the values of the enterprise creates a high motivation readiness 
with all participating, to stand up for the enterprises respectively engage themselves and present their connection 
to the enterprise to the outside as unmistakable. This leads to a smooth communication, the processes of co-
ordination between the members and the departments of the organization are far more easy and direct. Existing 
information can be passed on, be interpreted more reliable and often realized more effectively. Strong enterprise 
cultures act so to speak as a type of “compass”, they bring a far-reaching orientation possibility and create the 
base, that the member of the organization can distinctly and clearly integrate himself, that means a basis for the 
daily acting (compare Kotter 1996). 
 
The Cultural Change 
 
The striving for a strong enterprise culture nevertheless has to be regarded as very controversy. Regarding the 
necessary flexibility of an organization, the point of view should be maintained, that a fix enterprise culture is 
only a hindrance for it’s further development. In this connection strong enterprise cultures are regarded as 

barriers for the strategic change. The enterprises are required to challenge these with leaving the traditional 
processes and to meet an actual ability and readiness for change (compare Bate 1994). 
Regarding the increasing enterprise unions, globalization and crisis, the question for the enterprise culture arises 
for a fundamental cultural change. Despite the constantly occurring small adaptation processes, the enterprise 
cultures are basically subject to changing processes. The typical procedure of a culture change is started by the 
fact that the usual action- and interpretation examples lead to a crisis. Following this, insecurity appears in a 
sense, that the traditional symbols and rituals are criticized and lose credibility. As consequence the shadow-
cultures appear, that means, that up to now latent but not or only difficult perceivable orientation examples. 
Alternatively herewith from the outside it can be tried to implement new orientation examples. This results in a 
conflict between old and new culture. For sure the representatives of the old conflict will unfold a strong 
defence. But if the new examples are able to manage the crisis, then a comprising acceptance will occur. The 
new cultures with it’s new symbols, rites and rituals can unfold. The process is being completed for the time, but 
only until the circle starts again. The impulse for such change processes normally comes from the environment, 
not rarely it is about a value change in the society (compare Kotter 1996). 

The new process of the enterprise culture have explicit boundaries, the process of replacement can 
hardly be steered. From the beginning of the new culture development, often completely unexpected and 
surprising changes arise, which is due to the complexity of organizational cultures. The accompanying control 
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instance has a great significance, as mis-developments are often recognized at an early point of time and at least 
it can be tried to counteract (compare Bleicher 1991). 
The development of an enterprise culture in the meaning of change therefore means at the same time a breaking 
of old orientation examples, which has the effects of doubt, unease, fear and suspicion with the concerned, on 
the other hand also offers a chance for further development. It is to make these circumstances conscious. The 
annoyance of the employees has to be caught and transformed to bundling the power for the new searching 
process. Such processes can neither be directed nor instructed, new values cannot be forced. The organization 
and all participating have to be basically prepared to develop further (compare Bate 1994). 
 
Search for a new Comprehension 
 
Base of the planned organizational change is the understanding to be gained, that the function ability of newly 
introduced structures in the organization are in considerable extent dependent of the attitudes of the participating 
respectively the members of the organization. It is to make way for a new understanding. The emotional 
opposition, which are built against the changes, are to be understood, for then being to solve them accordingly. 
The opposition against the striven change can on one hand be explained that the achieved level of possibilities 
for the satisfaction of needs is regarded as endangered, that means a fear of social restriction, for prestige- or 
competence loss becomes noticeable. Also the fear is predominant of leaving respectively breaking with 
existing, usual and familiar structures, or to be confronted with uncertainty and mysterious, and therefore losing 
a seemingly existent security. If the Organization Development and the enterprises manage to recognize these 
connections, to make necessary conclusions and to decide an appropriate change, then this new understanding 
can show the way to the aimed change (compare Cummings/Worely 1997; Berkel/Herzog 1997). 
 
Changes 
 
The traditional organization theory realized changes of an organization, independent to which extent or on 
which level they took place, only as a simple planning problem. In the centre of focus point was the selection, 
that means the determination of the optimal organizational solution, which is to be conductive for the changed 
situation. That is why the realization of the new solution was only regarding as a question of the correct 
instruction in practice. Following it was proceeded that according to the decision actions were made. In the 
cases in which the realization found more attention, an exact description of the new requirements followed, the 
programme for change so to speak was precisely planned. The single steps started upon recognizing the present 
organization problem, on which the search for suitable solutions started. The selection of the optimal solution 
followed and then the realization was planned. After starting, the introduction of the new solution connected to a 
certain time for reorganization, a tolerance phase. After this tolerance time, the new solution however became 
duty for all employees, i.e. a rule was set to act according to the new regulations in future (compare Alvesson 
1993). 

In practice however always the same problem arose: The members of the organization showed a dislike 
of the new solution, the process of the change was drawn out, found plans regarding the reorganization became 
useless, as suddenly new situation occurred, it was fallen back on the old habits and the desired changes so to 
speak came to grief. The actual aim was far failed. In the traditional organization theory it was proceeded that all 
problematics only resulted as result of mistakes or lacks in planning, following this a more exact planning 
obtained even more significance and attention. However no improvement of the situation respectively of the 
change process occurred, rather even an increase of the problems. First the Human-Resources-Statement, the 
behaviour-scientific aimed organization theory, was able to recognize the change of the organization as 
independent problem and to define therefore very specific statements for an useful solution. In the meantime the 
task of the creation of the processes for the comprising change finally was fully acknowledged to the management 
(compare Hanak 1982). 
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Resistances 
 
Objections against changes can on one hand be determined to the organization, on the other hand on the person. 
Regarding the objections from the organization it is to be noted, that programmes for change of the existing 
norms and collective orientation examples, which normally operate on an unconscious level, often experience 
strong objections. The stronger the enterprise culture is, the more marked is the rejection regarding innovations. 
This is often based on the fact that the striven changes for example establish privileges, which developed from 
the hierarchy, can change respectively break. Many systems react negatively on change programmes only because 
they come from the outside, whereby here it is obviously about an defence of pure emotional reasons, so to 
speak a “hurt pride” is to be mourned. A further argument refers to the striving of systems of not wanting to lie 

open the deeply rooted structures and routines as here a state of the imbalance is feared, which could only 
develop itself negatively for all concerned as well as for the system. In this connection it has been pointed since 
years to the basic structural sluggishness of organizations, which makes itself noted that organizations only 
move within a defined frame and these boundaries can only be left with difficulty, which is favoured by a row of 
internal and external factors (compare Cummings/Worely 1997). 

Regarding the objections from the person the thesis that the human tends to maintain proved routines 
and habits is the most common. It is about a certain type of behaviour fixation, which for sure can be removed 
under certain conditions, but which classes every proposal for change firstly as threatening restriction. A further 
behaviour tendency regarding the objection of changes is to be seen in the fact, that the change programmes 
more or less devalue the present procedures, which has the result, the successes can no longer be achieved on 
normal base. From this frustration results, and this frustration often does not solve the required striving for new 
solutions, but a holding on to old ways of procedures respectively to former routines. The past situation is 
declared as the “good old time”. Often also whole groups form an objection, which in the beginning stage is often 
shown in a coded form. The extent of the objection changes with increasing execution respectively advance of 
the change programmes, sometimes it even goes as far as strongly and openly effected crossing of swords 
(compare Ashkenas/Ulrich/Jick/Kerr 1995). 
 
Latest Developments 
 
The division of systems regarding the complex environment shows the way, why systems in the future are to be 
conceived as “learning systems”. The maintenance of the existing presents a permanent problem for the system, 

which in no way can be solved through a unique boundary drawing. A complex environment remains only 
partially penetreatable for the system, it consists of uncountable and complex elements. At any time it has to be 
reckoned with new situations or unexpected. For the system this has the result that even if no following change 
can be realized, at least a constant readiness for change has to be present. Learning therefore has to be seen as a 
possibility for change of the knowledge base, comparing learning ability in this meaning with the guaranty of 
readiness for change (compare Sattelberger 1994). 

The ability to learn is of basic significance, without the ability to learn the maintenance of a system in 
the complex environment cannot be guaranteed. Organizational learning in not to be restricted on the transfer of 
knowledge contents, but organizational learning is considerably marked through an anchored readiness in the 
organization for meeting changes openly and unprejudiced and through adapting of own orientation examples. 
Decisive is the ability at any time to regard the already learned as basic for new learning. With the concept of 
the Learning Organization and the based understanding a basis for the organizational change has been found, 
which seems suitable for overcoming certain inadequacies of the statement of the Organization Development 
and other theories of change. 

In the Organization Development the task of change is taken from the daily process and regarded as 
extern process, which then again has to be re-integrated in the procedure. The process of the change therefore is 
considered as separate process with an according beginning and end. With the Learning Organization the change 
however is fix component of the daily system execution. It does not need a special impulse, as acting is 
understood as learning change. Projects are not abolished, but only lose their special status (compare Gerschner 
1996). 
The Organization Development proceeds from the fact that the complete procedure of the change can be planned 
and steered from the outside. With the organizational learning however the process of the change can no longer 
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be exactly described. Change can no longer be clearly classified, this can now be solved in the principle of the 
different fields of a system. Basis of the Learning Organization is a self-voting competence of the members, 
who are quipped with a according handling possibilities. The concept of the Learning Organization comprises the 
different development- and learn forms and is marked by a high dynamic, which is open to all sides and is 
admissible. The present restriction on continuous processes of the change with the Organization Development 
does not grasp with the model of the Learning Organization. The change in the Learning Organization no longer 
is effected through specialists, but is an all-comprising, only very difficult to localize task. The system itself is 
dependent to a great extent that the members and the existing subsystems independently are able to recognize 
the necessity of the change and are also able to communicate by themselves. The new models of the 
organization with this show emphasis in this direction (compare Doppler/ Lauterburg 1994). 

If you ask about the consequences for the Organization Development, so often the spectrum of the OD 
is too fast classed as old-fashioned and useless. Also it is to be thought very carefully whether alone because of 
this you should avoid all OD-methods and techniques, only because the basic concept of the OD seems slightly 
doubtful. The remaining potential of the Organization Development is not to be underestimated and by far is not 
yet completed. Also it would be careless to assume that the required communication processes for the 
organizational learning basically and without objection lie before fully functionable (compare Sattelberger 1994; 
Lawler/Mohrmann/Ledford 1995). 
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Abstract 
 
The bureaucratic organisation of the state once was classed as model of rational task fulfilling. Those contemplative 
times when the employees of the economy aimed their activities at the example of official, however have long passed. 
The relations have nearly reversed. The public administration is learning from the economy. Today’s examples come 

from the internal company management- and organisation theory. Being bound to rules and calculability -  as in the 
bureaucracy theory by Max Weber - no longer are valid as guarantors of good administration. Rather today the once 
highly praised formal rationality of the public administration is regarded as hindrance for efficient and civil-friendly 
task fulfilling. The principle of constitutional state and principle of democracy face an example of the state as 
economic enterprise. What is shown are changes of the task perception as well as the management forms and the 
organisation construction.  In the past years the modernisation efforts on all levels of the public administration have 
spread “like wild-fire”. The communities have advanced the most in the development. After initial euphoria in the 
communities, however a disillusionment and a consolidation has occurred.  Reason for these manifold problems are 
reservations, fears and oppositions on all administration levels, as the employees regard the New Management Model 
(NSM) as a pure rationalisation concept. Only through a Participation the Concerned at the modernization-process, 
these deficits can be remedied or prevent.That is why “the micro-political processes of the participation of the 
employees in the work process and in the work situations of the public sectors gain significance”.A possibility, to 
influence the change-process positively, would be the organization - / personell development? 

 
 

Organizational development – a concept to a successful reform of administration  
 
In what relationship is the Concept of the organizational development (OD) and the new control model (NCM)? 
Is there a future where we can do without OD as a method for reforming the administration? 

The CM is not to be seen as a broad-spectrum antibiotic, as a healing medication for its local 
authorities.  NCM is an abstract concept to improve the controlling activity for the local authorities, which has 
to be transformed into practical and situational solutions to receive the desired aim. It is also a concept, which is 
understood and accepted by employees that it has to come alive by the employees, in order to work and to 
change the administration. (vgl. Paul 1997, S. 115). 

OD is a collective term for a planed, systematic, target oriented change of organizational structures and 
processes of a company as well as the behavior of the employees, which receives help of a coordinated adoption 
of social-scientific methods on the basis of a common learning process of all participants. For a planed, 
systematically, and aim oriented change of the organized structures and processes of a company as well as the 
behavior of the employees, with help of the coordinated action of social scientific methods on the basis for a 
common learning process of all participants.  OD is to be understood as a long-term learning-and developing 
 process, the result for the evolutionary change of target-/decision-/power structure. Main target is the increase 
of the ability for activity of the origination as well as the humanization of the work in a time of changing 
environment. (vgl. Staehle 1999,  Gebert 1974; French/Bell jr. 1994). 
Taking a look at the word in a social science, yet maybe perfect sense:   
OD is the long-term effort, the solution for the problems and yet the innovation process to improve an 
organization. Mainly based on an effective teamwork, born through the control of the organization culture, with 
taking a special consideration to the culture of formal work teams.  Help of an OD consultant or promoter, as 
well as theoretical and technical help of the applied social science incorporation of action research.” (French/ 
Bell jr. 1994, S. 31). 

OD is an integrated approach, because it is not only for the organizational-/operational structure, yet for 
management questions, communication structures and -processes as well as conflict management also may be 
included.  Administrations are linked systems and selective interferences often lead to unexpected side effects. 
That´s why these systems can only be understood and developed successfully, if they are approach in an 
integrated system. 
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OD is a participative approach, which means the employees have to be actively involved in the 
development process.  
Because of the active participation of its employees, it is possible to use their knowledge and skills in a much 
better way, as well as it is possible to motivate them and it forwards their acceptance for the results. At the same 
time the understanding for its coherence of the single processes is better. Also the identification and the 
engagement will be increased and therefore the implementing of the reformation process is much easier. 
OD offers a comprehensive and complex approach for solving problems in an organization and to its 
development.  Target for once is to increase the productivity as well as the humanity of work.  OD-standard 
literature is mentioning following main targets:   

 Humanization of the working world as well as personality development and self-fulfillment 
 Increasing of the productivity, flexibility, willingness for change and innovation as well as the ability for 

problem solving. (vgl. Gebert  1974; Wohlgemuth 1984; Schmidbauer 1976).         
 
What is the difference between OD and any other regular counseling? 
 
Organization Development  Counseling 
Project develops status quo of a problem  
Employees are active participants 
Internally solutions are developed  
Implementation is part of the project. 
Long-term solution-problem-process with a high 
possibility of implementation; Counselor is specialized 
on methods  
Solution and solution methods 
Empower for self help  
Integrated Approach 

Client is suggesting how to solve the problem 
Employees  passive participants 
Counselors offers already finished solutions 
Implementation is not part of the project. 
Quick problem-solution-process with only a small 
chance for implementing the solution.  Counselor is 
specialized on methods 
Solution 
Help from the outside  
Isolated Approach 

 
 
Why is Organization development an appropriate approach? 
 
You may realize by going through the characterization of the OD, that this approach is obviously the right tool 
to solve the mentioned defects and problems in public administrations. Research of the organization and 
counseling still has to be done, in a very reduced way though. If there are more complex and linked problems 
the OD is the better choice.  

The task of a public administration and the basic conditions of its acting is changing at all times. A 
successful administration has to go along with these changes and stay flexible at all times. Simplifying and 
reforming the administration is a never-ending process. OD-Projects do not only develop solutions for present 
problems, yet also  the ability of the administration will be trained for further development of solutions and to 
handle future problems appropriate. OD shows the way to a development and lasting solution. Expertise and 
consulting only offers a solution for a limited time.  

OD works with the knowledge and skills of the employees and is developing them. This expertness 
stays in the administration itself and doesn´t get lost with its employees leaving the company. 
OD improves the motivation and information of the employees. Increases of possibilities for a successful 
implementation for found solutions. 
 
Philosophy of the organization development and the new control model 
 
NCM is the achievement of complex changing processes, which will need a little time for the crossover. In order 
that the process of change may work efficient and in good prospects for success, a certain structure and process 
rules have to be followed. It is not enough, to have only a concept for the target, you are in need of an adequate 
concept for the way to the target.  
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Two different ways of methodic avenues of approach are offered, the project Management and OD. 
KGSt is also looking at the subject that way, which is mentioning the OD as the appropriate methodical 
procedure, when mentioning the NCM. (cp* KGSt Report 10/1995).Which one of the methods has to be chosen, 
cannot be answered that quick. Whoever was working with the project management and has already experienced 
it, will have the impression that this is the easier way, and will use this method with the implementation of the 
NCM.  
NCM is a theoretical concept, which will work on a discrete level, and will offer statements and suggestions for 
the organization and controlling of the administration. It is not possible, to run this concept automatically or 
even with routines to implement it to practice. In fact the first steps ought to be, to take discrete statements and 
translate them into concrete statements and suggestions for the individual administration. 

This Concretion of this discrete concepts new controlling model is yet not only a cognitive task, but a 
social process, which involves mainly power, influence, social relations and emotions. And especially this 
aspect of the implementation of the new controlling model needs OD. The development of the organization 
secures the participation of the employees and their motivation and acceptance of the NCM and offers the 
possibility for an appropriate conflict management and a balance of interests.  
NCM has to be individually customized for each public service; each public service has to find their own way of 
implementation. 

Project Management should be recommended when the tasks and targets are very precise verbalized. In 
order to solve subtasks in a comprehensive organizational development project, for example implementation of 
the tabular books keeps or else the cost and activity accounting.  

OD as a comprehensive method should be the chosen one, because of the integrated and comprehensive 
nature of the implementation of the NCM is more manageable and at the same time it offers a huge possibility 
of participation of the person concerned. 

NCM is basically a reform of administration from the top. OD is the concept of a reform of 
administration from the bottom up.  The implementation of the NCM is usually the decision of the 
administration management or else of the City Council. On the other hand, with the development of OD 
processes the employees develop  their ideas of reformation of the administration, from the bottom to the top.  

What looks at first sight like a great conflict, is actually a completion. The combination of NCM and 
OD is like a planning or problem solving on the counter flow principle. Global guidelines through the 
administration management or City council lead in a certain direction and settle already the area of possible and 
allowed solutions.  
This may be interpreted as a demand about the reformation process from the top management. The interpretation 
and specification of these statements, the elaborate and implementing of concrete regulations and methods, as 
well as the settlement of focus within the demanded frame, always in consideration of the OD process as an 
activity from the bottom to the top. At any time there is the possibility that demands have to be revised or plans 
be recognized as no go´s and new aims have to be found and settled. That be the ideal case of a development of 

a new controlling of the administration 
People like to believe that with the NCM the result is already settled, on the other hand the result of the 

OD process is in general open. Both is neither right nor wrong, because the NCM is not strictly handing out 
settled guidelines for solution or the OD process is that much open for solution. 
The NCM is by far not as concrete and definite, like everybody thinks, this is because, it is a discrete abstract 
concept, a draft only abstract and each and every administration has to do their own firm establishment, which 
don´t demand the row of realization of the single elements. 

Because of the combination of NCM and OD the demands of the management and the visions of the 
employees can be harmonized right at the basis. Guidelines are open restrictions, which have to be closed by the 
participants. Global visions can be transferred directly into working situations, can be translated, interpreted and 
adapted and the complete process will feel like a common process of change-that’s in the perfect case, in which 
every participant and the complete work environment is involved. The process will be remembered as a 
complete satisfying work because of the quality of solutions as well as the acceptance of the achievement.  
The employees have the most influence on the quality of solutions, which is not very surprising because they are 
directly involved. Competence and qualification of the employees and their ability for teamwork are the key 
factors. Competence is during the process not really increasing; ability for teamwork, communication and target 
oriented work will increase though. 
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The comprehensive participation of all areas and levels is making sure, that one-sided thinking or 
subtask solutions, is not taking over. 

The participation of the employees is leading in the right direction and with its implementation the 
possible necessary correction of the course is given. The success of the implementation depends on the 
employees. 
Sometimes the management turns out to be “the looser”, most of the times this shows a management which has 
rejected the partial self development process and now are very unhappy with its changes. In this case, the top 
management has to get the support of Human resources and the employees in order to stay focus on the targets. 
Also to avoid falling back into old structures. 

The implementation is easier the better the participation of the self development process has run, and 
the more convincing the solutions are. Another important factor to success is a systematic implementation 
concept. Arbitrative is also the detailed implementation of the participation of the self development process.  
The implementation phase brings for the Management (City Councilor) a change of position, which is not easy 
for the Management. The management has to stay put and wait until the beginning of the implementation phase 
and from that moment on, the management has to become active and creative. On one hand the management has 
to make decisions which will influence the procedure of the implementation. 

On the other hand the management has to set solutions through powerful authorities and even maybe 
against their understanding. The management has to control and to make sure, that not only single persons get 
the fame and glory and therefore endanger the solution. The best chance for the management is, to identify for 
100 % with the project and so have the employees.  
 
Measurements for qualification during the complete OD-Process 
 
The OD-process is always a learning process for all participants. Of course, there is always a learning by doing" 
or  learning with a model of the counselor" the necessity of focused measurements of qualification in order to 
push learning processes and to get a little closer to the desired qualification and competences for a early reach of 
aim. 

Measurements for qualification help to speed the OD process up in order to get an improvement of 
solutions.  

Lots of new ideas find unfortunately rejection; because they produce fear, fear of the unknown. To 
handle this, you have to meet on an emotional level, in cooperation with a person of trust, or else HR (Human 
Recourses) to negotiate and to get involved most likely at an early stage and keep information on the open. The 
important part is that all participants get the possibility to talk about their doubts about the issue and will be 
taken seriously. 
 
Early implementation of an intermediate data used as motivation 
 
The early implementation of partial solutions is very important for motivation, for staying on track during the 
long way of changes to reach the aim. These little achievements show all participants that the project is 
proceeding and alive. Especially in the beginning the impatience is very big, and the time through passive data 
collection and data analysis without actually seeing any progress might be seen as a very long time. 

Of course there is a chance, that the quick solutions are not the right ones. What seems today as the 
right thing to do, may show up tomorrow under different conditions as the complete opposite. That is the option 
the OD process offers, to exchange solutions as needed. Another aspect lies in the experimental character, which 
is typical for the OD process. The circumstances are often complex and therefore it might be difficult to react. In 
a situation like this, it seems important to have the opportunity for an experiment and sometimes it is possible to 
find the solution only after a few try’s. 

Sometimes it might happen that it was a dead-end road which has to be discussed in the open in order 
to start all over again. This is the one big advantage of the OD to have this opportunity.  
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Closure 
 
So far every try for reforming the public administration have failed, because of the methods chosen which were 
obviously false and weren´t able to solve the complexity of the problem.  

The Task of the public administration and the frame conditions of its acting is changing at all times. A 
successful administration has to be able to react flexible: simplifying the administration and reforming of the 
administration is a never-ending process.  

OD-Project is only developing and offering solutions for present problems, yet it is training for the 
participants to solve future problems. OD is using the knowledge and skills of the employees and is developing 
it. OD improves the information and motivation of the employees. This is increasing the possibility of a 
successfully implementation and its found solution.  

Advice and counseling is only offering solution for a limited time, OD on the other hand shows long 
lasting solutions.  
“Nothing is strengthening a human more, than its trust you show”. (Adolf von Harnack).  
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Abstract 
 
On the backdrop of the growing matrix of environmental changes at the global level, economic globalisation, cultural 
changes and a growing North/ South disparity, a global change is in the making. The change is driven by environ-
mental and social core problems observable by scientific means as well as the globalisation of economy as additional 
factor. In current knowledge the change cannot be stopped anymore. However, its effects still can be controlled to an 
extent. The necessary level of complexity of this control is discussed in the following parts in reference to the four 
dimensions of sustainable development (environmental, economic, social and cultural dimensions). An immediate 
conclusion in the effort, a discussion of sustainability management in politics, science and society always amounts also 
to a discussion of values. 

Consequently, required value perceptions and attitudes are examined that should be adopted by commercial en-
terprises in order to facilitate sustainable corporate management. The European Union Commission stipulates in its 
Corporate Governance guidelines as the core values transparency, trust and honesty. However, in its remaining 
comments it refers to Corporate Governance codes of member states. Consequently as a typical model, the German 
Corporate Governance Code is outlined. This is followed by draft suggestions for a Corporate Sustainable Govern-
ance Code. Four groups of values are described for a value-based corporate management: performance values, com-
munication values, cooperation values and moral values. For each value group, some behaviour standards and rele-
vant measurability options are suggested with view to sustainable development. The values and behaviour standards 
outlined are a core prerequisite to Corporate Social Responsibility. The latter facilitates to differentiate oneself from 
competitors and to reinforce customer retention. The aim of a value- and sustainability-oriented corporate manage-
ment should be sustainable buildup of goodwill and market trust. 
 
The Global Change 
 
Ever since the 1970s, the interdependencies are becoming ever more pronounced of global environmental 
changes, economic globalisation, cultural changes and a growing North-South disparity; the scientific advisory 
body of the German federal government1 (WBGU) concludes in this respect: "For the first time in history, hu-
man actions affect the planet as a whole. The resulting global environmental changes redefine the relationship of 
humanity with its natural living environment. This historically unprecedented process of transformation that 
entails a number of hazardous aspects, also referred to as "Global Change", may only be comprehended on ap-
proaching the planet Earth as a system.”2 

The global change is driven according to WGBU conclusions by 16 different environmental degrada-
tion cause and effect mechaisms, also referred to as syndromes. These are "characteristic, globally applicable 
constellations of natural and anthropogenic trends of glo-bal change and their mutual interrelationships.3 These 
"global condition symptoms" are classified into three groups: the "Use" group includes syndromes emerging as 
a result of overexploitation of natural resources. The "Development" group comprises issues in the hu-
man/environment relationship that result in negative effects in social and environmental terms of growth proc-
esses such as uncontrolled urbanisation or centrally planned major development project. The third "Disposal" 
group of syndromes entails negative developments relating to waste disposal in excess of carrying capacity of 
ecosystems.4 The syndromes signify complex cause and effect relationships. The effects such as deforestation of 
wide swathes of land may be due to a variety of highly different factors such as forest clearing by small farmers 
("the Sahel Syndrome") or industrial-scale logging practiced by major corporations ("overexploitation syn-
drome"). Also in the process, "apart from the dramatic and rising poverty levels in developing countries, (...) 
excessive consumption behaviour and inefficient use of resources as observable in prime industrialised nations 
definitely are the most toxic phenomena in their consequences to the stability of nature and environment and to 
a peaceful global development."5  
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The key driver of the environmental problems is the population of the 30 most economically advanced 
countries that accounts for 20% of global population. The population consumes 85% of the world’s synthetic 

chemical products, 80% of non-renewable energies, 75% of paper production for books and periodicals and 40% 
of globally available groundwater.6 People in poorer countries also contribute to the environmental problems by 
being forced out of poverty to overexploit the often scattered resources such as firewood. Poorly suitable soils 
are used for growing food crops, thus being subject to faster degradation than for instance felled rain forest 
areas. Alternatively the poor population migrates to fast growing urban agglomerations where it again contrib-
utes significantly to social and environmental problems. 
In the following parts, the three core problem areas are outlined of the global change: 

- Environmental core problems 
- Social core problems 
- Economic globalisation 

 
Environmental Core Problems 
Climate Change 
There can be hardly any doubt anymore that the global warming phenomenon observable over the past 50 years 
mostly has been caused by human activities and specifically by emissions of greenhouse gases. Over the period 
1990 to 1998 alone, CO2 emissions grew by 9%. The rise in CO2 emissions mostly is attributed to burning fossil 
fuels. About a half of all CO2 emissions is generated in the OECD countries, wit the US in the first place as 
carbon dioxide producer.7 Yet the rising CO2 levels in the atmosphere also are due to changes in the usage of 
ecosystems: 35% of the growth in CO2 levels is associated with deforestation and changes in land usage.8 Also 
concentrations of methane as another greenhouse gas have risen sharply by more than double over the last 150 
years.9 
The climate change and the related global warming phenomenon entail a variety of consequences to ecosystems 
and hence also to human populations. For several regions particularly in Africa, this means a shift in vegetation 
zones as well as changes in geographic distribution and migration patterns of a number of animal species. The 
resulting consequences to flora, fauna and to agricultural yields are set to reach excessive levels. The climate 
change also is made responsible for a rise in extreme weather phenomena such as storms, hurricanes and river 
floods. According to a study by the Münchner Rückversicherung insurance institute, the number of extreme 
weather events since the 1980s has multiplied by a factor of 2 to 3. A correlation of long-term records of ex-
treme weather events with climate research prognoses yields a conclusion about a positive dependence with the 
climate change.10 In view of weather-related damages and production outages, action is required both at corpo-
rate and national economic levels. 
Soil Degradation 

The loss of fertile soils (soil degradation) comes in a variety of different forms: soil erosion through wind and 
water, soil compaction, rising concentrations of hazardous substances in soils etc. Where this occurs in arid 
areas, a core consequence is the advance of deserts (desertification). Globally, around 15% of arable land is 
affected by soil degradation. 65% of arable land is considered degraded. The global degradation in soils mainly 
is traceable to water (56%) and wind erosion (28%) and to some part to chemical degradation (12%).11 
Drinking Water 
More than a billion people have no access to drinking water and more than double as many people have to do 
without regular water supply and sewage systems. The lack of water particularly affects populations of some of 
the poorest regions of the world. A key cause of the shortages is the booming uncontrolled urbanisation. Of the 
currently 25 cities worldwide with a population above 10 million, mere three are located in industrialised na-
tions. Due to poor condition of water lines and falling groundwater levels below cities in developing countries, 
water supply cannot keep up with the pace of urban growth. 

Additionally, regions with intense agriculture and high levels of industrialisation are a strain upon both 
surface and groundwater resources. "Agriculture is the largest consumer of water, accounting according to 
World Bank figures for 70 percent of global water consumption. Industry accounts for 22 percent, private 
households for 8 percent. (...) Agriculture does not only consume excessive amounts of water but also interferes 
with regeneration of water reserves: over the last century according to UN Water Report, a half of all wetlands 
have been lost due to deforestation and drainage in order to create new arable land."12 Although water pollution 
from in-dustrial and municipal sources has been reduced significantly over the past 20 years, the issue still re-
mains of fertilizer and pesticide fallout from agricultural activities.13 

1369



With its 70% share in global water consumption, agriculture further contributes significantly to the de-
pletion of drinking water reserves. Water availability differs strongly between regions: regions with high pre-
cipitation levels contrast with regions suffering from dismal lack of water. World regions with poor water avail-
ability currently comprise about 40% of global population. Further population growth in the regions is going to 
further aggravate the water shortages. 
 
Social Core Problems 
Trends in Population Growth and Population Distribution 
The 20th century saw an unprecedented growth in global population in terms of both growth rates and absolute 
figures. In 1900, global population still only was at 1.6 billion people. By 1950, the figure already more than 
doubled to 2.5 billion people. The 1987 census showed a global population of five billion and in 1999, global 
population exceeded the six billion thresholds. This means humanity as a whole grew by more than four times 
over the 20th century.14 

There are a variety of causes behind the population growth. The Enquete Commission of the German 
parliament, the Bundestag, lists among its relevant conclusions in its 2002 report e.g. low education levels, in-
sufficient social security systems but also country-specific cultures, religions, female sex discrimination {both 
young girls and women) as well as legal and political framework conditions. The growth in population is going 
to further aggravate the issues already outlined above and other environmental and social problems. 

Both the population growth and the spontaneous and forced migration flows within developing coun-
tries as well as between developing countries and industrialised nations have further spurred growth of urban 
agglomerations. Urban populations have more than tripled over the past 50 years.15 Projections for 2050 expect 
a global urban population of more than six billion people. The urbanisation process is a source of environmental 
and poverty-related issues particularly in countries of the southern hemisphere as urban infrastructures in a 
number of places are inadequate to meet the demands imposed by the growth in population.16 
Consequences of Population Growth to Social and Economic Development 
The differences between the rich countries of the North and the poorer countries of the South are rather growing 
instead of diminishing. The Human Development Index (HDI)17 data published annually by the United Nations 
Development Programme indicate "that 20 countries have scored negative development since 1990.13 of the 
countries are located in Africa south of Sahara. In eight countries of the region (...) human life expectancy has 
shrunk to 40 years or even less which is mostly traceable to the HIV/AIDS pandemic."18 Moreover in a number 
of African countries south of Sahara, the average citizen is poorer than just a decade ago, with the hunger prob-
lem also having aggravated. 
 

 

Development Index 

High Development Index (HDI 1.000 to 0.800) 

Medium Development Index (HDI 0.799 to 0.500) 

Low Development Index (HDI 0.499 to 0.300) 

No Assessment 

Source: UNDP, Human Development Report 2006 
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FIG. 1: HUMAN DEVELOPMENT INDEX 2006 

The brief outline starts making actual sense when put in perspective with the growth in population. The 
following visualisation exemplifies that the population growth features a highly uneven distribution pattern: in 
developing countries,19 there has been a steady growth in populations over the last century. Future projections 
show a continuity in the trend particularly for African nations. Also according to projections, industrialised 
nations of the northern hemisphere are going to lose any significant share in global population growth in the 21st 
century. In the opinion of the Enquete Commission with the German Bundestag, this also means a gradual de-
cline in the 'demographic weight' of the industrialised nations.20 

 

 
FIG. 2: REGIONAL DISTRIBUTION OF THE WORLD’S POPULATION21 

Industrialised nations also are going to be increasingly affected by the relating effects. For instance 
people from developing countries pursue on a growing scale migration to industrialised nations or participation 
in Western living standards by interfering with the flows of goods.22 

However, the gap in living standards has widened not only between the rich and poor countries. Also within 
the industrialised nations themselves, differences have been growing between the different social groups in 
population. In Germany in the meantime, the current status often is referred to as precarity. This means people 
who are unable anymore to maintain their sustenance even on full-time employment without state allowances. In 
Greece in December 2008 and January 2009, wide-scale public unrest erupted due to high unemployment rates 
among young adults and the steady deterioration in labour conditions.23 The ongoing global economic crisis 
may be expected to further aggravate the disparities.  
Globalisation of the Economy 

The economic globalisation observable ever since the 1990s has further aggravated the global change-related 
problems outlined and many more. The close economic interconnections between nations, regions and conti-
nents have been facilitated particularly by advances in technologies in the communication and transportation 
branches. This was further added by political support to foreign trade, gradual elimination of customs duties and 
liberalisation of markets.24 The resulting outcomes have been global commodity, service and financial markets. 
Globalisation goes hand in hand with an accelerated pace of change in structures and with stronger competition. 
In the process, the latter is increasingly becoming cost competition as in a number of industrial goods markets, 
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production capacities often exceed actual demand by a wide margin. The production capacities and services 
outsourced to 'low-cost countries' have been specifically in the regions concerned in the recent past a source of 
economic growth. The global competition often is at the cost of culture, the environment and social balance. 
Now due to the ongoing global economic crisis, the steep decline in demand for the products and services has 
left the economies of the low-cost countries also suffering from the consequences of the crisis. 

The existing trade relations in the goods, service and financial markets further expose significant dif-
ferences in structures between fast growing countries and countries with fair or poor growth: global trade mainly 
remains concentrated in the industrialised nations. Theoretically, the globalised economy should be able as a 
result of the related negotiation processes to promote better social and environmental standards, more efficient 
use of resources or elimination of non-environmentally friendly subsidies.25 By now however, negative conse-
quences prevail: "Another source of concern that necessitates political action is that under the process in its 
lateral consequences, common shared values and principles are jeopardised. These include for instance the de-
mocratic principles in economy and society, environmental sustainability, human rights, social justice and fair 
distribution of resources, cultural variety or the equality of sexes. An apparent conclusion, the acceleration in the 
structural changes jeopardises the human and social/cultural virtues associated with stability and long-term 
security as well as with environmental recovery of ecosystems."26 

Some Principal Developments in the Discussion on Sustainability 

 
The idea of sustainability goes back almost 300 years ago. The principle was formulated for the first time in 
1713 by the Oberberg-hauptmann (mining director) Carl von Carlowitz with the electoral Saxon Court in 
Freiberg and related to sustainable utilisation of forests.27 Although in subsequent periods, the principle faded 
again into obscurity, its lack in hindsight may be termed the key deficiency in the various efforts and ailments 
particularly of the 20th century. 

In the early 1970s, people in industrialised nations became newly sensitised to the need of protecting 
the environment. The Club of Rome published in 1972 its study "The Limits to Growth". The study "was based 
on the model of "dynamics of complex systems" (= "Systems Dynamics") in a homogenous environment. The 
study recognised the interdependencies between population density, food resources, energies, material & capital, 
environmental degradation, land use and so on. Within the model, a number of scenarios were developed using 
computer simulations and employing various hypothetical 'stabilising' political measures as references. The 
results were invariably similar: a disastrous collapse in the world population and in the living standards within 
50 to 100 years should the current trends continue."28 The report triggered a discussion on the interdependencies 
between economic growth and availability/finitude of the pools of resources. In the wake of the discussion, 
initiatives emerged in Scandinavia and in the US with the aim to promote environmental protection concerns 
within the United Nations. 

Yet in the same year, the first United Nations international conference on the human environment was 
held in Stockholm. The conference already yielded some initial interest conflicts between the two objectives of 
'environment' and 'growth'. The key political aim of the countries of the northern hemisphere was to agree on 
actions in order to contain industrial pollution of the environment and to better protect ecosystems. However, 
human development meant to developing countries to first stimulate social and economic growth in the respec-
tive regions. In the process, environmental concerns, if found of any significance at all, were initially merely to 
be recognised with solutions to be conceived afterwards. The discussions yielded the compromise phrase "pov-
erty is the biggest polluter". Additionally it was concluded that the environmental issues as perceived in 1972 
were not treatable separately without also addressing social and economic concerns. 

In the early 1980s, slowly an insight became generally accepted that the industrial production ap-
proaches and lifestyles practiced by industrialised nations for various reasons are not transferable on a sustain-
able basis to the rest of the world (i.e., approx. 80% of the world’s population, ref. Fig. 2). In the wake of this 

insight, industrialised nations were assigned due to their accountability the main responsibility for addressing a 
variety of environmental issues and social and economic problems.29 

In 1983, the United Nations World Commission on Environment and Development (WCED) was con-
stituted as an independent expert body. Its task was to compile an outlook report for a long-term sustainable, 
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environmentally friendly development at the global level by 2000 and beyond. The commission was headed by 
Norwegian premier Gro Harlem Brundtland. Hence in everyday use, "The Brundtland Commission" has become 
widely established as general reference. With its final report published in 1987, "Our Common Future", sustain-
able development as term earned wide publicity. The report refers in its analysis to the conclusion of the first 
environment conference in Stockholm in that environmental, economic and social aspects mutually interrelate. 
"The concept for a sustainable development presented by the Commission became for the first time a reference 
basis to a global integral political strategy. Under the concept, problem areas usually treated and approached 
separately (...) were put in a matrix of interdependencies otherwise not addressable through separate actions.“

30 

In efforts at implementing sustainable development, three action principles are key to sustainable de-
velopment according to the Brundtland Commission: 

1. Global perspective; 
2. Harmonisation of environmental and development aspects; 
3. Implementation of social justice and political participation 

Another output of the Brundtland Commission is the concept of a model for sustainable development under 
which as sustainable, a development is considered if "satisfying the needs of the current generation without 
risking that future generations will not be able to satisfy their respective needs“

31. Further discussions of the 
prerequisites and recommendations for a sustainable development move within the framework set by the 
Brundtland Commission.32 

Sustainable Development Dimensions 
 
Environmental Dimension to Sustainable Development 
In business economics, natural resources such as air and water used to be considered for a long time "free 
goods" available in unlimited supply. In the meantime however, finitude is becoming increasingly recognised 
also of the resources. The same goes for commodities and energy sources.33 Sustainability within this context 
also means prudent use of our planet’s resources. The rate of utilisation of renewable resources should not ex-
ceed the rate at which they regenerate. A concrete requirement in this respect is to use exclusively energies from 
renewable sources. Alongside, non-renewable resources should only be used on the provision of searching si-
multaneously for replacements. In reference to insights on the complex interdependencies and processes in na-
ture, requirements are postulated to preserve biodiversity and to avoid strains upon ecosystems by reducing the 
inputs of pollutants and/or emissions to the ecosystems. Accordingly, any actions that interfere with the envi-
ronment should be preferably compatible with the reaction speed of the environment. This means as further aim 
to sustain the natural environmental cycles. 
Social Dimension to Sustainable Development 
Social sustainability means among other things that all the people have the same right to development. Accord-
ingly, the task of a social state under rule of law is to secure human dignity and free development of individual-
ity. This means democratisation of national societies and establishment of fairness and justice within society. 
Each member receives services according to his/her needs from the solidarian society and delivers in turn his or 
her reasonable share in the creation of public good. This includes promotion of human health and creating con-
ditions to earn for living by work. With growing performance ability of a society, its social security systems also 
should become more comprehensive. 

A key requirement is to consider the vital interests of future generations. This means in social terms 
that the performance potential available in a society should be at least maintained for use by future generations.  
Economic Dimension to Sustainable Development 
Sustainable development in economic terms means a balance of individual interests and common good. Eco-
nomic benefit of one party must not mean a discrimination of another party. This entails development and use of 
environmentally friendly technologies. Useful life of products and their disposal-related characteristics need to 
be continuously improved. 

Framework conditions need to be promoted that enable functional markets. With view to globalised 
markets, regional and national sales networks need to be promoted in a targeted effort. A key integral element, 

1373



prices should assume the main control function in the markets. However, prices should not only reflect the lim-
ited availability of resources but also the actual environmental and social costs of products. 

Fair prices also are an essential element of fair trade. Farmers in developing countries produce for the 
most part for export which is why they are dependent on intermediaries who buy and resell their products. How-
ever, the revenues thus generated are insufficient to cover even the basic sustenance needs of the producers. At 
growing prices in global markets, the one who benefits are the intermediaries. A fair price should ensure on the 
one hand that the actual production costs are covered including the basic needs of producers and their families 
while on the other hand establish a long-term perspective and facilitate investments that promote development. 
Cultural Dimension to Sustainable Development 
Culture within this context is understood in its American meaning as "everyday style of life". In other words, 
culture provides people with the possibility "to sustain themselves over longer periods of time as a group, tribe, 
a society. (...) Culture comprises any and all standards, rules of conduct, morals and customs, common notions, 
(...) that lend the society a recognisable image."34 Due to highly different cultures at both the global and local 
levels and with view to subcultures that exist within a national society alongside the mainstream culture, very 
generic definitions only are possible in this instance (a more detailed treatise would well justify a dedicated 
study). 
 

In industrialised nations, often an expectation is held that all nations should finally arrive at similar 
goals regarding the approach to nature, lifestyle to pursue and the general level of development of society. Cul-
tural dialogue means for instance an international exchange of opinions and locally a public discussion of the 
variety of paths towards sustainable development. To clarify in the discussion is what are and what could be 
environmentally friendly lifestyles and what ethical guidelines apply as key references in the effort. The final 
output should be a consensus on the local and cultural variety of paths towards sustainable development which 
in turn should establish a common culture of approach to the challenges posed by the different dimensions. 
Political Dimension to Sustainable Development 
In the sustainability discussion concerning developing countries, the political dimension enjoys a somewhat 
higher significance. This is due to the fact that the political structures in a number of countries of the South still 
lack the basic democratic features common in the northern hemisphere even though officially they are desig-
nated as democracies. Additionally a number of countries are still preoccupied with overcoming the vestige of 
dictatorships. Basic aspects of democracy and democratic participation still enjoy a significantly higher priority 
here. Hence the related concern is a general democratisation of social structures in the countries as well as a 
reinforcement of the role of local communities. 

Positioning Options in the Sustainability Discussion 
 
Depending on priorities and interests pursued, additional dimensions to the ones outlined above may be applied 
or the previous dimensions further differentiated. There are also different approaches as regards weighting of the 
different dimensions. Generally, a basic differentiation applies between 'single-column' and 'multicolumn' mod-
els.35 Under 'single-column' models, a single dimension is assigned essential priority. An example of prioritising 
the environmental dimension is the already mentioned sustainability study by the German federal environmental 
authority (UBA, 2002) according to which environmental aspects should constitute the framework within which 
economic and social development is to take place: "The carrying capacity of the natural environment hence must 
be accepted as the final hard limit within which all human activity has to take place."36 
 

On the contrary under the 'multicolumn' models, equal significance is emphasised of all the dimen-
sions. In Germany, the most frequently discussed approach is the 3-column model that comprises the environ-
mental, social and economic dimensions. The model was introduced to the public sustainability discussion in 
Germany by the Enquete Commission in 1998, aiming at a sustainability policy interpreted as a general social 
policy, with the three dimensions enjoying equal weight in the model.37 

The three-column model transmits more clearly than the one-column model the notion that apart from 
the natural living environment, social and cultural values also may be considered resources through which to 
satisfy human needs. The model further emphasises that society may be challenged by environmental but also 
equally economic and social risks. Sustainable development aims at avoiding irreparable losses on the one hand 
while also on continuous harmonisation within and between the three dimensions on the other. 
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All the three dimensions are indirectly shaped by the fourth cultural dimension. The perceived values 
and traditions prevalent in a society determine in the last end how the globalisation-related challenges of sus-
tainable development are reacted to. This also is the final variable that determines whether a balance is actually 
possible of the environmental, economic and social dimensions and in what form a consensus may be reached 
with other cultures. This is a framework for any commercial enterprise within which to comply with its respon-
sibility obligations and contribute to sustainable development. 

 
FIG. 3: INTERRELATIONS OF SUSTAINABLE DEVELOPMENT DIMENSIONS 

 
The previous conclusions imply that a discussion of the needs and strategies for a sustainable develop-

ment always goes down to a discussion of values. This poses particular challenges specifically upon commercial 
enterprises. Apart from business economic indicators for the products and services sold, increasingly also the 
principles of business leadership are focused on. Hence the requirement to also consider social and environ-
mental indicators also is a requirement for insight into the value perceptions to pursue in strategic manage-
ment.38 The question about value perceptions to embrace in corporate policy in order to facilitate sustainable 
corporate management in the three dimensions shall be schematically explored in the following parts for the 
area of the European Union (EU). Corporate Governance guidelines may prove a first preliminary answer to the 
question. The guidelines partly consist of statutory provisions that refer to common value perceptions. 
The (Value-Emphasising) Position of the EU Commission on Corporate Governance 
Since the 1990s, Corporate Governance provisions39 have been implemented in a number of member states. The 
regulations were in response to the ignorance of shareholder interests on part of corporate managements and to 
identified weaknesses in the working mode of supervisory boards as well as in industrial surveillance systems. 
The European Union Commission (EU Commission) explicitly addresses the deficiencies in its action plan: 
there is a need to (re)establish trust and for more transparency for the shareholders of the respective commercial 
enterprises. Further the EU Commission criticises that shareholder rights "all too often have been trampled on 
with frequently disreputable, greedy and even fraudulent behaviour on part of enterprises. There is an urgent 
need for a revived sense of adequacy and fairness."40  
 

The EU Commission expects best Corporate Governance practices to also promote an improvement in 
the "global performance ability and competitiveness of EU firms". Further the EU Commission also maintains 
that well-managed firms "with positively strong Corporate Governance and a positive history of success in the 
social and environmental areas"41 are superior to their competitors. This in turn promotes trust among European 
and non-European investors as both their income, their investments and frequently also their pensions depend on 
prudent corporate management in the firms. 

With view to Corporate Governance regulations already in existence in a number of EU states, the EU 
has abandoned the idea to devise its own relevant rules. The Commission considers as its task to harmonise 
more closely the different national codes "in order to promote further approximation and exchange of best prac-
tices."42 For the purpose, short-, medium- and long-term measures are listed in the area of corporation law and 
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Corporate Governance and for some part statutory directives as well as non-statutory recommendations are 
provided. As a model example of the Corporate Governance Codes devised and applied by the different member 
states, the German Corporate Governance Code shall be briefly outlined in the following parts.  
German Corporate Governance Code 
In 2001, a government board was assigned the task of compiling a German Corporate Governance Code 
(DCGK). The Code was completed in early 2002, containing three types of provisions originally aimed primar-
ily at stock market listed companies: 

 Regulations describing in condensed form relevant German legislative regulations in existence 
 Recommendations 
 Suggestions 

While the regulations apply on a statutory basis, the recommendations and suggestions leave a freedom 
of discretion to enterprises. However, non-application of or deviations from the recommendations have to be 
implemented compliant with the "comply or explain" principle. In this way a strong incentive is established to 
preferably comply with the Code. Firms may deviate from the suggestions without any statutory duty to explain 
themselves. Since its introduction, the Code is steadily updated in order to provide for new and incoming trends 
in corporate management. Accordingly, the 2008 version reflects the current approach to Corporate Governance 
in Germany. The Code contains according to information in the same "internationally and nationally recognised 
standards of prudent and responsible corporate management (DCGK, 2008)". The German Corporate Govern-
ance Code contains guidelines for the following areas: 

1. Preamble 
2. Shareholders and general assembly (rights of shareholders and general assembly) 
3. Conjunction of management board and supervisory board (cooperation of both the boards to corporate 

benefit e.g. through adequate information 
flows, open discussion, joint reporting on Cor-
porate Governance in the company) 

4. Management board (tasks, authorisations and compensation, dealing with interest conflicts) 
5. Supervisory board (tasks, authorisations and competences, rules for appointing members of the board 

and their compensation, dealing with interest conflicts) 
6. Transparency (immediate publication of information that directly concerns the firm, real-time and syn-

chronised information to shareholders and investors) 
7. Accounting and annual audit (accounting and annual audit regulations) 

The government board in awareness of the signal effect of DCGK aims in a targeted effort to expand 
the scope of recipients it applies to: "The Code is aimed primarily at stock market listed companies. However, 
non-stock market listed companies also are reminded of the Code significance" (DCGK, 2008). 

In details to the action plan of the EU Commission, Corporate Governance guidelines and compliance 
with corporate responsibility provisions in the environmental and social areas in their combined effect to corpo-
rate success already are mentioned. Accordingly, company internal management cannot be treated separately 
from the firm’s environment also because each decision made affects both internal and external stakeholders 
groups. "Surveillance of governance structures promotes trust in the implementation of economic and social 
transactions, thus contributing to developing and securing corporate cooperation relationships. As securing 
within this context, imposing negative consequences is invariably meant to terminating cooperation relation-
ships as a result of opportunistic behaviour."43 What values should corporate management adopt and in what 
activities they may materialise? Subsequently in the final part, some suggestions are provided for a Corporate 
Sustainable Governance Code based on previous examinations. 

Values – Integral Elements of a Sustainable Corporate Management 
 
In the initial part, the global change including the core environmental and social problems it entails have been 
outlined. The four dimensions of a sustainable development exemplify the complex challenges to master in the 
process. The conferences and boards convened for the purpose have devised relevant strategies and objectives. 
Further solution suggestions can be found in professional publications. The aim of EU policy, participation shall 
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be enabled in a common standard of development for all member states in economic, social and environmental 
terms. For the three areas, political and legal standards are provided that promote sustainable development for 
national legislations to refer to. Although firms are held to comply with the statutory provisions, a sustainable 
corporate management requires more beyond that. 

The purpose and meaning of commercial enterprises is to produce goods and services in order to com-
ply with customer needs and expectations. In the process, the aspect of how the goods are produced and to what 
extent the processes amount to a sustainable value creation is gaining in significance. Both employees and 
stakeholders want to be able to trust the enterprise and its products. In this particular aspect, strategic corporate 
positioning concerns and the aims of Corporate Governance provisions interlap. 

Although the values promotive to a sustainable corporate policy may be outlined in generic terms, in 
the last instance it is the responsibility of each firm to comprise the values that define its corporate identity and 
signify its processes in a 'code of ethics'. "As such, they do not only include moral values but also performance, 
communication and cooperation values. (...) Codification of a specific set of values that defines the firm takes 
form of standards of conduct held in writing that refer in their statements to all the four classes of values. The 
values provide the firm with a clear identity in terms of 'make a difference'.44 The standards of conduct need to 
be actually implemented in practical applications. Only this establishes a credible external image of the firm. 
For the purpose, Corporate Behaviour provisions need to be defined for all corporate areas and processes. 
Through employee and customer feedback, target compliance status in the area of corporate culture can be 
measured and verified. 

 
The Four Value Classes and their Possible Implementation in a Corporate Sustainable 
Governance Code 
 
Moral values such as fairness, honesty, trust or contract compliance materialise in dealing with internal (e.g. 
employees) and external stakeholders (e.g. business partners). Is the employee primarily a cost factor to my firm 
or someone who advances the company? This is a trial of actual practical implementation of trust (in this con-
text, target agreements with employees may function as motivation triggers). Fairness and contract compliance 
materialise e.g. in contact with business partners: are win-win solutions pursued; how does pricing look like for 
markets with little competitive pressures? Within the context of cross-border impacts of commercial operations, 
a firm should always commit itself in view of sustainability concerns to a behaviour that complies with mini-
mum social, environmental and/or economic standards even where not explicitly stipulated by law or where they 
cannot be effectively enforced.45 

Communication values comprise openness, transparency and accommodation. In dialogue with the dif-
ferent corporate stakeholder groups, the aim is to reinforce corporate credibility and prevent any damage to 
corporate goodwill. This entail listening to, assessment of and replying to critical voices aimed at corporate 
sustainability efforts. Within the sustainability communication, voluntary self-commitments may be entered that 
nevertheless have to be up to common standards within the branch or applied by the firm itself. 

In globalised markets, the challenges of a sustainable development in the dimensions outlined may only 
be mastered in the last instance in cooperations with other companies (suppliers, customers). Relevant actions 
may either be implemented along the value creation chain or through cooperations with other firms within the 
branch that otherwise would act as competitors within the value creation chain. In this way within a branch, 
standards may be developed for a sustainable approach that embraces the three sustainability dimensions. The 
efforts may only prove successful if values such as team spirit, conflict solving ability or openness are actually 
implemented in practical applications. 

A sustainable corporate development may succeed if the company out of its own initiative acts innova-
tively and flexibly with high level of commitment. Its products and services must entail a clear message that 
quality and benefits to the target group concerned are achievable in an environmentally and socially sustainable 
manner. This facilitates to communicate corporate performance values. 

Using the German Corporate Governance Code as an example, it has been shown that its regulations 
consist of statutory provisions, recommendations and suggestions. Application or non-application of the rec-
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ommendations nevertheless always is to be reported. A viable option would be to include in the recommenda-
tions also standards of a sustainable corporate strategy. To a number of firms, it already has become common-
place to communicate their sustainability efforts in company reports and via the Internet. As regards further 
continuous development of Corporate Governance provisions, ways could be explored how to incorporate trust, 
honesty and transparency in corporate management also in the environmental, economic and social dimensions. 
The Code impact observable from its inception on could be further substantially enhanced in this way. 

Summary 

The process of global change cannot be contained anymore. The initial arguments herein were meant to exem-
plify this. The relevant environmental, economic and social consequences nevertheless are controllable through 
consequent action in politics, the economy and society. Several options have been outlined in this respect avail-
able to commercial enterprises. Sustainable commercial operations are only feasible if standards are complied 
with of responsible entrepreneurial behaviour. The standards are defined in Corporate Governance Codes. Fur-
ther a reaffirmation is necessary of one’s own declared corporate values. 

On a more detailed inspection, responsible and sustainable entrepreneurial behaviour is not a purely 
voluntary commitment. Responsibility means "standing by one’s words and replies". This is in increasing de-
mand by the different corporate stakeholders. Corporate Social Responsibility signifies the level of actual com-
mitment of a firm towards sustainable development. The interfaces with the firm’s environment including soci-
ety provide the social, environmental and external economic feedback to corporate actions. This area is subject 
to regulations to different extent in the different countries. 

Frequently reorientation towards sustainable corporate management is dismissed with the argument 
that this is not feasible due to competitive pressures. In an intriguing development however, there are currently 
voices not just from politics that consider the present financial and economic crisis a chance for a change in 
direction in this particular area. In this context, a final note applies that apart from indicators of corporate eco-
nomic performance, corporate goodwill also is constituted by intangible values. A value- and sustainability-
oriented corporate management establishes goodwill and market trust. Such enterprises enjoy a growing appeal 
on the backdrop of food scams, salary dumping and environmental degradation. This in turn enables firms to 
clearly differentiate themselves from the competitors, to reinforce customer retention and to make higher prices 
marketable. 
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Abstract 
 
Consumers and society in general expect more from companies whose products they buy. This sense has increased in 
the light of recent corporate scandals that reduced public trust of corporations, in addition to reduced public 
confidence in the ability of regulatory bodies and organizations to control corporate excess.  

While it seems obvious that Corporate Social Responsibility is a critical success factor for every large 
corporation in the long-term, it is not clear if current guidelines are effective and even more if they are properly 
applied. Global activist groups complain that too many companies still focus on short-term profits and that no 
international authority exists that punishes wrongdoings with sanctions.  A popular hypothesis is that the current 
crisis in the financial market, which slowed down demands in many industries, is hampering any further 
advancement in this area.   

With the conference contribution of this subject, this hypothesis will be highlighted and answers searched 
for what influences Corporate Social Responsibility under the current situation.  

The results and insights of the contribution will also be partly used for a current PhDr thesis that is 
sponsored by PhD Prof. Jozef Papula, Dean of the Faculty of Management from the Comenius University, and will 
also be partly used for the work of the future PhD thesis on Corporate Governance, the specialization area of the 
author.   
 
Defining Corporate Social Responsibility 

 
Definition 
Howard Bown is regarded by some as the father of Corporate Social Responsibility. He defined the social 
responsibilities of businessmen in 1953 as to “pursue those policies, to make those decisions, or to follow those 
lines of action which are desirable in terms of the objectives and values of our society” (p. 6).  

It is important to point out that Corporate Social Responsibility has been around for a long time. There 
exist numerous definitions, and three main perspectives can be identified. 

In the first perspective, Corporate Social Responsibility is primarily seen as an action of philanthropy 
from corporations. Even when this might be still true for some corporations, this point of view is out of fashion 
and hardly considered in science anymore.   

In the second perspective, Corporate Social Responsibility is considered only as a strategic action 
intended to comfort stakeholders. This stakeholder theory implies that it can be beneficial for a firm to engage in 
certain Corporate Social Responsibility activities that stakeholders perceive to be important. These stakeholders 
might otherwise withdraw their support from the firm (Donaldson & Preston, 1995).  

In the third perspective, Corporate Social Responsibility is looked at in a very general way of how 
corporations handle their affairs and go beyond the concern to how such actions are seen by others. A very 
comprehensive definition is from The Institute of Directors (2002):  

 
“Corporate Social Responsibility is about businesses and other organizations going beyond the legal obligations 
to manage the impact they have on the environment and society. In particular, this could include how 
organizations interact with their employees, suppliers, customers and the communities in which they operate, as 
well as the extent they attempt to protect the environment.” 

More concretely, Corporate Social Responsibility often encompasses the following domains among others: 

- Ethical conduct of management 
- Human rights issues (employee treatment in particular)  
- Environmental treatment  
- Costumer/consumer protection and rights 
- Community responsibility  
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- Philanthropic initiatives 
 

Rationales 
In 1970, Milton Friedman wrote an often-quoted article for The New York Times Magazine that stated: "there is 
one and only one social responsibility of business – to use its resources and engage in activities designed to 
increase its profits so long as it stays within the rules of the game, which is to say engages in open and free 
competition without deception or fraud” (p.124). And that's the neo-classical view among free market 
economists up until today: that the only social responsibility a law-abiding business has is to maximize profits 
for the shareholders and that it should not be hindered by social conscience (Friedman, Mackey & Rodgers, 
2005).   

But the future Nobel Prize winner in economics did not reinvent the wheel with his article. Many argue 
that his mindset goes back to Adam Smith, who stated already in 1772 in “The Wealth of Nations” that: “By 

pursuing his own interest [an individual] frequently promotes that of the society more effectually than when he 
really intends to promote it. I have never known much good done by those who affected to trade for the public 
good.”  

The simple idea put forward is that free market capitalism will generate the most money that can, at the 
end, be used for any means, as well as for social welfare. An interference on the other side will harm not only 
investors but will also negatively impact the economy as a whole which becomes less productive, offers less 
value to consumers and has less money to contribute to welfare. Ever since Friedman made his comments, he 
has been criticised and hated as a villain by many. However, he best brought forward the deep-rooted beliefs of 
a large part of Western civilization, which is that the free capitalism at the end turns out to be the best way to 
create welfare. The paradox in this is that despite the current economic crisis, history partly seems to confirm 
this theory. 

But our world is faced by new forms of social problems and corporations face much more conscious 
consumers. Opponents of the ideas from Friedman see things quite differently. While many of them are not 
against the idea of a free market, they like to point out that the sharp focus on shareholder value often creates  
harm to the society that can not be easily undone (Warren, 2001). Popular examples are childhood labour, or the 
ruthless production of goods that damages the health of employees and the production facility environment or 
simply the world climate in general. For them that time has come where a change of thought needs to take place 
before it is too late. 

 
Evolution 
While many activists complain that not enough is being done, it needs to be recognized that slowly but steadily 
many initiatives linked to Corporate Social Responsibility have found their way into current legislation.  

Corporate Social Responsibility has moved away from its historical focus on business philanthropy to a 
broader set of activities that engage business with the full range of its stakeholders and integrate the practice of 
Corporate Social Responsibility into the strategy of an organization. 

A research published by Context (2006) showed that 90% of the largest European companies published 
substantial information on their social and environmental impacts. And KPMG (2005) concluded one year 
earlier that more than 50% of the largest Multinationals have started to produce reports that are directly linked to 
Corporate Social Responsibility. 

Today, Corporate Social Responsibility has become an important issue for most multinational 
corporations. Thirty-two years after the statement of Friedman, the PricewaterhouseCoopers Sixth Annual 
Global CEO Survey of nearly 1000 chief executives from Europe, Asia and the Americas proves this 
impressively. The survey of PwC (2006) concludes that: 71% of CEOs would sacrifice short-term profitability 
in exchange for long-term shareholder value when implementing a Corporate Social Responsibility program. 

As one of the latest trends Corporate Social Responsibility has become an issue that the financial world 
has become attracted. A growing number of financial markets and institutional investors pay careful attention to 
Corporate Social Responsibility practices of publicly-held companies. According to estimates by the 
Washington-based Social Investment Forum Foundation (2008), as much as $2.3 trillion in capital is invested on 
the basis of social responsibility indicators. Examples of the use of these indicators are: 

- Dow Jones Sustainability Indexes that track the financial performance of leading sustainability-driven 
companies worldwide; 
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- The London-based FTSE4Good Index Series measures the performance of companies on Corporate 
Social Responsibility criteria; and 

- SAM Group Index of Zurich-based SAM Group with the world’s first index that merges Islamic 
investing principles and sustainability criteria covering 105 companies. 
However, while the idea of Corporate Social Responsibility has been embraced by some investors, the 

analysis of indexes and other evaluations of corporate success have not resulted in a clear picture on the long-
term profitability of Corporate Social Responsibility. Both contributors and critics will find results that are in 
their favour (McWillimas, Siegel & Wright, 2006). 

Corporate Social Responsibility has also been addressed on the international scene of politics at the last 
meeting of the G8 in Heiligendamm (2007). The G8 Heads of State and Government expressed a need to 
strengthen the principles of Corporate Social Responsibility. G8 countries together with the G5 - India, Brazil, 
China, Mexico and South Africa - launched at Heiligendamm a dialogue process around four topics: investment 
and responsibility, innovation, energy, and development. Corporate Social Responsibility is clearly a part of 
these topics. 

 
Paradigm Shift due to the Financial Crisis 

The interference of the government is highly unpopular among liberal economists. But the current financial 
crisis has led to a fundamental shift of public opinion in which the help of the government to save jobs and 
whole industries has reached an unprecedented momentum.  

In regard to the financial crisis, many Corporate Social Responsibility contributors like to talk of the 
demand of a “Green New Deal”. They refer to Roosevelt’s New Deal as reaction of the economical crisis in the 
30s in which the government launched a large investment program and started to demand more taxes from the 
rich (Missbach, 2009). The investment of the government that allowed the world to recover was six years later, 
incorporated by Maynard Keynes’ theory known as “Keynesanismus”. Widely accepted, it is one of the most 
loved theories to resolve the current crisis among today’s economists.  

World renowned economist Soros (2009) declared in the last WEF Forum that the prevailing 
interpretation of how financial markets operate has very truly failed. The “efficient market theory” accepted by 

many has been disapproved by the events of the latest financial crisis. Many private investors who have become 
rich under this system are now turning their back and are not willing to support the market any further. So after 
years dominated by an “efficient market theory,” there is now a sharp move back that requires a more active role 

of the government. 
 

The implications on our mindset because of the financial crisis signal a paradigm shift. It will influence greatly 
the way we look at capabilities of a “free market,” the “role of governments,” and the functioning of economies 
as a whole.  

With the newly acquired role of the government that stands by to pump billions into the financial 
system and large corporations, many Corporate Social Responsibility activists hope that the governments will 
directly or indirectly promote Corporate Social Responsibility. So it is like the world has come once more to a 
crossroad; next to the great challenge remarkable opportunities should be seen, which could change our world 
for the better and for which many activists believe that Corporate Social Responsibility might just be the 
answer. 

 
Hypothesis 

The current self-declared optimism for opportunities such as the “Green New Deal” is mixed with fear by many-
-fear that what has been achieved thus far in the establishment of social and environmental consciousness will 
now be abounded. There is also fear that companies will care less about their workforce and the environment as 
long as they find a means to survive and that the public, on the other hand, will stand back and accept this.  
Influences on Corporate Social Responsibility 
Political  
The following is a selection of important influences from a current political perspective:  

- Corporate Social Responsibility as a whole stays on the agenda of politics. The latest event where it did 
play a major role was on the G8 summit in Heiligendamm and the WEF in Davos. 
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- Governments that are forced to play a more pro-active role in the corporate world have started to 
impose governance regulations on companies that had to be supported by them. The currently, most 
discussed issue, in this sense, is the binding rules regarding the maximum remuneration of top 
executives (The New York Times, 2009). 

- The role of non-governmental-organizations (NGOs) that influence policy-making should not be 
neglected. Keck and Sikkink (1998) call the rising influence of NGOs as one of the most significant 
developments in international affairs over the past 20 years. 

Economical   
The following is a selection of important influences from a current economical perspective:  

- The financial crisis and failure of the “efficient market theory” will have one of the biggest influences 
on Corporate Social Responsibility. It is an opportunity for change that, if not used, might as well just 
pass by. 

- The relationship between the treatment of Corporate Social Responsibility by corporations, which is 
sometimes referred to as Social Performance, and the financial success of a corporation is an important 
and crucial aspect of the economical perspective. However, the only conclusions to draw from these 
discussions so far are that they do not present a clear result as to whether clear Corporate Social 
Responsibility strategies pay out (Griffin & Mahon, 1997).     

- Vital in the discussion regarding Corporate Social Responsibility is also the difference in economical 
strength from developed and undeveloped countries (see also following chapter on Dilemma: 
Difference of developed and undeveloped nations).  

Society   
The following is a selection of important influences from a current society perspective:  

- Cultural aspects play an extremely important role of what to understand under Corporate Social 
Responsibility and how the subject is handled by its society (Doh & Guay, 2006). The cultural values 
impact everything from employee treatment to environmental protection. Its differences between EU 
nations are huge and are even more diverse considering the United States or developing nations. 

- Public consciousness has a great impact on Corporate Social Responsibility as it forces all large 
corporations to consider the impact on their profits in case of a reputational damage. Other than from 
an economical perspective, this needs to be looked at as a Governance and Operational Risk point of 
view. 

- It needs also to be recognized that Corporate Social Responsibility has found its way into the 
educational system and a fair amount of research started since the 80s (Carroll, 1999). Today, most 
universities and business schools offer modules where its fundamentals are outlined.   

Technological   
The following is a selection of important influences from a current technological perspective:  

- The 20th century has provided us with technology that allowed multinational corporations to optimize 
their production chain by relocating their production facilities and reconfiguring their supply chain all 
over the world. While technologies allow such advancements, the challenge to control the Corporate 
Social Responsibility of corporations increased dramatically. This includes the quality management of 
production facilities overseas to protect local employees and the environment. And it also includes the 
responsibility to communities that have signalled strong resistance towards the practice of offshoring. 

- A move into new technologies is given for all large industries with probably the biggest pressure on car 
makers. Their advancement of environmentally friendly cars has started to have a direct impact on the 
profit and loss accounts and also heavily impacts the overall image of said corporations. 

- Another important aspect that led to the increased interest and awareness of Corporate Social 
Responsibility is seen in the information technologies that allow information to be spread easily, with 
low cost.   

Legal 
The following is a selection of important influences from a current legal perspective:  

- Slowly but steadily, many initiatives from the government and NGOs have found their way into current 
legislation. Today they impact everything in our daily lives from employee protection to consumer 
good quality. 
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- There are many examples of ethical rules that were transferred into legal rules. For example, the 
unethical conduct of executives from Enron and Worldcom led to the Sarbanes-Oxely Act that severely 
penalizes ignored ethical rules in the United States (Mullerat, 2005). 

- Most regulations specifically targeting Corporate Social Responsibility come today in the form of 
“Codes of Conduct” and “Business Guidelines”. However, since this form of regulation does not have a 
strict legal impact on corporations, they are seen by many as ineffective (see also the following chapter 
on Dilemmas: Grade of Voluntary).  

Environmental   
The following is a selection of important influences from a current environmental perspective:  

- Environmental subjects like no others tend to mobilize a large amount of people that stand up in NGOs 
or in consumer boycotting of corporations. Among the most impressive cases is the consumer 
boycotting of Shell Oil because of its decision to sink the Brent Spar oil rig (Hess, Rogovsky & 
Dunfee, 2002). 

- The 1997 Kyoto Protocol aimed to reduce the level of greenhouse gas emissions, which are regarded as 
a main contributor to global warming. Protocol signatories, including the US and EU, agreed to cut the 
greenhouse gas emissions substantially from 1990 to 2010. The most important initiative so far failed 
partly because the US and other nations did not ratify it. Nevertheless, it is still the most important step 
and the basis for many initiatives to come that aim at reducing greenhouse emission. 

- The idea of the Green New Deal is not completely new but has, with the financial crisis, attained new 
momentum. The United Nations Environment Program launched in October 2008 an initiative in 
London called the Global Green New Deal. Over $4 millions are being spent on a study that should 
result in guidelines for government investments into industries creating jobs to tackle climate change 
and help to prevent a prolonged descent into economic misery as well as reduce bills for imported 
energy (Green Inc., 2008). 
 

Dilemmas 
 
Grade of Voluntary 
Over the past decades, various dilemmas have emerged regarding Corporate Social Responsibilty. The first 
dilemma regards the question of whether “requirements” should be voluntary or not, especially regarding 

growing environmental challenges in areas such as climate change, as well as regarding the enforcement of 
labour standards and basic human rights. 

The most prominent fight on this level is between the European Commission and the European 
Coalition for Corporate Justice ECCJ, since the European Commission has signalled that it is not going to 
pursue a strictly regulatory approach to the promotion of Corporate Social Responsibility.  

The ECCJ, on the contrary, quotes in its Mission Statement (ECCJ, 2009) that “although voluntary 
initiatives can be successful in some cases, regulatory measures are necessary to ensure all corporations abide by 
nationally and internationally agreed standards, whichever provides the higher standard”. 

One of the exceptional cases where Corporate Social Responsibility is seen as part of the strategy even 
in the time of crisis is coming from chip producer Intel that announced at year end 2008 that its fourth-quarter 
numbers were poor, with net income off 90% from a year earlier. At the same time Intel confirmed the launch of 
the “Small Things Challenge,” a commitment of up to $300,000 for education and development in countries like 
Afghanistan, Cambodia, Haiti and Uganda in partnership with non-profit groups such as Kiva.org and Save the 
Children (Delevingne, 2009). 

 
Role of the Government 

The role of the private sector is today still mostly defined through production and profit-maximization. Hence, 
the government should take care of social and environmental issues through efficient and robust policy 
frameworks and mechanisms.  

Moon and Vogel (2008) consider that Friedman’s distinction as premised on accountability grounds 

correctly. In that sense the political representatives are trained for and experienced with addressing public policy 
issues, whereas executives are trained for and experienced in managing corporations and optimizing profits. 
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However, much of the growth of the global civil regulation is rooted in the perception that economic 
globalization has created a structural imbalance between the size and power of global firms and markets, and the 
capacity, willingness, and ability of governments to regulate them (Moon & Vogel, 2008). Newell (2000) 
quoted: “Multinational corporations appear to wield power without responsibility. They are often as powerful as 
states and yet unaccountable” (p.121). 

With the current crisis, the role of government is a new one. On one side they have gotten the power to 
influence the strategy of whole industries as they have become an important investor; on the other side they are 
faced by demands of many voters that require from them a firmer role in the time of crisis. Therefore, more than 
ever, governments need to find an equilibrium allowing them to impose effective legislation that serves the 
society without hindering corporations to overcome the current economical crisis.   
Small and Medium-Size Enterprises SMEs 
Multinational corporations are much more sensitive to the public than such called small and medium-sized 
enterprises. This is logical considering that a brand value for a renowned company is much bigger than for a 
“nobody”. The capitalization of the brand value such as in the example of the Virgin Group might even be the 
cornerstone of the strategy.  

The economical landscape on the other hand presents a different picture. In most nations, SMEs in total 
play a much more important role than its few multinationals together. At the same time, current initiatives 
clearly target large corporations in the first place.   

SMEs are reached eventually through supplier contracts or through public awareness. But especially in 
developing countries it is difficult to reach and attract SMEs to implement Corporate Social Responsibility 
standards.  

 
Cultural differences 

When Microsoft announced it was cutting jobs because their profit had diminished, these actions were not 
understood and regarded with misbelief. Isn’t the founder of Microsoft one of the biggest contributors to social 
welfare in the world? At the same time, he doesn’t seem to care that a decision he could influence puts the well-
being of over 5000 persons who have helped to create his fortune at stake (The New York Times, 2009).  

It is the differences in cultural norms, traditions and unwritten rules that make the whole discussion 
about the appropriate application of Corporate Social Responsibility fare more complex. To find common 
ground on important Corporate Social Responsibility aspects is one of the biggest dilemmas to overcome.  

 
Difference of developed and undeveloped nations 

According to Fielmon and Uriarte (2008), Corporate Social Responsibility is often evolving in response to 
profound external forces, including meeting legal and regulatory obligations and responding to the elite and 
broader public opinions that demand higher standards of accountability, for example, meeting environmental 
requirements and assuring appropriate labour standards throughout the supply chain.  

The key drivers for Corporate Social Responsibility are the requirements of the global marketplace and 
their supply chains. For example, there are strong incentives for exporters to adopt appropriate practices (e.g., 
human rights, labour practices, environmental practices and food safety) to access markets or to attract overseas 
investment.  

But there is considerable variety in the structure and regulation of markets, in the accountability of 
governments and the operation of the justice system, and in the freedom of civil society. If governments, either 
by oppressive practices that restrict the function of civil society, widespread corruption and incompetence set a 
bad example, it is unlikely and difficult for corporations to act responsible.  

The other great dilemma about the differences in regard to Corporate Social Responsibility is the 
demand for worldwide standards that impose on not yet developed countries a burden they might not be able or 
willing to accept. For many people in developing countries life is still a continuous struggle. To demand from 
them the same sacrifices as from rich nations is morally questionable. 
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Solutions for Advancements 
 

Transparency 
Smith (2008) points out that one relatively well recognized driver for Corporate Social Responsibility is the 
consumer. He can both support responsible corporations through his consumerism and boycott them if he feels 
they act irresponsible.  

Most important for this to function is transparency over the Corporate Social Responsibility behaviour 
of corporations. NGOs and governments should find ways to promote this transparency for consumers and 
investors. New financial indexes in that sense are great but are based on very diverse forms of publications and 
reporting of corporations. Every large corporation in the world is allowed to publish Corporate Social 
Responsibility content in the extent and form of its choice. This can hardly be considered an optimal situation 
for transparency.  
Harmonization and International Quality Standards 
Closely linked to the subject of transparency is the one of harmonized quality standards.  

If the quality standards are international, they can help to set a common ground of understanding and 
promote Corporate Social Responsibility business practices worldwide. An example for such a standard is the 
SO 26000 by the International Standardisation Organisation (ISO) planned for 2010 

If certifiable, such as quality labels of “Fair Trade Certified,” they allow corporations to signal to 
customers that they take the conduct of responsible business seriously.    

If established as a demanded industry standard such as the new “Energy Labels of the European 

Union,” they allow customers to compare one product with another and make a clear choice on price, quality 

and environmental friendliness.  
International guidelines and quality standards may do best to overcome some of the cultural differences 

and advance with more consistency of Corporate Social Responsibility actions. 
Academic Initiatives 
International dialog on Corporate Social Responsibility and the exchange of opinions sponsored by the 
academic world and governments help to better understand cultural differences.  

Some believe that if we want to truly save the planet and create an overall fairer system in society, a 
true revolution is needed. And revolution starts often in the heart of people that are inspired to follow a vision. 
This said, there is a huge responsibility with all universities that through an adoption of their learning can make 
Corporate Social Responsibility and related subjects a primary focus.  

Young people are more and more conscious about the values of their employer. In this a double 
positive effect could result that students will bring their spirit into corporations and start a revolution; on the 
other hand corporations will be more conscious that their values are a key issue in order to attract talented 
students that are happier at work if they find their personal values shared with their employer. 
Redefining the Role of NGOs 
Many NGOs still focus a lot of their energy on multinational corporations that are more vulnerable to their 
attacks and public opinion. A campaign against them also offers promising publicity for the NGOs themselves. 
Nevertheless, the landscape of the economy is another one with SMEs that dominate and play a much more 
important role to society.  

Hence it would be great if NGOs could focus with their work less on publicity and large corporations 
and more on dialog, education and SMEs. This help would be particularly welcome in developing nations that 
prove also in the time of crisis to be among the weakest. 
Redefining the Role of Governments 
As impressive as some of the evolved Corporate Social Responsibility programs of corporations are, it needs to 
be acknowledged that there are ethical, social and environmental challenges in today’s world that no company 

acting voluntarily can overcome.  
Therefore the governments need to do more to stimulate reductions in greenhouse gases, ethical 

management practices and fair trading. Now that governments have the possibility to influence whole industries 
like never before, they should think twice on the form of regulations to impose and the investments to support. 
In example, the alternative energy sector has done well over the past years, but due to the current credit crisis 
this industry is also particularly threatened. Although the demand for the Green New Deal is laughed at by 
some, the idea should be taken seriously. 

 

1387



Role Model by developed nations 

As long as developed nations are not willing to do more and to anticipate a better support for Corporate Social 
Responsibility aspects, in particular a larger reduction in greenhouse gas emissions, there is little doubt that 
developing nations are not willing to agree on current terms.  

Instead of fighting over the fair level of reduction from a developed and a developing country, the only 
way out of the current deadlock would be for developed nations to go ahead and play a role model.  

 
Conclusion 

 
There is much reason to believe that the financial crisis has indeed slowed down many initiatives of Corporate 
Social Responsibility. The first priority of corporations is to make profits; and in the time of crisis Corporate 
Social Responsibility falls behind. A prominent example is European governments that, due to the crisis, have 
decided to ease back on the pace at which they had promised to tackle climate change (Green Inc., 2008).  

However, it would be wrong to believe that the crisis has made Corporate Social Responsibility 
meaningless. As multifaceted is the subject of Corporate Social Responsibility, broad and detailed current 
developments need to be looked at.  

For some corporations the concept of Corporate Social Responsibility has become a serious issue that, 
also in the time of crisis, is not given up. A fine example in this regard is the mentioned example of chip 
producer Intel that, despite their fourth-quarter net income off 90%, continued with its commitment to education 
and development in developing countries (Delevingne, 2009). 

Correct ethical conduct of management has also attained new attention due to the crisis. Most 
prominent is the discussion of high salaries of top executives. The public’s fury regarding executive pay partly 
funded by taxpayers’ money led to the release of new legislation in some countries including  France, Germany 
and the United States (The New York Times, 2009).   

Up until today, one of the biggest handicaps for Corporate Social Responsibility seems to be the sharp 
differences of cultures. And while it would be unthinkable for a company in France that still makes profits to lay 
off people on a large scale, it seems more than natural that a company like Microsoft that still makes profits lays 
off 5% of its workforce to become more profitable again. As Crane, Mc Williams, Moon and Siegel (2008) 
correctly point out, there may be very different reactions from US businesses that emphasize shareholder rights 
and non-US businesses that may emphasize a balance of stakeholder rights.  

Solutions to advance on the other side are seen by the authors in ways of promoting transparency, the 
harmonization and internationalisation of standards, and stronger and redefined NGOs and the government. The 
true paradigma shift of the financial crisis is that the “efficient market theory” has proven to be wrong. Hence a 
unique opportunity arises for governments to redefine a part of the market rules and provide guidance. If today’s 

governments are really up to this challenge needs to be find. But it will make history for us.  
Ulrich Steger (2008) wrote in an article concluding on the advancements of Corporate Social 

Responsibility: “Even for the most risk-exposed companies or industries, everything beyond the (hard-) core 
business is of secondary importance. At best, global companies are interpreting their current business model in a 
more responsible way and cautiously choosing an incremental but continuous, improvement path to increase 
their environmental and social performance. Over time this can produce some results but the impacts of such 
efforts currently remain significantly below the academic expectations of break-through innovation and new 
business models” (p. 561). 

He best points out the reflection of the authors taking current development on Corporate Social 
Responsibility into account. Its concept has not completely failed but it still needs to find its form. The ultimate 
conclusion is that corporations, the academic world, NGOs and the governments need to do just much more if 
we really want that Corporate Social Responsibility to become a cornerstone of corporations and contribute to a 
better world for the generations to come. It’s simply not good enough, and we can do better! 
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Preliminary remarks 
 

The crucial impact of confidence on any kind of business relations is a universal and basic challenge for every 
industry, not only for the financial services industry.  

Furthermore, the current collapse of client confidence in companies is not a new phenomenon. In fact it 
was evident long before the financial crisis: More than two thirds (69%) of people in the United States agreed 
with the alarming statement when asked about their confidence in institutions and companies, “I don’t know 

whom to trust anymore”, according to a February 2002 Golin/Harris Poll (Trust, 2002). Thus, a discussion about 

confidence is directly linked to issues of sustainability within the relationship of companies and their clients. 
One can’t find a sustainable client relationship without an ample degree of confidence.  

The global business model of private client banking services is fundamentally based on relationship 
and advisory. Thus, it’s based on confidence.  

Banking advisory services mean for example to advise private clients what kind of investment 
decisions to take and what kind of product to choose, how to handle issues of financial planning, how to 
structure loans for real estate investments, how to structure succession planning etc. When it comes to advisory 
services, a central element of the relationship between the client, his bank and his bank’s relationship manager is 

confidence.  
According to a private client research1 (Welt Online, 2009) only 9% of the German banking clients are 

strongly confident about their personal banking advisor. Moreover, 30% of the banking clients share a feeling of 
“not having completely understood what has been discussed” (Welt Online, 2009) after having been advised by 
a bank.  

As a part of the global financial services industry, the Private Banking and Wealth Management is 
defined as a specific private client strategy which is focussing on the needs of private clients with higher 
amounts of income and/or already given wealth. It combines a broad range of products and services with an 
extensive degree of personal relationship orientation (Broschinski, 2006).  

Within the EU this industry is targeting on about 8% of the population which represent about 60% of 
the total wealth as held by private individuals in mature EU markets.  

Private Banking and Wealth Management is widely agreed to be fundamentally linked to an extremely 
high level of client confidence. Thus, it can be regarded as a kind of a general indicator for the current state of 
banking services which are based on advisory services for private clients. Within this paper it will partially be 
employed as a kind of a representative reference for banking advisory services in general.  

Furthermore, previous research for the EU region (Broschinski/Komornik, 2005) has underlined that 
Private Banking and Wealth Management is based on comparable fundamentals and differentiation criteria in 
business both for mature and emerging markets - although “the new EU countries’ gross wealth portfolio 

allocation – stressing currently mainly more or less risk free instruments - underlines that Private clients from 
the emerging EU region are actually more risk averse than in mature markets.”  

Following a very business practice orientated path of the discussion this contribution analyses the role 
and the current state of client confidence in banking advisory services in the context of the financial crisis. It 
outlines differentiations in comparison to the general confidence in the financial strength of banks and the 
banking system. Moreover, the term confidence is briefly analysed by offering a psychological point of view in 
order to demonstrate basic patterns of confidence as a substantial component of human being. Furthermore the 

                                                           
1 German magazine Focus assigned by Commerzbank 
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paper holds that the banking industry will have to overhaul substantial parts of the present business model in 
order to retain client confidence. As a part of this discussion the paper outlines some analogies with the recent 
Customer Advocacy Model. Finally, this paper will present a general roadmap for banks how to (re-)structure 
parts of the business model focussed on retaining client’s confidence. A brief – hypothetical – case study which 
integrates some of the main assumptions shall illustrate conceivable forms of an implementation for business 
practice in a more seizable manner. 

 
The state of client confidence: shuttered 

 
The global financial markets crisis has tremendously destructed the confidence of private clients in the global 
financial services industry. 

According to a recent poll from January 2009 (Brand Control, 2009), 64% of the German top earners 
(>100.000 Euro p.a.)  – by the way core clients for Private Banking and Wealth Management – have stated not 
to have confidence in banks anymore. Furthermore, nearly 40% stated to abstain from banking advisory services 
in the future in order to take investment decisions on their own. 

The results of an also recent (Forsa, 2009) market research  done in February 2009 reflected that only 
25% of private clients state to be still interested in banking advisory services such as financial planning. Even 
more alarming: Only 25% are confident about banking advisory services to be honest and in the client’s own 

interest. Interestingly about 50% argued to have confidence in independent financial advisors, whereas insurers 
(8%) and mutual funds providers (1%) also reflect a quite alarming client perception. 

These findings illustrate that private clients are not only mainly asking whether their banking deposits 
are still secure as a result of the “perfect storm” of the financial crisis. Rather a basic damage in confidence as 

an effect of the financial crisis has changed the attitude of clients towards banks and financial services providers 
in general.  

Surely there are losers and winners in banking. Well known banking brands with a solid financial 
foundation can take advantage from a “flight to quality” whereas others have lost and will lose reputation and 

thus clients and assets in a significant way.  
However, the banking industry as a whole will have to react. Thus, a recreation of trust and confidence 

has a crucial priority. 
 

Back to basics: the foundation of banking - trust and confidence 
 

A brief view on the basic concept of banking seems to be valuable. Without any doubt, confidence is the 
foundation of any kind of banking business. The reason why is quite simple: A classical bank acquires deposits 
and – at least partially – lends the deposits to a borrower.  

This means that from a theoretical point of view, any bank can run the risk of becoming non liquid. 
However, only in the unlikely event that a very large part of the bank depositors are calling their money back at 
the same time. Only the confidence of the depositors and other backers, e.g. other banks, avoids that such an 
event occurs. As already discussed by Diamond and Dybvig (Diamond/Dybvig, 1983) in a quite well known 
paper named “Bank runs, deposit insurance and liquidity” liquidity is both the Achilles’ heel and the constituent 

characteristic of the classic banking business. Or like the British economist Walter Bagehot argued in 1873: 
“every banker knows that if he has to prove that he is worthy of credit, however good may be his argument, in 

fact his credit is gone”. 
However, both the theory and the evolution of banking have developed main answers for the question 

how to impede a systematic failure of banking markets. There are four core mechanisms: 
 

1. Financial regulation 
2. Financial supervision 
3. Deposit insurance 
4. Role of the central banks as a lender of last resort 

 
During the hot meltdown phase of the financial crisis we also could see an additional, a fifth 

mechanism at work: The role of the state as a therapist for banks under cross fire. In addition, several EU 
members (like Germany and Slovakia) have declared general state guarantees for the deposits of private clients.  
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The recent decisions of the G 20 countries, which will reinforce regulation and supervision of financial 
markets, are an important completion. They importance is stressed by the fact that the crisis has not ended yet. 
The global banking system already had to post about 1.3 Trillion US-Dollar losses. However, some experts are 
predicting a completion of increasing losses which could account for about more than 4 Trillion US-Dollar in 
the end.  

These five mentioned basic mechanisms have worked well so far within the crisis: They provided the 
foundation for a stabilisation of a basic confidence in the financial system. Beforehand the financial system 
itself has compromised this confidence and has violated the social contract with the citizens. This also has led to 
a discussion about the role of business ethics in banking. For sure it will be the task of the financial system and 
financial services providers not only to meet tougher rules as given by improved regulation issues.  

Rather it will call also to overhaul issues of corporate governance, which are linked to topics like salary 
schemes, product policy etc. It is predictable that we will see the rise of the importance of business ethics as a 
new dimension of entrepreneurship and business not only in banking. So an additional public attention is to be 
taken for granted for contributions like for example “Ethics – the fourth dimension of entrepreneurship” 

(Luknic, 1994), composed by Prof. Arnold Luknic, a Slovak-American academic.  
Concluding we can find that given the available market research data, it’s not the main current concern 

of private clients to loose deposits by a bank which becomes bankrupt.  
For example, a recent (April 2009) U.S. survey (Morpace, 2009) pointed out that US consumers’ 

“confidence in the financial strength of banks in general” has increased significantly for the first time since 

September 2008 and since it faced a bottom line in January 2009. According to this research “Consumers are 

noticing the roll out of federal programs designed to strengthen the banking system. After months of declining 
confidence this increase may signal a return to the high levels of confidence that we normally see.” 

However, the wealth allocation of clients has changed. It has moved away from equities, and complex 
derivative constructions towards elementary asset classes like gold, real estate, state guaranteed bonds etc. 
Furthermore, a kind of an allocation which can be described as a “mixture of several banking providers” in order 
to reduce the risk of a single bank failure has also become a part of the allocation process of at least wealthier 
private clients.  

The (quite shuttered) client confidence in advisory services as provided by banks is more an indirect 
consequence of the financial crisis. Clients have begun to ask “Why should I trust in the advise of banks which 

have seen such bad results in their own management operations –how will they manage my money and assets? 
Will they manage my assets fair, honest and in my best concern?”  

It’s very obvious: an eruption in the confidence in the ability of banks to serve as a trusted advisory 

partner for private clients has taken place. What we can find is somewhat like a “perfect storm” for advisory 

services. This finding affects the business model of a whole industry. Additionally a development which is 
reinforced by the fact that even before the financial crisis, banks in general did not score for a high level of 
client confidence and convenience - in comparison to other industries.  

The reconstruction of confidence is a priority for the banking industry. A fundamental challenge which 
is calling for a systematic - and may - groundbreaking approach. Such an approach should be based on a deep 
understanding of how the concept of confidence works. On the other hand these findings must be transformed 
within the business model of the industry. These perspectives will be part of the following sections of this paper. 

 
A brief interdisciplinary excursion: Confidence from a psychological point of view 

 
Now that we have underlined the general importance of confidence for banking in general and for advisory 
driven services like Private Banking and Wealth Management in particular it’s time to take a brief 

interdisciplinary excursion. We have pointed out that the industry must recover the confidence of private clients. 
A number of different scientific disciplines have tried to define the term confidence. We can hold that 

there is no “one and only” definition, no universal definition for confidence.  
For example a contribution in that context holds: “anyone of us can describe whom he trusts. However, 

defining the essence of confidence with only a few words seems not to be possible. Of course, sciences are 
trying to; yet it remains a puzzle.” (Höhler, 2003). 

Confidence is a multi-purpose term, which is applied on numerous dimensions. It is not given only to 
individuals it’s also about techniques, currencies, institutions, governments and much more. 
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Confidence is a central element of human being. Thus we should expect this topic to be a central 
element of scientific disciplines which are focussed on the research of human behavior and experience, 
especially to the scientific discipline of psychology.  

What does confidence mean to us when we adopt a psychological point of view? For the purpose of 
this contribution let’s have a brief look on a simple model for the constitution of confidence comprising three 
phases (Petermann, 1996): 

 Creating an appreciative communication – by paying focussed attention, reinforcing listening skills 
and empathy  

 Avoiding threatening actions – by acting comprehensible, transparent, predictable and providing clear 
feedback  

 Constituting growing confidence – by success in completion of responsibilities 
 
This concept sounds quite simple – in fact, it is. The concept is a derivative from couple- counselling 

therapies based on systematic and numerous research works. But fair enough to hold, that we can find that 
confidence is linked directly to old virtues and values like for example transparency, honesty etc. This is what 
we can outline in an essence when walking through numerous research papers dealing with confidence from 
a psychological point of view.  

In a number of scientific research contributions with a more business management orientated point of 
view, the following conditions have been emerged to be important for the establishment of confidence within 
organisations (Butler, 1991); (Thomas, 2005):  
Just let us name a few: 

- deliver on promises 
- fairness and partnership orientation 
- honesty 
- frankness 
- transparency of decisions, actions and rationales  
- appreciation  
- feedback 
- acting predictable  

 
Most of these findings sound like good old virtues. They can be found within the well known 

philosophy contributions of all ages. And they are quite current. Just let us name an example for an outstanding 
bestseller in Germany which reflects the state of the public discussion about “good, old virtues”: “The book of 

virtues” (Wickert, 2009).  
What kind of actions would banks take which are providing advisory services to private clients and 

which have adopted some of these virtues from the context of our confidence discussion?  
Well, to cut a long story short: It would mean to act not just as an advisor anymore. Much more it could 

mean to act as somewhat which could be described as a “trusted advisor”.  
Let us give some first brief examples what this could mean in business practice in accordance to some 

of the virtues we already have pointed out: 
 

- Deliver on promises: meet promised risk and performance profiles of products sold to a client  
- Fairness: earn fees for asset management services only when the client has made a positive 

performance with his assets  
- Honesty: choosing only the best products instead of selling own products  
- Frankness: explaining the total expense ratio of all provisions earned by a client relationship to the 

customer and avoid any hidden fees; explaining the client the salary system of his relationship 
manager  

- Transparency of decisions, actions and rationales: justification the rationales of a product chosen for 
the client  

- Appreciation: listening to the client, utilizing an easy and understandable wording, developing soft 
skills instead of coaching skills how to sell something 
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Following an analogy: the customer advocacy model - or: banking at a crossroads 
 

Interestingly, the recently discussed Customer Advocacy Model also describes the need to meet these good old 
virtues in business practice, although topics like client orientation, customer relationship management, service 
excellence and many other tools of our current business management methodologies seemed already to have 
described nearly any scope of importance.  

However, according to MIT Professor Urban and his contribution “Customer advocacy: a new era in 

marketing?”, “the customer advocacy model can be viewed as the top of the pyramid. Total quality management 

and customer satisfaction form the base of the pyramid. They are necessary conditions for trust and advocacy. If 
a company is to recommend its own products honestly, it must have products that are good enough to 
recommend” (Urban, 2005). And Urban adds: “customer advocacy strategy aims to build deeper relationships 

with customers by earning greater levels of trust and commitment”. 
Put simply, it can be defined by doing what is best for the customer even if it entails recommending a 

competitor’s product. By acting as a customers advocate in a market, a company has a greater chance of earning 

more trust, sustaining better relationships, creating positive word-of-mouth, reducing marketing costs, 
increasing brand value – and achieving profit and growth. Customer advocacy reflects a cultural shift towards an 
advanced and mature customer orientation.  

Or let’s say it with the words of the well known Jewish philosophy Martin Buber: “The beginning of 

all mistrust between me and my fellow men is, when I don’t say what I mean and when I don’t do what I say.  
For an industry with such an obvious need in restoring client confidence like banking these 

considerations seem to be quite in line with an ambitious statement made by Urban in 2005 (Urban, 2005): “I 

believe that over the next ten years, there will be an emergence of customer advocacy as the dominant marketing 
strategy that will revolutionize the practice of marketing and shift the nature of scholarly research”. 

 
An uncompromising roadmap toward “confidence banking 2.0” 

 
The course of our findings, which have underlined a devastated state of client confidence, a vital need for 
a recreation of confidence and let’s say “virtue driven” guidelines for achieving confidence, makes it obvious:  

Only a brute and uncompromising set of strategic imperatives will lead on to pioneering strategies for 
banks, willing to adopt a systematic approach towards what we have called “confidence banking 2.0”. 

How can we conclude the findings of our discussion about confidence in a more concrete and 
systematic approach?  What does it mean to adopt some of the already outlined virtues to a business model as 
for example: 

 
 deliver on promises 
 fairness and partnership orientation 
 honesty 
 frankness 
 transparency of decisions, actions and rationales  
 appreciation  
 feedback 
 acting predictable  

 
Like already presented in a fundamental contribution about a systematic approach towards strategic 

management of growth opportunities in European Private Banking markets (Broschinski, 2006), some general 
imperatives will be structured within a framework which mostly follows well known variables as contributed by 
McKinsey’s 7s model (Waterman/Peter, 1982) and additionally calls attention to the meaning of market 
proposition. By doing so it’s obvious that such a roadmap can only have a general character because every 

company has to develop a specific strategy of its own. 
 
 Strategy 
 Style, structure/systems 
 Services/products 
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 Market proposition 
 Staff/shared values/skills 

 
We concede that the following ideas can only provide an impression about the way an uncompromising 

progress procedures for the banking industry could look like.   
However, we hold that we will see some of these developments within the next ten years. In addition, 

we also hold that we can find examples for banks which already have adopted parts of this strategy. They should 
reinforce their implementations and communicate this in a more comprehensible way to public.  

 
TAB. 1: A ROADMAP TOWARD CONFIDENCE BANKING 2.0 

 
Strategic imperatives for 

a roadmap towards 
confidence banking 2.0 

Virtues with confidence relevance: 

deliver on promises, fairness and partnership orientation, honesty, frankness, 
transparency of decisions, actions and rationales; appreciation, feedback, acting 

predictable 

Strategy  Overhaul given business models in terms of a total adoption of good old virtues which 
restore client confidence, reinforce already given implementations 

 Orientate business model towards a Customer advocacy model 

Style, Structure/ 

Systems 

 Decide about new salary models for relationship managers (e.g. directly and significantly 
linked to client confidence and convenience – adopt to a “the client will decide about your 
bonus” approach) – additionally, make this system transparent to your clients 

 Install a new organizational design, (e.g. establish a “client advocacy department”, which 
is such independent as a compliancy unit ) 

 Put client confidence on a top management level by a completely new role profile, (e.g. by 
establishing a Chief Client Advocacy Officer (CAO) as a part of the top management board, the 
second most important manager behind the CEO) 

Services/ 

Products  

 Adopt total frankness in terms of fee models (e.g., intercept any kind of “hidden fees and 
kick-backs”, charge a transparent one and only fee, move away from transaction fees towards 
an all inclusive flat charge) 

 Adopt partnership orientated fee models (e.g. the bank only earns a fee when the client’s 
investment performance was positive in absolute terms and when the banks has delivered on 
given promises) 

 Adopt a completely objective and transparent product selection process by involving 
clients into the selection / development of products and services, think about selling own 
product production capacities (e.g. funds providers) and adopt to a authentic third party 
approach when it comes to products  

 Reallocate forces to an improvement of after sales services instead of developing more 
and more new products by your own  

Branding/ 

Proposition 

 Develop a proposition which is based on a total transparency approach  

 Employ a proposition as trusted advisor for each client  

 Use any kind of method to prove your proposition by independent external votes (e.g. 
mystery shopping results, independent performance tracking)  

 Employ authentic client feedback as your strongest marketing tool  

Staff/Shared values/Skills  Install staff coaching which improves soft skills, like e.g. listening to the client and 
understanding his needs - instead of typical sales trainings  

 Employ and assure an easy to understand speech in your communication with clients  
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Case Study: Confidence Bank, 2015 
 

A brief – hypothetical – case study which integrates some of the main principles shall illustrate conceivable 
forms of an implementation by the banking industry in a more seizable manner. For the purpose of this 
contribution it outlines some quite extreme positions.  

Charles Banker is working for Confidence Bank since three years now as a relationship manager for 
private banking clients.  

Never before in his banking career, Charles has enjoyed working so much since joining Confidence 
Bank, which was introduced in 2010 as a fundamentally new concept of a bank aiming at one primary goal: 
Achieving total client confidence and convenience. Confidence Bank has done quite well in the meantime, and 
is a European market leader by winning new markets shares in the core European markets. The owners of 
Confidence Bank, three European families of “Billionaires”, are very happy about their decision to establish a 

completely new concept of banking which was foremost driven by their experiences as business owners and 
their understanding of how a client orientated bank should look like.  

Charles has acquired another top new private client this morning. He has introduced the concept of 
Confidence Bank to the client and underlined the bank’s unique “total confidence approach”. Thus, Charles is 

now used for example to tell his new clients that his own bonus is linked by 50% to the clients direct response 
about the state of his convenience, which is sent each quarter directly by the client to the banks headquarter via 
internet. He also has to explain to new clients the bank’s salary scheme for client advisors. In the beginning of 
working with Confidence Bank he found it quite strange to tell this other people. But now he has found that 
clients appreciate this total transparency approach, which is a substantial part of Confidence Bank’s concept.  

The new client this morning was quite enthusiastic about the consequence of the service policy of 
Confidence Bank: A client only has to pay a single and transparent flat fee, which includes all services, product 
lines etc. This fee is based on the client’s assets held with the bank including credit lines. However, clients often 
argue when being familiar with Confidence Bank’s pricing policy “Well, you are not cheap but transparent, fair 

and honest – and that is worthwhile for me paying for it”. The bank guarantees that there are absolutely no other 
hidden fees, which is confirmed by independent auditing. Furthermore, the Bank has adopted what they call 
“our deliver on promises guarantee” approach. This means for example, that a negative performance of a chosen 

asset management scheme will have the effect that the bank has to pay a penalty fee to the client. Additionally, 
Confidence Bank has no production facilities for “homemade” products, whereas it has established an externally 

audited “best of breed product selection process” for investment products. The client from this morning said: “I 

can’t believe a bank to act in such a predictable and fair manner!” 
For Charles it was also difficult in the beginning to follow the internal coaching program of Confidence 

Bank for new employees. For example he had to serve for one week in a top hotel to support the concierge team 
in order to adopt another kind of service orientation. And one afternoon he even had to play the role of the lift 
boy. “What a shame for a successful top private banker”, Charles thought. But after a while he understood that 
there is a direct connection in servicing other people, authentically appreciating them - and another kind of a 
business model for Banking. Additionally, he had to follow a number of Confidence Banks “soft skill” coaching 

modules. With other banks coaching programmes he was mostly told to sell products and how to overcome 
client critical arguments. With Confidence Bank he was taught how to listen to clients, appreciate their 
personality and their real needs and to structure a convincing concept which meets a client’s needs.  

Charles remembers the assessment centre which took two days and was aiming on finding out whether 
Charles has the skills needed for Confidence Bank’s team, like client appreciation, service orientation, how to 
present concepts in an easy to understand way and many more.  

Within his banker career comprising 20 years with top banks he never had to pass through an 
assessment centre. But he heard so much positive feedback about Confidence Bank that he decided to take two 
days off. Today he is happy about it.  

He picks up the Financial Times’. On page 10 he sees the two equal top managers of Confidence Bank, 

the CEO Phillip Tough and the Chief Client Advocacy Officer Tom Field. The headline outlines “Confidence 

Bank’s 2014 annual results overwhelm Europe’s banking community – market share in Private Banking rose by 
nearly 10%”.   

What a strange concept Charles thought when joining Confidence Bank. What is the role of a Chief 
Client Advocacy Officer (CAO)? Now Charles knows that the CAO of Confidence Bank Tom Field, who 
earned a MIT PhD. with a thesis about “Customer advocacy models and confidence”, is Confidence Bank’s 
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most powerful top manager. Field is able to “overrule” any other manager when he finds that the bank is not 
acting in the clients own and best concerns. His reporting line is directly linked to the supervisory board, and if 
needed, he even could decline any decisions made by the CEO.  

Field was responsible for a very important decision in 2012, when Confidence Bank decided to sell a 
subsidiary for passive managed index-funds products, which was doing extremely successful and was a part of 
Confidence Bank’s start up configuration. However, Field argued when joining the company in 2011 that it’s 

not in line with Confidence Bank’s philosophy to have “homemade” investment products, even if they are only 

tracking indices of major equity- and bonds markets. Confidence Bank decided to sell this activity to another 
bank, which is still focussed on own production capacities. 

 
Final Conclusions 

 
The paper deals with the recent deep crisis in the banking advisory services sector provoked by the global 
financial markets crisis. Recent analyses clearly indicate that a majority of private individuals, who are clients of 
private banking services (in all relevant client segments of this industry), lost confidence in the ability of the 
banking industry to serve as reliable advisory and asset managing partners. They question the capacity of the 
banks to manage their clients’ assets in a competent, fair and honest manner. 

The banking industry has to undergo fundamental changes in order to reconstruct their client’s 

confidence. We suggest that an analogy with the customer advocacy model (CAM) of MIT Professor Urban is 
worth following. Its aim is to build deeper relationship with customers by earning greater levels of trust and 
commitment. In addition, of course we also hold that we can find examples for banks which already have 
adopted parts of such strategies and are living the mentioned “good old virtues” as a part of their company 

culture. They should reinforce their implementations and communicate this in a more comprehensible way to 
public.  

Many fundamental problems related to sustainability and profitability of the proposed strategy should 
be investigated in subsequent theoretical as well as practical explorations. 
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Abstract 
 
Along with globalization, the knowledge of cultural differences and their association with people’s values and behavior 

have become more and more important. It is also important to recognize that each individual personality has its own 
ranking of values. Knowing the relationship between personality, values and cultures can assist expatriates in better 
understanding the intercultural differences within regions. Personality has an association with the expatriate’s 

adjustment to a new culture. This paper compares the relationships between personality preferences and values in the 
Japanese and Finnish contexts. Japan and Finland had certain highly-ranked values in common, and correspondingly the 
three lowest ranked values were the same. There were also some values contingent on certain personality types, more so in 
Finland; Japanese culture tended to equalize the value rankings a little more. Anyone attempting to adjust to a new 
culture and seeking success at work may find it useful to develop knowledge of the relationships between culture, values 
and personality.  
 
Introduction 
 
International business, foreign direct investments, expatriate work and any international cooperation require an 
understanding of the differences between cultures. For example business negotiations, expatriate managers and 
professionals, management of foreign personnel, and cross-cultural teams presuppose a good knowledge of cultural 
differences (see e.g. Boyanova, Routamaa & Hautala, 2006). As Hofstede (1984) defines it, culture is “the collective 

programming of the mind that distinguishes the members of one human group from another”. Hofstede‟s cultural 

dimensions (masculinity-feminism, collectivism-individualism, power distance and uncertainty avoidance) serve 
well to explain the differences of values of different countries. (Cf. Routamaa, Hautala & Mohsin 2007). For 
example, Indonesia, Japan, the Philippines, Pakistan and Malaysia represent more masculine and collectivist 
countries than the feminine and individualist European Nordic countries, and, presumably, there are also some 
systematic differences in values. 

However, research on expatriates indicates that failed expatriate assignments are still costly and numerous. 
Kale and Barnes (1995, p.271-280) recommend a combination of Hofstede‟s national cultural dimensions, Reynold‟s 

typology for organizational culture and the MBTI as a method of understanding personality for international sales 
training. Studies abound with recommendations on how to increase expatriate success mostly by contributing lists of 
“suitable” personality characteristics and behaviors required to succeed in a new culture. Black, Mendenhall and 

Oddou (1991) introduce three main skill areas that expatriates need to focus on to survive in a new culture: skills 
related to maintenance of self, skills relating to fostering relationships with host nationals and skills that promote a 
correct perception of the host environment and its social systems. Berry, Kim and Boski (1988, p.63) introduce 3 
strategies for coping with this adjustment process. Expatriates can adjust psychologically by adjusting their behavior 
to the environment, or they can adjust by changing the environment, or they can move to a more congenial 
environment. Recently more emphasis has been placed on cross-cultural training, but research shows this to be 
sporadic and culture-based. Some personal characteristics needed for a success assignment are technical ability, 
stress tolerance, flexibility, communication skills, and cultural empathy (Hiltrop & Jassens 1995, p.358-365). For 
example, Routamaa & Rautiainen (2002) find that the psychological type has an association with the expatriate 
adjustment in a new culture.  

Tylor (1871) defined culture as “that complex whole that includes knowledge, beliefs, art, laws, custom, 
and any other capabilities and habits acquired by man as a member of society”. Fundamental webs of culture 

constitute patterned ways of thinking, acting, feeling, and interpreting (see e.g. Kluckhohn 1951, p.86; Ting-
Toomey, 1985, p.75). As Hofstede (1984, p.21) defines it, culture is “the collective programming of the mind that 

distinguishes the members of one human group from another”. Ronen (1986, p.18) sees culture as “the frame of 
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reference” of individuals, and Harris and Moran (1987, p.102) discuss the “mental frameworks” which groups, 

organizations and nations develop. The more individuals conform with each other in terms of background variables 
such as nationality, education and sex, the more likely it is that they perceive their social environment similarly, and 
in that way share the same subjective culture (Hofstede 1984). Dealing with values here, the subjective culture is of 
special interest over the objective culture, which is composed of a more concrete infrastructure (cf. Routamaa & 
Pollari 1998).  

Hofstede‟s definition referring to the collective programming is a good frame of reference in which to 
analyze values in a cultural context. Studying work-related values at the societal level, Hofstede (1984) identified 
four dimensions. 

Power distance can be defined as the extent to which the less powerful members of institutions and 
organizations within a country expect and accept that power is distributed unequally. Individualism pertains to 
societies in which the ties between individuals are loose: everyone is expected to look after himself or herself and his 
or her immediate family. Collectivism as its opposite, pertains to societies in which people are integrated into strong, 
cohesive groups from birth, which throughout their lifetimes continue to protect them in exchange for unquestioning 
loyalty. Uncertainty avoidance is defined as the extent to which the members of a culture feel threatened by 
uncertain or unknown situations. This feeling can be expressed through nervous stress and a need for predictability 
for example, by a need for written and unwritten rules. Masculinity pertains to societies in which social gender roles 
are clearly distinct, and femininity pertains to societies in which social gender roles overlap. (Hofstede, 1991, p.23-
158) Also a fifth dimension, long-term versus short-term orientation, has been identified in a survey with the 
Chinese Value Survey instrument carried out by M. H. Bond (Hofstede, 1993), which could be of great use if some 
comparative data across countries were employed.  

In spite of the criticism (see e.g. Spector, Cooper & Sparks, 2001; Hofstede, 2002; Spector & Cooper, 
2002), Hofstede‟s studies and cultural dimensions serve the understanding of cultural differences well. Different 

cultural contexts may also explain the differences of values of different countries. Culture, “software of the mind” or 
“collective programming”, as Hofstede puts it, may affect our values. However, as Routamaa and Pollari (1998) find, 

the mutual relationships between values and personality types may be fairly similar in each culture. They also find 
that cultural background affects leadership style. In the masculine culture, the average manager may favor more 
dedicated, benevolent autocratic behavior. Correspondingly, the feminine culture with its negotiating and 
compromising practices refers to integrated, even related styles. However, the leadership style differences between 
personality types were similar in both cultures except that they were more task oriented in the masculine culture. 
Accordingly, a similar relationship between culture, values and personality types may be assumed. 

“Software of the mind” functions as a filter when people interpret what kind of values they emphasize. Do 

the values differ significantly because of the cultural differences when the personality type is controlled? Controlling 
of the type may provide an answer to the question of the effect of the culture. This paper will compare the 
relationships between personality types and values in Japanese and Finnish contexts, but actually, the countries are 
not as important as the cultures they represent.  

Next, the study compares Japan and Finland which represent the cultures concerned here, in relation to 
Hofstede‟s cultural dimensions and based on Hofstede‟s (1984) results, and the differences will be characterized to 

the extent they are relevant to potential value differences.  
 
Cultural differences between Japan and Finland 
 
Comparison of power distance and masculinity dimensions between Japan and Finland reveals that both are higher 
in Japan. Finland is characterized by a small-power distance, and a feminine cluster. In the individualism-
collectivism dimension, Finland is in the individualism cluster whereas individualism is lower in Japan, in a rather 
collectivist society. Uncertainty avoidance is higher in Japan (See Table 1).  

In feminine cultures, the preference for resolving conflicts is compromise and negotiation. In masculine 
cultures, there is a feeling that conflicts should be resolved by a good fight: Let the best man win (Hofstede, 1991, 
p.92). In feminine cultures a humanized job gives more opportunities for mutual help and social contacts. The 
masculine leadership culture is assertive, decisive, „aggressive‟, and a decision-maker is looking for facts rather 
more than a group-discussion leader. The management in a feminine culture is less visible, more intuitive than 
decisive and more consensus-seeking than the counterpart in a masculine culture (Hofstede 1991, p.94). In weak 
uncertainty avoidance, masculine cluster, achievement and esteem are typical whereas security and belongingness 
are typical of a strong uncertainty avoidance, feminine cluster (Hofstede 1991, p.125). 
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On the power distance and uncertainty avoidance dimension, Finland is in the cluster of small-power 
distance and strong uncertainty-avoidance, whereas Japan is in the cluster of larger-power distance and stronger 
uncertainty avoidance. Countries with strong uncertainty avoidance but small power distance have organizations like 
the well-oiled machine model, the activities are structured without concentrating the authority. In the large-power 
distance, weak-uncertainty-avoidance countries, a family organization with an omnipotent owner-manager is 
characteristic; so a concentration of authority without structuring of activities may be observed (Hofstede 1991, p. 
142-143).  
 

TABLE 1: COMPARISON OF HOFSTEDE‟S CULTURAL DIMENSIONS IN THE CASE OF JAPAN AND FINLAND 
Cultural dimensions Japan Finland 

Power distance Medium Small  
Masculinity High Low 

Individualism Rather collectivist Individualistic  
Uncertainty avoidance Higher uncertainty avoidance Lower uncertainty avoidance 

 
Values  
 
Along with globalization, value types and values from a cross-cultural perspective have awakened great interest in 
recent years (e.g. Abramson & Inglehart, 1995; Hofstede, 1980, 1991; Markus & Kitayama, 1991; Schwartz, 1992, 
1994; Schwartz & Bardi, 1997; Schwartz & Ros, 1995; Smith & Schwartz, 1997; Inglehart, 1997; Triandis, 1990; 
etc.). In different cultural contexts, the values have different weights but in the main the relationship structure 
between personality types and values is similar (cf. analogical results, Routamaa & Pollari, 1998). 

Lewis (2006) has analyzed and compared different countries and cultures around the world in ordinary 
terms typical for each country in their historrical context. Lewis (2006, p331) states that “he Finns, probably on 

account of exceptional historical and geographical circumstances, have a higher degree of national self-
consciousness than most peoples.“ He adds that “it is hard for the British and French to imagine a nation that has 

triumphed over so much adversity can fall prey to an inferioty complex! There are a strings of such contradictions. 
Here are some of them:” (See Table 2) 
 

TABLE 2: FINNISH VALUES 
 

 Warm-hearted 

 Hardworking and intelligent 

 Love freedom 

 Admire coolness and calm judgment 

 Want to communicate 

 Tolerant 

 Independent 

 Democratic 

 Fiercely individualistic 

 Western in outlook 

 Resourceful 

 Capable of acting alone 

 Desire to be liked 

 Love their country 

 Desire for solitude 

 Worry about emerging from a recession 

 Curtail their own liberty 

 Drink far too much 

 Wallow in introversion 

 Secretly despise overly emotional people 

 Hesitant to speak up in international arena 

 Often let the “tyranny of the majority” rule 

 Afraid of “what the neighbors might say” 

 Cannot lose face (like the Asians) 

 Often portray themselves as hapless 

 Frequently take refuge in group collusions 

 Make no attempt to charm 

 Seldom speak well of it 

 
Correspondingly, according to Lewis (2006, p510), typical values for Japanese people are as stated in Table 

3. Actually, Lewis saw some congruence between the Finnish, Japanese, Chinese, and also French values due to the 
history in spite that the Finns are less chauvinistic. 
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TABLE 3: JAPANESE VALUES 
 Ultra-honesty 

 Modesty 

 Shyness 

 Distrust of verbosity 

 Sense of duty 

 Hospitality 

 Uneasiness with foreigners 

 Protection of everyone’s face 

 Sense of honor 

 Ultra-politeness 

 Belief in Japanese uniqueness 

 Punctuality 

 Avoidance of dept 

 Mutual obligations 

 
In accordance with Hofstede‟s “social programming”, values are also seen as “abstract social cognitions” that help 

people‟s adaptation to the environment (Claxton & McIntyre, 1996). According to Comte, value consensus is usually 
defined as concurrence among members of a society concerning their values (Comte, cited by Partridge, 1971; see 
Schwartz & Sagie, 2000) Theoretically, the values, that is the types of values used here, are based on Schwartz‟s 

(1992) and Schwartz and Boehnke‟s (2004) definitions. (Table 4). Spirituality is not included in the questionnaire 
used here. 
 

TABLE 4: TYPES OF VALUES AND SUB-VALUES OF THE STUDY 
Achievement - Implies personal success through demonstrating capabilities while respecting the social standards that 
the individual has to respect. The associated values include ambition, influence, capability, success, intelligence and 
self-respect.  
Benevolence - Is associated with the values of being helpful, responsible, forgiving, honest, loyal, and capable of 
mature love and true friendship.  
Conformity - The restraints on action, inclination and impulses that are likely to upset or harm other individuals or 
groups and violate social norms or expectations are the relevant goals here. The associated values include obedience, 
self-discipline, politeness and honoring of parents and elders.  
Hedonism - Pleasure and the sensuous gratification of oneself are the defining goals here, leading to pursuit of 
pleasure and enjoyment of life. 
Power - The attainment of social status and prestige and control or dominance over others and resources define this 
motivational type. Values associated with this include social power, wealth, authority, preserving a public image and 
social recognition.  
Security - Safety, harmony and the stability of society, of relationships and of self-preservation are the defining goals 
of this value type. The relevant values include national security, reciprocation of favors, family security, a sense of 
belonging, social order, health and clean living.  
Self-direction - Independent thought and action in choosing, creating, exploring (creativity, freedom, choosing one‟s 

own goals, curiosity and independence).  
Spirituality - Implies meaning and inner peace through the transcendence of everyday life. The associated values 
include a spiritual life, meaning in life, inner harmony and detachment.  
Stimulation - Values derive from the assumed need of individuals and groups for variety and stimulation in order to 
maintain an ideal level of activity, motivating an exciting life, a varied life, and a daring outlook.  
Tradition - Springs from commitment to, and acceptance of, the customs and ideals that are imposed by an 
individual‟s culture or religion. The associated values are tradition, devotion, acceptance of one‟s lot in life, humility 

and moderation.  
Universalism - This motivational type is defined by understanding, appreciation, tolerance and protection for the 
welfare of all other people and of nature. The associated values include equality, unity with nature, wisdom, a world 
of beauty, social justice, broad-mindedness, protecting the environment and a world at peace. 

 

Personality Types 
 
There are several ways to conceptualize and assess personality. This study uses the Myers-Briggs Type Indicator 
(MBTI). It is based on Carl Jung‟s theory of psychological types and it reports personality preferences on four 

scales: Jungian Extraversion – Introversion, Sensing – iNtuition, Thinking – Feeling, and the Judging – Perceiving 
preference added by Briggs and Myers (Myers, 1990). According to Myers (1990), the MBTI is primarily concerned 
with the valuable differences in people that result from where they like to focus their attention, the way they like to 
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take on information, the way they like to decide, and the way they like to adopt. Usually one pole dominates over 
another. The eight preferences are identified in sixteen types, each representing a certain preference order (Myers & 
McCaulley, 1985). Briefly illustrated the preferences or dimensions are (Myers, 1990): 

 
Extraversion (E) Interested in people and things in the world around them. 
Introversion (I) Interested in the ideas in their minds that explain the world. 
Sensing (S) Interested in what is real and can be seen, heard and touched. 
Intuition (N) Interested in what can be imagined and seen with „the mind‟s eye‟. 
Thinking (T) Interested in what is logical and works by cause and effect. 
Feeling (F) Interested in knowing what is important and valuable. 
Judging (J) Interested in acting by organizing, planning, deciding. 
Perceiving (P) Interested in acting by watching, trying out, adapting. 
 

As Myers & McCaulley state (1985, p. 2-3), “according to theory, each of the 16 types results from a 
preference for one pole of each of the four preferences over the opposite pole. A preference of any dimension is 
designed to be psychometrically independent of the preferences of the other three dichotomies, so that the 
preferences on the four dichotomies yield sixteen possible combinations called types, denoted by the four letters 
identifying the poles preferred (e.g., ESTJ, INFP). The theory postulates specific dynamic relationships between the 
preferences. For each type, one process is the leading or dominant process and a second process serves as an 
auxiliary. Each type has its own pattern of dominant and auxiliary processes and the attitudes (E or I) in which 
these are habitually used. Determining these dynamic relationships is enabled by the J-P dichotomy of the MBTI. 
The characteristics of each type follow from the dynamic interplay of these processes and attitudes”. 

Next, the personality preferences will be briefly illustrated (obtained from Hautala 2005).  
Extroversion (E) – Introversion (I). Extroverted people direct energy mainly toward the outer world of 

people and objects. They are energized by interaction and activity. At work, extroverted people try to reach 
understanding through interaction and discussion. They are willing to engage and involve others and are energetic 
and prone to take action. Extroverted types seek and give feedback. Introverted people direct energy mainly toward 
the inner world of experiences and ideas. They are energized by reflection and solitude. At work introverted types 
experience people who stop by as interruptions and they prefer physical space, which allows for privacy and 
concentration. They seem less engaged, even when around others (Demarest 1997; Myers et al. 1998). Extroverted 
people can be seen easily as too overwhelming with their energy and enthusiasm. Too many extraverts in groups or 
teams can result in confusion because they interrupt each other to express their views (Bradley & Hebert 1997; 
Demarest 1997). On the contrary, introverted people may be seen as too quiet, stable, thoughtful, deep, and 
sometimes as disinterested, less active than others and not naturally sharing much information (Demarest 1997).  

Sensing (S) – iNtuition (N). Sensing people focus mainly on what can be perceived by the five senses. They 
are naturally interested in concrete and verifiable information about what is or what has been. Sensing people prefer 
to work at a steady pace, and complete instructions indicating both the end result and the specifics about how to get 
there. They like to work with one thing at a time. In teams, they tend to want clear purposes and goals. Intuitive 
people focus mainly on perceiving patterns and interrelationships. They tend to be naturally interested in flashes of 
insight, abstractions, theory, and notions of what could be. Intuitive people prefer to work in bursts and wait for 
inspiration. They prefer general instructions and may work on several things at the same time. In groups and teams 
they want to have an engaging vision and mission (Demarest 1997; Myers et al. 1998). Sensing types may be 
experienced as too down-to-earth, meticulous, reminding others of what is practical and realistic, and sometimes not 
paying much attention to the long-range view, paying too much attention to details and not wanting to try something 
new. Whereas intuitive types may be experienced as too full of ideas, rising to a challenge, looking to the future, 
seeing connections among seemingly unrelated things, and sometimes as overlooking the facts and making proposals 
that seem impossible to carry out (Demarest 1997).  

Thinking (T) – Feeling (F). Thinking people tend to base their conclusions on logical analysis with a focus 
on objectivity and detachment. They prefer to focus on the work at hand, and do not spend much time on getting to 
know others and building relationships. They have interactions that are often brief and to the point. They are also 
often critical of ideas and proposals, and often make suggestions for how to improve things. Feeling people tend to 
base their conclusions on personal or social values with a focus on understanding and harmony. At work they often 
want to spend time getting to know others. They have interactions that encompass both work and non-work matters. 
They are naturally appreciative of people‟s contributions (Demarest 1997; Myers et al. 1998). Thinking types may 

1353



 
 

be experienced as independent thinkers, task-oriented, skeptical, analytical and sometimes as making suggestions for 
improvements that are experienced as criticism by others. On the contrary, others may see feeling types as too 
people-oriented, affirming, and sometimes as not making the hard decisions, giving too much attention to 
relationships, taking things personally when they were not intended to be and not being logical (Demarest 1997). 
According to Kroeger and Thuesen (1992) the differences between thinkers and feelers can cause major problems in 
organizations, because thinking types are mostly concerned with accomplishing the task, while feeling types are 
concerned with how well people work together.  

Judging (J) – Perceiving (P). Judging people prefer decisiveness and closure. They like to live in an orderly 
and structured fashion. As a working style, judging types tend to be methodical and systematic, and often develop 
routine approaches to work. They like to finish things, bring a structure to the work at hand and see work and play as 
distinct aspects of life. Perceiving (P) people prefer flexibility and spontaneity. They like to live with options open as 
long as possible in an unstructured way. Perceiving people tend to be adaptable and often devise flexible or 
innovative approaches to work. They like to start things, but motivation and interest may decline when it is time to 
finish. They see work and play as combined aspects of life, and want work to be both productive and enjoyable 
(Demarest 1997; Myers et al. 1998). Judging types may be experienced as dependable, deliberate, conclusive, 
focused, and sometimes as taking things too seriously, deciding too quickly, demanding, and being so focused on 
goals they have set that they miss out on other things. However, perceiving people may be experienced as too 
spontaneous, open to new experiences, fun loving, and sometimes as having difficulty deciding, tentative and less 
organized than others (Demarest 1997).  

In order to interpret the associations between type and values, the 16 types based on those dimensions are 
next briefly illustrated (e.g. Myers 1990):  

 
ISTJs Quiet and serious. Succeed through concentration and thoroughness. Practical, orderly, matter-of-fact, logical, 
realistic, and dependable. See to it that everything is well organized. Take responsibility. Make up their own minds 
as to what should be accomplished and work toward it steadily, regardless of protests or distractions. 
ISFJ Quiet, friendly, responsible, and conscientious. Work devotedly to meet their obligations. Lend stability to any 
project or group. Thorough, painstaking, accurate. Their interests are usually not technical. Can be patient with 
necessary details. Loyal, considerate, perceptive, concerned with how other people feel. 
INFJs Succeed by perseverance, originality, and desire to do whatever is needed or wanted. Put their best efforts into 
their work. Quietly forceful, conscientious, concerned for others. Respected for their firm principles. Likely to be 
honored and followed for their clear visions as to how best to serve the common good. 
INTJs Have original minds and great drive for their own ideas and purposes. Have long-range vision and quickly 
find meaningful patterns in external events. In fields that appeal to them, they have a fine power to organize a job 
and carry it through. Skeptical, critical, independent, determined. Have high standards of competence and 
performance.  
ISTPs Cool onlookers, quiet, reserved, observing and analyzing life with detached curiosity and unexpected flashes 
of original humor. Usually interested in cause and effect, how and why mechanical things work, and in organizing 
facts using logical principles. Excellent at getting to the core of a practical problem and finding the solution. 
ISFPs Retiring, quietly friendly, sensitive, kind, and modest about their abilities. Shun disagreements; do not force 
their opinions or values on others. Usually do not care to lead but are often loyal followers. Often relaxed about 
getting things done because they enjoy the present moment and do not want to spoil it by undue haste or exertion. 
INFPs Quiet observers, idealistic, loyal. Placing importance on outer life being congruent with inner values. Curious, 
quick to see possibilities, often serve as catalysts to implement ideas. Adaptable, flexible and accepting unless a 
value is threatened. Want to understand people and ways of fulfilling human potential. Little concern with 
possessions or surroundings. 
INTPs Quiet and reserved. Especially enjoy theoretical or scientific pursuits. Like solving problems with logic and 
analysis. Interested mainly in ideas, with little liking for parties or small talk. Tend to have sharply defined interests. 
Need careers where some strong interest can be used and useful. 
ESTPs Good at on-the-spot problem solving. Like action, enjoy whatever comes along. Tend to like mechanical 
things and sports, with friends on the side. Adaptable, tolerant, pragmatic; focused on getting results. Dislike long 
explanations. Are best with real things that can be worked, handled, taken apart, or put together. 
ESFPs Outgoing, accepting, friendly, enjoy everything and make things more fun for others by their enjoyment. Like 
action and making things happen. Know what is going on and join in eagerly. Find remembering facts easier than 
mastering theories. Are best in situations that need sound common sense and practical ability with people. 
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ENFPs Warmly enthusiastic, high-spirited, ingenious, imaginative. Able to do almost anything that interests them. 
Quick with a solution to any difficulty and ready to help anyone with a problem. Often rely on their ability to 
improvise instead of preparing in advance. Can usually find compelling reasons for whatever they want. 
ENTPs Quick, ingenious, good at many things. Stimulating company, alert and outspoken. May argue for fun on 
either side of a question. Resourceful in solving new and challenging problems, but may neglect routine 
assignments. Apt to turn to one new interest after another. Skillful in finding logical reasons for what they want.  
ESTJs Practical, realistic, matter-of-fact, with a natural head for business or mechanics. Not interested in abstract 
theories, want learning to have direct and immediate application. Like to organize and run activities. Often make 
good administrators; are decisive, quickly move to implement decisions; take care of routine details. 
ESFJs Warm-hearted, talkative, popular, conscientious, born co-operators, active committee members. Need 
harmony and may be good at creating it. Always doing something nice for someone. Work best with encouragement 
and praise. Main interest is in things that directly and visibly affect people‟s lives. 
ENFJs Responsive and responsible. Feel real concern for what others think or want, and try to handle things with 
due regard for the other‟s feelings. Can present a proposal or lead a group discussion with ease and tact. Sociable, 
popular, sympathetic. Responsive to praise and criticism. Like to facilitate others and enable people to achieve their 
potential. 
ENTJs Frank, decisive, leaders in activities. Develop and implement comprehensive systems to solve organizational 
problems. Good at anything that requires reasoning and intelligent talk, such as public speaking. Are usually well 
informed and enjoy adding to their fund of knowledge. 

 
It should be mentioned that each type has a certain order of preferences from dominant to auxiliary, and its 

own dynamics. That is why the type is not merely the sum of preferences as typical trait tests, for example „the big 

five‟, are. 
 

Sample and Method 
 
The sample consisted of 396 Finnish people and 304 Japanese people who completed the Myers-Briggs Type 
Indicator (MBTI) and the value questionnaire. The distribution of the types in each country are presented in Table 5. 
For the value questionnaire (Schwartz), a 7-degree scale was provided for respondents to indicate how important the 
values presented were.  

The comparison of values will be presented in the form of ranking orders in the whole samples of each 
culture and of ranking orders of each type.  

Even though men and women are not compared here, it should be mentioned that the differences between 
male and female respondents were insignificant in the feminine and individual cultures. In collective and masculine 
cultures the rankings of values may differ more, as the status of women is different. In this connection, however, the 
means of the total sample will be analyzed. 
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TABLE 5: THE TYPE DISTRIBUTIONS OF THE FINNISH (UPPER) AND JAPANESE SAMPLES (LOWER) 
ISTJ 

6,82% (n=27) 
6,58% (20) 

ISFJ 
5,05% (20) 

 11,51% (35) 

INFJ 
 1,26% (5) 
5,26% (16) 

INTJ 
2,53% (10) 
1,97% (6) 

ISTP 
5,05% (20) 
2,63% (8) 

ISFP 
3,28% (13) 
5,59% (17) 

INFP 
2,27% (9) 

11,51% (35) 

INTP 
1,77% (7) 

4,28% (13) 

ESTP 
6,57% (26) 
0,99% (3) 

ESFP 
9,09% (36) 
6,58% (20) 

ENFP 
12,63% (50) 
12,17% (37) 

ENTP 
6,06% (24) 
5,59% (17) 

ESTJ 
18,94% (75) 
3,95% (12) 

ESFJ 
10,61% (42) 
13,16% (40) 

ENFJ 
3,54% (14) 
5,92% (18) 

ENTJ 
4,04% (16) 
2,30% (7) 

 
 
Results 
 
Table 6 presents the value rankings in the total samples. Benevolence in terms of being helpful, responsible, 
forgiving, honest, loyal, capable of mature love and true friendship is among the three top values of both cultures. 
Hedonism is also among the top three in both cultures - and number one in Japan. Pleasure and enjoyment are 
surprisingly important for both cultures. Self-direction is more important (in third place) in individualistic Finland 
whereas security (in second) is very important in Japan. Interestingly, the three final values are the same, and occur 
in the same order in the two cultures too. Stimulation, tradition, and power are the least ranked values, on average. It 
may be assumed that in old Japanese culture, tradition was valued higher but, on the other hand, younger people 
especially have become considerably more westernized during the last twenty years, and the Japanese sample 
consists mainly of young adults. Universalism is more typical of collectivist cultures even though there are not big 
differences here. Further, achievement is usually a more typical value for masculine cultures than feminine ones (cf. 
Routamaa, Hautala & Mohsin 2007). That is, orientation towards work is also different than that found in feminine 
cultures, and that should be recognized by those coming to work from a different culture. However, the rankings of 
Japan and Finland were the same, but with the Japanese mean a little higher. The small difference may also be a 
result of westernization. It may be mentioned that the values of the Finns and the Japanese people presented in more 
ordinary terms by Lewis (2003) (see Tables 2 and 3) at least partly match the value rankings obtained here, in 
general. 

Further, in Table 6, the top three and lowest three types associated with each value are presented. First it 
should be noted that the introverted are overrepresented among the lowest means given to the values. Secondly, 
there is a clear difference between the types as regards whether they are more dependent on culture or typical type 
behavior. It seems that ENFP, ENTP, ENTJ, ISTP and INTP types have more culture free values than others. Maybe 
most outstandingly the ESTJ type differs between the countries. According to the behavior descriptions, one could 
asume that ESTJs would share similarities across the cultures. But in this case, the ESTJ type belongs to the lowest 
three in valuing conformity and achievement in Japan, whereas in Finland the ESTJ type is in first place for valuing 
conformity, and second for valuing achievement. ESTJs are seen as task oriented and diligent and that is why one 
could assume a strong association between achievement and ESTJ. 

Looking at the values and all types (Table 7), one common feature is that sensing and feeling types value 
security, and it seems to be especially important for Japanese S- and T-types. That is, in an uncertainty avoidance, 
collectivist culture, security is more important than in the opposite culture. It may be mentioned that family security 
is particularly important to all cultures (see Routamaa, Hautala & Mohsin 2007). However, security is also based on 
type. In both cultures NPs and certain ENs do not value security that much. For example, supervisors should 
recognize these differences when adjusting their leadership style. 
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TABLE 6: RANKINGS OF MEANS OF THE VALUES IN THE TOTAL SAMPLES IN FINLAND (N= 396) AND 
JAPAN (N=304) AND THREE HIGHEST AND THREE LOWEST BY TYPE-MEANS OF EACH VALUE IN BOTH 

COUNTRIES 
 

Value 
Ranking  
All Finland 
from First to 
Tenth 

Highest 
by Type – 
means Finland 
 

Lowest 
by Type-
means Finland 

Value 
Ranking  
All Japan 
from First to 
Tenth 

Highest 
by Type – 
means Japan 
 

Lowest 
by Type-
means Japan 

Benevolence 
Mean 5,23 
 

INFJ 5,68 
ENFJ 5,59* 
ESFJ 5,52 

ISTP 4,82* 
INTJ 4,80 
INTP 4,66* 

Hedonism 
Mean 5,57 

ESFP 5,95* 
ENFP 5,88* 
ENFJ 5,72 

ISTJ 5,13 
INTP 5,08 
INTJ 4,67 

Hedonism 
Mean 5,04 

ESTP 5,58 
ESFP 5,49* 
ENFP5,44* 

ISFP 4,54 
ENTJ 4,44 
INFJ 3,1 

Security 
Mean 5,27 

ESTP 5,81* 
ISFJ 5,58 
ESFP 5,52 

ESTJ 5,02 
ISTP 4,61* 
INTP 4,43* 

Self-Direction 
Mean 4,88 

ENTJ 5,64* 
ENTP 5,48* 
ENFP5,18 

ISTP 4,54* 
ISFJ 4,53* 
ISTJ 4,44 

Benevolence 
Mean 5,17 
  

ESFP 5,39 
ENFJ 5,38* 
ENTP 5,37 

ESTJ 4,69 
ISTP 4,61* 
INTP 4,36* 

Security 
Mean 4,83 

INFJ 5,36 
ESTP 5,25* 
ESTJ 5,08 

ENFP 4,31 
ISTP 4,07* 
INTP 3,80* 

Universalism 
Mean 5,04 

INTJ 5,48 
ESTP 5,41 
ISFP 5,26 

INFP 4,87 
INTP 4,74 
ESTJ 4,60 

Universalism 
Mean 4,47 

INFJ 5,65 
ENTJ 5,10 
ENFJ 4,71 

ISFP 4,13 
ISTJ 3,92 
ISTP 3,90 

Self-Direction 
Mean 4,95 

ENTP 5,54* 
ENTJ 5,46* 
INTJ 5,43 

ISTP 4,65* 
ISFP 4,58* 
ESTJ 4,42 

Conformity 
Mean 4,45 

ESTJ 4,93 
ENTJ 4,91 
ESFJ 4,80 

INTJ 3,73 
ENFP 3,71 
INTP 3,57* 

Conformity 
Mean 4,86 

ISFP 5,29 
ENFJ 5,25 
ISFJ 5,20 

ESTJ 4,46 
INFP 4,44 
INTP 4,10* 

Achievement 
Mean 4,37 

ENTJ 5,31* 
ESTJ 4,92 
ESTP 4,82 

ISFJ 3,70 
INFP 3,64* 
INFJ 3,25 

Achievement 
Mean 4,53 

ENTP 5,21 
INTJ 5,00 
ENTJ 4,90* 

ESFJ 4,37 
INFP 4,30* 
ESTJ 4,19 

Stimulation 
Mean 4,14 

ENTP 5,33* 
ESTP 4,82 
ENFP 4,82* 

ISTJ 3,09* 
INFJ 3,07 
ISFJ 2,98* 

Stimulation 
Mean 3,86 

ENFP 4,50* 
ESFP 4,40 
ENTP 4,27* 

ISTJ 3,55* 
ISTP 3,42 
ISFJ 3,39* 

Tradition 
Mean 3,10 

INFJ 4,04 
INFP 3,62 
ESFJ 3,43 

INTJ 2,56 
ENFP 2,38 
INTP 2,14* 

Tradition 
Mean 3,59 

ISTJ 4,14 
ISFP 3,92 
ISFJ 3,90 

INFJ 3,29 
ISTP 3,15 
INTP 2,91* 

Power 
Mean 2,84 

ENTJ 3,56* 
ESTJ 3,43 
ESTP 3,30 

INFP 2,19 
ISFJ 2,15 
INFJ 1,50 

Power 
Mean 3,56 

ENTJ 4,31* 
ESFP 3,96 
ENFJ 3,83 

ESFJ 3,26 
INTP 3,20 
ISTP 2,95 

 
 * The type is one of the three in both top 3 or bottom 3. 
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TABLE 7: VALUE RANKINGS OF DIFFERENT PERSONALITY TYPES. LEFT FINLAND, RIGHT JAPAN 
 
Finland Japan  Finland Japan  Finland Japan  Finland Japan 

ISTJ 
ben secu 
hed univ 
secu ben 
self hed 
ach self 
conf conf 
univ ach 
po trad 
stim po 
trad stim 

 

ISFJ 
ben hed 
secu secu 
hed ben 
conf conf 
self univ 
univ self 
ach ach 
trad trad 
stim po 
po stim 

 

INFJ 
ben hed 
univ secu 
secu ben 
self univ 
conf self 
trad conf 
ach ach 
hed stim 
stim po 
po trad 

 

INTJ 
self univ 
ben self 
hed secu 
secu ben 
univ ach 
ach conf 
conf hed 
stim stim 
trad trad 
po po 

 

ISTP 
hed hed 
ben univ 
self self 
stim ben 
conf secu 
ach conf 
secu ach 
univ stim 
po trad 
trad po 

 

ISFP 
ben hed 
self conf 
secu univ 
hed secu 
univ ben 
stim self 
conf ach 
ach trad 
trad stim 
po po 

 

INFP 
hed hed 
ben secu 
self ben 
secu self 
univ univ 
conf conf 
ach ach 
trad stim 
stim trad 
po po 

 

INTP 
hed hed 
self self 
univ univ 
ben ach 
ach secu 
stim ben 
secu conf 
conf stim 
po po 
trad trad 

 

ESTP 
hed secu 
secu univ 
ben hed 
self conf 
stim self 
ach ach 
conf ben 
univ stim 
trad po 
po trad 

 

ESFP 
hed hed 
ben secu 
secu ben 
self univ 
univ self 
conf conf 
stim ach 
ach stim 
trad po 
po trad 

 

ENFP 
hed hed 
ben secu 
self ben 
stim univ 
univ self 
secu conf 
ach ach 
conf stim 
po po 
trad trad 

 

ENTP 
self hed 
hed self 
stim ben 
ben ach 
ach univ 
univ secu 
conf conf 
secu stim 
po po 
trad trad 

 

ESTJ 
ben hed 
secu secu 
self ben 
conf univ 
ach conf 
hed self 
univ ach 
stim po 
po stim 
trad trad 
 

 

ESFJ 
ben hed 
hed secu 
secu ben 
conf conf 
univ univ 
self self 
ach ach 
stim trad 
trad stim 
po po 

 

ENFJ 
ben hed 
hed secu 
self ben 
secu conf 
ach self 
univ univ 
conf ach 
stim stim 
trad po 
po trad 

 

ENTJ 
self self 
ben ben 
ach hed 
univ conf 
secu secu 
conf univ 
stim ach 
hed po 
po stim 
trad trad 

 

 
One typical type based, non-culture dependent value is self-dependence. NTs, regardless of the culture, 

value self-dependence highly. That means, as workers or foremen, NTs need and value quite independent work and 
an appropriate leadship style.  
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Even though stimulation is among the three lowest ranked values in both cultures, in an individual, feminist 
culture most Ps value it higher. It is quite natural for spontaneus people but, evidently, Japanese culture calms such 
kinds of individuals‟ values and needs. 

Surprisingly, conformity is not valued as much in Japan as it is in some other Asian collective cultures (cf. 
Routamaa, Hautala & Mohsin 2007) but also the level of collectivism is not that high in Japan. Actually, in both 
cultures investigated here, conformity is ranked sixth in the list of ten values. It should be noted that a certain 
relationship between type and conformity could be found, especially in Finnish culture; certain Ps and NPs (e.g. 
ENFP, ENTP, INTP) do not value conformity that highly. Concerning the highly valued hedonism, it may be noted 
that in Finland there are two interesting examples; ESTJ and ENTJ do not value pleasure and enjoyment. It is 
noteworthy because both types are very common among foremen and supervisors. So there may be a remarkable gap 
between the values of foremen and subordinates. Again, in Japan the common culture equalizes the values between 
types. 

 
Conclusions 
 
What are the lessons to be learned based on the analysis above? Firstly, the study confirmed the results of earlier 
studies that posit that there are culture-based stresses in the values that must be taken into consideration in 
international business. The study revealed that there is a certain amount of conformity among members of a society 
concerning their values. That is, there may be some shared values over the individual values. In this case, Japanese 
people have a little more commonality among themselves. Secondly, the study confirmed that certain types share 
common values across cultures. ENFP, ENTP, ENTJ, ISTP and INTP types were the ones which had most common 
values across the cultures. Thirdly, there are some differences between what the same type values in different 
cultures; for example, with ESTJ‟s relationship to achievement conformity. These different relationships between 
culture, values and type make expatriate work very demanding. 

The most typical values for the higher power distance, higher uncertainty avoidance, somewhat collectivist 
and masculine culture were hedonism, security and benevolence. Surprisingly, and differing from earlier results of 
masculine culture (cf. Routamaa, Hautala & Mohsin 2007), achievement was not that highly valued. One can assume 
that westernization and transition are bringing cultures closer together. However, there are certainly bigger 
differences between the values of generalizations in Asia than there are in Europe (cf. Routamaa & Heinäsuo 2006). 

The most typical values for the low power distance, low uncertainty avoidance, individual and feminine 
culture were benevolence, hedonism, and self-direction. The latter revealed the biggest difference from the opposing 
culture. The value rankings of the two cultures were surprisingly similar. For example, the lowest ranked three 
values were the same and in same order. A challenge for managerial work is that power is valued very low. Actually, 
it may be noted that the differences were bigger between the types than the cultures. Indeed, the biggest leadership 
challenge is dealing with the differences between the types (cf. Hautala 2005). When the cultural context is added, 
leadership and expatriate work is really challenging. 

Within cultures, types have their value differences. Each individual type has its own ranking of values. In 
global business, the business person or traveler should recognize the intercultural differences within regions in order 
to succeed in business or leisure relationships. As was noted, for example, benevolence and hedonism were highly 
valued in both cultures. That is, personal relationships are a sensitive area where insulting values may have bad 
results. The great number of unsuccessful expatriate recruitments is a serious example of the scarce understanding of 
cultural and personality differences of values.  

To succeed as a manager in a foreign culture requires training and coaching in self-knowledge and the 
relevant cultural differences in terms of values and personality. For example, a manager in a masculine, collective, 
high-power distance, and high-uncertainty-avoidance culture has to take into account security, which demands task-
oriented leadership behavior, while benevolence and self-direction in an individualistic, feminine culture require 
more delegating and people-oriented leadership. Also the highly-valued Asian style of hedonism may be hard to 
manage for certain types of effect-oriented western managers. A manager coming from an individualistic and 
feminine culture may also experience difficulties in applying a task oriented and collective leadership style when 
used to functioning in work communities colored by individually oriented hedonism and benevolence. 
Correspondingly an expatriate coming from a high-power distance, high uncertainty avoidance, collectivist and 
masculine culture to the opposite culture may feel insecure and inactive in an uncollective milieu of hedonism. 
Additionally there are some type differences, which, at best can improve effectiveness and organizational climate 
but which, at worst, can be misunderstood and wasted. In a global business world, business communities are more 
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and more multicultural, irrespective of which country they are located in. That is why knowledge of cultural 
dimensions, values, personality types, and knowledge of the relationships between them is a big challenge for 
expatriates. 
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Abstract 
 
This paper explores the objectives, dimensions and achievements of technological innovations of a sample of 72 SMEs 
in the auto component sector of Bangalore city, India and probes its influence on employment growth and labor 
productivity growth. Auto component SMEs of Bangalore have initiated innovations with multiple objectives of 
quality improvement, cost reduction, expansion of market share, etc. and are engaged in both product and process 
innovations. As a result, they could achieve a considerable increase in their sales and employment during 2001/02-
2005/06. But in the midst of high turnover rates of employees, comprising largely skilled and unskilled workers with a 
marginal presence of technical employees; incremental nature of innovations; and significant employment growth, 
innovation did not have a positive impact on labor productivity growth. Upgrading the quality of innovations, 
adoption of strategies to retain the trained technical/skilled labor and undergoing training in “innovation 
management” to optimally employ factor inputs are suggested to enable SMEs to reap “productive benefits” from 

their technological innovations. 
 
Introduction 
 
Small and Medium Enterprises (SMEs) play a key role in national economic development strategies by 
facilitating flows of information, capital, ideas, people and products (UNDP, 2007).  Particularly their 
contribution to employment is considerably significant. As of July 2006, about 140 million SMEs in 130 
countries employed 65% of their total labor force (IFC, 2006). SMEs occupy a place of strategic importance in 
Indian economy due to their significant contribution to employment generation, among others. In 2005/06, 
Small Scale Industries‟ segment of SMEs generated employment to the extent of 29.5 million, which is much 
higher than the total organized sector employment of 26.5 million (Ministry of Finance, 2008). In fact, one of 
the major objectives of SME promotion by Indian Policy Makers since independence and even during the period 
of economic liberalization since 1991 has been accelerating employment generation to absorb the large and 
growing labour force. 

However, in the period of economic liberalization, there is growing evidence that many of the SMEs in 
Indian economy are resorting to technological innovation as a source of enhancing their competitiveness (Bala 
Subrahmanya, et.al. 2001; Bala Subrahmanya, 2005; NKC, 2007). Two of the important objectives of 
innovation are cost reduction and quality improvement. Recently, a Working Group on Science & Technology 
for SMEs set up by the Government of India as part of its Eleventh Five Year Plan, has made a series of 
recommendations to promote innovations in the SME sector (Planning Commission, 2007). This gives rise to 
the issue - what kind of impact innovation will have on the core objective of SME promotion, that is, 
employment generation? Will it curtail or accelerate employment growth? Given the impact on employment 
growth, will labour productivity increase or decrease? This paper attempts to probe this issue in the context of 
auto component manufacturing SMEs in Bangalore, the only global hub of technological innovation in South 
Asia and the highest ranked global hub in the entire Asia (UNDP, 2001). 
 
SMEs, Technological Innovation and Growth: Definition of Concepts 
 
This paper uses four important concepts: SMEs, technological innovation, employment growth and labour 
productivity growth, among others. Definition of these concepts is essential to have clarity for literature review 
and analysis. SMEs are defined according to the definition of SMEs given by the Micro, Small and Medium 
Enterprises Development Act 2006 of India: All enterprises having investment in plant & machinery up to 
Rs.100 million are SMEs (Ministry of Micro, Small and Medium Enterprises, 2007). Technological innovation 
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is defined in different ways by different researchers. However, we are keen to understand technological 
innovation of SMEs in terms of new/improved products and/or processes, which lend competitive edge to firms. 
Therefore, technological innovation is defined to comprise only these dimensions.  

Growth of an enterprise may refer to input growth and/or output growth. Input growth would occur 
mainly in terms of two factor inputs: labour and capital and therefore, would involve employment and 
investment. Input growth can be measured in terms of growth of current replacement value of capital and 
growth of number of employees between two years. Output growth is measured in terms of sales turnover. In the 
short to medium run, an innovating enterprise may not register growth in terms of both inputs and output. Some 
innovative enterprises might experience growth only in terms of sales turnover while others might experience 
growth in terms of sales turnover and investment or employment or both.  

If an innovative enterprise adopts more and more capital intensive techniques, it might experience 
growth of only sales turnover and investment but not employment. Rather employment might decline 
absolutely. In this case, labour productivity (gross value added/number of employees) might increase. But if 
innovative enterprise aims at expansion of scale by employing more of both capital and labour, growth might 
occur in terms of not only sales turnover but also investment and employment. In such cases, labour productivity 
might or might not increase. The ideal situation would be increase in employment along with labour 
productivity. 
 
Review of Literature: Innovation, Employment and Labor Productivity in SMEs 
 
Technological innovation in the form of development of new products/processes or improvement of existing 
products/processes gives a competitive edge to manufacturing firms and thereby enables them to expand their 
existing market coverage or penetrate new markets. Among firms of different sizes, SMEs are more flexible, 
better adaptable and advantageously placed to develop and implement new ideas leading to new/improved 
products/processes (Harrison and Watson, 1998).   

What is significant to note is that innovations of SMEs have a positive influence on the growth of sales 
turnover (Engel, et. al,, 2004; Coad and Rao, 2007). This is primarily because such innovative firms are able to 
convert their innovations into sales by realizing varying shares of innovated products in total sales. But it is 
unlikely that innovative firms would be able to achieve sales growth without growth in the employment of factor 
inputs like labor and capital, in the medium to long run. If innovative firms absorb more of labor to produce 
more output, that would result in employment growth. Further, if innovative firms are able to achieve sales 
growth more than proportionately compared to growth of labor, its labor productivity is bound to increase.  

Most of the recent empirical studies covering SME innovations have not dealt with this particular issue. 
University of Cambridge (1996) in its coherent, integrated and nation-wide profile of Britain‟s SME sector on 

technology and innovation (which covered 2028 SMEs drawn equally from manufacturing and key professional, 
technical and business service sectors) found that there was a positive relationship not only between firm size 
and innovation but also between employment growth and innovation. Engel, et. al (2004) who studied 
innovations and their impact on sales turnover growth and employment growth in the context of craft dominated 
industries in Germany for 2001-2003, concluded that innovation has a positive impact on output or sales 
turnover change. Innovative sales secure small firms market position and offer some opportunities for growth. 
However they did not observe any significant impact of innovation on employment change.  

Chang and Robin (2006) who studied innovation strategy and labor productivity growth with reference 
to 4000 Taiwanese manufacturing firms for the period 1992-1995, found that innovation strategies in the form 
of doing R&D and importing technology, have a strong and significant positive effect on the growth of labor 
productivity. Of course, they did not examine the effect of innovation strategies on employment growth. Coad 
and Rao (2007) only examined the contribution of innovation to sales growth of SMEs in the context of high-
tech industries in the USA. 

Hall, et. al. (2008) in their study on employment, innovation and productivity based on the micro data 
covering Italian manufacturing firms for the period 1995-2003, presented empirical evidence on the effects of 
innovation on employment growth as well as on firms‟ productivity. They brought out that the sources of 
employment growth during the period were split equally between the net contribution of product innovation and 
the net contribution from sales growth of old products. The contribution of innovation to productivity growth 
was almost nil.  
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In the Indian context, Bala Subrahmanya, et.al (2001) carried out a study on R&D and innovations in 
the small scale industries sector of Karnataka state in India on a census basis. The study covered a total of 1358 
enterprises and gathered data for 1998/99. Obviously, the study did not cover impact of innovation on either 
employment or labor productivity due to just one year‟s data. However the study brought out that, innovative 
enterprises had lower labor productivity but higher capital productivity compared to non-innovative enterprises, 
indicating that innovation would not have made a positive impact on labor productivity. Another recently held 
study (NKC, 2007) covering SMEs across India, though gathered data for the period 2001-2006, did not focus 
on employment and labor productivity.  

All these imply that there are not many empirical studies, which have probed the impact of innovation 
on employment growth and labor productivity growth, and it is more so in the Indian context. It is with this 
backdrop that we have attempted to understand what kind of an impact innovation has on employment growth 
and labor productivity growth. 
 
Objectives, Scope and Methodology 
 
The study has the following important objectives: 

 To understand the major features of SME innovations 
 To ascertain the growth of innovative SMEs vis-a-vis non-innovative SMEs 
 To examine the influence of innovation on employment growth and labor productivity growth 

The study is confined to SMEs of auto components industry in Bangalore city of India. Bangalore is the 
only „global hub of technological innovation‟ in south Asia and the highest ranked global hub in the entire Asia 

(UNDP, 2001). Bangalore has a relatively high concentration of automobile and automotive systems industry 
comprising Toyota of Japan, Volvo of Sweden, Delphi of the USA, VDO and Bosch of Germany, among others 
and auto components industry including a wide variety of SMEs located in various industrial estates across the 
city (Government of Karnataka, 2001). Bangalore urban district had the highest proportion of Small Scale 
Industries (SSIs) engaged in R&D and innovations according to our earlier study (Bala Subrahmanya, et.al., 
2001). Similarly, transport equipments & parts industry, which comprises auto components industry, among 
others, was one of the industries where a very high proportion of SSIs were engaged in R&D and innovations 
(Bala Subrahmanya, et. al., 2001). Therefore, auto components sector in Bangalore would be ideal to study the 
impact of innovation on employment and labor productivity.  

The data were gathered with the help of a structured questionnaire comprising about 60 questions/items 
covering characteristics of SMEs, educational background of entrepreneurs, dimensions, objectives, dimensions, 
achievements and outcomes of technological innovation, recognitions won proportion of innovated products in 
total sales and data on economic variables such as employment, investment, sales turnover, etc. The validity and 
reliability of the questionnaire was ensured based on the knowledge and experience of the author, discussions 
held with industry experts and representatives of SME associations. Further, based on a pilot study, we did an 
item analysis for the questions excluding those which are (i) opinions on policies, (ii) dichotomous questions, 
and (iii) descriptive questions, which yielded a Cronbach‟s   (alpha) of 0.653.  

In the absence of a detailed official data base of SMEs in Bangalore, we had to rely on the data base of 
SME associations such as Karnataka Small Scale Industries Association (KASSIA) and Peenya Industries 
Association, among others. Accordingly, with the validated questionnaire, we approached about 150 auto 
component SMEs across the city of Bangalore and gathered primary data from 72 auto component SMEs. Only 
those SMEs which have come up prior to 2001/02 were covered by the study. The quantitative data were 
gathered for a period of five years from 2001/02 to 2005/06. Data collection was done during January – 
December 2007. While the first objective was analyzed descriptively making use of frequency tables for 
innovative SMEs, the second objective was analyzed in terms of percentage growth of economic variables for 
both innovative and non-innovative SMEs. The third objective was analyzed for innovative SMEs using 
correlation analysis, ANOVA and regression analysis. 
 
General Features of Auto Component SMEs 
 
At the outset, a description of the general features of SMEs in the auto component sector is appropriate. Nearly 
90% of the enterprises were started as new ventures and the rest were either inherited or acquired. About 80% of 
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the auto component SMEs had come up in the 1980s and after whereas the rest had come up earlier. The 
entrepreneurs of about 85% of the SMEs were in the age group of 30s, 40s and 50s whereas about 10% were in 
their 60s and only two were in their late 20s. Technical education background in the form of diploma or degree 
(BE/ME/PhD) is a significant feature of entrepreneurship of these SMEs: 70% of the auto component SME 
entrepreneurs were technically qualified.  

What is more significant is that it was to gain self-employment by implementing their innovative ideas 
and/or to exploit market opportunities that majority of these entrepreneurs have set up their firms. All these 
SMEs had technically qualified supervisors for the job supervision of workers. Further though they are auto 
component manufacturers, they do not have formal subcontracting relationship with any large enterprise. Rather 
they are independent subcontractors and sell their products to many customers at the same time. Their size 
characteristics revealed that size structure of the SMEs was more skewed towards micro and small enterprises 
than towards medium sized enterprises.  
 
Innovation, Employment and Labor Productivity in Auto Component SMEs 
 
To ascertain the features of technological innovations of SMEs, it is necessary to understand how many of them 
have undertaken technological innovations, particularly in the previous five years (2001/02-2005/06). We found 
that 69 of the 72 SMEs have carried out innovations in the previous five years. Of these, 65 SMEs have carried 
out innovations informally and only the rest four SMEs have undertaken innovations formally with exclusive 
innovation divisions within their enterprises. This substantiates the observation made in the context of other 
economies that SMEs in general carry out innovations informally, due to various constraints, the most important 
being that of finance and skilled personnel (Freeman and Soete, 1997).  

The important question is why did they carry out innovations? Majority of the innovative SMEs have 
carried out innovations with multiple objectives, the most important being product quality improvement, cost 
reduction, extending range of products, and maintaining/increasing market share (Table 1). Improvement of 
product quality, reduction of cost and diversification of products are all dimensions of competitiveness 
enhancement strategy. Therefore, we can infer that competitiveness enhancement is the primary objective of 
SME innovations in the auto component sector of Bangalore.  

 
TABLE 1: OBJECTIVES OF SME INNOVATIONS 

Objectives Number of SMEs 
Improvement of product quality 65 
Cost reduction 62 
Maintaining/increasing market share 60 
Product range extension 54 
Replacement of phased out products 19 
Penetrate international market 15 
Total Innovative SMEs 69* 

* Many SMEs had multiple objectives 
 

Given the objectives, majority of the innovative SMEs (about 65%) complemented external support to 
their own internal technological capability to implement innovations. External support in the form of product 
requirements and demands, technical information and assistance emerged primarily from customers, which are 
mainly larger enterprises. Internal technological capability was largely due to self-motivation and technical 
education background of entrepreneurs. However, a considerable number of SMEs (about 25%) owed their 
innovations primarily to external support alone whereas a few (about 10%) attributed it exclusively to internal 
factors (Table 2). 

 
TABLE 2: SOURCES OF INNOVATIONS 

Sources Number of SMEs 
Internal factors 6 
External factors 18 
Internal & External factors 45 
Total Innovative SMEs 69 
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To enhance their competitiveness, SMEs not only complement internal capability with external support 
but they also engage in both product and process innovations. More than 2/3 of the innovative SMEs have 
undertaken both product and process innovations but about 30% SMEs claimed to have undertaken only process 
innovations whereas just two SMEs claimed that they did only product innovations (Table 3). Overall, this result 
supports the argument put forward by some researchers that it would be difficult to undertake product 
innovations without any process innovation (Hoffman, et. al., 1998). Product innovations included development 
of new products and improvement of existing products. Similarly, process innovations comprised both 
development of new processes and improvement of existing processes. Development of new products is 
primarily confined to introduction of new products, which are new to the firm whereas improvement of existing 
of existing products consisted of changing product shapes or dimensions and improvement of product quality to 
suit customer demands or requirements. Process innovations largely confined to the adoption of cost reduction 
techniques and in some cases, substitution of raw materials. 
 

TABLE 3: DIMENSIONS OF SME INNOVATIONS 
Dimensions Number of SMEs 
Product innovations 2 
Process innovations 21 
Product & Process innovations 46 
Total Innovative SMEs 69 

 
What is important to note is that a substantial number of SMEs could convert their innovations into 

sales as reflected in the varying proportions of shares of innovated products in total sales (Table 4). Hardly 10% 
of the innovative SMEs could not really identify the contribution of innovated products in their total sales. In 
about 20% SMEs, innovated products accounted for up to 5% of their sales, in another 20% SMEs between 5% 
and 10% whereas in about 40% SMEs innovated products had a share between 10% and 25% in total sales. 
Only five SMEs claimed that innovated products accounted for more than 25% up to 50% of their sales.  
 

TABLE 4: SHARE OF INNOVATED PRODUCTS IN TOTAL SALES 
Range of shares Number of SMEs 
Nil 6 
Up to 5% 15 
.5% up to 10% 14 
.10% up to 25% 29 
.25% up to 50% 5 
Total Innovative SMEs 69 

 
Majority of the innovative SMEs which carried out product and/or process innovations and converted 

their innovations into sales, were able to achieve sales growth. A considerable number of innovative SMEs 
could achieve improvements in plant & machinery utilization, material utilization, manpower utilization and 
better inventory management. The highest number of SMEs gave 1st rank to sales growth followed by plant & 
machinery utilization, material utilization, manpower utilization, inventory management, energy utilization and 
exports (Table 5). Maximum number of SMEs assigned 2nd rank to material utilization followed by manpower 
utilization, plant & machinery utilization, sales increase, exports and energy utilization. Maximum number of 
SMEs gave 3rd rank to plant & machinery utilization followed by material utilization, manpower utilization, 
energy utilization, sales increase, inventory management, and exports. These results indicate strongly that the 
most notable achievement of SME innovations was increase in sales implying the positive influence of the 
former on sales growth. 
 

TABLE 5: INNOVATION OUTCOMES 
Outcomes Rank 1 Rank 2 Rank 3 
Sales increase 33 7 6 
P&M utilization 11 13 23 
Material utilization 9 23 13 
Manpower utilization 7 15 12 
Inventory management 5 0 5 
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Outcomes Rank 1 Rank 2 Rank 3 
Energy utilization 2 5 9 
Exports 1 6 1 
Total Innovative SMEs 69 

 
Given the objectives, sources, achievements and outcomes of innovations, it would be appropriate to 

examine whether and how the growth rates of innovative SMEs are different from that of non-innovative SMEs. 
Of course, growth rates are estimated (for sales, investment and employment) only for those SMEs which 
provided complete data for 2001/02 and 2005/06.  

We have gathered data on sales at current prices as well as on employment and current value of 
investment (in plant & machinery) from the SMEs for a period of five years from 2001/02 to 2005/06. While 
calculation of the growth of employment is fairly simple, it is necessary to make the five years‟ data on sales 

comparable by converting the values of current prices into values at constant prices. The values of investment in 
different years represent their current values for the respective years and therefore they are comparable between 
years. Using the latest series of data on Small Scale Industry production, which are given at current prices as 
well as at 2001/02 prices from 2001/02 onwards by the Ministry of Micro, Small and Medium Enterprises, 
Government of India, we derived the output deflator for 2002/03, 2003/04, 2004/05 and 2005/06. Using this 
output deflator, we converted the sales values of 2002/03 to 2005/06 at current prices into values at constant 
(2001/02) prices. Thereafter, we calculated the compound average rate of growth of sales between 2001/02 and 
2005/06. 

Table 6 presents the figures for the growth of sales, investment and employment for innovative, non-
innovative and total SMEs. Of course, there are only two non-innovative SMEs in the sample as against 65 
innovative SMEs. For the sector as a whole, SMEs experienced growth in terms of all the three variables – sales, 
investment and employment. However investment growth rate was higher than that of sales, which in turn was 
higher than that of employment. The same trend held good for innovative SMEs. The two non-innovative SMEs 
also registered higher investment growth than sales growth whereas employment declined absolutely. Between 
innovative and non-innovative SMEs, the former experienced higher growth in terms of all the three variables. 
The fact that growth rate of sales of innovative SMEs was higher than that of employment indicates that even 
labor productivity would have increased between 2001/02 and 2005/06. Similarly, growth of rate of investment 
was higher than that of sales as well as employment implying that capital intensity increased much more than 
that of labor productivity.  
 

TABLE 6: GROWTH OF SALES, INVESTMENT AND EMPLOYMENT: 2001/02-2005/06 (%) 
Variable Total (67) Non-innovative SMEs (2) Innovative SMEs (65) 
Sales 17.92 7.89 18.86 
Investment 20.11 12.91 25.66 
Employment 12.94 -14.63 14.43 

* Figures in brackets are number of SMEs 
 

This gives rise to the question – does innovation influence employment growth and capital intensity? If 
innovation has an influence on employment growth and capital intensity, does it affect labor productivity? These 
issues need to be examined in detail, particularly because if innovation has a positive influence on both 
employment and labor productivity, it implies that innovation encourages productive employment generation. 
Therefore, there is all the more reason to promote technological innovation as a means of enhancing SME 
competitiveness in Indian economy. 

In this context, it is appropriate to ascertain what kind of relationship innovation output in the form of 
innovation sales (innovated products as a percentage of total sales) have with employment growth, capital 
intensity growth and labor productivity growth. Similarly, is there any relationship between capital intensity and 
labor productivity growth? What factors explain employment growth and labor productivity growth of 
innovative SMEs? To examine these issues, first we estimated correlation coefficients between the concerned 
variables, which are presented in Table 7. The value of innovation sales represents the average for the period 
2001/02-2005/06. It is significant to note that innovation sales have a statistically significant positive 
relationship with employment growth but virtually no relationship with labor productivity growth. On the other 
hand, capital intensity growth has no relationship with innovation sales but has a statistically significant positive 
relationship with labor productivity growth. This might be an indication that innovation sales would have 

1366



 

contributed to employment growth but not labor productivity growth, which might be an outcome of capital 
intensity growth more than anything else. 
 

TABLE 7: CORRELATION COEFFICIENTS 
Variables Capital Intensity Growth Innovation Sales 
Innovation Sales -0.076 -- 
Employment Growth -- 0.38* 
Labor Productivity Growth 0.56* 0.02 
Number of observations 54 54 

*Significant at 0.01 level 
 

If innovation sales contribute to employment growth, then those SMEs which have a higher share of 
innovated products in total sales would have experienced higher employment growth compared to those which 
have lower innovation sales. To find out whether there is any difference in the employment growth of SMEs 
having different levels of innovation sales, we grouped the innovative SMEs into three: Group 1 comprised 
SMEs having innovation sales up to15%, Group 2 consisted of SMEs having innovations sales >15% up to 
30%, and Group 3 included SMEs having innovation sales >30% up to 50%. Later, we conducted one way 
Analysis of Variance (ANOVA) and the results are presented in Tables 8 and 9. It is clear from Table 8 that 
those SMEs which accounted for lower shares of innovated products in their total sales experienced lower 
employment growth compared to SMEs which accounted for medium innovation sales, which in turn 
experienced lower employment growth relative to SMEs which had higher shares of innovated products in total 
sales. The ANOVA results (Table 9) brought out that the difference in the employment growths of three groups 
is statistically significant.  
 

TABLE 8: EMPLOYMENT GROWTH IN SME GROUPS 
Groups Number of SMEs CAGR of Employment  

(2001/02-2005/06) 
Low Innovation Sales 19 11.46 
Medium Innovation Sales 22 20.61 
High Innovation Sales 13 31.01 
Total Innovative SMEs 54 13.43 

 
TABLE 9: ANOVA RESULTS FOR EMPLOYMENT GROWTH OF INNOVATIVE SME GROUPS 

Sources of variation Sum of squares Degrees of freedom  Mean squares F ratio 
Between groups 2969.71 2 1484.854 3.49* 
Within groups 21698.14 51 425.4537  
Total 24667.85 53   

*Significant at 0.05 level 
 

Given this, it would be appropriate to examine the factors that would influence employment growth 
apart from innovation sales. Obviously, sales growth of the previous years will have a significant influence on 
employment growth in the subsequent years. Therefore it would be appropriate to use both innovation sales and 
sales growth as explanatory factors for employment growth. To conduct regression analysis, we used three 
variables: (i) employment growth during 2002/03-2005/06, (ii) sales growth during 2001/02-2004/05, and (iii) 
average innovation sales during 2001/02-2004/05. We assume that sales growth and innovation sales of the 
previous years will induce an enterprise to induct more labor force in the coming years. Therefore, we carried 
out regression analysis with one year lag between the dependent variable and the two explanatory variables.  

Regression analysis is carried out separately for innovation sales alone as the explanatory variable and 
both innovation sales and sales growth together as the explanatory variables. The regression results are 
presented in Table 10. The results show clearly that both the regression models are statistically significant as 
indicated by the F values. However, the explanatory power of the linear regression model is quite low (adjusted 
R2 being just 0.13). But the explanatory power of the model improved considerably when sales growth is 
included as another explanatory variable. All the assumptions of the multiple regression models including 
absence of multicollinearity are satisfied. Of course, the degree of statistical significance of the coefficient of 
innovation sales has declined. Overall, it would be appropriate to infer that growth of sales comprising both 
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innovated products and old products and share of innovation sales in total sales together have a significant 
positive influence on employment growth in innovative SMEs. 

 
TABLE 10: INFLUENCE OF INNOVATION SALES & SALES GROWTH ON EMPLOYMENT GROWTH 

Variables Dependent variable: Employment Growth 
Innovations sales 0.60 (2.97)* 0.30 (1.44)** 
Sales growth --- 0.54 (3.41)* 
Constant 9.97 (2.31)* -0.35 (-0.07) 
Adj R2 0.13 0.28 
F value 8.79 11.13 
Collinearity statistics Tolerance  .810 

VIF  1.234 
Number of observations 54 54 

*Significant at 0.05 level **Significant at 0.15 level. F value is statistically significant. 
 

The next pertinent issue is did labor productivity improve when employment grew in size? How did 
capital intensity of innovative SMEs change during 2001/02-2005/06? The labor productivity and capital/labor 
ratio for the innovative SMEs for 2001/02 and 2005/06 are presented in Table 11. Both the ratios have improved 
considerably during the period. However, labor productivity increase was more than twice that of capital 
intensity. Did innovation contribute to labor productivity growth? 
 

TABLE 11: LABOUR PRODUCTIVITY & CAPITAL INTENSITY OF INNOVATIVE SMES (RS. MILLION) 
Year Labor Productivity  Capital Intensity 
2001/02 0.28 0.19 
2005/06 0.60 0.28 
CARG: 2001/02-2005/06 (%) 20.99 10.18 

 
Since capital intensity growth had a statistically significant positive correlation with labor productivity 

growth but not with innovation sales (Table 7), multicollinearity problem is unlikely to arise if we use both 
capital intensity growth and innovation sales as the explanatory variables for the dependent variable of labor 
productivity growth in the regression analysis. Accordingly, we carried out regression analysis using labor 
productivity growth (during 2001/02-2005/06) as the dependent variable and capital intensity growth (during 
2001/02-2005/06) and innovation sales as the explanatory variables. The results are given in Table 12. None of 
the assumptions of the multiple regression models including absence of multicollinearity is violated. Capital 
intensity growth has a statistically significant positive influence on labor productivity growth but the positive 
influence of innovation sales on labor productivity growth is not statistically significant. This brings out that 
labor productivity of innovative SMEs grew because of increase in capital intensity, among others but not 
because of innovation.  
 

TABLE 12: INFLUENCE OF CAPITAL INTENSITY & INNOVATION SALES ON LABOUR PRODUCTIVITY 
Variables Dependent variable: Labor productivity growth 
Innovations sales 0.11 (0.55) 
Capital intensity growth 0.66 (4.88)* 
Constant 6.88 (1.62)** 
Adj R2 0.29 
F value 11.94 
Collinearity statistics Tolerance = .994 

VIF = 1.006 
Number of observations 54 

*Significant at 0.05 level **Significant at 0.10 level. F value is statistically significant. 
 

The relevant question is – why did not innovation sales have a significant positive influence on labor 
productivity growth? This is primarily due to the following reasons: (1) The employees of innovative SMEs 
comprised largely unskilled and semi-skilled workers and only product designers and job supervisors had 
technical qualifications, apart from the owner-managers. Among the employees of 54 auto component SMEs, 
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technically qualified employees accounted for just 13%, non-technical employees accounted for a meager 4% 
whereas skilled workers accounted for 53% and un-skilled workers accounted for 30%. Even most of the skilled 
workers did not undergo any formal technical training but gained skills by means of work experience. The 
turnover rate of these semi-skilled and unskilled workers in SMEs was high because nearly 50% of the total 
employees had hardly any work experience and another 38% had work experience for around five years whereas 
only the rest accounted for more than 10 years of work experience. Therefore, even if they had acquired certain 
skills over time, their departure would result in a virtual loss of all the efforts that supervisors and managers had 
put in for upgrading their skills in the process of innovations. (2) SMEs in general find it difficult to acquire 
technically qualified employees and even if they succeed, they find it difficult to retain them beyond a couple of 
years. In fact, some of the entrepreneurs complained that fresh technically qualified degree and diploma holders 
treat SMEs as “training centers” in the initial part of their career and subsequently join large enterprises 

including Transnational Corporations located in and around Bangalore. Therefore, even here, skill accumulation 
gained in the course of innovations is lost to large enterprises in due course of time. (3) Finally, even in cases 
where labor retention rate is relatively high, innovation is unlikely to make a significant difference to labor 
productivity because innovations of these SMEs are predominantly incremental in nature comprising changes in 
product designs/shapes/dimensions, among others, to suit customer requirements. This is further reflected in the 
fact that none of the innovative SMEs has obtained any patent nationally or internationally, for their product or 
process innovations. Sixteen of the innovative SMEs have won awards from their customers, SME Associations 
and/or Financial Institutions for customer satisfaction, supply of defect-free products, growth performance, etc 
and two of the innovative SMEs have won Citations from their customers.  

The above results imply that it is not sufficient if SMEs engage themselves in technological 
innovations and satisfy their customers. What is equally important is to upgrade the quality of innovations, 
introduce attractive remuneration package to retain trained labor and learn the art of management to employ 
labor input optimally, if they have to derive greater benefits out of their innovations. To that extent, it is 
essential for government agencies like Micro, Small and Medium Enterprise Development Institutes 
(MSMEDIs) and even District Industries Centers (DICs) to introduce training programs on “innovation 

management” for SMEs at the regional level.  
 
Summary and Conclusions 
 
Much of the significance attached to the promotion of SMEs in the world economy has been due to their 
considerable contribution to employment generation as well as their employment generation potential. The same 
holds good in the Indian context. However, of late, there has been increasing empirical evidence to show that 
SMEs in India have been resorting to technological innovation as a means of enhancing their competitiveness. 
Even Indian Policy Makers have realized the importance of promoting innovation explicitly as part of India‟s 

SME Policy. Given this, it is appropriate to examine what kind of an impact innovation would have on 
employment growth and labor productivity growth. This issue has been probed with reference to auto 
component SMEs in Bangalore city, which has got global recognition as a hub of technological innovations. 
Today Bangalore has the presence of major auto giants, apart from domestic large enterprises as well as a large 
number of auto component manufacturers. 

Auto component SMEs of Bangalore are technologically innovative and most of them have undertaken 
innovations focusing on both products and processes as a means of enhancing their competitiveness. In carrying 
out their innovations, they complement external support to their own technological capability. A significant 
proportion of these SMEs could convert their innovations into sales as they could sell innovated products as part 
of their total sales in varying proportions. As a result, most of them could achieve growth in sales, investment 
and employment. Further, SMEs which achieved higher innovation sales experienced higher employment 
growth compared to those which achieved lower innovation sales. Innovation sales along with sales growth of 
the previous years had a positive impact on employment growth in the subsequent years. However, innovation 
sales did not have any impact on labor productivity growth, which was explained to a considerable extent by 
capital intensity growth.  

Thus our analysis brought out that innovation positively influenced employment growth but not labor 
productivity growth. This could be attributed to the high turnover rate of labor force including technical 
employees, incremental nature of innovations and over optimal employment growth in the innovative SMEs. 
This implies that it is not enough if SMEs engage themselves in technological innovations, they should rather 
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focus on upgrading the quality of innovations, develop strategies to reduce the turnover rate of labor force, 
particularly in the form of retention of technical employees, and learn the art of employing labor optimally. This 
is imperative to reap more „productive benefits‟ out of their innovations as well as to achieve a „healthy growth‟ 

as part of the overall automotive industry, if possible with reference to the global market. 
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Abstract  
 
MNCs give their subsidiaries different roles to achieve competitive advantage through integration, local 
responsiveness and learning. As a consequence there is flow of products and information within the MNCs. Even 
though the subsidiaries have different roles they do not necessarily perceive their roles exactly the same way as the 
headquarters do. We argue that a useful approach to the analysis of Headquarters- subsidiary relationship is to 
model the organization as a network. In their operations the subsidiaries are dependent on specific resources. 
Headquarters can offer some of these resources. In business network theory it is recognized that, by and large , 
resources are linked to the subsidiary’s relationships with customers, suppliers, headquarters and other subsidiaries. 
Thus, network theory offers a more robust description of specific resources than in the resource-dependence 
literature, and the most important resource is the web of specific relationships in which the subsidiary is embedded. 
Thus a study of headquarters managing subsidiaries has to consider this web of relationships. In our earlier paper 
presented in the 10th SGBED conference we studied the rationale behind setting up semiconductor design centers in 
India and the contribution made by Indian subsidiaries. Extending the research on semiconductor MNCs and their 
subsidiaries in India , we now explore the similarities and differences in perception between the headquarters and the 
Indian subsidiaries and the evolution of the mandate for the Indian subsidiaries and implications for headquarters 
managing Indian subsidiaries.  
 

Introduction 
 
MNC headquarters and subsidiary relationship have been widely discussed and conceptualized as “business 

networks” consisting of actors, resources and activities involved in creating and delivering value [1]. The 
authors in their earlier paper(2) utilized the business network framework to understand as to why semiconductor 
MNCs established design subsidiaries in India, the contribution of the Indian subsidiaries with respect to value-
added services and the characterization of the subsidiary and its relationship with MNC/head office, customers, 
external suppliers and other subsidiaries. The authors found that the basic rationale driving semiconductor 
MNCs to setup subsidiaries in India was to access and utilize the technical competency and technical talent pool. 
The next important factor was the presence and rapid growth of the domestic electronics market and finally the 
cost advantage with respect to talent. In fact, the subsidiaries were setup to perform 100% internal export back 
to MNC and/or other global subsidiaries of the same MNC. The average number of years of operation of the 
subsidiaries in the study was 7 years, with 2/3rd of the respondent companies operating for more than 5 years. 
Two-thirds of the sample reported doing “high” R&D work (indicative of complete development work related to 

a given product, deep expertise on one of more critical areas of semiconductor design or performing product 
development for challenging cutting-edge semiconductor process geometries (e.g. sub-100 nanometer design).  

In terms of contribution of Indian subsidiaries of MNCs, it became clear that there were several 
examples of companies doing complete development of a given product in India while there are other 
companies that contribute to specific types or portions of semiconductor design activities. This indicated a 
strong emphasis for product mandate in the subsidiaries. In addition, the subsidiaries were also involved in 
creating intellectual property (IP) and contributing to the patent portfolio of MNCs. The authors did find a very 
small subset of the subsidiaries exploring conceiving and designing products for India or other emerging 
markets. 

Based on the study, it is apparent that the subsidiaries attached a very high degree of importance to the 
relationship with MNC or head office and followed it up with strong working engagement with the head office. 
The Indian subsidiaries also gave high importance for relationship/interactions with other subsidiaries of the 
MNC and again there was good correlation between intent and actual practice. The authors considered 
subsidiaries as business entities where they were located, and as active participants in a business network that 
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included other business actors such as suppliers and customers, conceptualized as external embeddedness(3) 
respect to external embeddedness, data collected indicated that the subsidiaries marked the highest value 
regarding the importance attached to relationship with external customers. In practice, the vast majority of the 
subsidiaries exhibited moderate to high engagements with external customers. This indicated that the 
subsidiaries are primarily engaged in the business of creating value for the MNC head office via product 
development as opposed to market creation/tapping of domestic opportunities. A similar trend was seen with 
respect to the relationship between the Indian subsidiary and external suppliers where the importance attached to 
this type of a relationship was fairly high but in actual practice the current engagements seemed to be weighted 
towards the lower end of the scale. Given the expectation that the semiconductor industry ecosystem may 
mature (in terms of entry and/or proliferation of semiconductor manufacturing, assembly and test, packaging, 
etc.) there was a strong possibility of these subsidiaries evolving as centers of excellence with a growing 
emphasis on external customer and supplier engagements in addition to R&D. 
A prime limitation of the earlier study was that this was India subsidiary centric study with no corroboration 
from the MNC head office . One of the objectives of this paper is to address the limitation stated above and to 
explore the similarities and differences in perception between the headquarters and the Indian subsidiaries and 
the evolution of the mandate for the Indian subsidiaries and implications for headquarters managing Indian 
subsidiaries.  

Method 
 
To control for industry effects, the study examined headquarters and subsidiaries in the semiconductor industry. 
Ten respondents were selected for a series of semi-structured interviews. Five of them belonged to global 
semiconductor companies that were part of the top 10 fabless1 companies in the world [4]. 

Separate interviews were conducted with senior managers of the headquarters and subsidiaries in order 
to obtain various perspectives on the subsidiaries and their management role. The interviews were taped and 
subsequently transcribed. One of the authors also added insights from the interviews and the questionnaire 
responses that were not reflected or were not readily apparent from the transcription (he has spent 17 years of 
his working life in the semiconductor design industry). The questions for the structured part of the interview 
were gathered by examining the MNC headquarters-subsidiary relationship literature [5], [6], [7], [8]. This study 
focused on the headquarters and subsidiaries of global semiconductor MNCs Even though the MNCs did not 
have any semiconductor manufacturing facilities in India, many of the companies in the study did have 
manufacturing facilities elsewhere in the world. 

Analysis 

Coordination and exchange of R&D between Indian Subsidiary and MNC 
 

TABLE 1A: CURRENT LEVEL OF R&D COORDINATION/ENGAGEMENT BETWEEN SUBSIDIARY & PARENT 
COMPANY 

 
Value frequency % 

0   0% 
1   0% 
2 1 10% 
3   0% 
4 6 60% 
5 3 30% 
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TABLE 1B: IMPORTANCE ATTACHED TO R&D COORDINATION/ENGAGEMENT BETWEEN SUBSIDIARY & 
PARENT COMPANY 

 
Value frequency %

0 0%
1 0%
2 1 10%
3 0%
4 2 20%
5 7 70%  

 
The authors found that both subsidiaries and headquarters gave high importance to co ordination and 

exchange of R&D between Indian Subsidiary and MNC.See Table 1.The subsidiaries rated themselves higher 
on current level of relationship although headquarters did not lag much behind; this leads us to believe that HQ 
thinks subsidiaries may need to improve the current level of relationship based on better value added services, 
more strategic work.  
 

External Embeddedness 
 
External embeddedness coupled with corporate embeddedness contributes to the development of a centre of 
excellence. The respondents were asked to indicate the importance and current level of relationship between the 
subsidiary and external customers and suppliers based on the assumption, as in theories about business networks, 
that such relationships were crucial for technology development. These indicators were used as a rough 
estimation of the degree of external embeddedness of the degree of the external embeddedness of the 
subsidiaries. See Table 1A and Table 1B indicate the current level and importance of relationship between the 
Indian subsidiary and external customers.  

Subsidiaries attached a high degree of importance to external customers but felt that current level is 
less than expected.Headquarters attached a high degree of importance to this but felt that current level is less 
than expected. Relatively speaking, Headquarters attached a higher degree of importance to this relationship 
than subsidiaries.  

HQ view this more strategically than subsidiaries ; in the long term if the subsidiaries has to exploit 
emerging markets and grow market share in the regions, attaching a higher level of importance is essential. The 
other side of the argument from a subsidiaries perspective is that they need to contribute to projects today which 
are far more critical than the strategic direction of enabling or producing products for/in the region. 

While examining subsidiaries and their relationship with external suppliers the authors found that 
headquarters gave less importance to this dimension than subsidiaries and the current level of engagement is 
higher from the subsidiaries perspective than that of headquarters. Headquarters would like to drive external 
supplier relationships across all regions and doesn't want it to get fragmented across regions.- Subsidiaries are 
ambitious and are building relationship with various elements of the ecosystem &/or having a good relationship 
with external suppliers is a necessity for "local" success which is not supported by headquarters. 

Coordination and exchange of R&D between Indian Subsidiary and Other Subsidiaries 
 

Headquarters gave higher importance than the Indian subsidiaries to coordination and exchange of R&D with 
other subsidiaries. See Table 1b - In a transnational setting, headquarters realizes the imperative of subsidiary to 
subsidiary relationship. Headquarters gave the Indian subsidiary a better rating (than the Indian subsidiary gave 
itself) This points to the fact that Indian SUB is not getting the recognition and feedback from headquarters 
about its relationship with the other subsidiries of the corporation. 
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Conclusion 
 
One of the important ways in which multinationals enhance their competitive advantage is through aggregation 
of capabilities and resources.Strenghtening the business network and plugging in the gaps in subsidiary 
headquarter perceptions is a necessary condition to deliver value in the marketplace. One of the first signs the 
multinationals and their subsidiaries are moving towards creating centres of excellence in a country location is 
degree of corporate embeddedness as reflected in the coordination and two way flow of knowledge between the 
subsidiary and headquarters as well as other corporate units suggesting the emergence of a strategic role for the 
subsidiary in the over all scheme of the MNC 
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End Notes 
                                                           
1 A Fabless semiconductor company is engaged in the design and sale of integrated circuits or “semiconductor 
chips” with the manufacturing outsourced to external semiconductor manufacturing companies commonly 

known as semiconductor foundry or "fab". 
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Abstract 
 
Customer satisfaction and client orientation concepts are the need of the hour in all service providing organisations 
including those engaged in construction and infrastructure provision within public sector where the public 
perception about their services is at its lowest ebb. This study measures the expectations and perceptions of various 
service elements among clients of an Indian public sector engineering department. Customers’ survey mode was used 

to measure the expectations, perception and satisfaction. The perceived quality of services provided by this 
department was measured with SERVQUAL instrument on selected attributes using the Gap approach for 
identifying priorities. The study also examines the influence of demographic characteristics of clients on expectations 
and perceptions of the clients. The results can be used by similar organisations for cultural and structural change to 
increase accountability and performance. The study indicates that the three most important dimensions in the order 
of importance among the clients of this department are tangibles, responsiveness and reliability dimensions. 
 
Key Words: Client, service provider, service quality, expectation, perception, satisfaction.  

 
Introduction 
 
Execution of public works has been an organized function of the state from the times immemorial in India and 
elsewhere. The public works are the need of the society and have been executed since its existence and will 
continue to be executed till society exists. The inadequate job descriptions, low productivity, indifferent attitude 
among the employees of public sector organisations are among few of the factors which contribute to 
inefficiencies in the whole system and poor service delivery to the citizens. Crookall Paul, while quoting Dr 
Phillip Kotler rightly brings out the traditional attitude of a bureaucrat in Government working: - “I am a 
bureaucrat; I know what is best for you and will provide it to you.”  

The forces of globalisation and liberalisation and the consequent changes in the economic environment 
have created new challenges for the government departments the world over. Military Engineer Services (MES) 
and Central Public works department (CPWD) are among few large departments in Govt. of India that are 
engaged in the building construction and maintenance industry among other activities. The departments as of 
now enjoy near monopoly in service provision to clients in their designated jurisdiction under Government of 
India.The pressure for change is being felt by the users (clients) of such organisations from the rapidly changing 
economic-political environment, increasing demand for better value for money, pressures for greater 
effectiveness, efficiency and performance, rapid technology changes and increasing awareness; all these factors 
leading to increasing expectations for citizen participation. The Administrative Reforms Commissioni in its 
recent report titled “Ethics in Governance” recommended for identifying areas within government where 

existing monopoly of functions could be tempered with competition.  
Customer satisfaction and customer orientation concepts are therefore, increasingly being adopted to 

identify and prioritize the areas for improvement in the quality of services provided by government departments 
to their clients. It is also imperative that the government servants change their attitude to client oriented service 
by asking, “tell me your priorities for service. How can I better meet your needs as you understand them?” It is 
necessary to understand their needs and expectations and define quality standards according to their 
expectations as a benchmark for improvement to the quality of service. There should also be institutional 
mechanisms to continuously assess the quality of the service provided at regular intervals and appropriate 
measures should be taken to improve the service quality in view of the feedback from clients. The focus of the 
administrators in public sector departments therefore needs change from not merely on provision of construction 
and maintenance services but also providing these services with certain good quality above minimum acceptable 
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standards. These departments, however, do not have any arrangements for evaluation of expectations and 
perceptions of clients and for monitoring of client satisfaction.  

The obvious approach to gauge the satisfaction level is to ask the clients themselves because at the end 
of the day the client is the sole judge of the quality of the service provided. Construction and Maintenance of 
buildings etc. is one of those services that are difficult to measure and monitor, with very little research on 
service quality in this field. The predominant amount of research on the measurement of service management 
quality has taken place in the fields of retail industry, health care and financial services. The little amount of 
research in the construction industry involving empirical surveys has focused on the quality of consultancy 
services (Hoxley, 1998; Love et al., 2000). SERVQUAL based survey using Gap model have also been carried 
out for service quality in the maintenance of mechanical and engineering services (Wan et al., 2001). 

It was therefore, thought appropriate to have a systematic study and find out the extent of client 
satisfaction in Public Sector Construction and Maintenance Organisations and to identify the areas for 
improvement. Military Engineer Services (MES), one of the largest public sector government departments 
engaged in providing construction and maintenance services for all organs of Ministry of Defence for their 
infrastructure needs was chosen for this study. The focus in this study was on customer satisfaction with 
particular emphasis on service quality in Public Sector Construction and Maintenance departments so as to 
provide the necessary inputs and desired impetus to the department to improve and excel in the future. The main 
objective of the study was to bring out the customer satisfaction gaps and analysis of these gaps. The results of 
the analysis are used to suggest ways and means to improve the delivery of the service and in turn to improve 
the perception of service quality as experienced by the clients.  

 
Literature Review 
 
Customer / Client Satisfaction 
 
It will be useful to compare the concept of customer in a private sector setting vis-à-vis the clients in the 
government sector setting. What the customers are to service organisations in private sector, clients are to the 
government service organisations in respect of services provided by them, e.g. construction and maintenance 
services provided by MES. A subtle difference may however be drawn between a customer and client. The 
relation between the customer and the service provider are limited in a sense that the customer purchases the 
goods or services from another individual or an organisation and pays in return for the services s/he receives. 
The customer does not have any right or claim on the services provided by the organisation in the absence of a 
definite agreement/contract between the two which could be in the form of a request for the service and fee 
paid/promised to be paid or in any other form. Clients on the other hand receive the professional advice or 
services from an organisation. In a typical government service organisation with defined geographical 
jurisdiction, the clients have right or claim over the services it provides. The rights of the clients on these 
services are however limited to the extent decided by the citizens/taxpayers who are bearers of rights and duties 
in a framework of community and exercise their control through elected representatives/executive appointed by 
them for the purpose. (Figure 1 and 2). 

With the above background the question than arises: - Are all citizens customers, and to what extend 
should a government treat citizens as its customers? Customer service advocates argue that every citizen is a 
government‟s customer. According to the old adage the customer is king, so citizens will expect to be treated 

accordingly. That‟s where things are likely to go wrong since the government is expected to serve the larger 

public interest over that of individual citizens. According to Kettl (2000) the citizens as customers have four 
different perspectives. The citizens could be service recipients, partners, owners and they could be taxpayers. As 
service recipients, citizens expect high quality services at low or even no cost; as partners, they are to ensure that 
the services are more effective and are expected to play a strong role different from the passive role as in service 
recipient role.  
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FIG. 1: CUSTOMER- SERVICE PROVIDER RELATIONSHIP: PRIVATE SECTOR 
 
 

 
FIG. 2: CUSTOMER- SERVICE PROVIDER RELATIONSHIP: PUBLIC SECTOR 

 
Citizens as owners of the government expect accountability, Kettl further suggests that citizens are 

taxpayers and as such they pay the government‟s bills. Contrary to their role as service recipients, where they 

might expect virtually unlimited service, as taxpayers they have conflicting priorities in the form of tough 
management, high efficiency and minimal waste, fraud and abuse from the same government. A balance, 
however, need to be struck between the two objectives the citizens have, one, as receiver of service i.e. 
maximizing responsiveness and the other, as taxpayer, i.e. maximizing efficiency (Dinsdale and Marsden, 
1999). The challenge for the public sector is to balance the two distinct and often competing factors of value for 
money with high quality and accessible services for the client.  

Basic principle of customer orientation referred to in the context of private service organisations are 
equally relevant and applicable to government service organisations, which may be termed as citizen/ client 
orientation. The citizen/client orientation as a means for achieving responsive administration requires better 
understanding of the needs and expectations of citizens on a continuing basis.  
 
Measuring Customer Satisfaction 
 
Public sector organizations of late have started realizing that not only must they look after their customers but 
they must also learn from them in terms of customer satisfaction and customer perception of the service. 
According to Skelcher (1992) this signifies the rejection of the traditional model of uniform services being 
delivered to passive recipients. “Sometimes organizations make assumptions about what is important to the 
customer. Once they probe, they may discover that what the customer values is quite different” (Farquhar, 
1993). The organisations also hesitate in knowing the expectations of customers fearing that the expectations 
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will be very high. Results of few studies in public sector organizations in the UK indicate that managers 
frequently over-estimate customer expectations (Donnelly et al., 1995). 

McDonnell and Gatfield (1998) very rightly said: - “Measures send a signal to an organisation 
regarding priorities, and it should be obvious that what you don‟t measure, you can‟t manage.” Traditionally 
performance measurement has been done internally by the government officials with expenditure on public 
services being one of the performance measures. Whether these services and assets are actually delivered 
efficiently and meet the real needs of the people cannot be determined by expenditure monitoring or head count 
alone (Paul Samuel et al., 2004). These and many other measures developed internally by the staff, therefore, do 
not reflect the concerns and priorities of citizens. It is therefore desirable for administrators in government 
including those in construction sector to understand the expectations and perceptions of the people about the 
quality services and incorporate them in design of service delivery and frame policies to improve the quality.  
 
Service Quality and Satisfaction 
 
MES like other construction and maintenance agencies is regarded as a service industry. Services have been 
defined in many ways by different academics in marketing research. Grönroos (1990) defines service as an 

activity or series of activities of intangible nature that normally takes place between the customer and the service 
provider. Services are characterised by their intangibility, inseparability of production and consumption, 
perishability and heterogeneity (Zeithaml, 1981, 1988). Because of these unique characteristics, measuring 
service quality poses difficulties for service providers (Bateson, 1995). Service quality therefore is „whatever a 

customer says it is‟ and „whatever customer perceives it to be‟ (Buzzel and Gale, 1987). "Perceived service 
quality is therefore viewed as the degree and direction of discrepancy between customers‟ perceptions and 

expectations” (Zeithaml et al, 1990).  
It is therefore important to understand as to how the expectations are formed and what their impact is. 

The key factors which influence the expectations are word-of-mouth communications, the personal needs of the 
customers, the customers‟ past experience of service providers and external communications (from the service 

provider and others). The expectations are also influenced by the personal values and beliefs. In case of the 
public services expectations also get influenced by the reputation of the government as a whole. It has also been 
observed that availability of alternative service providers raises the levels of expectations of adequate service 
(Zeithaml et al., 1993). Thus in the end expectations have a central role in impacting the satisfaction with the 
services provided and those in turn are determined by various factors.  
 
Service Quality and its Measurement 
 
Different models that link performance and expectations have been developed by various experts. The initial 
research into customer satisfaction measurement started in the eighties. It involved assessing the determinants of 
expectations and drivers of satisfaction. Grönroos (1984) conceptualised a service quality model where he 

identified the two variables of service quality as expected service and perceived service. He observed that the 
discrepancy between expectations and perceptions is the primary determinant of customers‟ service quality 

requirements. Parasuraman, Zeithaml & Berry (1985) presented the most systematic research programmes in 
service quality and developed a conceptual model SERVQUAL by using extensive exploratory investigations of 
quality in variety of service businesses. This model was further refined by Parasuraman, Zeithaml & Berry 
(1988) who developed a multiple item scale for measuring consumer perception of service quality. In the new 
refined instrument for the measurement of service quality Parasuraman et al. (1988) arrived at five distinct 
dimensions i.e. tangibles, reliability, responsiveness, assurance and empathy, after multi stage purification 
process.  
 The refined instrument, a concise multiple-item scale (comprising of 22 items) and can be suitably 
modified to adapt the needs and characteristics of a particular service. This instrument also finds application in 
categorizing customers into several perceived-quality segments (such as high, medium or low) on the basis of 
their individual SERVQUAL scores. The segments so categorised can be then analysed on the basis of 
demographic, socio-economic and other profiles, the relative importance of the five dimensions in influencing 
service quality perceptions and the reasons behind the perceptions reported by them.  

Although SERVQUAL is used widely to measure quality, the same is not without criticism for its 
shortcomings. A few shortcomings were identified by Key and Theresia (2001), who questioned the assumption 
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of linear relationship between customer satisfaction and service attributes‟ performance. It was argued that this 
assumption is not necessarily correct. Paying more attention to a particular service attribute may not always lead 
to a higher customer satisfaction if there is satiation or if that attribute is taken for granted. They therefore 
argued that SERVQUAL‟s use of a linear scale in its assignment of prioritisation of improving service attribute 
might therefore not be appropriate. Carman (1990) also questioned and criticised the validity of SERVQUAL on 
the psychometric soundness of the difference between expectations and perceptions, and on the collection of 
expectations data. Some other researchers (Babakus & Boller, 1992) also endorsed the views and suggested that 
dimensionality may vary with the type of service under study. Despite these concerns, SERVQUAL 
questionnaire by far is the most robust instrument and has been applied in many service organisations.  

 
Gap Approach 
 
As per the extended model of Parasuraman et al. (1985) there are seven major gaps in the service quality 
concept, that are shown in Figure 3. The gaps on the service providers‟ side include consumer expectations - 
management perceptions gap; management perceptions - service quality specifications gap; and service delivery 
- external communication gap among others. The consumer side gap, i.e. the gap 5 between expected service 
and perceived service is what determines the quality that a consumer perceives. The service quality model 
essentially states that service quality as perceived by consumers depends on extent and direction of gap between 
expected service and perceived service that in turn depends on the nature of the gaps associated with the design, 
marketing and delivery of services, that is, provider side gaps.  

 

 
FIG. 3: MODEL OF SERVICE QUALITY GAPS  

Source: Parasuraman, Zeithaml and Berry., 1985; Curry, 1999 
 
Service quality gaps can be used by the managers to identify areas of improvement with larger gaps 

signifying more attention requirement on those attributes. If gap scores in some areas turn out to be positive, the 
managers need to review if that particular service is over provided and to explore the possibility of redeploying 
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the resources. The information derived from the gap analysis can be used by the service providers to evaluate 
the current service quality, to compare performance across different customer groups and across services, for 
assessment of the impact of improvement initiatives as well as for understanding internal customer.  
 
Research Methodology  
 
Clients‟ survey mode has primarily been used in this study to measure the expectations, perceptions and 
satisfaction of clients about the construction and maintenance services provided by MES. The methodology used 
in carrying out the research include identification of important quality attributes, development of questionnaires, 
details of sampling plan, data collection and data analysis. 

 
Identification of Attributes and Questionnaire Development 
 
The scale items and framing of questions in SERVQUAL questionnaire to assess the expectations and 
perceptions were adapted from Parasuraman et al. (1988) with inclusion of few attributes to suit the 
characteristics of services provided by building construction and maintenance organisations in public sector. 
These attributes for the questionnaire were generated after an exploratory study that involved informal 
experience survey with key experienced executives and focus group interviews of clients and MES supervisors. 
Each questionnaire was designed in such a way that it covered important aspects, but in the process did not 
become too long for the respondents to respond with ease. In all twenty four attributes (scale items) of the 
service were identified on five dimensions of service quality (including few questions related to construction 
quality and specifications provided in buildings). The structure of the set of questionnaires included SERQUAL 
questionnaire in Part A and B, and a separate section at the end to record the socio-demographic details of the 
respondent. The 7-point Likert scale as recommended by Parasuraman et al. was used as a measure for the 
expectation and perception attributes with range from (1) strongly disagree to (7) strongly agree. Here (1) 
indicates lowest expectation or perception and (7) indicates highest expectation or perception. An open ended 
question was added to capture qualitative remarks and suggestions from respondents on aspects they consider 
important.  
 
Sampling Plan 
 
MES provides work services cover to various organs of Ministry of Defense which includes services of 
construction and maintenance for their administrative, technical, other specialty buildings/structures and housing 
complexes. There are significant numbers of Defense units located at Bangalore with approx clients‟ population 

of 20,000. The sample profile of clients at Bangalore largely represents the configuration of clients in any peace 
station across the country and can be considered as a representative sample. In all, 31 units/ formations 
dependent on MES, both for construction and for maintenance activity, were selected from Army and Air Force 
units located across different parts of Bangalore to cover all types of users/activities. Stratified mode of 
sampling was adopted to have a judicious mix of respondents of various ranks from different units in proportion 
of their strength. In each of these units, respondents were randomly selected and requested to fill up the 
questionnaire depending on the size of the unit. Care was taken to get the feed back from the key officials (in-
charge of works matters of their buildings) from each unit in addition to common users. Care was also taken to 
get the feed back from the troops and air warriors occupying the residential accommodation, which are 
maintained by MES.  

 
Collection of Data 
 
The respondents were randomly selected and were contacted at their workplace or at their place of residence. 
Collection of responses at MES service centres, though convenient, was avoided to eliminate element of self-
selection bias. Personal interaction mode with „a group of respondents‟ was resorted to before seeking their 
individual responses. A team of officials including Assistant Engineers, Junior Engineers and Junior 
Commissioned officers were adequately briefed and trained for the purpose to administer the questionnaire to 
individuals on personal basis in order to explain a question if the respondent had any doubt or did not 
understood it correctly. The questions were reframed wherever it was required.  
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A series of qualitative questions was also asked in personal interviews with key service provider 
executives and with commanders from the clients‟ side to reinforce the quantitative data with more detail and to 
ascertain their views about the shortfalls in the service quality. 

 
Data Analysis, Interpretation and Findings 
 
At the end of survey approx 300 responses were received, out of which 262 turned out to be valid responses. 
The socio demographic profile of the respondents as observed from the data represents the general distribution 
of population pattern in a typical defence peace station. The data analysis results of this data can therefore be 
safely extended to other defence peace stations across the country. While bias in responses of clients cannot be 
completely ruled out, every effort was made to minimize such tendencies through careful research design and 
field supervision. 

 
Reliability Analysis: Cronbach’s Alpha Test 
 
It is important to know whether the same set of items would elicit the same responses if the same questions are 
recast and re-administered to the same respondents. Variables derived from test instruments are declared to be 
reliable only when they provide stable and reliable responses over a repeated administration of the test. In order 
to test the reliability of data, the data was subjected to computation of coefficient alpha (Cronbach 1951). 
Cronbach's alpha is an index of reliability associated with the variation accounted for by the true score of the 
“underlying construct”. The higher the alpha is, the more reliable the test is. Though there is no generally agreed 

cut-off, usually 0.7 and above is acceptable (Nunnally, 1978; Streiner DL and Norman GR, 1989). The range of 
overall coefficient alpha recorded is 0.943 to 0.976 exceeding the suggested level of 0.70 as recommended by 
Nunnally (1978). Across the dimensions i.e. tangibles, reliability, responsiveness, assurance and empathy also 
coefficient alpha ranged from 0.763 to 0.932 with one exception demonstrating good internal consistency and 
reliability of scale (Table 1). 

Content validity was also ascertained by pre-testing the questionnaire and a review of the questionnaire 
by academics and practitioners in the field from MES and CPWD. The instrument was modified during initial 
stages of instrument development with changes being made to the questionnaire.  

 
TABLE 1: RELIABILITY TEST (CRONBACH‟S ALPHA) STATISTICS 

Reliability Statistics 

Scale Coefficient alpha No of Items Coefficient alpha No of Items 

SERVQUAL Scale Expectations (1-7) Perceptions (1-7) 

 Tangibles 0.800 4 0.833 4 

 Reliability 0.894 8 0.936 8 

 Responsiveness 0.884 4 0.880 4 

 Assurance 0.912 5 0.932 5 

 Empathy 0.841 3 0.855 3 

 Overall 0.972 24 0.976 24 

 Tangibles 0.573 2 0.827 2 

 Reliability 0.841 3 0.887 3 

 Responsiveness 0.800 3 0.843 3 

 Assurance 0.828 4 0.858 4 

 Empathy 0.763 3 0.828 3 

Overall 0.943 15 0.965 15 
 
Perusal of data collected from the survey tells that the clients‟ ratings are qualitative and are discrete 

choices. For example, the level of expectation of the clients is a discrete rated variable in seven categories with 
ordinal numbers 1, 2, 3, 4, 5, 6 and 7. The expectation rating with 7 (Strongly agree) is better than 6 (agree) 
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which is better than 5 (somewhat agree) and so on. There is an order in the rating of expectation of the 
respondents for a particular attribute or service. Data not likely to follow a given probability distribution, it was 
decided to primarily use non parametric tests for data analysis.  
 
Analysis of Expectation-Perception Scores 
 
A test of significance was done on the expectation and perception scores and descriptives worked out. The 
results indicate that there is significant difference in the expectations and perceptions of the clients (Table 2). 
The mean expectation score is seen to be 5.08 which are on lower side when compared to similar surveys in 
private sector service organisations. The low expectation scores also reflects on the lack of service alternative 
from the clients‟ point of view and to some extent reflects on the reputation of the department among clients. 
 

TABLE 2: PERCEPTION-EXPECTATIONS GAP ANALYSIS (ALL ATTRIBUTES) 
 

S. No Attributes N 
Means Std. Dev. Of Means Std. Errors of Means 

E P PE Gap E P PE Gap E P PE Gap 
1 Modern and up to date 

equipment 
262 5.52 3.22 -2.31 1.651 1.671 2.516 0.102 0.103 0.155 

2 Good facilities in housing 
units 

262 5.15 3.65 -1.50 1.732 1.693 2.179 0.107 0.105 0.135 

3 Good architectural 
features. 

262 5.33 3.69 -1.65 1.704 1.762 2.239 0.105 0.109 0.138 

4 Good quality of 
workmanship in 
construction and 
maintenance 

260 5.13 3.54 -1.60 1.620 1.756 2.225 0.100 0.109 0.138 

5 Quality material for 
construction and 
maintenance 

262 5.06 3.55 -1.52 1.716 1.630 2.181 0.106 0.101 0.135 

6 Pleasing appearance of 
the service centres 

260 5.00 3.56 -1.43 1.617 1.729 2.220 0.100 0.107 0.138 

7 Adequate stores/spares 
for maintenance at service 
centres 

261 5.00 3.31 -1.68 1.718 1.689 2.309 0.106 0.104 0.143 

8 Adherence to promise to 
do something by a certain 
time 

262 4.51 3.28 -1.23 1.885 1.662 2.075 0.116 0.103 0.128 

9 Sincere interest in solving 
user's problem 262 5.11 3.74 -1.37 1.733 1.792 2.282 0.107 0.111 0.141 

10 Completion of 
repair/maintenance job 
first time 

259 4.90 3.56 -1.32 1.713 1.654 2.199 0.106 0.102 0.137 

11 Performs the services at 
the time they promise to 
do so 

262 4.95 3.55 -1.40 1.756 1.650 2.341 0.109 0.102 0.145 

12 Employees normally tell 
the users exactly when the 
services will be 
performed. 

262 4.92 3.52 -1.41 1.718 1.699 2.381 0.106 0.105 0.147 

13 Employees normally give 
prompt services to the 
user. 

262 5.06 3.58 -1.48 1.659 1.661 2.133 0.102 0.103 0.132 

14 Employees are never too 
busy to respond to user‟s 

request. 
261 5.00 3.57 -1.42 1.656 1.692 2.216 0.103 0.105 0.138 

15 Employees help instil 
confidence in users. 262 5.08 3.74 -1.34 1.699 1.711 2.186 0.105 0.106 0.135 
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S. No Attributes N 
Means Std. Dev. Of Means Std. Errors of Means 

E P PE Gap E P PE Gap E P PE Gap 
16 Users normally feel safe 

in their transactions 262 5.23 3.87 -1.35 1.558 1.757 2.155 0.096 0.109 0.133 

17 Employees are 
consistently courteous 
with users.  

262 4.98 3.91 -1.08 1.663 1.746 2.132 0.103 0.108 0.132 

18 Employees have the 
required knowledge to 
answer the user‟s 

questions. 

262 5.10 3.99 -1.11 1.564 1.777 2.262 0.097 0.110 0.140 

19 Operating hours are 
convenient to all users 262 5.16 3.82 -1.33 1.745 1.817 2.252 0.108 0.112 0.139 

20 Employees normally 
understand the specific 
needs of their users. 

262 5.01 3.87 -1.13 1.675 1.769 2.196 0.103 0.109 0.136 

21 Availability of required 
staff (electrician, 
plumber, mason etc) at 
the service centres 

262 5.19 3.79 -1.41 1.708 1.773 2.240 0.105 0.110 0.138 

22 Attention to safety at the 
work site 

261 5.33 3.90 -1.43 1.608 1.809 2.191 0.100 0.112 0.136 

23 Coordination of the 
internal services between 
different wings of deptt 
i.e. B/R, E/M, BSO etc. 

262 5.21 3.55 -1.66 1.777 1.714 2.358 0.110 0.106 0.146 

24 Good specifications in 
construction & 
maintenance service 

262 5.27 3.84 -1.42 1.676 1.707 2.331 0.104 0.105 0.144 

 
Gap Analysis 
 
It is important to measure expectations and perceptions of the customers to evaluate the customer satisfaction of 
the particular service provided. Service quality is said to have been achieved when these expectations are met or 
are exceeded or diminished. Service quality fails to be achieved when expectations are not met and a service gap 
materialises. It is only by explicitly assessing expectations as well as perceptions that we can determine whether 
there are any service quality gaps in the services we provide. The gap is the difference between the perceptions 
and the expectations of a particular service. Clearly greater the difference or larger the gap, greater the gulf 
between what the customer expects from us and what they actually received. Gaps are usually negative for most 
of the services, whether it is private or public sector. While scores are most often negative reflecting service 
shortfalls or gaps, scores less than minus „2‟ are considered to be strong (McDonnell and Gatfield, 1998). It is 
normally not possible to exceed the expectations of the customer for variety of reasons. Information on customer 
expectations can help service providers to understand what customer actually expects from the service.  

The SERVQUAL scores were derived from expectation and perception scores by subtracting 
expectation score from perception score. Although, the scale used is strictly ordinal, for statistical analysis 
purpose it was treated as interval scale, since it stretches from 1 to 7 where difference of each unit has a 
meaning. The perceptions, expectations and P-E gap scores for all attributes as tabulated in Table 2. 

For the purpose of gap analysis, the 24 scale items describing various services attribute were classified 
as per SERQUAL model on 5 dimensions namely tangibles, reliability, responsiveness, assurance and empathy. 
The gap analysis was then performed on the perception and expectation scores across five service quality 
dimensions. The results are tabulated in Table 3 for gaps across dimensions. The SERVQUAL scores were also 
subjected to “Sign test” to see if there is significant difference in the perceptions and expectations of the clients 

in MES. In the present dataset, the significance level is less than .05 indicating that there is significant difference 
between the perceptions and expectations of the MES users. The results also show that mostly the SERVQUAL 
scores are negative, indicating that the service quality falls significantly short of clients‟ expectations. In the 
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present study, SERVQUAL scores for all dimensions range between (-) 1.26 to (-) 1.72 which are more than (-) 
2.0 and can be termed as just about satisfactory. 

 
TABLE 3: GAP ANALYSIS 

 

Dimension N Means Std. Dev. Of Means Std. Errors of Means 

  E P PE E P PE E P PE 
Tangibles 262 5.18 3.47 -1.72 1.326 1.400 1.917 0.082 0.086 0.118 

Reliability 262 5.04 3.58 -1.45 1.341 1.428 1.757 0.083 0.088 0.109 

Responsiveness 262 5.05 3.55 -1.50 1.466 1.450 1.961 0.091 0.090 0.121 

Assurance 262 5.15 3.88 -1.26 1.393 1.561 1.885 0.086 0.096 0.116 

Empathy 262 5.09 3.81 -1.28 1.475 1.564 1.937 0.091 0.097 0.120 

* E= Expectations, P= Perceptions, PE= PE Gap, Std. Dev= standard deviation 
 
Of the five dimensions, in most organisations where SERVQUAL surveys have been conducted, reliability has 
consistently been shown to be the most important determinant of perceptions of service quality followed by 
responsiveness and empathy (Parasuraman, Zeithaml & Berry, 1991). Reliability, responsiveness and tangibles 
in the order of priority were the three most important service quality dimensions in case of CPWD (Joshi, 2006). 
However in case of MES, as can be inferred from above tables, the tangibles dimension is most significant and 
contributing to the dissatisfaction to a large extent, understandably so looking at the work culture of MES client 
organisations. The results further corroborate the findings in some studies that tangibles appear to be a more 
important factor in the facility/equipment-based industries (Lee, Lee & Yoo, 2000). Within the tangibles the 
MES clients strongly perceive that the tools and equipments used by MES are outdated. The department seems 
to be lacking in providing adequate maintenance staff, requisite stores/spares at service centres and in ensuring 
pleasing appearance of its service centres. Responsiveness and reliability dimensions are next in the order. The 
department need to improve on delivering the services in time and when promised. Co-ordination among 
various wings, better facilities in housing units, the customer contact, customer relations and giving more 
importance to customer interaction are some other areas where improvement is required. 

Thus the important dimensions which impact considerably the quality of service provided by MES as 
also the public sector construction and building organisations in general are Tangibles, Responsiveness and 
Reliability. MES needs to improve on the functioning of their service centres by providing adequate manpower 
and stores, timely and prompt delivery of services, delivery of services as promised and doing the services right 
the first time. They also need to pay more attention to the internal co-ordination of different services.  

The gap analysis was also performed to compare perception and expectation scores as also the gaps to 
compare performance of Air Force clients‟ vis-à-vis. Army clients. The results are tabulated in Table 4.  
 

TABLE 4: COMPARISON OF EXPECTATIONS AND PERCEPTIONS BETWEEN AIR FORCE AND ARMY 
 

Dimension 
Expectations Perceptions PE Gap 

Army Air Force Army Air Force Army Air Force 

Tangibles 5.24 5.09 3.29 3.78 -1.94 -1.32 

Reliability 5.03 5.04 3.30 4.09 -1.74 -0.95 

Responsiveness 5.08 4.99 3.26 4.07 -1.83 -0.92 

Assurance 5.09 5.25 3.52 4.53 -1.57 -0.72 

Empathy 5.05 5.16 3.45 4.46 -1.60 -0.71 

Mean 5.10 5.11 3.36 4.18 -1.74 -0.92 
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It can be seen that expectations of clients, in both Army and Air Force, are not very high and are at 
almost similar level but the perception differs significantly; Air Force clients carrying a better perception about 
MES service quality. The results provide valuable information to further analyse the reasons for better 
perception among Air Force clients and to see if practices in use in Air Force could be adopted in Army. 
 
Influence of demographic characteristics on Expectations, Perceptions and P-E Gaps 
 
This instrument also finds application in categorizing customers into several perceived-quality segments (such 
as high, medium or low) on the basis of their individual SERVQUAL scores. The segments so categorised can 
be then analysed on the basis of demographic, socio-economic and other profiles and the reasons behind the 
expectations and perceptions reported by them. To analyse the influence of demographic characteristics on 
expectations, perceptions and P-E gaps, total of expectation scores, total perception scores and total of P-E gaps 
of all respondents were sorted in ascending order and then grouped into quintiles (Table 5). The top quintile and 
bottom quintile were then analysed to identify if higher expectations, perceptions or wide P-E gaps or vice-versa 
are influenced by the demographic characteristics of the clients. It can be seen that:- 

Army constitutes a high expectation, low perception group with wide PE gap among the clients. The 
clients living in Government provided married accommodation as also the clients coming on transfer from field 
area though do not have very high expectations but can be categorised in the group of low perception with wide 
PE gap. Middle aged clients also fall into the same group. Similarly Air Force clients can be classified as low 
expectation, high perception group. The finding has significant policy implication in design of distinct service 
delivery systems for these groups, one, to manage the expectations by proper information dissemination and 
two, by improving the services. 
 

TABLE 5: VARIATION OF P, E AND PE GAP VIS-À-VIS DEMOGRAPHICS 
 

Category/Group Overall % 
distribution 

within 
Respondents 

Expectations 
 % 

Perceptions 
%  

PE Gap 
 % 

Nos % High 
exp 

group 

Low 
exp 

group 

High 
percep 
group 

Low 
percep 
group 

High 
PE gap 
group 

Low 
PE gap 
group 

Defence Organisation 

Army 167 64 79 69 50 94 88 52 

Air Force 95 36 21 31 50 6 12 48 
Total 262 100 100 100 100 100 100 100 

Rank category 
Officer 44 18 10 11 13 10 12 13 
JCO 73 30 32 30 28 29 27 33 
Other Ranks 114 47 52 57 49 61 61 49 
Civilians 13 5 6 2 10 0 0 4 
Total 244 100 100 100 100 100 100 100 

Gender 
Male 248 95 94 96 96 96 94 94 
Female 14 5 6 4 4 4 6 6 
Total 262 100 100 100 100 100 100 100 

Age Groups 
Young Up to 30 Yrs 28 11 8 14 15 4 4 12 

Middle Aged 30-40 Yrs 116 45 44 51 29 63 59 42 

Seniors 111 44 48 35 56 33 37 46 
Total 255 100 100 100 100 100 100 100 

Qualification 
Post Graduate 30 13 9 7 17 4 4 13 
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Graduate 88 39 28 37 39 19 24 44 
10+2 72 32 40 37 29 47 48 33 
Matric 38 17 23 19 15 30 24 10 
Total 228 100 100 100 100 100 100 100 

Background 
Urban 69 30 28 24 32 17 17 20 
Rural 161 70 72 76 68 83 83 80 
Total 230 100 100 100 100 100 100 100 

Last Posting 
Field Area 45 26 26 33 15 42 42 20 
Modified Field 20 12 8 17 12 13 8 80 
Peace Station 105 62 66 50 73 45 50 - 
Total 170 100 100 100 100 100 100 100 

Accommodation Living In 
Govt Married 
Accommodation 

167 82 85 83 70 95 90 68 

Rented Accommodation 6 3 2 - 2 - 2 3 

Singlemen Barracks 31 15 13 17 28 5 7 29 

Total 204 100 100 100 100 100 100 100 

 
Perceived Service Quality (PSQ) 
 

Having analysed gaps, it is important to arrive at some measure for service quality as perceived by 
MES clients. Parasuraman et al. (1985) defined the construct of service quality as the difference between 
expected service and perceived service. Perceived service quality is the consumer‟s judgment about the overall 

excellence or superiority of a service (Zeithaml, 1988). Researchers have also shown that perceived service 
quality is an antecedent of the satisfaction (Lee, Lee & Yoo, 2000). Attempt was therefore made to arrive at the 
perceived service quality (PSQ) score by taking mean of PE gaps across five dimensions. The PSQ so calculated 
was 1.44 indicating significant gap between the expectations and perceptions of the clients of MES.  

This again corroborates the earlier findings in case of gap analysis based on SERVQUAL scores. 
 
Summary of Findings 
 
The findings based on data analyses and their interpretations are listed below. The first observation that could be 
made is that the marketing concept (i.e. the philosophy that organisational goal attainment depends on 
understanding the needs and wants of the target market i.e. those of clients, and meeting those needs more 
efficiently and effectively), as opposed to the production or product concepts, has not been embraced. As per the 
data gathered, the clients have rated MES officials very high in their technical and procedural competence, on 
their approachability as well as on courtesy and manners. The satisfaction levels are also significantly good in 
the area of specifications/facilities provided by MES in office/OTM (Other than Married) accommodation  ii and 
also about convenience of working hours of maintenance units of service provider. The strength in these areas 
does not however reflect in attainment of the underlying organisational goal of user satisfaction. The results of 
the survey, including the focus interviews with key clients and officials from service provider indicate that 
service delivery is much below the clients‟ expectations. Successful management of service quality requires 

regular feedback on what customers expect, and how clients‟ perceptions of service compare with their 

expectations. Some of the findings based on data analysis are:- 
 The three service quality dimensions identified for improvement in the order of priority are: - 

Tangibles, Responsiveness and Reliability. 
 Mean Expectation score (5.08) is lower when compared to similar surveys for service industry firms in 

private sector. 
 Expectation levels of two clients groups were almost similar but the perception of service quality was 

significantly higher in one group. 
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 Satisfaction level (P-E gap) is significantly higher in young clients as well as among senior clients 
(those above 40 yrs) compared to the middle aged clients. 

 Education level seems to be influencing the satisfaction level with higher satisfaction levels prevailing 
among graduates and higher qualified clients compared to others. 

 Most of the clients coming from a field posting have expressed dissatisfaction with services being 
provided by service provider, indicating higher expectation levels after serving in field areas. 

 84 % of the clients residing in single accommodation are satisfied with the services. The satisfaction 
level in respect of facilities provided in OTM accommodation is also higher than that with residential 
accommodation. 

 53% of clients living in residential quarters expressed their dissatisfaction with services. Coupled with 
the observation that most of the clients (Approx. 62 %) have expressed their dissatisfaction with 
facilities in housing units, it translates into urgent requirement of increased emphasis on improving 
specifications of married quarters. 

 No significant difference was observed between clients of different rank, gender or the background 
(Rural or Urban).  

 The clients are generally happy about technically and procedural knowledge, approachability, courtesy 
and helping tendency of officers from the service providing organisation. 

 The clients however are not so happy about cleaning up the site after completion of job, disposal of 
waste and with the appearance of the maintenance staff. Incidentally these aspects are not so important 
to them. 

 Expectations have very little influence on the perceptions/performance of service provider in the eyes 
of clients. 
 

Conclusion 
 
The analysis of the customer satisfaction data from clients of MES has thrown very useful information for the 
service deliverance. The service quality dimensions which prominently run through all the departments for 
improvements are the Tangibles, Responsiveness and Reliability factors. The service provider was found to be 
short in these dimensions and therefore needs to put in more efforts and find ways and means for improving 
them. The improvement of these factors will therefore contribute significantly towards the satisfaction levels of 
the client. Empathy and Assurance factors are though reasonably placed; overall improvement is required 
placing stress on Tangibles, Responsiveness and Reliability.  

The units from whom the responses were collected were broadly classified into two major groups for 
the purpose of data analysis depending on the nature of their duties and the service requirements particular to 
their organisation. The survey and analysis of the responses from these different groups brought out similar level 
of expectations but differences in level of perceptions about services. The result demonstrated that no two 
groups of clients could be treated in the same way when being served for their infrastructure needs. This also 
gives valuable inputs and insights as to why one group exhibited better perceptions compared to the other. 

Understanding expectations and perceptions is important as it seems to have a significant impact on the 
overall satisfaction of the clients. The present survey was conducted during 2008 and is limited to clients 
belonging to two organisations of defence ministry located at Bangalore. There is scope for working on how 
services compare across other client groups‟ and to learn lessons from better performing groups. Further 

longitudinal research on similar lines could also be used to track change over time, given the differences and 
changes in the expectations. Expectations indices could be constructed to explore the results. Repeated surveys 
at reasonable intervals of time can be used to benchmark progress of the services over time.  
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End Notes 
                                                           
i Administrative Reforms Commission, Government of India (2008). 

ii The term is used in armed forces to denote office and technical accommodation. It also includes single living 
accommodation and messes etc.  
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Abstract 
 
This research objective is to find out the impact between organizational commitments, job satisfaction to employees’ 

turnover intention in Hotel Athlete Century Park, Jakarta. Organizational Commitment and Job satisfaction 
functions as a dependent variable on this research, and Employees’ Turnover Intentions as an independent variable. 
The hypothesis proposed in this research is the impact between organizational commitment (affective, continuance, 
normative) and satisfaction to employees’ turnover intention.  
The sample of this research is included eighty employees of Hotel Athlete Century Park Jakarta, acquired by 
purposive sampling technique. Data is collected through interviews and questionnaire method and analyzed by 
statistic descriptive and regression method using SPSS 11.5. The result of this research indicates that there is a 
negative and significant impact between organizational commitment to employees’ turnover intention and a negative 

and significant impact between the job satisfactions to employees’ turnover intention. 
  
Keywords: organizational commitment; job satisfaction; turnover intentions. 
 
Introduction 

Employees are seen to be one of the key element in the operation of a successful hospitality industry. It is 
believed that having the right employees is likely to enhance the success for any service businesses. Before a 
manager can direct and shape employees’ individuals contributions into an efficient whole, manager must first 

turn employees into competent workers who know how to do their jobs. If employees are not skilled at their jobs 
the performance they give will get bad reviews. The hospitality industry, for example  in a restourant can have 
the finest standard recipes, service procedures and quality standards and still have dissatisfied guest because of 
poor employee performance.  It is for this reason, properly managing human resources within the hospitality 
industry is so important. No other industry provides so much contact between employees and customers and so 
many opportunities to either reinforce a positive experience or create a negative one.  

With a tremendeous increase in the hospitality industry, decreasing labour pools and increasing 
demand for service quality, quality of worklife for employees has been considered imperative for employers 
(Smith, K., Gregory, S.R and Canno, D. 1996. Becoming an employer of choice: assessing commitment in the 
hospitality workplace. International journal of contemporary hospitality management, 8 (6), pp. 3 – 9.) 

Desire for good quality of worklife can arguably increase interest in employee job satisfaction and 
organisational commitment and possibly decrease employees to leave the workplace.  

However, one of the most serious problems the hospitality industry faces today appears to have 
increased labour turonver. What has not been studied extensively is the connection between  organisational 
commitment and job satisfaction which may lead to reduce labour intention to  leave. This paper will firstly, 
provides a brief overview of organisational commitment, secondly job satisfaction and lastly, labour turnover 
intentions in Hotel Athlete Century Park Jakarta 

 

Theoretical background 

Testa (2001) defines organisational commitment as an attachment to or identification with the organisation and 
such attachment may considered an emotional response, particularly when the individual believes in the 
organisation’s values and goals. According to Smith, Gregory and Cannon (1996) have described organisational 
commitment as the “strenght” of an individual’s identification with and involvement in a particular organisation. 

Quite similar to Smith et al, Guimaraes (1997)   state that organizational commitment is an affective response to 
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the whole organization and the degree of attachment or loyalty employees feel towards the organization. More 
recently, Kalbers and Cenker (2007) coins the term of “affective commitment” which refers to the emotional 

attachment that an employee’s feels toward the organisation and “continuance commitment” that represents 

perceived opportunities outside the firm.The topic of job satisfaction has also been discussed for quite 
sometimes and attracted many scholars to investigate further in relation to organisational commitment (Chen, 
2007). Lock (1969 cited in Chen, 2007) defined job satisfaction as a pleasurable emotional state resulting from 
the appraisal of one’s job achieving or facilitating the achievent of one’s job values. In addition, Chen (2007) 
defnes job satisfaction as a feeling of easy on a continuum in the context of role and responsibility. On the other 
hand, Smith (1969 cited in Chen, 2007) express their view of job satisfaction as a woker’s emotional response to 

various job related factors. Furthermore, Chen (2007) elaborate job satisfaction which can be viewed as extrinsic 
derived from externally mediated reward such as higher pay,recognitions and reward, improved company policy 
and support, team building supervision, positive group dynamics, opportunity to upward mobility and cutome 
care. Lee, Nam, Park and Ah Lee (2006) utter job satisfaction as the general emotion of service providers for 
their job situation  and job experiences.  

According to Kalbersand Cenke (2007) the commitment literature generally found a strong negative 
association between affective commitment and turnver intentions with a weaker or mixed relationsip between 
continuance commitment. Guimaraes (1997) reviewed several studies that have focused on the relationships 
between job satisfaction and organizational commitment, and intention to leave. It was suggested that job 
satisfaction and organizational commitment were related but distinguishable attitudes, in that commitment is an 
effective response to the entire organization, whereas job satisfaction represents an affective response to specific 
aspects of the job. This view is supported by Arocas and Camps (2008).  

Moreover, Guimaraes also found strong evidence that job satisfaction has a direct effect on turnover 
intentions as well as an indirect effect through organizational commitment. In addition, it is reasonable to expect 
that high levels of career satisfaction would enhance organizational commitment since employees who are 
satisfied with their careers should perceive greater benefits in retaining membership in their organizations than 
employees whose careers have been less gratifying. Furthermore, Guimaraes councluded from more than a few 
of empirical studies and confirmed the important role of organizational commitment in influencing turnover 
intentions. Additionally, eemployees who are highly committed to their organization are less likely to leave than 
those who are relatively uncommitted. It has also been reported that organizational commitment is more 
strongly related to turnover intentions than to job satisfaction (Baroudi, 1985 cited in Guimaraes, 1997; Shore 
and Martin, 1989 cited in Guimaraes, 1997). Similar to this is study done by Silva (2006) found that both job 
satisfaction and organisational commitment are related to a person’s intentions to quite a job. 

Research methodology 

This research was based on investigation conducted by Kalbers and Cenker (2007) ”Organizational commitment 
and auditors in public accounting”. In order to determine wheather there are any relationship between 
organisational commitment, job satisfaction and labour intention to leave, the following hypothesis are 
developed based on a review literature 

H1 0 Affective commitment is negatively associated with labour intention to leave 

H2 0 Continuance commitment is negatively associated with labour intention to leave 
H3 0 Normative commitment is negatively associated with labour intention to leave 
H4 0  Job satisfaction is negatively associated with labour intention to leave 

The participatans were originaly 406 employees were selected from variety department that maintained high 
customer contact. A questionnaire was developed and given to all employees. Then, these participants 
completed the questionnaire anonymously and voluntarily. Using purposive sampling method, from the 406 
surveys 80 were completed and usable. The resulting demographics of the sample were as follows: there were 
52 men and 28 women; the average age range was 20 – 40 years; the average time at work was 3 months – 6 
years; and 51 percent was graduated from hotel academy. Validity testing was used to ensure that all questions 
were valid. By using product moment technique it was valid construct if p value < 0.05, and if it was not valid 
construct if p value >0.05.  Validity test results were as follow: 
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Construct  Correlation 
coofesien 

ρ-value 
Result 

OC – AC, Pert 1 
OC - AC, Pert 2 
OC – AC, Pert 3 
OC – AC, Pert 4 
OC – AC, Pert 5 
OC – AC, Pert 6 

0,576 
0,601 
0,819 
0,841 
0,669 
0,842 

0,000 
0,000 
0,000 
0,000 
0,000 
0,000 

Valid 
Valid 
Valid 
Valid 
Valid 
Valid 

OC – CC, Pert 7 
OC – CC, Pert 8 
OC – CC, Pert 9 
OC – CC, Pert 10 
OC – CC, Pert 11 
OC – CC, Pert 12 
OC – CC, Pert 13 

0,565 
0,723 
0,721 
0,770 
0,721 
0,725 
0,589 

0,000 
0,000 
0,000 
0,000 
0,000 
0,000 
0,000 

Valid 
Valid 
Valid 
Valid 
Valid 
Valid 
Valid 

OC – NC, Pert 14 
OC – NC, Pert 15 
OC – NC, Pert 16 
OC – NC, Pert 17 
OC – NC, Pert 18 
OC – NC, Pert 19 

0,645 
0,876 
0,807 
0,841 
0,815 
0,660 

0,000 
0,000 
0,000 
0,000 
0,000 
0,000 

Valid 
Valid 
Valid 
Valid 
Valid 
Valid 

JS, Pert 20 
JS, Pert 21 
JS, Pert 22 
JS, Pert 23 
JS, Pert 24 
JS, Pert 25 
JS, Pert 26 

0,455 
0,568 
0,541 
0,710 
0,736 
0,685 
0,677 

0,000 
0,000 
0,000 
0,000 
0,000 
0,000 
0,000 

Valid 
Valid 
Valid 
Valid 
Valid 
Valid 
Valid 

TI, Pert 27 
TI, Pert 28 
TI, Pert 29 
TI, Pert 30 

0,875 
0,825 
0,849 
0,665 

0,000 
0,000 
0,000 
0,000 

Valid 
Valid 
Valid 
Valid 

 

Realibility test was also undertaken using Cronbach’s coefficient alpha ranging from 0.60 – 070 (Sekaran, 
2003). If cronbach’s Alpha > 0,60 → construc is reliable. If cronbach’s Alpha < 0,60 → construct is not 
reliable. The result were as follow: 

Construct N Items 
Cronbach’s Coefficient 

Alpha 
Result 

Commitment Affective  6 0,8261 Reliable  
Commitment Continuance 7 0,8102 Reliable 
Commitment Normative 6 0,8534 Reliable 
Job satisfaction 7 0,7355 Reliable 
Labour intention to leave 4 0,8177 Reliable 

 

Measures 

Organisational commitment (affective and continuance) was measurd by 19 items version  developed by 
Kalbers dan Cenker (2007). This scale is scored on a 5 point Likert type scale ranging from 1 =  strongly 
disagree to 5 =  strongly agree (  = 0.05). Normative commitment was measured developed by Malhotra and 
Mukherjee (2004). This scale is too scored on a 5 point Likert type scale ranging from 1 =  strongly disagree to 
5 =  strongly agree (  = 0.05). Job satisfaction was measured by 7 items version developed by Kalbers dan 
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Cenker (2007). This scale is scored on a 5 point Likert type scale ranging from 1 =  strongly disagree to 5 =  
strongly agree (  = 0.05).  And, labour intention to leave was also measured by 4 items version taken from 
Kalbers dan Cenker (2007). This scale is also scored on a 5 point Likert type scale ranging from 1 =  strongly 
disagree to 5 =  strongly agree (  = 0.05).   

Data analysis 

Data is analysed using regression linear and computed by SPSS 11.5 

Results 

Regression analsys 

Model Summ ary

.692a .479 .451 .47062
Model
1

R R Square
Adjusted
R Square

Std. Error of
the Estimate

Predictors: (Constant), Job Satisfac tion, Normative
Commitment, Af fective Commitment, Continuance
Commitment

a. 

 
From the above table, it can be seen that R Square is 0,479 which means that the regression linear using in this 
research is compelling.    

Coefficientsa

7.954 .597 13.329 .000

-.237 .089 -.239 -2.654 .010

-.365 .166 -.220 -2.194 .031

-.240 .092 -.239 -2.595 .011

-.483 .157 -.292 -3.074 .003

(Constant)

Affective Commitment

Continuance
Commitment

Normative Commitment

Job Satisfaction

Model
1

B Std. Error

Unstandardized
Coeff icients

Beta

Standardized
Coeff icients

t Sig.

Dependent Variable: Turnover Intentiona. 
 

Testing hypothesis 

 

H1 0 Affective commitment is negatively associated with labour intention to leave 

From the tabe above, it is seen that using regression test was found t number is 2,654 > t table two tailed 2.000, 
p value 0.010 < 0,05 and coefficients beta -0,237 which means the hypothesis was accepted.  The finding 
supported previous study done by Kalbers dan Cenker (2007). Employees at Hotel Atlet Century Park Jakarta 
feel that the Hotel has a great deal of personal meaning of them. Indeed, there was also a growing feel “part of 

the family” emotional attached to the Hotel.  Furthermore, employees would be very happy to spend the rest of 
their career in the Hotel.  
 
H2 0 Continuance commitment is negatively associated with labour intention to leave 
Using regression test H2 0 shows t number is  2.194 > t-tabel two-tailed 2.000, ρ-value 0.031 < 0,05 and 
coefficents beta -0,365 which means the hypothesis was received. This finding also supported early research by 
Kalbers dan Cenker (2007). Employees at the Hotel Atlet Century Park Jakarta feels that the Hotel has given a 
great deal of sufficient compenssation. Indeed, employees would not leave the Hotel and go to other hotel 
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because they are happy in the current hotel and would be disadvantage if they join other hotels which may not 
match the overal benefits they have. 
 
H3 0 Normative commitment is negatively associated with labour intention to leave 
From the above table it can be seen that t number is   2.595 > t-tabel two-tailed 2.000, ρ-value 0.011 <  0,05 
coeffesiens beta -0,240 which represents the hypothesis is accepted. This results supported Kalbers & Cenker 
(2007) reserach. It is therefore Hotel Atlet Century expects employees to be loyal as a result the hotel has given 
them fair and enough compensation and they do not fell right to leave the hotel. 
        
H4 0  Job satisfaction is negatively associated with labour intention to leave 
The table above shows results of regression analysis of t number is 3.074 > t-tabel two-tailed 2.000, ρ-value 
0.003 <  0,05 and coeffesiens beta -0,483 which denotes the hypothesis is accepted. This findings confirmed a 
research done by Kalbers dan Cenker (2007) that employees at the hotels feel satisfied with their job and 
enthusiastic abut work.  
 
Implication and recommendations 
This present study contributes to have better understanding of organisational commitment which shows 
negatively associated with labour intention to leave. The interesting finding was affective commitment had 
shown the greater factor influencing labour to leave. If employees feel satisfeid and they think the hotel concern 
about their career progression, employees appears less likely to move to other hotels. The result also shows that 
organisational commitment and job satisfaction have shown negatively associated with labour intention to leave. 
However, job satisfaction can be the ultimate factor for labour to change organsiation. Employees in most job 
situations in the hotel who do not clear of their job, feel unhappy with their compensations are less likely to be 
satisfied. To conclude, this study proves that Kalbers and Cenker (2007) research that organiational commitment 
and job satisfaction may affect labour intention to leave. The result of this study suggests that more research 
should be carried out in different hotels in Jakarta for future research. Organistional commitment seems to be 
pivotal are for continued investigation. In particular a more detailed understaning of the nature of organisational 
commitment that stems from organisational culture which may lead to organisational policies and strategies for 
keeping employees within the organisations. 
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Appendix 
 
*** Method 1 (space saver) will be used for this analysis *** 
R E L I A B I L I T Y   A N A L Y S I S   -   S C A L E   (A L P H A) 
                             Mean        Std Dev       Cases 
  1.     AC1               3.6625          .7106        80.0 
  2.     AC2               3.3500          .5975        80.0 
  3.     AC3               2.8125          .9691        80.0 
  4.     AC4               2.8750          .9596        80.0 
  5.     AC5               3.7125          .8597        80.0 
  6.     AC6               3.0125         1.0732        80.0 
                                                   N of 
Statistics for       Mean   Variance    Std Dev  Variables 
      SCALE       19.4250    14.8044     3.8477          6 
Item-total Statistics 
               Scale          Scale      Corrected 
               Mean         Variance       Item-            Alpha 
              if Item        if Item       Total           if Item 
              Deleted        Deleted    Correlation        Deleted 
AC1           15.7625        12.1581        .4322           .8277 
AC2           16.0750        12.3994        .4868           .8210 
AC3           16.6125         9.6328        .7036           .7733 
AC4           16.5500         9.5165        .7376           .7651 
AC5           15.7125        11.1188        .5139           .8145 
AC6           16.4125         9.0049        .7216           .7696 
Reliability Coefficients 
N of Cases =     80.0                    N of Items =  6 
Alpha =    .8261 
 
**** Method 1 (space saver) will be used for this analysis **** 
R E L I A B I L I T Y   A N A L Y S I S   -   S C A L E   (A L P H A) 
                             Mean        Std Dev       Cases 
  1.     CC7               3.6625          .5017        80.0 
  2.     CC8               3.8500          .4800        80.0 
  3.     CC9               3.7500          .5625        80.0 
  4.     CC10              3.3875          .6842        80.0 
  5.     CC11              3.3500          .6384        80.0 
  6.     CC12              3.8250          .4437        80.0 
  7.     CC13              3.4750          .5731        80.0 
                                                   N of 
Statistics for       Mean   Variance    Std Dev  Variables 
      SCALE       25.3000     7.2000     2.6833          7 
Item-total Statistics 
               Scale          Scale      Corrected 
               Mean         Variance       Item-            Alpha 
              if Item        if Item       Total           if Item 
              Deleted        Deleted    Correlation        Deleted 
CC7           21.6375         5.9302        .4166           .8058 
CC8           21.4500         5.5671        .6192           .7755 
CC9           21.5500         5.3392        .5940           .7767 
CC10          21.9125         4.8403        .6282           .7707 
CC11          21.9500         5.1367        .5721           .7813 
CC12          21.4750         5.6703        .6308           .7761 
CC13          21.8250         5.7158        .4217           .8072 
Reliability Coefficients 
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N of Cases =     80.0                    N of Items =  7 
Alpha =    .8102 
 
*** Method 1 (space saver) will be used for this analysis **** 
R E L I A B I L I T Y   A N A L Y S I S   -   S C A L E   (A L P H A) 
                             Mean        Std Dev       Cases 
  1.     NC14              3.4250         1.0765        80.0 
  2.     NC15              3.8375          .7867        80.0 
  3.     NC16              3.7875          .8373        80.0 
  4.     NC17              3.8000          .7186        80.0 
  5.     NC18              3.9250          .8233        80.0 
  6.     NC19              3.7250          .6931        80.0 
                                                  N of 
Statistics for       Mean   Variance    Std Dev  Variables 
      SCALE       22.5000    14.3797     3.7921          6 
Item-total Statistics 
               Scale          Scale      Corrected 
               Mean         Variance       Item-            Alpha 
              if Item        if Item       Total           if Item 
              Deleted        Deleted    Correlation        Deleted 
NC14          19.0750        10.2728        .4272           .8856 
NC15          18.6625         9.7707        .8114           .7978 
NC16          18.7125         9.9543        .7049           .8165 
NC17          18.7000        10.3139        .7689           .8092 
NC18          18.5750         9.9690        .7180           .8142 
NC19          18.7750        11.3918        .5360           .8470 
Reliability Coefficients 
N of Cases =     80.0                    N of Items =  6 
Alpha =    .8534 
 
*** Method 1 (space saver) will be used for this analysis ***** 
R E L I A B I L I T Y   A N A L Y S I S   -   S C A L E   (A L P H A) 
                             Mean        Std Dev       Cases 
  1.     JS20              3.2875          .6403        80.0 
  2.     JS21              3.4125          .5441        80.0 
  3.     JS22              3.4000          .5868        80.0 
  4.     JS23              3.5375          .5724        80.0 
  5.     JS24              3.7250          .5948        80.0 
  6.     JS25              3.6875          .6078        80.0 
  7.     JS26              3.7750          .7627        80.0 
                                                   N of 
Statistics for       Mean   Variance    Std Dev  Variables 
      SCALE       24.8250     7.2601     2.6945          7 
Item-total Statistics 
               Scale          Scale      Corrected 
               Mean         Variance       Item-            Alpha 
              if Item        if Item       Total           if Item 
              Deleted        Deleted    Correlation        Deleted 
JS20          21.5375         6.0998        .2372           .7529 
JS21          21.4125         5.8910        .4063           .7138 
JS22          21.4250         5.8930        .3590           .7238 
JS23          21.2875         5.3973        .5772           .6764 
JS24          21.1000         5.2557        .6052           .6682 
JS25          21.1375         5.3859        .5334           .6846 
JS26          21.0500         5.0608        .4715           .7018 
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Reliability Coefficients 
N of Cases =     80.0                    N of Items =  7 
Alpha =    .7355 
 
*** Method 1 (space saver) will be used for this analysis **** 
R E L I A B I L I T Y   A N A L Y S I S   -   S C A L E   (A L P H A) 
                             Mean        Std Dev       Cases 
  1.     TI27              3.1125          .8418        80.0 
  2.     TI28              3.0375          .8634        80.0 
  3.     TI29              3.3000          .7186        80.0 
  4.     TI30              3.5750          .7252        80.0 
                                                   N of 
Statistics for       Mean   Variance    Std Dev  Variables 
      SCALE       13.0250     6.4551     2.5407          4 
Item-total Statistics 
               Scale          Scale      Corrected 
               Mean         Variance       Item-            Alpha 
              if Item        if Item       Total           if Item 
              Deleted        Deleted    Correlation        Deleted 
TI27           9.9125         3.4226        .7460           .7165 
TI28           9.9875         3.5821        .6510           .7667 
TI29           9.7250         3.8728        .7304           .7331 
TI30           9.4500         4.5291        .4535           .8474 
Reliability Coefficients 
N of Cases =     80.0                    N of Items =  4 
Alpha =    .8177 
 
Validity Test 

Cor relations

1 .628** .415** .201 .097 .300** .256* .565**

. .000 .000 .073 .393 .007 .022 .000

80 80 80 80 80 80 80 80

.628** 1 .563** .372** .297** .529** .262* .723**

.000 . .000 .001 .007 .000 .019 .000

80 80 80 80 80 80 80 80

.415** .563** 1 .452** .352** .533** .216 .721**

.000 .000 . .000 .001 .000 .054 .000

80 80 80 80 80 80 80 80

.201 .372** .452** 1 .671** .435** .396** .770**

.073 .001 .000 . .000 .000 .000 .000

80 80 80 80 80 80 80 80

.097 .297** .352** .671** 1 .532** .370** .721**

.393 .007 .001 .000 . .000 .001 .000

80 80 80 80 80 80 80 80

.300** .529** .533** .435** .532** 1 .281* .725**

.007 .000 .000 .000 .000 . .011 .000

80 80 80 80 80 80 80 80

.256* .262* .216 .396** .370** .281* 1 .589**

.022 .019 .054 .000 .001 .011 . .000

80 80 80 80 80 80 80 80

.565** .723** .721** .770** .721** .725** .589** 1

.000 .000 .000 .000 .000 .000 .000 .

80 80 80 80 80 80 80 80

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

CC7

CC8

CC9

CC10

CC11

CC12

CC13

TOT_CC

CC7 CC8 CC9 CC10 CC11 CC12 CC13 TOT_CC

Correlation is s ignif icant at the 0.01 level (2-tailed).**. 

Correlation is s ignif icant at the 0.05 level (2-tailed).*. 
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Cor relations

1 .561** .410** .324** .265* .193 .645**

. .000 .000 .003 .018 .087 .000

80 80 80 80 80 80 80

.561** 1 .716** .658** .645** .474** .876**

.000 . .000 .000 .000 .000 .000

80 80 80 80 80 80 80

.410** .716** 1 .749** .546** .334** .807**

.000 .000 . .000 .000 .002 .000

80 80 80 80 80 80 80

.324** .658** .749** 1 .745** .524** .841**

.003 .000 .000 . .000 .000 .000

80 80 80 80 80 80 80

.265* .645** .546** .745** 1 .695** .815**

.018 .000 .000 .000 . .000 .000

80 80 80 80 80 80 80

.193 .474** .334** .524** .695** 1 .660**

.087 .000 .002 .000 .000 . .000

80 80 80 80 80 80 80

.645** .876** .807** .841** .815** .660** 1

.000 .000 .000 .000 .000 .000 .

80 80 80 80 80 80 80

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

NC14

NC15

NC16

NC17

NC18

NC19

TOT_NC

NC14 NC15 NC16 NC17 NC18 NC19 TOT_NC

Correlation is s ignif icant at the 0.01 level (2-tailed).**. 

Correlation is s ignif icant at the 0.05 level (2-tailed).*. 
 

 

Cor relations

1 .709** .633** .160 -.056 -.189 -.151 .455**

. .000 .000 .156 .624 .093 .181 .000

80 80 80 80 80 80 80 80

.709** 1 .706** .214 .081 -.026 -.048 .568**

.000 . .000 .057 .474 .817 .672 .000

80 80 80 80 80 80 80 80

.633** .706** 1 .369** -.044 -.106 -.051 .541**

.000 .000 . .001 .701 .347 .654 .000

80 80 80 80 80 80 80 80

.160 .214 .369** 1 .551** .452** .396** .710**

.156 .057 .001 . .000 .000 .000 .000

80 80 80 80 80 80 80 80

-.056 .081 -.044 .551** 1 .845** .755** .736**

.624 .474 .701 .000 . .000 .000 .000

80 80 80 80 80 80 80 80

-.189 -.026 -.106 .452** .845** 1 .884** .685**

.093 .817 .347 .000 .000 . .000 .000

80 80 80 80 80 80 80 80

-.151 -.048 -.051 .396** .755** .884** 1 .677**

.181 .672 .654 .000 .000 .000 . .000

80 80 80 80 80 80 80 80

.455** .568** .541** .710** .736** .685** .677** 1

.000 .000 .000 .000 .000 .000 .000 .

80 80 80 80 80 80 80 80

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

JS20

JS21

JS22

JS23

JS24

JS25

JS26

TOT_JS

JS20 JS21 JS22 JS23 JS24 JS25 JS26 TOT_JS

Correlation is  s ignif icant at the 0.01 level (2-tailed).**. 
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Cor relations

1 .691** .655** .432** .875**

. .000 .000 .000 .000

80 80 80 80 80

.691** 1 .614** .289** .825**

.000 . .000 .009 .000

80 80 80 80 80

.655** .614** 1 .491** .849**

.000 .000 . .000 .000

80 80 80 80 80

.432** .289** .491** 1 .665**

.000 .009 .000 . .000

80 80 80 80 80

.875** .825** .849** .665** 1

.000 .000 .000 .000 .

80 80 80 80 80

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

Pearson Correlation

Sig. (2-tailed)

N

TI27

TI28

TI29

TI30

TOT_TI

TI27 TI28 TI29 TI30 TOT_TI

Correlation is  s ignif icant at the 0.01 level (2-tailed).**. 
 

Descriptive Statis tics

80 1.830 4.830 3.237 .641

80 2.710 4.710 3.614 .383

80 2.170 4.830 3.750 .632

80 2.290 4.430 3.547 .384

80 2.000 5.000 3.256 .635

80

Affective Commitment

Continuance Commitment

Normative Commitment

Job Satisfaction

Turnover Intention

Valid N (lis tw ise)

N Minimum Maximum Mean Std. Deviation

 
 
Regression 

Variables  Entered/Rem ovedb

Job Satisfac tion, Normative Commitment,
Af fective Commitment, Continuance
Commitment

a . Enter

Model
1

Variables Entered
Variables
Removed Method

All requested variables entered.a. 

Dependent Variable: Turnover Intentionb. 
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ANOVAb

15.260 4 3.815 17.225 .000a

16.612 75 .221

31.872 79

Regression

Residual

Total

Model
1

Sum of
Squares df Mean Square F Sig.

Predictors: (Constant), Job Satisfac tion, Normative Commitment, Af fec tive
Commitment, Continuance Commitment

a. 

Dependent Variable: Turnover Intentionb. 
 

Coefficientsa

7.954 .597 13.329 .000

-.237 .089 -.239 -2.654 .010

-.365 .166 -.220 -2.194 .031

-.240 .092 -.239 -2.595 .011

-.483 .157 -.292 -3.074 .003

(Constant)

Affective Commitment

Continuance
Commitment

Normative Commitment

Job Satisfaction

Model
1

B Std. Error

Unstandardized
Coeff icients

Beta

Standardized
Coeff icients

t Sig.

Dependent Variable: Turnover Intentiona. 
 

 

Model Summ ary

.451a .204 .193 .57048
Model
1

R R Square
Adjusted
R Square

Std. Error of
the Estimate

Predictors: (Constant), Af fective Commitmenta. 
 

ANOVAb

6.487 1 6.487 19.934 .000a

25.385 78 .325

31.872 79

Regression

Residual

Total

Model
1

Sum of
Squares df Mean Square F Sig.

Predictors: (Constant), Af fective Commitmenta. 

Dependent Variable: Turnover Intentionb. 
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Coefficientsa

4.702 .330 14.244 .000

-.447 .100 -.451 -4.465 .000

(Constant)

Affective Commitment

Model
1

B Std. Error

Unstandardized
Coeff icients

Beta

Standardized
Coeff icients

t Sig.

Dependent Variable: Turnover Intentiona. 
 

 

Variables  Enter ed/Removedb

Continuan
ce
Commitm
ent

a
. Enter

Model
1

Variables
Entered

Variables
Removed Method

All requested variables entered.a. 

Dependent Variable: Turnover Intentionb. 
 

 

Model Summ ary

.518a .268 .259 .54690
Model
1

R R Square
Adjusted
R Square

Std. Error of
the Estimate

Predictors: (Constant), Continuance Commitmenta. 
 

 

ANOVAb

8.542 1 8.542 28.559 .000a

23.330 78 .299

31.872 79

Regression

Residual

Total

Model
1

Sum of
Squares df Mean Square F Sig.

Predictors: (Constant), Continuance Commitmenta. 

Dependent Variable: Turnover Intentionb. 
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Coefficientsa

6.358 .584 10.894 .000

-.858 .161 -.518 -5.344 .000

(Constant)

Continuance
Commitment

Model
1

B Std. Error

Unstandardized
Coeff icients

Beta

Standardized
Coeff icients

t Sig.

Dependent Variable: Turnover Intentiona. 
 

 
 

Variables  Enter ed/Removedb

Normative
Commitm
ent

a . Enter

Model
1

Variables
Entered

Variables
Removed Method

All requested variables entered.a. 

Dependent Variable: Turnover Intentionb. 
 

 

Model Summ ary

.446a .199 .189 .57203
Model
1

R R Square
Adjusted
R Square

Std. Error of
the Estimate

Predictors: (Constant), Normative Commitmenta. 
 

 

ANOVAb

6.349 1 6.349 19.404 .000a

25.523 78 .327

31.872 79

Regression

Residual

Total

Model
1

Sum of
Squares df Mean Square F Sig.

Predictors: (Constant), Normative Commitmenta. 

Dependent Variable: Turnover Intentionb. 
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Coefficientsa

4.940 .387 12.749 .000

-.449 .102 -.446 -4.405 .000

(Constant)

Normative Commitment

Model
1

B Std. Error

Unstandardized
Coeff icients

Beta

Standardized
Coeff icients

t Sig.

Dependent Variable: Turnover Intentiona. 
 

 

Variables  Enter ed/Removedb

Job
Satis factio
n

a . Enter

Model
1

Variables
Entered

Variables
Removed Method

All requested variables entered.a. 

Dependent Variable: Turnover Intentionb. 
 

 

Model Summ ary

.516a .266 .257 .54768
Model
1

R R Square
Adjusted
R Square

Std. Error of
the Estimate

Predictors: (Constant), Job Satisfac tiona. 
 

 

ANOVAb

8.475 1 8.475 28.255 .000a

23.397 78 .300

31.872 79

Regression

Residual

Total

Model
1

Sum of
Squares df Mean Square F Sig.

Predictors: (Constant), Job Satisfac tiona. 

Dependent Variable: Turnover Intentionb. 
 

 

Coefficientsa

6.282 .573 10.972 .000

-.853 .161 -.516 -5.316 .000

(Constant)

Job Satisfaction

Model
1

B Std. Error

Unstandardized
Coeff icients

Beta

Standardized
Coeff icients

t Sig.

Dependent Variable: Turnover Intentiona. 
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Abstract 
 

The analysis of governance models shows that we can not find a unique management system suitable for each context. 
What should avoid a “good” corporate governance? The overcoming of the initial phase of company life requires the 
abandonment of modalities of management, typical of start up. In family firm, the partners meeting is a family 
meeting; such an eventuality risks to change in an obstacle, when the family complexity will increase. The family firm 
can be considered a real “feeling system” where situations of “order” influence the own conditions of existence and 
development. Most of Italian entrepreneurship will be excluded by estimation processes of reputation intermediaries. 
Estimate instruments, useful to appreciate the new way of managing the governance, are not still coming. An 
innovative instrument of estimation analysis, called “rating of statutes”, could offer a profile of qualitative 

measurement of insolvency risks by companies, in relation to statute variables. 
 
1. Family firm and corporate governance 
 
The topic on corporate governance assumed a spreading scientific and academic importance since 80s and over, 
because of events – in particular processes of privatization in West Europe, Latin America and Asia – that 
changed equilibrium between management and proprietary group in numerous firms, leading to a sequence of 
questions on strategic orientation and monitoring of complex actions of managing. The study of corporate 
governance systems, that are evolving to more and more formal and transparent forms, has therefore assumed 
huge importance in many industrial Countries. Moreover, whether at first the application of such systems 
seemed to be addressed almost exclusively to quoted societies, currently the belief they are not suitable for the 
generality of firms, and in particular for the family and the small dimensions ones, is overcome (Albert, 2006).  

With the word “corporate governance” we mean the optimal organization (in terms of composition of 

convergent interests on the firm) of relations among management, audit and direction1. 
To analyze the corporate governance of a firm means therefore to examine the rules system, mechanisms and 

tools that allow to lead, monitor and estimate the growth of the firm towards the development of value for 
shareholders and stakeholders2. 

Corporate governance is the conditio sine qua non to guarantee the efficient functioning of the firm, 
although not enough, to ensure its economic durability. In that sense, the value of the company can be, in such a 
way, influenced by direction assets3. 

The turning-point for the development of value happened in the 2000s, after the international financial shock 
markets due to the American4 and European company scandals. 

Two realities have become dramatically evident: the arbitrary deduction of company wealth; the loss of 
wealth by investors. Such circumstances have put under magnifying glass auditing mechanisms, both internal 
and external, and the actions of Watch Committee. That has imposed a serious attempt to reorganize the matter5. 
Also the Italian legislator recognized the need for a severe regulation of field. Despite its great importance, no 
law can avoid fraudulent actions: it is undoubted the correlation between governance and ethics. It is crucial the 
creation of a culture for transparency on information; when tasks and responsibilities are clear and coherent with 
economic activity times in the company and with the need to create continually value, pathologies and abnormal 
behaviours will have a limited chance to take place. 

To that aim, the company direction should tackle with: 
 The definition of optimal conditions for managing the company; 
 The individuation of purposes of auditing functions; 
 The distribution of responsibility and roles, activities and processes for an optimal interaction among all 

people interested on company (shareholders, Board of directors, auditing committee, review society, 
mediators, Watch Committee, market society and all other stakeholders). 

In economic company literature, the analysis on models of governance to adopt has been conducted by 
different interpretative schemes6. Primary object of examination has been the classical model of governance 
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based on the conflict of interests existing between shareholders and management7. The choice of the governance 
model to adopt, as system for company direction, represents a fundamental incentive for company 
competitiveness, allowing to maximize the efficiency of management in terms of performance, but, at the same 
time, by it depending the extent of responsibilities attributed to decision company organs and effectiveness of 
auditing on it. The choice of governance model remains, however, relative, in fact we can not state that exist 
better or worse models. That does not exclude that is possible to find some characteristics that identify the more 
practical solutions in various company context.  

Likewise, we can say that does not exist a single management system, valid for each context, neither valid in 
any time: the governance is, by definition, a dynamic system. Some events in the company life can, in fact, 
make necessary the revision of the concept of governance. Specially in the family firms, characterized by a 
strong influence of dynamics among consanguineous and sporadic effective decisional function of direction 
organisms for proprietary family. History of Italian family industry of small-medium dimensions has, however, 
done by deviations from rules and codified management models: “[there is not] any scientific research upriver, 

neither technological application programmed to the plain; it [governance] is applicable à la carte. Moreover, 
informal, paternalistic or convivial systems are expression of an intense, but normally chaotic internal 
communication (Stefani and Trupia, 2003). In such a context, the adequate predisposition and the effective 
action of management can be functional to the improvement of performances, avoiding to involve the firm in 
problems that are not related to the business8. 

The relation between company and family problems too often involve the proprietary assets and the 
management of company characterized by the existence of a dominant shareholder (usually the controlling 
owner), of a sibling partnership, or of a cousin consortium (Ward, 1991).  

The majority of Italian family firms has not the financial structure suitable for the growth and competition on 
international scale, presenting weak budgets, rich of debts, having usually recourse to financing forms that, 
although lower agency costs9, represent a huge brake for development.  

In this scenario, the need for a corporate governance strategy dedicated to family firms is growing 
constantly, with the purpose to establish a company structures open towards capital markets, in order to sustain 
projects of development, that can not be achieved in other ways. That firms, moreover, should be equipped with 
a solid economic structures, as well as “good mechanisms” of corporate governance, able to support the finding 
of financing resources. A “good” corporate governance it is not limited to the existence of the Board of directors 
and should avoid: 
 A non-transparent proprietary structure; 
 An ambiguous statute, that does not explain clearly the various phases of the firm life; 
 A nonconforming division of powers and delegations; 
 An auditing internal system ineffective and/or inefficient, without a feedback to auditing organs; 
 Policies of arbitrary remuneration; 
 A dividend policy lead by non-strategic considerations. 

To estimate if a company creates value through a “good” corporate governance, means to examine the 
knowledge on dynamics and perspectives of the company variables and the environment. The strategies that 
create value are the consequence of positive interrelations between environment – in its economic, social, 
cultural, political dimensions – and company structure, that presides the course of those activities, from whom 
competitive, economic, financial, social and qualitative results will come, understood as introduction to the 
company development10. In the family firm, as in any other firm, a “good” governance is not, however, a 

sufficient condition for firm surviving. Although the planning of equal, effective and transparent direction 
mechanisms and the planning of balanced and competent Boards of directors increase the probability to make 
successful decisions, the corporate governance does not guarantee superior performance than the competing 
ones11. Although a “good” governance is a useful means to achieve the goal, it is a work system that can, on the 
one hand, lead to a tangible improvement of management and, on the other hand, reassure on the direction of the 
firm, becoming source of accreditation towards who (institutional investors and banks) potentially can be 
interested to place resources at disposal, just because a transparent company appears more attractive. 

It is not so frequent, however, in particular between small-medium family entrepreneurs, the conceptual 
governance on the theme here discussed. In the minor family firm, the management often coincides with the 
entrepreneur-founder, who avails himself of functional specialists from his stable consultants and who rarely 
delegates the Board of directors completely. The Board, even if it is present, seldom has, in fact, an autonomous 
role. In the small-medium family firm, on the contrary, there is great attention on direction organs. All 
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governance organs are usually present; nevertheless, consultants have often nominated by the main shareholder, 
without a real psychological disjunction and an effective independence. So, the formal adhesion to the law 
seems not to come with the awareness of the autonomous role of value creation possessed by governance12.  

The direction decisions of every company typically involve more “tables”, and each of those contributes to 

the elaboration of various choices, approves the proposals formulated by “inferior” level tables, defines their 

composition and function modalities, and watch over their working (Coda, 2000). Ideally, the best practice of 
corporate governance of a family firm should foresee the presence of four “decisional tables”, that work 

formally and not only substantially: 
 Property table, that includes family members who possess social quotas, where issues on timing and 

modalities of family members entry in the company, remuneration and/or training, family leadership are 
discussed13;  

 Administrative table, that includes Board of directors, and discusses on strategic orientation of the 
company, human capital, informative systems, budget survey systems; 

 Management table, that includes managers called to discuss on more operative and contingent issues, and 
put into action, under the responsibility of Managing Director, the strategic plan decided by the Board of 
directors on the Managing Director proposal14; 

 Company auditing table, that includes syndicates and checking organs of economic direction, composed by 
subjects which represent stakeholders recognize lawful. They have the tasks to monitor ex post the 
legitimacy of administration, to respect of values concerning informative transparency and responsibility 
towards all the interlocutors15.  

The distribution of tables has founded on a self-discipline leading single interested subject to identify the 
own role and the precise decisional typology, selecting the specific “table” of competence

16. In order to make 
such a system effectively work, it is not possible to ignore a clear definition of a set of principles, that orientate 
the composition and the competences of the above organs17.  

The family firms, under that aspect, find out a typical fragility, tending to confuse systematically the specific 
issues of pertinence for the discussion of each “table” in which the governance system of company is divided. 

Sometimes, it fails even the awareness of obligation/power attributed to presents in each “table”. 
 
2. Management: routes for a definition 
 
Crucial, for family firm, is the passage, about culture and managing style, from a personal and entrepreneurship 
management of founder, to a qualified and professional management, third party who collaborates with property 
to protect the company. The growth of invoiced and personnel makes the company more complex and no more 
leading by a single steersman, even if able. The overcoming of the initial phase of company life, founded 
according to literature on creativity and authority18, requires the abandonment of modalities of broaching 
management, typical of start up, like the absence of formal organizzative structure, a centralized managing style, 
founded on tasks, the total lack of operative rules. A management system, able to manage the growth in an 
organized way, is, in other words, fundamental, especially during periods of steady growth. Often, in the family 
firms, the most diffused solution is represented by the figure of the unique administrator. Such a use formalizes 
explicitly the absolutist role of entrepreneur/founder, who centralizes the managing and representation powers 
towards a third party. In the same firms it is unavoidable the tendency to consider cohesion and trust to be 
expected, with the consequence to underestimate the importance of a constant and explicit flux of 
communication among family members, precious resources but fragile, whom tutelage precedes risks of 
operative paralysis (Gersick,, Davis, Hampton and Lansberg, 1999). 

The existence of an accurately planned communication is useful to facilitate trust between partners and 
improve the quality of decisions to adopt: that means the communication has to be planned with attention, 
pondering the entity of messages, receivers, timing and methods of communication (Zocchi, 2007). The 
company strategy, in fact, needs of clear and incisive forms of communication, in order to get a convinced and 
deep adhesion19: a constructive dialogue can, moreover, lead to change original plans, improving them in a 
fundamental way. The necessity to involve the management clashes with the nature of the direction organs of 
family firms, very often characterize by an high entrepreneurship, not accompanied by adequate managing 
competences: the last ones are frequently manage in a paternalistic perspective, in order to facilitate, in some 
cases, the production or the market20. Extreme will be the decisional centralization and very limited the capacity 
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of control by third party21. The lack of adequate informative fluxes, that show and explain the actions made, 
could facilitate, by itself, the coming of incomprehension and conflict that will influence the company working. 
Although often aware, till the direction complexity will be manageable by own physical and intellectual 
resources, for the entrepreneur the planning of governance structure can be a negligible issue: he will centralize 
the strategic, auditing functions and synthesis of interests converging on the company. Where the company 
activity is in phase of opening, or it is already started but the articulation of the proprietary family is not so 
extended and, above all, the family appears to be very cohesive, the choice of a unique Managing Director could 
not to be so negative. Out of these hypothesis, however, it is preferable to opt for collegial solutions, that incite 
dialogue and discussion in decisional phase and, as a consequence, permit to take note of requests whereof 
single members of management are the mouthpieces. 

Thus, the overlap between property and control, typical of many family firms, in particular medium-small, 
often causes a high entrepreneurship not accompanied by plenty managing expertises in direction organs. 
Experience induces to agree with the position that argues that “so there does not exist company without 

entrepreneurship, so there does not exist company without management”(Bertini,1995). Entrepreneurship and 
management are aspects both present in each company, called to create a virtuous circle (although it is possible 
a prevalence of one or the other perspective according, for example, to the historical phase of the company). 
Also between family managers it is necessary, anyway, to distinguish. The composition of direction organs has 
to consider the interest of minority partners, actively involved in the company or not. Besides consenting to 
reduce the informative asymmetry (and its costs of agency), that typically characterizes the relationship between 
direction partners and passive partners, minority partners involvement in the Board of directors can enrich the 
decisional process of alternative points of view, that can be a useful source of new proposals22. 
 
3. Partners meeting: the place of non-ritual decisions? 
 
The first collegial organ of each company is the proprietary one: the partners meeting. In the close family firm, 
by definition, the partners meeting is often a family meeting. In small dimensions companies and in starting 
phase, taking into account the direct involvement of almost the whole family partners in company direction, the 
composition of the proprietary organ tends to coincide with the administrative one, causing a substantial 
homogeneity of interests, a tendency to convert occasional informal meeting into decisional meeting on 
company issues, and a consequent mixture of decisional tables. So, it is possible to say that such a direction 
organism, unfortunately, can be rarely considered as a decisional centre for proprietary family, leading 
frequently to have a more formal than actual nature. 

Although in some ways the overlap between direction roles and proprietary roles is not necessarily negative 
(leadership more established, stronger orientation towards medium-long term growth purposes, even to the 
detriment of short term incomes…), such an eventuality – and so the uniquely formal working of the meeting – 
risks to change in an obstacle, when the family complexity will increase for intergenerational transfers or the 
participation on risk capital will be extended to a third party. It is just when there are phenomena of strategic 
new throw or amplification of proprietary group that the composition of family members interests in meetings, 
that work as places of discussion and direction of relationships with administrative organ, becomes 
fundamental23. 

The entry of private equity or venture capital professionals in family firms finds often out deep difficulties 
on governance and organizzative levels, for the impact of such interventions on decisional processes, 
organizzative architectures, operative mechanisms. From the point of view of the single company, numerous 
studies24 argue the necessity of re-examining deeply the company organizzative assets, at the moment of 
proprietary redistribution. The property role and its involvement in management, the reorganization of 
organizzative structures and the introduction of formalized operative systems have found out. It becomes 
fundamental to adopt such governance models to ensure the control of company is in the hands of people who 
have critical knowledge (generally the founder) and guarantee, at the same time, the satisfaction of expectations 
of proprietary.  
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4. Partners decisions and communication in the company 
 
The observation of direction dynamics in family firms, above all if small-medium firms, leads to find out one 
main critical factor, namely the frequent lack of formalization in the communication, concerning managing 
issues25. Such a characteristic, supported by the more professional management, is not sufficiently acquired by 
such companies, marks a large part of the family entrepreneurship. The establishment of a system of information 
and communication, formal and efficient, is a primary condition to be able to separate profitably property and 
management. 

In family firms it tends to prefer processes and modalities of informal communication, facilitate by family 
meetings, by the apparent more rapidity of communication, by the possibility to choose moments during the day 
free of work (lunch break, parties, Sunday family meetings or other extra work meetings). On the contrary, more 
solemn decisions have often granted to formal rituals by the compiling work of referent professionals (in 
particular, graduates in commercial law and notaries) called to describe, on compiled ad hoc reports, decisional 
moments characterized by formal respect of collegial procedures and meeting dialectics, but in reality agreeing 
with decisions of the company leader re-established intentionally, in an aseptic professional setting. Frequently, 
it is expected family relationships entail cohesion and trust, underestimating the importance of a constant and 
explicit communication between family members. 

On the contrary, also a simple decisions concerning the distribution of roles, if not adequately explained, can 
induce dissatisfaction or diffidence through people who do not have access to that role. Analogically, a majority 
partner can be hampered by minority unsatisfied or suspicious partners. From here descending the importance of 
a constant and open communication between family partners, but not only, to prevent two resources, precious 
but fragile (trust and cohesion), to increase the diversity of attitudes and mentality, to be opposed to the 
paralysis and persistence of chaos (Gersick,, Davis, Hampton and Lansberg, 1999). In family firms the value of 
relational dynamics is, for obvious reasons, extremely determinant: a good number of scissions among 
behaviours of entrepreneur generations is, probably, related to the conflict between affective and ethic instances 
on the base of family and social relationships26. 

The small-medium family firm can therefore be considered like a real “feeling system” where situations of 

“order”, as Giannessi taught, influence the own conditions of existence and development (Bertini, 2007). On 
that point, it is maybe possible to find out one of its more evident weak points, reflecting – besides on the 
governance – also on the dynamics of communication. 

The negative implications of such a modus operandi appear numerous and clear: lack on diffusion of 
information, non-working of company organs, scarce awareness about the value of decisions made by family 
partners, non-responsibility on company choices, absence of dialectic discussion inside proprietary family and 
consequently limited examination of “pro” and “contra” related to the single decisions, defect on sharing 
strategic choices and consequent loss of value, in the largest sense of definition, by the company. 

An ineffective governance, in its turn, produces both insufficient clearness on company strategy, and 
disorientation on the leadership, making difficult for stakeholders to rely on the company. Not seldom, in small 
family firms, the strategic orientation, that delineates company identity (purposes, activities, managing and 
organizzative philosophy), is exclusively present in founder’s thoughts.  
 
5. The rating of statutes: the quality of company statutes and banking trust 
 
The issue on corporate governance comes under spotlights in relation to the separation between property and 
management: in that breaker, it was conceived in a defensive manner, as a barrier towards faults caused through 
infidelity, or excessive unconstraint, by management. At the same time, however, it can be considered in a 
strategic manner, as an instrument for auditing and rules of company activities, to development and growth. 
With reference to public companies, the contribution of the so called reputation intermediaries27, different 
nature financing intermediary, information providers, with the task to estimate feasibility and conditions of a 
financing action, is essential. The estimation of governance quality will be a fundamental dowel in processes 
elaborating a rating by reputation intermediaries28.  

Most of Italian entrepreneurship will be so excluded by such estimation processes, reserved to companies 
with superior dimensions than the Italian standard, configured as limited liability joint-stock companies. The 
limited liability joint-stock companies represent the most diffuse legal model for companies, as the Company 
Reform just consolidated their position on the long-run29. It is enough to think that the limited liability joint-
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stock companies, in 1981-1996, are increased of 281% (Belcredi and Micossi, 2001). The modern discipline is 
called border model, following an economic system that is becoming, in the complex, extremely sophisticated. 
Although the possibility to configure the new limited liability joint-stock company with freer schemes, estimate 
instruments useful to appreciate the new way of managing the governance of family firms are not still coming. 
And that explains, in general, the waiting position on the issue. 

Looking, for instance, at economic-financial relationships, it is possible to observe how the asset of 
relationships between credit institutions and family firms is currently incredibly indefinite. Informative 
problems continue to obstruct an effective credit activity (Fig. 1)30. 
 

  COMMUNICATION 
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STRATEGIC  
DIVERSITY 

         BANK SYSTEM  PERCEPTION  
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  OPERATIVE DIVERSITY   
 

FIG. 1 – THE DIVERSITY OF COMMUNICATION BETWEEN BANKS AND FAMILY FIRMS. SOURCE: CNEL 
(2000) 

 
All systems able to contribute in such a way to fill up the informative gap between actors become therefore 

really important. Completely innovative, in this sense it could be an instrument of estimation analysis, is the so 
called “rating of statutes”, that we present in this paper after the implementation of the model and the empirical 

examination conducted on different samples of societies in our previous research. It supplies banks with a new 
profile of qualitative measurement of insolvency risks by companies, configured as limited liability joint-stock 
companies, related to the Company Law Reform, according to the logic of Basilea Acts 2. The systems of bank 
credit scoring and rating, have to ponder, besides quantitative data, the general management conditions of the 
company, and so the corporate governance model obtains a relevant role. According to the logic of Basilea 2 can 
be so opportune, not only for banks but also for companies, to ponder the risky indexes, in a qualitative way. 
That will allow, for family firms the necessity to share their strategy, for banks the necessity to proceed to an 
estimation of credit merit, selecting worth companies in relation to the main statute variables.  
 
5.1 The rating of statutes: method and ratio 
The first step was the analysis of elements of a limited liability joint-stock company standard statute, that can be 
object of a personalization rating sensitive, identifying twelve logical categories:  
1. Society length; 
2. Nature of conferment ascribed to Capital; 
3. Other assets (reserves, financing, debt bonds); 
4. Limits to transfer of social quotas; 
5. Partners’ right of withdrawal; 
6. Exclusion of a partner; 
7. Liquidation of social quotas; 
8. Administrative organ; 
9. Partners typology; 
10. Auditing organs; 
11. Dissolution and liquidation of Society; 
12. Resolution of conflicts among partners. 

It was then made a questionnaire and submitted to fifty workers in legal and credit sectors of thirty banks, 
different for dimension and placement. The aim was to find out two workers’ perceptions: one relative to risky 

index correlated to sixty situations (very high, high, medium, low) and the other relative to objective importance 
of the twelve groups. Thanks to the analysis of questionnaire, it was made a software intercepting all sixty 
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situations through a series of twenty-three questions. The programme divides the twenty-three questions into 
four homogeneous areas: 
1. Company structure (8 questions); 
2. Assets (10 questions); 
3. Management (4 questions); 
4. Audit (1 question). 

To each answer corresponds a table value. Adding the values per area, it is possible to get 3 unrefined 
indicators, which, opportunely pondered, are translated into three alphabetical letters A,B,C. The final rating 
results from a lace of characters such as “ACAB”: four different estimations, where the first one is the indicator 

of Company Structure, the second one Assets and so on, with reference to the potential credit risk.  
 
5.1.1 The company structure 
Are interested statute clauses concerning the regulation of relationships among partners, not strictly assets 
related, but suitable to characterize the stability of company and be considered rating sensitive. In primis, the 
length. Nowadays it is possible to establish societies with an unlimited length, with the consequence, however, 
that each partner has the right to withdraw from society without a minimum notice31. If we consider that, 
according to the law, the liquidation measure of the participation has to be estimated in proportion of social 
assets valuated through its market value32, then statute prevision of an unlimited length, or limited but on a long 
period, if it concedes a big free33, can be estimated by bank like an element of potential instability. An example, 
the case where the majority partner wishes to profit of the unlimited length to withdraw. The cost of liquidation 
of his quotas would be hazardous for the company future. The right of withdraw is relevant also with reference 
to the issue on participation transfer. The prevision of limitative clauses on circulation liberty is an issue 
differently estimated: supporters of opportunity to add pre-emption, satisfaction, or mere satisfaction, clauses (a 
possibility expressly consented for the first time by Reform) argue the instrument is useful to compress the 
social group for stability of company and cohesion of capital participants. The appreciation by a bank is indeed 
gratifying, for the aim of statute rating, for more rigid previsions.   

Thus, if an opener prevision can negatively influence the shareholding stability, a closer prevision can be 
negative at the same manner, from the point of view of intra-company relationships and governance rapports. 

Also the possibility of consenting by statute the creation, by partners, of constraints on participations is 
relevant: the possibility for partners to weigh with real nature constraints on own participations, can consent the 
external subjects entry into the “button room” and, in spite of that, in the condition to put into effect the right to 
vote and so contribute to orientate the choices, that is a source of potential risk for bank worker. 

One of the most significant Reform innovation was about the partners’ withdrawal. In society like limited 

liability joint-stock ones, the partner participation is difficultly negotiable on market. The possibility, offered by 
Law, to come out from society, on the one hand, consents him to evade majority choices contrary to his 
interests, on the other hand, requiring an economic commitment for society and for who is in, offers him an 
instrument of negotiation with other partners and majority of society. The amplification of possibilities, for 
dissenting partner, to come out from society can have vast influence not only on “subjective” composition of the 

social group, but also on the same assets stability34. 
The prevision, vice versa, of a arbitrary clause instead of the recourse to the Judicial Ordinary Authority is 

valued by bank workers like appreciable, because of the expected containment of necessary time to define the 
eventual law-suit. 

Another aspect related to statute structure and considered suitable for influencing efficiency and stability of 
society, concerns the issue on meeting quorum35. The maintenance tout court of previous quorum, requires a 
high rate of cohesion inside the social group and can create operative stickiness, paralyzing vetoes, also by 
minority partners. The last aspect is perceived, at credit institutes, like an hazard for efficiency of society, also 
for the latent risk of conflict.  
 
5.1.2 The assets area 
In this section are included all statute clauses, considered rating sensitive, concerning the regulation of strictly 
property relationships among partners, and suitable to influence the stability of society. 

The issue on conferment of money, that can apparently appear the one less modified by Reform, gets instead 
important news36. In fact, there are five possible alternatives for economic workers37. 
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Such a variety of choice shows private autonomy spaces unimaginable before, that however risk to be 
perceived by the majority of banks like increasing risk factors, more and more we go away from the standard 
scheme, in case of lack of a different statute prevision. The more original news concern, however, the issue on 
conferment not with money. The Reform, first of all, explains that “can be conferred all elements of the active 

susceptible of economic estimation”, opening so a very immense scenarios for fantasy and capacities of 

workers38. With reference to natural or credit conferment (quotas correspondent to these conferment have to be 
totally liberated) the procedure of estimation has been simplified39

. The new regulation of partners’ financings 

in favour of society, that are formally shown as credit capital, but in an economic substance they are part of the 
own capital, is of topical interest, also for fiscal implications40. There is no doubt that the eventual prevision of 
statute reserves, as renovated financing, contributes to strengthen the structure of society assets, potentially 
contributing to improve the rating.  

The issue on liquidation of partner’s quota in case of withdrawal assumes a basic importance, as it was 

observed by the fundamental prevision that explains the liquidation measure of participation has to be estimated 
in proportion of the social assets, valued in accordance with its market value. 
 
5.1.3 The management 
The constitutive act has to contain also “norms relative to society working, concerning administration, 

representation and distribution of competences between partners and managers”. 
This disposition appears extremely relevant as, thanks to it, the partners could be called also to manage 

ordinary and extraordinary situations, deciding by themselves or authorizing managers. Thus, coming from the 
awareness that in small-medium companies, the mixture and even the coincidence between partners and 
managers is a praxis, it is possible to overcome, in part at least, the traditional “separation of powers” and so of 

competences between administrative and meeting organ. 
The presence of clear and defined power delegation is generally appreciated by credit institutes, in relation to 

undifferentiated and meeting hypotheses, as functional to the administrative efficiency and decisional rapidity41.   
Another significant news on the issue of management is the power of attributing a particular position to the 

partner in a limited liability joint-stock company through the individual recognition of special rights concerning 
the management of society (besides the distribution of profits)42.  

The presence of a similar statute clause can be appreciated by a bank like a message of clearness about the 
actual governance assets of society, not always coinciding with the entity of social quotas.  
 
5.1.4 The audit area 
From the point of view of statute choices, possibilities, in case of compulsory nomination of trade-union 
constituency, are two only. The first one argues that it is the trade-union constituency to occupy itself with the 
administrative and book-keeping auditing: it is in practice the situation before Reform. The alternative is to 
divide the competence on audit, entrusting the administrative auditing to the trade-union constituency, and the 
book-keeping auditing to an external reviser. The second one can appear more virtuous to the banking estimator, 
so seem awarding a prize, in consideration to the presumption of the greater quality of audits, entrusted to 
different experts.   
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End Notes 
                                                 
1 As remembered by Zattoni (A. ZATTONI, Assetti proprietari e corporate governance, ed. Egea, Milan, 2006, 
p.34) there is not a common definition yet about the term “corporate governance”. Numerous authors dealt with 
this topic using definitions different both for variety of interests considered (the partners only or all the 
stakeholders), and for the range of structures and mechanisms deemed liable of the company management (the 
Board of directors only or a multiplicity of organs and mechanisms). Among the different definitions we can 
remind F. NEUBAUER, A. LANK, The Family Business – Its governance for sustainability, Routledge, New 
York, 1998; A. CADBURY, “What are the trends in corporate governance? How will they impact your 
company?”, Long Range Planning, 32(1), 1999, p. 12-19; J. TIROLE, “Corporate Governance”, Econometrica, 
69(1), 2001, p. 1-35; L. MELIN, M. NORDQVIST, “The role of cultural and institutional processes in shaping 

corporate governance systems in family firms”, in M. KOIRANEN, N. KARLSSON (edited by), The Future of 
Family Business. Values and Social Responsibilities, FBN Research Forum Proceedings, Helsinki, 2002, p. 349-
351. See also: G. AIROLDI, G. FORESTIERI (edited by), Corporate governance. Analisi e prospettive del caso 
italiano, Etas, Milan 1998; M. MOLTENI (edited by), I sistemi di corporate governance nelle grandi imprese 
italiane, Egea, Milan 1997; R. FERRARIS FRANCESCHI, “L’azienda: caratteri discriminanti, criteri di gestione, 
strutture e problemi di governo economico”, in E. CAVALIERI, R. FERRARIS FRANCESCHI, Economia Aziendale, 
vol. I, Giappichelli, Turin 2000; A. SHLEIFER, R.W. VISHNY, “A survey of corporate governance”, The Journal 
of Finance, vol. 52, n. 2, 1997, p. 737-783; R.A. MONKS, N. MINOW, Corporate Governance, Blackwell, 
Oxford 2001.  
2 In reality, the business economy distinguishes between two different theoretical orientations on the definition 
of business aims. Both are based on an orientation to a development and distribution of value to whom that have 
contributed to the company growth. However, the first one (shareholder view) is based on the theories on 
property and agency. According to that, the rights of economic direction of the company have to be ascribed to 
the granter of the risk capital and the company has to have the aim of maximizing the return for shareholders. 
The second one (stakeholder view) spreads what said above to all the interests converging to the company. 
Therefore, directors and managers have not only to satisfy the interests of shareholders, but try to balance it with 
the interest of all people participating at the economic activity (workers, furnishers, clients, collectivity in 
general). Usually, family firms tend to adopt spontaneously the last orientation (R. CARLOCK, J.L. WARD, 
Strategic Planning for the Family Business. Parallel Planning to Unify the Family and Business, Palgrave, New 
York 2001). See also: M.C. JENSEN, W.H. MECKLING, “Theory of the firm: managerial behaviour, agency cost 
and ownership structure”, Journal of Financial Economics, 3(4), 1976, p. 305-360; R.E. FREEMAN, Strategic 
Management. A Stakeholder Approach, Pitman, Boston 1984.   
3 The opportunities for developing of value have to be searched not only, as sometimes it wrongly occurs, in 
some extraordinary choices (as acquisition or transfer of a participation or the reorganization of financing 
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sources), but they concern, on the contrary, all choices related to the company direction and operative 
management. However, although the presence of balanced, competent organs of direction can increase the 
probability to make successful strategic decisions, the corporate governance does not ensure the company a 
higher performance than the competing one. That for the numerous contingent variables of the company, that 
play always a determinant role. 
4 In USA there was a strong impact of scandals for some economic colossi (Enron, Global Crossing, Tyco); in 
Europe, just to cite the more well-known examples, there was cracks of Maxwell, Marconi, Vivendi; the recent 
case of Societè Generale-Kerviel suggests that even big dimensions companies are not alienated by governance 
and auditing faults, companies provide with complex auditing mechanisms and articulated auditing departments. 
5 Concerning auditing, there was numerous legislative attempts both in USA and in Europe. The law Sarbanes-
Oxley has reorganized rigidly the auditing system in USA. Numerous directives, recommendations and 
decisions have been issued also in Europe; for instance the decision to impose the use of international 
calculating principles for quoted societies, the recommendation on non-executive managers in 2005 and that on 
Market Abuse in 2005. Italy has undertaken various actions: the Reform of Company Law in 2003, the law 
231/01 on the administrative liability of societies, the law on savings in 2005, the new codex of self-discipline 
by Italian Stock in 2006. 
6 To re-examination on the topic, see R. MONKS, N. MINOW, Corporate governance, Blackwell, Oxford, 
1995. 
7 It concerns the Theory of Agency, included in “hierarchical theories” or “of compensation”. According to that 

theory, relationships among actors are represented as auditing chains, at the top there are the primary subjects. 
The natural divergence among people interests requires an accurate supervision of people actions at the inferior 
level of chain. Property and management are, therefore, in the position, respectively, of chief and agent; G. 
AIROLDI, G. BRUNETTI, V. CODA, Economia aziendale, Il Mulino, Bologna, 1994; D. MONTEMERLO, Il 
governo delle imprese familiari. Modelli e strumenti per gestire i rapporti tra proprietà e management, Ed. 
Egea, Milan, 2000. 
8 It is important to remind, however, that as company activity has influenced by family dynamics, and the need 
of clarity is primary, “it is equally true that only a motivated family, strong in own ideal values and intensively 

involved in the company can guarantee to the last one, besides each chosen structural articulation, the necessary 
propulsive push”. G. DI STEFANO, La gestione strategica dell’impresa familiare, Giappichelli, Turin 1996, p. 52. 
9 About financing structures and agency costs, see R. BREALEY, S. MYERS, S. SANDRI, Principi di finanza 
aziendale, McGraw-Hill, Milan, 2004. 
10 Apart from the specific proprietary asset of the company, comparative analyses on governance in various 
Countries found out that the position of Italy is not the happiest. The annual European analysis conducted by 
Heidrich & Struggles, for instance, places Italy in the last position. Only Germany achieves lower levels than 
Italy. See HEIDRICK & STRUGGLES INT., Corporate Governance in Europe. Raising the bar, Paris, 2007. 
11 The topic on relationship between corporate governance and company performances concerns the possibile 
action of structuration and organization of direction organs on company results. With reference to family firms, 
the study on the topic has been currently discussed only, so there are not definitive conclusions yet. However, it 
appears to be vast evidence of a better performance of quoted family firms (see also, D.L. KANG, “Family 

ownership and performance in public corporations: a study of the US Fortune 500, 1982-1994”, Working Paper 

00-051, Harvard Business School, Boston 2000; R.C. ANDERSON, D.M. REEB, “Founding-family ownership and 
firm performance: evidence from the S&P 500”, Journal of Finance, 58, 2003, p. 1301-1328). Moreover, 
company results seem to change according to the family involvement level in management (see M.A. GALLO, A. 
VILASECA, “A financial perspective on structure, conduct, and performance in the family firms: an empirical 

study”, Family Business Review, 11, 1998, p. 35-47; M. MUSTAKALLIO, E. AUTIO, “Governance, entrepreneurial 

orientation, and growth in family firms”, FBN Annual World Conference Research Forum Proceedings, 
Helsinki 2002, p. 219-238; L. GNAN, D. MONTEMERLO, “Structure and dynamics of ownership, governance and 

strategy: role of family and impact on performance in Italian SMEs”, in G. CORBETTA, D. MONTEMERLO (edited 
by), The role of family in family business, FBN Research Forum Proceedings, Rome 2001, p. 224-244).  
12 However, as remembered by Tiscini (p.86), in the family firms “the market does not punish rapidly negative 

behaviours of management, as the property quotas are possessed by the same management. The situation of 
“inefficient management” can so continue producing the destruction of company value until its extinction”. See 
R. TISCINI, Il valore economico delle aziende di famiglia, Giuffrè, Milan 2001. 
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13 It is to notice that the property table can be divided into two or more levels, according to the complexity grade 
concerning the same property. The company can be controlled, for example, by a holding controlled by family 
members. Typically, the establishment of the so called “family holding”, besides allowing to separate property 

and audit, permits to “sterilize” the relationship between family and operative societies. At the presence of an 

holding, in fact, proprietary-family disagreements will not influence the operative company management, that 
will guarantee continuity to furnishers, banks and clients, independently by turbulences in the relationships 
between partners. The holding requires, moreover, advantages in the succession phase, as quotas of the 
operative society will not be registered directly under family members names. Lastly, it is important to notice a 
series of advantages both financial (rationalization of distribution of profits, access to new financial 
instruments), and fiscal (registration to the holding of different participations financing by return fluxes, 
distribution of dividends to the family, possible group taxation, registration of immobile that comes from 
operative societies or personal property). There are also some negative aspects, such as duplication of company 
and administrative costs, intensification of bureaucracy fulfilments, obligation of compiling the consolidated 
budget. In the Italian literature on this topic, see also  A. AMADUZZI, Le gestioni comuni (Company direction, 
Associations in participation. Divided companies. Special direction), UTET, Turin, 1965; L. AZZINI, I gruppi 
aziendali, Giuffrè, Milan 1975; P.E. CASSANDRO, I gruppi aziendali, 9a ed., Cacucci, Bari, 1988; G. 
LORENZONI, L’architettura di sviluppo delle imprese minori. Costellazioni e piccoli gruppi, Il Mulino, Bologna 
1990. 
14 As in fact remembered by Melis, “it is opportune to make a clear distinction between the management 

functions and the corporate governance ones. […] it is up to the High direction management tasks, while to the 
Board of directors corporate governance functions. In the management functions it is possible to find areas and 
functions of operative direction of company activities and planning of strategies, and company policies. Such 
tasks are up to the High direction and to the organs submitted by it. In the corporate governance it is possible to 
see supervision functions of High direction actions […] and approval of company strategies. These roles are up 

to, or should be, the Board of directors”. See A. MELIS, Creazione di valore e meccanismi di corporate 
governance, Giuffrè, Milan, 2002. Alternatively, in the words of Johnson et al., “management is the process 

whereby these unrelated resources [men, machines and money] are integrated into a total system for objective 
accomplishment”. R.A. JOHNSON, E. KAST FREMONT, J. ROSENZWEIG, The theory and management of systems, 
McGraw Hill Kogakusha Ltd, Tokyo, 1967, p. 14. In the Italian literature management was associated to 
administration, to direction, to company organization, but as it cannot be explicative in relation to one of these 
functions only, rather than all these together, after various attempts it was preferred to use the American 
expression. 
15 Auditing table members do not participate to the company decisions, that are up to managers only. However, 
the law 6/2003, by which monistic and dualistic models were introduced, “says that auditing organ has to be 

collocated into the Board of directors, and it is up to it competence on the management sphere. For example, in 
the dualistic model the Watch Committee nominates the administrative component. Such reflections pay 
attention on one of the most debated issue in doctrine, namely the independence of auditors”. See C. VIOLA, Il 
governo societario, p. 104. 
16 For example, the training of the heir for his future entry in the company will be estimated and discussed in the 
property table, and not in the management or administrative tables. 
17 Consider in fact that as different are the roles assumed by family members, as different are the entry 
requirements for them: heredity or acquisition of property, competences or representation for direction in a strict 
sense, the competences for management. 
18 That is the expression used by L Greiner, Evoluzione e rivoluzione nelle organizzazioni che si espandono, in 
L’Impresa, n.5 September October 1972 and translated by Evolution and Revolution as Organizations Grow, in 

Harward Business Review, n.4 July-August 1972. For a synthetic exposition see also A. Bubbio, Il grande salto: 
alcuni suggerimenti per tentare un efficace passaggio da impresa centrata sull’imprenditore a impresa 

manageriale, in Liuc Papers n. 139, series Piccola a Media Impresa 10 January 2004. 
19 For example V. CODA, L’analisi delle relazioni causa-effetto nel governo delle imprese, in “Finanza, 
Marketing e Produzione”, n.2/1983, where it is argued how the comprehension, by the management, about a 

strategic-organizzative vision of the company influences deeply the quality of processes of planning on actions 
that the same management deals with. 
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20 About difference between entrepreneurship and management see U. BERTINI, Scritti di politica aziendale, 
Giappicchelli, Turin, 1995, p.31, where it is found out that they are not alternative managing general lines, but 
factors both necessary for company management.  
21 In addition to the lack of dialectics typical of multi-personal organs, in fact, there will not be also a formal 
instrument fundamental for rebuilding of decisional processes, namely the Board of directors report, obviously 
not at the presence of a unique Managing Director. The decisional centralization that comes from this use, 
whether for some aspects it confers a flexibility to the decisional process, precious in the initial phase of 
expansion, for others it influences negatively on rationality of decisions, when a dimensional amplification and 
an accentuation of company complexity happen.     
22 The family passive partners usually back managers up through a trust relationship. For that, just when 
management results do not appear so satisfying, they tend to be interested on company activities and put into 
discussion the family managers actions. An active involvement in the Board of directors could so induce a more 
constant interest of passive partners on company activities and find a remedy for the frequent lack/unsuccessful 
working of institutional mechanisms of communication towards them. On the potential conflict between passive 
partners and family management see A. VILASECA, “The shareholder role in the family business: conflict of 
interest and objectives between nonemployed shareholders and top management team”, Family Business 
Review, 15(4), 2002, p. 299-320.  
23 In reality, in the case of family firms needs of governance have not always satisfied, acting on direction 
organs. Sometimes, to examine closely the strategic reflection or give a voice to partners non-involved in the 
direction, it is necessary to resort to consultants instead of strengthening the Board of directors; in other cases, 
informal organs, like family meeting or, in a more formalized way, Family Committee support “official” organs. 

Numerous literature deals with that issue. See A.G. LANK, J.L. WARD, “Governing the business-owning 
family”, in C.E. ARONOFF, J.H. ASTRACHAN, J.L. WARD (edited by), Family Business Source Book, (III ed.) 
Family Enterprise Publishers, Georgia, 2002, p. 462-481; M.A. GALLO, D. KENYON-ROUVINEZ, “The 

importance of family and business governance”, in D. KENYON-ROUVINEZ, J.L. WARD (a cura di), Family 
Business Key Issues, Palgrave MacMillan, New York, 2005, p. 45-57; E.J. POZA, Family business (II ed.), 
Thomson South-Western, Mason, 2007. 
24 G. BRUNETTI, D. MONTEMERLO, Le medie imprese familiari verso il riassetto normativo: quale impatto 
sui sistemi di governance?, in Economia & Management, n.5/2001 pp. 83-94; C. COMPAGNO, Piccole e medie 
imprese in transizione, Utet Libreria, Turin, 2003; G. CORBETTA (edited by), Capaci di crescere. L’impresa 

italiana e la sfida della dimensione, Egea, Milan, 2005; P. GUBITTA, Assetti organizzativi e collaborazioni tra 
imprese. Uno studio sulle PMI familiari del Veneto, pp.119 e ss. in R. MERCURIO (edited by), Organizzazione, 
regolazione e competitività, McGraw-Hill, Milan, 2006. 
25 The issue, examined by the specific context of intergenerational transfer, was deeply discussed in W. ZOCCHI, 
“La comunicazione come fattore strategico nell’azienda familiare”,  paper presented at the conference AIDEA 
“Dinamiche di sviluppo e di internazionalizzazione del family business”, Milan, 18-19 October 2007.  
26 In reference to what argued in C. DEVECCHI, Problemi, criticità e prospettive dell’impresa di famiglia, Vita 
e Pensiero, Milan, 2007, family firms would be characterized by a super exposition of emotions due to the 
involvement in the family asset. The rationalization of the emotive impact of family ties, would be the way to 
follow according to the orientation described by E. J. MILLER e K. A. RICE, System of organisation, Tavistock 
Publication, London, 1967, that showed the family firms as sentient system, namely a system where the 
emotions are decisive. 
27 The expression means market professionals, analysts, investment banks, rating agency, supplying information 
on situation and economic-financial prospective of a company, where the validity is related to their 
independency reputation. The reputation intermediaries lend their validity to companies, carrying out 
surveillance functions in advantage to stakeholders. See R. Del Giudice, P. Capizzano, I conflitti di interesse e 
la corporate governance nella valutazione del rating delle banche, in Liuc Papers n. 184, series Impresa e 
mercati finanziari, 4 January 2006. 
28 See also Fitch Ratings, Evaluating Corporate Governance: The Bondholders’ Perspective, Special Report, 
October 2004, e Methodology for Assigning Ratings to European Banking Structures Backed by Mutual Support 
Mechanism, Special Report, October 2004; in these works there are reference on estimation methodology of 
corporate governance, in particular concerning bank company. Identified an index, called CGQ, corporate 
governance quotient, by a research supplied by a third professional, Fitch drew own rating near to the values of 
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CGQ attributed to a series of societies already estimated by agency. There was a positive correlation (by linear 
regression) between high rating and quotient of high corporate governance. The dispersion of examined values 
shows however the governance, although fundamental, is necessary but not sufficient condition to achieve high 
rating. 
29 For a deep estimate of the statistical research by the Observatory on Company Law Reform, see P. 
MONTALENTI, La riforma del diritto societario. Dottrina, giurisprudenza, prassi applicative alla luce dei dati 
statistici: spunti di riflessione, in Giur. comm., 2006, I, p. 504 ss. 
30 “Difficulties on relationship between banks and small-medium companies come from the diversity of 
perception. The lack of a correct perception does not allow the elaboration of strategies able to satisfy at the 
same time banks and companies, and from this situation comes a strategic diversity between bank company and 
producing company. From the strategic choices come the operative choices: so, if there is a strategic diversity 
necessarily there is also an operative diversity.  From this series of  diversities comes the problem of 
communication – as if there is a problem of perception there is surely also a problem of communication – but it 
is also the element that can contribute to fill up the other diversities”. CNEL, Rapporto sulle relazioni fra il 
sistema del credito e il sistema delle PMI, Rome, 2000, p. 33. 
31 The usual notice is 180 days, that statute can increase until maximum one year. It will be necessary to 
reconsider  the diffuse use to prevent the introduction of a length particularly long, as such a circumstance could 
show the society like established for an unlimited time, with the above consequences.  
32 See the third comma art. 2473 civil Italian law. In case of disagreement, the estimation is made through a 
sworn report of an expert, nominated by the President of Court.  
33 It would not be necessary in fact any motivation in order to withdraw where there is an unlimited length or 
limited but on a long period.  
34 The repayment of dissenting partner’s quota has to be made, in fact, within six months from the withdrawal 
communication and by: acquisition by other partners, in proportion of their participations, acquisition by a third 
party identified by partners; use of available reserves or, in case, by correspondent reduction of social capital. If 
no one of these criteria can be carried out, then the society has to be put into liquidation!  
35 As notorious, the meeting is composed by partners who represent at least the half of social capital and decides 
by absolute majority of presents (before Reform, it was necessary the favourable vote of the majority of social 
capital). In case of deliberations on changes of constitutive act, it is required the favourable vote of partners who 
represent at least the half of social capital (before Reform, the extraordinary meeting – now abrogated – decided 
by favourable vote of at least 2/3 of social capital) and, in second convocation, by favourable vote of absolute 
majority of capital. 
36 To precise, limited liability joint-stock company cannot be established with a capital inferior to € 10.000,00 

and the conferment should be made with money, if the constitutive act does not dispose differently. At the 
subscription of constitutive act (and so no more, as in times past, before stipulation of constitutive act) or in 
capital increase session, it has to be paid in a bank at least 25% (and so no more 3/10) of money (minimum € 

2.500,00), while in case of establishment by unilateral act (individual society) it has to be paid the whole the 
social capital. Although it is prevented a minimum social quota, this could be also inferior to one euro. The 
payment could be substituted by stipulation, for a correspondent amount at least, of a insurance policy or a 
banking warranty with characteristics determined by an ordinance of the President of Italian Government. In all 
these cases, however, a partner can substitute, in any moment, the policy or the warranty with the payment of 
the correspondent amount of cash. In case of non-establishment of society, the tenth parts already paid in bank 
could be taken after 90 days and no more as in times past within one year. The deadline to deposit the 
constitutive act to register in the company book (when the society becomes subject for law) is reduced to 20 
days (instead of 30 as in past) from the date of notary act. 
37 1) the total payment (compulsory in the unique partner case); 2) the payment of 25% only (instead of the 
previous 3/10); 3) the total substitution of payment with insurance policy or banking warranty of a 
correspondent amount; 4) the partial substitution of payment with insurance policy or banking warranty of a 
correspondent amount; 5) the possibility to establish a society without a payment, but with alternative work and 
services by partners in favour of society.  
38 Doubts about introduction of values that, surely useful for making social activity, cannot carry out a specific 
role for tutelage of creditors (for example immaterial goods, such as starting, know-how, research capital 
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development costs, real and personal satisfaction rights, real guarantee rights, negative obligation such as the 
commitment not to carry out concurrent activity, and so on).  
39 It is not required the nomination of an export by the President of Court, as it is enough the expert is chosen by 
subjects registered in the book of auditors of accounts or the task is committed to a audit society registered in 
the specific book. The report has to be enclosed to the constitutive act, containing description and estimation of 
goods or credits conferred, besides attestation that the value is at least the same of that considered for 
determination of social capital. 
40 That is an actual novelty as for the first time the treatment reserved, on a civil point of view, for actions often 
involving small-medium companies, is regulated clearly. In the previous system, financing towards society is 
registered on budget among debts – and so it is refundable – while in the substance it is a real contribution in 
capital account. Considering, instead, the financing “lost bottom” or “in capital account”, it would remain to the 
receiver society until the end. It is to remind, however, that also in the current system the refund  practice is not 
used when the benefit society is considered insolvent. This is due to the risk of applicability of art. 67 failure 
law, besides applicability of criminal hypotheses, related to assets fraudulent bankruptcy, both “own” and “non-
own”. 
41 The power of representation of managers is also significantly modified. To the foreseeing system, in which 
managers could find in the statute constraints to their powers and anyway they had to carry out only “actions 

concerning the social object”, a new normative view is coming, characterized by disposition “managers have the 

general representation of society”. This means that society has a “general” juridical capacity and so the manager 

can carry out all juridical action without invalidity. Then, it will be the responsibility towards society to 
establish if the accomplished action was or not favourable for society and in accordance with its object.   
42 For example, attributing to the partner the right to nominate one or more components of the administrative 
organ; or else the power to authorize the execution of all actions decided by managers, of a value superior to € 

100.000. The law, however, does not foresee if the special rights attributed to the single partners spread together 
with quota and, therefore, if they can be transferred to the third buyer of participation (or to the successor mortis 
causa), or not. Partners have so to decide, when it is stipulated the constitute act, the extinction or not of the 
particular right in quotas transfer.  
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Abstract 
 
A network approach characterizes competitive behaviours of creative firms that, thanks to the modular structure, 
are able to speed up, enlarge and transfer specific knowledge, producing systematic innovation. The success of 
competitive strategies depends on core competences and it is influenced by organisational structures, collaborative 
mechanisms of governance and integrated product processes. 
Strategic plans, with high creativity, require systems configurations to improve network relations. This aspect doesn’t 

stop the system’s need to guarantee renew routines. This is called “innovative systematics” required by a creative 
network, in which each system’s component has to be proactive, contributing to collaborative and creative action. 
This paper analyses firms characterised by innovation and creativity in a process focused on strategy-behaviour-
resources referring to the Resource Based View and Knowledge Management with the support of a conceptual 
framework based on the Viable System Approach (VSA)   helpful for analysing network characteristics and creative 
value management in complex systems. 
 

Introduction  
 
In a dynamic context, the firm adopts planned and opened organization configurations in which the competitive 
advantage is ensured by complementarity of resources and competences. When business viability and survival 
depend on innovation and creativity it becomes fundamental to look for and to participate in modular 
organization configurations that guarantee cooperative effectiveness and collaborative learning.  

A network approach characterizes the competitive behaviour of creative firms which are able to speed up, 
enlarge and transfer specific knowledge, producing systematic innovation. Indeed, the success of competitive 
strategies  depends on core competences and it is largely influenced by organizational structures, collaborative 
mechanisms of governance and integrated processes of cooperation. Strategic approaches based on flexibility 
and integration impact on the organization structure of creative firms that, thanks to the combination of scale, 
purpose and variety economices (Di Bernardo, 1991) exploit multiplicative value processes managing the 
complexity of the context better. Creative firms prefer network configurations characterized by a higher degree 
of openness and informative exchange facilitating interactions and specific/distinctive knowledge sharing. The 
purpose of this essay is to show how: creative firms could generate an offer characterized by unrepeatability, 
innovation and creativity in a strategy-behaviour-resource process dimension.  

The upgrading of creative and shared processes leads to the organization of relations through externalization, 
combination and socialization so as to synergically share tacit and explicit knowledge owned by network 
partners. A creative vision and the implementation of favourable mechanisms of creativity ensure systemic 
value creation for innovative systems: in fact, both components sustain self-organizing and self-creative 
processes concerning resources and distinctive and sustainable competitive advantages.  

Strategic plans, with high creativity, prefer system configurations that require adaptations and structural 
transformations to improve network relations. This aspect doesn’t impede the system’s need to guarantee renew 

routines. This is called “innovative systematics” required by a creative network, in which each system’s 

component has to be proactive, contributing to collaborative and creative action.  
This paper is supported by different background theories based on resources – Resource Based View and 

Knowledge Management (Penrose, 1959; Barney, 1986; Wernerfelt, 1984; Eisenhardt, Martin, 2000) –  and by 
the conceptual framework of the Viable Systems Approach – VSA (Golinelli, 2000, 2002, 2005, 2008) – that help 
to highlight network characteristics, governance and management mechanisms of value in complex systems. In 
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the (VSA) perspective, the government of the firm as a viable system manages routines in the processes of 
interaction between systemic components characterized by high levels of creativity and originality.  

This paper analyses the concepts of innovation and creativity as viable and competitive factors for the 
modern firm. Strategic behaviour, the organizational configuration, financial structure, and market relationship 
have to be characterized by these aspects in order to manage innovative and incremental behaviour (strategies 
based on differentiation) and  radical behaviour (strategies based on creativity, intuition and abduction). 

 
The innovation and creativity to the viability of modern firm 
 
Actually, firms operate in highly competitive and unpredictable dynamic contexts where it is relevant the ability 
of government to monitor developments ensuring the conditions of flexibility and the elasticity of the operative 
structure in order to adapt strategic behaviour to external changes (Golinelli, 2000). The continuous search of 
consonance and resonance (Barile, 2000) with the context means an approach to manage complexity that 
requires the constant recasting of the binomial entrepreneurial capability – market capability. 

In this sense, nor the only entrepreneurial capability, nor the only market capability, may ensure the survival 
of the organization and the creation of value; in fact, the firm viability depends on a careful strategic analysis to 
get competitive and defensible advantage and relative profits. Since government and management decisions 
influence the process of value creation, then it is fundamental to qualify the characters that allow the 
construction of the competitive advantage: innovation and creativity. 

Both characters determine the firm’s being (entrepreneurship) and the firm dynamics (market behaviour). 
That is why it is important to  highlight the aspects that, directly and indirectly, affect on the configuration of 
managerial assets and the differentiated strategic behaviours: 

 the influence of the context and market factors;  
 the adequacy of the organizational configuration;  
 the capabilities and the competences of human resources. 

Concerning to the influence of the context and market factors on the entrepreneurship, the firm is constantly 
being caught by sudden and differentiated changes not only economic but also social, political and 
technological. 

The environment influence on organizations defines a close link between changes of context and firm 
dynamics, so it is appropriate a strategic behaviour that could be consonant with the variability of market 
expectations. Furthermore, since the changes of the market are not homogeneous, the viability of the firm 
depends on the ability to bring strategic options consistent with the different expectations of stakeholders. 

The search for conditions of consonance to develop resonance with the supra-systems (stakeholders) implies 
a second important aspect: adequacy of organizational configuration to entrepreneurship. The management must 
seek an internal organization able to guarantee that synergies as operative processes in the structural components 
– tangibles and intangibles – are not limited to formal and bureaucratic configurations which hamper the 
innovative potential of the organizational components and, therefore, limit the creativity of the firm. 

Finally, human resources. The analyses refer especially to the human resources which exercise the decision-
making power and affect the business formula. Indeed, the innovative and creative capabilities and competences 
of business decision-makers are decisive for the viability of the firm and the strategic approach of the 
competitive scenario. 

Therefore, the success of an organization depends on a virtuous circle that feeds not only the entrepreneurial 
vision but also the market direction. The theoretical foundations of this circular causation are the Resource-
Based View – RBV (Penrose, 1959; Barney, 1991), which concerns the strategic aspect of the firm, and the 
Resource-Advantage Theory – RAT (Hunt, Morgan, 1995) – which expresses the competitive capability of 
organizations in terms of cognitive and intangible resources. In fact, the business strategic value, as an able 
cognitive asset of innovation and creativity, is the result of a process of collection between basic capabilities and 
firm competences which seeks to change the routines and allows organization to express viability through the 
production of knowledge: the only certainty is uncertainty, the only source of competitive advantage is the 
knowledge (Nonaka, 1994). 

Today, the thesis – that firm competitiveness reflects its ability to produce “cognitive differential” –, focuses 
the attention on innovation and creativity; these allow to the firm, on one hand, to internalize the knowledge – 
improving the circuit of basic capabilities-firm competences –; on the other hand, allow to formulate strategic 
behaviour and differential operative processes considering their competitors, so to produce value for all 
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stakeholders. 
 

Research methodology: Resource Based View (RBV) – Knowledge Management (KM) 
and Viable System Approach (VSA) 
 
RBV recent developments (Dierickx, Cool, 1989; Teece, Pisano, Shuen, 1997) focus on firm dynamics. The 
development of learning and innovation capability are based on the management of information asymmetries of 
process related to the intangible resources useful to create differential value. In fact, it is the ability of 
entrepreneurial to define the best practice of intangible resources to create competitive advantage (Miller, Le 
Breton-Miller, 2005). 

This statement derives from the conceptual framework of the Knowledge-Based View – KBV – (Conner, 
1991; Grant, 1996; Kogut, 2000) and doesn’t move the focus from the strategic capabilities to those 
organizational but certainly, places these in a critical position in the process of value creation and distribution. 

In this logic, it is reread the role and the importance of routines (Nelson and Winter, 1982) that are too often 
considered as a brake of innovation and creativity. Particularly, in the business contexts, characterized by high 
creativity – i.e. the film firm, fashion, entertainment – the only differential resources don’t allow to realize 
original and creative output: it is the ability of synthesis, coordination, preparation of them that ensure 
“uniqueness” and “unrepeatability” to the product. This means that even the routine is a necessary condition, but 
by itself not enough, to determine an innovation behaviour and to ensure the creativity in the processes and 
products. 

Innovation expresses the entrepreneurial capability to “exploit routines”; such routines have in itself the 
characters of innovation because their modification produces an “intelligent” recombination of existing 
practices; the creativity, instead, considered as an expression of human being and of firm dynamics allows to the 
entrepreneur to guarantee renew routines so to obtain, in a planned way, more consonance with the variety and 
the variability of the context (Golinelli, 2008). In this sense, the creativity is the capability to joint existent 
elements to new connections, that could be useful (Poincarè, 1905).  

Creativity and innovation are closely related: if the technological environment “suggests” the activation of 
the innovation process, then, within the firm, the creativity of the entrepreneur induces innovative methods in 
routine and in output. Within the firm as a system it is developing a species of processing of creativity in 
innovation: the creativity would represent the input and the innovation the output (Vicari, 1998). 

This means: if the creativity identifies a cognitive process that can generate new solutions, then the 
innovation is the product of a complex cognitive processing based on selection criteria. The following “Fig. 1” 
shows the circular process that connect innovation with creativity. 
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Process 
of generation 
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FIG: 1: THE VIRTUOUS CIRCULAR PROCESS BETWEEN CREATIVITY AND INNOVATION 

The circularity creativity-innovation is based on a series of processes which allow the entrepreneur to 
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generate value for the firm, through its routines. In particular:  
 process of generation. Creativity induces entrepreneur to generate the assumptions of action (ideas) in 

response to the stress;  
 process of selection. The generated ideas are evaluated in terms of appropriateness and feasibility; from 

this evaluation it is selected that one that seems to be more coherent to entrepreneurship and market 
behaviour;  

 process of developments. The implementation of the idea (choice) produces process and/or product 
innovation;  

  process of contamination. The innovation has effects on creativity; in fact, the process of innovative 
learning (growth and/or improvement of routines) increases the creative potential of the firm and this is 
happening in incremental processes of generation of new ideas. 

Of course, the model is simplified; if it is shared the logic of process, so it must be accepted that in 
companies the decision-making mechanisms and operational express in complex interactions between creative 
subjects/objects and innovative objects/subjects: the relationship creativity-innovation must be considered in 
terms of circular causality and not simply in terms of linear causality. 

From a purely entrepreneurial point of view, innovation, producing new ideas or solutions, makes challenge 
management possible, improving the organizational efficiency and effectiveness. This means that the 
application of an innovation requires greater specialization and, therefore, contributes to create firm fundaments 
for the differential and sustainable competitive advantage (Argyris, 1964; Barnard, 1938; Burns, Stalker, 1961; 
Chandler, 1977; Child, 1972). 

Innovation, therefore, is a change in the product, in the production process, in organizational roles, in 
management and government of the firm. What is important is that radical and/or incremental innovation, is able 
to produce a commercial success (Di Bernardo, Rullani, 1985). 

Incremental or radical innovations are linked to the creative continuity and to the creative gap: a certain 
(creative) phenomenon produces until causes a discontinuity, that from the point of view of the phenomenon is 
perfect continuity, but from the point of view of the system is instead a discontinuity (Vicari, 1998). This means 
that the process of innovation and innovation are key-conditions for the development of creative dynamics; 
these, also represent the sap of  innovation and of innovation process. 

The creativity, linked to cognitive processes of generation, relates to the entrepreneurial character; that 
means the ability of management to address the dynamic variability – the possible but uncertain – of the context 
and, therefore, of the business. Creativity, in itself, is not predictable; only the creative process of the firm as a 
system it may be “formalized”; as it often happens, a firm, originally, fit the environment to its own competitive 
strategies and, as time goes on, tends to formalize creative mechanisms of the system to achieve an innovative 
development but always coherent with the mission and vision. 

In a modern view, the creativity thinking has provided a conceptual framework of business strategies typical 
of the perspective of Strategic Management (Porter, 1985; Grant, 1999; Valdani, 2003). In fact, the alternative 
between the two macro-detailed rules for the creation of the competitive advantage – cost leadership and 
differentiation – do not seem to be more appropriate for the actual competitive dynamics; cost leadership or 
differentiation should be winning a clear guidance to cognitive resources, innovation and the creativity that 
represent basic characters to the generation of incremental value, sustainable and creative. 

Companies need to gain strategic guidelines based on the cognitive relationship, on the knowledge, on the 
originality; this implies that creativity and innovation are the engines, on one hand, of the viability and, on the 
other hand, of competitiveness. The problem is the ability of the organization to exploit the virtuous circle of 
creativity-innovation for reach differential performance in terms of a competitive strategy, of business model, of 
product, service and processes. 

In this sense, we understand how the theory of Schumpeter on “creative destruction” has validity not only 
and exclusively in terms of innovation, but also for intuitive and creative processes: The new can occur only 
putting between brackets the known, the pre-constituted, the experienced and going with courage into the 
uncertainty of broader spatial and temporal horizons dominated by symbolic language, the analogical, the 
circularity, the non-linearity. That is why we refer to autonomy generating sense, to order created by the 
disorder, although necessary to the evolution of knowledge (Schumpeter, 1942). Intuition, therefore, is part of 
the creative potential and supports the government in the management of the cognitive variety and variability to 
reach new solutions of optimization. 

Today, creativity is not an option anymore, but it is a necessity; creative organizations base their competitive 
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behaviour on creative, exclusive and original patterns – that allow tackling the problems with new practice, but 
also through a combination of existing routines. 

The particularity of the creative mechanism is due to the nature of the activation process of the “creative 

moment”; this creative moment does not correspond to the simple intuition, but to a process of abduction that 
emerges from the variety of knowledge owned by an organization (Barile, 2006). 

The growth of complexity and the strong competition have enhanced the contributions of the theories and of 
the relational configurations– RBV, KM, Viable System Approach (VSA)   – determining new conditions of 
competitiveness, based on cooperation and on the search for extremely flexible solutions. This implies that the 
firm is viable when it is able to build and improve its creative capital. In other words, its competitive potential 
does not only derive by technological innovations, but also by creative and intuitive capacity, able to generate 
differential value, hardly reproducible and imitable. 

In (VSA) approach, the firm is a viable system (Golinelli, 2000, 2002, 2005, 2008), a modular organization 
that satisfies three fundamental systemic conditions: 

 partial openness, that means the ability to exchange, in a selective way, resources with the systems of 
the context; 

 contextualization, that is the search of viability through the interaction with certain privileged entities, 
such as supra-systems that influence survival;  

 dynamism, namely the development of the structure in coherence with challenges. 
The interpretation of the firm as a viable system introduce the characters of consonance and resonance; the 

consonance refers to the degree of integration among structures, i.e., their potential structural compatibility for 
exchange with the stakeholders of the relative context (relations and connections); the resonance is the 
realization of the potential compatibility between parts (consonance) through operative collaboration in order to 
reach a common goal; in other words it means the ability of the system to create synergy with other systems, 
maintaining a shared goal (equifinality of relational systems).  

The scenario, in which the firm as a system expresses its viability and pursues the aims of survival is read to 
different logical levels and with different types of relationships not only economic but also social. The “Fig. 2” 
shows the connective tissue of the firm as a system with different degrees of connection and influence.  
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FIG. 2: THE RELATIONAL ENVIRONMENTS OF THE FIRM AS A VIABLE SYSTEM  
The first level, named micro-environment, refers to the firm in itself, to the internal organization enclosed in 
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its owners borders and under direct control; the second level is that of meso-environment, characterised by 
economic relations – that become also social – that assumes the configuration of collaborative stable network: it  
is the extended structure, i.e. the network of skills and competences, internal and external, done through the 
different forms of alliances and strategic and/or operational agreements; the third one identifies the meta-
environment, the viable context, where it is developing the relations with the supra- systems to choose and 
activate the shared process of value creation; finally, the macro-environment, named the general scenario, that 
exist, irrespective of the purpose and the business goals, and from which it is extrapolated, with a selective 
process, the relational context of survival (Pellicano, 2002). 

Relations that are functional to the survival of the firm, determine strategic guidelines and the creation of the 
competitive advantage; for these reasons, the management must make consonant its structure with that one of 
the relative sub-systems and supra-systems, through a continuous process of adjustments and changes. 

Innovative creativity firm, therefore, depends on the ability of decision maker to select and establish the 
relational and cooperative conditions; in this sense, the management realizes innovative and creative processes, 
that allow to be structurally consonants with the changes in the context and to systemically respond to the 
expectations of stakeholders. This consideration underlines the relevance of strategies for change – innovative 
and creative – which can ensure the viability of the organization in the context: strategies to enable the pursuit of 
competitive advantage and the generation of incremental value that is social and economic. 

The theoretical foundations of innovative management is the Knowledge Management – KM – (Duncan, 
Weiss, 1979; Weick, 1979; Senge, 1990) that suggests to interiorize the processes of recovery, organization, 
systematization of what, in terms of knowledge, is translated in the firms as skills, experience, information, 
ability to express competitive advantages. The problem to transform the knowledge into assets suggests 
management to involve the relational components in the creative-innovative process for the management of 
change. 

The KM becomes, then, a new paradigm for  re-read the logics of government and management of the 
processes of acquisition, use and distribution of knowledge. Knowledge, tacit or explicit, are the asset of the 
economic value, but also social, in which to invest and commit all of the extended organizational resources: the 
employees, suppliers, partners, the agents (intellectual capital), or the direct and indirect stakeholders. 

Business knowledge and creative capacity, resulting from continuous interactions, from individual and team 
processing capabilities, from sharing in the choices and in organisational arrangements. Context, and its change, 
are “indicators” to suggest continueous and shared growth of the pathways of creation and learning. 

If, therefore, from a purely entrepreneurial point of view, the concept of organizational creativity, then the 
role of government is to adjust the innovative processes and the operative mechanisms so that the creative 
stresses, which could also make unstable the system, are interiorized and produce incremental value. It is 
necessary that the firm goes through continue levels of stimulation to change that determine the crisis of the 
internal balance, in order to feed the innovative processes to the search for new balances based on innovation 
and creativity. To promote this process of dynamic growth, it must be introduced in the organization monitoring 
systems of viability (Piciocchi, 2003) so on the one hand, to verify and manage the resonance with the supra-
systems of the context, and, on the other hand, to ensure the consonant with the different structures with which 
the firm has relationships, to allow adequate levels of efficiency and effectiveness. 

 
Findings: creativity in business organizations  

 
At organizational level, creativity has a different value from subjective and individual perspective. If creativity 
is the aptitude of a system dynamics (Vicari, 1998), then it is clear why creative subjective capacities are 
components, necessary but not sufficient, to ensure the viability of a firm; it is necessary, in fact, that basic 
capabilities (creative resources) would be connected and coordinated in order to encourage a creative 
environment from which derives a differential competitive advantage. 

A business system, to be creative, must have a sufficient openness to change; in fact, if it is accepted the 
assumption that the impulse to change and to evolve is a necessary precondition to increase organizational 
creativity, then we consider creative a system that is able to change, following a line not yet defined, not known 
in advance, not determinable ex ante. A system is creative when it has the ability to evolve in a not 
predetermined, not known, not quantifiable, not definable manner. In other words, a system is creative when it is 
not behaving so trivial, i.e. when it is not possible to determine the behaviour considering the input provided 
(Vicari, 1998). 
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From a systemic perspective, business framework leads to reflect on the chance to activate a creative process 
in the entire organization. The capacity to achieve a modular structure – creative and innovative –  suggests 
construction of a collaborative context – micro and meso level – able to consolidate the collective learning 
developing the creative and innovative potential of the system. 

Therefore, we talk about creativity of group or systemic creativity we don’t  refer to the logic of the closed 
model of innovation (Chesbrough, 2003). The speed of the changes of scenery requires the adoption of 
collaborative strategic guidelines because the firm, at a micro level, would not be able to adapt itself to context 
dynamics; for this, the participation to modular projects – definable creative network – which exploit the 
cognitive synergies, allows to improve the process of learning and to accelerate relational skills acquisition that 
are heterogeneous and specialist but shared. The development of creativity in complex organizations needs, 
however, arrangements facilitating the coordination of the roles and reducing the information asymmetries 
through a trustee communication; risks are linked to the difficulty of managing different organizational 
“environments” and government “opportunistic” behaviour which undermine the relational trustee. The “Tab. 1” 
shows the characteristics and the layout of network creative. 

 
TABLE 1: CREATIVE NETWORK (BELUSSI, 2007) 

Type of network Creation of a creative network  Support by a practical community  

Resources used  Combination of firms with different 
specializations 

Connection between actors with similar 
knowledge 

Co-ordination Strong and direct Weak and direct 

Focus on the type of innovation  Radical/significative 
Long-term multidimensional learning 

Incremental/mantainance and knowledge 
diffusion  
Problem solving 

Functions of the co-ordinator   Activation of resources with distinctive 
competences for the management of the  
network; 

 Selection of participants; 
 Rules; 
 Performance Monitoring; 
 Mechanisms of  premium or sanction; 
 Solution of Conflict by government; 

 Criteria for the value distribution; 
 Formalization of property rights. 

 Protocol for the participations 
 Protocol for the use of results 

Advantages and Risks  High number of participants that make a bid for 
power; 

 Un-territoriality and specialization; 
 Supports to problem solving; 
 Network has solid inter-organizational basis but 
the risk to manage virtual transactions increase 
as time goes on; 

 Difficulty to balance organizational costs and 
shared advantages. 

 Openness of organizational borders; 
 Less rigidity of job considering 
specialized teams; 

 Renew of the use of knowledge; 
 Virtual Relation Mix; 
 Community has to reduce collapse risks 
on a small team not easy to govern. 

 
To encourage the firm’s ability to develop a creative organizational capacity, creating a learning-creative 

organization, it is required an efficient and effective process of selection of input of change and of the design of 
a systemic structure where are synergistically combined the available and/or acquired resources (elements of 
varieties). The interaction between different varieties, according to the model of the variety of viable systems, is 
able to generate differential results in relation to the consonance level between collaborative varieties. The 
evaluation of the degree of consonance is obtained by comparing the respective allocation of varieties of 
collaborative entities, according to the model of the variety of viable systems (Barile, 2006) that the “Fig. 3” 
shows.  
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FIG.3 : THE COMPOSITION OF VARIETY OF VIABLE SYSTEMS AND THE CONSONANCE LEVELS 

 
According to this model and in reference to the composition of variety of viable systems (Value Categories, 

Interpretative Patterns, Informative Units), the greatest level of consonance between the related entities derives 
from shared categories. Indeed, shared interpretative patterns are relevant but to a smaller degree. Finally, 
shared informative units are less relevant to get consonance referring to the other two compared components. 

 
Practical implications: the government and the management of creative organizations 
 
Concerning to business creativity it is important to establish a classification of different creative organizations. 
The “Fig. 4” shows different types of creative organizations that are identified considering two variables: the 
individual creativity (IC) and the organizational creativity (OC). In particular: 

• I quadrant (OC low-IC low). Firms included in this sector following the change only passively, or are 
waiting for the results of innovative processes of other firms that produce positive effects so to imitate 
behaviours and solutions. That is why they are defined marginal; 
•  II quadrant (OC low-IC high). Firms included in this sector produce innovation thanks to the individually 
creative and intuitive activity; this implies that there is no systematic orientation to innovation, but the 
answer to the change is due to the capacity of some extemporaneous human resource that consider the 
innovation process discontinuous. For this they are defined unstable; 
•  III quadrant (OC high-IC low). Firms included in this area don’t have a prominent creative capacity that 
could also generate radical innovations; the answer to the change is continuous, gradual but slow as it is the 
combined effect of the various components and synergic systems that must be coordinated with the 
development of creative processes. For this they are defined stable; 
•  IV quadrant (OC high-IC high). Firms included in this sector are defined active, in fact they have in their 
own DNA genes of high creativity; in these organizations the intuitive capacity of individuals and the 
capacity of the whole system to dictate the change are exploited. For this they are defined leader. 
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FIG. 4: TYPES OF CREATIVE ORGANIZATIONS 
 
Leader firms are organizations that, considering a managerial orientation open to change and to anticipate 

market behaviour, are defined as “proactive”; the dynamism of these firms implies a polycellular structure that 
consists of a series of specialized and inter-functional networks capable to guide the competitive strategies, to 
influence the markets and to grasp the weak signals of change. These firms are also known as “multifarious”, 
because, as at individual level, as systemically, they develop a continuous collaborative learning raising 
cognitive barriers with high levels of specialization. 

To define the most appropriate approaches of government for creative organizations and considering the 
research methodology adopted, actually it is necessary a network creative process; that means to investigate on 
the composition of variety owned by each networked entity, identifying, in particular, patterns that that foster 
mutual synergy.  

In fact, interactions between systemic entities are reflected in cognitive circulars processes in which there is 
a subsequence of the perceptive moment, the intelligence, the storing and processing of information. This 
process is virtuous, that means it is capable of generating synergy effects between different varieties, if these 
varieties are consonant and resonant. Therefore, for the innovative-creative purposes, it becomes relevant the 
processes of identification, interpretation, selection and combination of varieties of entities connected with the 
organization. 

 
Conclusions 
 
In a dynamic context, the firm has difficulties to manage changes by itself, that is why modular solutions – 
network – are appropriate to combine the “capacity of production of specialized value” of collaborative systems. 
Since creative-innovative industries (Caves, 2000) require integration among different entities, then it is 
necessary to create the conditions for a systemic creativity based on trustee and synergetic relationship among 
these entities. A network approach, which has been shared in many fields, has the following basis: 

a)  developments of technology, which have increased the information flow and reduced the time of 
communication between organizations;  

b)  globalization of scenarios that has lowered the interaction barriers;  
c)  impossibility to produce, manage and/or internalizing knowledge and skills necessary to carry out the 

activities with adequate flexibility. 
“Fig. 5” represents the environmental variables (high competition, globalization, socio-political evolution 

and technological innovation) which are lobbying and lead the firm to seek new organizational arrangements 
according to the reticular setting. The viability and the survival of individual firm don’t depend on itself; they 
are dependent on innovative-creative capacity that may not all belong to the single organization considering the 
specific character required. That is why organizations prefer reticular structures – sector and/or filière – that 
increase specialization and generate greater value for the partners. The opportunity to share the different 
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specializations and to exploit resulting synergies represents a competitive option that reduces the structural 
rigidities, making more flexible the business borders and guaranteeing greater production of the innovative-
creative value shared. 
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FIG. 5: CHANGE PROCESSES AND BUSINESS MODELS 
 
Modular organizations are, in fact, networks of relations that exploit the creative capacity of systems partner: 

networks requirements shall facilitate the exchange of knowledge, regulate the processes of learning and adds 
the innovative potential. In particular, collective learning affects on business behaviour as supports the stability 
between chaos and certainties. 

Literature qualifies two types of learning:  
 adaptive learning or closed-circuit – single loop learning – (Argyris, 1987);  
 generative learning or dual circuit – double loop learning – (Norman, 1985). 

The aim of this paper is to highlight that the effectiveness of collective learning stimulates also the creative 
action of individual companies; this leads to consider that the competitive advantage must generate through 
continuous processes of entrepreneurial collaboration. In these cases, it can be said about “structural creativity 
and not improvised” that is linked to combined learning processes, continuous and shared, typical of systems 
with a high degree of openness and strong synergistic and collaborative capacity. 

Creative firms, complex and modular, must abandon trails of innovative growth typical of unstable firms 
“Fig. 4”, or based on intuition and individual creativity, to adopt participatory solutions with synergistic high 
value. In competitive complex contexts, the intuitive managerial approach, don’t allow to produce systematic 
and incremental creativity. Therefore, the role of management is essential, for the selection of possible 
collaborative options. We must abandon the models of transaction and integration that are unable to govern the 
varieties of routines, adopting plans of cooperation that help creativity, generate innovation, and for this, require 
the participation of expertise held by different partners. 

These aspects shall be applied both to the great innovative firms, and for small business: in particular, in this 
last case, the overlapping of roles between the entrepreneur/owner and manager, is often a restrictive factor in 
the generation of systematic innovation. In fact, creative processes are slowed down by centered decision-
making power and management.  

It should be emphasised that the effectiveness of creative and shared processes, depends on: 
 the definition of a vision oriented to creativity. The creative vision allows narrowing down the 

organizational strategy encouraging the involvement of not proprietary resources;  
 the implementation of favourable mechanisms to creative action. The organizational set up must 

facilitate interactions and distribution of knowledge to improve the creative and innovative action. 
In this sense, the management, responsible for the decision-making processes, expresses a dynamic 

appropriate capacity to the current scenarios if it is able to combine its variety with that of the systems in 
relationship by a creative manner. In fact, competitiveness depends not only on the owned variety, but also on 
the ability to share and make synergistic varieties owned by different systems.  
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Abstract 
 
During the last ten years, significant changes have been observed in the domain of outsourcing, regarding both the 
strategic goals and the operating models. The traditional concept of outsourcing as a cost reduction strategy to be 
kept well away from the company’s core business has given way to a new idea of outsourcing as a possible option for 

value creation and innovation strategies. This paradigmatic change from “outsourcing for cost saving” to 

“outsourcing for value creation” leads to a corresponding increase in risks, requiring new approaches to risk 

management. Companies who decide to outsource for business development have to apply new skills in identifying, 
evaluating and managing the risks connected with the outsourcing choice. The aim of this paper is to identify the 
main critical success factors of outsourcing initiatives in the perspective of risk management and with a particular 
focus on IT services. 
 
Introduction 

 
The growing multiplication in choices for outsourcing in the last decade has involved not only company 
activities and functions characterized by low management complexity and low strategic relevance 
(commodities), but also activities, functions and even entire processes which have a powerful impact on the 
company‟s competitive capacity. As a result, alongside the more traditional forms (operative, tactical 
outsourcing), this extension of the object has introduced some more innovative forms of outsourcing (strategic 
outsourcing, business process outsourcing, transformational outsourcing). 

Moreover the progressive affirmation of strategic outsourcing has shown quite conclusively how 
almost all company functions and processes can be outsourced; from the production of components or end 
products to the management of information systems, from logistics to management of customer relations, from 
product development to research and development. One only has to think of the current situation in the 
pharmaceutical sector, where in most cases drug producing companies outsource basic research activities, and 
often also the whole process of innovation and launch of new products (Quinn, 2000). Similarly, in the fashion 
sector, many leader firms of “made in Italy” have experimented with outsourcing sales functions, as well as 
activities of marketing communication (Tracogna, 2004). 

Thus the phenomenon of outsourcing has extended the traditional boundaries, causing the rise of a 
company sourcing strategy, perhaps the most innovatory aspect of the structuring of the business system in a 
hyper-competitive, globalized context such as the one we find ourselves in today.  

To dispel any doubts concerning the impossibility of limiting recourse to external suppliers to only 
certain company activities, it is enough to consider the evolution of one of the most important company 
functions in terms of value creation, the Research and Development. Traditionally it was only in the less 
complex and more routine phases of the innovation process that companies would call in third parties, by means 
of research contracts (Izzo, 2003). This reflected reasons of strategic prudence, to reduce the risk of dispersing 
or diluting the company‟s own knowledge resources and of their appropriation, and consequent use, by 

suppliers. On the contrary, today the focus is on using knowledge, competence and technology available beyond 
the company‟s organizational confines, backed up by a greater capacity for management and control of 
relational dynamics which companies have developed in processes of experiential learning. 

Thus the phenomenon of outsourcing has changed significantly, since the “make or buy” dilemma, 

which in the past was merely evaluated on the basis of the economic aspects, now takes on a strategic and 
organization profile, making the choice more complex and hazardous than in the past. This is due to the 
multidimensional variables involved and the significant impact produced by this choice on levels of company 
competitivity, and hence on its income-generating performance. 

Moreover, from being a choice that could be situated in the context of operative management issues, 
outsourcing is coming to be seen increasingly as a medium- and long-term strategic choice, with all this implies 
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in terms of the reversibility of the company-supplier relationship and hence the risk deriving from the given 
choice for the company system as a whole.  

There are clearly many elements differentiating strategic outsourcing from the traditional forms of 
supply. These include a temporal projection in the medium- and long-term of the company-supplier company 
relationship; the sharing and co-definition of objectives for cooperative action, with the management activities 
to be implemented for their achievement, in operative and procedural modalities; the connotations of mutual 
trust and partnership which characterise the relationship between interagents. These are all elements which go to 
make up an “evolved supply relationship”, realized for the acquisition of material and immaterial resources to be 

released for processes of value creation. 
For these reasons outsourcing is one of the company phenomena which most characterise the post-Ford 

era, since it derives from the intersection of numerous constituent elements: centrality of immaterial resources 
(knowledge, fidelity, relational capacities) in the context of sources of competitive advantage, deconstruction of 
the value chain, participaction of third parties in the company‟s business system, passing from a transactional to 

a relational rationale in management of relations both with end markets and with supply markets, the inclusion 
of stakeholders in strategic analysis and formulation, and the modularity and flexibility of productive processes. 

This all requires new approaches to and interpretations of the phenomenon in question. 
 

Theoretical Frameworks of Outsourcing “for Value Creation”  
 

In terms of strategic outsourcing, the theoretical framework of Williamson‟s economic transaction theory no 
longer seems adequate to identify the variables that affect the choice of “make or buy”. Reference to only the 

economic dimension of the profitability calculation ignores many strategic and organizational profiles which 
instead characterise the choice of outsourcing when its “object” concerns those activities, functions or processes 
with a major strategic content and impact on the company‟s core business. 

In particular, the theory is fundamentally inadequate in failing to consider all the other potential 
advantages of outsourcing, apart from profitability and efficiency, ignoring the production and acquisition 
processes of knowledge and competence which, as Barney (1999) points out, cannot be considered merely cost 
generators, but must be seen in the specific context of the company, both internally and externally, in the 
perspective of strategic analysis. 

Moreover, in view of the fact that outsourcing is considerably more complex than a mere commercial 
exchange, there are numerous factors of strategic and organizational interest that cannot be “captured” by cost 

forecasting models and have to be considered as elements of risk to be confronted with the right tools, both 
conceptual and operative. Williamson (1986) himself, the major exponent of the transaction-cost economics 
theory, was aware that an analysis of transactional costs is possible, ex ante, only for some cost typologies, 
while for others only predictions can be made.  

It must be added that the research for better cost conditions in carrying out certain company activities 
or functions has often proved illusory. One can think, for example, of the sometimes excessive pressures to 
delegate IT activities by means of offshore outsourcing, over the last decade: in many cases, the dissatisfaction 
of the outsourcee with the performance of the provider involved precisely the failure to achieve the predicted 
reductions in costs.  

Such over-enthusiasm for “low cost” countries (compulsive outsourcing) has shown that the presence 
of “potential advantages” for outsourcing is not a sufficient condition to ensure their achievement. There are 
many aspects, all too often undervalued, crucial to a prudent and rational process of administering outsourcing 
(Popoli P. and Popoli A., 2007), such as management of the relationship in itinere, identification of all the 
organizational and strategic repercussions produced on the company system, and prior analysis of the risks of 
failure. In any case, the negative experience of many companies in the field of IT offshore outsourcing has 
shown quite clearly how merely the economic perspective of the choice in question is not sufficient in the 
medium- and long-term and above all in a strategic perspective of developing the company‟s competitive 
capacity. As Ehie (2001) showed, companies which took decisions regarding outsourcing in a strategic 
perspective have had more success than those who saw outsourcing as a short-term decision aimed above all at 
reducing costs. 

New theoretical frameworks for outsourcing have to be sought in the most recent theories of strategic 
management concerning post-Fordian companies. In particular, competence-based, resource-based and 
knowledge-based perspectives offer an interpretation of outsourcing which is significantly different to that found 
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in transaction cost theory, identifying motivations and aims which go beyond the traditional concerns of cost 
reduction.  

Merely for reference, among the main theoretical approaches to have interpreted the paradigm of post-
Fordism in the light of the crucial importance of immaterial resources and the need to adopt a relational 
approach vis à vis the exterior, we can recall the studies on core competence by Prahalad and Hamel (1990, 

1994), the resource-based approaches of Barney (1991, 1996), Peteraf (1993) and Grant (1991), the theory of 
knowledge of Davenport and Prusak (1998), and Nonaka and Takeuchi (1995), the theory of dynamic 
capabilities of Teece, Pisano and Schuen (1997), and the theory of path dependence of Nelson and Winter 
(1982).  

These theoretical frameworks enable us to consider outsourcing as a way to develop knowledge, based 
on a vision of cooperative relations which focuses not on the achievement of advantages of efficiency or greater 
market power but a greater listening capacity for the company which generates in turn new knowledge and new 
market opportunities. Thus we move away from an interpretation of the development of the company‟s 

knowledge and competence based on exclusively endogenous efforts, to arrive at a conception of knowledge 
growth achieved predominantly through interaction, contamination and cooperation (Golfetto, 2000). 

 
The Paradigm of Outsourcing “for Value Creation” 

 
Traditionally the analysis of profitability for outsourcing was carried out taking the “nature of the activity” as 

the discriminating element in choices of “make or buy”. In particular, in identifying what to outsource, 

consideration was given to the degree of strategic importance or proximity to the company‟s core business. In 

this respect, apart from some authoritative observers (Accabi and Lopez, 1995; Hinterhuber and Stuhec, 1996; 
Quinn and Hilmer, 1994) most of the literature tended to limit the possibility of choosing outsourcing to “non 

strategic” activities or processes, in line with the traditional conception of outsourcing as a tool for cost 
reduction, efficiency and flexibility. It was ruled out for those strategic activities, close to or part of the 
company‟s core business, for which authors merely pointed out the numerous risks involved for the company. 
For example, Lacity, Willcocks and Feeny (1995) maintained that outsourcing was an efficient option for 
activities which were not essential for the company‟s success and were not involved in its differentiation from 

competitors; viceversa, the activities which do favour differentiation, “critical differentiators”, should be kept 

within the company. 
The profound changes in technology and competitive contexts that have taken place in the last ten 

years have seen the extension of outsourcing to activities with a marked strategic character, close to or part of 
the company‟s core business, in virtue of the potential advantages to be obtained not only in economic terms but 
above all in strategic and organizational terms (Arnold, 2000; McIvor, 2005). 

Furthermore, the most significant theories elaborated during the 90s concerning business and strategic 
management clearly showed that the pursuit of competitive advantage must be based on lasting distinctive 
competences, difficult to imitate or reproduce by competitors, so as to generate competitive differentials. 
Today‟s economic contexts go to show that distinctive competences are built also with the contribution of the 
knowledge and skills of third parties, and no longer merely with the company‟s own resources and competences 
(Barney, 2001). In other words, the superseding of the Fordist paradigm and vertical integration has made the 
exclusive internal control of material and immaterial resources inadequate and introduced the concept of their 
“availability” for business processes, rather than their “propriety”.  

It follows, as a logical corollary, that today choices of outsourcing must be seen in the light of a 
primary development orientation of the company‟s activity, being grounded no longer in the pursuit of cost 
economies but rather in the growth opportunities which are created through the integration of complementary 
resources and competences possessed by third parties. 

This then is the paradigmatic passage of outsourcing: from vehicle of greater company profitability 
through the pursuit of cost reduction objectives – in this case limited to non strategic activities far from the core 
business – to vehicle for developing innovatory company capacities through the incorporation in the business 
system of resources and competences possessed by third parties – and in this sense inevitably responsive to 
activities, functions or processes of great strategic significance, close to or part of the company‟s core business. 

This sanctions the passage from the old paradigm of outsourcing “for cost reduction” to a new one “for value 
creation”, where the collaboration between companies takes on importance precisely in terms of the 

development of new knowledge.  
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From this point of view, strategic outsourcing is an expression of that process of deconstruction of the 
value chain that characterises the post-Fordist company and replaces it with “value systems” based on the 

integration of resources and knowledge of various management stakeholders. 
The company‟s capacity for developing relational systems thus becomes a distinctive ability which 

fosters the growth of competitive potential by means of the development of innovatory capacities, strategic and 
operative flexibility, and reduction of management costs. In fact we can say, with Hakansson (1987), that 
relational skills today are “a company‟s most valuable resource”, on account of their ability to generate 

processes of cognitive learning and produce further knowledge by means of the cooperative action of the 
companies involved. 

In conclusion, in the light of the most recent knowledge-based and competence-based approaches in the 
achievement of competitive advantages, the focus of outsourcing strategy has switched from objectives of pure 
cost to objectives of innovation and enhancement of value creating capacity. Moreover, the choice of 
outsourcing can also be made in the absence of mere cost effectiveness but in view of achieving advantages of 
other kinds. For example, as Choi (2007) has pointed out, outsourcing can be implemented as a diversification 
strategy even in conditions of “cost disadvantage” with respect to the cost of processes carried out internally. 

 
Outsourcing in the Competence-based Perspective: from Activities Analysis to Competence Analysis 

 
The paradigm of outsourcing for value creation implies furthermore a radical change in the basic elements used 
to evaluate the profitability of outsourcing, and in particular the irrelevance of the nature of the activity in 
question when it comes to identifying what to outsource. As we mentioned above, traditional analysis of the 
profitability of outsourcing focused on the “nature” of the activity, distinguishing between activities which were 

close to and far from the company‟s core business.  
In our opinion this distinction no longer has a place in the competence-based perspective since the 

choice of outsourcing or insourcing has to be based on an analysis of the competences the company possesses 
with respect to those available on the market.  

It is widely accepted (Prahalad and Hamel, 1990; Barney, 1991; Grant, 1994; Von Krogg and Ross, 
1992; Teece, Pisano and Shuen, 1997; Hall, 1992; Stalk, Evans and Shulman, 1992) that the activities close to 
the core business are those which imply “core” type competences, meaning key competences which allow the 
company to obtain lasting competitive advantages that competitors find hard to acquire or reproduce. Starting 
from this general sense of the concept of core competence, authors may place greater emphasis on “production 
technologies and skills” (Prahalad and Hamel, 1990), or on the complex of competences underlying “all the 

activities in the value chain” (Stalk, Evans and Shulman, 1992). Using different words but fundamentally in line 
with the broad view of competences, Teece, Pisano and Shuen (1997) consider core competence to be those 
“differentiated abilities, complementary and routine resources which are at the basis of the company‟s 

competitive capacity”; similarly, Von Krogg and Ross (1992) indicate the whole “knowledge system (of 
individuals, and of the function, division, company and group)”.  

The central thrust of our thesis is that the traditional analysis of core competence leaves out of the 
picture the distinctive competence which has come to be seen as the most important of all, namely the ability to 
manage the network of interorganizational relations and, more concretely, to coordinate and control the 
cognitive and performance input of third party operators specialised in certain activities or processes. In this 
sense, starting from the theory of dynamic capabilities (Teece, Pisano and Shuen, 1997; Helfat and Peteraf, 
2003), a large number of studies indicate in “relational capabilities” the vehicles of a company‟s growth and the 

touchstone for competitivity gaps (Holcomb and Hitt, 2007). 
If one accepts that the key new competence for achieving competitive advantage is the ability to 

manage and coordinate the set of relations that the company manages to activate, and which can become 
“distinctive” with respect to competitors, it must also be recognised that there is no longer any need to 
distinguish between “core” and “non-core” activities as a discriminant in identifying the activities that can be 

outsourced. 
Thus the problem is no longer to identify the possibilities for outsourcing with reference to the 

proximity of the activities to the “core business”, but rather to evaluate whether the competences possessed by 

the company are in fact superior to those possessed by the market. We fully concur with the doctrine which 
bases the evaluation of the profitability of outsourcing on analysis of the competences present within the 
company. In line with the superseding of the core/non core dichotomy in identifying which activities are suitable 
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for outsourcing, and going in the direction of resource-based and relational-based approaches, McIvor, 
Humphreys and Aleer (1997) have stated that “if supplier or competitor benchmarks indicate that the company 

is under-performing, the core activity should be strategically outsourced. If the company performs better than 
the competitors and the suppliers, or if there are no capable suppliers, the company should proceed internally”.  

Thus it is not the “strategic” or “non strategic” nature of the activities which take on a discriminating 
role in the choice of outsourcing, but rather the internal availability of certain competences which becomes the 
principal criterion for choosing between outsourcing and insourcing. 

In conclusion, the change of focus from “activities” to “competences” makes it possible to evaluate the 
profitability of outsourcing on the basis of whether or not the company possesses key competences on which to 
base the achievement of competitive advantages. This means, in our opinion, being able to better identify those 
elements in the choice between outsourcing and insourcing. This also eliminates the awkward problem of 
distinguishing between what is part of or close to the company‟s “core business” and what is not. 

 
The Risks of Outsourcing 
 
What we have said so far also sets the issue of the risk inherent in choices of outsourcing in a different light. Its 
greater complexity, associated with the concept “for value creation” rather than merely “for cost saving”, 

requires the development of considerable competence in confronting the risks which derive from cooperative 
interaction. The significance of this topic is magnified by this paradigmatic change with respect to outsourcing, 
since the concept of “risk” is bound up with the nature of the outsourced activity and the relative goals being 
pursued. In this respect, the strategic dimension that increasingly connotates the processes of outsourcing 
inevitably brings with it a high risk for the company, since there is no value creation without risk.  

Thus the company is obliged to develop an adequate ability to identify and face up to the numerous 
economic, strategic and organizational risks, by means of skilful management of all the phases of the complex 
process of outsourcing.  

The typology and entity of the risks are closely linked to the object of outsourcing and the goals being 
pursued. What for one company may represent a critical management element need not be so for another 
company, or could simply have different parameters, making for different risk factors for the same activity, 
function or process. For this reason one cannot speak of the risks of outsourcing in generic terms. It is necessary 
to differentiate the analysis according to the different typologies of outsourcing (operative or strategic), as well 
as the different juridical and organizational forms established (contract of administration or tender, creation of 
ad hoc units, ceding of a branch company, joint venture, and so on), tailoring the analysis to the specific context 
of each company.  

This said, we shall focus on strategic outsourcing, where the issue of risk is critical for proper 
management given the complexity of the relationship between client company and supplier company. Clearly 
this complexity is linked to the type of activity or process assigned to specialised third party operators, and in 
particular to the strategic importance of the outsourced object in the company‟s processes of value creation. 

 
Economic Risks 

 
The economic risks involve unforeseeable cost factors, or ones which cannot be completely identified in the 
planning phase. In many experiences of outsourcing, one of the reasons for failure has been the tendency for 
costs to exceed the budget. It is intuitive that risks of an economic nature are linked to the functioning of supply 
markets, being determined by the fact that the latter “are not perfect markets” (Quinn and Hilmer, 1994) and 
thus generate costs for the company using them. 

According to the transaction cost economics theory, which we take to be familiar, it is necessary to 
consider all the costs that derive for the company from recourse to the market. The outsourcing process involves 
a set of activities and phases with specific cost items associated with any of them (Barthélemy, 2001); together 

these make up the transactional costs. In brief, an exchange relationship involves “coordination costs” 

(management and control of transaction) which consist in: 
 

 costs of research, evaluation and selection of potential suppliers ; 
 costs of negotiation of contract terms and conditions ; 
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 costs of monitoring and control of the performance of contract obligations and, more generally, supplier‟s 

conduct ; 
 costs of remodulation of terms and conditions of the contract required by change in the internal and/or 

external environment in view of cooperation between the parties; 
 costs of coordinating outsourced activities, functions or processes with those within the company, or 

harmonization and integration of the organizational structures with supplier companies and interfaces of 
operative processes. 

 

To this list we have to add management costs of any controversies between the interagents and, in 
cases in which the contract is rescinded, those of substituting the supplier or re-introducing the activity, function 
or process within the company (backsourcing). 

These are costs of management and control that can only be forecast within certain limits, and which 
occur unpredictably according to the relationship and the changeable circumstances of the external environment 
generating costs of adaptation. Even the leading exponent of the transaction-cost economics theory, Williamson 
(1986), was aware that prior analysis of transactional costs was only possible for some cost typologies, while for 
others accurate forecasting was impossible. Their entity is correlated with the specific object of outsourcing, and 
in particular increases in direct proportion to: the degree of idiosyncrasy of material and human resources 
relating to the outsourced activity; and the critical level of the outsourced activity, meaning its relevance for the 
value creation processes and the achievement of competitive advantages. 

As for the factors which generate hidden costs, both limited rationality and opportunistic behaviour 
have a fundamental role to play. In particular, limited rationality depends on the inevitable cognitive and 
informative limits of any economic subject, and in terms of choices for outsourcing is seen in the difficulty or 
impossibility of dominating all the variables and conditions that affect the evaluation of the profitability of 
having recourse to the market. Limited rationality is all the more influential on company decision-making 
processes when the environmental context is characterised by great uncertainty and complexity, magnifying the 
risks associated with choices of make or buy and orienting them, for greater prudence, toward the hierarchy 
rather than the market. 

The second factor concerns the risk of the supplier adopting opportunistic behaviour, magnified by the 
possibility of exploiting for his own advantage any situations of information asymmetry. This is a factor which 
generally favours the insourcing option, on account of the objective difficulties of preventing the supplier 
adopting such behaviour, through an adequate control both before and during the relationship. 

 
Strategic Risks 

 
Strategic risks involve, first of all, loss of control of the activity or process delegated to a third party. This 
typology of risk varies according to the object of outsourcing and in particular its strategic significance with 
respect to the company‟s specific business requisites. The upshot is a different “degree of strategic 

vulnerability” (Quinn and Hilmer, 1994), according to the impact of any negative gap between forecast 
performance and the supplier‟s actual performance on the competitive capacity of the client company. 

The risk associated with the loss of control is all the higher when the outsourced activity requires a 
high degree of flexibility, or when the remodulation and change in performance modalities are specific 
requisites to be safeguarded for that particular activity. 

Loss of control of the supplier can also generate the risk that the latter, having acquired the 
competences of the client company, can make them available also to competitors, as part of a physiological 
strategy of expanding his own reference market. To this we must add the not infrequent case that the supplier 
company later becomes itself a competitor of the company that had originally been its client; one emblematic 
example is Acer (Taiwan) which, from being a sub-supplier of numerous hardware producers, began to produce 
personal computers.  

In general, this is true of much that has happened in the Information Technology sector, the most 
important market of services in outsourcing on the global scale, which has undergone a dramatic dissemination 
of highly specialised competences. In this sector there has been a phenomenon of “loss of control” of 

competences by American and European countries and their “polarization” with developing nations as 

protagonists.  
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Countries with emerging economies can nowadays count on a highly professional and specialised 
workforce which, in many cases, proves superior to that found in the USA and Europe. One only has to think of 
companies like Tata Consultancy, Infosys, Wipro Technologies and HCL Technologies which operate in 
Electronics City, Bangalore in India, and Flextronics in Singapore, occupying the leading slots in the world 
panorama of top level IT providers. 

In the second place, seen in the perspective of distinctive competences, strategic risk consists in the 
loss or falling off of important competences linked to the outsourced activity or process. As Quinn and Hilmer 
(1994) have noted, this risk can concern: 

 

 loss of critical competences; significant when the outsourced activities are key to the value chain requiring 
a notable flexibility to maintain positions of competitive advantage;  

 loss of inter-functional competences; outsourcing may involve diminution or cessation of important 
synergies between the outsourced activity and the remaining activities in the value chain performed within 
the company; this can be all the more significant in relation to activities or processes affected by intense 
technological innovations. 

 

The loss or falling off of specific competences can lead to a dangerous situation of dependence of the 
client company on its supplier, which may manifest itself not only in operative terms but also in a strategic 
perspective; the latter case, more problematic, may lead to weakening of the company‟s ability to govern the 
needs for change and innovation. For this reason Lacity, Willcocks and Feeny (1995) emphasise that one 
possible way to maintain a high degree of control over the supplier is to keep within the company part of the 
activity assigned to the outsourcer, using this as a potential further object of outsourcing in which the supplier 
himself could subsequently be particularly interested. 

Finally, as Barthélemy and Quélin (2006) point out, the risk of loss or falling off in competences 

becomes greater when outsourcing implies the transfer of personnel and thus individual and organizational 
competences. 

The perspective of risk analysis for outsourcing based on competences leads to one further 
consideration, relating to the reversibility of the choice of outsourcing. In our opinion, this is a central element 
in the analysis and management of risk, since the possibilities of re-introducing within the firm what had 
previously been outsourced is bound up with the survival, within the company, of the necessary competences for 
performing the activity or process in question.  

In conclusion, the topics to be tackled in analysing the strategic risks can be summed up in the 
following questions: 

 

 how is the company value chain configured when integration with the supplier modifies the links between 
the individual activities? 

 how is the configuration of the company‟s strong and weak points modified? 
 does the degree of strategic and operative flexibility of the company really change, and if so how? 
 what relationships are set up between the client and the supplier company: one-way dependence, reciprocal 

dependence, partnership? 
 which company activities, separate from but connected with the object of outsourcing, are involved in the 

choice and what changes do they undergo – or must necessarily be introduced – in the context of a 
“systemic” management of outsourcing? 

 how do the guidelines for achieving competitive advantage and its sources change? 
 what are the repercussions in terms of distinctive competences: enrichment, substitution, impoverishment? 
 what impact does outsourcing produce in the short, medium and long term on all the above elements of 

analysis? 
 finally, what happens if the relationship breaks down, and what are the prospects if one is obliged to go 

back on the choices made? 
 

 
Organizational Risks  
 
Organizational risks concern malfunctioning both of relations with the supplier and of infrasystem relations, in 
particular concerning human resources. In terms of the supplier, these risks involve first and foremost failure to 
integrate all the organizational variables: structure, human resources, company culture, information and 
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communications mechanisms and systems, style of direction, organizational climate. This integration has to be 
not only created but also maintained throughout the duration of the relationship. 

In the organizational perspective, outsourcing entails a series of specific problems. In the first place, 
when outsourcing has strategic connotations (for its object or for the significant impact on value creation 
processes), the relation between outsourcer and outsourcee generally concerns the medium-long period and thus 
presupposes partnership.  

Here we wish to emphasise that to obtain a real partnership between client and supplier, it is necessary 
first of all to ensure integration between the culture and values of the interacting companies, since cultural 
diversity can cause considerable friction in relations management and hence an increase in management costs 
(Power, Bonifazi and Desouza, 2004). Mahnke, Overby and Vang (2003) have shown that cultural gaps 
constitute one of the chief reasons for the failure of outsourcing if its chief goal is value creation. 

In the second place, a critical factor concerns information and communication between outsourcer and 
outsourcee. In fact, as Thompson (2003) points out in the light of empirical research carried out by the 
American Front Line Solution, one of the main problems facing companies in managing relations with partners 
lies in the difficulty of communication using compatible systems, so as to be able to count on useful, up to date 
data and information concerning the progress of activities. The continuous exchange of information between 
client and supplier cannot be limited to lower and middle management, but must also involve top management 
in both the interacting companies, so that proper importance is given to constant verification of the 
outsourcing‟s strategic validity, over and above the operative solutions adopted. 

The problem of information exchange is not limited to the design of “technically compatible” systems, 

but also concerns the identification of which data and information are to be shared by the partners. In fact a way 
must be found to reconcile two contrasting needs: integration and safeguarding of privacy. The supplier 
company may need to have access to the client company in carrying out its activities, both in terms of physical 
access to company structures and its IT systems. This may imply an element of risk relating to the circulation of 
certain data and information, whose subsequent use may cause harm or disadvantage to the client company. It is 
no coincidence if the problem of the confidentiality of company data is always covered in contracts of 
outsourcing with specific privacy clauses.  

The organizational risks do not only concern the failure to integrate structures, cultures and operative 
procedures of the interacting companies but also under-estimating the dynamics within the organization, with 
particular reference to issues of human resources management (Glücksmann, 1994). 

In this context, one specific risk of outsourcing is the so-called “social risk” concerning the souring of 
relations with the unions and the weakening of the bond of trust with employees, who see their job security 
under threat, conditioning their sense of loyalty to and identification with the organization. 

In outsourcing, the personnel once in charge of activities, functions or processes that have been 
transferred to the outsourcee could find themselves in different organizational positions. As Gregori (2001) has 
noted, they may: 

 

 continue to carry out the same task but in collaboration with or under the direction of the new supplier ; 
 be employed in different activities to those performed previously; 
 join the payroll of the supplier company. 

 

The risk of outsourcing operations which involve significant changes in company structure or job 
functions lies in the emergence of friction or resistance to change, particularly in the human resources sector, 
even though, looked at another way, it may equally foster opportunities for enhancing staff‟s competence or 

professional growth. One can think of the opportunities on offer for employees transferred to the supplier 
company when they pass from an organization in which their activity had a marginal profile or was merely 
back-up to the more crucial activities in the value chain, to an organization – the supplier – where their activity 
belongs to the firm‟s core business. 

In most cases outsourcing causes demotivation in the personnel, since it is perceived as a way for doing 
away with or sidelining some categories of employees, or indeed managers. 

Over and above the need for specific training activities, it is extremely important that the company is 
able to activate the resources of formation and internal communication so as to ensure a “gradual passage of 
people and services to the new work environment” (Hall, 1997). Top management must identify appropriate 

modalities, timing and contents for communicating the event internally, planning it with attention to detail, so 
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that the implemented choice is as little “traumatic” as possible within the organization; as Greaver (1999) notes, 
“the true measure of their success will be how quickly the employees accept the change and move forward”. 

 
Further Specific Risks of Outsourcing 

 
Further risks of outsourcing emerge when the relationship involves companies operating in different countries. 
This is the case of offshoring, a practice which is increasingly common in a globalized economy. This choice is 
made for many reasons and to secure advantages which have been significantly modified in the course of time. 
In fact, while initially the emphasis was on obtaining cost reductions available in countries with an emerging 
economy (Jilovec, 2005), strategic motivations have become increasingly prevalent, linked with knowledge 
development opportunities and extension of the company‟s competitive capacity.  

From this point of view, offshoring practices are highly representative of the paradigmatic passage of 
outsourcing from a mere vehicle of improvement of economic conditions and efficiency to a vehicle of business 
development and innovation, with the company-system opening up to the resources and knowledge possessed 
by third parties which are integrative and complementary with respect to those developed within the company 
(Kotabe M. and Murray J.Y., 2004). 

In the risk perspective, choosing offshore outsourcing leaves the company open to a series of specific 
risks linked to the peculiar features of a relationship that transcends national boundaries. A first aspect of this 
concerns the political instability of countries involved in offshore projects. When some operations are relocated 
abroad, insurance premiums can increase because of the additional risk involved.  

A second aspect concerns the smaller degree of control over productive processes when interacting 
with people and structures which are far removed geographically. In dealing with the problems linked with 
geographical distance, additional management costs will inevitably be incurred. For example, one or more 
human resources operating in the home country may be used to coordinate external operations and those carried 
out within the company; when one adds to the normal cost of human resources the costs of any infrastructures 
abroad and travel expenses, it is highly likely that the cost of human resources comes out higher than what had 
originally been calculated. It must also be considered that in international relations it is always more difficult to 
implement those agile methodologies for coordinating labour which require face-to-fact contact, such as stand-
up meetings and sharing the same workspace. This problem is caused both by geographical distance and by 
differences in time zones. 

A third aspect concerns the protection of company data and information from software piracy, and 
safeguarding intellectual property. National laws do not necessarily apply in other countries, and even when the 
contract with the supplier contains norms that discipline this matter, some contracts cannot be enforced outside 
national boundaries. In spite of the importance given recently to questions of privacy and data protection, there 
remains a grey zone left to interpretation when acting transnationally. This requires a legal consultant expert in 
international law, meaning that costs associated with legal activities are likely to be higher than normal.  

The problem of protecting intellectual property is significant if one considers the great capacity for 
learning demonstrated by low cost countries. The phenomenon of appropriation by foreign operators of 
specialistic knowledge and competence has to be considered not only in the light of the various juridical regimes 
involved in regulating this topic, but also because the confidentiality clauses inserted in contracts do not always 
ensure full protection of intellectual property (Renard, 2003).  

Further elements to be considered in choices of offshoring which generate additional costs concern the 
differences in culture, notably management culture, between the country of the client company and that of the 
provider, as well as the language difference which can still represent an obstacle to efficient communication at 
all operative levels. 

 
Toward Risk Management for Outsourcing  
 
In the literature concerning companies two categories of risks are identified: 

  

 pure risks, linked to events which may cause nothing but losses for the company; 
 entrepreneurial or speculative risks, linked to events which may cause either losses or profits. 
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Pure risks are associated with those events, intentional or accidental, which may occur quite by chance 
in the lifetime of a company, for which the company resorts to prevention and insurance (for example, risks of 
fire, theft, natural catastrophe, workplace injury, damage to third parties, etc.).  

Entrepreneurial or speculative risks are associated with company decisions concerning its governance, 
taken in conditions of inevitable environmental uncertainty, which can generate either losses or profits. Thus it 
is clear that the company lays itself open to the latter category of risks whenever it believes it can make absolute 
or relative gains (superior to losses). 

Although the distinction between pure and speculative risks may appear clear conceptually, there are 
numerous situations in which the two overlap, making it difficult to collocate the risk as one or the other 
(Crockford, 1980). As has been noted (Borghesi, 1985; Misani, 1994; Forestieri, 1996), there are some risks 
which are formally pure but in practice linked to dimensions of company management which are undoubtedly 
speculative. 

The distinction between pure and speculative risks has a significance in identifying the field of interest 
of risk management. Predominantly the area of management defined thus is generally limited to pure risks, for 
which the company adopts solutions of prevention or insurance. This corresponds to a traditional vision of risk 
management, the prevalent one in terms of both doctrine and company practice, with the attribute of identifying, 
evaluating, managing and financially controlling the pure risks, i.e. events which can represent a threat to the 
company‟s physical and human patrimony and/or its ability to produce income. 

The possibility of extending risk management to speculative risks is argued in some American 
literature, but with results which are not very favourable in our culture and company practice. In this direction, 
Haimes (1992) argues in favour of adopting an approach of “total risk management”, exercising management 
competence over all the organization‟s risks, both pure and speculative. Similarly Kloman (1992) maintains the 

holistic character of risk management, and includes every risk typology in consideration of the fact that a partial 
vision of risk management is not coherent with the character and systematic functioning of a company and its 
decision-making processes. 

 
A Broader Conception of Risk Management 

 
Concerning this debate, which is still open, we tend to favour an extensive interpretation of the area of 
competence of risk management. In fact, at a purely conceptual level, there is little doubt that risk management 
carries out a conservative function, tending to preserve the conditions for the company‟s survival and 

development, in other words defending the desired evolutive curve from adverse events with the potential to 
jeopardise achievement of its objectives. 

There is also no doubt that risk management can be given the following roles: overseeing the strategic 
and earning stability of the company, by their very nature vulnerable; defending the conditions of integrity and 
continuity of the single components of the company-system and the relations between internal and external 
components. In brief, risk management is a conservative dimension of company governance and management 
observed holistically and systematically, since the company is divided up into component parts only for 
organizational, cognitive reasons. 

These considerations mean that the logical grounds for accepting a broader conception of risk 
management lie precisely in the goal that qualifies it, so that it is not a distortion to include speculative risks in 
its area of competence. In this perspective, risk management is to be considered above all the expression of a 
company culture which is based on the ability to identify the sources of every sort of risk, whether pure or 
speculative. In terms of speculative risks, it is clear that each company decision carries a risk of failure, on 
account of inadequacy or incapacity and/or objective difficulties which may emerge in the implementation 
phase. Developing a risk culture means accepting among the variables considered during decision making every 
useful evaluation concerning the possible negative outcomes, succeeding also, as far as possible, in quantifying 
them ex ante. Such a risk culture must extend to the whole organization and characterise decision-making 
processes at every level. 

Risk management is also a set of specific activities carried out in order to minimise both the losses 
generated by unfavourable events and the probability of their occurrence.  

The literature identifies three main phases in the risk management process: 
 

 identification of risk, or the source of aleatory events which can result in events harmful to the company; 
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 evaluation of risk, or the quantification, as far as possible, of risk, and in particular of the probability of the 
event and the harm it can cause to the company; 

 treatment of risk, or definition of the measures appropriate to confronting the risk, or reducing the 
probability of the occurrence of the harmful event, neutralising the risk or transferring it to third parties; 
treatment of the risk involves the set of actions which act both on the “causes” and the “effects” of events 

that are harmful for the company. 
 

Identification, evaluation and treatment thus constitute the three moments of managing any type of risk; 
in terms of speculative risk, it essential that these phases of the risk management process underlie all company 
decision-making. 
 
Outsourcing Risk Management 

 
The broader vision of risk management is in our opinion fully legitimised in conceptual terms, for it covers all 
the risk categories for which it is possible to identify criteria, principles and techniques of identification, 
evaluation and treatment. This leads to the conviction that outsourcing is susceptible to the principles and 
methodology of risk management, and here we would adopt the specific function of outsourcing risk 
management. For surely the identification, evaluation and treatment of the risks of outsourcing represent three 
crucial moments in the decision-making process leading to outsourcing; and these moments are all the more 
indispensable when the object of outsourcing has a strategic importance with respect to the processes of value 
creation and achievement of competitive advantages.  

Besides, the empirical evidence afforded by the many cases of failure of outsourcing allows us to state 
that underestimating the risks involved is one of the chief causes of failure. As we said above, there are 
economic, strategic and organizational risks which a company can face up to only by developing a risk culture 
for outsourcing, and the corollary for this is the adoption of adequate management principles and methods. 

The thesis we are proposing goes against the prevailing doctrine, according to which the existence of a 
high degree of risk in the choices of outsourcing constitutes a factor that should preclude outsourcing. 
Consequently, according to this way of thinking, the scope for outsourcing should be limited to “non strategic” 

activities, functions or processes, or at least those “not belonging to the company‟s core business”, unless 

assigning their management to third parties entails only a low degree of risk.  
Instead we argue that the risk inherent in outsourcing processes, even when these have a high strategic 

profile, should not be considered a preclusive factor, but should instead be managed with adequate conceptual 
and methodological tools, even when, given the particular nature of the object of outsourcing, it is quite marked.  

Moreover, some empirical research has shown that fears over outsourcing are more common in 
companies that have never had recourse to it than in those who have used it, and that very often the reason 
behind these fears is the lack of a culture and competence for management of the risks involved.  

To this must be added that companies do not always have the capacity to evaluate the “risks of non-
outsourcing”, which derive from a lack of initiative to search for new sources and modalities for increasing their 
cognitive patrimony so as to maximise their sources of competitive advantage. In the current competitive 
climate, strategic management of a company cannot ignore the ability to open up to cooperation and partnership. 
This is particularly true in technology-based sectors, and in general in all those sectors where knowledge is the 
principal driver of competitive advantage. 

Doz and Hamel (1988) note that “many capacities and resources essential to the future prosperity of the 
company are found outside the confines of the company, and in this new world of networks, coalitions and 
alliances, strategic partnerships are not so much an option as a necessity”.  

In brief, the principal risks of “non-outsourcing” involve the following aspects: 
 greater costs for acquiring new technologies; 
 reduced focus on competences associated with core business; 
 limited access to external sources of innovation; 
 fewer opportunities for cost reductions; 
 fewer or no opportunities for timely and competitive insertion in new markets; 
 financial restraints. 

 

Clearly this list is the outcome of inverting the logic of the potential advantages that are usually 
associated with the choice of outsourcing, seen here in terms of profitability. 
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In the same way Perrotin and Loubère (2000) highlight a series of factors which tend to favour the 

choice of outsourcing, confirming the need to evaluate the risks which the company will face if it neglects to 
identify which activities can be outsourced. In particular, the authors focus on the following aspects of this 
evaluation: 

 

 the goal of the company is not to „cut‟ costs, but to produce or acquire necessary services at the best global 

cost; 
 considering some administrative costs and general expenses as services that could be made the 

responsibility of third parties often appears to be a source of competitive advantage which is under-
exploited; 

 a company that carries out activities which it could have done more profitably externally weakens its own 
competitive position; 

 outsourcing rather than integrating certain services makes it possible to reduce the risks of: non-
performance, since it is simpler to change supplier than pursue an internal evolution; being overtaken by the 
appearance on the market of a new technology (it is possible to change supplier); not possessing the best 
competences and resources for performing a certain service; non flexibility.  

 

On the basis of these considerations we believe it is legitimate to underline the necessity for a specific 
function of outsourcing risk management, covering every activity of analysis and management of the risks 
which the company can face through making the choice of outsourcing. 

In our opinion, outsourcing risk management must be considered both a managerial approach and a 
specific area of management, requiring a high level of competence and ability deriving from a global vision of 
the outsourcing process, in all its strategic, organizational and economic profiles, and hence of the way in which 
this choice is to fit into the company-system as a whole. 

 
Conclusions and Future Developments 

 
In this paper we have analysed outsourcing in the perspective of risk, pointing out the main economic, strategic 
and organizational risks facing a company when it decides to resort to external agents for the performance of 
management activities. We have also shown how the issue of risk is considerably magnified by the paradigm 
“for cost saving” as opposed to “for value creation”, since this involves activities, functions or processes of high 
strategic importance and strong impact on the company‟s competitive capacity. The greater the strategic 

importance of the outsourced activity, the greater the risk in outsourcing. 
Starting from the consideration that the presence of high risk is generally considered, both in the 

doctrine and in company practice, as an obstacle to opting for strategic outsourcing, we have put forward a 
different thesis, namely that risk not only has to be accepted, but has to be managed with the aid of adequate 
conceptual and methodological resources.  

This thesis derives from the analogy with other topics: a question is “difficult” when one does not 

know how to answer it; a task is “complex” when it is not fully understood or is baffling; similarly an event is 
“risky” when one does not fully control the factors that determine it, either through objective impossibility or 
indeed subjective incapacity. And this latter circumstance is the key to the approach in this paper, in the 
conviction that, whether in doctrine or in operative practice, there are ample spaces for development and 
perfecting of the principles and methodologies for governing and managing the risks of outsourcing. 

For this reason we have underlined the importance of setting up a specific company function – 
outsourcing risk management – which can take care of identifying, evaluating and treating all the economic, 
strategic and organizational risks which derive for the company from the choice of outsourcing. 

This necessity is all the more pressing in consideration of the evolution undergone by outsourcing in 
the last ten years, as it has involved more and more activities, functions and processes with a considerable 
strategic importance for the company‟s processes of value creation. 

In other terms, outsourcing “for value creation” imposes, rather than merely suggesting, the 

development of specialistic competences in the management of outsourcing risks, for the simple reason that risk 
cannot be eliminated on the strength of the maxim “no value without risk”. 

The proposals we have formulated represent an initial outline for the future development of theoretical 
and empirical analyses of each typology of outsourcing risk. Outsourcing is a complex, protean phenomenon in 
terms of its object, goals and operative mechanisms. We can therefore envisage interesting future analyses 
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designed to identify, in specific cases of outsourcing, which are the risks that the company will face and which 
are the modalities for successfully managing them.  
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Abstract 
 
The significance of cultural factors in the international economic environment has recently increased thanks to 
economic, political and social aspects. The role of cultural elements has been emphasized by a wide range of studies, 
both from the theoretical as well as the empirical point of view. Starting from the literature analysis, this paper try to 
deepen the subject by reassessing the definition of cultural factors in a specific context. The aim of this study is to 
analyze the economic opportunities and threats offered by a multicultural labor environment. The analysis will be 
focused, in particular, on the strategies and practises followed by Italian companies to manage human resources in 
China, by estimating the growing influence of cultural differences on their economic performance. The aim of the 
study is to identify the main cultural determinants that lead Italian companies to a better human resource 
management and performance in China. 
 
Introduction 
 
The role played by Italian companies on the global stage has been widely analyzed by several scholars. In 
particular, the literature has distinguished the main determinants of firm export behavior in two categories: 
internal and external determinants. Macroeconomic literature has widely considered the external determinants, 
whereas management scholars have mainly focused on the internal determinants. The growing importance of 
these internal factors to support the international development of firms provides interesting research ideas. The 
organizational structure, together with management characteristics, cultural sensitivity and human capital 
represent some of the most relevant elements tightly linked to the international performance of the company. 
However, few empirical studies have focused on the importance of human resources and cultural sensitivity in 
influencing international performance levels and evolutionary paths of Italian companies. 

Every market is characterized by a specific cultural, social, geographical, political, legal and economic 
environment that influences the degree of complexity and risk for commercial activities. Human resources 
represent key competitive factors in order to better manage the opportunities and face the threats of international 
markets. Similarly, cultural sensitivity is a central resource for the company, that allows a better comprehension 
of the cultural characteristics of a specific market and  leads the firm towards long-term developing paths. 

Culture affects every single aspect of a society. A better knowledge of the deepest values and beliefs of 
a culture allows a better comprehension of local individual behaviors and socio-cultural frameworks. 

The main goal of this study is to suggest a holistic model, in order to analyze the relations between the 
degree of knowledge of the main Chinese cultural values, human resource management (HRM) in China and 
performance levels achieved by Italian companies in China. In particular, the study aims at providing empirical 
evidence of the central role that should characterized cultural sensitivity in leading international expansion 
strategies of Italian companies. 
 
Theoretical framework 
 
Cultural knowledge and company performance 
Culture can de define as a set of values, beliefs, expectations and artifacts shared by the members of a society 
and influencing their attitudes and behaviors (Hofstede, 2006, 1991; Hall, 1990, Schwartz, 1981, Van Maanen, 
Schein, 1979; Tylor, 1970).  

Knowing and understanding the deepest meanings of values, beliefs, expectations and artifacts of a 
given society or cultural group allows a better comprehension of the behaviors and attitudes of their members. 
This is also true for companies, especially on global scenarios (Bilsky, Jehn, 2002; Rao, Hashimoto, 1996; 
Black, Mendenhall, 1990, Adler, 1983, De la Torre, Toyne, 1978).  

Operating in a foreign market means getting in contact with different realities, characterized by 
different customs and habits, ways of thinking and acting, both from the socio-cultural as well as the 
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organizational and managerial point of view. The company, with its own national and organizational culture, is 
linked to several counter-parties that do not share its cultural vision. This makes it difficult to achieve adequate 
levels of performance (Cavusgil, Knight, Riesenberger, 2008, Hung, 2003; Ponthukuchi, Damanpour, Choi, 
Chen, Park, 2002, Adler and Graham, 1989; Adler, 1983). 

A better knowledge of cultural differences is therefore necessary to understand stakeholders’ behavior 
and attitudes in a foreign market and achieve better results (Cartwright, Cooper, 1993). Cultural differences 
affect company’s interpretations and answers to strategic and managerial issues, increasing transactional 
difficulties of international activities (Park, Ungson, 1997). Lane and Beamish (1990) emphasized that the 
influence of national cultures on behavior and management systems often leads to unresolved conflicts.  

The differences between cultures create different psychological environments for international 
activities. These differences lead to different practices and management styles, that have a negative influence on 
firm performance (Newman, Nollen, 1996, Cartwright, Cooper, 1993). The degree of cultural adaptation to a 
specific market is directly related to the success of this combination (Nes, Solberg, Silkoset, 2007; Ponthukuchi, 
Damanpour, Choi, Chen, Park, 2002, Cartwright, Cooper, 1993). 

In particular, with reference to the key success factors of internationalization, it is possible to identify 
an evolutionary path characterized by the gradual shift from objective determinants (foreign markets, export 
incentives), to less tangible determinants, such as cultural and psycho-cognitive management aspects (Muller, 
1991; Dichtl, Köglmayr, Müller, 1990).  

The combination between host culture adaptation and firm performance creates different meanings with 
reference to the Chinese market. Although several scholars have analyzed the influence of cultural diversity on 
managerial issues in the Chinese market (Jaw, Ling Wang, Chang, 2007; Chen, Partigton, 2004; Hung, 2003; 
Koivisto, Lampinen, 2002; Low, Shi, 2002, 2001, Fan, 2000; Boisot, Child, 1999; Martin Larsen, 1999; 
Nicholson, Stepina, 1998; Buttery, Leung, 1998; Hofstede, Bond, 1988, 1984), very few have taken into account 
the relationship between the degree of knowledge of Chinese culture and the level of performance of foreign 
companies in China. 

In particular, it should be noted that most of them have mainly examined the role played by Guānxì 
(Ahlstrom, Bruton, Yeh, 2008; Gu, Hung, Tse, 2008, Luo 2007; Su, Mitchell, Sirgy 2007; Carlsson, Nordegren, 
Sjöholm, 2005; Fan, 2002, Pearce, Robinson, 2000; Ambler, 1994; Alston, 1989; Brunner, Taoka, 1977), but 
few have focused on other major Chinese cultural elements: Jiātíng, Rénqíng, Gǎnqíng, Liǎn e Miànzǐ, Lǐ jié e 
Kè qì, Fēng sú xí guàn (Qian, Razzaque, Keng, 2007; Fang, 2006; Leung, Chan, 2003; Garrott, 1995). Based on 
these arguments, the following hypothesis is set: H1: The knowledge of Chinese cultural values has a positive 
influence on Italian companies’ performance in China. 
Cultural knowledge and HRM 
The relationship between national culture and company’s management has been often analyzed by social 
sciences for over fifty years. Sociologists, anthropologists and social psychologists have tried to represent 
culture as an integral feature of society (Mead, 1934, Weber, 1930). Culture has also been extensively studied 
from the organizational point of view, in particular with reference to its relations with firm management 
(Schwartz, 1997; Wilkins, Ouchi, 1983, Van Maanen, Schein, 1979).  

Several studies have highlighted a better understanding of cultural elements as a key factor in HRM. 
Newman and Nollen (1996) pointed out that work teams can achieve better results if their management practices 
are compatible with national culture. In order to develop human capital results and improve firm performance, 
companies should adapt their HRM practices to the culture of the host country. Cultural issues deeply affect 
HRM, especially in international markets (Erez, 2006; De Cieri, 2003; Ostroff, Bowen, 2000; Aycan, Kanungo, 
Sinha, 1999; Laurent, 1986).  

The determinants of international human resource management (IHRM) are influenced by the tension 
between global integration and market peculiarities (Hannon, Huang, Jaw, 1995). As a result, a standardized 
approach to human capital management can create significant problems for companies, mainly due to the lack 
attention towards cultural diversity (Adler, 1983).  

In particular, recent evidence suggests that cultural differences may influence work team management 
and functioning (Gibson, Zellmer-Bruhn, 2001), with reference to potential conflicts (Oetzel, 1998; Earley, 
1994; Cox, Lobel, McLeod, 1991), leadership issues (Pillai, Meindl, 1998; Ayman, Chemers, 1983), goals 
definition (Erez, Somec, 1996; Earley, Erez, 1987), group performance (Miah, Bird, 2007; Gerhart, Fang, 2005; 
Gibson, 1999), working in teams (Kirkman, Shapiro, 2001; Kirkman, Gibson, Shapiro, 2001). 
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Therefore, it is crucial for companies to elaborate cultural training strategies and programs, both for 
PCNs, as well as HCNs and TCNs, in order to support the interaction between individuals from different 
cultures, the relationship with the socio-cultural environment of the host country and to improve the achievable 
results for multicultural working groups (Cushner, Brislin, 1997; Black, Mendenhall, 1990; Triandis, Brislin, 
Hui, 1988; Mendenhall, Oddou, 1985; Fiedler, Mitchell, Triandis, 1970). As a result, employees’ motivation, 

appraisal, organizational and control systems and techniques should encompass cultural sensitivity (Li, Zhao, 
Liu, 2006; WI-bite, Luk, Druker, Chiu, 1998; Cyr, Schneider, 1996).  

Cultural sensitivity is crucial in promoting long-term evolutionary paths on the global stage. In order to 
achieve sufficient performance levels in international markets is therefore fundamental to incorporate cultural 
sensitivity in managerial and organizational policies and practices. Multiculturalism can create several problems 
for the company, but, if properly managed, it is an important factor of competitive advantage in a global 
perspective (Di Stefano, Maznevski, 2000).  

Despite its recent development path, China still keeps some cultural characteristics that are real 
challenges to Western managerial and organizational assumptions (Chinta, Capar, 2007; Shenkar, Ronen, 1987; 
Laaksonen, 1984). Recent studies have emphasized the influence of culture on HRM, both from the 
motivational as well as the behavioral point of view (Wright, Berrell, Gloet, 2008; Wang-Cowham, 2008; Li, 
Zhao, Liu, 2006; Jackson, Bak , 1998), considering shared values and organizational culture (Liu, 2008; Jaw, 
Ling Wang, Chang, 2007; Zhu, Warner, 2004; Leung, Kwong, 2003, Boisot, Child, 1999), group and leadership 
issues (Littrel, 2002, Sun 2000, Satow, Wang, 1994), job satisfaction and commitment (Wang, 2007). The 
knowledge of main Chinese cultural values and the comprehension of their influence on hierarchical and group 
concerns is fundamental to effectively manage human resources (HR) in China. 

Based on these arguments, the following hypothesis are set: H2: The knowledge of Chinese cultural 
values has a positive influence on HR training and development strategies, policies and practices in China; H3: 
The knowledge of Chinese cultural values has a positive influence on HR appraisal and control strategies, 
policies and practices in China; H4: The knowledge of Chinese cultural values has a positive influence on HR 
attitude and qualifications in China; H5: HR training and development strategies, policies and practices have a 
positive influence on HR attitude and qualifications in China; H6: HR appraisal and control strategies, policies 
and practices have a positive influence on HR attitude and qualifications in China. 

 
HRM and company performance 
The influence of HRM on firm performance has attracted considerable attention in recent literature, both from 
the theoretical as well as the empirical point of view. Several studies have emphasized the existence of a 
significant positive effect between HRM and company performance (Wright, Gardner, Moynihan, Allen, 2005). 
HRM scholars have tried to justify the role played by HRM within organizations. In particular, few studies 
considered the link between HRM and firm performance before 1990 (Kasturi, Orlov, Roufagalas, 2006). 
However, important developments have been made over the last twenty years. Barney (1991), with the Resource 
Based View, suggested that the basis for a competitive advantage of a company lies primarily in potential key 
resources that are rare, in-imitable, non-substitutable and valuable for the firm. This evidence has re-oriented the 
main determinants of firm survival and development form external factors (market size, economies of scale, 
market concentration) to internal factors. 
 Huselid (1995) assumed that HRM can affect turnover, profits and market value of the company. Other 
scholars have supported this analysis by suggesting the existence of an effective relationship between HRM and 
firm performance levels (Bowen, Ostroff, 2004; Guthrie, 2001, Huselid, Becker, 2000; Youndt, Snell, Dean, 
Lepak, 1996; Delery, Doty, 1995; MacDuffie, 1995). 
 In particular, Becker and Huselid (1998) provided a detailed model of this relationship. This model 
suggests that HRM systems directly influence employees’ attitude and qualifications and working groups’ 

structures. These factors affect employees’ behavior and operational performance.  
 Even though several conceptual models have analyzed the relationship between HRM and firm 
performance, few of them have tested this relationship empirically.  
 With reference to the Chinese market, many scholars have emphasized the influence of HR, and their 
attitude and qualifications, on companies results in China (Selvarajah, Meyer, 2008; Wright, Berrell, Gloet, 
2008, Song, Gale, 2007; Wang , 2007, Santos-Vijande, Alvarez-Gonzalez, 2007; Arduino, Bombelli, 2006; Zhu, 
Warner, 2004), especially with regard to the degree of employees’ commitment, turnover and job-hopping rates 
and multicultural working group management. 
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 Based on these arguments, the following hypothesis is set: H7: HR attitude and qualifications have a 
positive influence on Italian companies performance in China. 
 Predicted hypothesis are presented in FIG. 1. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

FIG. 1: MODEL OF THE EFFECTS OF CULTURAL KNOWLEDGE ON HRM AND PERFORMANCE 
 
Method and measures 

 
Structural equation modeling (SEM) was used to test the relationships between observed and latent variables. In 
particular, the analysis is based on a latent structure model with explicit causal relations, developed with 
LISREL 8.8 e 8.51 (Jöreskog, Sörbom, 2001). LISREL is particularly suitable for the purpose of the analysis, 
because the explanatory investigation requires an identification of those variables that can be considered as 
“cause” and those variables that can be considered as “effect”.  
 
Sample 
Data were collected from 1,464 Italian companies in the People’s Republic of China, analyzed by Prodi and 

Ronzoni in 2007. After deleting firms with only representative offices (368), a total of 1,096 companies were 
identified.  67% of them were located in three main areas: the Běijīng Hub (BJH), the Yangtze River Delta 
(YRD) and the Pearl River Delta (PRD). The BJH consists of the municipalities of Běijīng and Tiānjīn, the 
YRD comprises the municipality of Shànghǎi and part of the provinces of Jiāngsū and Zhèjiāng, the PRD 
consists of Hong Kong and the province of  Guǎngdōng. The study focused on Italian companies located in 
these three areas (734). 

Data were collected by submitting a questionnaire to the identified panel in the period June-April 2008, 
with a response rate of 20.30%: a total of 149 companies were surveyed. 

The geographical distribution of Italian companies, by Italian region of origin, shows a considerable 
concentration of them in northern regions (FIG. 2): 28.19% comes from Friuli-Venezia Giulia, 21.47% from 
Lombardy, 17.44% from Emilia Romagna and 12.75% from Veneto.  

As regards the geographical distribution of Italian companies by location area in China, 44% of total 
surveyed firms are located in the YRD, 28% in the PRD and 20% in the BJH (FIG. 3). 

Most part of analyzed firms are small, as defined by the European Union. Considering the number of 
employees and turnover, 5.81% of surveyed firms are micro firms, 48.12% are small firms, 31.10% are medium 
firms and 14.97% are large firms (FIG. 4). 
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FIG. 2: GEOGRAPHICAL DISTRIBUTION OF SURVEYED FIRMS BY ITALIAN REGION OF ORIGIN, % 
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FIG. 3: GEOGRAPHICAL DISTRIBUTION OF SURVEYED FIRMS BY LOCATION AREA, % 
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Note: Large firm: turnover > 50.000.000 euro; employees > 250; Medium firm: turnover < 50.000.000; 
employees < 250; Small firm: turnover < 10.000.000; employees  < 50; Micro firm: turnover  <  2.000.000; 
employees  < 10. 
 

FIG. 4: SIZE OF SURVEYED FIRMS IN CHINA, % 
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Knowledge of Chinese culture (CC) 
As stated before, most part of previous studies have focused on Guānxì. Guānxì is based on interpersonal ties 
and can be described as a personal connection between two people, in which one is able to prevail upon another 
to perform a favour or service, or be prevailed upon. It can also be interpreted as a network of contacts, which 
an individual can call upon when something needs to be done and through which he or she can exert influence 
on behalf of another. Guānxì obligations can sometimes be described in terms of an extended family and the 
relationships formed by Guānxì are personal and not transferable. Ahlstrom, Bruton and Yeh (2008), Chen and 
Partington (2004), Fan (2002) and Boisot and Child (1999) pointed out the crucial importance of Guānxì as a 
central element of every interpersonal relation in China. Gu, Hung and Tse (2008), Pearce and Robinson (2000) 
and Brunner and Taoka (1977) suggested that Guānxì is a fundamental key to unlock the socio-cultural Chinese 
environment. Luo (2007), Carlsson, Nordegren and Sjöholm (2005) and Alston (1989) analyzed the role of 

Guānxì in influencing business relationships and negotiations in China. Su, Mitchell and Sirgy (2007) and 
Ambler (1994) stated that Guānxì is a strength for Western firms interested in the Chinese market. However, 
Guānxì cannot be considered as the only value of the entire Chinese culture. Other fundamental elements should 
be deeply analyzed. 

Jiātíng refers to Chinese familiar relations. Boisot and Child (1999) suggested that the family 
represents the foundations of the Chinese society. Faure and Fang (2008) and Chen and Partington (2004) 
considered that family and group links deeply affect individual behavior in China.  

Rénqíng represents the moral obligation to maintain the relationship and deals with the exchange of 
favours, in respect of social norms and behavioural codes. Wang (2007) defined Rénqíng in terms of empathy 
and  exchange of favours between two people. Buttery and Leung (1998) considered this principle as one of the 
key values of Chinese culture.  

Gǎnqíng reflects the depth of feeling within an interpersonal relationship. Haley and Haley (2006) and 
Adler, Campbell and Laurent (1989) pointed out its importance within working groups: Gǎnqíng plays a central 
role in maintaining and developing the relations based on Guānxì, changing impersonal business relationships in 
more personal links. Fan (2000) considered it as one of the main principles and values of the Chinese Culture 
Values (CCVs). 

Liǎn and Miànzǐ are concepts related to the idea of “face”. Liǎn can be described as the confidence of 
society in the moral character of a person, while Miànzǐ represents social perceptions of the prestige of a person. 
For a person to maintain “face” is important within Chinese social relations because it translates into power and 
influence and affects goodwill. A loss of Liǎn would result in a loss of trust within a social network, while a loss 
of Miànzǐ would likely result in a loss of authority. Faure and Fang (2008), Fang (2006) and Ho (1976) 
suggested its importance in leading the social behavior of Chinese people.  

Lǐ jié and Kè qì refer to customs and etiquette. Faure and Fang (2008) and Leung and Chan (2003) 
suggested that the respect for etiquette is essential to preserve group harmony and “face”. Buttery and Leung 
(1998) identified the strict relationship between these values and the concept of harmony: group harmony should 
always be protected; personal emotions are hidden under a surface of harmony.  

Fēng sú xí guàn reflects tradition and past orientation of the Chinese society. Qian, Razzaque and Keng 
(2007), Fan (2000) and Garrott (1995) considered Fēng sú xí guàn  as one of the key elements of Chinese 
culture.  

Even though it is difficult to reduce a cultural universe to a finite number of values, beliefs and 
principles, these seven Chinese cultural dimensions provide an adequate representation of the entire Chinese 
culture. The analysis suggested that the variable “Knowledge of Chinese culture” reflects the degree of 

knowledge that every Italian company has with reference to the seven cultural elements: Guānxì (item 1), 
Jiātíng (item 2), Rénqíng (item 3), Gǎnqíng (item 4), Liǎn and Miànzǐ (item 5), Lǐ jié and Kè qì (item 6) and 
Fēng sú xí guàn (item 7). The items refer to perceptual phenomena, measured by a 4-point Likert scale (1 
corresponds to a very low level of knowledge of the value, while 4 corresponds to a high level of knowledge of 
the value). 
 
HR training and development in China (TD) 
Several scholars considered organizational and cultural training as a crucial element in order to manage cultural 
differences within multinational companies. Cushner and Brislin (1997) and Black and Mendenhall (1990) 
suggested that cultural training strategies and policies promote higher levels of interaction within multicultural 
working groups. Mendenhall and Oddou (1985) and Fiedler, Mitchell and Triandis (1970) showed that cultural 
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training lead working teams towards better results. These training techniques concern both PCNs, with reference 
to an increasing knowledge of host culture (Wang, 2007; Branine, 2005), and HCNs and TCNs, in order to 
better understand the organizational solutions adopted by the firm (Bilsky, Jehn, 2002; Triandis, Brislin, Hui, 
1988).  
Along with training policies, Qian (2002) and Reuber and Fischer (1997) considered the international 
experience gained by expatriate managers, especially in countries characterized by cultural backgrounds similar 
to those of the host country, as a crucial factor to foster integration within group functioning. Adler, Campbell 
and Laurent (1989) stressed that international experience allows expatriate managers to better understand the 
emotional aspects of local staff, fostering a better relationship with them and the hierarchy and a better job 
commitment of employees.  

Several scholars also pointed out that motivational systems and processes can be described as central 
elements in IHRM. In particular, Schwartz and Bilsky (2008) and Li, Zhao and Liu (2006) suggested that 
motivation policies of local staff, can promote better results within working groups.  

Therefore, the variable “HR training and development in China” is divided into 4 items: Chinese 
workforce training (item 1), Chinese workforce motivation (item 2), Italian expatriates training (item 3), 
international experience of Italian expatriate (item 4). The items were measured as dummy variables. 
 
HR appraisal and control in China (OA) 
Gomez-Palic and Meij (1997), Adler, Campbell and Laurent (1989) and Wilkins and Ouchi (1983) analyzed the 
role of workforce control practises within multinational companies. In particular, Ko (2005) suggested that a HR 
division in the host country is an important determinant to lead local workforce towards expected results. 
Gilbert, Stead and Ivancevich (1999) emphasized the role of a HR division on foreign markets as a fundamental 
factor to manage cultural diversity. 

However, Licht, Glodschmidt and Schwartz (2005) pointed out the central role played by HR manager 
to lead multicultural teams. In fact, as stated by Adler, Brahm and Graham (1992), cultural distance between HR 
manager and local staff can generate significant problems of integration and hierarchical distance perception. 
Chen and Partington (2004) focused on Chinese high power distance. Maznevski, Gomez, Di Stefano, 
Noorderhaven and Wu (2002) showed how a HR manager, who shares cultural values with local workforce, can 
lead to a better relationship between employees and the hierarchical organization.  

IHRM is also based on the appraisal of local human capital to firm performance. Neelankavil, Mathur 
and Zhang (2000) suggested that a proper appraisal of local workforce is a fundamental solution in order to 
ensure higher levels of job commitment. Li, Zhao and Liu (2006) focused on the analysis of employees 
performance related to material incentives. Schuler and Jackson (2007) and Huselid (1995) considered that 
training, motivation, appraisal and control represent fundamental tools in HRM practises. 

The variable “HR appraisal and control in China” can be divided into 3 items: existence of a HR 
division in China (item 1), HR manager country of origin (item 2), appraisal of local workforce to firm 
performance (item 3). Items 1 and 3 were measured as dummy variables, item 2 was measured by defining 
different scales for different countries of origin.  
 
HR attitude and qualifications in China (HO) 
Nes, Solberg and Silkoset (2007) focused their analysis on the degree of job commitment and responsibility, by 
identifying 4 items: importance, attachment, maximum effort to maintain the relationship, maintain forever the 
relationship. Wang (2007) studied the attitude and qualifications of employees on the basis of 2 items: job 
satisfaction and organizational commitment. Haley and Haley (2006) pointed out that the attitude of human 
capital is influenced by job commitment and communication skills. Adler, Campbell and Laurent (1989) 
suggested that the relationship with the hierarchy, the attitudes toward authority and rules compliance deeply 
influence employees’ work behavior and qualifications. Alas (2008) focused on job commitment, punctuality 
and rules compliance. Selvarajah and Meyer (2008) analyzed the employees’ behavior, with reference to 
communication skills and knowledge of the host country language. Chinta and Capar (2007) and Chen and 
Partington (2004) stressed the importance of the relationship with the authority and power distance perception as 
key elements to describe the behavior of the Chinese staff. Dyer and Reeves (1995) analyzed the results 
achieved by employees, by considering workforce attitudes and behaviours, absenteeism and turnover rates. 

The variable “HR attitude and qualifications in China” is divided into 7 items: job commitment (item 
1), attitude toward authority (item 2), punctuality (item 3), absenteeism (item 4), rules compliance (item 5), 
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language skills (item 6), degree of satisfaction of workforce qualifications in China (item 7). Items 1 to 6 were 
measured with a 4-point Likert scale (1 corresponds to a negative value, 2 corresponds to a neutral value, 3 to a 
positive value, 4 to a significant positive value) . Item 7 was measured as a dummy variable. 

Items 1 to 6 were subjected  to a factor analysis with varimax rotation in order to identify two 
dimensions: work behaviour and language skills. The reliability of each dimension was tested with Cronbach’s α 
coefficient. TABLE 1 shows the results of factor and reliability analysis. 
 

TABLE 1: FACTOR AND RELIABILITY ANALYSIS OF THE VARIABLE  
“HR ATTITUDE AND BEHAVIOR IN CHINA” 

Items Work 
Behavior 

Language 
Skills 

Job commitment (1) 0.707  
Attitude toward authority (2) 0.855  
Punctuality (3) 0.890  
Absenteeism (4) 0.746  
Rules compliance (5) 0.958  
Language skills (6)  0.947 
Cronbach’s α 0.883 - 

Note: Principal components analysis; varimax rotation, Kaiser normalization; KMO=0.742; Sig. 0.000. 
 

Company performance in the Chinese market (IP) 
In order to better understand the main reasons for international success, it is necessary to develop a model able 
to consider several variables explaining the complexity of the phenomenon. The number of variables is a 
fundamental prerequisite in business studies, because the development of these organizations is influenced by 
various factors which constantly interact with each other and with the external environment (Macharzina, 
Engelhard, 1991). 

In order to analyze the international performance is therefore necessary to, on the one hand, select a 
suitable set of variables and, on the other hand, apply a specific statistical method. Several studies have 
suggested different methods to identify the dependent variable “company performance in the Chinese market”. 

The operationalization of the dependent variable has been based on the concept of international performance. 
However, since its introduction (Tookey, 1964), a universally shared conceptualization has not been developed 
(Cavusgil, Zou 1994; Shoham, 1998).  

As a result, the analysis would like to suggest a frame of reference of the most important studies 
focused on the determinants of export success. Some of these analysis are presented in TABLE 2. 
With regard to the identified frame of reference and, in particular, to the analysis proposed by Sousa, Martínez-
López and Coelho (2008), the variable “company performance in the Chinese market” has been operationalized 

on the basis of two of the main objective indicators: ratio of export sales to total turnover (item 1) market share 
held by the company (item 2). 

 
TABLE 2: FRAME OF REFERENCE OF THE DEPENDENT VARIABLE 

Author Method 
Dependent variable 

International Performance 
Axinn (1988) Regression ER 
Diamantopoulos and Inglis (1988) Discriminant ER (dichotomous) 
Koh and Robicheaux (1988) ANOVA EP perceived vs. domestic 
Culpan (1989) Discriminant composite  
Axin, Savitt, Sinkula, Thach (1995) Regression ER 
Dichtl, Köglmayr and Müller (1990) Regression ∆ER 

Lee and Yang (1990) ANOVA 
Average ER, average ∆ES vs. domestic, evaluation ∆ES vs. domestic, evaluation ∆ES 
vs. industry, average ∆ES vs. domestic, evaluation EP vs. industry 

Samiee and Walters (1991) T-test / χ2 ER, number of markets, EP 
Holzmüller and Kasper (1991) Regression ER 
Koh (1991) SEM: PLS composite (ER and ∆ER) 
Beamish, Craig and McLellan (1993) χ2 and ANOVA EP perceived vs. domestic 
Donthu and Kim (1993) Correlation ER in UK, EP in UK, ER in Canada,  EP in Canada 
Kaynak and Kuan (1993) Discriminant ∆ES 
De Luz (1993) Discriminant Annual ES, annual EP, ER,EP -ratio 
Bijmolt and Zwart (1994) T-test, ANOVA ES, ER, after tax EP margins  
Evangelista (1994) SEM: LISREL composite ( ER, relative EP, development 5 year ES and satisfaction with ES) 
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Author Method 
Dependent variable 

International Performance 
Naidu and Prasad (1994) Discriminant satisfaction with IP 
Moini (1995) Regression EP and EMS, ES  
Wagner (1995) ANOVA, Duncan’s test composite ( ER and ∆ER) 
Holzmüller and Stöttinger (1996) Discriminant ER 
Katsikeas, Piercy and Ioannidis (1996) SEM: PLS composite ( ER and ∆ER) 
Katsikeas, Deng and Wortzel (1997) Regression composite ES, EP, ∆ES, ∆EP 
Wood and Robertson (1997) MANCOVA, ANOVA international degree 
Leonidou and Kaleka (1998) Regression ER, expected ER, composite (actual ER; expected ER) 
Nakos, Brouthers and Brouthers (1998) ANOVA, Scheffe’s test  international degree 
Stump, Athaide and Axinn (1998) Regression ER, perceived EP  
Shoham and Kropp (1998) Regression ER, EP  

Thirkell and Dau (1998) Regression 

Composite ES (ER and satisfaction, ES and satisfaction, EMS) composite ∆ES (ER and 
satisfaction, ES and satisfaction, EMS) composite EP (ROA and satisfaction, ROI and 
profit margin and satisfaction) composite ∆EP (∆ROA, ∆ROI and satisfaction, ∆ profit 
margins)  

Beamish, Karavis, Goerzen and Lane (1999) Regression ( 2 steps) 
composite (5 year ER, 5 year ∆ER, strategic importance and self-assessment, EMS, EP, 
market diversification, customer satisfaction) 

Shoham (1999) Regression ES,ER,∆ES 
Baldauf, Cravens and Wagner (2000) SEM: LISREL Composite IP and 5 year composite ∆IP 
Dean, Mengüç and Myers (2000) Regression ES, ER, composite Export effectivness  
Robertson and Chetty (2000) Regression ER, ES, ∆ER, Export gross profit margins 
Shoham (2000) Regression composite (impostance and satisfaction EP,ER, diversification, ∆ES and evaluation IP) 
Wolff and Pett (2000) Regression ER 
Balabanis and Katsikea (2003) SEM: LISREL composite (self assessment EP, ROI, IP, overall 5 years vs. competitors) 
Julien and Ramangalahy (2003) SEM: PLS composite (reputation, ∆ES, EP, ER). 

Note: IP = International performance, ER = Export ratio/intensity, ES = Export sales, EP = Export profitability, 
EMS = Export market share. 
 
Exploratory factor analysis 
 
Exploratory factor analysis is used to determine the number of continuous latent variables that are needed to 
explain the correlations among a set of observed variables. The continuous latent variables are referred to as 
factors, and the observed variables are referred to as factor indicators.  

Factor analysis with varimax rotation has identified five dimensions: Knowledge of Chinese culture 
(CC), HR training and development in China (TD), HR appraisal and control in China (OA), HR attitude and 
qualifications in China (HO), Company performance in the Chinese market (IP). Therefore, factor analysis 
confirmed the dimensions predicted by the literature. 

The reliability of each factor was tested with Cronbach’s α coefficient. TABLE 3 shows the results of 
factor and reliability analysis. 
 

TABLE 3: EXPLORATORY FACTOR ANALYSIS 

Items 
Variables 

M SD CC TD OA HO IP 
guānxì (1)  1.840 0.596 0.643     
jiātíng (2) 1.733 0.383 0.854     
rénqíng (3) 1.739 0.413 0.927     
gǎnqíng (4) 1.726 0.369 0.911     
liǎn e miànzǐ (5) 1.733 0.383 0.952     
lǐ jié e kè qì (6) 1.726 0.437 0.898     
fēng sú xí guàn (7) 1.733 0.417 0.924     
Chinese HR training (1)  1.570 0.497  0.557    
Chinese HR motivation (2) 1.741 0.348  0.904    
Italian expatriates training (3) 1.529 0.376  0.807    
Italian expatriates international experience (4) 1.573 0.367  0.791    
HR division in China (1)  1.550 0.406   0.805   
HR manager country of origin (2) 1.977 0.625   0.838   
appraisal of local workforce (3) 1.712 0.457   0.551   
work behavior (1) 2.633 0.593    0.662  
language skills (2) 2.188 0.938    0.856  
satisfaction of workforce qualifications (3) 1.764 0.389    0.842  
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Items 
Variables 

M SD CC TD OA HO IP 
export sales/total turnover (1)  1.069 0.720     0.764 
Chinese market share held by the company (2) 1.346 0.519     0.671 
Cronbach’s α   0.937 0.799 0.813 0.848 0.777 

Note: M: Mean; SD: Standard deviation; Principal components analysis; varimax rotation, Kaiser normalization; 
KMO= 0.754; Sig. 0.000. 
  
Structural equation model 
 
Structural equation modeling (SEM) is a statistical technique for testing and estimating causal relationships 
using a combination of statistical data and qualitative causal assumptions. The estimated structural equation 
modeling (SEM), analyzed with LISREL (LInear Structural RELationship) 8.8 and 8.51 (Jöreskog, Sörbom, 

2001), follows a logic based on two steps. The first one is related to the process for estimating parameters, 
which takes place through an interactive procedure aimed at minimizing the gap between data produced by the 
model and observed data. The second step is based on a comparison of the theoretical model with the data 
observed. If the gap between the matrix of the observed covariance and the expected matrix, generated by the 
program, is higher than the gap attributable to the stochastic error, the model is rejected. The analysis will then 
determine if the model is able to represent the examined phenomenon, through four different sets of fit indices. 
These indices are represented by the χ ² test, the Overall model fit indices, the Incremental fit indices and the 
Residuals indices. 

LISREL model consists of two parts: the structural model and the measurement model. The structural 
model submits all the causal relations between endogenous and exogenous latent variables. The measurement 
model analyzes the links between latent and observed variables. The measurement model aims at explaining if 
the observed variables can effectively measure the latent variables. 
Fit indices for latent variables 
In order to provide the fullest evidence of measurement efficacy, before testing the complete model, it should be 
useful to test each latent variable (Apigian, Ragu-Nathan, Ragu-Nathan, Kunnathur, 2005; Segars, Grover, 
1998). 

Latent variable “HR training and development in China” (TD) has been conceptualized as a second-
order model, explained by four observed variables. The fit statistics for the model are RMSEA = 0.094; 
Confidence Interval for RMSEA (0; 0.21), NFI = 0.90, NNFI = 0.81, GFI = 0.98, AGFI = 0.92, confirming a 
very good model-data fit.  

Latent variable “HR appraisal and control in China” (OA) has been conceptualized as a second-order 
model, explained by three observed variables. The fit statistics for the model show a perfect fit. The model is 
saturated.  

Latent variable “HR attitude and qualifications in China” (HO) has been conceptualized as a second-
order model, explained by three observed variables. The fit statistics for the model show a perfect fit. The model 
is saturated. 

Latent variable “Company performance in the Chinese market” (IP) has been conceptualized as a 
second-order model, explained by two observed variables. The fit statistics for the model has not been 
calculated by LISREL due to the small number of observed variables. 

Latent variable “Knowledge of Chinese culture” (CC) has been conceptualized as a second-order 
model, explained by seven observed variables. The fit statistics for the model are RMSEA = 0.093; Confidence 
Interval for RMSEA (0.072; 0.27), NFI = 0.92, NNFI = 0.90, GFI = 0.80, AGFI = 0.75, confirming a good 
model-data fit.  

TABLE 4 shows the fit indices for each latent variable. 
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TABLE 4: FIT INDICES FOR LATENT VARIABLES 
LV Observed variables Fit indices 

TD 

Chienese workforce training (1) 
Chinese workforce motivation (2) 
Italian expatriates training (3) 
International experience of Italian expatriates (4) 

RMSEA = 0.094 
90 % CI RMSEA = (0 ; 0.21) 
NFI = 0.90 
NNFI = 0.81 
GFI = 0.98 
AGFI = 0.92 

OA 

HR division in China (1) 
HR manager country of origin (2) 
Appraisal of local workforce to firm 
performance (3) 

Degrees of Freedom = 0               
Minimum Fit Function Chi-Square = 0.0 (P = 1.00) 
Normal Theory Weighted Least Squares Chi-Square = 0.00 
(P = 1.00) The Model is Saturated, the Fit is Perfect ! 

HO 

Work behavior (1) 
Language skills (2) 
Satisfaction of workforce qualifications in China 
(3) 

Degrees of Freedom = 0                  
Minimum Fit Function Chi-Square = 0.0 (P = 1.00) 
Normal Theory Weighted Least Squares Chi-Square = 0.00 
(P = 1.00) The Model is Saturated, the Fit is Perfect ! 

IP 
Export sales/total turnover (1) 
Market share held by the company (2) 

Not calculated by LISREL due to the small number of 
observed variables. 

CC 

guānxì (1)  
jiātíng (2)  
rénqíng (3)  
gǎnqíng (4)  
liǎn e miànzǐ (5)  
lǐ jié e kè qì (6)  
fēng sú xí guàn (7) 

RMSEA = 0.093 
90 % CI RMSEA = (0.072 ; 0.27) 
NFI = 0.92 
NNFI = 0.90 
GFI = 0.80 
AGFI = 0.75 

 
Results 

 
The integrated exam of the fit indices allows to confirm whether the model is able to fit the data or not.  

χ ² scores 303.46 with 147 degrees of freedom, p-value 0.  
Overall model fit indices show reasonable fit results. GFI (Goodness of fit index) scores 0.82, while 

AGFI (Adjusted goodness of fit index) 0.77. CN (Critical N) scores 93.57.  
Incremental fit indices show even more better values, able to support the conceptual model. NFI 

(Normed fit index) scores 0.85, NNFI (Non-normed fit index) 0.90, while CFI (Comparative fit index) scores 
0.85.  

Residuals indices show lower values, confirming that the assumed model is able to explain most of the 
observed data. RMR (Root mean square residual) index scores 0.019, while RMSEA (Root mean square error of 
approximation) index 0.075, with 90 % confidence interval between 0.071 and 0.098 FIG. 5 and FIG. 6 show 
the main fit indices of the model and the path diagram with regressors and stochastic errors estimation. 
 

Degrees of Freedom = 147 
Minimum Fit Function Chi-Square = 364.13 (P = 0.00) 

Normal Theory Weighted Least Squares Chi-Square = 303.46 (P = 0.00) 
Minimum Fit Function Value = 2.46 

Root Mean Square Error of Approximation (RMSEA) = 0.085 
90 Percent Confidence Interval for RMSEA = (0.071; 0.098) 

P-Value for Test of Close Fit (RMSEA < 0.05) = 0.0000 
Normed Fit Index (NFI) = 0.85 

Non-Normed Fit Index (NNFI) = 0.90 
Comparative Fit Index (CFI) = 0.92 

Critical N (CN) = 93.57 
Root Mean Square Residual (RMR) = 0.019 

Standardized RMR = 0.075 
Goodness of Fit Index (GFI) = 0.82 

Adjusted Goodness of Fit Index (AGFI) = 0.77 
 

FIG. 5: MAIN FIT INDICES OF LISREL MODEL 
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FIG. 6: PATH DIAGRAM OF LISREL MODEL  

WITH REGRESSORS AND STOCHASTIC ERRORS ESTIMATION 
 

With reference to the structural model, hypothesis H1 predicted a positive causal effect of “Knowledge 

of Chinese culture” (CC) on “Company performance in the Chinese market” (IP). Statistical tests support the 

hypothesis (t-value=1.98; p-value<0.05). Therefore, hypothesis H1 is confirmed. 
Hypothesis H2 predicted a positive causal relationship between “Knowledge of Chinese culture” (CC) 

and “HR training and development in China” (TD). Statistical tests support this hypothesis (t-value=3.41; p-
value<0.001). Therefore, hypothesis H2 is confirmed.  

Hypothesis H3 predicted a positive causal effect of “Knowledge of Chinese culture” (CC) on “HR 

appraisal and control in China” (OA). Statistical tests support this hypothesis (t-value=4.81; p-value<0.001). 
Therefore, hypothesis H3 is confirmed.  

Hypothesis H4 predicted a positive causal relationship between “Knowledge of Chinese culture” (CC) 

and “HR attitude and qualifications in China” (HO). Statistical tests support this hypothesis (t-value=2.01; p-
value<0.05). Therefore, hypothesis H4 is confirmed. 

Hypothesis H5 predicted a positive causal effect of “HR training and development in China” (TD) on 

“Human capital attitude and qualifications in China” (HO). Statistical tests support this hypothesis (t-
value=2.16; p-value<0.05). Therefore, hypothesis H5 is confirmed.  

Hypothesis H6 predicted a positive causal relationship between “HR appraisal and control in China” 

(OA) and “HR attitude and qualifications in China” (HO). Statistical tests support this hypothesis (t-value=1.97; 
p-value<0.05). Therefore, hypothesis H6 is confirmed. 

Hypothesis H7 predicted a positive causal effect of “HR attitude and qualifications in China” (HO) on 

“Company performance in the Chinese market” (IP). Statistical tests support this hypothesis (t-value=2.30; p-
value<0.05). Therefore, hypothesis H7 is confirmed (TABLE 5). 
 

TABLE 5: ESTIMATION, T-VALUES, P-VALUES AND CONFIRMATION OF PREDICTED 
HYPOTHESIS 

Hypothesis Rel. Estimation T-values Confirmation 
H1: Knowledge of Chinese culture has a positive causal effect on 
Company performance in the Chinese market  

CC → IP 0.75* 1.98 Confirmed 

H2: Knowledge of Chinese culture has a positive causal effect on 
HR training and development in China  

CC → TD 0.83*** 3.41 Confirmed 

H3: Knowledge of Chinese culture has a positive causal effect on 
HR appraisal and control in China 

CC → OA 0.77*** 4.81 Confirmed 

H4: Knowledge of Chinese culture has a positive causal effect on 
HR attitude and qualifications in China 

CC → HO 0.66* 2.01 Confirmed 

1452



Hypothesis Rel. Estimation T-values Confirmation 
H5: HR training and development in China have a positive 
causal effect on HR attitude and qualifications in China 

TD → HO 0.33* 2.16 Confirmed 

H6: HR appraisal and control in China have a positive causal 
effect on HR attitude and qualifications in China 

OA → HO 0.23* 1.97 Confirmed 

H7: HR attitude and qualifications in China have a positive 
causal effect on Company performance in the Chinese market 

HO → IP 0.57* 2.30 Confirmed 

Note: *: p-value<0.05; **: p-value<0.01; ***: p-value<0.001. 
 
 
Discussion and conclusion 
 
The empirical confirmation of the predicted hypothesis is fundamental with reference to the analysis, suggesting 
further interesting considerations. 

In particular, the confirmation of hypothesis H1 supports previous theoretical assumptions. A better 
knowledge of cultural values, key principles and beliefs of Chinese individuals allows a better comprehension of 
their behaviors and attitudes and help the company in achieving better results. As already stated by Bilsky and 
Jehn (2002), Black and Mendenhall (1990) and Adler (1983), different socio-cultural frameworks represent a 
challenge that should not be underestimated. Newman and Nollen (1996) and Cartwright and Cooper (1993) 
emphasized how different management styles, generated by cultural differences, can negatively affect 
performance levels. The degree of knowledge of cultural environment has a direct correlation with the 
achievable market performance.  

Previous analysis on Chinese cultural values has mainly focused on the role of Guānxì in affecting the 
development paths of Western companies in China. This study has suggested that Guānxì is just one of the key 
factors that should be carefully considered by those companies that are planning to operate in the Chinese 
market with a long-term perspective. 

The confirmation of hypothesis H2, H3 and H4 support theoretical assumptions. In particular, Erez 
(2006), De Cieri (2003), Ostroff and Bowen (2000) and Laurent (1986) pointed out that cultural issues affect 
HRM. Adler (1983) also suggested that a global standardization of HRM policies and practices may generate 
several problems for the company, due to the lack of attention towards cultural diversity.  

Therefore, international training programs should carefully consider cultural issues. Hypothesis H2 
suggests that a better comprehension of a specific culture allows the company to choose the most suitable 
training techniques for the market. These assumptions support the analysis proposed by Cushner and Brislin 
(1997), Triandis, Brislin, and Hui (1988) and Mendenhall and Oddou (1985). They stressed that cultural training 
is a crucial factor in order to improve relationships within multicultural teams and to develop their results.  

Similar attention should be paid to HR control, organization, appraisal and motivation policies. 
Hypothesis H3 confirmed what stated by Li, Zhao and Liu (2006), WI-bite, Luk, Druker and Chiu (1998) and 
Cyr and Schneider (1996). In particular, it should be noted that a better knowledge of the culture of a country 
allows the firm to develop strategies and practises more oriented toward the local cultural environment.  

Hypothesis H4 supports what suggested by Wright, Berrell and Gloet (2008), Wang-Cowham (2008) 
and Jackson and Bak (1998) with reference to HR motivations and work behavior. In particular, a better 
knowledge of the local culture allows the firm to improve local employees’ motivation and performance. Many 

scholars pointed out that Chinese workforce attitude and qualifications represent two of the main managerial 
problems in China. However, they can be solved thanks to a deeper comprehension of the key cultural elements 
of the country. 

The confirmation of hypothesis H5 and H6 support the mediating role played by HR training and 
development in China (TD) and HR appraisal and control in China (OA). In fact, the structural model, on the 
one hand, suggests that the Knowledge of Chinese culture (CC) directly affect Human capital attitude and 
qualifications in China (HO) and, on the other hand, confirms the existence of an indirect link, mediated by TD 
and OA. Therefore, these assumptions stress the crucial role of Chinese cultural values in influencing HRM 
strategies and practises in China and in improving attitude and qualifications of Chinese employees.  

Hypothesis H7 confirms what stated by Wright, Gardner, Moynihan and Allen (2005). In particular, 
these scholars suggested that HRM positively affect company performance. Becker and Hulesid (1998) showed 
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that HRM techniques implemented by the firm may influence qualifications and motivations of employees and 
performance levels achieved by the firm.  

However, the study has some limitations that should be considered when interpreting its results. First, 
the sample size is not completely satisfactory. This could be mainly due to the methodology used to send the 
questionnaires to the companies. E-mail surveys should be able to improve data entry, but response rates could 
be low and the real identity of the respondents is hard to check. Second, even if the analysis has been focused on 
the main localization areas of Italian companies in China, it should be noted that People’s Republic of China is 

characterized by many socio-cultural differences. Therefore, it is very hard to identify a set of cultural values 
that is able to summarize the entire Chinese cultural universe. In addition, some of the proposed principles and 
values are strictly interrelated and could be difficult to completely understand their meanings.  

In spite of these limitations, this study provides interesting results that have important research and 
managerial implications. As stated before, the structural model confirms the existence of a positive relationship 
between degree of knowledge of Chinese culture, HRM in China and company performance in the Chinese 
market. This suggests that cultural sensitivity represents a fundamental factor of competitive advantage in the 
Chinese market. The lack of attention towards cultural diversity is one of the main causes of increasing costs 
and problems for foreign companies in China. Therefore, in order to solve these problems and to improve 
economic results in China, companies should invest in cultural knowledge and training. 
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Abstract  
 

Does a positive relationship between the adhesion to a culture of social responsibility and evolved systems of 
governance exist? And is such correlation more or less significant for small and medium-sized firms with respect to 
large-sized firms? This paper winds itself around these questions and describes the principle findings that have 
emerged from the qualitative investigation focused on a selected group of “cohesive” Italian SMEs, in which the 
nexus between the evolution of corporate governance and socially responsible management practices were examined. 
The concluding reflections trace the features of a territorial model of socially responsible orientation centered on the 
best practices of SMEs who are excellent examples of “spirited businesses”. 
 
Keywords: business ethics, corporate governance, corporate social responsibility, small and medium 
enterprises, social accountability. 
 
Introduction 
 
Businesses are increasingly finding themselves reflecting on the possibility of embracing social responsibility as 
an opportunity and a challenge around which they can transform their governance. If it is true that the 
consideration of ethical principles in a business‟ choices and policies is particularly important for large 
businesses that are organized and run as public companies, then it is likewise true that in small and medium-
sized businesses (SMEs), the dedication to, and articulation of, socially responsible management philosophies 
must reverberate directly across a plurality of “intangible” components: the company‟s strategic profile, the 
culture of the enterprise, the processes of accountability and systems of corporate governance.  

It is this totality of factors that reflect that specific nature of the SME: the convergence around the mission 
and value-set, facilitated by the proximity and by the direct involvement of the owner and/or the entrepreneurial 
family in managing the business; the simplicity of its organisational structure, which allows direct and frequent 
rapports between the corporate actors; and its rooting in the surrounding territory and socio-economic context. 
This last factor assumes particular importance in driving the business towards forms of CSR that share a 
common thread – namely, they all possess values that typically express a particular socio-cultural and economic 
tradition of the territory in which they are embedded. 

Where an adhesion to multiple declensions of CSR (Corporate Social Responsibility) is present, corporate 
governance positions itself at the center of relations between stakeholders, strategic profile and internal 
processes, human capital (Gazzola and Mella, 2006) and is experienced as enlarged governance (Sacconi, 2008). 
A necessary condition is the involvement of top management and/or the entrepreneur for the reorientation of the 
firm‟s mission, from its maximization of profits to gaining value that comes from economic performance and 
finds a source in the modification of the business direction and the rules that govern it. 

In this context, is it possible to affirm that socially oriented businesses are characterized by the “best” 
systems of governance? Does a positive relationship between the adhesion to a culture of social responsibility 
and evolved systems of governance exist? And are such correlations more or less significant for SMEs with 
respect to those large-sized firms? And on which specificities of SMEs is the evolution of socially-oriented 
management philosophy based? 

This paper winds itself around these questions, which forms a part of a more robust research project based 
on the qualitative and quantitative study of a sample of Italian SMEs, started in May 2008. 

The work is articulated in four principle parts. The first section traces its theoretical and empirical context; 
the second provides a description of the methodology (survey research conducted through a semi-structured 
questionnaire on a sample of SMEs in the Marches Region). The third part describes and interprets the principle 
findings that have emerged from the qualitative investigation focused on a selected group of “cohesive” SMEs 
(Molteni and Lucchini, 2004), in which the nexus between the evolution of corporate governance and socially 
responsible management practices were examined. The last section closes the paper with concluding reflections. 
The analysis of such cases also allows one to develop more general reflections on the importance of a business‟ 
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socially responsible orientation and of the social statement and commitment. It also permits one to empirically 
verify the interpretative potential of the references presented in the literature (Adams, 2002; Lamont, 2002; 
Molteni, Pedrini and Bertolini, 2006) and to trace the features of a Marchegian model of socially responsible 
orientation centered on the best practices of SMEs who are excellent examples of “spirited businesses”. 

 
Business ethics, social responsibility and governance in large companies and in small 
and medium-sized businesses: an analysis of the conceptual framework  
 
The nexus between corporate governance and the management‟s and/or the entrepreneur/business owner‟s 
responsibility is a theme that is placed within the context of the theoretical debate on the social responsibility of 
a firm, which for over thirty years has involved academics from diverse disciplines. At its inception, the debate 
was composed of the theory connecting corporate social responsibility with that of pure economics (Friedman, 
1962). In the 1980s it revolved around the question of the instrumental use of CSR, for which ethical behaviour 
was positively reflected on the economic performances of the firm (Matacena, 2005a; 2005b).  

In recent decades, the theme has moved to the forefront and has fully merged into the ethics of responsibility 
theory: “the duty of management is to actualize a balance of interests among all stakeholders, and social 
responsibility can (and must) be redirected towards the emersion of moral preferences and their connection with 
particular types of businesses (civil and social businesses) or, in lucrative firms, towards particular mechanisms 
of governance in which a relational perspective prevails” (Zamagni, 2003). According to such notions, CSR is 
an instrument of governance that facilitates the compliance of a possible “social contract” among actors 
inside/outside the firm, and governance become simplified when trust in the management and/or the 
entrepreneur increases. Such a perspective signals the passage from a governance centered on managerial and 
entrepreneurial aims to a multi-polar or holistic model which considers all who “matter” to the company 
(Freeman, 1984) and provided the foundation to a responsibility composed of economic and social demands, 
which provoke new problems.  

The problems of company government touch on both the firm‟s structural profile as well as its processual 
profile.. In the latter decades the two-part question “who effectively governs” and “for whom” was enriched 
with the addition of a third question: “which interests should be favored,” rendering insufficient, from a 
normative point of view, the responses that come from the agency theory. Such conceptual limitations were in 
part overcome by the stakeholder theory which adheres more closely to the role of such activity in the socio-
economic context and gives relevancy to the motivations of business actors that guide the choices and 
objectives. These last factors have and “have to do” with altruism, moral gratification, the “logic of happiness” 
(Baldarelli, 2005; 2007), satisfaction, gratuity and gifts, and the honor of such behaviours. 

Such a framework rests on the disassociation between ownership and government of the company, which is 
typical in the United States but rare in other contexts – especially in Italy. Two points of critique. For the 
orientation of socially responsible management to be effective, it is necessary that it is not limited to 
stakeholders‟ own identification (Goodpaster and Matthews, 1982; Post et al., 1996), but it must be assumed 
through their expectations and necessities of the decisions. This more ample approach flows into an 
“enlightened stakeholder theory”. It opens the way towards an application of ethical values in corporate choices 
and is translated into the model of CSR-social-responsiveness-issue management in which the principles of 
solidarity and trustworthiness are reconciled and enmesh themselves in diverse levels of commitment correlated 
with the typologies of relations with stakeholders. The second aspect regards the just treatment of the same. The 
concept of fairness recalls principles and values of a moral nature, which are necessary to supplement or 
integrate scarcity in a form of governance, so as to balance the conflicting interests of diverse participants.  

Other important contributions that help to explain the relationship between CSR and governance and that 
offer an interpretative key regarding SMEs come from the stewardship theory (Davis, Schoorman and 
Donaldson, 1997), based on an orientation of cooperative and non-conflictual government, founded on trust and 
oriented towards the long-term. Attention shifts, in fact, to motivational, situational and relational aspects (this 
last one is enriched by communicating the social commitment), which is well adapted to the vision at the core of 
a firm‟s mission, and of the system of government typical for small businesses that are socially oriented. In this 
context, the vision of the problems of corporate governance is strongly linked to human nature or, rather, to how 
he who governs reads the values of the human beings who are committed to the business. And the distinction 
lies in the diverse characterizations of his motivations. 

With respect to the manager, the entrepreneur is rarely motivated by purely economic factors. More often, 
(s)he experiences more ample stimuli under the social profile, is characterized by a strong identification with the 
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organisation and is given personal power linked to authority, as is typical in stewardship relationships. 
Subjective variables lie at the core of entrepreneurship, which serve to explain behaviours, returns to personal 
characteristics and motivations of a psychological and sociological nature (Marchini, 2000). 

In the sphere of typology matrix studies on entrepreneurship numerous classifications of entrepreneurs have 
been drawn, based on the types of objectives and personal characteristics they possess. Strategic models have 
been proposed which place the objectives of the entrepreneur among the key variables that influence strategy 
next to organizational factors, the environment (intended as global society and as sectors of activity) and 
production activities. Values and attitudes towards the social context are central factors in the strategic system; 
they are expressed by the vision and the “entrepreneurial formula”. “Values nourish the organization and 
enhance the spirit of entrepreneurialism” (Lamont, 2002). Competitive positioning of the company springs not 
only from adapting to the binomial trade/mission but also “from the business’ capacity to open itself up to 
ethical values dominant in society, to the resulting roles and responsibilities and thus to the necessity of a 
legitimacy in which factors of valorization of its image” (Marchini, 1995, p. 114). Entrepreneurial motivations 
and aims are placed at the base of the theory of social success of the entrepreneur. His understanding that the 
solidity of the firm‟s success and the consequent relapse in terms of social power is also founded on respect for 
both economic balances and on moral values (Quinn, 1997). Success is measured by not only the results 
achieved by the enterprise, but more so by the achievement of respect gained from the surrounding community. 
Social leadership represents an endpoint of entrepreneurial activity and social power finds its counterbalance in 
social responsibility attributed to, and embraced by, the entrepreneur. 

Therefore, although the ethics corporate culture is not born in the environment of small firms, which have 
been given less attention in ethics literature (Spence, 1999; Spence and Schmidpeter, 2003), it finds its own 
matrix in the very specificity of the motives and the values that guide the policies and the actions of the small-
scale entrepreneur. There are three essential motives: the influence of the subjective sphere, which in the small 
firm is maximized, the importance of relating to the internal and the external, proclaimed by its limited 
dimension, and the social rooting of the small business and of its creator (Del Baldo, 2006). 

In large companies the different interests of the owner and the management elicit problems of practice and of 
control of the proxy, inside of which the system of shared values becomes central. The search for the values that 
provide the foundation to the proxy manager and to how his decisions are put into practice has recently tended 
to view ethics as the key factor. But even if top men in large firms consider it a factor of success, demonstrating 
sensible towards social responsibility and business integrity (Longenecher, 1989; Longenecher et al., 2006), 
trust is cemented in the achievement of durable economic results for the shareholders, often negating the 
“luxury” of ethical principles and objectives in the company‟s management. And short-termism is privileged 
over the construction of long-term values. 

Regarding ethical principles, the manager may not have much discretion or may encounter limits. For the 
entrepreneur, the pervasiveness of ethical values in the company‟s decisions is maximized. “In SMEs the owner-
manager is both the driver and implementer of values” (Hamingway and Maclagan, 2004). This aspect, together 
with other factors typical of SMEs (independence, polyvalence, the prevalence of personal and informal 
relationships) render the path from the ethics in the firm to the ethics of the firm more arduous for large-sized 
companies. This also stems from the fact that examples of top managers capable of arousing emulative 
behaviours and of transmitting to the whole organisational body values coherent with social and ethical profiles 
are less visible. And while there is a lack of will at the top of the enterprise, typical instead of SMEs is to 
measure the long-term benefits.  

In small businesses, the transmission of values is simplified by the flexibility and thinness of the 
organisational structure. The ethical principles are diffused through decisions of people who are influenced by 
strong moral values (trust, loyalty, equity), and who often have an innate attitude to evaluate the sustainability of 
their ethical choices for maintaining the firm‟s equilibrium. Attitudes further strengthen the adhesion to the 
practices and the instruments formalized by the CSR (codes of conduct, ethical codes, social, environmental, 
sustainability reports, etc.) that perform a plurality of roles: communication, organisational and managerial 
hiring, and identity (reinforcement of the organisational culture), institutional audit (measurement of the 
coherence between mission and management). Their strength and their ability to become real tools to govern 
relationships depend, however, on the spirit with which they are realized, how they are morally sustained, and 
how they are codified. In large businesses these instruments, together with the institution of specific figures 
(ethics committees, sustainability controllers, ethics or CSR officers) often represent the only means of creating 
consent around the correct delegation of powers, to develop an ethical means of training employees, to create a 
space of dialogue and of comparison and to establish emulative processes, overcoming bureaucratic obstacles 
and the logic of the budget, while the social orientation of the firm and its reflection on accountability (Gray, 
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Owen and Adams, 2000), is simplified in SMEs, to see to it that the principle font of value and values are less 
invisible to accounting. 
 
Governance and CSR in SMEs: brief notes about the empirical context 
 
One relevant aspect that emerges from the researches conducted on the diffusion of CSR in SMEs (MORI, 
2000; Joseph, 2000; European Commission, 2002; European Union, 2004; Molteni et al., 2006) is that the 
process of orientation towards CSR normally is promoted by the top members of corporate government and, in 
particular, by the owner-entrepreneur. 

A second element of interest is the influence of the practices of CSR on the strategic profile, which is 
manifested overall in terms of the development of a culture of responsibility. Direct involvement in such 
problematics helps to elaborate or to rethink the mission, to formulate new strategies towards certain categories 
of stakeholders, to stimulate the introduction or the revision of the ethical code, to increase the attention paid by 
the board of directors towards the themes of CSR, to promote modifications to the internal audit system or to 
introduce new organs of control. 

A third trait is the capacity of the instruments of CSR  to act as a driver for sharpening certain aspects of the 
system of corporate governance, for responding to the demand for accountability, and for developing a strategic 
information system. 

Regarding the performance indicators expressed through international and national standards (GBS, 2001; 
GRI, 2002; CSR- Social Statement Project promoted by the Italian Ministry for Labour and Social Policy, 
2004), concerning the effects of CSR on corporate governance, positive signs emerge, especially in terms of the 
space given to the representation of minority shareholders and to independent directors, frequency of meetings 
of board of directors, renewal of organs of government, exceeding the level of compliance and protection of the 
petitions of stakeholders. These traits make the divide between the large and small businesses‟ involvement in 
CSR less profound and significant 

Although the path towards an emersion in best practices must be intensified, most small firms already “do 
the right thing” or, at least, “do many good things”, adopting mild instruments and instituting simple rules that 
establish the beliefs of the firm, predispose rapports on best practices or articulate a code of responsibility and 
principles of governance. And where the communication of CSR is more structured, as in the actual experiences 
of the firms analyzed below, they help to overcome the limits of financial and economic information of balance 
and the fragility of traditional accounting and informative systems, and open new paths of growth.  

 
Some experiences of excellent stakeholders relationship and social engagement profiles 
in Italian SMEs  
 
Research objectives 
The scope of the following study is to individuate the particular traits of the mission, systems of governance and 
of accountability that characterize the SMEs which carry a business culture in which social responsibility is 
lived within the governance of the firm. The explication of the research question can also be articulated this 
way: to individuate the relation between social engagement, social commitment and governance in SMEs. 

First, this requires attention to be focused on the elements of the trinomial mission-corporate governance-
accountability and on their reciprocal relations, departing from the assumption that “in every business there 
must be an explicit and coherent coordination between mission, governance and accountability” (Matacena 
2005a). Mission is used here to mean an explication and a synthesis of the company aims; corporate governance 
as the command structure and of the government present in the company; accountability as the informative 
responsibility of the company. 

Second, this implies that one must identify those aspects of the system of governance in SMEs which draw 
on the positive actions that orient the models of behaviour of the firms who are capable of realizing socio-
competitive synthesis (Molteni, 2004), derived from a stable and structured approach to CSR, incorporated in its 
own strategic orientation, in its underlying mode of governance and its system of internal and external reporting.  

The underlying hypothesis is that where CSR is a characteristic trait of corporate culture – promoted and 
shared by the top members of the company who guide the firm in its development of a socially responsible 
management style and towards the adoption of instruments of communication (social statement) –the structure 
of governance and its qualifications encounter less tensions and can orient energies towards the good of the 
company, of its human resources, of the society and the environment in which it is found. 
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Methodology  
The following study was developed according to a qualitative approach and a methodology based on field case 
studies. Specifically, it was centered on the analysis of seven case studies relative to the Marchegian SMEs [1] 
that and represent the entrepreneurial and economic fabric of the Region. 

The fieldwork approach, as suggested in the literature (Adams, 2002) facilitates the involvement of the 
researchers of business economics in the actual activities of the companies to study the processes and the 
organizational practices of social accounting. This methodology consists of individuating the internal factors 
(organisational structures, internal micro-processes, attitudes, points of view, perceptions) that, together with the 
corporate characteristics (size, sector, age of the business, etc.) and the general contextual factors (economic, 
political, cultural, etc.), explain the complexity of the social statement and that, other than influencing the nature 
and the extent of the corporate social reporting and of the social engagement profile, impact the system of 
governance. The case method (Eisenhardt, 1989; Yin, 1994) constitutes a precious instrument for “capturing” 
the diverse manifestations of socially responsible government and to utilize the results both with a cognitive aim 
as well as with normative merit; such “cases for CSR or normative cases” can indicate best practices and to 
suggest criteria for further action (Craig, 2003).The study of the field first attempted to identify the central value 
present in the companies interviewed, its translation into a mission, its connection with the firm‟s socially 
responsible orientation, the presence and the depth of its philosophy of socially oriented management and, 
consequently, the impact on its relationships with stakeholders, its reflections on the structure of government, 
and the presence of instruments of accountability. The typology elaborated by Molteni (2004) was utilized to 
place the behaviours of the firms in the sphere of a grid of codified readings. Lamont‟s (2002) theoretical 
diagram was employed to individuate the most relevant aspects of a “spirited business”. 

The analysis was based on the collection of information acquired (May 2008) from diverse interviews with 
the top entrepreneurs/managers, on direct observation during the visits to the selected enterprises, and on the 
analysis of available documentary sources (content analysis). The phases across which the empirical study was 
implemented and the decisions formulated are represented in the table below (Table 1). 

 
TABLE 1: THE PHASES AND THE CHOICES OF THE EMPIRICAL STUDY 

 
Phases Object of the Choices Motivations of the Choices 
Specifics of industrial 
sectors referenced 

Wood-furniture-interior decoration; paper industry; 
engineering, machine tools-components, 
metallurgist industry; electrical and electronics 
equipments, automatic equipment and plants-
design-robots (high technology); financial and 
banking services  

Traditional and mature sectors, and 
emerging sectors, characterized by 
different social and environmental 
impacts, representative of the 
entrepreneurial fabric of the Marches 
Region (Italy). 

Choice of the 
enterprises 

Small and medium firms  Cohesive/multi-certified firms 

Selection of areas and 
organs on which 
attention was focused  

Top level of the company (entrepreneur -
founder/successor -, managing director, general 
manager)  
 

Entrepreneurial/managerial team directly 
involved in corporate governance 

Structuration of the 
research instruments 
 

Administration of a semi-structured questionnaire 
(paper and pencil interview method), prepared 
interviews, note-taking, tabulation, transcription, 
validation and correction, telephone conversations 
and contact by e-mail 

Qualitative/quantitative analysis and 
triangulation of methods 

 
The enterprises were selected based on the following criteria: 
 those following strategies of social responsibility with an adhesion to CSR codes; 
 those adopting processes of social and environmental certification; 
 those (regularly) publishing their social and environmental reports;  
 those with ample and significant of initiatives of social responsibility both on the national and international 

level; 
 those who obtained recognitions/awards for their robust activities of social responsibility. 

The principle attributes of the seven enterprises are synthesized in the table below (Table 2). 
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TABLE 2: CHARACTERISTICS OF THE FIRMS 
Company title - Registered office - Year of constitution -  
Sector - Corporate purpose - Employees – Total Sales (2007) 
- Economic subject 

Instruments of implementing and communicating CSR, 
Year Introduced  

BoxMarche Spa, Corinaldo (AN); 1969 
Paper industry: design and production of packaging in food 
and houseware sectors 
50 employees; 11.000.000 euro; open family-owned business 

ISO 9001, year 2001; OHSAS 18000-SA 8000, year 
2003; Social report, year 2003; Global report [2], year 
2006 
 

Banca di Credito Cooperativo di Gradara, Gradara (PU); 1911 
Banking services 
94 employees; 16.200.000 euro; co-operative society 

List of company values (“charter of values”), year 2002; 
Social report and mission statement, year 2002; Code of 
ethics, year 2004 

Gruppo FAAM Spa, Monterubbiano (AP); 1974 
Engineering, metallurgist industry 
230 employees; 60.000.000 euro; diffuse shareholding (not 
cited) 

Quality certification ISO 9000 and Vision 2000, year 
1997; Code of ethics, year 1999; Environmental 
certification EMAS/ISO 14001, year 1999 (first in its 
sector in Europe); Social report, year 1999; 
Environmental report, year 2001 

Gruppo Fbl Spa - Della Rovere Spa, Pesaro (PU); 1976 
Wood-furniture-interior decoration 
137 employees; 38.000.000 euro; open family-owned business 

Certification ISO 14001, year 2001; Social report, year 
2005 
 

Gruppo Loccioni, Angeli di Rosora (AN); 1969 
Electrical and electronics equipments, automatic equipment 
and plants-design-robots (high technology) 
290 employees; 45.000.000 euro; open family-owned business 

List of company values (“charter of values”), year 1969; 
Code of ethics, year 1996; Social report, year 1997; 
Intangibles impact, year 1997; Cause Related Marketing, 
year 1999 
 

PRB Srl, Fermignano (PU); 1972 
Metallurgist industry (metal galvanizing) 
160 employees; 20.000.000 euro; closed family-owned 
business (first and second generation) 

Environmental certification EMAS/ISO 14001, year 2001 

TVS Spa, Fermignano (PU); 1968 
Metallurgist and mechanics industry 
276 employees; 57.000.000 euro; closed family-owned 
business (first and second generation) 

Quality certification ISO 9000 and Vision 2000, year 
1999; Social Accountability Standard- SA8000:2001, 
year 2004 
 

 
The manifestations of social engagement 
The first level of analysis was focused on the identification of common lines (Table 3) relative to the core values 
and to the behaviours of the entrepreneurs and top-level managers, to the reflections on their mission, to the 
presence of instruments of accountability and reporting of CSR, to structural characteristics and dynamics of 
governance. 

 
TABLE 3: KEY ATTRIBUTES OF SOCIAL COMMITMENT & ENGAGEMENT 

 
Key characteristics Links 
Strong system of values 
Presence of a cohesive economic subject around 
base values. 
 

“Values nourish the organisation” (Lamont, 2002): diligence, labor, 
equity, trust, honesty, simplicity, integrity, parsimony, sense of 
family, team spirit, enthusiasm, energy, responsibility, communicative 
nature. 

Orientation towards CSR strongly desired by the 
entrepreneur, visible and integrated in the 
enterprise, tendency to social success. 

The top-level entrepreneurial/management commitment & 
engagement represented in “the first best practices”. 

Affiliation in geographical zones historically 
characterized by a solid rural tradition, typical 
expression of Marchegian culture. 

Rooted and engaged in spreading well-being in the local community 
in which the firm is located. 

Decision-making process based on collaboration, 
sharing and transparency. Relational approach 
centered on trust value. 

Organisational strength: participation. Climate is social and 
organisationally spread. Values, mission, objectives constantly 
reinforced across the culture and processes, articulated in a flexible 
and organic structure. 

Instruments of accountability and communication 
of the socially oriented commitment. 

Values and mission explicated and communicated that ensure 
consistency in decision-making and avoid value-gaps. 

Cohesion to stakeholders as a source of 
mobilizing resources with far-reaching 
consequences. 

Growth of intangible capital. 
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Affiliation in local, national, international 
networks of CSR.  

Desire to testify to and understand best practices adhering to multiple 
occasions of exchange and comparison (workshops, forums, meetings, 
testimonies, etc.). 

 
The second level of analysis is relative to the definition of the positioning of the firm with respect to the map of 
orientations towards CSR. The firms considered (Table 4) possess characteristics of “cohesive” firms and of 
“multi-certified” firms [3]. 

 
TABLE 4: TYPES OF ORIENTATIONS OF THE FIRMS 

BoxMarche Spa Cohesive firm 
BCC Gradara Cohesive firm 
Gruppo FAAM Spa Cohesive firm 
Gruppo Loccioni Cohesive firm 
Gruppo FBL-Della Rovere Cohesive firm 
PRB Srl Multi-certified/naturally cohesive 
TVS Spa Multi-certified/naturally cohesive 

 
In the first group of companies, the fronts of engagement and the forms of communication of CSR are 
systematic and creative and manifest themselves in a variety of forms: 
 involvement, valorization and formation of employees; 
 transparency in processes and in the modes of governance, presence of formal and informal instruments and 

procedures for internal and external informative disclosure; 
 manufacture of products of social and environmental merit; 
 vast range of operations with the local community (donations, sponsorships, promotion and production 

directed to projects of social, cultural, environmental, etc. merit); 
 relationships with non-profit organisations and associations; 
 stable and durable collaboration with clients, providers, and financial partners; 
 attention to the global environment, across the activation of procedures and programs of environmental 

protection and of quality of life (recycling trash, reduction of emissions, saving energy, etc.). 
On the whole, such behaviors increase the level of reputation and of consensus, and augment quali-quantitative 
development; the understanding of benefits extracted counter-distinguish the Corporate Social Opportunity 
mentality (Grayson, Hodges, 2004; Jenkins, 2006). Eventual forms of incentives are not important: these firms 
“run by themselves,” they follow a path, understood the fact that “things can be seen with different eyes to 
obtain great outcomes” (P. Picasso). 

The firms that fall into the second group are located among the “multi-certified”. The typical forms are 
found in their client offerings and in their requests to their own suppliers for ethical, social and environmental 
guarantees (green purchasing – ISO and Vision certification, quality of products, etc.). Although the orientation 
is more focused on procedural forms, diverse dynamics appear: they are multiplying the fronts of engagement 
towards CSR; they research more structured forms of communication (projects to implement their social and 
environmental reports); they implement modifications to their system of government (familial succession; new 
top figures – outside of the family – general manager, managing director). The providing of measures of support 
(fiscal incentives, ratings for the participation in public competitions and bands for favorable financing, 
personalized consultancy, adhesion to moments of exchange of good experiences) can accelerate their 
development.  
 
CSR’s impact on governance 
The third area of reflection more closely concerns the aspects connected to governance, which are presented 
below. 
 Where there exists a family-based economic subject, even the non “director” share moments of reflection 

around values, strategic orientation of the firm and the rapport among members of the family-based 
government and stakeholders. 

 In nearly all of the cases there was a strategic committee, in whose meetings those with distinctive 
competences who are responsible for the firm‟s functioning participated. 

 Managers outside of the family were present (even in the position of shareholders): the figure of an 
authorized and “illuminated” general manager/managing director performed with efficacy the role of the 
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entrepreneur‟s alter ego and participated in the definition of strategic plans in which CSR was a substantial 
element. 

 Even in the absence of a supervising organ on the governance (audit committee) there were forms of “social 
control”. 

 In some enterprises the understanding of the necessity of separating house organs of governance and 
ownership was maturing, which contributes to the structure‟s managerial evolution. 

 In diverse cases the cohabitation and the generational passage were facilitated by a sharing of personal and 
familial values, as well as values of the firm, that found their synthesis in practice and in the instruments of 
social responsible management. 

 The frequency of meetings of board of directors is directed towards minimizing clashes and put to weekly 
meetings. 

 The board of directors looks inside to independent councilors and minority shareholders (including women) 
and is extended to representatives of dependents. 

 Tax breaks and services for partners and shareholders (specific initiatives, promotions, dedicated services 
and products; one can point out, for example, projects of formation on themes such as generational passage, 
tutoring activities – f. i. FAAM‟s business school – or the facilitation institutionally provided of banks of co-
operative credit). 

 Forms of participation in capital on the part of dependents are favored; spin-off processes such as the 
Gruppo Loccioni‟s way of growth, in which the birth of new enterprises often comes through co-opting 
talented business collaborators, and supporting them in assuming entrepreneurial roles. 

 Multifarious are their initiatives, of which one can report the most relevant. They are financed to make the 
function of the government house organs more transparent, beyond the aforementioned adoption of the cited 
instruments of CSR: sharing all of the management data with associations/shareholders/financial partners 
(BoxMarche presents an “enrichment” of the Global Report, addressed to the banks containing the 
prospective triennial economic plan); occasions of yearly open-house meetings during the year aimed at 
specific categories of stakeholders; regional and local meetings; holding stakeholders forums in which the 
results achieved in the past financial year are presented and objectives for the future are discussed.  

 Value orientations and ethical principles that guide strategic decisions constitute the principle facets of the 
process of social accountability and reinforce the organisational culture. Even in the absence of specific 
centers of responsibility (CSR committees), limited to a few figures or operative “nodes” of social 
management (f.i. TVS‟ working group Social Lab), the flexibility and cohesion of the structure, together 
with the direct involvement of the entrepreneur – the first “managerial agent” – makes the process of 
corporate social reporting and the development of specific skills easier. 

 Retribution and the compensation of business administrators, such as the distribution of profits, are 
illustrated in detail in the production statement and in the allocation of value added. 

 The instruments of accountability facilitate the transition from a state of listening to a proactive state 
(entrepreneur/management guided by stakeholders). 

That which follows (Table 5) summerizes the most significant elements pertaining to the relationship 
between values, mission, social engagement and commitment, and qualification of governance. 
 

TABLE 5: ATTRIBUTES OF A “SPIRITED BUSINESS” 
Play factors 
Mission connoted by strong values (ethical, moral, social, as well as economic). 
Values guide the decision-making process in adherence to the socially oriented vision and create an entrepreneurial 
vocation that makes all the difference.  
The attention to people‟s lives creates a supportive environment and renders possible the maximization of creativity. 
Inserting everyone into the center of the company and rendering it a protagonist of CSR. 
Holistic approach to CSR. 
Development of intangible resources. 
The generation of profit is necessary to the success of CSR, but its maximization is not the raison d’être of the 
business. 
The entrepreneur-proprietor is responsible for the principles and the actions of CSR. 

 
Source: our adoption of Lamont, 2002. 
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The cases considered present evident profiles of that genius loci marked by work ethic, by a strong sense of 
feeling like active members of one community in which each person rediscovers the taste and the utility to work 
with trust. This mode of operating and being characterizes the many enterprises who were born under intensely 
local conditions but who serve as carriers of Italian creativity and talent into the world at large. They plunge 
their roots into a territorial model based on “holy agriculture” (Fuà and Zacchia, 1983) that has characterized the 
Marches Region from the first half of the 1800s to the post-WWII era. These “champions” of CSR, inserted into 
a territory rich in testimonies of socially responsible behaviours, many of whom must yet emerge, are also due 
to their ability to communicate their own engagement and to their ability to manage relationships with multiple 
stakeholders. They demonstrate themselves capable of influencing and of molding the socio-economic terrain 
from which they come. And this comes from the richness and the appeal of their own virtuous testimony, called 
to “imitate the virtues.”  

 
Conclusive remarks: mission, governance, accountability in “spirited businesses” 
 
The benefits of CSR are not always easily quantifiable. For that reason, one can say that the adhesion to a 
philosophy of socially oriented management is above all an “act of faith,” but these benefits closely touch on 
governance and, especially in small firms, the link among philosophy centered on sharing CSR, strategy, 
governance and accountability is even more significant. 

First, because the process is desired by the entrepreneur and reverberates across his style of government, 
each expresses the will of the firm and translates it into the operations of the business. Second, because the 
influx on the strategic profile is manifested above all in terms of development of the culture of CSR, it is a 
process that seems to be the fruit of the entrepreneur‟s intense and sincere involvement in the multiple 
manifestations of socially responsible actions. Thirdly, this is because the accountability and the communication 
of the firms‟ CSR engagement creates effects on the organisational structure: it influences the micro-processes 
of the firm and produces effects induced by the governance, in terms of transparency of the decision-making 
process, the sharing of corporate policies, the diffusion of the instrument of delegation, greater team 
participation by the top of the decision-makers in the firm, and the multiplication of formal and informal 
occasions for reflection and for comparison. 

From the cases considered here, a model characterized by forms of stakeholders relationships based on 
instruments that provide for transparency and representation of those qualities of the firm and its principle actors 
arises. Through this way, one can view the co-penetration of the two drivers of socially oriented governance: 
discipline and commitment. The first is formalized and codified, the second is informal, emergent and value-
based (Minoja and Romano, 2006, p. 3).  

The social strategy of the enterprises observed is based on an effective government of systems of relations 
within the firm whose principle actor is the owner-entrepreneur/manager. The successful entrepreneur always 
appears to be the one who helps to rediscover values, and who is capable of creating solid rapports and “true” 
relationships with interlocutors. The focus is on his moral level and on his capacity to realistically create an 
ethical corporate culture, a unified cultural environment, a common language and, in other words, for a socially 
oriented governance. Beyond the formal application of formal methodologies those businesses are able to taking 
on efficacious forms of engagement and stakeholders relationships, so that they are capable of “grasping their 
essence,” pinpointing their expectations, responding to and offering solutions, and creating cohesion around 
projects and values of ample breadth. These are testimonies of entrepreneurial passion; they are given 
organisational strength and intangible riches.  

The profiles of “convivial enterprises” (Balloni and Trupia, 2005) that emerge do not correspond to a 
codified managerial model, but to a business “way of being” in which conviviality is not merely a sentiment, but 
is an operative practice for organisation and governance. In such contexts the capacity of individual initiatives, 
in absence of rigid forms of hierarchical coordination, remains vibrant. It is spurred on by the sense of belonging 
(the status of the collaborators prevails in the organizational arrangement) and on diffuse empowerment. That 
which is given achieves superior goals with respect to the forms of government that privilege the achievement of 
objectives in the logic of “executiveness” based on a system of checks and balances. “Enlarged” governance and 
control is a sort of “effect” of a socially oriented philosophy and of the relative instruments of accountability, 
which institutionalize and give representation and transparency to the quality of the firm. These last elements 
signal the passage from one model of informal responsibility, still prevalent in the universe of small-sized firms, 
towards a new, proactive model “from the concept of enlightened entrepreneur to CSR policy.” 

In the face of large-scale corporations‟ power and impact, however, one cannot but mention the possible new 
and important role of small and medium-sized businesses in providing examples of, and “driving,” real means of 
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good governance – many of which truly spring from that family-based world of capitalism, often criticized –, 
which hosts precious testimonies of integrity strategies (Paine, 1994), capable of generating trust towards the 
firm and the entrepreneurial conduct. This permits us to conclude by affirming that between CSR and corporate 
governance there exists a successful nexus. SMEs are especially revelatory, because it is not essential that the 
extraordinary or eclectic actions are prominent, but rather that those exemplary ones stand out, they bear small 
things with great intentions.  
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Endnotes 
 
[1] In the definition of an SME, along with the attributes defined by the Recommendation of the Commission of 
the European Community on 6 May 2003; 2003/361/CE, the qualitative parameters were considered 
(independence of the economic subject, connection between ownership and control), following a setting 
diffusely adopted in the studies and in the research on small-sized businesses.  
[2] The Global Report contains asset and liability statement, social and environmental report, and an analysis of 
intellectual capital. 
 
[3] Molteni (2004) identifies a typology of orientations among Italian firms, based on two coordinates (intensity 
of the phenomenon – that is, the socially responsible behaviour – and qualitative aspects linked to the practice 
and to corporate behaviour): cohesive firms, multi-certified, aware, able to be mobilized, skeptical. 
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Abstract 
 
The growing complexity that characterises the current economic situation has caused the role of relationships in 
business management to rise in importance. In this study, there will be a focus on the rapports that an enterprise 
establishes within its environment, as related to the intersystem dependencies that exist, making specific reference to 
the network industries. Given that the relationship between client and consumer may take on particular importance, 
if it managed well it can aid the creation of a network of consumers who are capable of self-organisation. There has 
been some analysis of the tools available to government organisations that support their establishment. There has 
been need to investigate more thoroughly the controllable variables of business set-up between 
appropriation/integration versus compatibility/licensing. As far as empirical evidence demonstrates, there is a greater 
propensity in licensing network industries in respect to economic sectors in which network externality has not 
appeared. 

The Main Characteristics of Network Industries 
 
The types of network industry are wide and variable, comprising of a multitude of businesses operating in 
different sectors (one thinks of, for instance, the telecommunications sector, the producers of hardware and 
software for computers, the music industry, that of video players or video movies, of videogames, etc.) The 
main characteristics that define businesses offer “network products” are: 

 Complementarity, compatibility and standards, 
 Switching costs and lock in, 
 Important economies of scale in production, 
 Network externality. 

The concept of complementarity, tightly bound to the so-called hardware-software paradigm (Katz, 
Shapiro, 1994), is concerned with the requirement to use both these elements in such a way as to derive 
maximum benefit for the consumer.  

The term compatibility generally relates to the possibility for two machines (computers) to use the 
same software or to operate on the same standard (that is to use the same operating system)i.  

Irrespective of the numerous options available, it seems that a single technology emerges as a dominant 
one. This comes as a result of pressure towards the adoption of one single standard technology that then 
becomes the dominant one (notwithstanding the fact that in many cases it is not the more technologically 
advanced). This is motivated by the benefits that producers, distributors and clients derive from the 
compatibility. The lifecycle of technology tends to be thus; they are extremely path-dependent and for this 
reason, unpredicatable events that occur in the first phases of the cycle are able to provoke substantive impacts 
on the final outcome (Williamson, 1998)ii. One observes, however, that the factors on which the aforementioned 
“unpredictable outcomes” exert their influence (and that therefore support the use of a dominant design) can, at 
the same time, withstand the pressure caused by the strategies adopted by businesses. As such they can take 
control of a certain of level of the process involved in the adoption of technologies (in this way they would not 
be considered as merely random events) (Schilling, 2000). 

Amongst the main motivations that originate mostly in the high tech sector, is the convergence of 
business towards a single technological option that leads on to the establishment of a dominant designiii (Suarez 
and Utterback, 1995). It is demonstrable that the occurrence of increasing dividends from the adoption of the 
technology has a knock-on benefit on market-penetration and the use of technological products from which a lot 
of producers can enjoy the benefits as much as the users. From the producer‟s perspective, the increasing profits 

can be measured in the form of product-awareness (and therefore also the supply side economy of scale). On the 
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other hand the users of that product can be seen to benefit through the so-called network externalities (or more 
precisely demand side economy of scale). As already stated, the focus of this study will be on this last aspect. 

Another typical characteristic of network industries is the presence of switching costs or transition 
costs that create burdensiv for the individual (or a business) that should be able to be sustained by abandoning 
the technology in use and taking up a new one. The costs involved measure the degree of dependency the 
supplier of the technology has on the consumer, thus constituting a barrier to the release of the product and 
slowing take-up where the competitor‟s technology is not compatible. For the owners of new technology start-
ups, the transition costs represent a hurdle when the release of their product incorporates an incompatible 
technology compared to one already available in the market, even if it is more technically advanced. The 
customers, in fact, often remain “stuck” with the network from their current company for the sake of the 
switching costsv (Farrell and Saloner, 1986). For this reason, one of the instruments of defence against the 
appearance of new competitors that manufacturers of old technology more frequently use, are various types of 
lock-invi (Shapiro and Varian, 1999) where there is at least one associated type of switching costvii. For their 
part, the suppliers of new technology, in order not to endure the presence of the transition costs and in order to 
render their own offer more attractive, would have to be in a position to guarantee a benefit that is greater than 
the costs that the customers would incur for transferring. Such benefit could come from the technological 
superiority of the new machineviii associated with an adequate promotional strategy and appropriate pricing 
policy. In particular, the switching costs can reflect on the pricing policies in two ways, already mentioned 
previously: 

 If the consumer is already locked-in on the network, the company can increase the price up to a limit 
represented by the transition cost, 

 If the consumer is not yet locked-in because there is no network yet in existence, the business will head 
for a pricing policy for market penetration with the aim to create a critical mass of customers who, once 
locked-in to the network, would be subjected to pay a higher price. 

The Network Externality 
 

Some economic sectors, in particular those that re-enter the network industry environment, are characterized by 
so-called network externality or network effects since the value that a single user assigns to the product can 
increase the number of users of that product (Katz and Shapiro, 1985). The greater usage that the consumer 
makes of a product that is effected by the network, beyond effects deriving from belonging to the same 
“physical” network (direct networks effects), can also depend on the market-mediated effect (indirect effects of 
networks)ix. That is to say, it can be expressed in terms of greater economy of the product, greater speed in its 
retrieval (also in secondary markets), availability of a greater assortment of complementary assets, better 
services than maintenance, etc.x (Farrell and Saloner, 1985).  The indirect effects of networks usually manifest 
themselves in hardware / software systems, where the decision of adoption of the technology by the single 
consumer is reflected on the future availability or the future prices of the complementary products  xi. This 
peculiarity of some goods imposes upon enterprises, operating in such sectors, the pursuance of an objective that 
is indispensable for the survival of the said enterprises.  That is, the establishment of a wide base of hardware 
installed near their customers. As stated before, the main motivation is that it pushes the potential consumer to 
adopt a specific technology that is proportional to the usefulness that one hopes to gain from its employment. 
The quantification of such an advantage is based on the historical sales of the product (therefore on the base of 
customers already constituted) and on the expectations surrounding the future adoption of the same technology 
(therefore, on the potential widening of the installed base) 

The size of the installed hardware base is influenced by numerous variables, some of which depend on 
the strategic choices operated from the enterprise, others, instead, as already said, derive from random events 
that occurred in the first phases of the lifecycle of the technology. These can be seen to be capable of ultimately 
provoking significant impacts on the products performance (path dependency and lock-in) (Arthur, 1989) and 
that can then lead to the regularisation of a “dominant design”. 
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The creation of the Consumer Network  

The main strategic areas, within which the government body for enterprise can make decisions capable of 
influencing the spread of networks, are:  

- Pricing policies, 
- Promotion policies, 
- The choice of compatibility with other standard technologies and licensing, 
- Timing of product release, 
- The relationship with the suppliers of complementary products 

Pricing Policy 

Relative to the price as a determining factor in the network size is ample evidence that often the adoption of a 
penetration strategy that anticipates lower prices, is more appropriate in attracting potential customers in the 
launching phase of a new technology (that is, when the network is in ascension) (Katz and Shapiro, 1986). Once 
a critical mass has been reached, the business can then increase the price of its products to a degree that is inline 
with the ability of the new customers on the network to pay to remain with that network (which has by this stage 
increased to a considerable size). In fact, after attaining a critical mass, the enterprise also gets to benefit from 
the economies of scale in production that gives three possible alternatives: a) to reduce the price of sale; b) to 
improve the quality of the product in parity with the price; c) to leave price and quality as they are and to enjoy 
greater profits derived from the increased up-take. 

Promotion Policies 

Another relevant variable in the process of creating a network of consumers is the policy of promotions adopted 
by business that, above all, gives weight to the first stages in the lifecycle of a new technology. Such an 
assertion, beyond the observations previously made regarding the probability of adoption, is derived from a new 
technology (that does not depend exclusively on its technical potential, but mainly from the numbers of 
customers that have already made a choice and the expectations of adoption by most of the users), as well as 
from the analysis of current theories in the literature in respect to the path of growth (or depth of diffusion) of a 
new technology. Graphically it can be described by a sigmoid curve with a base axis of time against the number 
of acquired customers. Such a curve is symmetrical when the technology attains its maximum speed of spread 
exactly in the middle of its path of growth, and is asymmetric when the maximum speed of spread is attained 
before the middle of the same path (Malerba, 2000). 

Generally, the relatively long introductory step is followed by a faster growth encouraged by the 
increasing number of users. One of the causes accounting for the slowing down of the process in adopting a new 
technology by the users is contained in the „critical mass‟ models of diffusion, based on the assumption that a 
new technology is always able to bring about, for those who adopt it, a number of benefits superior to the 
existing technological expectations. If the adoption occurs slowly, this is due to the lack of information about 
the new technology both in terms of its existence and of its performance. 

According to this model, the necessary and satisfactory condition for adopting the technological 
innovation is thus the diffusion, among the potential adopters, of the information related to it.  If the process of 
diffusion of the information should be started by internal sources to the group of the potential adopters 
(generally the pioneers, those who, having adopted the new technology first, have acquired experience on it xii) 
(Viardot, 2004), the diffusion path would take the shape of a symmetric S curve (logistic). If, instead, the 
information comes from external sources (providers of the innovation, public agencies promoting the 
innovation, mass media such as television, press, etc) the S curve describing the diffusion path is asymmetric. In 
these two cases, the possibility of adoption depends on the intensity of communication among the agents and by 
the advantage given to the innovation rather than to the competitors‟ technologies. 

Obviously, it is possible to conceive models in which the transmission of information linked to the new 
technology occurs at the same time by sources internal and external to the population of adopters. In that case, 
the diffusion path is graphically represented by an S curve whose degree of asymmetry depends on the relative 
significance assumed by the two different typologies of informative sources. 

All the actions aimed at influencing the expectations of the potential adopters about the technical 
characteristics of the new technology and especially about its range of diffusion among the users will probably 
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lead the product to be as successful as a dominant standard. Moreover, such processes will be much faster as 
these expectations become more optimistic (Loch and Huberman, 1999). 

Choices of Compatibility and License Relations 

The other strategic choice producing effects on the size of the consumers‟ networks is the compatibility or 

incompatibility among different standards. In the presence of compatibility, the users will always obtain benefits 
because they are proportional to the size of the network to which the user belongs or aims at belonging, and 
obviously, in case of incompatibility, the established base is wider. From the point of view of the offer, all the 
incumbent companies will get a benefit from the compatibility among different technological standards instead, 
if their market shares are similar, whilst if differences in dimension are present only the companies with a 
smaller network get a benefit. For this reason, the companies with a wider established base could oppose the 
introduction of a compatible technology (Cambini and Ravazzi and Valletti, 2000). 

The diffusion of a new technology can go through acceleration due to the decision of the „parent‟ 

company to grant licences, also to competitors companies, for having resort to its utilization or „open systems‟ 

(Bonaccorsi, Rossi, 2002).  
The advantages coming from this decision are mainly represented by the possibility of rapidly 

spreading their own technology among their users, and have, as a main consequence, the blocking of the 
diffusion of competitors‟ technologies and the greater attractiveness of their technology for the producers of 

complementary goods. 
Obviously, the choice of the alliance can bring about some disadvantages. The greatest of which is 

represented by the assumption of possible opportunistic behaviours by one of the partners. In fact, it is 
impossible for the technology owner to predict all the possible contractual limits of its utilization; for this reason 
legal devices can contribute to reduce such risks but not to eliminate them (Hill, 1987). Furthermore, the greater 
the diffusion of a technology coming from the granting of the user licence, and increasing the number of 
providers of products related to that technology, can cause an excessive reduction in prices, thus preventing the 
technology owner from enjoying the economic advantages that could have been obtained without a licence. 

Timing of entry 

The timing of entry is about choosing whether to introduce a new technology in the market earlier than the 
competitors xiii or to assume the role of follower. The first option is probably the one with the greater possibility 
of risk in the first phases of the life cycle of a product or technology. The company‟s choices about marketing 

levers are mainly based on predictions about the consumer‟s behaviour and not on their revealed preferences. 

Moreover, the first company to move on a technology meets high expenses for research and development and 
has to face the threat of imitation by competitors. Finally, it often takes responsibility to contribute completely 
to the production process of the new technology facing, in some cases, the problems caused by the shortage of 
compatible complementary goods. These difficulties are balanced by the opportunity for the innovating 
company to assume the image of technological leader of the market and, consequently, to reinforce its brand, 
thus encouraging loyalty from the already acquired customer and widening its clientele. The „first mover‟, 

moreover, can get further benefits from the transition costs that its clients have to meet in order to abandon the 
technology in use and adopt that of the „followers‟ and from the opportunity to enjoy the benefits coming from 
the exploitation of poor resources (privileged relationships with providers and distributors, exclusive 
government licenses, etc) and from the increasing adoption incomexiv. 

Complementary products  

The availability of complementary products is one element that assumes a particular significance in the creation 
of the hardware base installed at the clients‟. The fact that an external network occurring in the market related to 

the hardware-software paradigm is mainly linked to the possibility for the user to benefit from a greater number 
of complementary products, of higher quality at lower prices and to the increasing numbers of user of the 
compatible technology. Between the main and the complementary goods there is a relationship of mutual 
influence. The diffusion of the software depends on the degree of hardware diffusion that is facilitated by the 
quantity and the quality of available software compatible with it. For this reason, the hardware producers should 
aim at establishing profitable relationships with their own distributors, with the producers of complementary 
goods and also with the users of their technology in order to rapidly create the customer base and consequently 
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increase the availability of complementary products which can further contribute to widening of the established 
base. It is interesting to remember that besides the above-mentioned switching costs and the consequent lock-in 
effectsxv, the appropriate regulation and system, and the characteristics of the technological environment are 
among the company‟s external factors influencing the creation of the network. 

***** 
It is not possible to ascribe the consumers‟ network size, and consequently the predominance of one technology 

over the others, to only one of the factors mentioned above. Such a result derives, in fact, from the common 
action of all the abovementioned variables both internal and external to the company, which are interrelated. As 
commonly known, the company‟s performance depends on the strategic and tactical decisions taken by its 
relative government body, but also on the dynamics regarding the macro and micro environment in which it is 
included and which, as a partially open system, draws commitments and provides rules representing threats or 
development opportunities. 

The size of the hardware base installed at the customers‟ site is thus a variable depending on numerous 

factors, some of them are directly controllable by the company, and others are to a lower extent. In summary, 
this can be represented by the following formula:  

Installed base = f (T, p, P, C, t, L, PC, S, AC) 
Where:  
T = technology, p = price, P = promotion, C = compatibility, t = entry timing, L = licensing, PC = 

complementary products, S = switching costs, AC = competitive environment.  
All the above-described elements xvi take a specific significance in any phase of the process leading a 

company‟s technology to become the dominant one on the market. This process can be divided into the 

following five steps (Suarez, 2004): 
a) The first step is characterised by the activity of research and development carried out by big 

companies possessing knowledge on a given technology, by new entrant companies and by researchers 
belonging to universities and research institutes. At this point of the process, the factors assuming greater 
importance are the company‟s credibility and the researchers‟ capability that could be encouraged to work for 

bigger companies, as they have a greater availability of funds to assign to research. In this step, moreover, 
among the environmental factors there is a great importance given to the appropriateness of the research results 
and the characteristics of the technological environment, as to the nature, size and market power of the people 
operating in this phase that reduces the cooperation and competition level among the players, even for the 
future; 

b) The second step is addressed mainly to understand which of the results obtained in the previous 
phase is technically possible. The demonstration of the success of a project by a company brings about evident 
effects on other companies in the market that have to consider the possibility of competing with them, and thus 
proceed individually with the application of their operation, or taking the opportunity to collaborate with them. 
The variable assuming a particular importance is the company‟s technological superiority, while, among the 

environmental factors, the influence of regulations is the most noticeable. In this step the outline of the 
potentially dominant technology can already be sketched. 

c) In the third step, the variables that mainly influence the competitor‟s performances are represented 

by the decisions regarding the marketing levers, particularly the timing concerning the launch of the new 
technology on the market (that can allow the first mover to take the advantage), its price (generally a penetration 
price is fixed) and the promotional policies aimed at influencing the expectations of potential adopters; 

d) The fourth step is characterized by the necessity for the companies on the market with goods that 
include new technology, to acquire yet wider customer base, which will affect the network effects. The 
company‟s credibility can represent an element encouraging the potential users to adopt a new technology 

because this variable is synonymous with reliability;  
e) In the fifth step of the process it is evident the sharp dominance of one technology over the others 

whose position is easy to support in the hypothesis of a wide installed base which has generated evident network 
effects and high switching costs. The competition characterizing the market at this stage is defined by some 
authors as “within-standard” as it involves companies that are present on the market with products incorporating 

the same technology (thanks to the acquisition of the rights for its use).  
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Technology Licensing 
 

In the so-called network industries, business administration has to take different decisions in order to guarantee 
the creation and the consolidation of a large customer base. This aspect has, as previously underlined, an 
extraordinary importance in terms of the competitiveness of the enterprises operating in specific fields.  Here the 
size of the customer base represents the element that can stimulate the development and the spread of 
complementary products and, in this way, contribute to generating that network externality that represents a 
binding foundation for the survival of business within the network industries. 

On the bases of such a fundamental premise, it is necessary to give a new interpretation key to the 
natural trade-off between two options: that of “ownership” and of “accessibility/compatibility”. This new option 

could be the guiding principle for guaranteeing a solution to the above-mentioned trade-off in the generation of 
a wide customer base in a short period. For such a purpose it is necessary to supply an interpretation of different 
managerial concepts of ownership /accessibility referring to developed technologies, which can specifically be 
aimed at the development of the customer base by reason of the importance that it assumes in guaranteeing 
competitiveness within the network industries. 

The managerial tool associated with the choice of “accessibility”, used to estimate the benefits and the 

real conditions associated with such an option, is licensing (Bonaccorsi and Rossi, 2002), a strategy that 
encourages the transfer of technology between two different economic agents. A licensing agreement is set up 
when “one party, the licensor, who owns or otherwise controls the right to specify the uses of a legal right, 
grants to the other party, the licensee, the right or license to utilise the legal rights for the purpose specified in 
the contract between the parties.” (Gutterman, 1995). Against the acquired technology, the licensee engages in 
paying a flat fee to the licensor, that is the royalties proportionate to the profits granted by the acquired licence. 
The licence agreement is a contract between the parties, it can have different shapes and leaves some contract 
clauses to the free will of the parties; however, there are some key elements that characterize the licensing as the 
peculiar modality of transfer and commerce of technology. First, the object of the same licence must be 
specified; it is often not only a single right of intellectual property (technologic patent, licence, trademark, etc) 
but also a mixture of several rights of intellectual property (for example, in that case in which the transfer of the 
technologic patent is not sufficient itself to the licensee for the production and the commerce of the product, 
because the transfer of the corresponding trademark is also essential). Second, it is necessary to define, in a clear 
and unambiguous way, the licence extension, with reference to the use of the right of intellectual property 
beneath that peculiar licence agreement. In particular, there is the distinction between the simple use-license 
agreements, that allow to transfer the right of intellectual property mentioned in the contract without cribbing 
itxvii, and the broad license, that vice versa allows the production and the distribution of the specific object of the 
license agreement. The concrete accessibility of this kind of strategy for the technological transfer depends on 
the possibility of the two parties (the licensor and the licensee) to profit by the subscription of a license 
agreement. Referring to the potential licensee, in literature, the main advantages of this option, against the high 
price of the contract itself, are the possibility to acquire technologies without supporting the connected costs and 
risks of the R&D systems and to get, not only the technology but also the reputation, the experience and the 
image of the licensor. More complex is the analysis about the convenience for the licensor to favour the transfer 
and therefore the sharing of the technology through the licensing. Why and under which conditions an enterprise 
should decide to renounce to the development and the exploitation of the in-house technology through the 
choice of the vertical integration in order to favour the sharing and the commerce of its own technologies? The 
economic-managerial theory tried to give an answer to such a question starting from the fundamental 
contribution of Teece (Teece, 1988). In the traditional managerial formulation, the main way for the 
development and the commercial exploitation of the technology is represented by the in-house improvement 
through the vertical integration. This kind of choice is considered favourable because it guarantees a greater 
control in the modalities of the use of the developed technology, and a greater degree of suitability of the 
financial returns generated by the developed innovation.  The choice to market the technology developed inside 
the company through contracts of technology licensing has therefore, according to this theory, a “residual” 

value, because it is considered convenient just within circumscribed areas. In particular, this strategy can be 
used in those cases in which: (a) the licensed technologies are old generation ones, because they have already 
been used and it is necessary to look for further benefits; (b) the enterprise doesn‟t consider it a “key 

technology”, because it is derived from production diversification processes; (c) the enterprises try to reach, 

through the licensing, geographically distant markets which are not deserving of being caught up through a 
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vertical descendant integration strategy. The concept of “residual value” referred to the development of 

agreements for the transfer of technology has evident limits, because in some cases the technology licensing has 
been applied to the market of new generation technologies, since it is a good option in the managerial practice. 
This fact led to face the topic of technology licensing and the “compatibility” option, without considering the 

stiff restrictions of the classic economic-managerial theory.  
The conceptual starting point in the search of flexible parameters, that can orientate the managerial 

choices about ownership/integration versus compatibility/licensing, is revealed in the acknowledgment of the 
discontinuity of the relation between the development of the technological innovation and the possibility to 
reach a technological and/or commercial monopoly through the vertical integration. The development of 
innovative technologies is not a synonym of technological and commercial monopoly; therefore, this must find a 
complement in strategic choices, such as the technology licensing, able to generate more financial returns from 
the developed technologies. On this bases, theories (Arora and Fosfuri, 1999) have been developed on the 
importance of the technology licensing in order to explain the factors that lead to choose between the in-house 
improvement, associated with the vertical integration, and the beginning of relationships through the technology 
licensing. For this purpose, three orienting factors that lead to this choice have been detected: the availability of 
complementary assets, the consistency of the transaction costs and the intensity of the competition in the 
markets in which the enterprise operates. With reference to the contribution of Arora, Fosfuri and Gambardella 
(Arora and Fosfuri and Gambardella, 2001) for ulterior deepening, we point out that the choice to develop the 
in-house technology through vertical integration processes represents the right way for those enterprises that 
have complementary assets for the development of the technology, in terms of nets of sales and customer 
services. That is, also in the hypothesis that the enterprise has not such complementary assets, it can develop the 
in-house technology buying them within the time that the competitive process imposes and, above all, 
supporting inferior costs, included the transactional factor, with respect to the smaller profits associated with the 
choice of the licensing. Moreover, the eventual limited competitiveness of the market in which the enterprise 
operates could make it possible to use the in-house strategy during the commerce of the developed technology in 
reason of the absolute importance that, in such a competitive context, the guaranteed technological superiority 
derived from the created innovation assumes. 

On the contrary, the licensing appears preferable, as the counterpart of the vertical integration, in the 
cases in which the enterprises have not the necessary complementary assets, that is that it operates in a high 
competitiveness context in which the development of new technology cannot generate a commercial monopoly.  
Therefore, the licensing technology becomes important in the growth of the enterprises, with reference not only 
to technologies of old generation, but also in order to support the development and the increase of radical 
innovations of new generation, even in relation with some specific conditions. However, the choice to market 
the in - house technology through licensing agreements has some obvious limits (Cesaroni, 2005) essentially 
related to the nature of the licensed technology (transactional and cognitive limits). High transactional costs 
associated with the definition of an adapted licensing agreement make, in fact, particularly onerous and risky 
such strategic option, limiting its convenience. Furthermore, the most the knowledge of the technology to 
transfer is “sticky” (Cesaroni, 2005), the more complex and onerous is to transfer the technology from the 
subject that generated it to a third user. 

Technology Licensing in the Network Industries 
 
This analysis shows the features of the technology licensing with specific reference to the conditions of the 
success of this strategic option depending on its advantages and disadvantages. It is also useful to underline the 
specificity that the technology licensing assumes with reference to the network industries.  

As previously highlighted, in context these sectors, a „competitiveness‟ variable is represented by the 

ability of the enterprise to create, develop and feed a wide customers base and to cultivate customers‟ loyalty in 

a short period of time. Therefore, the technology licensing must be used in reason of its ability to grant the 
enterprise the attainment of the above-mentioned objectives. The choice of an enterprise to licence its own 
technology, in a context of network industries, is due first of all to the requirement of widening the phantom of 
the subjects that can “develop the market” of its own technology in order to diminish the time necessary to 

create a meaningful customer base. That determines specificity in the interpretation of the eventual advantages 
associated with the technology licensing, with reference to the network industries. It is necessary to: (a) try to 
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define schematically which can be the factors that orientate the choice between vertical integration and 
technology licensing, with specific reference to the network industries; (b) underline the specific interpretation 
of the identified variable within the network industries. Thinking of the “work in progress”, we suggest the 

following explicative variables of that choice: 
 Availability of complementary resources assets; 
 Competition intensity; 
 The transaction costs with reference to the licensing; 
 Enterprise size. 

First of all, the enterprise owner of the technology chooses to license that technology in order to favour 
its commerce on the basis of the availability of complementary resources asset. If the enterprise hasn‟t the 

complementary resources necessary to start the in – house marketing, it is obliged to license the technology. The 
decision is more complex if, vice versa, the enterprise has the complementary resources. There would be three 
alternatives: (a) developing the in-house marketing; (b) choosing not to engage itself directly in the spread of the 
technology and therefore start licence agreements (passive multiple licensing); (c) deciding to license the 
technology but also to directly market it (aggressive multiple licensing). Even if the enterprise has the 
complementary resources, it could likewise license the technology. The licensing is therefore feasible, even if 
the complementary resources are available, if the enterprise thinks that the increase in the number of the 
economic subjects (licensee) that can contribute to the creation of the market for the enterprise (through the 
widening of its customer base) represents the best choice, seeing that the profits achieved through the royalties, 
and above all trough the increase in the sales can compensate the lower profits of the in - house marketing. 

An important variable for the resolution of the trade-off integration/licensing concerns with the 
competition intensity. We can explain this aspect through two fundamental parameters: the existence of elevated 
barriers to the imitation of the technology and the existence of an elevated number of current and potential 
competitors. We can state that, with specific reference to the network industries, the higher is the competition 
intensity; the best choice is the licensing, also for those enterprises that own the competences and the resources 
necessary to start the in-house marketing. As a matter of fact, within the winner take-all (Schilling, 2000) field 
the possibility to assert a dominant technological standard is functional to the same business survival; the 
enterprise therefore has to diminish the risks associated with the definition of a standard not able to stand out the 
market. If the enterprise licenses its own technology and, consequently, involves the potential competitors in the 
spread of the developed technology, it can avoid the possibility that the competitors develop an alternative 
technology. On the contrary, if the enterprise thinks that there are not enough current and potential competitors 
that can threaten its technological standard (technological monopoly) and that the possibilities to imitate the 
developed technologyxviii are limited, it can start the in-house marketing in order to transform the technological 
monopoly in trades monopoly and to capitalize the profit of the investment on the technology development.  

As previously underlined, one of the main limitations to the development of licensing agreements is 
due to the high transaction costs that make this option particularly onerous. For this reason, in presence of high 
transaction costs, the vertical integration is preferred. With reference to the network industries, however, the 
high transaction costs don‟t seem to be the only one reason that let an enterprise choose the vertical integration. 
The enterprise, in fact, can decide to license its own technology, even if this option has high transaction costs, 
because it esteems that this costs are lower than the revenues obtained through the creation, in a short time, of 
the customer base, feeding the “virtuous circle” of the network industries. In a meaningful passage, Hill (Hill, 

1987) in fact highlighted that a wider customer base determines a greater availability of complementary assets. 
This has a positive impact on the customers with reference to the technology value and consequently determines 
an increase of the demand and of the customer base size, guaranteeing the circularity of this relation. The 
licensing can therefore find an economic justification also in presence of high transaction costs, if these costs are 
lower than the “increasing returns”(Hill, 1987) that can be generated if that new technology becomes a market 

standard. 
At last, it is necessary to highlight the fact that the size of the customer base, often closely related to the 

size of the same firm, can orient the enterprise in the choice between pliancy and sharing. The decision to 
license technology, with reference to the network industries, seems preferable for those enterprises, often small 
and medium sized enterprises, characterized by a small customer base, with the hope to enlarge it through the 
licensing; on the other hand, those enterprises that have already a meaningful customer base will mainly pursue 
the vertical integration, in order to maximize the revenue derived from the in-house marketing of its own 
technology. This theory, however, has a fixed interpretation: will the enterprise (that today chooses the licensing 
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because cannot count on a sufficiently wide customer base) be able tomorrow (when its customers will be 
sufficiently widened) to modify its choice and decide to use the in-house marketing? The answer is strictly 
related to the degree of control of the enterprise on the development of the licensed technology during the period 
in which that technology has been licensed. However, it is not easy for the enterprise to adequately control  xix the 
licensed technology, without ulterior radical innovations; for this reason, the enterprise cannot decide to pass 
from the licensing to the in-house marketing at a particular stage of the customer base development. 

Conclusions 
 
The profitability deriving from the technological standards depends on the solution of the trade-off between two 
options: acceptability, that is to facilitate the use of the new technology in order to increase number of the 
adopters contented, however, with a weaker control on property rights (for example, IBM Personal Computer); 
and the possibility of ownership, which, on the other hand, implies a careful control on the property rights, but it 
can also delay or, in the worst cases impede the attainment of a critical mass of users of technology itself (for 
example, Apple Macintosh) (Grant, 1999). The choice between the two alternatives is conditioned, 
consequently, by the necessity of the marketers to quickly build a network among the consumers that self-
fostering. The creation of a sufficiently wide customer base represents, therefore, the guiding principle in order 
to interpret, in key network industries, the trade-off of starting up processes in vertical markets to commercialise 
in-house marketing for developed technology, that is, to define technology-licensing agreements. From this 
analysis, even acknowledging its character of work in progress and the necessity of further theoretical and 
empirical feasibility, some specificity in the evaluation of the choice of owner licensing in network industries 
emerges. In particular, the greater differences attained not only the number and types of variable that are able to 
direct this kind of said choice, in as much as in interpretive specificity network industries.  In particular, a 
greater tendency to licensing emerges in the network industries compared to the economic sector in which there 
isn‟t any network externality. Thus, it not by chance that the sector in which licensing is greatest is in the 

network industries par excellence, the software field. 
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End Notes 
 

 Even though this study results from a collegiate collaboration by the authors, paragraphs 1 and 2 are 
contributed by Paola Scorrano, paragraphs 3 and 4 by Pierfelice Rosato, the conclusion by both authors. 
I It can be further defined as „http://www.proz.com/?sp=gloss/term&id=475124backward compatibility‟, the 

ability for a machine to be compatible with a previous model. 
II For example, if an event gives an initial advantage in the adoption of a technology, it could have beneficial 
effects on the learning curve or to the development of complementary technology, and its foot hold in the 
market grows in an exponential manner so that the technology has such an advantage that for the competitors to 
catch up becomes an almost insurmountable task. It could also be hypothesised, however, that the other 
technologies, even if they are more technically advanced, get pushed out of the market. On this point, reference 
can be made to Williamson, O.E. (1998).  I meccanismi del governo. L’economia dei costi of transazione: 

concetti, strumenti, applicazioni. FrancoAngeli, Milano, 343 and following. 
III <<We think that the emergence of a dominant design is the result of a fortunate combination of technology, 
economic and organizational factors>>. Suarez, F.F., & Utterback, J.M. (1995). Dominant Designs And The 
Survival Of Firms. Strategic Management Journal, 16 (6), 416-417. 
IV Measured not only in economic terms, but also as loss of time and, more generally, uneasiness. 
V The QWERTY keyboard is exemplary here; although once inferior in the market it has succeeded in 
preventing the adoption of faster and more ergonomic keyboard alternatives because of the habits already 
developed by numerous typists who „touch-type‟ (“battitura alla cieca”). Excess inertia can be defined as <<a 
socially excessive reluctance to switch to a superior new standard when important network externalities are 
present in the current one>>. Farrell, J., & Saloner, G. (1986). Installed Base And Compatibility: Innovation, 
Product Pre-Announcements And Predation. The American Economic Review, 76 (5), 940. 
VI Situations of lock-in derive from contractual agreements; from the purchase of durable goods, from specific 
training, from the complementarity between hardware and software, from the established supply of specific 
goods, from the support of research costs, and from customer loyalty programs. Shapiro, C., & Varian, H.R. 
(1999), Information Rules, Etas, Milano, 141 and following. 
VII “I ricavi provenienti dai clienti soggetti a lock-in altro non sono che il rendimento degli investimenti 
effettuati sui clienti”. Shapiro, C., & Varian, H.R. (1999), Information rules, 179. 
VIII The technological superiority of an enterprise can derive from the combined presence of a highly specialized 
field of work, of a particularly competent of management and adequate financial resources. 
IX Occuring in all commonly used communication technologies (telephone, fax, etc.).  
X On this point reference is made to Farrell, J., & Saloner, G. (1985). Standardization, compatibility and 
innovation. The Rand Journal of Economics, 1 (16), 70-71. Some of these effects, especially the greater 
availability of complementary products, occur in goods effected by the hardware-software paradigm and are 
found, in particular, in video games, video players and recorders markets, etc. 
XI In the literature, concerning the existing relationship between sold hardware components and its consequence 
on the software sector, it is said: << … the quantity of hardware sold in the present serves as a signal of the 

future price of software>> Katz, M.L., & Shapiro, C. (1994). Systems competition and network effects, 98. 
XII <<Word of mouth is even more important than advertising, on-line or off-line, especially with younger 
customers. A 2002 survey of “Netizens” in 19 cities around a world with heavy penetrations of wired Internet 
usage and/or mobile, wireless devices, asked: “Where did you first see or hear about the last technology product 

that got you very excited?” 40,5% of respondent cited a friend, family member or coworker …>>. Viardot, E. 
(2004).  Successful Marketing Strategy for High-Tech Firms. Artech House Publishers. 180. 
XIII It is the so-called pre-emption strategy leading to the first mover advantage. Shapiro, C., & Varian, H.R. 
(1999). Information rules. 333 and following. 
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XIV For further studies on first mover advantages and disadvantages see Pellicelli, C. (1999). Le strategie delle 
imprese high tech. Giappichelli. Torino. 143-150. 
XV That could be put into a medium area between the company‟s internal and external factors able to affect the 

size of the installed base. This is because the switching costs represent an external factor in case the company 
should suffer the effects passively and recognise in them a barrier to entry; on the contrary they represent 
internal factors should the company use them to create a barrier in exit for its own customers and consequently a 
barrier in entry for its rivals. 
XVI Such factors are also described in Schilling, M. (1999). Winning the standard race: building installed base 
and the availability of complementary goods. European Management Journal, 17 (3), 268 and following. 
XVII This type of licensing is used particularly in the software field. 
XVIII The protection of the intellectual property is decisive to define the technological strategies  of each 
enterprise.   
XIX One of the main limitations associated with licensing is specifically related to the degree of control in the 
development of the licensed technologies. Cf. amongst others Cambini, C., Ravazzi, P., & Valletti, T. (2000). 
Regolamentazione e mercato nelle telecomunicazioni. Carocci, Roma.  
Contact the authors for the full list of references. 
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Abstract 
 
From the first codings, management expert have underlined the real value this discipline has to balance the influence 
that the context, seen as the prevailing system, has on the government decisions and on management. 

Such need has’nt found, the realization of new studies and of theoretical innovations that could steer to a 

solution. 
The Vital Systemic Approach (VSA),  the concept of information diversity about relevance, consonance and 

resonance, introduce a representative paradigm able to focus on the impact that the qualitative dynamics have on the 
strategic choices of the enterprise, allowing you to consider not only the context of the company and its governing 
body but also the context and the value system of the main related over systems, which are, interested and involved in 
the decision making. The project, after a clear presentation about the peculiarities of   “Vital System Approach”, 

draws a methodology of action in line with the already described objectives.  
 
Introduction to the Vital System Approach (VSA) 
 
In business studies the vital system approach that conceives an enterprise as an unitary system in virtue of 
relations and interactions that connect its main elements, is not something new. 

The vitalic systematic paradigm has redefined the point of view, essentially objective, on which 
economy and business management had based its comprehension regarding the situation of the company, 
extending  meaningfully the horizon and creating an innovative way to think of the concept of an enterprise. 

In short the focus of the analysis, emphasizing the economic studies of the enterprise according to 
many studies of managers studies, concerns the moment of the system‟s decision-making . 

The government action, improving the merged potentialities able to grasp the structure of the 
potentialities inherent to the complexity of the context, lead the evolutionary dynamics, in view of the aim of the 
VSA:  survival tendency.  

The VSA allows enterprises to overcome the sense of oscillatory dissatisfaction felt by scholars 
originating from factors of time . this only regards objectives in relation to the characteristics of the enterprise 
and the context, are mainly for its survival. 

Firstly, to understand easier the features and  the capacities of an enterprise to create value, it is 
necessary to define the concept of value system: “ the concept of value system supposed by VSA, is not new. It 
has recently been introduced by Stafford Beer; it has, since its beginning, been  rich in explanatory 
potentialities.”[1] 

“The vital system is a system that survives, stays united and completed, inalterated in its form and it 

has mechanisms and opportunities to extend and learn, to develop and adapt itself and become more and more 
efficient in its context”.[2] 

Among the advantages of the systemic approach there is, indeed, the capability  to better represent the 
evolution of the enterprise, its processes of development which are continually conditioned by the necessity to 
institute and efficiently use the relations with the large number of entities present and operating in the business 
context.  

The tension towards survival, typical of each vital entity, leads to giving importance not only to the 
appropriateness  and to the coherence of the structural configuration with its aims, but, on the contrary, even 
towards the way in which a government opens itself, tires to drive the enterprise towards a form of joint-venture 
with its external context; this enables the enterprise to strenghten its own business model/example and improve 
the competitive positions reached, in view of a capacity to generate with time growing  value.  
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The creation of value does not only assure the development and the survival of the value system, it also 
satisfies, according to several methods, the needs of different over-systems that for various reasons provide 
functional resources required to management. 

So this regards a long term purpose/aim to which the whole Vital System dynamics are addressed.  
The created value is the result of appropriate management. 
The systemic approach contributes significantly towards the possibility of referring to the purpose of 

value  creation in the dynamic of enterprise. 
Thus the concept of creation of value acquires a meaning in connection with the choices and with the 

definitions of the decision-maker . 
In particular, the governing group has the responsibility to recognize the problems, and then to identify 

the right and the best subjective solutions. 
The main elements that can give the governing body the right endowment to his decision-making 

function, is the variety seen as the patrimony of information,  characterized by the informative units, by the 
value categories and by the interpretative schemes (common and of synthesis). 

These elements can‟t be seen in dimensional terms; they don‟t explain the proportions of the variety in 

relation orthogonal dimensions regarding height, depth and width, which are typical expressions in spatial terms 
representing material corps, but rather they can be considered as factors able to influence the evolutionary 
dynamics of knowledge. 
 
Informative units, interpretative schemes and value categories 
 
For summarizing value categories we intend the capacity to join elementary units of information connected to 
each other and with schemes of synthesis in a value system. 

This is the dimension of reference of the “system of value” belonging to the vital system: the entire 

“strong believes that a vital system has” 
The value categories are responsible for refusing or accepting  justifiable elaboration  in a rational way. 

These can address the use and the development of schemes of synthesis. 
They include some peculiarities: 
 serve as  subjective “filter” in opposition to the objectivity of the synthesis schemes; 
 to be strictly linked to the emotion level of the governing body; 
 to qualify states of unconsciousness centering upon how good or bad analyzed facts can be; 
 to characterize the ethics of context as to the generic moral; 
 to define the principles thanks to which it is possible to express judgement on events and facts;[3] 
 to apply a brake upon the change suggested from creativity, from intuition by the decision-maker. 
The preceding considerations and conceptualizations are valid for vital systems in their wide and sublimate 

meaning. 
The informative variety, seen as informative resource property, find an excellent adhesion with the eminent 

vital system, naturally human, but needs to be reorganized for social vital systems, which show to natural vital 
systems a reorganization of functional/practical features regarding decision making linked to factors connected 
to human relating and interacting human and artificial components/members that create the vital system.  

One may believe, in accordance with the law on the variety required of Asbhy, that the possibility of 
interaction with management organization involve a reduction of the variety to “essential” canons; so they 

can be read and shared by various system and over-systems that populate the economic management 
context.[4] 
It is clear that redefining the concept of informative variety, as resource heritage, adequate to the 

characteristics of the enterprise, has to allow them to be paradigmatically understood by conceptual facts that are 
indispensable to the representation of management dynamics. The most important and meaningful facts: 

 the existence of an independent variable corresponding to the informative resource of the natural vital 
system, that could be moved, shared and used by the enterprises; 

 the possibility of a form of coding of the inmate property of resources that it is shared in both fields of 
the enterprise, and in the linked resolutive hyphotesis; 

 the coherence with the systemic vital definition as a demand of location of the actors, their context of 
interaction capacity and the possible representation through the conceptual matrix;   
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 the valence of important indicators as the result of settling literature regarding management economics 
and vital systemic economics; 

 the formalization and the possible use of qualitative and quantitative measurements, useful to the 
description about entrepreneurial dynamics; 

 the over-coming, in terms of explanatory capacities, of traditional shapes/models that describe the 
trends and results of the management system; 

All the conceptual demands of observation and the reference to the model of informative variety required, 
the identification of the equivalent, within management organizations for vital natural systems is shown by the 
informative resource. To reach this individualization a  reflection is needed on what informative resource stands 
for. 

According to Vital System Approach literature, the informative resource can be seen as the atomic particle 
on which thought processes about natural vital system build themselves; the last segment, “the small brick”, 

essential on which each type of meaningful mental fact is erected.  
It is clear that such a contextualization can‟t and mustn‟t be transposed brutally in management fields; there 

isn‟t a possibility to qualify a vital system of an enterprise as provided, with a mind, or to have procedural 
features (as to the elaboration of the information) that could vaguely lead to the mind operation. 

Yet recovering the context of recent economic literature, the analysis of theories based on resource 
knowledge, the meaning that is implicitly awarded to theses particular type of resources, independently from the 
conceptual routes that go to develop, can be conventionally used within productive processes.  

This last consideration can develop an interesting parallel among natural vital systems and management 
vital systems. 

The first realize the processes of resolution about problems towards activities that perceive, elaborate 
and use the informative resource, the second, do no have mental processes, lead the whole vital-cycle to the 
business processes. 

Therefore the informative resource, necessary and essential to the development of any mental process 
in the natural vital systems, find equivalence, in the case of vital business systems and in the related process, 
seen as productive resource. The possibility that it is or it can be regarded as variable on which the evolution and 
the survival of the enterprise‟s vital system is all we want to prove, first of all, as for the informative resources, 

the productive ones, draw in different ways on the processes. 
The capacity of an informative resource to generate knowledge is linked to the Consonance that this 

resource shows with the thought processes (Structural arrangements synthesis) usually adopted by the 
decisioner. 

In the same way it is reasonable support that the capacity of a productive resource to determine positive 
processes on the business performance is linked to how this resource is innate to the operating mechanisms 
inherent on business processes. It is quite easy, indeed, to  recognize that being each productive resource linked 
to the over-system that has the natural level of the enterprise‟s processes of a specific resource, is immediately 

referable to the enterprise, to the consonance of the over-system itself and the enterprise under discussion. 
 
The corresponding characters of the property of productive resource 
 
Having, we hope in a clear way, noticed the equivalence between the informative resource for the natural vital 
system and the productive resource for vital enterprise systems, it is necessary to regain, in reference to the 
enterprise, an adequate equivalence, a correspondence with the endowment of variety, with the property about 
the informative resources that characterize the natural vital systems. 

It isn‟t easy to identify in the context of the representative variables the processes of enterprises, a 

corresponding dimension to the informative variety. If we point out on the distinctive characters about 
informative variety it is possible to enumerate some of the specificities: 

a) the capacity of variation mustn‟t be linearly linked to the quantitative increase of perceived resources; 
b) the possibility to exploit the resources that are essential for the optimization about the operating 

systems; 
c) more sensibility toward resources which come from over-systems or over-tidy systems; 
d) the tendency/predisposition to change towards an inner elaboration of resources; 
e) the tendency of the progressive quail-quantitative accumulability of the acquired resource. 
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Among the nominated variables that can correspond, even to the previous specificities, and in particular in 
assonance with the last point “e” which are to be considered of the enterprise: current assets, net current assets, 
investment capital, EBIT (Earning Before Interest and Taxes), net worth. 

The point “a” leads to exclude the invested capital because its adoption would establish an indistinct 

inclusion about the productive resources acquired by the enterprise in the valued period. 
For obvious reasons also most of the other variables are not appropriate to interpret point “a” and “e”. 

But all points seem to find right correspondence, in the explanatory nature about net worthor net 
capital. It expresses the consistency of the property enterprise of ownership, it represents the so-called financing 
of inner causes that promote the company. 
It is formed by the following terms: 

o the social capital, represents the capital granted by the members at the time of the constitution of the 
enterprise. It can have variations in growth or in decrease during the enterprise cycle. The increasing 
variations are connected to the contribution, even reiterated, of resources on the site of the members 
(oriented towards management politics and strategical choices); instead variations in decrease are 
connected to changes of the processes as to the pre-regular planning. 

o The surplus represents the crystallization of the strategic will of the enterprise. They detain in the 
enterprise the profits and not a lot independent governing resources useful to the management (self-
financing) adopted by the same enterprise. The surplus are equivalent to the capacity of auto reflection, 
with consequent self governing generation of further informative resources. 

o The profits to assign: are the capacity established by the profits attained in the last exercise and by 
surplus useful to the previous exercises waiting for its destination. They are indeed the considered 
results that is referred to the relative efficacy about productive resources used. It is the voice that better 
interprets the parallel with the variety of the natural vital systems. Indeed, the comprehension of 
oneself and of how a productive resource, gained from the company and engaged in the operative 
processes, can generate bigger or smaller profits, as we can see after, is referable to the conditions of 
Consonance and Resonance between the over-system that lead the productive resource and the 
enterprise that uses it. 

 
The productive resources as factors of the property change 
 
The location of the correspondences between the unrelated variable (informative resource vs productive 
resource) and dependent variable (informative property vs net property), allow to redefine for the vital 
management system the concept of Consonance; it is necessary to specify that the contribution given by a 
productive resource, in terms of contribution to the efficiency and to the efficacy of operative systems, and 
particularly, in terms of dynamics of the vital system emerging from the specific structure, is established from 
the measure in which the given resource results being adequate to the conditions of structural and systemic 
coherence with the complex organized by the pre-existent components and relations. 

The absolute preeminence about the contextualization concept stand out in all its facts.  
Even the pure increase of social capital toward progressive and growing contributions could underline 

limited effects on the variation related to net property. 
Instead a resource, restricted in terms of monetary quantification, but optimizing in terms of the impact 

on the performance (as an innovation of productive process, for example, established by the technology in the 
graphic enterprises), can have an important result on the net patrimony. 

The Vital System Approach counts, in its theory, two known dimensions able to measure the capacity 
of such resources about the property in endowment. 

These are consonance and resonance. The synergic capacity that a productive resource has got (given 
by such system) to contribute to the optimization of the processes of the detailed structure. 
In formula: 

 

where  stands for the net worthof the enterprise in connection with a quantity 
(resources given by the over system)  of productive resources. 
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It expresses the capacity that such a resource, left by a specific over-system, has to contribute on the 
change of net property. It is interesting to observe that the resource left by the over-system of property, with 
reference to the specific constitution of property that see in the contribution of members,  an unconditioned 
contribution, able to constitute in a direct way an increase of property; it qualifies itself as a resource provided 
by a predetermined consonance, proportioned by the relation that the social capital has with the net worthin its 
whole. 

Even the concept of resonance, according to the given information, has a very important meaning 
Resonance, being an expression of consonance that grows even more rapidly than the enterprise and then in net 
property, one can find in consonance generally,  comes to determine the relation with over-systems that give 
such resources to draw on the less formalized side of the net worthas it does on the profits. 

It is difficult to imagine a resonance determined by contributions even continuous, of capital, while 
resonance is easily understandable in over-systems, as the market of the supplying rather than that about 
consumption. But, as to highly rated enterprises market logic is transferred on the capital, the resonance can be 
determined by the property system. 
In formula the resonance, can be seen as: 

 

where  stands for consonance of the enterprise in relation with a quantity  
(resources given by the over system) of productive resources. 

 
The value as result of executed action to operate patrimonial change 
 
These considerations allow to develop some reflection suitable for the construction of a model based on the 
concepts of VSA, contribution to the development of a new research current of value that could lead to the 
formalization of a new and more effective indicator of prediction and performance.[5] 

In general, the concept of value is, as that of risk, imminent in enterprise management and in 
approximation, can be qualified as the richness generated by enterprise processes, in such a time period. 

In the light of the VSA, it is possible to find a clear reference to the concept of value as synthesis of the 
capacities of survival of the enterprise. 

The rise of value synthesizes the capacity of the vital system enterprise to receive agreement and to 
become legitimate, developing a good level of “consonance” and “resonance” in its context of reference; 

context, is characterized by a series of vital systems, having a definite degree of fulfillment, and holders of 
productive resources more or less critical and more or less decisive, for the optimization of the process.[6]  

In what follows is suggested, in synthetic terms, an innovative technique of value management able to 
read again, according to the VSA, the complexity about the activities that constitute the operative processes, 
extending it, as we explain after, by the only property and financial over systems, to all the subjects (important 
over system) in comparison  to which the vital system enterprise is called to create and to supply value. The 
suggested example can be seen as a strategical check methodology able to describe and to monitor the 
organizational processes to translate missions and strategies in a very complete series of the performance.    

In what follows an innovative technique of value management is proposed in synthetic terms, able to 
re-interpret in an VSA vision, the complex logic which constitutes operative processes, extending itself from the 
financial and property over-systems, to all the relevant actors towards which the vital system enterprise is 
demanded to create and distribute value. 

According to the methodology to have an exhaustive vision of the whole business enterprise,  it is 
necessary to build an organized whole of measurements that starting from the individuation of the value 
concerning the interaction of the enterprise with the only over-system that could reach to a formulation where 
the different over-systems (considered significant according to corporate governance) could be summarized in 
an univocal action permitting an evaluation of the value given in global conditions. 
It is important to repeat that the whole of the over-systems to considerate first in  a direct relation with the 
enterprise, then in connected composition, must be referred to the whole of the over-systems that the 
government organ has considered, pro tempore, very important. 
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In such a meaning an important evolution of some traditional tools comes out and they focus on some particular 
systemic relations: 
1. the perspective of the economic, financial performance; 
2. the perspective of the client; 
3. the perspective of the management for processes; 
4. the prospect of future development. 

In what follows, a strong approach can be proposed, which can enable an understanding the above 
stated relations, and others considered useful by the governing organ. 

An essential measurement for the representation of the model that requires a priority definition, is 
obviously that of value. 

Seeing that the variation of net worth corresponds to the real interpretation of the evolution of a vital 
enterprise system, we can reasonably affirm that the value given by the resource left by an over-system,  must be 
proportional to the increase relative to net worth that its use has produced. 

So the given by the resource r1 must be considered proportional to  
It is necessary to say that the proposed proportionality shows a relevant lack: 
It does not consider the different rule that the resources have about the level of relevance recognized by 

the governing organ to the over-system that releases them.. 
It is evident that the reading of the determined value in reference to a specific over-system that in 

dyadic key has released the resource, cause of property variation, must be judged according to the valence that 
the government organ  gives to that generation. 

So, for example, the value that derives from extraordinary work, and the related remuneration for it is 
correlated to the relevance attributed by the government organ to the over-system of work. 

In a market where the offer of human resource is over-dimensioned, the relevance of the system of 
work  is low, so necessarily a shorter evaluation of the value generated as to the opposite case, will realize that 
small disposability of human resources lead to a high significance of the over-system of the work. 

Therefore, in a more complete determination we can express the direct value generated by the resource 
left by an over-system  like this: 

 

 
And considered that:        

 
We have:            

 
Considering moreover that the influence corresponds to the variation of consonance in virtue of the invested 
productive resource and so it defines itself as a resonance towards the considered over-system. 

 
From which:   

 
The first one express the value generated by the resources of the over-system knth. 

The value is expressed in the government organ optics/viewpoint and so it is considered on the basis of the 
relevance attributed to the over-system knth. 

The objective measurability of the factors  and (P1-P2) could lead to suppose that the value  is 
always the same , independently from the decider, but this in not true as a consequence  of the  factor 

that, referable to a value expressed prerogative of the governing organ, introduces the feature of subjectivity to 
the given value. 
I n short, different deciders in the presence of the same accounting result as to the net property, can get to 
completely different calculations of the  given value determined by the productive resource left by a specific 
over-system. 

This  evidence allows to assert that the proposed criterion recovers a more consolidated typical limit of 
the valuation system that, even if  resorting to agreements of third index towards the enterprise (multipliers et 
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similia), remain in the adoption of models that lead to an objective  calculation, or at least shared by a 
community of reference about the given value. 

Having said that , it is necessary that it can include further methods that lead to the determination of: 
a) a general valuation able to synthesize the different contribution of the over systems considered significant 
according the government organ; 
b) a tendential evaluation that can express in the permanence of the strategic choices (validity pro-tempore of 
the specific structure) as the value of the enterprise independently from the acquisition of the new productive 
resources. 

Here some considerations can contribute to give an answer to the demand in reference to point “a”. 
First of all it is necessary to consider that the different over-systems show an objective character that 

qualifies an inertia towards the will of the decider to prefer, or not, the participation to the process: the criticality 
of the resource . 

The criticality of the resource can be objectively given (see appendix a) and forms an important factor 
of reflection being the objective part of relevance. 

It is a bond to the changes induced, subjectively, by who decides. 
It is equivalent to the value category factor we have discussed in connection with the variety seen as 

property of informative resources. 
So in analogy with the criterion that in physical sciences allows the determination of the centre of mass for 

material corps. It is possible to elaborate a synthetic formulation of the centre of the criticality of the relevant 
over-systems. 

 
Where: 
n = the number of relevant over systems identified by the decider; 

 = net pondered property about the criticality; 

 = variation of net worthinduced by the productive resources given by the over system . 

 = criticality the productive resources given by the over system . 
In short:         

 
So we can determine the relative value to the whole of the considerable over-systems: 

Considered that:        

 
We‟ ll have :         
 

 
Still following the productive resources r, we have: 

      
 

From which: 

 
so:  
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in conclusion: 

 
the need expressed at point “b” concerns a tendential evaluation that could explain the real value of the 

enterprise independently from the acquisition of new productive resources. 
We can consider the equivalent value to a general importance able to change the net  property from a 

value P1 to a value P2. 

 
Knowing that:     

 
And that:      

 
So:       

 
 
From which:      

 
 
And in conclusion     

 
 
Supposing the capacity to generate value =             

 
We have:     

 
 

This result is particularly useful to solve problems where the  value given to the results is known and is 
interesting to calculate the consonance connected to a given net property.    
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Notes 
 
 

[1] Barile S., Companies Conceived as Systems Contributions to the Vital System Approach, Giappichelli 
Editore – Turin 2006. 
[2] S. Beer, Brain of the firm (The managerial cybernetics of organization), 2d ed., Chichester, New York: J. 
Wiley, 1981. 
[3] An interesting confirmation of the used classification is observable in Howard Gardner‟s work, who 

individualized 5 types of intelligence: synthetic, creative, respectful and ethic. He sustains: “The first types of 

intelligence concentrate on forms of knowledge; the last two move mainly in the social sphere”. With this 

completely new method, Gardner concludes that there is something which gives form to information (structure 
of synthesis) and something else which can establish how and when to consider information (categoric values). 
Cfr. Gardner H., Cinque Chiavi per il futuro, Feltrinelli, 2006, pag. 17. 
There is ulterior reference regarding structure and category, represented as a whole with varied characteristics, 
conducting to Herbert Maslow: “Clothing is one of the first reactions to a situation, in other words an answer to 

a problem. This reaction is already established and has a certain level of inertia and resistance to change. […] 

We can say that clothes are fabricated to save time, work and thought, when facing repetitive situations. We can 
save a lot of thought, if a problem repeats itself in similar form, if we have a usual answer which can 
automatically be used to deal with a given problem. Thus, clothing is an answer to a problem which is 
immutable and so familiar. For this reason we can consider this as an expression of a static, immutable and 
constant world. This interpretation is based on the fact that psychologists which give importance to clothes as 
mechanisms of adaptation insist on repetition”. Cfr. Maslow A. H.,  Motivazione e personalità, Armando 
Editore – Roma, 1973, pagg. 342 e 343. 
[4] Ashby R.W., 1956, An Introduction to Cybernetics, Chapman & Hall Ltd., Londra, tr.it. Introduzione alla 
cibernetica, Einaudi, Torino, 1971. 
[5] We can observe that the growing conviction that the dynamics of value is a credible measurement of 
periodical performance has opened a third field of research regarding the value used with which “a company 

evaluates itself”. Cfr. L. Guatri, Trattato sulla valutazione delle aziende, Egea, Milano, 1998, pag. 445 onwards. 
[6] In terms of value, the VSA enables a primary reflection on this concept. All traditional approaches 
concentrate on the effort regarding how a concept, which is determined from a „quantity‟ point of view, is 

considered as „objectified‟; in other words, the value created does not depend on the subject. The VSA tends 

towards to look at the concept from a subjective point of view, underlining the relationship between the 
enterprise system it relates with. 
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Abstract 
 

In Peninsular Malaysia, it is well entrenched that the application of the statutory standard sale and purchase 
agreement (Schedules G, H, I and J) as provided in the Housing Development (Control and Licensing) Regulations 
1989, is mandatory for all house purchases pursuant to regulation 11(1) and (1A) of the Housing Development 
(Control and Licensing) Regulations 1989 and the principles decided in the case law. This paper seeks to examine the 
provisions contained in the statutory standard sale and purchase agreement (Schedules G, H, I and J) of the Housing 
Development (Control and Licensing) Regulations 1989 (‘the said agreement’) of whether the said agreement is 

compatible with the requirement of Shariah (Islamic Law), insofar as it relates to abandoned housing projects in 
Peninsular Malaysia. The determination is paramount because due to the execution of the said agreement indicating 
the equitable or legal ownership of any purported purchase of housing unit and the validity of the purchase, parties 
to the agreement may later apply for loans to purchase the unit from Islamic banks in Malaysia. As the requirement 
for Islamic Bank is the upholding of the principles of Islamic Law in its operation, it subtly opens for a question – 
whether the said agreement too complies with the requirements as set out by Islamic Law? For otherwise, the 
subsequent loan agreement obtained from Islamic Bank would also contagiously be null and void. 
 
Introduction 
 
It is well entrenched that the application of the statutory standard sale and purchase agreement (Schedules G, H, 
I and J) as provided in the Housing Development (Control and Licensing) Regulations 1989, is mandatory for 
all house purchases in Peninsular Malaysia pursuant to regulation 11(1) and (1A) of the Housing Development 
(Control and Licensing) Regulations 1989 and the principles decided in Rasiah Munusamy v. Lim Tan & Sons 
Sdn. Bhd,1 SEA Housing Corporation Sdn. Bhd v. Lee Poh Choo2, Kimlin Housing Development Sdn. Bhd. 
(Appointed Receiver and Manager) (In Liquidation) v. Bank Bumiputra (M) Bhd. & Ors3 and MK Retnam 
Holdings Sdn. Bhd v. Bhagat Singh4. 
 
Objectives of the Paper 
 
This paper seeks to examine the provisions contained in the statutory standard sale and purchase agreement 
(Schedules G,5 H,6 I7 and J8) of the Housing Development (Control and Licensing) Regulations 1989 (‗the said 

agreement‘) on whether the said agreement is compatible with the requirement of Shariah (Islamic Law), 
insofar as it relates to abandoned housing projects.  

The determination is paramount because due to the execution of the said agreement indicating the 
equitable or legal ownership of any purported purchase of housing unit and the validity of the purchase, parties 
to the agreement may later apply for loans to purchase the housing unit from Islamic banks in Malaysia. As the 
requirement for Islamic Bank is the upholding of the principles of Islamic Law in its operation, it subtly opens 
for a question – whether the said agreement too complies with the requirements set out by Islamic Law? for 
otherwise, the subsequent loan agreement obtained from Islamic Bank would also contagiously be null and void. 
 
Contract of Sale Involving Non-Existence Subject Matter 
 
The position of Islamic law is clear on contract of non-existence. Islamic law lays down a condition that the 
subject-matter must actually exist at the conclusion of the contract. Hence, if the subject matter does not exist, 
generally, the contract is void even though it could probably exist thereafter, or even if it is established then that 
it would exist in the future but the existence is still to the detriment of any parties to the contract. Contract which 
involves non-existent subject-matter is prohibited pursuant to a hadith (tradition), whereby the Prophet 
Muhammad (Peace Be Upon Him--PBUH) prohibited a person from selling animal foetus yet to be born while it 
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is still in the mother‘s womb, when the mother is not part of the sale (al-Zuhayli, 1989, vol. 4, p. 427--429). 
Similarly, the selling of milk whilst it is still within the udder of the animal. This sale is void as there is a 
possibility of the udder being perhaps void of milks, and instead, only containing air (al-Zuhayli, 1989, vol. 4, p. 
427—429). In one hadith, the Prophet (PBUH) prohibited the act of stopping the milk of udder of the female 
goat for certain duration for the purpose of enticing public to purchase the female goat on the pretext of it 
contains a lot of milk (al-Zuhayli, 1989, vol. 5, p. 219). The Prophet (PBUH) too prohibited the sale of things 
which one does not own (al-Zuhayli, 1989, vol. 4, p. 427--429).  

However Muslim jurists allow contract of non-existent subject matter, as one of the exceptions to the 
above, on sale of agricultural products before they are ripened. However, this is subject to the knowledge that 
the products are already appeared even before the signs of ripeness are shown. Further, this type of contract is 
allowed if the purchaser immediately harvests them. Similar to the sale of fruits and agricultural products, which 
yield successively one after another during one harvest as in the case of water melons and egg-plants. In this 
particular case, the Muslim jurists in general have agreed in allowing the sale of the fruits which have already 
appeared but disallowed the sale of fruits which have yet appeared (al-Zuhayli, 1989, vol.5, p. 176). This 
contract falls under the category – ‗the subject matter exists in essence, then comes into existence 

thereafter‘(Nawawi, 1999, p. 74). 
As regards the subject-matter which does not exist at the time of contract and it is established that it 

also could not exist in the future, Muslim jurists do not accept this kind of contract as this contract contains 
gharar element (risk/fraud/peril/uncertainty) (Nawawi, 1999, p. 74). Transaction containing gharar element 
(fraud/risk/peril/uncertainty) is prohibited based on the verses of the Quran above and the Hadith of the Prophet 
Muhammad (PBUH) (al-Bayhaqi, n.d. vol. 5, p. 338). Majority of the jurists are also unanimously of the 
opinion, on the contract which its subject-matter generally could not be surrendered to the parties at the 
conclusion of the contract or at the promised date, is a gharar contract and thus it is void, not binding and 
having no legal effect (al-Zuhayli, 1989, vol. 4, p. 429-432). 

Gharar (fraud/peril/risk/uncertainty) is forbidden in Islam as its existence would harm the well-being, 
rights and interests of contractual parties and cannot ensure satisfactory outcomes, justice and fairness in their 
contractual dealings (Zaharuddin, 2008, Gharar & Gambling in Daily Transactions at www.zaharuddin.net). It 
is also forbidden by the Syariah because this element typically causes enmity, dispute, hardship, injustice and 
losses to the parties.  
 
Abandoned Housing Projects in Peninsular Malaysia 
 
Abandoned housing projects in Peninsular Malaysia is one of the spillover problems of the housing industry. 
This problem is the nightmare for the purchasers involved and becomes a burdensome social obligation for the 
government to tackle. From year 1990 until June, 2005, a total of 141 projects have been considered abandoned. 
This figure does not include abandoned housing projects which have been categorized as abandoned in toto 
since 1970s, i.e abandoned housing projects which have no possibility for rehabilitation at all, housing projects 
(which are abandoned) carried out by parties not being the subjects of purview of the Ministry of Housing and 
Local Government (MOH) and the abandoned housing projects in Sabah and Sarawak (East Malaysia). This 
figure is a cause of concern to the general public purchasers who may loose confidence in housing developers 
and the housing industry as a whole Peninsular Malaysia and especially the government (Ministry of Housing 
and Local Government – ‗MOH‘) being the regulatory body in the housing industry (Dahlan, 2006, ―Abandoned 

Housing Projects in Malaysia: A Legal Perspective‖). There is too, the formidable problem of what to do with 
the abandoned housing projects? Can these abandoned projects expedient and expeditiously be rehabilitated? If 
so, how much will they additionally cost? 
 
Causes of Abandonment of Housing Development Projects in Peninsular Malaysia 
 
Among the reasons leading to the abandonment of housing projects, in Peninsular Malaysia, are (Dahlan, 2006, 
―Abandoned Housing Projects in Malaysia: A Legal Perspective‖, i and Dahlan, 2007, ―Rehabilitation of 

Abandoned Housing Project: Experience of An Abandoned Housing Developer Through the Help of A 
Government Agency‖, lxxxiv): 
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1) Financial problems faced by the developers. The cause of this problem is owing to the problems 
with the developers‘ financial and construction management (severe liquidity problems and high 

gearing) to meet the construction costs and to repay the creditors; 
2) Loose approval of the applications for housing developer licenses by MOH. MOH fails to obtain 

requisite advices and opinions from economists, legal experts, property experts and other experts 
in approving the applications. 

3) The embedding and permeating illegal squatters‘ problems faced by the developers and this 
includes the formidable challenges and problems caused to the detriment of the developers 
concerned in getting rid of them, from the project sites. 

4) Ongoing conflicts, feuds and squabbles ensued between and among the developers, land 
proprietors, purchasers, contractors, consultants and financiers causing further difficulty to 
coordinate and streamline the development and construction activities. 

5) Insufficient coordination between the land authority, planning authority, building authority, 
housing authority and other technical agencies in respect of the approval for the alienation of land, 
land uses, subdivision of lands, planning permission, building/infrastructure plans‘ approval, 

housing developers‘ licenses and issuance of the Certificate of Fitness for Occupation (CF) and 
Certificate of Completion and Compliance (CCC).  

6) Fraudulent practices of the housing developers for example by instructing the architects or 
engineers to issue false claims for the release of the purchasers housing loans‘ funds from the end-
financiers dishonestly.  

7) Lacking of and insufficient experience and skills in handling housing development projects on 
part of the developers, showing irresponsibility and even some have absconded after realizing that 
they could not complete the projects. 

8) Blatant disregard for the laws by developers, throughout the course of development of the housing 
projects. These laws are the Housing Development (Control and Licensing) Act 1966 (‗Act 118‘) 

and its regulations made thereunder, the Street, Drainage and Building Act 1974 (‗SDBA 1974‘), 

the Uniform Building By-Laws 1984 (‗UBBL 1984‘), and the planning and building guidelines 

issued by the planning authority and the building authority. 
9) Enforcement weaknesses on part of the land authority, planning authority, building authority and 

the housing authority over the development of the housing projects. 
10) Absence of a better housing delivery system such as the ‗full build then sell‘ system. 
11) No legal requirement for obtaining housing development insurance imposed on the applicant 

developers as the condition precedent for the approval of the application for housing developer‘s 

license. 
12) Insufficient legal requirement and practice allowing purchasers, MOH and local authority to 

supervise, inspect, cross-check and monitor the due progress of the housing development works 
undertaken by the developers.  

13) No legal requirement and practice to get the necessary endorsement and verification from 
purchasers, MOH and local authority over each and every progress claims made by the developers 
for the release of the loan funds from the end-financiers. 

14) No specific legal provisions governing the rehabilitation schemes which hitherto has caused 
certain abuses and misuse of power and authority by the rehabilitating parties to the detriment of 
the purchasers. 

15) Economic slowdown and recession faced by the nation resulting in strict banking control over 
loans‘ approvals, regularization of the loans‘ repayment and this also has affected the housing 

industry and the related sectors. 
16) No legal provisions regulating the loans (bridging loan) and repayment of loans on part of the 

banks and financial lenders thus open to abuse and misuse of power on part of the banks and 
financial lenders to the detriment of the borrower developers. 

17) Excessive immunity enjoyed by the State Authorities and the local authorities against any legal 
action from aggrieved parties, even though they are negligent and in breach of the duty of care in 
the implementation of the provisions contained in the SDBA 1974 and UBBL 1984, pursuant to 
section 95(2) of the SDBA 1974. 
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18) Insufficient professional staff, insufficient legal and technical training and knowledge, insufficient 
office facilities, inefficient administration and administrative logistics on part of the housing 
authority (MOH), land authority, local authority, local planning authority, appropriate authority 
and technical agency in Peninsular Malaysia which have indirectly, by and large, contributed to 
the problems of abandoned housing projects.9  

 
Grievances and Troubles Faced By Purchasers in Abandoned Housing Projects in 
Peninsular Malaysia 
 
The grievances and problems faced by the purchasers, if the housing development projects abandoned, are 
(Dahlan, 2006, ―Abandoned Housing Projects in Malaysia: A Legal Perspective‖), and (Dahlan, 2007, 
―Rehabilitation of Abandoned Housing Project: Experience of An Abandoned Housing Developer Through the 

Help of A Government Agency‖): 
1) The purchasers are unable to get vacant possession of the units on time as promised by the vendor 

developers. 
2) The construction of the houses are terminated or partly completed resulting in them to be 

unsuitable for occupation, mostly for a long time, unless the units can expeditiously be revived. 
3) In the course of the abandonment of the project, purchasers still have to bear all and keep up the 

monthly instalments of the housing loans repayable to their respective end-financiers failing which 
the purchased lots being the security for the housing loan would be sold off and with the possibility 
of the borrower purchasers be made bankrupts by their lender bank.  

4) Further, as the purported purchased unit has been abandoned and cannot be occupied, purchasers 
have to rent other premises, thus adding up their monthly expenses. 

5) Inability of the purchasers to revoke the sale and purchase agreements and claim for the return of 
all the purchase moneys paid to the developers as the developer might have run away or no 
monetary provisions at all to meet the claims. 

6) Many problems and difficulties happen in the attempts to rehabilitate the abandoned housing units. 
The problems are because the projects may have too long been overdue without any prospect of 
revival and to rehabilitate them, needing additional costs and expenditure on part of the purchasers. 

7) Possible difficulties for reaching consensus and for getting cooperation from purchasers, defaulting 
abandoned developers, end-financiers, bridging loan financiers, contractors, consultants, technical 
agencies, local authority, land authority, state authority and planning authority for rehabilitating the 
projects. The troubles may be due to the technical and legal problems faced in the attempt to 
rehabilitate the projects. 

8) Insufficient fund to generate the rehabilitation as the outstanding loan funds of the purchasers are 
not enough, purchasers refuse to part with their own money, no financial assistance from any 
agencies and the fact that the rehabilitating parties would incur losses if they were to proceed with 
the purported rehabilitation. 

9) Purchasers themselves have to top-up using their own moneys, as the available funds are 
insufficient for meeting the rehabilitation costs and they themselves personally have to rehabilitate 
the projects left abandoned. Thus, they have to face all kinds of music in consequence of the 
abandonment and initiating efforts for rehabilitation. 

10) Purchasers would not get any compensation and damages from the defaulting abandoned 
developers as they (the defaulting abandoned developers) may have no monetary provisions to 
meet the claims. 

11) There may be no party agreeable to rehabilitate the abandoned housing projects, causing the project 
to be stalled for indefinite period of time or for a long period of time or in the worst situation, the 
abandoned project may not altogether be rehabilitated. 

12) Other pecuniary and non-pecuniary losses subtle or otherwise, suffered by purchasers due to the 
abandonment and in the course of rehabilitation of the projects pending full completion, such as 
divorces, family breakdowns, dismissals from employment, nervous shocks, mental breakdowns 
and losses of future earnings. 

13) Due to the abandonment and the ensuing complications occurring thereafter, the ordinary 
machinery and enforcement of the housing, planning, building and development laws become 
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defunct, frustrated and jammed, at the expense of the public purchasers. This also includes the 
inability of the public purchasers to take legal actions against the defaulting developer because the 
actions might not be beneficial nor feasible. 

 
Legal Analysis 
 
It is opined that the said agreement (Schedules, G, H, I and J) and its natures, arguably, is acceptable to Islamic 
law although there is no specific supporting permission/authority in Islamic Law (for example through the 
primary legal texts, ijma’,

10 qiyas (analogy)11, istihsan (juristic preference)12, istidlal,13 and sad’ zarai’i,14 
provided there will  be no occurrence of gharar (fraud/risk/peril/uncertainty) or no possibility (ihtimal) of any 
commission and occurrence of gharar especially gharar al-fahish (exorbitant risk/peril/fraud/uncertainty).  

The justification for the application of the said agreement is solely based on the ground of equity, 
customs and istihsan and to hinder hardship in business transaction, as well as for complying the maqasid al-
shariah – being the objectives of the Shariah (specifically in the protection of wealth) and in the name of public 
interest (maslahah ammah and maslahah mursalah). 

However it is opined, the said agreement can be recognized by Islamic Law by way of istihsan – not 
the primary texts, may not altogether be acceptable (i.e the said agreement may not be valid according to Islamic 
Law) in the event, the said agreement does not provide sufficient protection to purchasers against abandonment 
of housing project and the consequential losses. The reason is – in abandoned housing projects, the subject-
matter (the duly completed housing unit with CF or CCC obtained) does not exist both at the time of signing the 
agreement and after the expiry of the promised date for completion and for the delivery of the unit purchased. 
Thus, the element of gharar (risk/fraud/peril) exists, the very element that is not acceptable (void) to Islamic law 
(according to the majority of the jurists, as the rukun (pillars) and the conditions (syarat) of the contract have 
not been fulfilled15) insofar as contract (aqd) is concerned.16  

It is opined, in abandoned housing project, the absence of the subject-matter (the duly completed 
housing unit with CF or CCC) and the losses suffered by purchasers as the resultant consequences of the 
abandonment, becomes gharar al-fahish (exorbitant risk). To be acceptable in Islamic law the element of gharar 
(fraud/risk) must be absence or at least, there is only gharar al-yasir (immaterial risk) such as minor, but not 
major, defective works.17 Whether there is minor or major defective work in the completed constructed building 
or the purported project had altogether been left incomplete and abandoned, is dependent on the facts of the 
case, it is opined, and subject to the evaluation and certification of the building experts (such as the Ministry of 
Housing and Local Government‘s (MOH) officers, building engineers, contractors and professional builders).

18 
However, according to al-Shatibi, the law in many cases does not provide what is to be considered as an 
exorbitant gharar (gharar al-fahish) and what is an insignificant gharar (gharar al-yasir). What has been done 
by the jurists is to compare between what was prohibited by direct provisions of the texts and what was not 
insignificant gharar is the one which the people feel at ease with, no dispute will arise from it and people are 
very much in need of such a contract (Buang, 2000, p. 175) and (Razali, 2008, p. 52). In addition to this, 
according to Article 1199 of the Mejelle that things are excessive damage (dharar fahish) which damage a 
building, that is to say, which weaken it and become the cause of its falling down or which interfere with the 
essential requirements, that is to say, the original benefit which is expected from the building, like dwelling in it 
(Tyser, Demetriades & Effendi, n.d, p. 195). It is opined, when housing project abandoned, it has caused 
excessive damage (dharar fahish) to purchasers as the purported purchased unit could not be occupied on time 
and purchasers have to suffer other kinds of losses, pecuniary or non-pecuniary (Niazi, 1988).  

Alternatively, even though the present system of housing delivery and the said agreement (Schedules 
G, H, I and J) applicable in Peninsular Malaysia, it is opined, contain gharar al-fahish elements which can affect 
the legality of such an agreement according to Islamic Law, the said gharar can be tolerated, i.e it can be 
considered being or can be transformed into an significant or minor gharar (gharar al-yasir) not amounting to 
the nullity of the agreement, if there are systematic and concrete provisions for undertaking effective 
rehabilitation protecting the rights of purchasers or if there is certain preventive and curative measures which are 
fully able to protect the interests of purchasers and provide sufficient remedies to aggrieved purchasers or that 
the current system of housing delivery applies the ‗full build then sell‘ system.  

Again it is reiterated that the said agreement (Schedules G, H, I and J) does not provide sufficient 
provision and term of protection against abandonment and the ensuing grievances, occasioned by the 
abandonment, for purchasers. Because of this absence, gharar al-fahish (exorbitant gharar-exorbitant 
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fraud/risk/peril/uncertainty) may possibly (ihtimal) be committed by the vendor developer. Examples of lack of 
certain provisions, in the said agreement and the nature of house buying transaction in Peninsular Malaysia, 
which can lead to the possible (ihtimal) occurrence of gharar al-fahish are:  

1) No guarantee that the purported housing development project will not be abandoned and failed in 
the future. Even though there are legal provisions for the preservation and management for the 
releases of the purchasers‘ monies in the housing development account, as provided in the 
Housing Development (Housing Development Account) Regulations 1991, yet this is proven, are 
not fully capable of avoiding abandonment of housing projects and leading to the ensuing 
grievances, sufferings and losses to the stakeholder, especially the purchasers. This happens 
because the architect and the engineer, who may act, in concert with the bank managers, approved 
fraudulent claims on the instruction of the developers for the release of the purchasers‘ monies 
from the housing development account.19 In the alternative, the costs for construction of the 
housing project may not commensurate with the available moneys held under the housing 
development account and the vendor developer‘s reserve

20; 
2) No provisions concerning the management of development of the housing project on the 

occurrence of abandonment, on the default of the vendor developer and how to legally and 
equitably face it with the intention of preserving the interests of purchasers (public interests) and 
the stakeholders; 

3) No specific provision for rehabilitation and regulating it in the event the inevitable abandonment 
occurs; 

4) No requirement to have CF or CCC in the delivery of the vacant possession of the completed unit. 
This absence may lead also to gharar (risk/fraud/peril/uncertainty) – may be the completed house 
is not suitable for occupation; 

5) No provision providing damages and compensation to purchaser for their sufferings and 
grievances, in the event the project abandoned and in the course of waiting for the completion of 
the rehabilitation21; 

6) No mandatory, legal requirement and legal rights for carrying out necessary supervision, 
verification, inspection, examination and monitoring by the purchasers, MOH, local authorities 
and technical agencies over the building and construction works as well as against the progressive 
claims made by the vendor developers (al-Amin, 2001, ―Istisna‘ and Its Application in Islamic 

Banking‖, p. 47). Thus, in this situation, it is similar to sale of al-Munabadhah (an example of a 
gharar contract) – a sale effected by the vendor without leaving the buyer the opportunity to 
examine or check the goods or a sale of al-mulamasah (an example of a gharar contract) – a sale 
finalized without examination by the buyer, who is allowed merely to touch the product (Nawawi, 
1999, p. 90); 

7) No legal requirement for obtaining housing development insurance by the vendor developer, 
against any possible abandonment, non-completion and defective works in the completed building 
houses, which may result in the frustration of the contract – gharar al-fahish, in the event the 
vendor developer is later, proven not being able to meet financially, with the demand of the 
purchasers to undertake rehabilitation, completion, repairing and rectification works (al-Amin, 
2001, ―Istisna‘ and Its Application in Islamic Banking‖, p. 47); 

8) The completion date of the said agreement does not altogether require the full transfer of the title 
to purchasers. This may also lead to gharar i.e, purchaser may become the aggrieved party even 
though he has paid all the purchase prices but because of default, unwarranted and other 
unconscionable acts of the developer, the purchaser could not get the good title to the unit 
purchased; 

9) Specification of the building, in the Third Schedule to the said agreement are not fully disclosed 
and particularized warranting possible (ihtimal) commission of gharar by the vendor developer; 

10) Insufficient enforcement of the law by MOH, the local authorities and the technical agencies (such 
as TNB, Sewerage Service Department (JPP), Canal and Irrigation Department (JPS), Fire and 
Rescue Department (Bomba), Public Works Department (JKR) etc), resulting in possible (ihtimal) 
commission of various fraudulent conducts and gharar by the vendor developer at the expense of 
purchasers/stakeholders, yet the vendor developer finally got off scot free without any 
punishment; 
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11) Insufficient capability and qualification, particularly in respect of the financial ability, on part of 
the vendor developer to implement the purported housing project due to unreasonable extravagant 
spending of money (safih), lack of skills/expertise (ghaflah), dishonesty, mismanagement and 
negligent financial and construction management (disqualified in the legal capacity – ahliyat al-
Ada’). This is due to insufficient legal and practical requirements or failure on part of the 
authorities to select the suitable persons (the contracting parties/vendor developers) to carry out 
the project, supervisory failures, breach of duty of care and problems of enforcement. (Dahlan, 
2006, ―Abandoned Housing Projects in Malaysia: A Legal Perspective‖), (Dahlan, 2007, 
―Rehabilitation of Abandoned Housing Project: Experience of an Abandoned Housing Developer 

Through the Help of A Government Agency‖) and (Dahlan, 2007a, ―Rehabilitation of Abandoned 

Housing Project in Peninsular Malaysia By A Purchasers‘ Voluntary Scheme: A Case Study‖). 
These incapacities could cause the agreement void as it affects the root (rukun – pillars) of the 
contract, viz the capability and qualification of the parties (ahliyat al- Ada’) to carry out the 
contract (Muhammad, n.d, p. 69--73), (Nawawi, 1999, p. 68 & 82) and (al-Zuhayli, 1989, vol. 4, 
p. 131—132); 

12) Total inability of the vendor developer to surrender the purported duly completed housing unit to 
purchasers on the promised date or there might be no delivery at all. This would cause the contract 
void due to gharar; 

13) Inability of the vendor developer to duly complete the purported housing project and to 
rehabilitate the same but received benefits and profits at the expense of purchasers (gharar); and, 

14) Even though equitable, statutory and legal remedies are available for the aggrieved parties, yet 
these would remains futile because when the time comes for instituting such actions, the intended 
actions and their outcomes might not be practical and feasible nor beneficial as the developer 
might have been wound up, disappeared, and having no asset/financial capabilities to meet the 
claims for damages. Thus, in abandoned housing projects, usually the purchasers are the fallen 
preys to the unscrupulous abandoned vendor developers.22 

Thus, it is opined, pursuant to the above explanation, the said agreement (Schedules G, H, I and J) is 
not acceptable to Islamic Law and void. According to majority of the jurists, contract (aqad) which does not 
fulfill the pillars (rukun) and conditions (syarat) of the contract is void (al-Zuhayli, 1989, vol. 4, p. 235, 237, 
423 and 425) and (Muhammad, n.d, p. 134). For instance, in the sale and purchase of houses which the subject-
mater is later abandoned, the subject-matter is absence at the time for delivery (gharar al-fahish) and secondly 
the vendor developer is being unqualified party to the contract. Further, usually in the abandoned housing 
projects, there is no guarantee the purchasers could get the duly completed houses as the developer is financially 
incapable of resuming the construction. The purchasers also have to face all the troubles and incur costs due to 
the abandonment (gharar al-fahish). Hence, these catastrophes (gharar) surely tarnish the pillar (rukun) and 
condition (syarat) for a valid contract.23 In short, there are inherent elements of gharar or possibilities (ihtimal) 
for the commission of gharar in the said agreement, to the detriment of the public purchasers, it is submitted. 

To recapitulate, the said agreement is in conflict with the Quranic verses, the hadith of the Prophet 
Muhammad (PBUH)24, qiyas, istihsan, the maqasid shariah, the maslahah ammah and the maslahah al-
mursalah (public interest) itself. In abandoned housing projects, the protection of wealth being one of the major 
necessity of mankind (i.e purchased housing property) is not there viz absence, despite certain payments have 
been made by the purchasers, especially on the promised date for delivery, thus in contravention of the 
requirement of maqasid shariah (Abi Bakar, 1977, Abdul Hamid (ed.), p. 239). 

It is opined that unless and until certain terms and provisions which are capable of avoiding the gharar 
(abandonment and the ensuing losses, sufferings and grievances), especially gharar al-fahish, are provided in 
the said agreement, Act 118, SDBA 1974 and UBBL 1984, the said agreement per se, with due respect, is not 
acceptable to nor recognized by Islamic Law. It is opined that, even though there exists gharar al-fahish in the 
said agreement, the said agreement, can still be valid if the elements which can cause gharar al-fahish are 
eliminated or substantially reduced to only become gharar al-yasir (minor/insignificant gharar), if the current 
system of housing delivery is replaced by a better system of housing delivery such as by implementing the ‗full 

build then sell system‘ or imposing a requirement that the vendor developers have to obtain housing 

development insurance to guard against any occurrence of abandonment of housing projects and meeting the 
costs of the rehabilitation, if abandonment is inevitable as well as to meet the losses of the purchasers as the 
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direct consequences of the abandonment and defaults of the vendor developer in the course of development of 
their purported housing projects.  

The suggested provisions and terms of agreement and the necessary actions by regulatory bodies, 
which must be made, are to eliminate the possible occurrence of the gharar al-fahish (abandonment of housing 
project and ensuing grievances, the causes leading to it, losses, damages and sufferings). 

To put it in a nutshell, it is opined and again it is reiterated that the acceptable agreement of sale and 
purchase of house in accordance with Islamic law is the agreement which can ensure that there is no possibility 
(ithimal) for the commission of gharar (abandonment and its ensuing grievances) especially gharar al-fahish, 
the rights and interests of the purchasers are fully protected, the subject-matter (the duly completed house) can 
be delivered on the time as promised in accordance with the terms and conditions of the agreement and the 
guarantee of the obtaining of the full title for the unit purchased.  
 
Suggestion and Conclusion 
 
It is proposed that the agreement which is based on the ‗full build then sell‘ system of housing delivery is the 

most appropriate agreement, it is suggested, tallying with the requirements of Islamic law as it will totally avoid 
the occasion of gharar al-fahish (abandonment). The contention as highlighted above also is in tally with the 
legal maxims – ‗repelling an evil is preferable to securing a benefit‘ and ‗injury/damage is removed as far as 

possible‘(Tyser, Demetriades & Effendi, n.d, p. 7)25. The meaning of ‗full build then sell‘ system is that, only 

the completed constructed housing units with the full CF or CCC obtained and are ready for due transfer to each 
individual purchasers on full settlement, are allowed to be sold. The vendor developer also is required to obtain 
an Islamic housing development insurance to cover any losses suffered by the stakeholders, especially the 
purchasers, due to the defaults of the developers.  Thus, by applying this suggestion, it is opined, the issue of 
abandonment of housing projects and its consequential losses would not arise at all. 

If the above could not be implemented, the government can utilize the 10-90 system—‗quasi build then 
sell‘ system, whereby purchasers are only to pay the 10% of the purchase price on the execution of the contract 
of sale and purchase.  The balance of 90% is only to be paid on the completion of the houses with CF or CCC 
obtained and the title to the unit purchased shall also be ready for due transfer to purchasers on full settlement.26 

Apart from the above suggestion, a special rehabilitation legal regime is required to be provided in Act 
118, to control and monitor the progress of any rehabilitation if abandonment is inevitable. 

To avoid insufficiency of funds for rehabilitation, in respect of the quasi build then sell system, as an 
addition, it must be made a condition for all applicant developers to get necessary housing development 
insurance, recognized by Islamic Law, to meet any possibility of losses due to abandonment, its ensuing 
problems as well as to serve as a support to meet any expenditure to run rehabilitation. 

Further, effective enforcement, administrative and legal reforms, during the stage of alienation of land, 
planning permission, building and other plans‘ approvals, application for housing developer‘s licenses and 

advertisement and sale permits, and in respect of the housing and rehabilitation law and practices, as far as they 
are permitted by Islamic Law, in line with the elaborations provided in this chapter, for example on ‗ita’,27 
planning, insurance, damages, compensation and the principles of al-hisbah28 and the said agreement of 
Regulations 1989 of Act 118 should be amended so as to be in harmony with the principles of Islamic Law as 
suggested and discussed in the previous pages to this chapter, to avoid many gharar, particularly gharar al-
fahish, elements which are detrimental to the interests of the purchasers. 

Following the above elaborations, the said agreement and the Malaysian statutory provisions in Act 
118, Town and Country Planning Act 1976, Street Drainage and Building Act 1974 (Act 133) and the Uniform 
Building By-Laws 1984 (UBBL 1984), shall also need to be rigorously amended to the effect of avoiding the 
possibility (ihtimal) of the happening of the gharar and providing certain preventive and curative measures to 
the effect of fully protecting all the rights and interests of the stakeholders, especially of the purchasers, against 
any losses due to abandonment and the subsequent grievances (Dahlan, 2006, ―Abandoned Housing Projects in 
Malaysia: A Legal Perspective‖,), (Dahlan, 2007, ―Rehabilitation of Abandoned Housing Project: Experience of 

an Abandoned Housing Developer Through the Help of A Government Agency‖) and (Dahlan, 2007a, 
―Rehabilitation of Abandoned Housing Project in Peninsular Malaysia By a Purchasers‘ Voluntary Scheme: A 

Case Study‖).  
According to Imam al-Ghazali, any ruling for the preservation of the public interest, and in respect of 

this writing, on the sale and purchase of houses, must fulfill three conditions. First, the essential necessity 
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(darurah), second – categorical (absolute) (qat’iyyah) and thirdly – consideration of the majority (al-Ghazali, 
1902, p. 294—296).  It is contended that the above suggestions for facing and avoiding abandonment of housing 
projects, will achieve these three requirements – i.e the suggestions are being essential necessity and categorical 
as they would protect the rights of the stakeholders against the consequential losses due to the abandonment. 
The suggestions also will be beneficial, affordable to the larger population of public purchasers and their rights 
and interests (majority) against occurrence of severe losses incidental to the abandonment and not merely 
benefiting the small portion of them as compared to the sheer solitary capitalistic interests of the vendor 
developer. 

The modus operandi of housing purchase in Peninsular Malaysia is open and prone to abandonment 
unless appropriate steps are taken to curb the problem. The current system, insofar as abandoned housing 
projects are concerned, it is opined, brings more evil than good. Thus, such a system should be rejected and be 
replaced with a better system (such as the ‗full build then sell‘ system) to the effect of bringing substantial 

benefits to the public purchasers and stakeholders (al-Razi, 1992, p. 165 & 166). 
Otherwise, it is regretted to say, that the sale will be a nullity due to being a void instrument (the said 

agreement) according to Islamic Law29 – detrimental to the protection of wealth and justice. Consequently, this 
would affect the legality of the subsequent transactions such as the loan transactions obtained from the Islamic 
Banks (for instance, the Bai’ Bithaman al-Ajil-BBA) on the reason that, these loan transactions may be void as 
the prior house purchase agreement (the said agreement (Schedules G, H, I and J)) entered into by the purchaser 
and the vendor developer, it is opined, contains gharar al-fahish elements. 

Because of the application of the said agreement, argued with due respect, may be void according to 
Islamic Law, pursuant to the above arguments, it follows that, Islamic banks and other Islamic window banks in 
Malaysia, are practising mode of transactions being contrary to the elements approved by the Religion of Islam, 
and thus has subtly, ultra vires the very foundational element of its establishment, pursuant to section 2 of the 
Islamic Banking Act 1983 (Act 276).30  
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End Notes 
 
1 [1985] 2 MLJ 291. 
2 [1982] 2 MLJ 31 FC. 
3 [1997] 2 MLJ 805 FC. 
4 [1985] 2 MLJ 212. 
5 Introduced by regulation 11(1) of the Housing Developers (Control and Licensing) Regulations 1989 of the 
Housing Developers (Control and Licensing) Act 1966 (P.U.(A) 58). Schedule G is for sale and purchase of 
house by way of ‗full sell then build‘ system. 
6 Introduced by regulation 11(1) of the Housing Developers (Control and Licensing) Regulations 1989 of the 
Housing Developers (Control and Licensing) Act 1966 (P.U.(A) 58). Schedule H is for sale and purchase of 
house by way of ‗full sell then build‘ system. 
7 Schedule I is the statutory standard Sale and Purchase Agreement (Land and Building) (Subregulation 11(1A) 
of the Housing Development (Control and Licensing) Regulations 1989), inserted by regulation 15 of the 
Housing Development (Control and Licensing) (Amendment) Regulations 2007 (P.U.(A) 395) (‗Regulations 

2007‘). See also regulation 8(b) of Regulations 2007. Schedule J is for sale and purchase of house by way of 

‗quasi build then sell‘ system. 
8 Schedule J is the statutory standard Sale and Purchase Agreement (Building or Land Intended for Subdivision 
Into Parcels) (Sub-regulation 11(1A) of the Housing Development (Control and Licensing) Regulations 1989), 
inserted by regulation 15 of the Housing Development (Control and Licensing) (Amendment) Regulations 2007 
(P.U.(A) 395) (‗Regulations 2007‘). See also regulation 8(b) of Regulations 2007. Schedule J is for sale and 

purchase of house by way of ‗quasi build then sell‘ system. 
9 See the news in the New Strait Times (NST) dated 12th September, 2007, about the Auditor-General Report 
conducted by the Auditor General Office in 2006, reporting that due to inefficient and poor management of 
funds, lack of enforcement and man-power, lack of appropriate training, mal-administration and poor 
monitoring, unreasonable overspending, and corruptions in the states and federal agencies (including the MOH 
and local councils) causing huge losses to government. See at 
http://www.malaysianbar.org.my/content/view/11104/2/ on 12th September, 2007. Also in the NST, Wednesday, 
12th September, 2007, pp.1, 4 and 12. 
10 Ijma means consensus of the Muslims jurists of any particular period concerning a shariah value, without 
being fixed by council or synod. It is reached instinctively and automatically. Its existence on any point is 
perceived only by looking back and seeing that the agreement has actually been reached to be consciously 
accepted by Ijma. It is reached for the generality of human needs in accordance with the requirements of time 
and conditions by providing a process of exertion to adopt the law to legal development as provided by the 
shariah bases. It is accomplished by those who are possessed of the necessary qualifications, as mujtahids or 
lawyers of the sacred law in order to perform ijtihad as given by the shariah methods of legal thinking and 
analysis (Qadri, 1986, p. 199-200).  
11 Qiyas is the process of analogical reasoning from a known injunction (nas) to a new injunction. According to 
this method, the ruling of the Qur'an and Sunnah may be extended to a new problem provided that the precedent 
(asl) and the new problem (far’) share the same operative or effective cause (‗llah). The ‗llah is the specific set 
of circumstances that trigger a certain law into action (Qiyas. Wikipedia the Free Encylopedia, at 
http://en.wikipedia.org/wiki/Qiyas, (viewed on 21 December, 2007)). 
12 Istihsan refers to departure from a ruling in a particular situation in favour of another ruling, which brings 
about ease. This is done by taking a lenient view of an act which would be considered a ‗violation‘ on a stricter 
interpretation of the action based on earlier qiyÉs  See the website of Islamic Banks & Financial Institutions 
Information System, at http://www.ibisonline.net/En/FAQs/FAQs.htm#Q35, (viewed on 20 December, 2007) 
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and Wikipedia the Free Encylopedia website, at http://en.wikipedia.org/wiki/Istihsan, (viewed on 20 December, 
2007). 
13 Istidlal means reduction—it is the striving after a basis for a rule. The term connotes a special source of law 
derived from reason and logic, not from the textual side of the law (al-Quran and al-Sunnah). The following 
example clarifies the issue. A sale is a contract; the basis of every contract is consent; it is necessary therefore, 
that consent be the basis of sale (Qadri, 1986, p. 226—227). 
14 Dhara’’ is a means, regardless whether one uses something as a means to a benefit or an evil. The rule of the 
means has two parts. One of them is that the means to the desired object, whether it is obligatory, recommend, 
or permissible, has the same legal value as the object has it is what is expressed, as opening the means (fath al-
dharai’’). The other is that the means of a forbidden act is forbidden and what leads to an evil is prohibited. This 
part is called blocking the means (sadd al-dharai’’). Here, we are concerned with this part. The principle of 
blocking the means is to forbid a lawful act when it often leads to an evil or to prohibit a permissible act when it 
leads to an unlawful act (Hassan, 2005, p. 187). 
15 For Hanafi school such a contract may be fasid contract i.e contract which complies with the rukun (pillars) 
but does not comply with the features of the contract for example selling uncertain/non-existent goods. The 
result is, the contract becomes not binding. Secondly, the contract (the said agreement) can become batil 
contract, i.e, contract which does not fulfill the rukun (pillars) requirements and the conditions (syarat). For 
example the parties to the contract are not being qualified parties. The result of this contract (contract batil) is – 
there shall be no legal force and be void ab initio (Muhammad, n.d., p. 135). 
16 See hadith of the Prophet Muhammad (PBUH): ‘Those who does certain practice contrary to our 
requirements, the practice is rejected and those who invents foreign element into our religion, he is rejected’ 
(Khafif, n.d., p. 392). 
17 Al-Sanhuri, Abdul al-Razzaq, Masadir al-Haqq fi al-Fiqh al-Islami, Vol. III, p. 231, quoted from Razali 
Nawawi, Islamic Law on Commercial Transactions, CT Publications Malaysia, 1999, p. 87. 
18 Because of the element (illat) of gharar, the contract is void (Nawawi, 1999, pp. 75 & 90). Even though 
gharar can vitiate a concluded contract, the conditions of gharar can change according to the environment, 
custom and technology. For instance, scholars of the past forbade the purchase of fish in water under the 
assumption that gharar al-fahish will occur. Nowadays, this ruling can change if it can be proven with certainty 
that modern equipment has the ability to catch fish in water with accuracy (Zaharuddin, 2008, Gharar & 
Gambling in Daily Transactions at www.zaharuddin.net). 
19 See for example case Soo Hong & Leong Kew Mooi & Ors v. United Malayan Banking Corporation Bhd & 
Anor (1997) 1 MLJ 690; (1997) 2 CLJ 548 and Taman Lingkaran Nur, at P.T No. 6643, H.S (D) 16848, Mukim 
of Cheras, Daerah Hulu Langat, Selangor (Developer: Saktimuna Sdn. Bhd), as provided in file number: 
KPKT/08/824/4275. 
20 See for example, Taman Shoukat, Lot 2219, Mukim 13, North East District (NED), Penang as provided in file 
number: KPKT/08/824/ /337. 
21 See hadith of the Prophet (PBUH), in his farewell address on the occasion of his pilgrimage in the 10th Hijrah 
– ‘Your blood (life), your property and your honour (dignity) are sacred as is the sacredness of this day in this 

city of yours and in this month of yours’ (Musleh-ud-Din, 1982, p. 52). See also the Quranic verse – ‘The 
recompense for an injury is an injury equal thereto (in degree): but if a person forgives and makes 
reconciliation, his reward is due from Allah: for (Allah) Loveth not those who do wrong’. (al-Shura (26): verse 
40). 
22 See for example in Taman Universe (developer: Cariwang Properties Sdn. Bhd), North East District (NED), 
Penang, as provided in file number KPKT/BL/19/1171. 
23 According to Hanafi school, if there are gharar al-fahish (significant fraud/risk) or certain gharar al-yasir 
(insignificant fraud/risk), they would render the contract voidable. However, for Hanbali and Shafi‘i schools, if 

there is gharar al-fahish, the contract would be of no effect (not-binding) (al-Zuhayli, 1989, vol. 4, p. 223-224). 
24 Which prohibits contract of non-existent. 
25 Also, in article 31 of Mejelle. 
26 This suggestion is equivalent to the terms contained in Schedules I and J of the Regulations 1989. However, 
the difference is that, in Schedules I and J, there is no term requiring the vendor developer to transfer the title to 
the unit bought to purchasers, immediately after the payment of the 90% balance purchase price. 
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27 According to Wahbah al-Zuhayli—‗ita’ means grant of idle/dead land to qualified and eligible person by the 
State/Muslim leader for the former to develop the land whether in perpetuity or for a certain duration (al-
Zuhayli, 1989, vol. 5, p. 575), (Qal‘rji & Qunaybi, 1985, p. 84) and (Abu Jayb, 1989, p. 307). However 
according to the Hanbali school, ‗ita’ may involve other than idle/dead land such as kharaj land provided the 
grant is beneficial to the public and it is necessary. Yet according to the Maliki school, ‘ita’ land shall not 
include confiscated-by-force-land such as land in ‗Iraq, Sham and Egypt (al-Zuhayli, 1989, vol. 5, p. 578). 
28 Al-Hisbah ‗is an institution developed by the Muslims to help regulate the society and economy and to ensure 
that the full flowing of the Islamic norms of behaviour and justice are done‘. In other words, to ordain good and 

forbid evil. In a greater sense, the purpose of hisbah is to ensure justice prevails over the society and its daily 
life. Subtly, the purpose of the Islamic Law will be fulfilled if there is justice. According to Ibnu Taymiyyah, the 
affairs of men in this world can be kept in order with justice and a certain connivance of sin, better than with 
pious tyranny. The consequence is, God upholds the just state even if it is unbelieving, but does not uphold the 
unjust state even if it is Muslim. It is also said that the world can endure with justice and unbelief, but not with 
injustice and Islam. The reason for all this is that justice is the universal order of things. So when worldly 
administration is just, it works, even if the man in charge has no share in the rewards of the Hereafter (Ibn 
Taymiya, 1982, Holland (trans.)). 
29 Based on the Quranic verses, Hadith of the Prophet (PBUH), qiyas, istihsan, maslahah al-ammah, masalah 
al-mursalah (public interest) and the maqasid al-shariah (objectives of the Shariah) itself. 
30 According to section 2 of the Islamic Banking Act 1983 (Act 276), ‗Islamic bank‘ means ‗any company 

which carries on Islamic banking business and holds a valid licence…‘. While the definition for ‗Islamic 

banking business‘ means ‗banking business whose aims and operations do not involve any element which is not 
approved by the Religion of Islam‘.(emphasis added). 
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Abstract 
 
This paper gives an insight of the applicability of Japanese recruitment practices and offers practical help to 
human capital practitioners embarking on new recruitment policies. The objective of this research is to reveal to 
what extent Japanese recruitment practices are introduced and practiced in the manufacturing companies in 
Malaysia, since the implementation of the Look East Policy. The process will involve both the gathering of primary 
and secondary data, but the main method is primary data survey. The approach is to target local enterprises as 
much as possible in the collection of primary data through a set of questionnaires as well as in-depth interviews 
with the human capital directors and some employees of each company. To preview the main findings and 
conclusions of this research, it appears that the Malaysian manufacturing companies have not designed their 
recruitment practices after those of the Japanese.  There is not a single model of recruitment practices operating in 
Malaysia, either among Japanese joint ventures or local enterprises.  However, it does suggests the existence of 
some consistent sets of recruitment behavior among the companies, though it cannot be said with much confidence 
that these patterns are indeed representative of Malaysian recruitment behavior. Human capital practitioners can 
use the outcome of the study to gauge the adaptability of certain elements of Japanese recruitment practices at the 
Malaysian workplace.   
 
Key Words: recruitment, manufacturing, transferability, Look East, hiring, ad hoc 
 
Introduction 
 
Considering the fact that more than 20 years have passed since the implementation of the Look East Policy 
(LEP),i the extent of Japanese-style management introduced and practiced in Malaysian companies should be 
reflected in the management policies of Malaysian companies. The objective of this research is to examine 
whether Japanese recruitment practices are introduced and practiced in the manufacturing companies in 
Malaysia, since the implementation of the LEP. This paper gives an insight into Japanese recruitment 
practices during the period of continuous business growth and the adoption of these practices by some of the 
manufacturing companies in Malaysia. It offers practical guidance to human capital (HC) practitioners 
embarking on new recruitment policies. Japanese recruitment practices have made it possible for companies 
to carry out their other human capital management (HCM) policies, such as comprehensive human capital 
development, internal and seniority-based promotion, mentor-mentee system, kaizen and job rotation. With 
Malaysia‟s efforts towards continuous economic growth, and the positive effect of Japanese recruitment 
practices on other aspects of HCM, adopting Japanese recruitment practices would be significant. The main 
aim here is to explore whether Japanese recruitment practices are implemented in Malaysian enterprises 
irrespective of whether there are Japanese interests in the companies.  
 
Characteristics of Japanese Recruitment Practices 
 
Recruitment Channel 
 
Traditionally, in large Japanese companies (i.e. those with over 250 employees), the main source of new labor 
is the routine hiring of new graduates from colleges and universities each year.ii These companies build up 
their relationships with colleges and universities over the years, maintaining close ties with their alma maters 
and pushing hard to recruit its students each year.iii New recruitments, each spring, are based upon long-range 
and medium-range business forecasts and expected rate of retirement. Though new recruitment has been the 
norm in Japanese hiring practices, mid-career recruitment has surfaced in recent years, especially in large 
corporations.iv If it is necessary to hire employees with special skills, techniques, knowledge, experience, etc. 
they are sought in the general labor market. However, these are exceptional cases, especially among large 
companies. The job of the Human Capital (HC) Department is to find a suitable employee within the 
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company, as the objective of recruitment is to find an employee who can build a long-term relationship with 
the company.v Thus, in Japan, recruitment decisions are of strategic importance; companies earnestly try to 
persuade outstanding students to join them.  

Typically, the large companies are interested primarily in candidates from the best schools. 
According to a pertinent study, employers preferred graduates who were willing to work for the companies, 
with an emphasis on employing the established university graduates who held membership of sport clubs 
teams. Employers assumed these graduates were smart in a general way as well as trained in vertical personal 
relationships (Kishita, 2006). Therefore, intelligent and hardworking graduates of first-tier universities, 
especially those who have had experience with school sports club activities, are highly appreciated. 
Graduation from one of the better-known universities or high schools is taken as a sort of guarantee for the 
applicant's overall acceptability.vi  
 
Recruitment Process 
 
For recruiting college graduates, methods such as recommendation by professors, company job fair/seminar and 
job search info-zine/job search website are widely used. When hiring new college graduates, points considered 
important are enthusiasm and ambition (clerical, technical/research, and non-clerical), general common 
knowledge, good education, cooperative spirit and sense of balance (clerical positions), technical knowledge 
and skills (technical/research positions) and drive and executive ability (non-clerical work). A survey carried out 
by the Japan Institute of Labor (2003a) shows similar results, with focus being placed on ambition towards work, 
attitude and competency, fundamental ability and aptitude, and stamina and good health. Attitude, competency, 
fundamental ability and aptitude were considered important for humanities-related jobs, while technique, skills, 
and knowledge were considered important for science-related jobs. 

Recruitment practices of four-year university graduates of the humanities and social sciences differ 
from those of the natural and physical sciences. The norm for the recruitment of university graduates of the 
natural and physical sciences is either a recommendation by the student‟s academic advisor, or a request to the 

advisor from the company for introduction of a student. The hiring of university graduates of the humanities and 
social sciences starts with a request for materials from various companies during their junior year. Students 
attend seminars conducted by these companies to gather more information before proceeding to written exam 
and interview. After two or three interviews, successful candidates will be given conditional job offers, normally 
between May and July. For most companies, job offers are given after much deliberation. However, research by 
the Japan Institute of Labor (2001) shows that the decision period for some companies is becoming shorter.  

In recent years, the convenience of the Internet for job search has drastically changed the job-hunting 
process of university graduates of the humanities and social sciences. Students do not depend so much on 
company-made brochures for organizational information, but on the company‟s homepage instead. Applications 

for events such as company information sessions can be made online. The use of private-sector portal websites 
for job-hunting is also becoming increasingly popular. However, this is restricted to large enterprises, as small 
and medium-sized businesses make a limited use of the Internet for recruitment. vii  Another new trend is 
internship programs carried out by government and public offices as well as companies, where students spend 
the summer vacation of their junior year working at companies. Though the number of students who have done 
internships is increasing rapidly, it is still about 30,000 for all of Japan, due to companies‟ limitations on the 

number of people that they accept.viii 
On the contrary, for mid-career hires the most common methods are public employment security office, 

„help wanted‟ ads, fliers in newspapers and personal connections.
ix Job experience (management and clerical 

categories), technical knowledge/skills and job experience (technical/research positions), and enthusiasm, 
ambition, good health and stamina (non-clerical workers) are the most desired attributes. The purpose is to make 
use of ready skills and abilities of management and technical/research candidates. Clerical and non-clerical mid-
career workers are often hired to fill vacancies left by retirees. While small and medium-sized companies are 
increasingly looking for workers in mid-career, large enterprises too are quickly coming to strengthen this trend 
of hiring mid-career experienced workers. As far as hiring of company directors is concerned, the emphasis will 
be on hiring mid-career workers. However, research shows that the hiring of mid-career workers has remained 
the same over the years.x On the other hand, the recruitment of new hires without work experience, such as new 
graduates, fell slightly from 7.0% in 1992 to 5.7%, an extremely slow change. 
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Change of Approach to Recruitment 
 
To remain competitive, Japanese corporations are changing recruitment practices drastically where people 
with special skills are desired.xi Additional to colleges and universities recruiting, many companies are using 
recruiting agencies, mid-career hires, and temporary employees xii . As for foreign companies, recruiting 
channels such as word of mouth, recruiting agencies,xiii and advertisements are more common. In addition, 
foreign companies have had to rely heavily on using temporary employees, poaching employees from other 
companies, Japanese returnees and others from abroad, and, where justified, expatriates, as on the whole, 
colleges and universities recruiting was not very useful for them.  

Thus, although traditional practices continue to dominate,xiv more and more companies are beginning 
to experiment with unconventional employment methods such as mid-career hiring, lateral hiring from other 
Japanese companies, outsourcing for special skills, as well as increased use of temporary employees and 
“freeters” (employees who juggle outside assignments). Recently, many firms have hired temporary workers 

in a wide range of areas, partly because they are capable of doing jobs formerly done by permanent workers. 
To keep up with the changes, Japanese people, in general, are beginning to develop more flexible attitudes 
toward obtaining employment. As a result of the economic situation, some recent graduates have taken 
temporary jobs, including assignments that are limited in lengthxv, but these jobs can develop into something 
more permanent if the students perform well and show initiative. 
 
Characteristics of Malaysian Recruitment Practices 
 
In Malaysia, recruitment is carried out whenever a vacancy arises. Great emphasis is placed on past 
experience, as little training is given in the course of the job. Most companies prefer to employ experienced 
workers rather than train up new staff. However, in recent years some companies have been recruiting directly 
from schools, colleges and universities. Some of them were recruited when they were still in the final year of 
their studies. However, unlike Japan, there is no long-term employment policy and it is common for workers 
to hop from one job to another, seeking greener pastures. Many Malaysians workers are willing to take 
challenges for the sake of their career. Besides, routine work due to limited job rotation and a tendency for 
specialization of jobs or skills encourages job-hopping. Therefore, aggressive workers will move on and with 
their experience, the next company is more than willing to take them. Companies, therefore, are not too 
willing to undertake costly training programs, as the turnover can be rather high, especially among production 
workers. 

As far as recruitment and hiring are concerned, there seems to be no set pattern. There are striking 
differences in the implementation style of the hiring practice, in particular between the foreign and the local 
MNCs (Chew, 2005). Recruitment is conducted when needed on an ad hoc basis (Chong & Jain, 1987; 
Thong, 1991; Lim, 1991; Putra, 1993). The general practice is to hire employees who have experience from 
other companies. Western MNCs, in particular, have „deep pockets‟ that enable aggressive staffing and 

poaching. They place great emphasis on the person and organization fit in recruitment. Similarly, Japanese 
MNCs have also started to emphasize the person and organization fit in the selection process (Chew, 2005). 
Even though recruitment of new graduates was once much emphasized, most Japanese subsidiaries are 
currently guided by real time human capital needs and vacancy openings. External hiring takes place when 
suitable candidates from within are not available. The new hiring strategy is a departure from the seniority 
systems in which work experience is valued before entry, and the base salary is competitive with the market 
rate.xvi Local MNCs tend to emphasize person and job fit in recruitment, congruence between the demands of 
the job and the needed skills, knowledge and abilities of a job candidate (Edwards, 1991). Furthermore, 
talented cadres in Malaysia seem to gravitate to foreign owned firms (Chew, 2005).  
 
Methodology 

 

This paper addresses the question of whether manufacturing companies in Malaysia have adopted some of the 
Japanese recruitment practices implemented by companies in Japan during the period of strong economic 
growth. This is done by analyzing survey-based data sets obtained from samples of Japanese and locally 
owned firms in the same sector or industry, as well as from local enterprises, with or without foreign capital, 
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in different industries. For the first analysis, research on auto manufacturing companies was carried out. This 
is because it is a growing industry in Malaysia and most of these companies have Japanese interests. As Japan 
is a major auto manufacturing country, a comparative analysis of its recruitment practices would be 
incomplete without analyzing the auto manufacturing industry. Here a comparative study was made between 
a Japanese auto manufacturing company and three other local auto manufacturing companies (set up before 
the Look East Policy) – two with Japanese interests and one fully Malaysian-owned. 

For the second research, four manufacturing companies – two manufacturers and suppliers of 
chemical products; two manufacturers and suppliers of electrical items and components - were used in the 
analysis. This research is carried out to see if Japanese recruitment practices are also evident in other 
industries besides the auto manufacturing industry. These companies, especially in electrical and chemical 
manufacturing, sprang up after the launching of the Look East Policy. This part of the research attempts to 
show that the adoption of Japanese recruitment practices in these companies is more intense as compared to 
the auto manufacturing companies, which were mostly established before the introduction of the Look East 
Policy. Ownership of the companies is as shown in Table I below. 
 
Take in Table I 
 
The objective of both research is to examine whether Malaysian companies have adopted some Japanese 
recruitment practices since the implementation of the Look East Policy. Since it has been more than 20 years 
since the Look East Policy was first introduced to Malaysia, adoption of the Japanese system of recruitment 
in the local enterprises would be expected to be significant. The approach is to target local enterprises as 
much as possible in the collection of primary data through a set of questionnaires. As a basis for the research 
of Malaysian recruitment patterns, this study uses Japanese organization behavior as a reference point, 
because Japanese management is already well established as a research topic, unlike Malaysian management. 
Data was collected through a questionnaire survey as well as in-depth interviews with the human capital 
director or manager and some employees of each company. Questionnaires written in English were mailed out 
to a few manufacturing companies. To facilitate a larger return sample, the questionnaire was kept short and 
simple. It is also structured with an answering scale for early response.  

At the first meeting with the HC Department, the theme, purpose, general outline, method, and 
details of this study were explained. Three requests were made: to complete the questionnaire, to obtain 
permission to interview the human capital staff and to obtain permission to privately interview company 
employees - managers, engineers and clerical staff. Interviews were carried out in a private room and lasted 
for an hour to an hour and a half. Tape recordings of each interview were made. Notes were also taken during 
the interview and after each interview, a summary of each interview was drafted. Then, the taped interviews 
were transcribed into written form. Answers from the questionnaires were compiled, summarized and 
compared. The answers to questions relating to a similar topic were tabulated in a series of tables to identify 
key trends. Overall emerging themes were then identified and these results were used for the writing of this 
paper. The research findings will be presented in greater detail in the following section. 
 
Results 
 
The questionnaire sent to the companies under survey and the interviews with some of the executives reveal 
the following findings. Specifically, the recruitment channel, the recruitment process, criteria in recruitment 
and probation after recruitment are discussed. 
 
Recruitment Channel 
As for Firm A, recruiting new graduates directly from schools and colleges or universities (routine hiring) 
seems to be the main policy (Wakabayashi, 1980). Although most graduates in Japan start work at the 
beginning of April, Firm A‟s new recruits already have semi-official employment contracts with the company 
in their last year of school education. Like other companies in Japan, job seekers in the local labor market are 
taken up first. Recruitment from the foreign labor market is usually done through an agent and not directly. 
The company recruits the disabled and young people as well. The company expects the male employees to 
stay in the company until the compulsory retirement age and female employees to retire when they marry or 
have babies. This is consistent with research carried out in the past (Abegglen, 1958; Dore, 1973; Schein, 
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1987; Morishima, 1995). 
 
As for the Malaysian enterprises, recruitment is conducted when needed on an ad hoc basis. All the 
companies, including Firm E which is 100% Japanese-owned, do not practice Japanese style of recruitment. 
This is consistent with research findings that noted the difficulty of introducing conventional Japanese HCM 
to overseas operations (Heise, 1989; Yoshihara, 1989; Kopp, 1994; Kawabe, 1991). An interview with the 
Senior Human Capital Manager reveals that recruitment in the company is an ongoing process. Applicants are 
mostly candidates that have completed their studies. Companies are not too keen to consider applicants who 
have not graduated, as successful candidates are expected to fill the vacancies almost immediately. A policy 
of recruiting directly from schools and colleges/universities is also practiced, though not extensively. In 
response to the Government‟s move to promote a caring society, recruiting the disabled and the young is also 
practiced in some of the companies. Firm B has one limping employee and Firm C has 35 employees with 
hearing disability. However, all the other companies surveyed have yet to absorb any disabled or young 
workers into their organizations. 

Whether someone new or experienced is preferred depends on the vacancy to be filled. Except for 
Firm G, all the other companies have a mixed recruitment policy of recruiting both new graduates and 
experienced staff, especially as production workers. Firm G's policy is to take in qualified and experienced 
staff as far as possible. Firm H, on the other hand, recruits new graduates from college or university for its 
operation staff and trains them in a one-year qualification program. After reaching a certain stage, they move 
on to the next stage of training. As for managerial and administrative staff, experienced and professional 
personnel are given priority during recruitment. In all the companies, the emphasis is on recruiting locally, 
and foreign workers are taken in to fill competency gaps or labor shortage. The expatriates are recruited 
mainly for their expertise and will leave once transfer of knowledge has taken place.  
 
Recruitment Process 
 
In Japan, it is rare for companies to source workers through newspaper advertisement. At the time this 
research was conducted, the policy of Firm A is to screen potential candidates who have applied during the 
annual recruitment period for new recruits. On the contrary, in Malaysia all the companies surveyed sourced 
candidates through newspaper advertisement, in-house advertisement, or simply by word of mouth. 
Applicants normally write in formally, and if they fulfill the requirements an interview is conducted. Walk-in 
interview is also a common form of recruitment, especially for operation staffs. Another common practice is 
through staff contacts. For example, in the "Employee Gets Employee Scheme", Firm C gives preference to 
relatives of employees during recruitment. However, recruitment in Firm A is not largely based on family ties. 
In recent years, some of the companies advertised on the Internet as well. Though job vacancies are not 
advertised on the companies‟ websites, advertisements are placed in JobStreet and JobsDB. Other forms of 

recruitment include setting up recruitment booths, recruiting directly from the universities, and advertising on 
the local radio network, employment agencies, and headhunters. Potential candidates may be called back for a 
second interview and in most corporations no test is conducted. No guarantee is needed in most cases.   

All the companies also rely on internal deployment regardless of whether it is for a new position or 
to fill in a vacant position. Upon approval, the HC Department will proceed to source a suitable internal 
candidate based on the requirements specified by the line manager; failing which they will recruit externally. 
Internal candidates could be self-nominated or recommended by the superiors. Vacancies are normally 
advertised in the intranet or in e-mails. Once the candidates have been identified, discussions will be held 
with the line manager to select the most suitable candidate for the job. 

In all the companies, competence-based recruitment is practiced. Competencies required for the job 
and person specification are clearly stated. The selection process is also rather stringent and there are various 
stages of screening to ensure high quality hires. Normally, the initial screening would be done by the HC 
Department, after which shortlisted candidates would be forwarded to the line manager for a second screening. 
Candidates shortlisted by the line managers would then be returned to the Senior Manager of the HC 
Department who would then call the shortlisted candidates for an interview. For each position an average of 
about 20 applications would be selected and forwarded to the department concerned for a second screening. 
In the second screening, 8 – 10 candidates would be selected by the department for the first interview. 
Normally, three candidates would be called for a second interview. 
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The interviewing process in all the companies is structured with much emphasis on the performance 
of the candidates during the interview. The focus is on the evaluation of knowledge, skills and attitudes, with 
a great emphasis on the attitudes of the employees.xvii Structured questions prepared in advance by the 
interviewing panel are used to test the hard and soft competencies of the potential recruits. There are 3 – 7 
members in the interviewing panel, which normally includes the Senior Manager of the HC Department and 
the line manager who requested for a new recruit. There is much objectivity as scores would be awarded to 
each question based on a standard score format.xviii With panel interviews, bias is much reduced and the 
possibility of recruiting the right person for the job is enhanced. Besides selection tests, some companies 
conduct a second interview to reduce the possibility of recruiting the wrong person for the job. 
 
Criteria in Recruitment 
 
Much emphasis is placed on assessing the personal traits of potential candidates, such as personality, initiative 
and attitudes. Though knowledge and skills are important, all the companies place priority on the soft skills of 
the candidates. Performance at the interview is important and is one of the deciding factors in recruitment. 
Besides this, all potential candidates must meet the minimum education qualification set by the company. 
Some of the companies also take into consideration training undergone by the candidates. Participation in co-
curricula activities is also another criterion. To further enhance the metrics in recruiting, none of the 
companies practiced nepotism or cronyism, though some of the companies showed some flexibility in this 
respect. There are no racial quotas even though the ratio for each race is proportionately different.  

Though qualification is an important criterion in Japanese recruitment system, qualification is not as 
important as was previously thought in Malaysia. Prevailing opinion suggests that Malaysia is a „qualification 

society‟ and companies place great emphasis on qualifications during recruitment, but interviews with the HC 

practitioners in all the companies surveyed except for Firm H    proved the contrary. As far as Firm E   is 
concerned, it is the attitude of the candidates rather than academic achievement that counts. However, a basic 
minimum qualification is necessary. As far as Firm G   is concerned, qualification is only theoretical, but 
human skills are necessary, for example, in negotiations.  

Thus, qualification is not really an important factor in recruitment, unlike in Japan. Companies tend 
to look more for experience than for qualification in recruitment. In the companies surveyed, only 16% of the 
employees have tertiary education. If there were a choice between someone experienced and someone new, 
the company would prefer not to take in the new candidate, especially at management level. With the 
experience of the older candidate, it is just a matter of adapting and familiarizing with the new job. Similarly, 
for production workers, most companies prefer to take in experienced personnel who are able to do their jobs 
and are well versed in modern equipment at the time of recruitment. According to one of the HC practitioners, 
without the right exposure and experience, one with a paper qualification from even the best university may 
not be able to carry out the job. Japanese corporations, however, prefer to recruit new graduates and then give 
them intensive training. An analysis of the career history of the companies surveyed reveals that most of the 
senior employees have vast experience in other companies prior to joining the present organization. For 
example, both the senior managers and managers have an average of 12 years experience prior to joining their 
present organizations. Similarly, unlike in Japan, graduating university is not so important in Malaysia, even 
though there is a tendency to take in graduates from foreign universities. However, the notion of giving 
priority to overseas graduates does not exist in all the companies surveyed. They are recruited mainly for their 
overseas exposure and their ability to adapt.  
 
Probation after Recruitment 
 
Unlike Firm A, where there is no probation period for new recruits, all successful new recruits in the other 
companies are given a trial period ranging from three to nine months. Firm B requires a probation period of 
nine months for managerial personnel, three months for production workers and six months for those above 
production levels.xix As for Firm C, probation period for new recruits varies from three to six months.xx 
Though there is a Japanese interest in Firm C, it does not follow the Japanese management system where 
probation period is not widely practiced. Similarly, Firm D requires new recruits to go through a three month 
trial period which will be extended for another three months if they fail to meet the expectations of the firm 
during the trial period. All the other companies surveyed also have a probation period ranging from three to 
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nine months. Thus, probation period after recruitment is a common feature in most Malaysian companies. The 
main reason for this is that not much training is conducted for new recruits. During probation, new recruits 
will need to prove that they are capable of getting on with the job even without much training. The probation 
period for all the companies surveyed is as shown in Table II. 
 
Take in Table II 
 
In comparison with the results of a survey by the Malaysian Employers Federation on probation period for 
executives and non-executives in Malaysia, it can be concluded that all the companies surveyed followed the 
general policy of most of the other companies in Malaysia as far as probation period is concerned. For 
executives, the probation period is normally under 6 months whilst for non-executives it is 3 months. 
However, none of the companies surveyed revealed that they have no fixed policy.  
 
Discussion 
 
As far as recruitment is concerned, companies in Malaysia still recruit on an ad hoc basis. Similar findings 
were also found by past researchers (Chong & Jain, 1987; Thong, 1991; Lim, 1991; Putra, 1993). Routine 
hiring is rarely carried out, though some companies do source staffs periodically at job fairs and universities. 
Routine hiring, as practiced by Japanese enterprises, will help reduce unemployment among new graduates. 
This systematic hiring practice could be considered by Malaysian enterprises. It can be carried out in 
Malaysia if the organization surveys the labor market and prepare the organization's long-term labor needs. 
However, as experienced personnel are readily available, companies do not take the initiative to undertake 
costly surveys on the labor market. Furthermore, most Malaysian enterprises do not have long-term training 
and development policies and most do not expect new recruits to stay on till retirement. Because of this, most 
Malaysian companies are not ready for elaborate and continuous training and development, which follows 
routine hiring. Though routine hiring is sparingly visible in the local labor market, it would still be a long way 
before Malaysian enterprises fully adopt Japanese recruitment practices. 

The Japanese school year ends at the end of March and new school graduates are employed at the 
beginning of April. It is customary for Japanese students to go job-hunting during their final year at the 
college or university. Unlike Japan, most Malaysian graduates only start looking for a job after graduation. 
This is mainly due to the heavy workload in the final year and examination pressure at the end of the 
academic year. Moreover, companies are not too willing to consider candidates who have not graduated. 
Potential employers would be interested in the field of study of new recruits without any working experience. 
Besides, recruitment in Malaysia is on an ad hoc basis and successful candidates are expected to fill the 
vacancy almost immediately (normally at the beginning of the next month or at the beginning of the second 
half of the month). Students, therefore, find it very difficult to get a job before graduation. However, in recent 
years, companies have started taking in employees while the students are still in their final year. Some 
companies organized career seminars for final year students at the university and potential candidates may be 
recruited. 

The recruitment of new graduates is a common practice in Japanese companies though mid career 
hiring has surfaced in recent years. Companies in Malaysia, however, prefer experienced candidates, 
especially to fill vacancies in higher management. For lower executive and non-executive positions, new 
graduates are recruited, though experienced personnel are preferred. Foreigners are also taken in when their 
expertise is needed. As a result, new graduates may find it difficult to get a job, especially in times of 
recession. It is quite normal for graduates to wait for months before they are finally recruited. Besides, one of 
the common comments among HC practitioners is that universities are not producing graduates that meet 
industry needs. On one hand, there are jobless graduates, and on the other, industries compete to get the most 
appropriate candidate for a job. Creating industry-university linkages would to a certain extent reduce this 
problem. As recruiting directly from schools and universities is beneficial to both the potential employers and 
employees, adoption of this aspect would be beneficial to Malaysian companies as far as recruitment practices 
are concerned. Companies take in new recruits after studying the needs and potentiality of the company. The 
possibility of over or under staffing is much reduced and companies have ample time to structure the course 
of the new recruits. Potential employees, on the other hand, could start work immediately upon graduation, 
thus, reducing unproductive time or lapse period. Besides, recruiting new school graduates and long-term 
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employment make it worthwhile to carry out training, especially now that the Human Resource Development 
Fund has made it compulsory to set aside funds for training. Appropriate training and long-term employment 
will lead to greater commitment on the part of the employees. 

One of the reasons for hiring experienced personnel whenever possible is that Malaysian style of 
HCM does not put much emphasis on training and development. However, given the possibility of 
experienced workers hopping to another company, Japanese style of recruiting workers can be said to be 
better than that practiced by Malaysian corporations in the long run. Japanese recruitment policy helps retain 
its workers for longer period of employment and training and development programs could be implemented 
smoothly throughout the entire career of the employee. Adopting the Japanese style of recruitment would 
mean lower budget for recruitment, and the reduced expenditure on recruitment could be channeled to 
programs for staff development. Continuous human capital development means greater commitment and 
greater returns for the company. 

Unlike in Japan, new recruits in Malaysia are required to go through a probation period to prove 
their suitability for the job, and if they fail to perform, they will either be given an extension of the probation 
period or terminated. New recruits may not fit in or be capable of carrying on with the job immediately, and 
the probation period would help both the company and the new recruits to identify competency gaps. On the 
contrary, studies showed that there is no system of probation period in companies in Japan. This is partially 
due to the long-term employment policy in most Japanese companies, where new recruits are not expected to 
leave until retirement age (Sano, 1995; Morishima, 1995; Kato, 2001; The Japan Institute of Labor, 2003b). 
Furthermore, Japanese companies provide continuous training and development for new recruits through the 
entire career of the employee. 

However, this is not practiced in Malaysian corporations, as companies do not find it worthwhile to 
spend excessively on training programs. Not much training is carried out for new recruits. Employees come 
and go and as long as the company does not have an effective way to retain its workers, it will not carry out 
extensive training programs. Training employees would involve large amounts of money and resources which 
most of the companies could not afford, as some companies may have to resort to big increments to keep staff 
from leaving. It was not until recently that funds are set aside for training with the enforcement of the Human 
Resource Development Act. The Malaysian government has placed a lot of emphasis on higher education and 
self-improvement in the last few years. With this, perhaps the Malaysian labor market would be more 
internalized and training up of new graduates may in turn lead to greater commitment and loyalty to the firm. 

In a nutshell, similarities between Japan and Malaysia are found in the emphasis on giving priority to 
job seekers in the local labor market and on recruiting the young and disabled. Generally, there are more 
differences in the recruitment policies, and the obvious ones include routine hiring carried out in Japanese 
companies and the absence of probation period for new recruits in Japan. Other differences are not that 
glaring, as Japanese companies are also moving away from conventional recruitment practices, and the more 
contemporary recruitment policies are rather similar to those practiced in Malaysia. Among these are mid 
career hires and less emphasis placed on graduating universities. 
 
Implications for Human Capital Practitioners in Malaysia 
 
As far as the transferability of traditional Japanese recruitment practices to firms in Malaysia is concerned, 
the limited evidence from case studies suggests that most Malaysian corporations still adhere to the traditional 
method of recruiting on an ad hoc basis (Chong & Jain, 1987; Thong, 1991; Lim, 1991; Putra, 1993). One of 
the reasons for this is that most companies do not have long-term manpower planning. Therefore, it is not 
possible to carry out routine hiring as practiced by Japanese corporations. As recruitment is carried out when 
the need arises, Malaysian enterprises sometimes experience a limited choice of candidates. The successful 
candidate may not be the best choice for the job. At the same time, one looking for a job may end up with a 
job not of his choice or satisfaction. There would be wastage of human capital skills if an unsuitable 
candidate were slotted for the job. All these will eventually lead to discontentment, and that is why job-
hopping is common in Malaysia among the younger workers (Kawabe, 1991; Chin, 2003). Thus, as far as 
recruitment is concerned, routine hiring of new school graduates and long-term employment could be 
practiced. In addition, Japanese style of recruitment where potential candidates are subjected to a series of test 
makes it possible to select the candidate most suitable for the job.  

Hiring on an ad hoc basis encourages job-hopping, as it makes it possible for young aggressive 
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workers to change jobs for short-term gains and challenges.  As a result, it is difficult to draw up long-term 
training programs. An employee will not hesitate to leave if there are better opportunities elsewhere even after 
obtaining training from the company. Similarly, a company will not hesitate to terminate the services of a 
non-performer. There is, therefore, a certain degree of uncertainty on both sides, unlike in Japan, where most 
new recruits join a company for good and concentrate on building their career with the company. Japanese 
corporations in turn are also more willing to carry out training and development for its human capital, which 
eventually leads to greater returns. If companies in Malaysia were to carry on their present recruitment 
practices, effective long-term training and development would be too limited to achieve the company's goals 
and objectives. Progress in employee skills would be rather slow and this will halt the growth of the company 
in particular and the country‟s economy in general. Besides, there is no proper identification and organization 

of human capital skills and poor dissemination leads to wastage of expertise. In short, Malaysia has a pool of 
skilled human capital whose potential has yet to be fully tapped. If skills are properly identified and training 
is given to develop those skills, companies in Malaysia will be more competitive globally.  

Besides the findings of the present research, other factors too affect the transferability of traditional 
Japanese recruitment practices to Malaysia. Among the important ones are cultural factors. For example, the 
Japanese work ethics, such as expectations of loyalty to and identification with the firm, are vital in most 
corporations in Japan, but would be unacceptable to most workers in Malaysia. Their priorities are different 
from those of the Japanese workers. Malaysian workers place great importance on the family unit and would 
choose loyalty to the family rather than to the company. However, this does not necessarily mean that local 
employees of Japanese subsidiaries in Malaysia or employees of locally owned counterparts are not loyal to 
the companies they work for. In addition, companies in Malaysia have to cater for the Chinese, Malays and 
Indians at the same work place. Malaysian corporations are required to follow a quota system to include all 
the races in their recruitment policy. Ethnic and religious tensions mean that incompatibilities inevitably 
surface from time to time. This will result in a decrease in the satisfaction that workers derive from their jobs 
and may force some of the workers to leave involuntarily. Management must reduce such tendencies by 
exercising leadership and setting super ordinate goals with which all employees, regardless of their ethnic and 
religious background, can identify themselves.  
 
Conclusion 
 
To review the main findings and conclusions of this research, it appears that the Malaysian enterprises have 
not designed their recruitment practices after those of the Japanese, though there are some similarities. Hiring 
practices in Malaysia show a preference for experienced and professional employees during recruitment 
whilst Japanese companies prefer hiring new recruits, though in recent years Japanese companies have 
resorted to mid-career hiring as well. Besides, Japan practices long-term employment whereas in Malaysia 
new recruits do not think of working for their first employer throughout their careers. Job-hopping is quite 
common among the younger workers. In Japan, companies normally give training to new employees upon 
recruitment, but in Malaysian corporations new recruits are normally left to prove themselves during the 
probation period. Malaysian employers do not hesitate to terminate the services of a new recruit if he fails to 
perform during the probation period. This and other differences in the recruitment policies show that 
Malaysia has yet to adopt Japanese recruitment practices. 

Considering that Malaysia openly pledged to emulate Japanese practices under the LEP after a period 
of superb economic performance by the Japanese economy, why then are companies in Malaysia not receptive 
to the Japanese recruitment practices? The reason perhaps lies in its limited applicability in the Malaysian 
environment. Japan with its homogeneous workforce does not have to deal with the multiplicity of races, 
religions and languages.xxi In addition, women in Malaysia seem to push for equality with men more intensively 
than their counterparts in Japan.xxii Besides, the increase in teleworking opportunities will provide greater job 
flexibility, thus, encouraging more women to join the labor force. Thus, recruitment practices of companies in 
Malaysia have to look out more for objectivity where different people could compete on the same footing. 
Japanese management practices, which are designed for the male dominated working environment, has limited 
applicability as far as this is concerned. However, if consideration is given to certain factors that counteract the 
application of Japanese recruitment practices in Malaysia, Japanese recruitment techniques with slight 
modifications can be successfully introduced in Malaysia.xxiii The transference of Japanese recruitment practices 
must be undertaken with endurance and consideration, and in accordance with the mainstream of the basic 
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cultural values of the local population.xxiv  
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TABLE I  OWNERSHIP OF COMPANIES 
 

Name of Organization Ownership 

Firm A 100% Japanese 

Firm B 100% Malaysian 

Firm C Malaysian-owned with some Japanese interests 

Firm D Malaysian-owned with some Japanese interests 

Firm E 100% Japanese 

Firm F 100% American 
Firm G Malaysian-owned with some Japanese interests 
Firm H Joint venture between Malaysia and America 
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TABLE II PROBATION PERIOD FOR THE COMPANIES SURVEYED IN MALAYSIA 
 

Probation Period Firm B  Firm C  Firm D  Firm E   Firm F   Firm G   Firm H    

Executives:               

3 months and below     /         

6 months / /   / / / / 

9 months /             

12 months               

No fixed policy               

Non Executives:               

1 month               

3 months / / / / / / / 

6 months   /           

No fixed policy               
 
 

End Notes 
                                                   
i After the considerable early confusion about it, the "Look East" policy was defined as a campaign to boost 

productivity by inducing hard work and promoting greater output as well as quality, and more effective 
modes of labor organization and discipline ostensibly associated with the Japanese. 

ii Hiring of new graduates has played an important role in the development of human capital in Japan. 
Japanese culture of staying on in the same company after recruitment and the policy of long-term 
employment has enabled companies to draw up comprehensive training programs to train up new staff. 
Training up new graduates may work to the advantage of the company, as they are more receptive to training. 
Being young and energetic, they aspire to the highest standards with regards to skills, know-how, knowledge 
upgrading and self-improvement. In the process, devotion to their job and loyalty to the company is 
enhanced, making it worthwhile for the company to plan more training programs to develop its human 
capitals. Moreover, investing in new graduates may yield higher returns, as their length of service in the 
company may be longer. 
iii The same techniques are used by smaller companies, but most often with less success, mainly because they 
have fewer employees and less “power” in their sectors. 
iv Today, as much as 30% of the employees in Japan have been employed through mid-career recruitment. 
v In the practice of long-term employment, companies cannot easily increase their work force when needed 
and fire them when not needed. 
vi The employers offered several kinds of „red carpet‟ benefits to these employees - company housing, tours to 
domestic or overseas resort locations, parties and sporting events (e.g., golf excursions on business trips). The 
expenses outlaid for employees‟ welfare were considered a company expense in tax accounting systems. In 
practice, not only senior managers, but also middle managers enjoyed entertainment (e.g., nightspots), which 
was charged as company entertainment expenses. In fact, many employees embellished their private lives 
with abundant company entertainment money. Some critics referred to a Japanese salaried employee as a 
„domestic animal of a company‟ (Kishita, 2006).  
vii The usage of the Internet at large enterprises has topped 90%, and over half of large enterprises use the 
Internet even for the hiring of mid-career workers. The percentage of small businesses not using it is predictably 
high (Survey of Employment Management, Ministry of Health, Labor and Welfare, 2001).  
viii  “Survey on Internships at Universities (2002),” Ministry of Education, Culture, Sports, Science and 
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Technology, November 2003. 
ix Survey of Employment Management, Ministry of Health, Labor and Welfare, 2001. 
x The hiring of mid-career workers was 8.8% in 1992 and after slight rises and falls was the same (8.8%) in 
2002 (“Survey of Employment Trends,” August 2003, Ministry of Health, Labor and Welfare). 
xi Due to the “worst and longest recession” that has followed the collapse of the bubble economy, Japanese 
companies have aggressively promoted restructuring. They tried to reduce personnel costs by reducing the 
number of new graduates they normally hire or by sending employees to subsidiaries and other companies. In 
addition, people with lesser capabilities were let go.  
xii It is likely that temporary staff agencies will consolidate their position in the changing Japanese labor 
market. An increasing number of firms will think it unnecessary to employ permanent staff if they can hire 
temporary workers with the necessary skills for a specific period of time.  
xiii Japanese companies seldom use recruiting firms, but almost all foreign companies do. 
xiv The recruitment of new graduates still continues, but the process is becoming freer and more competitive. 
In order to hire good students to form a larger pool, companies care less about the ranking of the universities 
they come from, and companies can now hire even outside the previously set recruitment period. At the same 
time, companies do not promise pay based on seniority or long-term employment anymore. Increasingly, job 
security and compensation are now becoming more performance-based. 
xv Japan limits the time of temporary employment by one employer, usually to one year. 
xvi  Informally, Japanese subsidiaries of the same industry worked closely to minimize job-hopping of 
Malaysian employees via discussing and agreeing on competitive pay decision, exchanging information on 
job applicants, and allowing for discussion and negotiation that may lead to harmonious exchange of 
employees when one firm intends to poach staff of other Japanese firms (Chew, 2005). In most Japanese 
subsidiaries, Malaysian top managers were assigned to manage human capital matters.  
xvii Knowledge could be acquired and skills could be trained, but attitude is hard to change. 
xviii Based on the points accumulated, the candidates are categorized into either of the four groups or its 
equivalent, namely, Group 1 – “do not meet requirement”, Group 2 – “meets requirement”, Group 3 – 
“exceeds requirement” or Group 4 – “outstanding”. 
xix If the new recruit fails to meet the expectations of the firm during the trial period, he will be terminated in 
the case that he fails in attendance and attitude, but will be given an extension of the probation period if he 
fails in work performance.  
xx Production workers are normally terminated if they fail to meet the expectations of the firm during the trial 
period, but for management personnel there have been no cases of termination so far.   
xxi In Malaysia, where Chinese, Malays and Indians have to work side by side, ethnic and religious tensions 
mean that incompatibilities inevitably surface from time to time, resulting in lower productivity, poorer 
quality of goods and services, smaller profits and a decrease in the satisfaction that workers derive from their 
jobs. 
xxii Institutions of higher learning are churning out more female graduates every year in various domains.  
xxiii By adapting the values of the traditional systems in recruitment and incorporating certain aspects of 
Japanese and Western recruitment practices in its modified form, a Malaysian-style of recruitment could 
evolve. 
xxiv Transference is made easier due to the interest in Japanese HCM practices held by foreign academicians 
who are teaching such practices to their students in their own academic institutions. The local news media 
also play a role in disseminating such information to the general public. The groundwork for creating 
awareness and understanding of Japanese HCM practices has been started and still continues. This helps to 
ensure that when Japanese companies transfer manufacturing and service activities to Malaysia, their 
presence and activities will not prove to be a cultural shock to the local populace. 
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Abstract 
 
It is argued that regulatory, social and cultural pressures that have been imposed on organizations play significant 
roles in determining the internal practices and structures. These mechanisms created and spread common set of 
values, norms as well as rules, which produced similar practices and structures across organizations that shared 
similar field. The elements of institutional isomorphism within the halal food industry started to emerge when the 
Malaysian government decided to regulate the industry.  This need to be done in order to ensure the quality of halal 
food products is maintained. Due to the increment in the adoption of halal logo, authorities should have a clear 
understanding of the underlying reasons behind such interest. Therefore, the objectives of this small-scale study are 
to provide greater understanding of the current situation related to the effect of institutional pressures on the inter-
organizational imitation within the halal food industry. Findings showed that respondents perceived their companies 
to face high mimetic (m=3.783) as well as normative pressures (m=3.733). This implied that respondents seemed to 
believe that institutional pressures do exist within the Malaysian halal food industry.  
 
Introduction 
 
According to Scott (1992), regulatory, social as well as cultural pressures that have been imposed on 
organizations play significant roles in determining the internal practices and structures. This notion lends a 
strong support for the ideas promoted by DiMaggio and Powell (1983). They argued that organizational 
decisions were strongly influenced by three institutional mechanisms, the coercive, mimetic and normative 
isomorphism. These mechanisms created and spread common set of values, norms as well as rules, which 
produced similar practices and structures across organizations that shared similar field. Jennings and 
Zandbergen (1995) found that coercive isomorphism such as regulations and also regulatory enforcement have 
been proven to be the main reasons for adoption of environmental management practices. Their study showed 
that companies throughout each different industry have implemented similar practices. Thus, evidence of 
homogeneity in operations of the companies within similar industry was seen and documented, especially when 
most of them were seeking for legitimacy of operations. 

In general, studies in the past have managed to show that organizations within a particular industry are 
likely to engage in operational and structural isomorphism and that various modes of imitation do occur (Davis 
& Greve, 1997; Galaskiewicz & Wasserman, 1989; Guillén, 2002; Haunschild, 1993; Haunschild & Miner, 

1997; Haveman, 1993; Martin, Swaminathan, & Mitchell, 1998).  In fact, these studies found that organizations 
tend to imitate the actions most widely adopted by others, the actions of firms with similar characteristics or 
those of high performances. Thus, the tendency to get involve with industrial isomorphism is likely to increase 
with higher levels of social pressures and mounted operational uncertainty. According to Haunschild and Miner 
(1997), their study observed that all three categories of imitation are likely to occur independently and that 
uncertainty enhances such occurrence.  Similarly, Henisz and Delios (2001) found that Japanese firms operating 
in higher firm-specific uncertainty are more likely to imitate the plant location decisions of other Japanese firms 
within that industry. 

The elements of institutional isomorphism within the halal food industry started to emerge when the 
Malaysian government decided to regulate the halal food industry. Prior to 1970s, the food industry in Malaysia 
did not have any specific guidelines in producing halal food (JAKIM, 2008). Therefore, manufacturers produced 
halal food based on their own understanding of halal food production. Furthermore, each food manufacturers 
highlighted their own claims that the products produced by their companies were halal and thus, indicated that 
syari’ah requirements were fully met. However, it was not clear whether these companies adopted similar rigors 

when producing the halal food. Due to strong demands from consumers, the government have decided to 
introduce some forms of regulations to monitor the halal food industry by introducing the Trade Description Act 
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1972 and also Trademark act 1975. In 1982, the Malaysian Government established a committee on evaluation 
of food, drinks and goods utilized by Muslims under the Islamic Affairs Division in the Prime Minister’s 

Department (now known as the Department of Islamic Development Malaysia, JAKIM). The main task of the 
committee is to check and instil Halal awareness amongst food producers, distributors and importers and the 
division is responsible for the issuance of halal certificates. 

In 2004, the movement towards industry isomorphism or homogeneity was further strengthen when the 
Malaysian Prime Minister Datuk Seri Abdullah Ahmad Badawi launched the MS 1500:2004 (Halal Food: 
Production, Preparation, Handling and Storage – General Guidelines) Halal food standard. MS 1500:2004 was 
developed under the Malaysian Standard Development System by the Department of Standards Malaysia of the 
Ministry of Science, Technology and Innovation with the involvement and co- operation of JAKIM, relevant 
government agencies, non-governmental organizations, universities and industries.  MS 1500:2004 incorporated 
compliance with international standards of Good Manufacturing Practices and Good Hygiene Practices and 
prescribes practical guidelines for the food industry on the preparation and handling of halal food (including 
nutrient supplements) based on quality, sanitary and safety considerations (“Malaysian standard”, 2004). It also 
served as a basic requirement for food products and food trade or business in Malaysia to apply for the JAKIM 
halal logo.  

JAKIM also has published a manual to be used by interested companies. The manual published by 
JAKIM is a guideline to co-ordinate the implementation of Halal certification activities in Malaysia. The manual 
provided basic principles to be adopted by every halal logo holder in Malaysia and covered areas such as 
application procedure, inspection, monitoring and enforcement. The manual is a complementary document to 
MS 1500:2004 and any issuance of halal logo by JAKIM is subject to compliance with MS 1500:2004 and the 
manual. Thus, the production of halal food among certified halal food manufacturers in Malaysia has been 
homogenized in order to ensure the quality of halal food products are maintained at all times. To further 
harmonize the industry, the Malaysian Prime Minister announced that all state governments in Malaysia are to 
use the standard halal logo issued by JAKIM thus making the logo a national halal logo of Malaysia. Due to the 
strong demand from consumers (“Halal food manufacturers”, 2008; Othman, Zailani & Ahmad, 2006) and the 

clear as well as easy to understand guidelines made available by the government, the number of halal logo has 
increased gradually each year as shown in the Table 1.0. Even though there were some increments in the 
adoption of halal logo over the years, authorities should have a clear understanding of the underlying reasons 
behind such interest to be certified with the logo. 
 

TABLE 1: JAKIM HALAL LOGO AND CERTIFICATE APPLICATION  
 

Category Multinational Small Medium Industry Total (MNC and SME) 
 Sept 2006 Sept 2007 Sept 2006 Sept 2007 Sept 2006 Sept 2007 

Bumiputera 60 96 323 513 383 609 
Non 
Bumiputera 

182 258 752 956 934 1214 

Total 242 354 1075 1469 1317 1823 
 

This is because, to a certain extent, it is also alarming to observe that even though JAKIM has published a 
comprehensive manual as guidelines on the certification requirements, the number of reported cases related to 
halal logo abuse still exist (“JAKIM Kesan”, 2004; Othman, Zailani & Ahmad, 2007). Therefore, there is a 

pressing need to understand the fundamental issue behind this situation. 
 
Objectives 
 
The objectives of this small-scale study are to provide greater understanding of the current situation with regards 
to the effect of institutional pressures on the inter-organizational imitation within the halal food industry. Details 
of the objectives are as follow; 

1. to investigate the existence of institutional pressures in halal food industry 
2. to identify the institutional pressures that play the most significant role in influencing homogeneity 

of the halal food industry 
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Research Methodology 
 
Respondents Profile 
 
Data for this study was obtained through a survey method. The sample consisted of 24 respondents from various 
halal food manufacturers in Malaysia. These respondents were randomly selected from a list issued by the 
Federation of Malaysian Manufacturers (FMM) published in the FMM-MATRADE Industry Directory 
2005/2006 (Food and Beverage, 2005). The demographic details of the respondents were provided in Table 1 
until Table 3. 
 

TABLE 2: TE DISTRIBUTION OF RESPONDENTS BASED ON TYPES OF BUSINESS 
 

 No of Company 
Meat 7 
Seafood 3 
Meat and Seafood 2 

 
TABLE 3: THE WORKING EXPERIENCE OF THE RESPONDENTS BASED ON GENDER 

 
 Male Female 
1-3 years 4 4 
3-6 years 1 5 
6-9 years 5 3 
More than 10 years 2 0 

 
In relation to their academic background, male and female participants did not vary greatly. Both 

genders did not have any representatives for certificate holders as well as postgraduate holders. A total of 5 male 
respondents have degree qualification whereas 7 female respondents were having the same qualification. Few of 
the participants hold degree in food science and related disciplines and majority of them have business related 
degree qualification. 

 
Instrument 
 
The researchers have developed a checklist to gauge the respondents’ perceptions of the roles of institutional 

pressures as well as the various types of organizational imitation that might be in practice within the halal food 
industry. The checklist was developed based on the perspectives of institutional theory. Due to the lack of study 
has been conducted in the past with regards to the roles of institutional pressures in halal food industry (Ahmad 
& Abdul Latif, 2003; Othman, Zailani & Ahmad, 2007). The researchers also could not identify any suitable 
instruments to be used within the Malaysian context of halal food industry. 
 Items in the checklist were written by the researchers in both English as well as Malay language. This 
was to ensure that the respondents have clear understandings of the items in the checklist. As stated earlier, the 
checklist was based in the perspectives of the institutional theory and thus areas such as the elements of the 
coercive pressures, mimetic pressures as well as normative pressures were included for proper investigation. 
There were 15 items in the Perceived Institutional Pressure checklist (PIP), 5 items for the coercive pressures, 5 
items for the mimetic pressures and another 5 items for the normative pressures. Responses were made on a 5 
point Likert scale ranging from strongly agree (Sangat Setuju) to strongly disagree (Sangat Tidak Setuju). 
Experts related to the institutional theory have confirmed the checklist’s validity. The data were analyzed 

descriptively to get the frequency, percentage and mean score and was presented in the table form. The level of 
perception was interpreted arbitrarily based on the mean score value as stated in Table 4. 
 

1511



 
 

TABLE 4: THE LEVEL OF PERCEPTION BASED ON MEAN SCORE 
 

 Level 
1.00-2.33 Low 
2.34-3.67 Medium 
3.68-5.00 High 

 
Results and Discussions 
 
After the Perceived Institutional Pressures checklist (PIP) was scored, the data was entered into the Statistical 
Package of Social Sciences, version 11.5. Results of the analysis are presented and discussed based on the 
research objectives stated earlier. The results were synthesized according to the respondents’ perspective on the 
types of institutional pressures that their companies might have to face. The findings showed that respondents 
perceived their companies to face high mimetic as well as normative pressures to certify themselves with halal 
logo. As the Table 5 showed, high mean scores were found on the mimetic pressures (m=3.783) and also 
normative pressures (m=3.733). This implied that respondents seemed to believe that institutional pressures do 
exist within the Malaysian halal food industry and mimetic pressures as well as normative pressures play 
significant roles in forcing them to be certified.  
 

TABLE 5: THE MEAN SCORE ON INSTITUTIONAL PRESSURES 
 

Pressures Mean Score Level 
Coercive 2.816 Moderate 
Mimetic 3.833 High 
Normative 3.733 High 

 
A closer look at the items on Mimetic pressures showed that companies in halal food industry imitate 

others that have some proven track records of successful business operations (m=4.533). Apart from that, it was 
also found that these companies also made the decision to be certified so that they would not be left behind in 
the race for potential customers (m=4.819). High mean score on the mimetic pressures indicated that such 
pressures are an important aspect in the increment of the number of companies certified themselves with JAKIM 
halal logo. On this aspect, ensuring that these companies understand the extent of commitment need to be put 
forward once certified should be clearly emphasized since the beginning. Some of these companies were at the 
opinion that not having certified with the standard would send negative indications to the market about 
themselves. Delmas and Terlaak (2002) have treated low quality of implementation commitment by companies 
as a manipulation to show that they conform to the regulations fully. These companies usually believed that 
Symbolic adoption without implementing any substantive changes associated with certification would hide their 
shortcomings. One of the ways to achieve this was to be certified first and solve the commitment issue later. 
 Therefore, the bandwagon effect could still be clearly seen within the industry. Many of the companies 
just imitate the actions of other already successful companies that managed to penetrate the Muslim halal food 
market in the past. These companies might not even understand the extent of commitment that they have to 
provide in order to fulfill the halal logo requirements. On the coercive pressures, the study found that regulatory 
pressures were not considered as one of the determining factors in halal logo certification. Results indicated that 
the pressures were perceived to play small roles in influencing companies within the halal food industry to be 
certified with the halal logo (m=2.816). It was also stated that there were no strong regulatory influence that 
could encourage the companies to be certified, as the halal logo is a voluntary efforts by the companies. The 
government still allowed companies to operate in the food industry even without the logo certification. It is up to 
the consumers to decide whether they want to accept the food products in the market. This is mainly because, 
consumers in Malaysia is made up of Muslims as well as non-Muslims. Furthermore, the JAKIM halal logo is 
also not going to be applicable for products manufactured outside Malaysia, even though they would be 
marketed in Malaysia for consumers. Also, it should be noted that having halal logo is not mandatory even 
though the food products are produced by Malaysian companies and intended for Muslim consumers in 
Malaysia. This has put halal logo certification in Malaysia as one of many voluntary regulations currently in 
effect in Malaysia. Thus, the industry players never felt the sense of urgency in certifying with the halal logo.  
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Conclusion 
 
The growing number of Muslim population that is more meticulous about the food that they consumed has 
generated strong economic opportunities for business communities all over the world. In accordance with the 
trend, the Malaysian Government has showed that it has long recognized the importance of Halal and has 
established mechanisms to secure the confidence of Muslim consumers in certifying products, food producers, 
slaughterhouses and food premises. With huge number of players applying for certification and joining the halal 
industry every year, continuous and diligent monitoring of the halal food status is crucial for the industry. In 
other words, the halal food industry should be able to guarantee the halalness of food products sold to 
consumers. Thus, the government should be able to recognize the various underlying reasons to be certified with 
the halal logo in order to have better control over the implementation of the logo requirements. 
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Introduction 
 

Knowledge-based industries have been expanding faster than most of other industries and transforming the 
economic infrastructures of many countries. The pressures within the 24 hour global market have raised the 
demands for better qualities, lower costs of production, higher accountability both in the view of the consumers’ 

and the stakeholders’, and improved information about materials, processes, consumers, and competitors 

(Drucker, 1993). Organizations consider knowledge as their most valuable and the most strategic resource. They 
believe that by managing their resources  and intellectual capacities, they would become and remain competitive 
(Civi, 2000)  

The fast pace development of information technology requires a level playing field in financial industry 
acti nd to win in the competitive international banking world (Abdullah, 2006). 

In today’s turbulent business environment where markets shift, technologies proliferate, competitors 

multiply, and products become obsolete quickly, the one definite source of lasting competitive advantage is 
knowledge. Knowledge is the new basis of competition in post-capitalist society (Drucker, 1993) and only 
knowledge resources have unlimited potential for growth (Nonaka and Takeuchi 1995, Davenport and Prusak 
1999). 

Organisations that are able to acquire, generate, disseminate and use knowledge better than competitors 
are likely to gain substantial advantages. Without constant knowledge management, the business  performance 
would be degraded (Choi & Lee, 2002). Although the study of knowledge is as old as the history of human 
beings, it has been only the last two decades when knowledge is viewed as a crucial element in the 
organizational industrial development (Civi, 2000). Knowledge-based industries such as information 
technology, financial services and insurance, biotechnology, and consultancy have been getting more and more 
importance in terms of their share in the gross national product; and knowledge management had its roots in 
these industries (Agrawal, 2001). Management and organizational literature has confirmed that knowledge 
management is a valuable strategic asset. 

 
Knowledge management 

 
Knowledge management has been defined as a process of creating or locating knowledge and its dissemination 
and usage within and between organizations. The definition shows that knowledge management includes three 
parts: knowledge acquisition, knowledge dissemination, and knowledge use within and between organizations 
(Darroch, 2003). The organizational perspective in the study of knowledge management is mainly discussed by 
social science and business and management communities. Business sector has begun to recognize the potential 
advantages of knowledge management to support new organizational processes.  

Based on literature analysis and explorative studies and some conceptual frameworks developed by 
previous researchers, some interrelated factors of knowledge management have been identified. These factors 
include macro environment, organizational culture, people, and information technology (Mooffet et al., 2002);  

 
Organizational Culture and Knowledge Management 

 
Martin (2000) suggests that organizational culture holds the key for successful organizational learning and 
knowledge management. Organizational culture has been the major barrier to creating and leveraging 
knowledge assets (De Long and Fahey, 2001). Organizational culture (and structure) has the most significant 
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contribution to knowledge management, but the ongoing development of technology enables it to have 
organizational configurations that were previously inconceivable (Pemberton and House, 2000).  

The three key independent variables that have positive connection with knowledge management 
performance are level of readiness of information infrastructure, commitment of top management, and 
organizational structure and culture. Only the third independent variable, however, that has significant 
relationship with knowledge management practices .  

Organizational culture has been the most important factor for successful knowledge management 
(Davenport et al., 1988). The difficulties in the most knowledge management efforts lay on the changing 
organizational culture and the people’s work habit. Some organizational cultural aspects may promote or hinder 
the handle of knowledge within the organization. In another study, Chase (1997) conducted an international-
wide survey on various approaches adopted for knowledge management.  The survey that involved 500 
companies found that 80 per cents of the respondents considered ―the existing organizational culture‖ as the 

major barrier for the implementation of knowledge-based management system. On the one hand, knowledge 
management should consider about internal cultural environment of the organization, and on the other hand, the 
implementation of knowledge management would have effects on cultural environment . 

 
ICT Usage and Knowledge management 

 
Certainly, when an organization becomes efficient in data processing, it would be able to generate more 
information. The use of highly-powered computers and communication network may support an organization in 
data mining. However, the problem of interpretation is still present, since only some types of problems may be 
interpreted by technological utilization. In the dynamic business environment, in which organizations are always 
confronted to new, unexpected problems, information and communication technology (ICT), at best, may be 
used as a tool enabling the organization to use the information data. It is only through the people that 
information can be interpreted and translated into knowledge (Bhatt, 2001). Knowledge does not include ICT 
only. Without social, political, and cultural and knowledge, the economy will not flourish (Evers, 2001).  

Information technology is a technology with the capacities to receive, to store, to manipulate (to 
process), and to output data. The cycle between data, information, and knowledge is recursive. Therefore, an 
organization should be swift in changing the data into information and changing the information to knowledge. 
At the same time, the organization should not be overly attached to its knowledge to information and from 
information to data. Put differently, once  knowledge is no longer appropriate to the current context, the 
organization should swiftly omit it from its knowledge base.  

Among the tools in the information technology that may improve the effectiveness of  knowledge 
management are intranet, extranet, internet and databases. Many analysts believe that the emerging technologies 
such as the internet, cell phones, and knowledge-based systems will facilitate the sharing of knowledge and the 
implementation of knowledge management program. However, some argue that such technologies are actually 
―anti‖-knowledge management. Without active supervision, technology might be merely a supplement for the 
overwhelming information in the organization (Soliman &  Keri, 2000).. information technology can only, if at 
all, implicitly assist in providing information needed for supporting the processes and circumstances that enable 
the creation of knowledge and knowledge management (Kautz & Thaysen, 2001). Thus  information technology  
may play a major role in supporting the accumulation and the dissemination of knowledge through socialization, 
externalization, combination, and internalization of knowledge (Jeddin et al., 2001). 

 
Knowledge Management and Competitive Intensity 

 
The process of offering the right knowledge to the right user at the right time and of helping people disseminate 
and translate information into actions in ways directed at the improved organizational performance (Schotte, 
2003) are strategic steps taken by a company in dealing with competitive situation. Without constant 
management of knowledge, business performance would be degraded (Choi & Lee, 2002). Knowledge 
management process must be market-oriented or competitive. Besides, competitive intensity will be an outcome 
of knowledge management process. This enhanced competitive intensity has positive relationship with the 
adoption of ―extended marketing concept‖ which, in turn, have positive relationship with improved 
organizational performance (Lusch & Gene, 1987). 
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Problem statement 
 
Knowledge management is an interdisciplinary business model which has been emerging just recently. 
Knowledge management encompasses both technological tools and organizational routines with  a number of 
components (Gupta, Jatinder N.D et al. 2004). Knowledge management may be ―a management function that 

creates or locates knowledge, manages knowledge within an organization, and ensures that the knowledge is 
used effectively and efficiently for long term benefits of the organization.‖ (Darroch &  McNaughton, 2000). 

The most fundamental principle of knowledge management is that the accumulation of knowledge 
requires people to with specific expertise. This principle applies both to production and intellectual activities 
(Grant, 2001). We refer knowledge management to the creation, validation, presentation, distribution, and 
application of knowledge. These five phases of knowledge enable an organization to study, reflect, unlearn, or 
learn, which are usually considered essential for building, maintaining, and providing itself with core 
competencies (Bhatt, 2001). Knowledge management process are conceptualized as organizational routines 
(Nelson and Winter, 1982); firms with better developed knowledge management routines are said to have 
capability in knowledge management (Darroch, 2003). 

With regard to types of knowledge, we may differentiate between implicit and explicit knowledge, 
although these two types may be conceptualized as two ends of the same spectrum (Leonard & Sensiper, 1998). 
Explicit knowledge can be transported and each is encoded in a formal, systematic language (Nokada & 
Takeuchi, 2004). Knowledge may also be represented, distributed, and stored in forms of books, documents, or 
databases (disembodied knowledge). By contrast, implicit knowledge  is very difficult to formalize and 
communicate. The implicit knowledge which is deeply rooted in personal experience, subjective perceptions, 
values, and emotions (embodied knowledge) is very hard to share with other people. Implicit knowledge has two 
main dimensions: technical and cognitive. While technical dimension consists of various skills and capabilities – 
often known as the ―know how,‖ cognitive dimension consists of mental models – determined by our beliefs, 
values, and convictions – we use to perceive our environment (Seufert et al., 2003).  

According to Seufert et al. (2003), knowledge is never idle. It continuously flows, from activity to 
activity, form person to person, from task to task. Although these processes often relate to each other, and also 
exert influence on each other, but it is meaningful to create generic categories for these processes due to several 
reasons. First, it is possible to divide knowledge management into logical evolution phases through such 
categories. Secondly, such categories may help the management to identify various barriers of knowledge and to 
develop knowledge improving measures. 

An effective knowledge management does not rely merely on information and information technology, 
but more on social environment where the people operate (Gupta & Govindarajan, 2000). Senior executives 
agree that people are the most vital organizational resource, the most versatile and the most dynamic source of 
knowledge, and the basis for organizational ability to know and learn about something (Wenger, 1998). It is for 
these reasons why a successful knowledge management should take cultural considerations into account 
(Davenport and Prusak, 2000, p. 9). Davenport and Prusak (2000, p. 22) describe that a company is a group of 
people who are organized to achieve something: goods, service, or combination of the two. Their ability to 
produce depends on what they currently know and on the knowledge embedded in their routines and production 
machinery. Consequently, material assets of a company have limited meaning unless the people know what to 
do with those assets. If  ―knowing how to do things‖ defines what a firm is,  then knowledge actually is the 

company in an important sense (Davenport and Prusak, 2000, h. 22). 
this study is focused on ―How do organizational culture and ICT usage exert influence on knowledge 

management and how does knowledge management exert influence on competitive intensity?‖  
This study focuses on financial industry in Indonesia as research subject and branch managers of 

banking and insurance companies in three major cities in Central Java and Jogjakarta Special Province as units 
of analysis. 
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Research questions 
 
Two main  questions to be addressed in this study include: 

1. How do organizational culture and ICT usage exert influence on knowledge management  
in banking  and Insurance companies ? 

2. How do knowledge management exert influence on competitive intensity in banking and 
Insurance companies ? 

 
Objectives of the study 
 
This study is intended to examine cultural dimensions and key factors of ICT, as found in the literature, that 
support or hinder effective knowledge management.. This study also tries to demonstrate the effects of 
organizational culture and ICT usage factors on the acquisition, dissemination, and use of knowledge by the 
companies in dealing with competitions.  

 
Empirical research model 

 
The model applied in this study is developed based on model construction stages and structural equation 
analysis. Structural equation is based on causal relationship between variables, in which any change occurs in 
one variable is assumed to result in change in the other. The strength of the causal relationships between 
variables assumed in this study is determined by theoretical justification supporting the analysis. The 
relationships between variables in this model are deduced from the theory developed. 

Structural Equation Models (SEMs) describe relationships between variables. They are similar to 
combining multiple regression and factor analysis. SEMs also offer some important, additional benefits over 
these techniques including an effective way to deal with multicolinearity, and methods for taking into account 
the unreliability of consumer response data.  

SEMs can include two kinds of variables: observed and latent. Observed variables have data, like the 
numeric responses to a rating scale item on a questionnaire such as gender or height. Observed variables in 
SEMs are also usually continuous. Latent variables are not directly observed, but we still want to know about 
them. To observe latent variables, we must build models that express latent variables in terms of observed 
variables. The latent variables in SEMs are continuous variables and can, in theory, have an infinite number of 
values.  

Although various forms of SEMs have been developed, the vast majority expresses linear relationships 
between variables. This is also how variables are usually related in regression and factor analysis models — 
variables are expressed as weighted linear combinations of other variables. When using SEMs, these variables 
are also called ―endogenous‖ and ―exogenous,‖ respectively. 

The empirical research model depicted in Figure 1 is developed on theoretical basis by including 
constructs of organizational culture, ICT usage, knowledge management behavior and practices, and 
competitive intensity. The research model is developed to meet the principles of concise theoretical model 
with strategic perspective and the principle of parsimony. An empirical research model is developed as 
depicted in the following figure 1. 

The model describes the linkage between the four constructs: internal organization variables, a major 
strategic imperative that supports companies in a competitive environment (Squier & Snyman, 2004) 

The internal strategic variables consist of organizational culture and ICT usage; the major strategic 
imperative is explained by knowledge management; and the organizational competitive environment is 
explained by competitive intensity. The empirical research model is developed based on an assumption that 
linear causal relationships are there. Next, an empirical testing is applied to the whole four-construct model. 
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Internal Organization Variables               Strategic Imperative               Competitiveness 

 
 

FIGURE.1. RESEARCH MODEL : RELATIONSHIP BETWEEN ORGANIZATIONAL CULTURE, ICT USAGE,    
KNOWLEDGE MANAGEMENT  AND COMPETITIVE INTENSITY 

 
The following main hypotheses of causal relationships within financial industrial environment – 

particularly banking and insurance – are proposed for this study:  
Hypothesis-1:  Organizational culture and ICT usage exert an influence on knowledge 

management in banking and Insurance  firms  
Hypothesis-2:  Knowledge management exert an influence on competitive intensity in banking 

and Insurance  firms   
In this study, since the selected constructs and latent variables are related to attitudes or behaviors, 

the indicators are reflexive ones. The following section will describe the four contructs and the indicators. 
Table 1 (Construct and Dimensions) describes the constructs and the dimensions or the reflexive research 
indicators. 

 
Organizational Culture 

 
Organizational culture is a social environment that drives an organization’s formal and informal expectations of 

individuals, defines the types of people who will fit into the organization, shapes individuals’ freedom to pursue 

actions without prior approval, and affects how people interact with others both inside and outside the 
organization (Gupta and Govindarajan, 2000). Two dimensions of organizational culture are selected for this 
study: sociability and solidarity (Goffee and Jones, 1996, 1998). Sociability is consistent with a high people  
orientation, high team orientation, and focus on processes rather than outcomes. Solidarity is consistent with 
high attention to detail and high aggressiveness. 

ICT Usage 

Based on the dimensions and elements identified from the literature review, a ten-items instrument will measure 
the variable of information and communication technology usage. In an attempt to operate the variable of 
information and communication technologies, it is divided into two related dimensions. They were (1) ICT 
Experience and  (2) ICT Literacy. ICT experience of managers, include the respondents’ experience with 

ICT 
Usage 

Competi
tive 
Intensity 

 
Organiza 
tional 
Culture  

Knowledge 
Management  
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various packages and systems related tasks. ICT literacy factors, such as in-house computer training, outside 
computer training and self-taught  computer skill of the managers . 

 
Knowledge Management  

 
This definition shows knowledge management as comprising three parts: knowledge acquisition, knowledge 
dissemination and the use or responsiveness to knowledge. Further, each component of the knowledge 
management construct is presented as dependent on the other components (Darroch, 2003). Knowledge 
management is a systematic and integrative process of coordinating organization-wide activities of acquiring, 
creating, storing, sharing, diffusing, developing, and deploying knowledge by individuals and groups in pursuit 
of major organizational goals. It is the process through which organizations create and use their institutional and 
collective knowledge (Rastogi, 2000). 

Competitive Intensity 
 
Evidence from the surveyed executives by Lusch & Gene (1987) indicated that increased competitive intensity 
was positively associated with adoption of the ―extended marketing concept,‖ which was in turn positively 

associated with increased organizational performance.  
 

TABLE .1: CONSTRUCT AND DIMENSION 
Construct  Dimensions: Reflective Indicator  
Organizational 
culture 
 
 
 
 

This construct is built on two indicators characterizing organizational culture  
who is humane relationship-oriented  and to task- or output-oriented. 
1.   Sociability is consistent with a high people  
      orientation, high team orientation, and  
      focus on processes rather than outcomes. 
2.   Solidarity is consistent with high attention 
      to detail and high aggressiveness. 

ICT Usage 
 
 

This construct is built on two indicators characterizing ICT usage  
which are experience-oriented and grade of literacy-oriented: 
1. ICT experience of managers, include 
    the respondents’ experience with various packages 
    and systems related tasks. 
2. ICT literacy factors, such as in-house computer  
    training, outside computer training and self- taught 
    computer skill of the managers’. 

Knowledge 
Management 
 
 
 
 
 
 

This construct is built on three indicators characterizing knowledge management: 
1. The knowledge acquisition includes of attitudes  
    and opinions, financial developing, changes in market,   
    human capital profile, partnership with int’l and  market surveys  
2.The knowledge dissemination includes  market information,  
    disseminated on-the-job, use of specific techniques, organization 
    uses technology and  prefers written communication. 

     3.   Responsiveness to knowledge includes response  
            to customers,  well-developed marketing function, response to  

         technology,     response to competitors and organization is  
          flexible and opportunistic. 

Competitive 
Intensity 
 
 
 
 

This construct  is built on three indicators characterizing organizational competitive 
intensity which includes: 

1. Firms will be spending more of each sales  dollar on marketing due to   
    increased competition 
2. Firms in the industry will be aggressively fighting to hold onto their share 
    of the market 
3. Competition will be more intense 
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This study is conducted  by distributing questionnaire directly to the managers who have thorough 

understanding about their internal organization and organizational strategies. Data collection was done between 
November 2005 to end of March 2006. The results are presented in Table 2 

 
TABLE 2. RESPONSE RATE 

Description Bank Insurance Bank and 
Insurance 

Number of distributed questionnaires 
Unreturned questionnaires 
Returned questionnaires 
Unprocessable questionnaires 
Response rate 
Total of processable questionnaire 

200 
66 

134 
15 

134/200 = 0.67 
119 

145 
56 
89 
7 

89/200 = 0.61 
82 

345 
122 
223 

22 
223/345 = 0.65 

201 
 

The number of returned questionnaires was 223 (response rate 65%); 201 of them were complete and 
analizable. The characteristics of respondents/organizations provide a picture of two sectors in financial 
industry:  banking (119) and insurance (82) 

 
Testing of construct validity and reliability 
 
Convergent validity testing using AMOS shows significant results since the critical ratio (CR) value of each 
indicator of the overall construct is as two times higher as the standard error (Anderson &  Gerbing, 1988). 
Thus, it may be concluded that each indicator is a valid measure of the presented model as it is supposed to be 
(Ferdinand, 2005).  Following Hair et al.(1998) recommendation, factor loadings greater than 0,40 is considered 
very significant. All of the factor loadings of items in the research model are greater than 0.4, with most of them 
are above 0.60. Each item loads significantly (p<0.01) in all cases on its underlying constructs. The average 
variances extracted of all constructs are above the recommended level 0.50 (Hair et al. 1998). In summary, the 
measurement model demonstrates adequate convergent validity. 

 
Findings and conclusion 
4.6.3. Hypotheses Testing Results 
 
Using t-test significance testing results - referred as critical ratios in the SEM-AMOS analysis - that is the 
estimated values of regression coefficients compared to the standard error of estimate, all causal relationships 
tested show appropriate critical ratios (greater than 1.96), meaning that all hypotheses tested are confirmed.  The 
analysis yields results that strongly support  the 2 main hypotheses as illustrated in the causality Maximum 
Likelihood (see Table 3 ,  4  and 5.).  

 
TABLE 3   MAXIMUM LIKELIHOOD ESTIMATES (BANKING) 

Regression Weights:      Estimate    S.E.         C.R.         Label  
 
KM  <-------- Org Cul                 0.352               0.099           3.562             par-5   
KM  <-------- ICT Usage             0.150               0.048           3.134            par-6   
CI <------------- KM                    0.544               0.147           3.693             par-10  
sol1 <------- Org Cul                   0.825               0.189           4.365             par-1   
soc1 <------- Org Cul                  1.000                                
ict2 <------- ICT Usage               1.000                                
ict1 <------- ICT Usage               1.124               0.262            4.287            par-2   
kd <------------- KM                   1.043                0.088          11.919           par-3   
rk <------------- KM                    1.025               0.102           10.011           par-4   
ka <------------- KM                   1.000                                
ci3<-------------- CI                    1.793               0.519            3.458            par-7   
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ci1<-------------- CI                    1.000                                
ci2<-------------- CI                    1.808               0.495            3.654            par-8   
 
 
Standardized Regression Weights:                Estimate 
 
KM  <-------- Org Cul                                     0.470 
KM  <-------- ICT Usage                                0.288 
CI <------------- KM                                       0.912 
sol1 <------- Org Cul                                      0.622 
soc1 <------- Org Cul                                     1.071 
ict2 <------- ICT Usage                                  0.814 
ict1 <------- ICT Usage                                  0.910 
kd <------------- KM                                       0.889 
rk <------------- KM                                       0.815 
ka <------------- KM                                       0.837 
ci3<-------------- CI                                        0.582 
ci1<-------------- CI                                        0.378 
ci2<-------------- CI                                        0.751 
 
 
 

Hypotheses in Banking  
 
 

Testing Results 

Hypothesis-1:   Organizational culture and ICT usage exert an influence on  
                          knowledge management in banking   firms. 

Supported 

Hypothesis-2:   Knowledge management exerts an influence on competitive  
                         intensity in banking  and  

Supported 

 
 

TABLE  4   MAXIMUM LIKELIHOOD ESTIMATES (INSURANCE) 
 

Regression Weights:       Estimate     S.E.      C.R.     
Label  
 
KM  <-------- Org Cul       0,199     0,131     1,513    
par-5   
KM  <-------- ICT Usage     0,200     0,060     3,359    
par-6   
CI  <------------- KM       0,609     0,190     3,209    
par-10  
sol1 <------- Org Cul       0,869     0,463     1,877    
par-1   
soc1 <------- Org Cul       1,000                                
ict2 <------- ICT Usage     1,000                                
ict1 <------- ICT Usage     1,135     0,294     3,855    
par-2   
kd <------------- KM        1,105     0,153     7,212    
par-3   
rk <------------- KM        1,198     0,163     7,352    
par-4   
ka <------------- KM        1,000                                
ci3<-------------- CI       2,443     0,704     3,471    
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par-7   
ci1<-------------- CI       1,000                                
ci2<-------------- CI       2,446     0,694     3,526    
par-8   
 
Standardized Regression Weights:         Estimate 
 
KM  <-------- Org Cul       0,279 
KM  <-------- ICT Usage     0,408 
CI <------------- KM        0,897 
sol1 <------- Org Cul       0,586 
soc1 <------- Org Cul       1,197 
ict2 <------- ICT Usage     0,733 
ict1 <------- ICT Usage     0,982 
kd <------------- KM        0,855 
rk <------------- KM        0,907 
ka <------------- KM        0,701 
ci3<-------------- CI       0,813 
ci1<-------------- CI       0,414 
ci2<-------------- CI       0,867 
 

 
Hypotheses in Insurance Testing Result 
Hypothesis-.1:   Organizational culture and ICT usage exert an influence on  
                          knowledge management in insurance companies .  

Supported 

Hypothesis- 2.    Knowledge management exerts an influence on competitive  
                          intensity in insurance companies. 

Supported 

 
TABLE 5 MAXIMUM LIKELIHOOD ESTIMATES (BANKING AND INSURANCE) 

 
Regression Weights:      Estimate     S.E.      
C.R.     Label  
 
KM  <-------- Org Cul       0,279     0,078     
3,593    par-5   
KM  <-------- ICT Usage     0,168     0,037     
4,473    par-6   
CI <------------- KM        0,595     0,118     
5,032    par-10  
sol1 <------- Org Cul       0,839     0,186     
4,523    par-1   
soc1 <------- Org Cul       1,000                                
ict2 <------- ICT Usage     1,000                                
ict1 <------- ICT Usage     1,097     0,188     
5,833    par-2   
kd <------------- KM        1,055     0,079    
13,359    par-3   
rk <------------- KM        1,100     0,088    
12,487    par-4   
ka <------------- KM        1,000                                
ci3<-------------- CI       1,972     0,392     
5,029    par-7   
ci1<-------------- CI       1,000                                
ci2<-------------- CI       1,997     0,383     
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5,208    par-8   
 
Standardized Regression Weights:         Estimate 
 
KM  <-------- Org Cul       0,381 
KM  <-------- ICT Usage     0,335 
CI <------------- KM        0,912 
sol1 <------- Org Cul       0,600 
soc1 <------- Org Cul       1,119 
ict2 <------- ICT Usage     0,793 
ict1 <------- ICT Usage     0,924 
kd <------------- KM        0,870 
rk <------------- KM        0,859 
ka <------------- KM        0,778 
ci3<-------------- CI       0,675 
ci1<-------------- CI       0,406 
ci2<-------------- CI       0,803 
 

 
Hypotheses in Banking and Insurance Testing  Result 
Hypothesis-1:    Organizational culture and ICT usage exert an influence on  
                           knowledge management in banking and insurance companies.  

Supported 

Hypothesis-2    Knowledge management exerts an influence on competitive intensity 
                           in banking companies  and insurance companies . 

Supported 

 
Although in general internal strategic variables exert influence on knowledge management, it turns out 

that the regression coefficients of the influence in banking companies alone, in insurance companies alone, and 
in both banking and insurance companies (total sample) are different. The influence of organizational culture on 
knowledge management in banking companies is the highest (0.47) compared to what applies to insurance 
companies (0.28) or total sample (0.38). While the influence of ICT usage on knowledge management in 
insurance companies is the highest (0.41) compared to what applies to banking companies (0.29) and total 
sample (0.33).  

Probably, the difference of influence of organizational culture and ICT usage on knowledge 
management in banking and insurance company can be linked to Wulff & Suomi’s (2002) suggestion that banks 

mostly operate on standard transactions that can be computerized. In insurance companies, human assessment of 
risks and losses has a key function. The results of this study can be contradictory to this suggestion.  

The influence of knowledge management on competitive intensity in banking companies, insurance 
companies, and total sample show relatively the same regression coefficients (0.91; 0.90; 0.91). Thus, it may be 
concluded that the influence of knowledge management on competitive intensity in each sample is relatively the 
same. Referring to Squier and Snyman’s (2004) opinion suggesting that knowledge management is a major 

strategic imperative that supports financial organizations in a competitive environment, this study finds it to be 
in line findings.  

If knowledge management is seen as a systematic approach (Bergeron, 2003) and a management 
function (Darroch & McNaughton, 2000), this study demonstrates that knowledge management activities is part 
of a system that has some linkage with other variables and functions as strengthener for the achievement of 
competitive advantage through competitive intensity and therefore provide long term benefits to the 
organization. The first proposed hypothesis of model testing states that the between-variables relationships are 
structured according to a system-approach framework. This study also suggests that knowledge management is 
influenced by internal strategic variables: organizational culture and ICT usage that in turn exert influence on 
the increase of competitive intensity within banking and insurance companies.  
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Abstract 
 
The changes and evolutions in the concept of Industrial District (ID) drives the authors to different points of view 
represented by the currents of thoughts, that makes uncertain the approach to measuring the variables that help to 
identify an ID. The problem is how to identify a territorial unit from the socio-economic concept to the ID, in which 
the productive structure and the social structure work together. 
Although is possible to identify the geography, this aspect is not sufficient to locate and to identify potentials ID. Thus, 
it becomes necessary to evaluate other aspects to identify an ID who foments the regional development. 
Therefore: Which aspects must be considered to identify an industrial district? 
This document explores a proposed method to identify the potential ID in Mexico as fundament to apply federal 
funds in a territorial unit that develops a region as ID. 
 
Introduction 
 
The business association has demonstrated to be the formula to support and to stimulate the regional 
development in a global context. The first contemporary example of the industrial districts (ID) success, was 
developed in the seventies decade at Italy. This example was established as industrial policies reference of the 
small and medium companies starting in Europe and later in the whole world. 

International cases and several examples that present ID‟s structure, highlight the industrial policies that 
cause the business association to foment the regional development and the competitiveness of a particular 
industry. This international examples have widespread the way of thinking, that the ID is a positive factor to 
develop a delimited geographically region, by means of the generation of economic and competitive advantages 
for the members of the ID (Becatini, 1979).  

Then, there exists some method to identify a territorial unit delimited geographically as an ID?. 
The aim of this paper is to presents a model to detect groups of companies in a territorial unit delimited 

geographically and that would be developed as ID in the apparel industry in Mexico. 
The sustained Hypothesis is that: The Industrial Districts can be identified to focus the federal economic 

resources. 
First, a brief approach regarding fundamental concepts of ID is reminded. Later, is analyzed and compared 

the existing models to detect or to identify the territorial units that potentially can form an ID. Finally the 
proposed model is exposed. 

 
1. Fundaments of the industrial district 

 
Since Becatini (1979) showed the ID as an Italian model of industrialization was the target of severe critics and 
deep analyses of several authors. It is not until middle of the nineties decade, which it was established as the 
way to organizing the production and that explains the growth in some industrial sectors. It is a production 
organization model where the role that the local companies play is very important for the local and regional 
development. 

The most mentioned theory (Sforzi, 1989; Krugman, 1991; Dei Ottati, 1996; Markusen, 1996, among others), 
after, that Becatini (íbid) proposed a reread in the seventies, is the 4th Book, chapter X, of "Principles of 
Economics" written by Marshall (1925). The majority of the authors coincide with his speech: the ID is an 
economic activity, that tends to concentrate companies conglomerated in a geographical area and the advantages 
into the ID are significantly higher than the isolated companies. 
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Several academic studies on ID, it is emphasized on the cooperation among companies. So, without favoring 
or to disadvantage any study, it is possible to define the industrial district as an enterprises agglomeration in a 
territory delimited geographically, where the companies of a particular productive activity relate among them. 
Generally they arise as consequence of a historical opportunity and finally ends as a productive center of the 
sector. 

At this point, it is relevant to articulate some characteristics and types, from different point of view from 
various authors, as the aim to highlight the factors that give origin to the ID. The factors are estimated as 
relevant, by the same authors, for establish the existence of the ID 

Meyer-Stamer and Harmes-Liedtke (2005) sustain that the ID involves three particularities: 
- A contractual relation 
- Exchange of information for a joint learning 
- The collective action 

Markusen (1996), with researches realized in several industrialized countries and in development, proposes a 
typology for ID as following: 

- Marshallian Industrial Districts (Italian Industrial Districts). 
Formed mainly by SME very specialized and with a strong rivalry among them. His relationship is 
based on the confidence. Occasionally they join vertically. A collective action exists to obtain 
advantage of the geographical location. 

- Radial Districts. 
Clear and defined hierarchies among big companies and small ones that form the ID. The 
companies have a great collaboration with the public organizations to foment and to strengthen the 
development of the SME. The whole conglomerate depends on the performance of few big 
companies. 

- Industrial platform of Satellite. 
Mainly are SME that depend on external companies to the district and are based often on the 
workforce of low cost. Exists a great training and innovation. Also exist a great exchange among 
managers, but they do not share neither risks nor the infrastructure. 

- Industrial districts anchored by the State. 
This ID is dominated by one or several governmental institutions. There exists a moderate 
exchange among managers and a low cooperation. 

Finally, another typology proposed by Altenburg and Meyer-Stamer (1999), for the ID in Latin America: 
- Industrial districts of survival. 

They are micro and small companies that produce low quality articles mainly for a local market. 
This ID is the most frequent. 

- Mass producers more advanced and differentiated. 
Most survivor in the imports substitution period and they produce mainly for local market. They 
are characterized for being industries that uses the production chain, that Henry Ford took to the 
practice. 

- ID of transnational corporations. 
They exist in more complex activities and of technology. In these ID prevail the subsidiary 
companies of big transnational companies and often they attend to the domestic and international 
markets. 

As appreciates previously the emphasis in the typology and characteristics of the ID has been developed 
based in the productive structure and the relation inside of an industrial sector, but this relation does not 
emphasize the operative direct correspondence (Sforzi and Lorenzini, 2002). 

A great number of studies on ID are qualitative and they do not allow to quantify an external present 
economy into an hypothetical ID. The qualitative characteristic of the studies, establishes an important 
limitation to determine the presence of the so called district effect in the agglomerated enterprises. To know 
quantitatively this effect turns out fundamental in order to be considered as a ID the enterprises agglomerated 
(Hernandez and Soler, 2008). Then it is necessary to establish a method to delimit geographically the territory of 
ID. Thus were analyzed some offered methods to delimit geographically a territory. 
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2. Methods to locate and to Identify the ID, criticizes 
 

Worldwide several methodologies are applied to identify the ID. The geographical location of an ID is a 
complex process for the following reasons: 

- The great number of variables to control 
- The nature of some qualitative characteristics that are not measurable 
- Due to the nature of the economy of agglomeration is not possible to simplify it in two variables. 
- Does not exist a clear subdivision among the territorial areas that are ID of those who are not. 
- The lack of aptitude to measure constantly the intensity of the phenomenon of agglomeration. 

On the other hand, the studies on industrial districts that analyze sector organizations become increasingly 
relevant for the dissertation of the regional development as fundament to accomplish the economic policy. 

Therefore, will be helpfully to establish a method that identifies geographically the ID in a systematic way. 
To expose the problem and to approach a solution, every algorithm of the method proposed to identify the map 
of ID must to comply with the following: 

- To identify the existence and intensity of the industrial agglomeration in the ID. 
- To identify a relevant geographical area in order to delimit geographically the ID. 
- Must be agree with the empirical concept and definition of the agglomeration. 

Nevertheless, the methodologies produce different results depending on the procedure, the used statistics and 
the period of application. Below, some alternatives of methods are exposed to identify the ID: 

 
2.1 The Sforzi method 

 
The Italian map of ID proceed from the ISTAT (Italian National Institute of Statistics). It  based on the 
algorithm designed by Fabio Sforzi (1987). Sforzi, presented a method to identify the ID since the ISTAT 
decided to apply the method to divide Italy territory in a local work systems. The most relevant to identify 
enterprises concentrations shows evidence, in terms of employment and income per capita (Fortis, 1996), but 
especially in relation with his skill to export (Conti and Menghinello, 1996; ISTAT 2002). 

The proposed method, achieve the differentiation of the geographical areas that are an ID of those who are 
not, comparing the value of some indicators. This proposed method uses econometric comparisons studies 
realized among the populations. 

In a broad way the method consists of two parts: to identify the territorial unit of analysis and to identify the 
industrial districts. The territorial unit of reference to apply the study methodology of the district, is the Local 
System of Work (ISTAT 1997). As soon as the Local Systems of Work are obtained, there is a battery of 
coefficients of concentration sheltered, of socio-economic nature, to identify which of these units prove to be 
typical of industrial district (ISTAT 1996; Sforzi and Lorenzini 2002). 

2.1.1. Identification of municipalities candidates for concentrating places of work. Calculates Centrality 
Coefficient (CC) and one of Self Containment (SCO) for every municipality: 
 

       W(A) – RW (A) 
Centrality coefficient  CC(A) =  ---------------------          (1) 

        R(A) – RW(A) 

 
            RW(A) 
Self Containment Coefficient SCO(A) = -------------     (2) 
              R(A) 

 
Where: 
A = municipality in examination; 
B = municipalities not “A”; 

    W(A) = Occupied that are employed at the municipality “A” and reside in “A” or in B; 
     R(A) = Occupied that reside in the municipality “A” and work in “A” or in “B”; 
  RW(A) = Occupied that reside and are employed at the municipality “A”; 
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2.1.2. The next step consists to establish if the municipality potential candidate overcomes the threshold of 
Self Containment with 50%, for it there is calculated a Coefficient of Self Containment of Demand of Working 
places (SCA) and the Coefficient of Self Containment of Offer of Working places (SCO) 
 

            RW(A) 
SCA(A) = -------------            (3) 

              W(A) 
 

             RW(A) 
SCO(A) = -------------            (4) 

              R(A) 
2.1.3. It is selected as “municipality that concentrates working places” to those municipalities in which both 

coefficients of Self Containment overcome 50 %: 
 
 

MC(A) = min. (SCA(A), SCO(A)) > 0,5   (5) 
 

It is necessary to fulfill four conditions for Sforzi's algorithm: 
 
  Xmn  

           Xm 
          --------------   > 1            (6) 

  Xn 

          XT 
 
 
  Xmn, small  

          Xmn 
             -------------------   > 1       (7) 

  Xn, small 

       Xn 
 

Where the subscript “small” indicates the employment in the small enterprises. 
 
  Xmp  

          Xmn 
            ---------------   > 1            (8) 

  Xp 

          Xn 
 
 
  Xmp, small  

            Xmp 
            ---------------------   > 1      (9) 

  Xp, small 

        Xp 
 

Sforzi (1996) considered the local system of labor as to be a territorial base, and as variable of identification, 
the manufacturing concentration (Bigger than the national average), the concentration of the personnel in 
companies with less than 25 workers (bigger than 50 % of the manufacturing occupation), and the sector 
specialization (bigger than 50 % of the workers in manufacture of the district). Nevertheless that, has been 
established in Italy as a useful tool to identify the ID, but presents debatable limitations. 
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2.2 The Signiorini method 
 

The Research Department of the Italian Banc, developed a project for check the repeated affirmations on the 
social and economic virtues of the industrial districts, using sophisticated econometrics tools, coordinated by 
Luigi Federico Signiorini (1994). It was developed in two interrelated levels: 

1. The analysis of the accounting results (1992-94), compare two standard indicators (the return of 
investment - ROI - and the return of the Equities - ROE-), with the aim to prove the hypothetical top 
profitability of the companies of the district. 

2. In the econometric analysis of the information obtained of the same accounting database, (SPF) estimate 
the limits of stochastic production to observe if the profitability of those companies it depends of the 
belonging to the social and economic context of the districts. 

 
In words of Signiorini (2000), he shows too much scepticism to obtain results with such a sophisticated 

method. 
 

2.3 The Iuzzolino method 
 
An alternative method was proposed by Iuzzolino (2004), which uses the available information from the in-out 
matrix and the taxes payment information to construct a contributors' typology that consider some possible 
connections among a simple activity and the degree in the trend of the location of the system. 

The Iuzzolino method is represented by: 
 

s 
S = U i: γi  > 0 e ∃j∈S tal que ∀i, d(i,j)=0       (10) 

i=1 
 
The main limitation of this method is the information used (taxes payment) to establish the quotients. This 

can not be applied in a country not developed due to the informality in the business structure. 
 

2.4 The Soler method 
 

Another proposal was realized for Soler (2001), it happens in two stages. In the first stage, the industrial 
agglomerations existing are characterized including variables associated with the external economies, that is to 
say, it try to define in a geographical way the potential externalityes. Those agglomerations that represent a 
sector specialization will drive directly to the preconditions for the existence of an industrial district and, 
therefore, of external economies marshallianas. Those who suppose a sectorial diversification can generate 
another type of externalityes, those of urbanization or Jacobs not considered in the so called district effect. 

Once identified the industrial agglomerations and his degree of sectorial specialization, the second stage 
consists in checking the presence of those basic factors that characterizes the district effect. To reach the aims 
established in the first phase and following to Signorini (1994) the author establishes the use of two basic 
instruments: the Coefficient of Specialization (CE) and Herfindahl's Index (IH). 

The first index represents the value of major or minor presence for the sector i at the j territory, respect to the 
presence of the mentioned sector for the territorial area considered as reference. The second one quantifies the 
degree of specialization (or diversification) productive of a territory. The value it takes are between 1 (maximum 
specialization) and 1/n (maximum diversity), that is to say, the quantity of different sectors from similar size that 
it will be able to find as priori in this territorial space. The mathematical expressions are as follows: 

 
Coefficient of Specialization (CE) 

 
  Xij   
        Xj   

CEij = --------------         (11) 
  Xi   
       XT 
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Herfindahl's Index (IH) 
 

                     2 
    n          Xij 

      IHj = ∑    ------          (12) 
    i=1       Xj 
  
Where: 
Xi : value of labor variable in sector i 
Xj : value of total labor in the j territory  
Xij : value of labor in the sector i at the j territory 
XT : value of total labor in the reference territory 

 
Once known the geography of the territorial externalityes, try in the second stage, to identify a possible 

factor that characterized the industrial district at the established areas before (Hernández y Soler, 2008) 
The Soler method just considers the value of labor and misses other variables like number of companies in a 

territory to affect the quotients. 
It is possible to extend up to exhausting after analyzing several works and methodologies used to identify the 

ID, ever since Sforzi (1987) realized the first proposal. For example, in the synthesis of Becchetti et al. (2002), it 
can be possible to get seven types of identification with different criteria as well as results. 

A different approach to examine the benefits of a district consists in to attend the exportation. As Melitz 
(2003) suggests, a positive link exists between the enterprise productivity and his aptitude to sell abroad. 

Finally, Cannari and Signorini (2000) suggest the application of a methodology multivariant (cluster) on a 
set of three indicators (occupied by sector in relation to the population, occupied by sector on occupation, and an 
indicator of sector- dimension specialization of the productive local system. 

As summary one recommendation, we must be extremely prudent in the comparisons due to the uses of 
different methodologies, the different years for those who carry out the works of identification and the different 
territorial units of analysis (municipalities, Local Labor Systems and provinces). Every proposed model faces us 
to a debate of the selected specifications that sustain it. In other words, the problem to determine the map of the 
industrial agglomeration changes depending on the sector scale adopted for the study. 

Though the majority of the analysis that discover a potential ID starts identifying  geographically the 
industrial agglomerations, the models manage to explain the object of study with different arguments with a 
methodology sustained pertinently to differentiate between the industrial agglomerations that are an ID of those 
who are not. Owed then to that, the literature does not find a common limit, the subject remains open to search 
an ad hoc theory with exact and explicit criteria from a coherent and particular way. 

 
3. Proposed Method to Identify the ID 

 
Nearly all of the methods exposed previously do not relate in the quotient or formulas the relation between the 
labor and the number of enterprise or business. In an economic structure where the contract manufacturer is the 
main system is not possible to talk about an ID as theoretically is known, because just one or three big 
companies has the control of the industry or sector. The main restlessness is when the big company decides to 
abandon the country because the ID will disappear. Nevertheless the labor numbers indicate that more than 50% 
of the manufacturer occupation is in the big companies, as Sforzi mentioned as condition. 

Therefore is important a quotient to involve the labor as well as numbers of companies or business in the ID 
potential.  The statistic information available in the apparel industry (from National Institute of Statistics, 
Geography an Informatics, INEGI), it is possible to determine numbers of workers and number of enterprise or 
business. 
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The proposed method is expressed in three quotients: 
 

           TTS   
         Clusters                  TTI  

      Coefficient     CC = ------------------ > 1               (13)  
      TTI  

                      WPR 
 

 
        Coefficient Unit-Labor       Coefficient Unit-Labor 
 Sector (CULS)              Industry (CULI) 

     
       TTS            TTI 

 CULS = --------         <          CULI= -------       (14) 
       UE            UE 
 

Where: 
TTS : value of total labor in the sector 
TTI : value of total labor in the industry  
WPR : value of the population in labor age in the region 
UE : value of enterprises quantity in the sector 

 
Each coefficient must be calculated to probe an ID. The Cluster Coefficient must be expressed in percentage 

value. Between higher the value indicates a potential ID. If the value is <1 (less than one) indicates that the ID is 
not relevant to this sector because the majority of the population in labor age works and supports a different 
industry. 

In the second and third coefficient it is calculated the number of employees per economic unit, in other 
words, this number indicates if there are enough enterprises in the sector or are only a few. The analysis of this 
coefficient numbers must fulfill this condition CULS < CULI, to confirm the relevance of enterprises number. 
 
4. Conclusions 

 
The core problem to identify and to locate geographically one ID comes from the same definition. It is difficult 
to establish a position standardized with quantitative indicators that could be measured across the time. In all 
exposed methods, the main difficulty consists to establish a criteria to divide in a coherent way the territory with 
ID definition and the statistical available information that are based on the administrative division of the 
territory. On the other hand, the theoretical definitions aspects of the ID, as the social aspect, it is difficult to 
measure. 

Sforzi (1996) realized the first geographical identification of an ID in a quantitative and systematic way in 
Italy. Since then several methodological offers have been established depending of the statistical information 
available and the historical moment in the development of the ID. Each method has his pros and cons, due to 
that, every method should be used as need. Could be helpful the uses of more than one method and complement 
the information as well as the results. Unfortunately the statistic information not always is available.  

To continue with this search will help to fine an algorithm that achieves the economic conditions of the 
enterprise conglomerate for detect an ID possible and to develop an industrial policy that to support the regional 
progress. 
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Abstract 
 
The Empowerment has been a strategy which is being used more often by companies to foster the growth among the 
collaborators.  

The research about Empowerment within enterprises located in Tepic, Mexico, has the purpose of 
determining the Empowerment level to apply it as part of its quality’s strategy.  

This study about the empowerment levels, used the Merrell and Meredith’s methodology, where six 
elements are analyzed: information, decision, planning, evaluation, motivation and development levels, trying to find 
the levels of people’s development and leadership that can be developing from a personal style, until the level 
socializing and individual extreme power. 

The results show that the Empowerment levels that have been developed into these companies and the 
condition for a successful implementation. 
 
Introduction  
 
Organizations at the present time, by the challenges that its surroundings demand, look for to be centered in the 
client and to be agile and flexible to their continuously changing expectations, improving permanently to be 
competitive. 

In today’s organizations, it is pertinent to integrate concepts like leadership, internal communication, 
self-directed teams, etc. all this as part of empowerment. 
 
Empowerment Context 
 
Empowerment is a term introduced for the first time in the Eighties, soon to become a word of ordinary and 
promising use for organizations. Empowerment means to delegate and to trust all the people in the organization 
and to confer them the feeling that they own their work forgetting impersonal pyramid structures, where 
decision making was only made in the high levels of the organization (Improvement, 2005).  

Another vision of empowerment is as a fundamentally different way of working altogether, where  
employees feel in charge of not only working, but also making the company work better, teams work together to 
continuously improve their performance, reaching by this greater levels of productivity and a mutual influence, 
in the creative distribution of power in a shared responsibility; it is vital and energetic, global, participative and 
long lasting; it allows the individual to use its talent and capacities, it foments attainment, invests in learning, it 
reveals the spirit of an organization and creates effective relations; it informs, orients, advises, serves, generates, 
and releases. Empowerment allows assuming greater responsibilities and authority by means of the formation, 
trust and emotional support (Scott and Jaffe, 1994; Burell and Meredith 2002).  

Empowerment offers the potential to operate a sub-used source of human capacity that must be 
employed so that the companies are competitive, because empowered employees benefit the organization and 
are self motivated, having their participation translated into continuous improvement of systems and processes, 
as well as harmonic team work (Blanchard, Carlos and Randolph, 1996; Morris and Willcocks, 1998) and it 
seeks for employees to solve consumers complaints with a suitable and fast service without consulting a 
counterpart (Chebat, 2001).  
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Like all human activities, empowerment presents kindness and critiques, with the out standing main 
advantages of:  

Increasing people´s satisfaction and confidence; increasing levels of responsibility and commitment to 

the organization; creativity is developed and resistance to change is reduced; leadership is shared; a more 
positive attitude with greater enthusiasm is fomented; communication is increased in all levels; it develops the 
concept of partner in the collaborator; respect in individual decisions; recognition to the effort and time 
dedicated to empowering; and a enlargement in abilities and position tasks is obtained (Scott and Jaffe, 1994; 
Smialek, 1998).  
 
As for the main disadvantages:  
Projects are usually abandoned without being concluded. 
Personnel does not own a clear vision about what they want and what the results are to be obtained 
Personnel is not willing to help others 
There is little culture about delegating and receiving new responsibilities 
People only make the activities for which they were hired 
Personnel do not know how to work in teams or even how to help for the achievement of new interdepartmental 
objectives (Bruce and Lil, 1996; Scott and Jaffe, ibidem). 

The advantages that are shown, reflects that the empowerment activity is superior to the disadvantages 
that could be provoked. For that reason it is vital to clearly define the rules of what is intended to reach and what 
is wished to be reached with the process. As well as to reduce personnel uncertainty with respect to the new rolls 
that they would have in the organization.  
In order to implement empowerment, different factors are to be considered:  
To understand and to have well defined the meaning of empowerment;  
To define the flexibility of information exchange and the resources regarding team members;  
To cause a personal growth by means of greater training;  
To accurately understand the new culture rolls that will appear, amongst those, power, functions, tasks, or 
people;  
Personnel abilities must be well known, with a detailed inventory of talents, the commitments that will be 
empowered and the possibilities of negotiation in the development of the process;  
To change the hierarchic traditional way of working to the incorporation and development of self-directed teams 
where shared responsibility is generated as well as inter-group goals;  
To formalize the functions of each individual and the team, as well as their desired quality standards (Richey 
and Bachranch, 2004; Morris and Willcocks, 1998). 

For the implantation process, situational leadership would help to understand the development cycle, or 
the flow of necessities and leadership actions throughout the trip to empowerment, by combining leadership 
styles the level of development, the leaders and team members would make sure that competition and the 
commitment to the empowerment task continues advancing until reaching suitable levels.  

Within situational leadership four phases are mentioned through which teams must pass to act with 
empowerment, those being direction, where most of the team members think that empowerment is something 
positive and are willing to be part of the team, nevertheless, they usually begin with very little realistic 
expectations; that of dissatisfaction, where as the team acquires experience, spirits decay because members 
observe a discrepancy between their initial expectations and reality, the difficulties of realizing a task and 
working together generates confusion and frustration, as well as an increasing dissatisfaction and a dependency 
for the figure of the leader; that of integration, here a greater number of tasks is made and technical abilities are 
improved, which contributes to the increase of productivity by the team and to create a positive feeling, with the 
will to share the responsibilities, increasing confidence and cohesion; and the that of production, where 
productivity as well as moral are high and each one reinforces the other, people feel proud because they 
comprise a team that works effectively, with a high quality level and a commitment to not only reach that level 
but to also improve it continuously, being in this phase where team members trust their work ability to surpass 
obstacles. (Kouzes and Posner, 1987). 

The phases established by Kouzes and Posner, are based on what happens with two fundamental and 
analogous variables to competition and the commitment to individual development in situational leadership, 
where productivity is mentioned, defining it as the team´s ability to work jointly and to obtain results, and 

moral, where motivation, confidence and team cohesion appears.  
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The leadership approach has changed from traditional or transactional models, towards a new sort of 
leadership theories with an emphasis on transformational leadership, which has been defined as visionary, 
charismatic or new leadership.  

Transformational leadership has been connected to results like leadership effectivity, innovation, 
quality improvement, and objective and subjective performance rates. This type of leadership is where the 
followers carry out beyond the awaited performance levels as a consequence of the leader´s influence. 

Transformational leadership is integred by four dimensions, they are, charisma, individual consideration, 
intellectual stimulation, and inspiration. (Bass, 1998).  

The dynamic of transformational leadership involve a strong personal identification with the leader, 
jointly with a participative vision of the future and going beyond self-interest. (Hater and Bass, 1988).  

Empowerment within this concept of transformational leadership, is understood as the enlargement of 
authority and power for decision making towards inferior levels in the organizational hierarchy, employees 
developing the ability to affect organizational results significantly. Empowerment thus is defined as the 
cognoscitive state that results from an intrinsic motivation of the increased task, pronouncing itself in four 
elements as they are: meaning, competition, self-determination and impact (Thomas and Velthouse, 1990).  

On the other hand, also the three dimensions of fundamental power for empowerment are settled down: 
perceived control, perceived competition and the internalization of the goals. (Menon and Borg, 1995).  

Leaders with vision can create a participative climate and better conditions for empowerment, where 
members assume the authority to take the actions that enlarge the vision, going beyond providing a vision, 
fitting in inspirational conducts, where levels of self-confidence of the collaborators are constructed with respect 
to the achievement of goals.  
 Within an advanced process of empowerment, it can lead through appropriate leadership, as a strong 
motivator for teams and individuals, reason why one would rethink its planning to a realistic, measurable and 
explicit project, so that it stimulates to participation and commitment from all collaborators.  
 

Methodology 
 
This research is based on case studies with exploratory and descriptive methods, different databases information 
were consulted, and the surveys were applied to 70 companies in Tepic, Mexico. 

The tool used to work in this research was the Murrell and Meredith’s methodology (2002). 
The Murrell survey indicates weight shown in table 1. 

 
TABLE 1: WEIGHT INTERPRETATION 

RESULTS STYLE INTERPRETATION 
Area: 0 - 7 

Total results: 
0 – 45 

Individualist 
Extreme power 

Management style less open to empowerment. Hard power 
control in the organization. Control and power are 
Fundamentals. The leader assume all responsibility. 

Area: 8-20 
Total results: 

46 - 125 Controler 

Empowerment style very limited. He doesn’t look for mutual 

influence. Only lightly share, create or empower their 
subordinates. 

Area: 21-29 
Total results: 

126 - 174 Middle 
Combine control and empowerment, almost never act till 
limit to use the power. 

Area: 30-42 
Total results: 

175 - 254 Empowerment 

Application of empowerment more than control. It 
contributes to encourage organizations towards 
empowerment. 

Area: 43-50 
Total results: 

255 - 300 
Socialized extremely 

empowerment 

This is the style openness to empowerment. Share the power 
and create it. To promote mutual influence and share 
responsibility. 

 
Source: Murel, K., Meredith, M., (2002), Empowerment para su equipo, México: Editorial McGraw-Hill. 
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Results 
 
Whit the survey was possible to get the results about the empowerment level implemented in small and medium 
companies in Tepic, Mexico. Results were interpreted in two ways: 

 By business area 
 Global Area. 

The empowerment use in the 70 companies is shown in exhibit 1 comparing its different areas. 

EXHIBIT 1.  

EMPOWERMENT BY AREAS
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AREA 1. Information 

     Learning 

0 7 20 29 42 50 
              31   

 
 Information: This area does not vary that much from the others and is in the middle of scores. It is 

located within the empowerment zone, which represents a utilization of empowerment more than 
control. It encourages organizations towards empowerment that is, persuading members to analyze and 
disseminate the gathered information to have a better control and understanding of it. Although, its 
position is not significantly located. Therefore, managers still show awareness as to how much 
information should be distributed and to whom. 
 

AREA 2. Decision Making 

     Transformation 

0 7 20 29 42 50 
       29   

 Decision Making: results in this area show that managers are not totally implementing empowerment, 
but they closer to it. What means that companies take into account employees’ opinions in the making 
decision process, although, this is not always or taking them completely. 
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AREA 3. Planning 

     Service 

0 7 20 29 42 50 
       29   

 
 Planning: it presents a medium level, showing that there is a long way to run to get service level in the 

planning issue. 
 

AREA 4. Assessment 

     Liberation 

0 7 20 29 42 50 
                31   
 Assessment: when using know self of its employees at the time of finishing their tasks, it is possible to 

determine that an own level of empowerment appears.  
 

AREA 5. Motivation 

     Tutorial 

0 7 20 29 42 50 
                   32   
 Motivation: these area samples that the companies are relatively worried about knowing their 

employees, knowledge what affects them, what they wish and therefore what motivates them.  
 

AREA 6. Development 

     Creation 

0 7 20 29 42 50 
               30   

 Development: the results determine that the companies are centered in a medium level, that is, that the 
creation or transformation of the company towards empowerment is not a strategy to adopt.  

 
As for the total global interpretation, it is possible to be determined that the companies present an medium 
empowerment style, where the basic competences are developing to get really empowerment or organizational 
transformation, since they apply empowerment more than control, that is, it contributes to impel the 
organization towards an own empowerment style.  
 (Exhibit1.1). 

EXHIBIT 1.1 

EMPOWERMENT APPLICATION IN  THE RESTAURANT INDUSTRY   
“TOTAL GLOBAL” 

Basic 
Competencies  

   Empowerment  

0 45 125 175 255 300 
                        182   
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Conclusions 

The use of empowerment as strategy of development in companies of Tepic, Mexico has been increased 
relatively.  

Agreed with the weight of the companies surveyed, these present an own empowerment style, since 
they apply more than the control, reason why it is contributed to impel to the organization towards this style.  

Empowerment, with more of a decade being used in organization culture, has modified the attitude of 
the directives towards their employees, having considered them like an integral and important part inside the 
organization.  

Empowerment contributes comparative advantages to the company in terms of customer relationship, 
costs, agility and flexibility, in other words, productivity, although the adoption process presents serious 
difficulties.  

It will be pertinent in a future, to make studies about this area in a greater number of companies and 
specific economy sectors, with the purpose of extending the knowledge about sharing, involvement and growing 
of human resources in the organization, using empowerment like development strategy, as well as with respect 
to the assessment of the same one. 
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Abstract 
 
The present paper makes a critical analyze of the concept of Total Innovation Management – TIM, with respect to 
the novelty of this approach, to its domain of validity and to the present degree of its implementation in the real 
economic systems. Consequently, the authors proposed an original and simple mathematical model for assessing the 
innovative potential and offered certain practical correlations between human resources utilization “efficiency” and 

the number of patent application, considered as the output of the innovative production. We have also analyzed some 
specific data for the Romanian country profile, with the purpose of highlighting the relative strengths and weaknesses 
in innovation performance and its main drivers of innovation growth. 
 

Introduction 
 
The concept of Total Innovation Management – TIM is desired to be a very modern and comprehensive one 
(Xu, 2007 and Li, 2008). The scientific approach is alike in “mechanics” problems, when the position of a 

material particle is identified in a Cartesian reference system O-xyz by its spatial coordinates. So, a first axis 
regards the innovation in all human activities, technological and non-technological ones, at the level of 
strategies, culture, organization, market etc. The second axis take into account the innovation process at the 
level of all persons implicated in the specific processes of enhancing firms competences. Third axis considers 
innovation in every time period of activity and at all organization levels of a company. In this moment, it is 
important to mention that this approach is relative non-scientific and not so rigorous, because the variables are 
empirical and dimensional non-homogeneous ones. Briefly speaking, the three above mentioned axis are: 
activities, people, and time-space, all of these being, in fact, the human and material resources and the way to 
organize them for running successfully an economic activity. 

TIM is defined as the reinvention and management of an innovation value network that dynamically 
integrates the conception, strategy, technology (including IT base), structure and business process, culture, and 
people at all levels of an organization. TIM aims to enhance the innovation competence of the company, create 
value for stakeholders, and sustain competitive advantage (Xu, 2007). 

Without denying the value of this new concept of TIM, mainly drawing on innovation theory, as well 
as on two distinct areas of recent research: core competence theory and complexity theory, there are several 
difficult to implement theoretical and policy implications. As declared in intentions, TIM seems to be a 
“journey”, not a “destination”, towards enhanced firm competence, a rather long-term, competence-based 
management philosophy for achieving sustainable competitive advantage involving all people at every aspect 
and level of organization at all time and across all space. The associated ideas of synergy and holistic approach, 
well fitted for explaining the sudden transitions and the discontinuities in the nowadays economical processes, 
determined us to settle some rationale evaluations of the major components of the TIM framework. 

Focusing on our geographical area and because Romania became a member of European Union since 
January 2007, we think is useful to present some factors, that strongly influence innovation performance. The 
European Innovation Scoreboard (EIS) has been published annually since 2001 to track and benchmark the 
relative innovation performance of EU Member States. For the EIS 2008 (EIS, 2008), the methodology has been 
revised and the number of dimensions was increased to 7 and it were grouped into 3 main blocks covering 
enablers, firm activities and outputs (see FIG. 1). 
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FIG. 1: DIMENSIONS OF INNOVATION PERFORMANCE CAPTURED IN THE EIS 
 

 It is considered that the above described dimensions form the core of national innovation performance. 
In addition, there are wider socio-economic factors that influence innovation, such as the role of governments, 
markets, social factors and the demand and acceptance of innovation. These factors and their relationship with 
innovation performance have been explored in various EIS thematic papers (EIS, 2008). 

Patents are an intellectual property right issued by authorized bodies to inventors to make use of and 
exploit their inventions for a limited period of time (generally 20 years). Patents are granted to firms, individuals 
or other entities as long as the invention is novel, non-obvious and industrially applicable. The patent holder has 
the legal authority to exclude others from commercially exploiting the invention (for a limited time period). In 
return for the ownership rights, the applicant must disclose information relating to the invention for which 
protection is sought. The disclosure of the information is thus an important aspect of the patenting system. A 
patent is a policy instrument intended to encourage the making of inventions and the subsequent innovative 
work that will put those inventions to practical use; it is also expected to procure information about the 
invention for the rest of the industry and the public generally. By providing a legal framework for protecting 
inventions, the patent system has an important influence on economic performance by stimulating innovation 
that increases productivity. Patents are a key measure of innovation output, as patent indicators reflect the 
inventive performance of countries, regions, technologies, firms, etc. They are also used to track the level of 
diffusion of knowledge across technology areas, countries, sectors, firms, etc., and the level of 
internationalization of innovative activities. Patent indicators can serve to measure the output of R&D, its 
productivity, structure and the development of a specific technology / industry (Pinheiro-Machado, 2004). 
Among the few available indicators of technology output, patent indicators are probably the most frequently 
used. The relation-ship between patents as an intermediate output resulting from R&D inputs has been 
investigated extensively. Patents are frequently viewed as an output indicator; however, they could also be 
viewed as an input indicator, as patents are used as a source of information by subsequent inventors (Varsakelis, 
2001 and 2006).  

The relation between economic growth and R&D development is constantly investigated. Substantial 
progress has been made in the calculation and assessment of the economic growth parameters (Sharma, 2008). 

However, problems concerning the calculation or R&D development parameters are still difficult to 
solve, particularly regarding the conception and selection of appropriate parameters.  
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One of the indicators is the innovative production. Specialists have suggested different equations for 
calculation of this indicator (Maclean, 1993 and Teitel, 1994). In this paper, we propose another equation for a 
similar purpose, with a numerical application using Romanian data, from the national R&D system. 
 
Conceptual frame and critical aspects of the new paradigm of Total Innovation 
Management 
 
TIM is an emerging paradigm that incorporates important contributions from earlier research while emphasizing 
the importance of ecosystem thinking (Xu, 2007). In FIG. 2 we depict the TIM model. From an ecosystem 
perspective, TIM not only emphasizes the synergistic linkage among all inherent elements, but also emphasizes 
that all employees are innovators and that innovation is realized in the totality of time/space of an enterprise and 
beyond.  

 
 

FIG. 2: THE THREE LEVELS OF INNOVATION MANAGEMENT 
 

 So, in FIG. 2, the arrangement of the concepts is interesting, but seems rather “far-fetched” and without 

original interpretations, i.e.: why this process develops so and not in another manner, which are the premises for 
the appearance of certain sudden transitions etc. Without being as “the fox with the grapes”, we consider this 

type of approach as “a socialist competition”, where the activities, in our case the innovative ones, are “freely 
consented by all workers and according to a superior labor conscience, specific for a new employed man type” 
This concept is probably valid only in the Chinese economical and political system. 
 TIM may be defined as an ecological system (see FIG. 3) directed by strategy innovation. Its function 
is to accumulate and enhance core competency to win sustainable competitive advantage. This approach brings 
other “miracle” concepts, as: synergy, eco-systems, “every worker is innovative …” innovation process is 
continuous in time and space, inside and in the “activity perimeter” of every company. Again, every thing is 

“acting global, fully integrated and broadly comprehensive”, this fact being possible in a large scale economy, 

but at the level of SME-s its validity is doubtful.  
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FIG. 3: THE FRAMEWORK OF TIM 
 

 TIM relates to innovation in all organizational sectors, all employees and covers all time and space 
dimensions. Each element plays a key role in the practice of TIM and is an integral part of the TIM framework 
(see FIG. 4). The all-elements innovation, as FIG. 5 shows, can be described as creating synergy between the 
technological (mainly product, process, and portfolio) and non-technological (mainly market, organization, and 
institution) areas in an organization through effective tools and facilitating mechanisms that encourage and 
regulate innovation by every employee. Here, we observe an interesting combination between the notions of 
institution, organization, market, technology, innovative persons / mechanisms / instruments, all grouped in 
“intuitive” and very general schematics, where, if we change the subject of the analyze from the innovation 

process to the environmental protection, with the consequent adaptations,  the presented systematizations are 
perfectly valid. 
  

 
 

FIG. 4: CONSTITUENTS OF THE FRAMEWORK OF TIM 
 

 
 

FIG. 5: ALL-ELEMENTS INNOVATION OF TIM 
 To describe in detail, the „„4-W‟‟ (when, where, what, whole) model is used for analysis of the all-
time/space aspect of TIM (see FIG. 6). The differences between the analyzes done in FIG. 5 and 6 correspond to 
the variables: the replacement of “elements” with “time/space” and the spatial disposal: “pyramid” becomes a 

“sphere”. 
 

1542



 
 

FIG. 6: ALL-TIME/SPACE INNOVATION OF TIM 
 

 The linkage of TIM to strategy innovation is illustrated in Fig. 7. Due to the increasingly turbulent and 
uncertain environment that enterprises face, strategy should remain relatively stable but avoid rigidity. As the 
internal and external environments change, the enterprise‟s strategy should be adjusted in a timely manner and 
kept in a dynamic balance. Through TIM implementation, dynamic competences, including organizational 
skills, technologic competence, environment adaptation, and all employees‟ knowledge and skills, will be 

improved and better feedback will promote strategy innovation.  
 

 
 

FIG. 7: THE LINKAGE OF TIM TO STRATEGY INNOVATION 
 

The only element, comprised in the scheme from FIG. 7, valid from the point of view of automation 
theory is the presence of “feedback”, destined to correct the associated process errors. Again, the formulations 
are excessively general, without any practical “elements”. It could be very interesting to assess how many 
SME‟s would be capable to implement such a complex functional organization. Maybe besides these 
evaluations there are serious, well established case studies - grounded on realistic economical data bases, but the 
way of presenting these diagrams doesn‟t prove at all a pragmatic approach to the issue. 

In order to establish how necessary is the TIM approach, for what companies (SME‟s or large ones) is 

applicable and which are the means and methods to maximize the innovation potential of our national R&D 
system, we propose to make a quantitative and qualitative analyze of the innovative production in our country. 
In this first stage, we use a very simple approach, grounded on an original simple calculus formula and 
considering that only patent indicators are sufficient for characterizing the innovative potential. 

 
Procedure and computing methodology for the evaluation of the Innovative Potential 
 
Like any other indicators, patent indicators are associated with some advantages and disadvantages. The 
advantages of patent indicators are: a) patents have a close link to inventions; b) patents cover a broad range of 
technologies on which there are sometimes few other sources of data; c) the contents of patent documents are a 
rich source of information (on the applicant, inventor, technology category, claims etc.); and d) patent data are 
quite readily available from patent offices.  
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However, patents are subject to certain drawbacks: a) the value distribution of patents is skewed as 
many patents have no industrial application (and hence represent no value for the society) whereas a few of 
them are of substantial value; b) many inventions are not patented because they do not fulfill the conditions or 
inventors may protect the inventions using other methods, such as secrecy, lead time, etc.; c) propensity to 
patent differs across countries and industries; d) differences in patent regulations make it difficult to compare 
them across countries; and e) changes in patent law over the years make it difficult to analyze trends over time.  

Nevertheless, in the absence of a “perfect” innovation output indicator, patent indicators are the best 

available indicators of innovation output. 
For the calculation of every country‟s innovative production, S. Teitel (Teitel, 1994) uses the following 

variables: 
N – Number of innovations per resident of a country; 
S – Human resources (every country‟s total number of researcher); 
E – R&D expenses; 
Y – National income per capita; 
P – Number of inhabitants. 
Also, S. Teitel considers that the innovative production depends on human resources and the research 

expenses, following the next relation: 
 

N = N (S, E)   (1) 
More explicitly, the equation may be written as below: 
     N = N0 S

a Eb   (2) 
where: a ≥ 0 ; b ≥ 0 (positive constants) and N0 represents the initial number of innovations per resident 

of a country. The above relation draws attention on the human factor, which can affect the innovative 
production. 

Similar, in his study, C.J.J. Maclean (Maclean, 1993) presents a linear correlation between the annual 
budget (X) and the annual number of publications (p): 

     p = uX    (3) 
where: u ≥ 0 is a positive constant. 
This equation points out the influence of financing upon the scientific (innovative) production. 
The authors of the present paper propose a model based on the human factor and the specific financing 

of the innovation process.  
The specific financing (f /c) is the ratio between funds earmarked for R & D (f) and the total number of 

researchers (c).  
If we denote:  

f /c = φ,    (4) 
then we can write the relation:  

N = bφ    (5) 
where: N is the number of patent applications, f is the financing, in € and c is the number of 

researchers. 
The specific financing, φ, is a complex factor, as, on one hand, it depends on the policy decision – 

making and, on the other hand, it is influenced by the responsiveness of the human factor active in R&D system. 
By means of the coefficient “b”, the specific financing determines the innovative production.  

Using Romanian data (Annual Report – OSIM and Romanian Annual Statistics, 2007), we indicate the 
correlation between the number of patent applications (N) and the specific financing (f /c), as it is shown in FIG. 
8. 
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FIG. 8: CORRELATION BETWEEN THE NUMBER OF PAPENT APPLICATIONS AND THE SPECIFIC FINANCING 

 
With the aid of FIG. 8, we can evaluate the value of coefficient “b”, by approximating through linear 

interpolation the variation of the parameter N with the ratio f /c, the corresponding interrupted straight line 
having a negative slope, calculated with the following relation: 

 
b = tgα = (N0 –N) / (φ – φ0) = ΔN / Δφ  (6) 

 If we make the dimensional analysis of the equation (6), we obtain: 
 

[b] = [ΔN] / [Δφ] = Number of inventions / Currency / Number of researchers  (7) 
 
or:    [b] =  (Number of inventions / Currency) x Number of researchers (8) 
and consequently, the dimension equation can be written as follows: 
      [b] = { [N] / [f]} x [c],   (9) 
corresponding to another form of the relation (6): 
      b =  (N / f) x c    (10) 

An interesting idea is to reformulate previous equation: 
      b = (N / c) x (c2 / f)   (11) 
where, we can introduce another significant variable: 
      N / c = π ,    (12) 
π being the innovative performance of the researchers.  

Equation (11) combined with equation (12) becomes: 
b =   πc

2 / f    (13) 
From equations (13) and (5), we obtain: 

      N = (πc
2 / f) φ    (14) 

 Finally, equation (14) can be written as: 
      N = (π φ / f) c

2    (15) 
 If we are noting:  

π φ / f = m    (16) 
then: 
      N = m c2     (17) 
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 The factor “m”, from the equation (17), has the significance of a human resources utilization 
“efficiency”. 
 This factor can be expressed also like below:   

m = (π / f) x (f / c)  (18) 
 The innovative productivity of researchers (π) is a qualitative effect, which represents the specific 

production of inventions done by a scientific researcher, i.e. his / her creative work intensity. 
 The number of employed researchers (c) is the result of the effort made by society as a whole and 
depends on financing capabilities of the society to sustain research activities.  
 It is known that productivity means the ratio between the effects and the effort made in a particular 
work. 
 The principle goal of the R&D activity is to generate, as an effect, a certain level of innovative 
productivity, while society makes efforts to sustain this effort, by means of taxes - public funding. Thus, it 
seems logical to consider that the factor “m” of the equation N = mc

2 represents the human resources utilization 
“efficiency”, associated to R&D activity. 
 In FIG. 9, we follow a time evolution in Romania of the annual values for the parameters “m”, number 
of patent application “N” and number of researchers “c”. 
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FIG. 9: TIME EVOLUTION IN ROMANIA OF ANNUAL VALUES FOR PARAMETERS “m”, “N” AND “c” 

 
From 1993, till 2006 we observe a continuous decrease of the number of researchers “c”, process 

associated to the difficult period of transition, with a favorable tendency of stabilization after year 2000. The 
number of patent application “N” varied differently, stabilizing and having a positive tendency after 1996 till 
2002, followed by another decrease and stable period, with very small diminishing tendency up to 2006, 
strongly influenced by the specific legislation for financing the innovation, with provisions more or less 
favorable in different time periods. 

The Romanian factor “m“ was 3,62 x 10-6, in the year 2001 and in 2006 the corresponding value 
became 2,44 x 10-6. In the same period, the financing per researcher capita decreased from 46.315 € / capita to 
28.945 € / capita [4] and the same tendency was observed for the number of researchers “c”.  These evolutions 
are perfectly correlated, a comparison between the variations of parameters “m” and “N” showing highly similar 

evolutions. This fact proves the high “sensitivity” of the human resources utilization “efficiency” - “m” and 

sustains our option for using this parameter for analyzing the innovation potential, in direct connection with the 
outputs of this process, respectively in our study: the number of patent application “N”. 
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Romania is one of the growth leaders among the Catching-up countries, with an innovation 
performance well below the EU27 average but a rate of improvement that is one of the highest of all countries 
(EIS, 2008). Relative strengths, compared to the country‟s average performance, are in Innovators and 
Economic effects and relative weaknesses are in Finance and support and Throughputs. Over the past 5 years, 
Finance and support and Throughputs have been the main drivers of the improvement in innovation 
performance, in particular as a result from strong growth in Public R&D expenditures (18%), Private credit 
(17,4%), Broadband access by firms (24,3%), Community trademarks (36%) and Community designs (44,3%). 
Performance in Firm investments and Innovators has increased at a lower pace.  

The Romanian country profile is highlighting the relative strengths and weaknesses in innovation 
performance and its main drivers of innovation growth. The detailed data tables are available from the INNO 
Metrics website (http://www.proinno-europe.eu/metrics) and detailed information on policy measures and 
governance is available at the INNO Policy Trend Chart website (http://www.proinno-europe.eu/trendchart), 
some relevant key figures being given in FIG. 10, for the year 2008 (EIS, 2008). 

 

 
 

FIG. 10: RELEVANT INNOVATION KEY FIGURES IN ROMANIA, FOR THE YEAR 2008 
 

Conclusions 
 
The paradigm of TIM stresses the synergies between the technological and non-technological elements of 
innovation. Furthermore, it proposes an extension to the portfolio innovation management view and offers a 
more dynamic, and integrative, theoretical framework for the field of innovation management. It takes the time 
and space dimension of innovation management into account and also holds the view that all people are 
innovators. The paradigm of TIM provides a basis for an upgraded, more unified, and better-attuned view of the 
core issues of the innovation management field. 
 For this moment, in our opinion TIM is more a “wishful thinking”, than a reality, especially for SME‟s. 
The TIM approach is more adequate for large companies, but the new global economy system and the context of 
the present crisis offers new opportunities for taking certain valuable elements and implementing them in all 
modern management systems, altogether with important changes in the mentality of the people implicated in 
innovative processes. 

Analyzing statistical data for SME‟s and for large companies, we proposed to obtain an original simple 
mathematical model for assessing their innovation capacity, in the first stage by using only one commonly 
accepted criteria: the number of patents. Consequently, we formulated certain practical correlations between 
human resources utilization “efficiency” and the number of patent application, considered as the output of 
innovative production. 

Relative to S. Teitel‟s and Maclean‟s equations, the method proposed by the authors of the present 
paper to evaluate the innovative potential is more “sensitive”. Our goal was to identify certain correlations 

between the innovative potential of a country, with a case study for Romania, and the number of researchers, 
which proves the necessity and usefulness of a strategic policy in R&D human resources. Finally, the new 
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proposed equation may be also useful for comparative analyses, concerning the evolution of the innovative 
output of different countries, in the context of various national policies. 

In out future work we intend to create a more complex mathematical model characterizing the 
innovative processes and their performance, by taking into account more parameters, as presented in FIG. 10 
and running a “sensitivity analyze” for some case studies in Romania and abroad. 

 
 

References 
 

[1] Li, Z.W. (2008). The impact of government efforts, economy openness & informationalization on R&D 
investment: An empirical investigation in China, PROCEEDINGS OF THE NINTH WEST LAKE 
INTERNATIONAL CONFERENCE ON SMALL AND MEDIUM BUSINESS (WLICSMB), 686-689. 
[2] Maclean, J.J.C. (1993). The publication productivity of international agricultural research centers, 
Scientometrics, Vol. 28, Issue 3, 329-348. 
[3] Pinheiro-Machado R., Oliveira, P.L. (2004). A comparative study of patenting activity in US and Brazilian 
scientific institutions, Scientometrics, Vol. 61, Issue 3, 323-338. 
[4] Sharma, S., Thomas V.J. (2008, September). Inter-country R&D efficiency analysis: An application of data 
envelopment analysis, Scientometrics, Vol. 76, Issue 3, 483-501. 
[5] Teitel, S. (1994, January). PATENTS, RESEARCH-AND-DEVELOPMENT EXPENDITURES, 
COUNTRY SIZE, AND PER-CAPITA INCOME - AN INTERNATIONAL COMPARISON, Scientometrics, 
Vol. 29, Issue 1, 137-159. 
[6] Varsakelis, N.C. (2006, September). Education, political institutions and innovative activity: A cross-country 
empirical investigation, RESEARCH POLICY, Vol. 35, Issue 7, 1083-1090. 
[7] Varsakelis, N.C. (2001, August). The impact of patent protection, economy openness and national culture on 
R&D investment: a cross-country empirical investigation, RESEARCH POLICY, Vol. 30, Issue 7, 1059-1068. 
[8] Xu, Q.R., Chen, J, Xie, Z.S., Liu, J., Zheng, G., Wang, Y. (2007). Total Innovation Management: a novel 
paradigm of innovation management in the 21st century, JOURNAL OF TECHNOLOGY TRANSFER, Vol. 32,   
Issue 1-2, 9-25. 
[9] Maastricht Economic and social Research and training centre on Innovation and Technology (2009, 
January). EUROPEAN INNOVATION SCOREBOARD 2008, http://www.proinno-europe.eu/metrics.    
[10] x x x (2007). Annual Report - OSIM, Bucharest, Romania. 
[11] x x x (2007). Romanian Annual Statistics, Bucharest, Romania. 
 

1548

http://www.proinno-europe.eu/metrics


RFID-Technology: A Business Opportunity for SME 
 

Frank Scholz, FrankScholz@web.de 
Comenius University in Bratislava, Faculty of Management, Slovak Republic 

 
 
Abstract 
 
The retail trade of the clothing industry has had to struggle with falling sales for years. A method of counteracting 
this trend is to develop new creative concepts which focus on the customer instead of the product or the price. The 
trade has to invest in the areas of services and shopping experiences in the point of sale again. The objective is to 
approach the customer both emotionally and technically, thereby forming a commitment to the retailer. The imple-
mentation of automatic identification processes can improve the communication between dealers and customers. One 
of these automatic identification technologies is radio frequency identification (RFID). RFID designates a technology 
of contact free, automatic identification of properties via radio waves (Dukino, 2008). 
 

Preface: Quantum Leap with Consequences 
 
Nothing remains as it was. In 1775, James Watt invented the steam engine and initiated the process of large-
scale production. The railway and the invention of the combustion engine by Nicholas Otto and Gottlieb Daim-
ler brought mobility. Later, transistors and integrated circuits revolutionized the world. Semiconductor technol-
ogy provided the basis of computer technology, digitization and thus a totally networked world to the last spot 
of the earth. Not without consequences: The global communication changed the international division of labor, 
and hence the competitive battle has been tightened. Therefore, the two main tasks of SME are to integrate and 
survive successfully in this new kind of economic system and business relationships. 
 

Every 50 to 60 years, basic innovations revolutionize the economy and the society in a groundbreaking 
way. The economist Nikolai D. Kondratieff already described this context in 1925. He proposed a theory that 
economies have long term cycles of boom followed by depression. These business cycles are now called “Kon-
dratieff waves” or grand super cycles. Fig. 1 shows the “Kondratieff waves” in chronological sequence. The 
current wave is driven by the integration of information technology and global networking. According to expert 
assessment, this wave will continue until next decade (Nefiodow, 2007). 
 

 
FIG.1: KONDRATIEFF WAVES (NEFIODOW, 2007) 

 
Caused by these grand super cycles, the growth centers of the world will be moved and the competition for the 
technical edge will grow harder. Diffusion, adaptation and development of innovations become essential to 
solidify and expand the market position. In plain language: The usage of leading technologies becomes indis-
pensable. 
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On the basis of the mentioned contents of the fifth grand super cycle, the effects of the information technology 
and the globalization shall be explained using the example of medium sized textile retailers.  
 
Introduction and Purpose of the Study 
 
The retail trade of the clothing industry has had to struggle with falling sales for years. There are many reasons 
to state for the persistent bad situation: for example, the lacking economic tail wind, the current economic situa-
tion, buying resistance of the customers as well as the political situation. However, also the basic economic and 
political conditions, the strong competition and the associated price war, the concentration in the market as well 
as the vertical integration and internationalization also provide for many transformations and radical changes 
within the sector. While on the one hand the trade complains about the buying resistance, on the other hand the 
price collapse of clothing occurs additionally. "People are not able and not willing to spend so much money for 
fashion anymore and do not have to do so anymore as well. As a result of the extreme competition in trade, 
everything has become cheaper." (Müller, 2004) Low prices increase the numbers of sold pieces, but hardly the 
sales. Red pencil prices are no long-term strategy for the textile retail trade. Trade experts point out over and 
over again that new creative concepts which focus on the customer instead of the product or the price are 
needed. The sector has to invest in the areas of services and shopping experience in the point of sale1. The ob-
jective is to approach the customer both emotionally and technically, thereby forming a commitment to the 
retailer.  

A subject of the future a part of the trade is currently dealing with is the implementation of the RFID 
technology in the textile value added chain, also called supply chain (SC). This identification system allows for 
a contact-free location and identification of single products. Therefore, not only logistic processes can be de-
signed more efficiently and transparently, but also can the complete supply chain be optimized. RFID is particu-
larly suitable for the supply chain of the apparel industry as it is mostly an international supply chain based on 
the division of labor due to the participation of several independent companies. The implementation of RFID is 
most profitable if the technology is used from the production up to the point of sale or even up to the customer. 
Nevertheless, present RFID test projects predominantly deal with logistic processes and not with possible appli-
cations in the point of sale and its significance for marketing. There is a need of a detailed consideration of what 
the implementation of RFID means for the point of sale of the textile retail trade. 
 
Basics of RFID 
 
The access to the RFID technology begins with a brief overview of the technology’s basic characteristics and 
peculiarities before the following chapters enlarge upon possible economic correlations.  

RFID, which is short for "radio frequency identification", is a system for the automatic identification of 
objects and subjects (such as domestic and production animals). During the past decades, these identification 
processes have supported not only the modern logistics management, but also toll systems and production 
processes as well as the product and asset management. Information processes as well as certain production 
steps can be automated and run autonomously. A RFID system consists of three components. These are the 
reader, the transponder (also called chip or tag) on the object to be identified and the databases services and 
systems (such as point of sale systems or enterprise resource planning systems) (Finkenzeller, 2003).  

The term transponder is composed of the components transmitter and responder. It denotes the data 
medium, which consists of a coupler element and an electronic microchip, and is also called RFID tag. A coup-
ler element is composed of an antenna and an inductor, which can be a so-called low frequency antenna inductor 
with a shorter range as well as a so-called dipole microwave antenna for medium and large ranges. The trans-
ponders are always assigned to an object and store the object-related data on the microchip, for instance in the 
form of a identification number (Finkenzeller, 2003).  

If the transponder is situated within the response area of the reader, it will receive a read instruction and 
cause information to be sent to the reader. The reader will forward the information as data to an associated com-
puter application, where it is processed and evaluated (Kummer, Einbock and Westerheide, 2005) 

In contrast to the read operations of a bar code, the activation of the process and the transfer of the data 
neither require a certain spatial constellation of the two components nor visual contact. By means of the RFID 
process, the required power as well as the data can be transferred from the reader to the coupler element to the 
transponder without any contact. For passive transponders, the electronic resp. magnetic field construction pro-

1550



vides for the power supply. Active transponders, which are particularly implemented for long distances to the 
reader, have their own power supply in the form of a battery. This sort of transponder constantly keeps the mi-
crochip functioning and ready for use. However, they prove less durable and correspondingly more expensive in 
practice than passive RFID tags. The latter remain inactive until contact with a reader and accordingly have a 
shorter period of usage (Finkenzeller 2003 and Sarma, 2001). 
 
Change of Communication at the Point of Sale 
 
RFID is designed to improve the communication between retailer and customer at the PoS. Modern media such 
as large video or flat screens, touch screens or customer terminals are equipped with readers. As soon as a cus-
tomer approaches the medium with a labeled product, a communication with the customer can be initiated. A 
digitalization takes place at the Point of Sale. By means of RFID, a new way of communication and interaction 
with the customer can be implemented at the PoS. Though RFID itself is not a medium, it is able to initiate and 
facilitate the communication by media. The costumers have only that information displayed which they are 
interested in, as  it can be recognized which products they touch and in which area of the store they are. If cus-
tomers, for instance, indicate themselves by means of a customer card, the customer language can be designed 
individually for the customer. Thus a personalization can take place at the PoS as well. The result is the specific 
addressing of target groups and less losses. This new kind of PoS marketing provides plenty of room for creativ-
ity in developing new advertising tactics. This way of customer addressing eventually also allows for a better 
way of measuring and controlling the advertising efficiency resulting in a higher efficiency and lower costs. The 
new advertising and communication opportunities at the PoS are a very good extension of classical advertising 
as they can deepen its messages (Garber, 2005). 
Implementation of RFID in the Textile and Fashion Sector 
Thomas Sümmerer wrote in the journal "Textilwirtschaft": "[...] hardly any other sector could benefit more from 
the implementation of RFID in its core processes than ours does." (Sümmerer, 2004). Today, fashion is a rapidly 
perishable product, which is globally produced and distributed. The sector has developed further and has be-
come even more fast-paced. Where there had been a spring/summer and a fall/winter collection in earlier days, 
there are several collections per season published by many suppliers. For instance, the Spanish fashion label 
Zara brings up to 15 collections to market per year. In order to meet the demands, numerous textile manufactur-
ers such as Benetton, Gardeur, Esprit and Prada experiment with the new RFID chips (Garber, 2005).  

With improving the communication between the retailer and the customer at the PoS in accordance 
with the demand, the possible application range of RFID is manifold. The implementation has to be scalable, i.e. 
it has to be implemented in accordance with the demand and the store’s concept (Hanser, 2005). 
 
SWOT – Analysis 
It has become clear so far that RFID could be appropriate for the implementation in the textile retail industry. 
However, in many trade journals critical voices emerge as well. The poles of discussing RFID can be recog-
nized: on the one hand, the technology is assigned a high potential of revolutionizing the product world, on the 
other hand there are still many technical difficulties and lacking experience. The following SWOT-Analysis2 
(TABLE 1) summarizes the significant factors regarding RFID at the PoS. 
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TABLE 1: SWOT-ANALYSIS RFID AT THE POS 

Strengths at the PoS for Customers and Retailers 

• Accelerated check-out procedure 
• More time for customers 
• Improved customer service 
• Theft protection  
• Protection from plagiarism 
• Relieved redemption of products 
• Improved communication at the PoS 
• Improved image by innovation 
• More experience at the PoS 
• Easier cross- and up-selling3 
• Opportunity of multi-up-selling4  
• Personalized offers for the customer 
• Specific customer consulting 

Weaknesses at the am PoS for Customers and Retailers 

• Adjustment of buying habits 
• Increased advertising at the PoS  
• The customer loses anonymity  
• Additional trainings for employees  
• Lacking acceptance of employees 
• Adjustment of buying the employees’ selling behavior 

Opportunities 

• New advertising opportunities 
• New distribution opportunities 
• Higher customer satisfaction 
• More impulse buying 
• Generation of regular customers 

 

Threats 

• Consumer protection 
• Possible revisions of statutes which could impede the 

implementation of RFID or cause it to leave advantages 
idle 

• No unitary standard 
• Mistrust of consumers, boycott 
• Negative publicity 
• Image damage 
• Employee strike due to cuts in jobs 
• Missing  price regression of transponders 
• Misinvestment, losses 
• High pioneering costs  
• High research and testing costs 
• Compatibility difficulties  
• Wrong investment decisions due to false facts/research 

results 
• Sooner obsolescence due to new developments 

 
Current Developments and Trends in Trading 
 
There are several trends and developments changing the trade and also the textile retail. Internal and external 
trends need to be differentiated. They had been generated by intensive research in professional articles in busi-
ness journals and the internet as well as some expert interviews. Criteria for the choice are, on the one hand, the 
influence of trends on the consumers' behavior and on the Point of Sale; on the other hand, the applicability of 
RFID in the textile retail industry in this context is critical for reacting to trends. Below a few internal and exter-
nal trends are presented as examples. Because of the limited number of pages a detailed description is neglected.  

This elaboration does not deal in detail with basic political conditions regarding the textile industry. 
These are, for example, the subject of VAT increase or the discussion of the shop closing law, which are not 
relevant for the realization of possible potentials of RFID at the Point of Sale. 
Internal Factors of Influence and Developments 
Internal developments and trends have directly emerged from the trade itself and are already influencing the 
textile trade today. Examples are: 
 Growth of sales area 
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Germany's sales area has tripled since 1970. At the beginning of the 70ies, there had been a total of 39 bil-
lion square meters of sales area in Eastern and Western Germany. By 2005, retailers offered their products 
within an area of 114 billion square meters. Particularly the high number of newly opened shopping centers 
and the artificial shopping venues on the "greenfield land" have contributed to this development (Käcken-
hoff, 2005) 

 Vertical Suppliers and vertical alliances 
Most of the winners among the textile retailers which could record profits and high sales figures in the re-
cent years are vertical suppliers. In contrast to the traditional retail, these have the complete value-added 
chain, ranging from the design to controlled production, warehousing, dispatch and sale (KPMG, 2003) 

 Traders become manufacturers – manufacturers become traders  
Another trend of the textile retail industry is the introduction of private brands by the traders. Conversely, 
many manufacturers fulfill the tasks of a trader by running outlets or flagship stores, like Nike does with 
Nike Town in Berlin. The boundaries between traders and manufacturers are vanishing and therefore in-
creasing the opportunities of cooperation. 

 Clothing discounters 
Just like discounters exist for grocery, they exist for textiles and clothing as well. The business idea of tex-
tile discounters is based on price aggressiveness. They are able to offer very low-priced clothing due to 
lower costs of services, quality and rent (Sorice, 2005) 

 Internet business and teleshopping 
Teleshopping has several advantages, for example a quick trend adaption and being up-to-date as well as 
very detailed information and proximity to customers. Hosts and testimonials present the products entertai-
ningly and at the same time serve as trusted third parties. A high degree of emotion is achieved and buying 
impulses are initiated by the products' exclusiveness. The disadvantages are of course the high waste cover-
age and the fugacious product presentation (Erlinger, 2005) 
The internet trade offers several advantages for the customer, among which are the opportunity of buying 
and ordering day and night, personalized online portals and associated personalized offers and storage of 
data such as shipping address, size etc. In addition, the waste coverage of advertising is low due to address-
ing customers directly, e.g. by means of newsletters. Buyer profiles can be created easily and cross- as well 
as up-selling deals can be concluded. However, the fact that the products cannot be tried on and touched is 
prejudicial in the online textile retail industry (Kösters, 2005) 

 Specialization 
By examining the textile retail industry it becomes clear that many winners have specialized in certain tar-
get groups and assortments, whereas the "providers of everything" such as Karstadt, have met serious eco-
nomic troubles. 

 
External Factors of Influence and Future Developments 
External trends and developments are characterized by the fact that the textile trade cannot influence them di-
rectly. It has to take them into account in its strategic action in order to persist on the market in the long term. 
Examples are: 
 
 The heterogeneous customer 

Individualization, internationalization and globalization increasingly impress today's society and announce 
the end of mass consumption. The TW shopping center study of 2005 detected the majority of customers to 
be cross shoppers. On average, they buy their clothes in six different types of stores ranging from discoun-
ters to expensive specialized stores (Albaum, 2005) 

 Demographic change  
Due to very different sociopolitical factors, the birth rates are declining constantly which results in the ob-
solescence of the population. Subsequently, the average age of the consumers increases. These make higher 
demands to quality, service and consulting and appreciate confrontation (Fösken, 2006) 

 Women – change in role perception 
Younger women try to unify their competing wishes and aims. Thereby, children, career/profession, as well 
as personal independence and realization rank first (Grüne and Morzinek, 2005). In an AOL study of 2004 
89 percent of the interviewed women stated that they do not have enough time during the day to fulfill all of 
their tasks (family and profession). Due to shortage of time and mostly multiple load the factor of conveni-
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ence gains significance in the society and particularly among women. The more women work, the less time 
they have, but the more money is available for them and the household (Graf, 2006). 

 Always-on-society 
Always-on(line) means that we are constantly connected to the internet and therefore can be reached any-
where and at anytime (Siemens AG, 2005a). The internet as a medium and the associated terminal equip-
ment are integrated into our everyday life more and more. Thus the boundaries between being online and 
offline are vanishing from the consumers' awareness. 

 Digital and social split 
The (N) Onliner Atlas 2005 Study already shows that the usage of the internet is highly dependent on the 
income and the level of education (TNS Infratest and Initiative D21, 2005). Non-internet-users tend to have 
a smaller income and a lower level of education. The more offers and services are offered by means of digi-
tal media such as internet, cell phones and e-kiosks, the higher is the risk of excluding certain parts of the 
society from consumption. 

 Networking and communities 
Communities serve to exchange opinions on products and companies, finding help for problems and ex-
change recommendations.  

 The informed customer 
The trend of networking and communities also contributes to the trend of the "informed customer". Today's 
consumers are much more informed on product offers, product characteristics, and fashion trends than they 
had been in the past. By means of the internet, the can easily compare prices and benefit from other people's 
experiences. Product tests are easily accessible for every consumer. 

 Creation of  worlds of experiences 
In trading, world of experience means that intersectoral products are bundled by topics and thus appeal to 
the customer emotionally. The worlds of experiences are accomplished by a decoration of the PoS, addi-
tional events as well as particular services (BBE Unternehmensberatung GmbH, 2006). 

 Increasing pressure of time 
In its examination, the leisure research institute BAT, has found out that every third German (34 percent) 
states to have less than three hours of leisure time per day. Time has become a luxury for many people 
(Burzinski 2004). For an economic system, consumers who save time constitute a problem. Economy de-
pends on the consumers to consume in their leisure time. Under pressure of time, the desire to consume can 
hardly be developed. 

 Personalization  
Another trend of the consumer goods industry is the personalization. The aim of personalized products is to 
improve customer retention. There are two possibilities of personalization: either the customer actively de-
signs a product according to his wishes, or a technical system automatically adapts to the customer's habits, 
e.g. at an web portal (Siemens AG, 2005b). The trend of marketing veers away from the mass market to-
wards a personalized addressing of customers (Engeser, 2004). The whole value-added chain has to focus 
on the customer and his individual needs. 

 
Why is RFID a Solution for the Textile Retail Industry? 
 
The preceding chapters introduced several trends of the textile industry as well as social and technological 
trends which have already altered the textile retail industry or will influence it in the future. A short summary: In 
the future, increasingly large sales areas will have to be cultivated. Due to the increasing verticalization and 
power of the discounters, classical manufacturers and traders have to work more cost-efficiently, more quickly 
and more transparently along the whole value-added chain. The internet in connection with the online and tele-
shopping and the increasing digitalization point out that multi-channel strategies will become necessary, as the 
heterogeneous and informed customer does not avoid buying on all channels at the same time. In order to meet 
the demands of the textile industry and the diverse, discerning and individual needs of the customers, new strat-
egies and concepts have to be developed and new technologies have to be implemented. This applies to the PoS 
as well. The trend tends to automate and digitalize services in order to remain competitive. The strategy of in-
creasing sales by means of lower prices, which is often ineffective, should be substituted by worlds of expe-
riences and additional information. The PoS is in need of creative ideas and new store concepts. 
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Why is RFID a part of the solution for the numerous challenges and future developments? The strategic 
marketing differentiates between two ways of communication with the customer. The communication takes 
place either from person to person or on mass media. In the former case, two persons directly contact each other, 
so that one can directly respond to the customer and receive feedback from him. The communication via mass 
media does not involve personal contact or interaction between sender and receiver; the communication is one-
sided and linear  (Kotler and Bliemel, 2001). By means of RFID, both ways of communication can be combined 
and media can respond to the customer directly and individually and the customer can give feedback. Digital 
and medial communication though information screens and terminals shall respond to the customer and be intui-
tively operable. In addition, RFID is already preferred for the information processing within the supply chain. 
The advantages of this technology can be utilized more efficiently if the technology is implemented along the 
whole value-added chain. If RFID is implemented from the manufacture till the selling at the Point of Sale, the 
highest potential can be utilized. RFID offers many opportunities of realizing new applications, ideas and con-
cepts. Below, an overview of possible applications of RFID will be given. 
 
Scenarios of the Application of RFID at the Point of Sale of the Textile Retail Industry 
 
RFID has many different possible applications. There is no overall solution or standard application. Below, 
possible applications of RFID at the PoS will be introduced. Some ideas of application still only apply to future 
usage. Others are already tested. They are introduced in order to convey an impression of how to implement the 
technology and how it will respectively can develop. The possible applications will be examined from five dif-
ferent perspectives. This differentiation is necessary in order to define many different application scenarios. At 
the same time, it shows how different the approaches to the technology can be to implement it in order to optim-
ize the addressing and retention of the customers. The five perspectives are: 

• Installations and furniture 
• Services 
• Target groups  
• Contexts 
• Store concepts 

For every scenario, an initial situation is framed in correspondence to the current situation of the retail 
industry and possible problems. Subsequently, the scenarios will be described and the respective functions and 
advantages for the customer and trader will be shown. The topic of problems will deal with possible difficulties 
and disadvantages in connection with the scenario. At the end of every application example, a so-called trend 
check will be conducted which is to show which applications meet the requirements of the future trends. Due to 
the limited number of pages of this elaboration, various scenarios are mentioned for each perspective, but only a 
few of them are described in detail.  
Perspective of Installations and Furniture 
This category particularly includes RFID solutions which mostly already exist and are already tested, for exam-
ple in the RFID Innovation Center of the Metro Group. The following application scenarios are possible for this 
perspective: 
• Information terminals and information screens 
• Intelligent shelves 
• Intelligent  changing cubicles 
• The virtual catwalk 
• Intelligent clothes rack 
 

• RFID customer cards  
• Sales personnel cards 
• Prevention and traceability of shop-lifting 
• Body scanners 
• RFID check-out systems  
 

Below, the scenarios of the virtual catwalk, the body scanner and the RFID customer card will be ex-
amined in combination. 

Initial situation: Consulting is particularly significant in the clothing sector. Sellers should be well 
versed in the product range and the collections of the area, should have sufficient expertise and should be help-
ful in the search for other sizes and colors. Many stores do not have enough selling personnel in order to provide 
the customer with a detailed consulting. With a larger product range, sellers cannot always have all the informa-
tion. In case a customer is in the changing cubicle and would like to try on something different, it is a little in-
convenient to leave the cubicle as he will mostly have to dress completely again in order to search for something 
at the area.. 
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Description: The changing cubicles are equipped with RFID readers and information screens, by which 
the customer can receive information in the changing cubicle. The virtual catwalk displays the pieces of clothing 
the virtual model corresponds to the exact body dimensions of the customer. The body dimensions had been 
calculated before by means of a body scanner and stored on the RFID customer card. The body scanner is a 
modern and practical way of taking a costumer's measurements in order to produce a customization, make mod-
ifications or conduct a personal style counsel. 

Function and advantage for the customer: The customer takes a piece of clothing to the changing cu-
bicle which will be recognized by the information screen and shown by the personalized virtual model. Moreo-
ver, information on the manufacturer, the brand, the material or the price can be provided, as well as for which 
events, the piece of clothing is particularly suited, which style fits to it and which further colors, shapes and 
pieces of clothing can be combined with it. Furthermore, the customer has the chance of being counseled by the 
information screen on which clothing is suitable for him, which skirt length is the best, which trousers have the 
right length? In addition, the customer is not forced to try on all pieces of clothing of the suggested combination 
possibilities, but is able to decide on his choice by means of his virtual model.  

Function and advantage for the trader: The trader has the opportunity of analyzing which pieces of 
clothing have been taken to the changing cubicle and which have eventually been bought. This way, conclusions 
can be drawn regarding the products' attractiveness. Despite of limited selling personnel on the area, using RFID 
the trader has the opportunity of consulting by means of information screens and provide more information, as 
well as cross- and up-selling. The customers can search for other sizes and colors on their own without having to 
leave the cubicle. Another service could be to inform the selling personnel by means of a small PDA5 in order to 
take the desired product, which has already been chosen by the customer on the screen, to the changing cubicle. 
By means of the virtual catwalk, the clothing can be presented to the customer in a new way and show him 
combination possibilities without forcing him to try on each piece. In this context, the trader provides the cus-
tomer with another service. Customizations and modifications can be outsourced centrally. Thus personnel costs 
for local modification tailors can be saved as the desired modifications can be transferred to a central modifica-
tion tailor. Manual measuring errors are reduced and the measurements cannot be lost as the transponder of the 
piece of clothing saves them. 

Problems: The installation of information screens in changing cubicles is associated with high costs. In 
addition, the contents, product recommendations, and applications have to be redesigned and constantly updated 
by the traders and retailers. The introduction of such systems is associated with a change in the current 
processes. Both the customers and the sellers have to change their present buying and selling habits. Therefore, 
the acceptance of the customers and sellers is needed. The customers must not feel disturbed by the technology. 
Depending on the size and requirements of the technology, the changing cubicles have to be designed. Since 
customers might spend a longer amount of time in the changing cubicle, more cubicles would have to be pro-
vided at the area. The implementation of RFID has a sustained effect on the business processes within the textile 
retail industry.  

Trend check: The combination of these three application scenarios responds to many different trends. 
The virtual catwalk could relieve elderly people as they do not have to try on each piece.  
(Demographic change): The virtual catwalk in the sense of the trend of creating worlds of experience is a special 
experience for the customer as fashion is presented in a completely new way. Depending on the applications and 
services associated with the virtual catwalk (e.g. if the seller takes the products to the changing cubicle), cus-
tomers can save time and enjoy a convenience that responds to the trends of growing time pressure and women. 
By mans of personalization scenarios, for example a personalized virtual model that corresponds to one's own 
body dimensions, this trend also responds to the trend of personalization. Altogether, the customer is provided 
with more information and consulting (informed customer). 
Perspective of Services and Service Functions 
The second perspective from which the implementation of RFID can be examined are considerations of possible 
services for the customer. The following application scenarios are possible for this perspective: 
 Sales promotion 
 Cross- and up-selling 
 More efficient and effective collaboration be-

tween manufacturers and traders 
 Optimization of product recalls 
 Relieved product returns/ change 

 Optimized ordering process  
 Personalized canvassing 
 Improved consulting  
 More efficient brand staging at the PoS 
 Optimized general search function 
 Trademark guarantee through trademark protection  
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Some of the mentioned scenarios have already been indicated in the previously described perspectives 

of installations and furniture. By means of the application scenarios of cross- and up-selling an added value that 
can be realized by the implementation of RFID will be presented in detail.  

Initial situation: During the sales talk it can be an aim of the trader to sell further products to the cus-
tomer (cross-selling). If the customer is interested in a certain product, it can be another aim to present an alter-
native of higher value to the customer and convince him of buying the alternative of higher value out of his own 
conviction (up-selling). Furthermore, the customer can be offered a selection of fitting high-value additional 
products (multi-up-selling). Due to economic reasons, the resource of selling personnel is only available with 
restrictions. Therefore, this way of selling can be utilized at the sales area only seldomly.  

Description: By means of consulting and recommendation of further pieces of clothing and accessories 
via information screens and info-terminals, the customer can be offered and perhaps sold further products.. 

Function and advantage for the customer: The customer receives recommendations on products he 
would possibly not have seen or taken into account. By particular offers, his awareness of products of higher 
quality will be increased. While buying he is to feel to have made a particularly good bargain, although he has 
spent more money than he had planned.  

Function and advantage for the trader: By means of RFID and the associated opportunities, such as in-
formation screens, the trader is able to do cross- and up-selling more easily without having more expenses of 
selling personnel. The realization requires every product to be equipped with RFID transponders and the cus-
tomers to be offered customer cards. 

Problems: This application requires a lot of prepatory work in order to be able to make offers to the 
customer. Therefore, a detailed master data management and very sophisticated software are needed. Traders 
and manufacturers have to collaborate trustfully. The systems have to be updated constantly with relevant data 
of new products and collections. The customers have to be willing to use their RFID customer card at the sales 
room (PoS). 

Trend check: This kind of application permits individual consulting of the customer (personalization). 
Customers can be informed of the product range available more precisely (informed customer) and enjoy a spe-
cial shopping experience (creation of worlds of experience). 
Perspective of Target Groups  
Another approach to examining possible applications of RFID at the PoS is to analyze the different target 
groups. For example, their life situation, their interests and their needs are criteria of analysis. This point of view 
leads to new application scenarios. In the following, the focus will be on the target groups 

 Families,  
 Adolescents,  

 Best-agers and 
 Women. 

 
Initial situation: As already described in the chapter "External Factors of Influence and Future Devel-

opments", women often have to fulfill and cope with several roles in parallel. Though they really like to go 
shopping unhurriedly, they perceive the daily shopping as a burden. The daily routine often does not allow for 
enough time to buy clothes for one's own. 

Scenario: Sandra Oertel is aged 39, married, mother of two children and employed as a clerical assis-
tant. She works for an average of weekly 40 hours per week. After work, she picks up her two children Paul (6 
years) and Charlotte (4 years) at the kindergarten. They drive into the city in order to buy clothes. The PoS is a 
multi-storied fashion house. At the entrance, Mrs. Oertel is handed a PDA by which she registers with her RFID 
customer card. Besides her specific data, the customer card also contains the data of her children. Paul would 
like to play in the children's corner and is entrusted in a custodian's care. If necessary, Mrs. Oertel can contact 
Paul visually and auditorily by the PDA. Charlotte stays with her mother as she needs a new dress. Charlotte has 
a RFID chip put around her neck. With the help of the PDA, her current position is known at any time. There-
fore, she cannot get lost in the store and Mrs. Oertel does not have to search for the child all the time. In case she 
has lost sight of her, the PDA displays Charlotte's current position. Since Mrs. Oertel has registered at the PDA 
with her customer card, some interesting offers are presented to her. Furthermore, the fashion house invites Mrs. 
Oertel and her children to a coffee and two cold drinks at the in-house bistro after shopping. But first Mrs. Oer-
tel now enters the terms "child's dress" and "low price" into the PDA. She directly receives corresponding of-
fers. What is more, she is informed of the items' location and corresponding directions. A new dress for Char-
lotte is found quickly. While the child tries on the dress, her body dimensions and her size of shoe are automati-
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cally measured by body scan and updated on Mrs. Oertel's customer card. Charlotte now prefers to join Paul in 
the children's corner. A shop assistant takes her there. All of this was accomplished so quickly and smoothly that 
Mrs. Oertel has more time for herself now. She examines the offers on the PDA again and visits the correspond-
ing departments. On her way there, she talks to Paul via PDA. There is a special offer at the department of la-
dies' fashion today. At an information terminal a color and style counseling with a consulting person is offered. 
A style counseling sounds interesting and Oertel takes her time for 10 minutes. The consulting person examines 
the questions, colors, styles and patterns on the screen with Mrs. Oertel. In correspondence with her results, Mrs. 
Oertel is recommended the products that correspond to her type. With new ideas and the support of the info 
terminal and a shop assistant, Mrs. Oertel buys a new combination for the office. Contented and relaxed, she 
picks up her children and they take their free drinks together at the roof deck. 

Advantages and use: In order to be able to go shopping relaxedly, women need time and rest. There-
fore, traders should take as much burden from women as possible. By means of RFID, time and labor-intensive 
processes can be automated. Thus sellers have more time to care for the customers' wellness and consulting. 

Problems: This kind of scenario requires a broad implementation of modern technology and service ap-
plications. The investment costs are correspondingly high. The question is whether these high investment costs 
will pay off and how far they will be accepted and used by the customers.  

Trend check: As this scenario particularly aims at saving the consumers' time and avoiding stress, it re-
sponds to the trends of women and increasing time pressure, always-on society, personalization and worlds of 
experience. 
Perspective of Contexts 
Another approach to the application of RFIS can be a reference to context. Below, two examples out of a multi-
tude of possibilities will be given and described. 

 Dressing like a celebrity 
 Dress styles 

Initial situation: The significance of celebrities and media has become very crucial in our society of to-
day. Many people famous from movies, TV and music distribute their own fashion label like for example Jenni-
fer Lopez does with JLO. A similar process takes place at fashion advertising. Models are replaces by celebrities 
more and more. Madonna poses for Versace, Michelle Pfeiffer for Armani, Uma Thurman for Louis Vuitton. 
Moreover, successful serials such as "Sex and the City" also play an important role for fashion. 

Scenario: Sandra is aged 25, single and has a successful job at a lawyer's office. She adores fashion and 
has her own fashionable style combining Zara and H&M with expensive luxury designers. At the service point 
of a high-quality luxury store she borrows a PDA, chooses the program "Sex and the City" and puts on the 
headphones. The lead melody of the serial is played and the leading actress Carrie appears on the screen guiding 
her through the menu. By means of the PDA, Sandra is able to access every piece of clothing in the store which 
also appears in the serial. Furthermore, she has the opportunity of searching for certain categories such as skirts, 
dresses, or trousers or simply let herself been guided trough the store. The PDA exactly inform her of where to 
find which piece of clothing. What is more, there are always given exact descriptions and details of the piece of 
clothing with reference to the serial. She likes the style of the serial very much, but it is so hard to imitate it. 
With the PDA, she follows the footsteps of her favorite heroines and finds even two new favorite pieces. 

Advantages and use: Particularly women and adolescents take celebrities and media as a source of 
models and inspiration for their own life. What is already perfectly served by celebrities and their own labels 
could also be increasingly implemented by trade. The latter should function as a connector of media, celebrities 
and the customer. Contexts and worlds of experience thus ass an emotional value to clothing. 

Problems: This scenario is associated with the implementation of costly technology (PDA). The im-
plementation only pays off for textiles of very high quality with which a corresponding interest margin can be 
achieved. Though the implementation of virtual shopping consultants is trend-setting and in the long run profit-
able from an economic point of view, it depends on the customer's acceptance. 

Trend check: This scenarios aims at providing the customer with a unique shopping experience (crea-
tion of worlds of experience). Individual consulting responds to the trend of personalization. In correspondence 
with the respective context, the trend of networking and communities also plays a role. 

Another application scenario is the topic of dress style. 
Initial situation: Choosing or finding the right dress style is not always easy. This results, for instance, 

in mispurchases which were only worn once and then remain in the wardrobe for years. This scenario is based 
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on the combination of the application scenarios of the virtual catwalk, body scanner and customer card, which is 
described with the perspective of installations and furniture. 

Advantages and use: The perception of being counseled well and individually as well as having bought 
clothes that fit well are very good sales arguments. They are a bait of attracting customers. 

Problems: A broad implementation of modern technologies is required here as well. The respective 
software and contents for the realization of this scenario has to be designed in a way that it makes sure that the 
customer is really counseled. It has to convince the customer. Particularly fashionable customers have a high 
demand in this aspect. It is important that despite numerous technical opportunities a shop assistant is always 
available for support and counseling. Scenarios like this are new and have to be established first. 

Trend check: This scenario particularly addresses a fashionable target group. Due the intensive and in-
dividual counseling the trend of personalization is also involved remarkably. This kind of scenario is to provide 
the target group with a very special shopping experience (creation of worlds of experience). 
Perspective of Store Concepts 
The last perspective from which RFID at the Point of Sale is viewed considers the technology as a motive of 
developing new store concepts. On the one hand, RFID can be integrated into the existing enterprise resource 
planning systems, retail shops, area concepts and product presentation; on the other hand, it can be an origin and 
inspiration of new creative retail concepts. The following application scenarios are possible for this perspective: 

 Walk-in wardrobe 
 Personal design shop 
 Interactive shop window 

By the application scenarios of the walk-in-wardrobe and the personal design shop, concepts of product 
presentation which can be realized by the implementation of RFID will be presented in detail 

Description: The concept of a "walk-in wardrobe" store plays with the dream of many women to have a 
walk-in wardrobe. The sales area is very small and ranges from ten to twenty square meters. By entering the 
shop, the customer is to feel like entering a walk-in wardrobe. Inside the store there is always only one piece of 
every clothing article. If one would like to try on a piece of clothing, it will be delivered from the store-room 
automatically by means of a RFID-supported enterprise resource planning system. Touch screens can inform of 
further pieces for which there had not been enough room on the area and order those in the right size.  

Advantages and use: As the area is very small, the customer is to feel that he is exclusively served in a 
private atmosphere. It is of advantage for the trader that he only has to rent and operate a small sales area. How-
ever, the store-room that is automated by RFID is cost-intensive as it has to recognize, sort, deliver and re-store 
pieces of clothing exactly. 

Problems: A new way of product presentation is described here, which has to be accepted by the cus-
tomer. The concept is highly dependent on the technology. Even though rent can be saved due to the small sales 
area, the investment costs for the technology are high. 

Trend check: The store concept is to convey a special kind of shopping experience (creation of worlds 
of experience). 

Initial situation: The concept of a personal design shops responds to the demands of the trends of per-
sonalization and verticalization. The customer is able to choose from a certain number of designs and materials 
combine them as he likes and have them tailored exactly to his body dimensions. This trend is already partly 
implemented in the fashion sector. On the web page www.nikeid.com, customers can design their own shoe and 
have it personalized by a writing.  

Description: The personal design shop enables customers to combine cuts, colors, patterns and mate-
rials flexibly on the screen. The drapery and the cuts can be found at the PoS. Due to the available body scan the 
desired piece of clothing can be displayed on one's own virtual model. After a customer has created his personal 
piece pf clothing, all data will be saved and transferred to a custom tailor, where they are stored on a RFID tag. 
By means of the tag, a cost-efficient production of the individual piece of clothing can be initialized. Amongst 
others, the tags can be used for the controlling of the cutting and sewing machines as well as of the quality. The 
tag also stores the receiver's data so that the finished product can directly be sent to the customer. Meanwhile, 
the customer is able to track the current production step of his piece of clothing on the internet.  

Advantage and use: By means of the body scan, pieces of clothing can be customized at lower costs in 
a central tailoring or abroad. RFID enables material and production logistics to be designed more effectively. By 
reducing the production costs a broader target group can be served. 
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Problems: The development of such a system ranging from the software to the respective partners is ex-
tremely time and cost-intensive. An efficient collaboration of all involved partners is decisive for good service 
and quick delivery of the product. The extensiveness of the target group for customizations is still unknown.  

Trend check: This scenario particularly responds to the trend of personalization. The customer is also 
provided with a special shopping experience (creation of worlds of experience). Due to the offered service, the 
personal design shop also corresponds to the trends of growing time pressure and demographic change. Elderly 
customers can try on the products at home. 
 
Conclusion 
 
The textile retail industry is experiencing a transformation process. A shrinking consumer market, a predomi-
nant consumption within the low-price market segment and strong competition cause falling sales. The pressure 
of the extensive expansion of vertical suppliers and low-price discounters results in transformation process with-
in the collaboration in the textile industry. The basic economic, political and societal conditions require a high 
amount of flexibility and innovation. In order to reach the aims of being able to provide rapidly changing collec-
tions, customized products, excellent and individual service as well as low prices, processes have to be designed 
more flexibly, more transparently and more quickly. Therefore, traders and manufacturers have to collaborate 
closely. 

RFID is one of the key technologies to fulfill these requirements. RFID will be a means of realizing fu-
ture demands. However, RFID is implemented not only in logistics and along the production chain, but also at 
the Point of Sale, where the role of technology gains more and more importance. Thus a determined and effec-
tive way of addressing and winning customers according to economic aspects can be ensured in the long run. 
According to the strategic, the textile retail industry has to focus on the PoS again. As an antipole to the dis-
counters, the customers shall be provided with more service and a personalized shopping experience. The cus-
tomers' growing demand of information can also be served by RFID. By means of RFID at the Point of Sale, an 
emotional and technical closeness to the customer is established.  

RFID represents an all-encompassing structural business concept, but no standard solution. Every com-
pany has to decide on its own on how to implement the technology. The basis of decision is given by the func-
tional requirements as well as by the company's strategic orientation., its mission statement, its ethnics and the 
customer's individual demands. It is important to integrate RFID into the own business systems as well as into 
the business and marketing strategy. By implementing RFID, new advantages in competition can be created. 

The described possible applications, concepts and creative approaches will enhance the competitive ca-
pability of the classical textile retail industry in comparison to discounters and competing distribution channels. 
This will ultimately strengthen the competitiveness of SME. The new technology is one of the critical factors of 
productivity and growth. RFID will influence most of enterprises (retailers) and domestic economic activities as 
well as the global economy.  

By implementing new technologies such as RFID in order to support and optimize business processes, 
the textile retail industry corresponds to the basics of the fifth Kondratieff wave – the penetration, adaptation, 
distribution and further development of innovations ensuring and enhancing the market position within the 
global competition. 
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End Notes 
 
1 Explanation Point of Sale: denotes the location where the selling takes place, e.g. boutique, gas station (Cars-
tensen; Busse and Schmudde, 2001) 
2 Explanation SWOT-Analysis: Strategic situation analysis comparing strengths, weaknesses, opportunities and 
risks transparently (Hungenberg, 2006)  
3 Explanation cross-selling and up-selling: Cross-selling involves additional sales to existing customers; com-
plementary or completely different products are offered resp. sold to the customer. Up-selling has the aim of 
selling the customer a high-quality product or service instead of the low-priced alternative by means of plausible 
arguments and product presentations. (Hartwig, 2008) 
4 Explanation multi-up-selling: On the basis of up-selling, the customer is offered a selection of appropriate 
additional products. These offers have to be designed previously and improve the seller's bargaining position as 
he is able to offer a larger range of products. (Hartwig, 2008) 
5 Explanation PDA: personal digital assistant  
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Abstract 
 
Paper deals with the issue of intercultural communication. Results of the research of nine dimensions of intercultural 
differences are presented – uncertainty avoidance, future orientation, power distance, in-group collectivism, 
institutional collectivism, humane orientation, assertiveness, performance orientation and gender egalitarianism. 
Presented research belongs to an international comparative research GLOBE Student (Global Leadership and 
Organizational Behavior Effectiveness Research), which is joined by some European countries and USA. The purpose 
of this research is to learn about national cultures from student’s point of view. 
 
1 Introduction 

 
Due to the process of globalization and intensive internationalization of work force an extraordinary ethnical 
differentiation raises. Culture is one of the most important factors influencing modes and forms of reaching 
organizational goals. Intercultural similarities and differences and their genuine potential to influence the style 
of leadership, effective functioning of work teams and groups, interpersonal relations and communication have 
been extensively studied for the last two decades.  

In the contemporary global world there is a serious request to systematically research and study 
intercultural differences. Praxeological level of intercultural research of differences and similarities between 
cultures is being employed by scientific discipline of management, particularly by intercultural management and 
diversity management. Knowledge of culturally determined behavior patterns is now becoming a prerequisite 
for successful management of contemporary “culturally plural” organizations.  

Global Leadership and Organizational Behavior Effectiveness Project (GLOBE Research Project) is 
one of the most important international research projects nowadays. This project is joined by more than 62 
countries. The conception of the project derives from a variety of ideas and knowledge of prominent researchers 
in the field of intercultural communication like F. R. Kluckhohn, F. L. Strodtbeck, G. Hofstede, H. C. Triandis, 
F. Trompenaars, and others.  

The GLOBE Project aims at the research and study of interconnection between societal culture, 
organizational culture and attributes and behavior of leaders. The utilization possibilities of this research are 
immense: from conceptualization of effective intercultural communication in international economic relations 
through political analyses, mainly in the field of leadership, to conceptualization of a cross-cultural effective 
marketing communication. The research results can be applied also in the HR management of culturally diverse 
work force.  

Simultaneously with the GLOBE Research Project, another project was started – the GLOBE Student 
Project, in which the former GLOBE Research Project methodology, only with slight differences, is being 
applied. Whereas in GLOBE Research societal culture, organizational culture and leadership attributes are 
studied, the GLOBE Student Project is focused onto the research of societal culture, leadership attributes and 
preferences of students in the filed of managerial decision-making. Factors influencing value preferences of 
students are also a part of the GLOBE Student questionnaire. The questions dealing with societal culture and 
leadership attributes are the same in both research projects. Our paper deals with partial results of the GLOBE 
Student Project for Slovak culture. It focuses on the nine societal dimensions of intercultural differences which 
are being discussed in the next part of this paper.  
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2 Societal Culture Research in the GLOBE Project 
 
The definition of societal culture in the GLOBE Student Project which is reflected also in the composition of the 
questionnaire is focusing on the shared values and shared practices of members of a certain society. Values are 
researched through normative assessment of “what should be it like” in our society (House, Javidan, Dorfman, 
2001). The preferences of respondents are being studied in order to get reflection of expected future trends in the 
culture. Practices (for example common behavior patterns, institutional practices, prohibitions and norms) are 
being assessed through assessment of “what is it like” in our society (House, Javidan, Dorfman, 2001). Culture 
in the GLOBE Project is defined as “shared motives, values, beliefs, identities, and interpretations or meanings 

of significant events that result from common experiences of members of collectives and are transmitted across 
age generations” (House, Javidan, Dorfman, 2001, p. 495).  

Societal culture in the GLOBE project is studied in the framework of nine dimensions; practices as well 
as values connected with these dimensions are assessed (House, Javidan, Dorfman, 2001, p. 495): 

 Power Distance, 
 Gender Egalitarianism, 
 Assertiveness, 
 Uncertainty Avoidance, 
 Future Orientation, 
 Collectivism I: Institutional Collectivism, 
 Collectivism II: In-Group Collectivism, 
 Performance Orientation, 
 Humane Orientation. 

Power distance- Power distance is the degree to which members of a society expect and agree that 
power in society should be unequally distributed, this applied in the society as well as in organizations, schools, 
local communities and families (Hofstede, G., Hofstede, G. J., 2005, p. 46). According to Hofstede (Hofstede, 
G., Hofstede, G. J., 2005) in cultures which score higher on the power distance the unequal distribution of 
power is being perceived as normal – younger people should obey elder, superiors should be treated with respect 
by subordinate. Society is hierarchical on the basis of a certain factor, like economic background or reference to 
privileged social group. Organizations are ruled by centralization, formalization and sound control. The one who 
has got power has got also the rights. People who are powerful tend to stay together and enjoy privileges. On the 
other side, cultures which scored lower on the power distance tend to minimize the power inequalities between 
people (Hofstede, G., Hofstede, G. J., 2005). Status symbols are being used only on special occasions; superior 
expects subordinates to take initiative; organizational design is rather decentralized, people prefer informal 
organizational internal environment. The ideal boss is democratic and participative. The relationships between 
those in power and those without power are open, pragmatic and not loaded with emotions. People often assume 
that legal justice should be accepted and applied to everybody, no matter what power is he or she holding. 
Political power is not being inevitably attached to economic power or vantages.  

Gender Egalitarianism- The positioning of a culture on this dimension reflects the “extent to which an 
organization or a society minimizes gender role differences and gender discrimination” (House, Javidan, 
Dorfman, 2001, p. 495). According to Emrich et al cultures which score high on gender egalitarianism tend to 
“have more women in positions of authority, accord women a higher status in society, have less occupational 

sex segregation, have higher female literacy rates and have similar levels of education of females and males” in 

the society (Emrich, Denmark, Den Hartog, 2004, p. 359). The higher a culture scores on this dimension, the 
more equality between men and women is likely to be across the society.   

Assertiveness- In Slovak cultural environment the notion assertiveness is often conceptualized as a 
personality characteristics, an ability to enforce own will or opinion in such a style that the other person 
wouldn’t regard as a hard push. However, in the GLOBE Project the assertiveness is being defined as tendency 
toward conformation, aggression, the will to dominate in interpersonal relations (House, Javidan, Dorfman, 
2001, p. 495). What is in low assertiveness culture regarded as conflict, in another culture with high 
assertiveness can be perceived only as an opinion exchange. In highly assertive cultures hard push on the change 
of opinions during negotiations is being accepted. On the contrary, in not highly assertive cultures this would be 
considered aggressive, indecent and unwelcome style of behavior.  
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Uncertainty Avoidance- This GLOBE Project dimension derives straight from Hofstede’s conception 

of five dimensions of intercultural differences. In his conception it is also called uncertainty avoidance 
dimension. According to Hofstede, this dimension can be defined as “the extent to which members of a culture 
are feeling to be threatened by uncertain or unknown situations” (Hofstede, G., Hofstede, G. J., 2005, p. 113). In 
high uncertainty avoidant culture people feel the need to be guided by clearly formulated written as well as 
unwritten rules that would loosen the stress of unfamiliar, unpredictable and ambiguous situations in everyday 
life. On the contrary, in cultures with low uncertainty avoidance people assume that uncertainty itself is a 
normal and natural phenomenon and it is an inevitable part of life. These cultures value tolerance, mildness, 
positive attitude toward youth, minorities, manifoldness and openness to various lifestyles.  

Future orientation- According to Ashkanasy et al (Ashkanasy, Gupta, Mayfield, Trevor-Roberts, 
2004) cultures that score higher on the future orientation tend to have organizations with a longer strategic 
orientation, prefer flexibility and adaptability, view materialistic success and spiritual fulfillment as an 
integrated whole. These cultures value planning, creation of future visions and emphasize research and 
development possibilities over instant financial success. They try to connect tradition with modernity and 
innovations. People economize resources and prefer patience toward slow results of their endeavor and a certain 
amount of sacrifice on behalf of sustainable growth.  

Cultures that score lower on future orientation tend to value “instant gratification and place higher 
priorities on immediate rewards, short-term success” (Ashkanasy, Gupta, Mayfield, Trevor-Roberts, 2004, p. 
302). These cultures tend to praise their past successes and ignore future needs. People often assume that if 
something had worked out well in the past, so it will work well in the future. Quick success, restlessness and 
certain amount of egoism (in the sense of self-domination over others) guide everyday behavior of people. They 
expect to have results as quick as possible, to fulfill their needs and desires as smooth as possible. Investments 
into the future and savings are not so important. Social competitiveness in commutation of material things 
creates pressure that negatively influences interpersonal relationships. People don’t favor changes, they resist 
strongly to new ideas.  

Institutional Collectivism and In-Group Collectivism- The first dimension “reflects the degree to 

which organizational and institutional practices encourage and reward collective distribution of resources and 
collective action” (House, Javidan, Hanges, Dorfman, 2002, p. 5). The second one, the dimension of in-group 
collectivism, “reflects the degree to which individuals express pride, loyalty and cohesiveness in their 
organizations and families” (House, Javidan, Hanges, Dorfman, 2002, p. 5). The concept of both dimensions 
derives mainly form the Hofstede’s conception of individualism – collectivism dimension of intercultural 
differences. Collectivistic cultures emphasize relatedness of individuals with their reference groups. The status 
of an individual is tightly bound to what group he/she belongs and how many connections with how many other 
groups he or she has made. According to Gelfand et al (Gelfand, Bhawuk, Nishii, Bechtold, D, 2004, p. 454) 
“individuals in collectivistic cultures are integrated into strong cohesive groups. The self is viewed as highly 
interdependent with groups.” Group goals have got priority over individual goals. Loyalty, commitment, self-
sacrifice and sense of belonging to a group are the priorities of people. Collective interests are ought to be 
maximized, no matter what the individual interests might be.  

Performance Orientation- This dimension reflects the degree to which “an organization or society 

encourages and rewards group members for performance improvement and excellence” (House, Javidan, 
Hanges, Dorfman, 2002, p. 6). According to Javidan (Javidan, 2004) roots of the performance orientation 
concept can be traced back to Max Weber’s analysis of the protestant ethics as the source of capitalism, further 
to Confucian values of perseverance and hard work, McClelland’s theory of achievement and Rotter’s 
conception of internal – external locus of control. Cultures which score high on performance orientation tend to 
“value training and development, emphasize results over people, value competitiveness, values what one does 
over what one is, emphasize materialism, a “can-do” attitude, taking initiative.” They tend to prefer internal 
locus of control and believe that schooling and good education is a critical key for success (Javidan, 2004, p. 
245).  

Humane Orientation- Dimension of humane orientation refers to the extent to which “individuals in 

organizations and societies encourage and reward individuals for being fair, altruistic, friendly, generous, caring 
and kind to others” (House, Javidan, Hanges, Dorfman, 2002, p. 6). According to Kabasakal H. and Bodur, M. 
cultures that score high on this dimension value altruism, generosity, humanism, protection, benevolence, love, 
balance and kindness. “People are motivated by need for affiliation and belonging. Personal and family 
relationships induce protection for others and members of society are responsible for promoting well-being of 
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others. Everybody in such a society should be sensitive to any form of discrimination and people are urged to 
provide social support to each other” (Kabasakal, Bodur, 2004, p. 570). 

In the next part of this paper we will focus onto the presentation of basic results of nine dimensions of 
intercultural differences research which are valid for the Slovak culture.  
 
3 Practices in the Slovak culture – What is Slovak culture like? 

 
In concordance with the methodology of GLOBE Research to be able to estimate the degree to which a cultural 
characteristic is typical for a particular culture, mean values of responses have to be calculated. Responses in the 
scale 1 – 3 express relatively low degree to which a cultural characteristic is typical for a particular culture. 
Responses on the scale 5 – 7 stand for relatively high degree to which a cultural characteristic is typical for a 
particular culture.  

The GLOBE Student research was conducted between May and September 2008 on the pool of 339 
respondents. Our respondents were students form Slovak Technical University and Comenius University in 
Bratislava. Almost 97, 1 % of respondents belong to the age category 18 – 25 years. From other demographical 
evidence are following data selected: women –  48,1 % of respondents; respondents with Slovak nationality – 
94,4 Hungarian nationality –  5,3 %; only Slovak language spoken at home during childhood – 87,9 % of 
respondents; interested in a manager career after graduation – 79,6 %; interested in founding a business venture 
–  66,4 % of respondents.  

The overall results for practices in Slovak culture are shown at Figure1: 
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FIG. 1: PRACTICES IN SLOVAK CULTURE (CULTURE “AS IS”). SOURCE: RESEARCH. 
 

Power distance in Slovak culture- According to results of the research, Slovak culture can be defined 
as a culture with high power distance. The actual state of Slovak culture differs to great extent from the 
preferred state. The mean value for power distance practices is 5, 27. The research results clearly show that in 
Slovak society, a person’s influence is based primarily on: the authority of one’s position over one’s ability and 

contribution to the society. Subordinates are expected to obey superiors. People in positions of power try to 
increase their social distance from less powerful individuals. The power is concentrated at the top and rank and 
position in the hierarchy have special privileges, too. 
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Gender egalitarianism in Slovak culture- Gender differences in Slovak culture can be described as 
intermediate (the mean value is 3, 97). Gender differences are discernible especially because leading positions 
are engaged more with men than women. Some positions belong traditionally to men (for example president, 
prime minister or rector). Wage discrimination is present at many positions – men earn more than women in the 
same position with the same expertise.  

Assertiveness in Slovak culture- Research results show that Slovak culture is medium high assertive – 
the mean value is 4, 33. People try to be dominant, although they are not overtly aggressive in social 
relationships. They have got a tendency to self-assertion but not at any cost.  

Uncertainty avoidance in Slovak culture- The uncertainty avoidance is in Slovak culture at a medium 
level – the mean value is 4, 02. According to respondents, orderliness and consistency are moderately stressed, 
even at the expense of experimentation and innovation. Rules and laws cover relatively many situations, but 
people don’t know exactly what is being expected form them. This could be caused by the lack of clear and 

solid rules and laws. Most people lead highly structured lives with few unexpected events.  
Future orientation in Slovak culture- The mean value for future orientation practices in Slovak 

culture is 3, 88. It means that Slovak culture is medium low future oriented. The majority of people live more 
for today than tomorrow. They pay attention to solving actual problems not future challenges. On the other side, 
people believe that the success can be reached by careful planning ahead and not to take life events as they 
occur.  
 Institutional collectivism and in-group collectivism in Slovak culture- The institutional collectivism 
in Slovak culture is medium high (mean 4, 43). According our respondents, in Slovak society there is a tendency 
to encourage group loyalty even if individual goals suffer. Although the economic system is designed to 
maximize individual interests rather than collective interests, it is perceived that it is crucial to be accepted by 
the other members of a group. Group cohesion is in Slovak society valued slightly more than individualism. The 
in-group collectivism is in Slovak culture medium high (mean 4, 77). In Slovak society, it is perceived by our 
respondents, that children take pride in the individual accomplishments of their parents. Nonetheless, parents 
strongly take pride in the individual accomplishments of their children, which is according to the GLOBE 
conception, a typical sign of high in-group collectivism.  
 Performance orientation- The mean values for performance orientation practices is 4, 03. It means 
that Slovak students perceive a medium level of such an orientation in Slovak society.  Respondents perceive 
that society doesn’t encourage and reward group members for performance improvement and excellence 

enough. Being innovative to improve performance is somewhat rewarded an also the students are being only 
form time to time rewarded for excellent study results. In our society, sometimes other factors than performance 
effectiveness (for example, seniority or political connections) are being rewarded.  

Humane orientation- The mean values for practices in Slovak culture is 3, 72, which is a medium low 
humane orientation. According to respondents people in Slovak society are not too much concerned with others; 
they are not that much sensitive toward others as they should be and they don’t tolerate mistakes of others so 
much.  
 
4 Values in the Slovak culture – What should be Slovak culture like? 
 
Preferences of respondents differ from perception of actual state of Slovak culture to great extent in some of 
dimensions studied. It means that practices in contemporary Slovak society are in certain dimensions far away 
from what should be in Slovak society according to the values of our respondents. The overall results for values 
in Slovak culture are presented in Figure 2: 
 

1566



 

 
 

FIG. 2: VALUES IN SLOVAK CULTURE (CULTURE “SHOULD BE”). SOURCE: RESEARCH. 
 

Power distance- For the future, the high power distance is an undesirable phenomenon in Slovak 
culture. Slovak society should undergo some important changes toward a very low power distance culture (mean 
value 2, 45). According to respondents, people’s influence should be based primarily on their abilities and 

factual contribution to society. Subordinates should question their superiors, if they do not identify with work 
tasks. Differences and inequalities between those with power and those without power should diminish. The 
younger ones shouldn’t unconditionally obey older ones. The power in society should be more equally 

distributed.  
Gender egalitarianism- Respondents believe that gender differences in Slovak society should be 

slightly minimized for the future (mean value is 4, 77). They assume, that society would be better managed, if 
more women were in leading positions.  

Assertiveness- Slovak culture should be less assertive in the future (mean value is 3, 85). In 
conjunction with preferences for low power distance, the respondents would welcome less confrontational 
rigorousness relationships. They definitely deprecate aggression and inability to accept different opinions.   

Uncertainty avoidance- Slovak society should not stress orderliness and consistency at the expense of 
experimentation and innovation. More surprisingly, despite of the youth of our respondents, they believe that 
societal requirements and instructions should be spelled out in detail so citizens know what they are expected to 
do. These requirements should regulate relatively many situations from everyday life. Leaders should not leave 
followers entire freedom to choose ways how to fulfill goals. Slovak culture should be medium high uncertainty 
avoidant (mean value is 4, 32).  

Future orientation- According to preferences of our respondents, Slovak society should be more 
future oriented than it is today. The mean values have moved form 3, 88 (culture as is) to 4, 82 (culture as it 
should be). Respondents think that successful people plan ahead. Planning should be a norm which would guide 
all people. However, one contradiction appeared among responses – respondents assume, that people should still 

1567



 

live for today more than for tomorrow. Also for this reason, Slovak culture can be defined as a medium high 
future oriented culture.  

Institutional collectivism and in-group collectivism- Respondents in the research prefer Slovak 
culture to be more collectivistic than individualistic. The mean value for institutional collectivism values is 4, 67 
and for in-group collectivism 5, 58. Leaders should encourage group loyalty even if individual goals suffer. 
Respondents believe that the economic system in Slovak society should be designed to maximize collective 
interests over the individual ones. And above all, respondents would definitely vote for maintaining strong 
group cohesion which is according to them better than individualism. For respondents, it is very important that 
Slovak society should be viewed positively by persons in other societies. And also members of Slovak society 
should take a great deal of pride in being a member of this society. These are unmistakable signs of preference 
of collectivism over individualism in the future of Slovak society.  

Performance orientation- The mean value for performance orientation values is 5.67. This result 
reflects strong preferences of our respondents in the field of performance orientation. They believe that it would 
be better if Slovak society encouraged students to strive for continuously improved performance. Rewards 
should be based mainly on performance effectiveness and being innovative to improve performance should be 
definitely outstandingly rewarded. Goals (social, organizational, individual) should be demanding, not easily 
reachable.  

Humane orientation- Slovak society should be according to preferences of respondents more humane 
oriented than it is now (mean value is 5, 20). People should be more concerned about others; they should be 
sensitive, friendly and somewhat tolerant of mistakes. Slovaks should be more sensitive to any form of 
discrimination and relationships should protect individuals from hostility of others. This result matches well 
with the demand for higher collectivism and lower assertiveness.  

 
5 Discussion and conclusion 
 
Figure 3 illustrates differences and similarities between culture “as is” and “as should be” – it is a comparison of 
how is Slovak culture perceived on the level of practices in contrast to what are the preferences according to 
values of respondents: 

 
FIG. 3: COMPARISON OF SLOVAK CULTURE “AS IS” AND SLOVAK CULTURE “AS SHOULD BE”.  

SOURCE: RESEARCH. 
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Research results show that current Slovak culture can be specified as:  
 medium uncertainty avoidant culture; 
 medium low future oriented culture; 
 high power distant culture; 
 with medium level of gender egalitarianism; 
 medium high assertive culture; 
 with medium high level of institutional collectivism; 
 with medium high level of in-group collectivism;  
 medium low human oriented culture and 
 medium performance oriented culture. 

 
The research results show also preferences for the future. Slovak culture should be: 

 medium high uncertainty avoidant culture; 
 medium high future oriented culture; 
 very low power distant culture; 
 medium high gender egalitarian culture; 
 medium low assertive culture;  
 with medium high level of institutional collectivism; 
 with a very high level of in-group collectivism;  
 high humane oriented culture and 
 very high performance oriented culture.  

The biggest differences between practices and values in Slovak culture are in the power distance 
dimension, performance orientation dimension and humane orientation dimension. Respondents perceive an 
uncomfortable high level of power distance among people, which is reflected in the fact that people without 
power are dependant onto the power-holders. This state-of-art is not satisfactory and therefore they would like to 
loosen the power relations in the future. According to values of our respondents, the power should be more 
equally distributed among people. Medium performance orientation is for our respondents not satisfactory. They 
would prefer the society to focus more on performance factors – so it wouldn’t be important “who you are” but 

what “you have done.” Medium low human orientation of current Slovak culture is according to respondents 

undesirable. Slovak society should be more open, friendly, tolerant and responsive toward other people. High 
humanity is a desirable state of Slovak society. Results from the three dimensions described form together an 
interesting picture of one to another complementary research outcomes. Today’s highly power distant Slovak 

culture orients itself more to ascribed status than to achieved status of people. In an environment where 
centralization, close supervision, wide salary range between the top and the bottom of organizations and 
emotionally overloaded superior-subordinate relations appear to be central, there is a limited space for tolerance 
for mistakes, openness to what is different and open kindness toward all people. On the contrary, the preferred 
state of Slovak culture with low power distance and high humane and performance orientation forms quite an 
opposite view – a picture of society where people are equal to each other, tolerant, not bearing any form of 
discrimination and oriented toward fair rewards for “what they are doing”, no matter “what the are.”  

Relevance of each dimension for Slovak culture is also important information. Table 1 demonstrates 
the mean values for researched dimensions.  

 

1569



 

TABLE 1: MEAN VALUES FOR NINE DIMENSIONS OF INTERCULTURAL DIFFERENCES VALID FOR SLOVAK 
CULTURE. SOURCE: RESEARCH. 

 

 Culture as is Culture should be 
Uncertainty Avoidance 4,02 4,32 
Future Orientation 3,88 4,82 
Power Distance 5,27 2,45 
Gender Egalitarianism 3,97 4,77 
Assertiveness 4,33 3,85 
Institutional Collectivism 4,43 4,67 
In-Group Collectivism 4,77 5,58 
Humane Orientation 3,72 5,2 
Performance Orientation 4,03 5,67 

 
According to respondents contemporary Slovak culture is particularly: 1. power distant, 2. collectivistic 

and 3. relatively assertive. The cultural characteristics which are typical for these three dimensions of 
intercultural differences are: general preference of masculine over feminine mode of action, toughness toward 
others and responsiveness toward in-group people, assertiveness and confrontation with others and harmony and 
noncompetitiveness among in-group people, adherence to hierarchy, conservativeness, obedience of rules set up 
by those, who are in power positions, preference of collective interests against individual interests, significant 
protectionism and strong sense of solidarity within groups, interpersonal interdependence bonds which affect the 
social status of individuals, laws and rights that differ across groups as well as across the whole society – power 
holders have other rights than powerless people. Finally, power holders in their groups are supposed to be 
decisive, aggressive, confrontational, strong, parental figures to group members.  

Current Slovak culture is less significantly: 1. humane oriented and 2. future oriented. Cultural 
practices linked to these two dimensions are not extensively employed in everyday life in Slovak society. They 
are: tolerance, preference of feminine over masculine mode of action, kindness, sympathy, gentleness, empathy, 
consistent planning, and consistency in action, pro-environmental attitude, and saving of resources.  

As for the desired future of Slovak society, the culture should be particularly: 1. performance oriented 
2. in-group collectivistic and 3. humane oriented. On the contrary, it shouldn’t be power distant and it should be 
less assertive than it is nowadays. The in-group collectivism and humane orientation refer to cultural 
characteristics like: high importance of friendly, supportive and kind relationships between in-group members, 
nepotism, paternalistic attitude toward in-group members, and social support to in-group members. Performance 
orientation together with collectivistic and humane oriented tendencies points that communication in groups 
should be direct but polite and individual performance should be sheltered by group performance. Rewards 
should be linked to fulfillment of group goals rather than individual goals. Initiative should be taken by group 
not individuals; assumption is that through working in and for the group the individuals work for themselves, 
too. Correlations among GLOBE cultural dimensions values (should be) scales show, that performance 
orientation is negatively correlated to assertiveness as well as to power distance. On the other hand, it is 
positively correlated to in-group collectivism (Hanges, 2004, p. 735). These results support our research results 
that respondents prefer the increase of performance orientation and in-group collectivism and at the same time 
the decrease of power distance and assertiveness in Slovak culture.  

The basic aim of this paper was to describe current state of Slovak culture on the basis of nine cultural 
dimensions and to illustrate the preferences of our respondents about what should Slovak culture look like in the 
future. The dominant characteristics of Slovak culture were drawn as well as the principal discrepancies 
between the current and preferred states of Slovak culture were explained. The authors are aware that results 
presented here are only partial to full understanding the nature of the studied phenomena. An international 
comparison of Slovak research data, which is in progress, should reveal further important facts linked to the 
topic of intercultural similarities and differences.  
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Abstract 
 

In the 60’s of the last century the new wave of rationalization has begun. The knowledge society has started as well. 
Knowledge has become the main production factor. The human resources are their bearers. Education, science and 
research, flowing into innovations, have the decisive role for them. Individual states pay various attention to them. 
Slovakia markedly lags behind them. The sense of economy is coupled with ethics. Philosophy of the market economy 
of Europe and western civilization has begun to form on the base of maximization of profit and of individualism. The 
United States of America has become extraordinary in their application. In USA and in next industrialist countries it 
has come to a substantive moral fall. Landless liberal market economy has failed. Mankind needs a new social and 
economic order characterized by humanity. 

 
Introduction 

 
For the development of economy in the new era of civilization, i.e. in the knowledge society, the rationalization 
based on knowledge and ethics, that create together synergetic effects, are the most significant. None of them is 
completely perfect, that´s why it´s necessary to look for balance between them. 

 
Knowledge – the decisive factor of economy 

 
In the ´60s of the last century the new wave of rationalization has moved off, by which it comes compared to 
original industrial revolution to transformation of the machine to some equipment for data storing and 
processing. That enables to replace not only the work of hands but to a certain extent the work of human brain 
as well. 

On the scene the third era of the civilization has arrived, that is characterized by the process of 
deindustrialization and by a development of the tertiary sector and at the same time by formation of knowledge 
society. 

Whereas the tangible base of sources, represented by work, by land and especially by physical capital, 
was a motive power of many transformations and of creation of wealth in the industrial society, with formation 
of knowledge society their mental nature gains increasing weight, when knowledge is becoming the main 
production factor. 

According to published data the rate of Net Domestic Product created by knowledge has increased at 
average of Europe from approximately 10% in 1990 to roughly 50% in 2000. It is assumed that their rate will 
reach as many as 70% in 2020.  

The change of function of traditional production factors influences the way of expressing the value of 
a company. The real value of excellent companies depends more and more from ideas of employees than from 
material assets. Therefore their evaluation is not a simple summary of individual material assets, but it is given 
by the benefit which a company brings. 

Evaluation of knowledge is a problem. Inspirational opinion is presented on it by well-known Japanese 
economist Taichi Sakaiya who writes: “The concept knowledge - value means both the price of wisdom and the 
value created by wisdom.“ In this way defined knowledge - value has no necessary or absolute relationship to 
the cost of creating it. It is impossible to quantify this on either a theoretical or practical basis. It is generated by 
subjective perception of individuals, group of people or society as a whole (Sakaiya, 1991). 

Human resources are holders of knowledge. Education together with science and research, that flow 
into innovations, have the decisive role in their creation and development. The practice unambiguously confirms 
that there is correlation between their level and economic prosperity of a country. That´s why they are pillars of 
knowledge society. 
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According to the report of the UNO on the development of human resources Norway is the first in the 
world, which succeeds the best to bind the growth of economy with them. Slovakia keeps behind and occurs 
seriately at 42nd position. From the survey of Brussels independent Think Tank Lisbon Council results, that our 
state underestimates very much investments into human capital, as they present only 31% of an average of “an 
old“ European Union (Sedlak, 2008). 

Strategic starting point of an economic growth is education, that´s why developed countries pay serious 
attention to it, what expresses itself already in his financing. OECD countries spend on it an average 5,99% 
GDP, while it´s 6,12% by Norway, 5,97% by Belgium and 5,74% by Finland. We are in the financing at the 
bottom of the OECD scale with approximately 3,8% GDP. We are also in the last place of OECD countries in 
expenses in university education that represents the level of 0,77%. OECD countries expended on it already in 
1998 an average 1,33% (Sedlak, 2008). 

Very important pillar of a society and of a development of economy is science, research and 
development. “In case when we invest into science“, the previous Commissioner EU for Science and research 
Philippe Busquin said, “it goes of tomorrow investments and an employment of the date after tomorrow.“ 

The main indicator of an encouragement of science and research is percentage from GDP invested by 
individual country into these activities. 

Even the European Union is not in a desired position in expenses in them. Its average more or less 
stagnates for a longer time when it makes for the European Union in 2004 1,95% GDP. The European Union is 
behind USA, those rate from GDP was in 2003 2,5%, and behind Japan with 3,15% of GDP. Slovakia markedly 
keeps behind by the amount of expended funds for research and development, when their rate represented 
0,51% of GDP in 2005 (Sedlak, 2008). 

At the same it is important where resources for science and development come from. It is inevitable to 
increase them considerably by entrepreneurial sector, so as private sector would share by two thirds from them. 

Innovations are measurable expression of the mankind progress. It goes above all of the number of 
innovations and their introduction into practice. Slovakia markedly gimps in this regard. Innovation activity 
must be based on systematism and on long-acting. Creation of conceptual innovative frame, i.e. national 
innovative programme, can considerably contribute to progress in this field.  

 
Ethics – inevitable attribute of economy 

 
The sense of economy is linked with dimension of ethics. Arthur Rich writes: “Till what extent economy is … 

human appropriated, till that extent it has sense for a man. And as far as it doesn´t act on this, therefore it passes 

its purpose, afterward it loses sense adequately to that, it abandons absurdity, although it would be very 
efficient…“ (Rich, 1994). 

Philosophy of market economy in Europe and in western civilization at all, codified by moralists like 
Adam Smith was, has come from Calvinist ethics, that was based on these decisive premises: Primary goal of 
enterprising is maximization of profit and and the base of market economy is individualism. 

USA have become exceptional in application of this economic philosophy. Professor Seymour Martin 
Lipset writes, that all features of American economy were based on national ideology of classical liberalism in 
19th century (Lipset, 2003).  

Representatives of neo-classical economy pushed later equal ethical values. Utilitarian ethics is 
a starting-point of this paradigm accordingly the basic goal consists in maximization of profit. Individualism is 
also a theoretical base. 

Neo-classical economy does not only ignore moral dimension, but also actively resists its integration 
into economy. It emphasizes, that individuals can have various ordering of preferences in regard of possibilities 
of choice, but none of them can be regarded as better. This is a source of many evils in the world for 
unwillingness to accept such conclusion. 

According to Amartya Sen, the Nobel prize winner for economy, “Japan revolutionized the 
understanding of the role of the behavioral ethics in economic progress by demonstrating the falsity of the 
dominant European theory, championed by great social thinkers …, that the austere and somewhat unforgiving 
morality of Protestant ethics, including self-righteous egocentrism, provided the most effective way of economic 
progress“ (Sen, 2000). 

In the United States of America and also in another comparable industrial countries degeneration of 
human values has arrived. Francis Fukuyama, professor of political economy in USA, writes that in the second 
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half of 20th century has come to moral fall in them and to the culture emphasizing extreme forms of 
individualism (Fukuyama, 2005). 

Seymour M. Lipset states that American culture has done from American citizens the most 
individualistic nation. Significant American sociologist Robert K. Merton claims that in consequence of the fact 
that one of the general value of American culture are property and money, thefts and tax frauds are one of the 
means of their obtaining. They seek without break often unfair ways how to do it in an effort to overrun 
substantially their peers. 

The Nobel prize winner for economy Joseph Stiglitz wrote about such “excellent“ businessmen and 
managers: “In last years financial markets have become a gigantic casino for rich people. These highrollers 
didn´t play only with their own money but there where also means of other people in bet. So they jeopardized 
not only the whole financial sector by that but economy too, whereby citizens loose on them. 

Although the United States of America are the richest country, society is the least balanced in 
distribution of revenues in comparison with ten developed countries, an abysmal differences exist in them. 
According to American professor Robert B. Reich inequality of revenues has deepened in USA at least from the 
half of 70th last century and at the same time this abyss widens (Reich, 1995). 

Also Europe and Slovakia too are following marked moral slump in society and in economy that is 
accompanied by various mentioned negative effects. Exaggerated preference of personal interests captured 
many businessmen, managers, regrettably even politicians and other high-ranking persons. There are opinions 
that Europeans have become hedonists who think only for their luxury.  

This moral fall of human behavior in economy that springs in excessive individualism expresses itself 
in deformed determination of purpose or mission of entrepreneurial organization when this is presented as 
a money-making machine and not as a human community. 

Peter Senge writes: “The dominant mythology has become that the purpose of the company is to 
maximize return of investors ´capital“. That starts a thinking about the company as a machine for making 
money. This has nothing to do with making a profit. You can´t be a viable company if you don’t make a profit. 
In this understanding of a company the people and relationships among them are not primary but they are 
simply “human resources“ needed by these machines. A company is first and foremost a human community that 
has ethical foundation based on empathy and compassion for the larger living systems within which we exist. 
For a human community profit is the consequence of being effective in pursuit its purpose or mission. Peter 
Drucker used to say: Profit for a company is like oxygen to person but it has nothing to do with purpose (Senge, 
2006).  

 
Conclusion 

 
The development of modern human society confirms, and contemporary financial crisis proves it too, that 
system of liberal market economy doesn´t match to civilization of 21st century. Landless market and practicing 
of casino capitalism are not allowed to be permitted if in the future we have to prevent to similar shakeouts in 
economy as are done today. That´s why we declare an opinion that the end of „market fundamentalism“ is 
approaching unavoidably. Mankind needs a new sociable and economic order, a new model of market economy 
too characterized by humanity. Hiroshi Okuda, the chairman of the influential Japan Business Federation, 
entitled such model in 2006 as “market economy with human face“ (Okuda, 2006). It requires such integration 
of economy with ethics that supports process of rationalization on the base of utilization of knowledge, by that 
sustainable economic development is ensured, but at the same time it enables human treating with human 
resources and more equitable dividing the results of their work. 
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Abstract 
 
To meet the rising need of financial savings, the city of Wurzburg has initiated the project <Würzburg 
integriert!>. Beside the cutback of the expenses, improvements of customer services as well as optimized 
process executions are aimed. To be ready for future innovative requirements and to meet the rising 
needs of acting economically, should be the continuously grown and thereby often - also if it is not 
compulsory –distinctive existing structures of the city administration analyzed. On this occasion, 
objective is to erect a suitable organization concept, a suitable process integration platform as well as the 
suitable technical equipment. An analyze of the possible areas of activity is to be carried out and will be 
base to maintain proven or to improve even further and to guarantee thus that, on the one hand, the 
quality of the performances is further increased for the citizens and companies as well as on the other 
hand with saving potentials clear and efficient benefits are achieved. 
 
Introduction 
 
Increased efficiency and cost reduction should be reached just not by shifting of services, but by a 
reorganization of the organizational processes and their technical support by IT (cf. Schmitt 2007a). 

The city of Wurzburg will establish till 2010 there competences as a modern, popular and technological 
leading government. With it following targets should be reached (cf. Würzburg 2006): 

- Citizen nearness by customer's orientation: The citizen has the possibility to participate. The 
government action is transparent for him and understandable. He has any time an easy, quick and 
reliable access to the local authority (cf. Bundesministerium des Inneren (Publ.) 2007). 

- Location attraction for companies, by quick information, clear and short-term application treatment 
for approvals. 

- Attractive working sphere for employees by an interesting, diverse, having influence, customer-
oriented and higher qualitatively valued working space (cf. Knaack 2003). 

- Contribution to effect, healthy and budgetary situation of the city by the innovative financing by 
which the complete advance financing is taken over by a private partner. 

 
The object of the project  
 
Essential parts of the project <Würzburg integriert!> are the organization improvement and the introduction of a 
process integration platform. Another special attribute of the project is the innovative financing Public Private 
Partnership (PPP) model (cf. Schmitt 2006). The following representation (TAB. 1) gives an overview about the 
essential issues (cf. Baron & Schmitt 2007): 
 

TABLE 1: BASIC DATA OF THE PROJECT <WUERZBURG INTEGRIERT!> 

Volume of the project €9,000,000 

Saving potential €27,000,000 

Project run time 2007-2017  

Conversion time 2-3 years  

Financing of the project By the private partner 
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Organization improvement  

In the foreground stands first the reorganization of the government processes of the local authority. On this 
occasion, the central idea is the change of a function oriented to a case orientation organization. It can be 
guaranteed that an employee can fulfill all interests of a citizen. This means that, e.g. with a personal moving not 
any more the functions "car registration", "personal registration", "dog registration" etc. will be in focus but the 
case "personal move" will be in the focus. Now only with the declaration of the new address all documents and 
databases can be automatically adapted, also additional services, like "registration of new phone line" or a report 
to the utility companies, are conceivable if requested by the applicant as a complementary service. Hence, the 
citizens must not visit any more different public offices and have to talk with different administrations, but can 
deal with one central contact in the public government. Idle times of documents and training times for the 
employees are clearly reduced as well (cf. Schmitt 2007a). 

The case orientation is therefore on the one hand the basis for an efficiently working civil office and, on 
the other hand, basis of the processing of processes (cases) via Internet. Beside the case orientation the 
automation or part automation of government processes also contributes to cost reduction and increased 
efficiency (cf. Bundesverwaltungsamt (Publ.) 2005). The change to the case orientation in this magnitude can 
only archived through the support with an efficient IT. Only through that the employees will be in the situation 
to fulfill the interests of the citizens comprehensively. It begun with processes which are processed in the civil 
office, afterwards other parts of the government will be incorporated step by step (cf. Baron 2008b). 
 
The process integration platform 

Nuclear element of the technical basis is a process integration platform with a workflow component. Herewith 
the different applications are linked with the business applications and basic components with each other, so that 
the processing of government processes can be done under a uniform, Internet-based user interface (cf. 
Bundesverwaltungsamt/CC VBPO (Publ.) 2008). This is also available to the citizen via Internet and suitable 
service terminals. With the help of the workflow component and the electronic wizard (guide) complicated 
processes can be structured in such a way that they can be simply carried out by administrators and by citizens. 
The technical basis is provided, configured and serviced by the private partner. Besides, it is paid attention to the 
fact that new technical innovations as for example service oriented architectures (SOA) are used, so that the 
flexibility and the long-term use of the process integration platform are guaranteed. For the understanding is 
important that no functionalities from business applications or other components will be redeveloped. With the 
help of the process integration platform the available software components are integrated and controlled. 
Besides, the development of a central and uniform government database is done which supplies all applications 
and employees with the required information as central storage place. As a result an integrated and integrating 
technical platform is available (cf. Thome, Angerhausen, Böhnlein, Dörflein, Hagn, Mautner & Pauli 2004). 

Once again it must be stressed: No significant efficiency profits can be reached only by organizational 
actions, or by the electronification of existing processes. Only by the organization changes which are supported 
by suitable IT an integrated and therefore efficient solution can be realized. Only this combination allows the 
increased of efficiency by technical innovations (cf. Scherer 2007). 
 
The components of the process integration platform 

An improvement of the processes in the public organization can be reached not without innovative technical 
infrastructure. Within the scope of the project <Würzburg integriert!> a process integration platform which is 
the underlying platform for the conversion of all processes was created. In the following the components of the 
process integration platform are described in detail with her assigned tasks (cf. Baron 2008a). 
 
The civil portal 

The civil portal is an Internet application which can be used with a standard browser. This means that no local 
installations on the working machines of the citizens are necessary. Therefore is guaranteed that also beyond the 
normal opening hours of the local authority applications can be made and placed by the citizens. 

With the use of the civil portal it is distinguished between registered and not registered users. A 
registration can be done easily above the civil portal. But also not registered customers can use limited offered 
services. With a civil account comfort features are offered for the communication with the authority. In the 
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following the feature offered by the civil portal for a registered citizen are shown (cf. Schmitt 2007b): 
- Life events - allow the easy and comfortable selection of the required applications. Not any more 

cryptic application names are needed to be selected, but the citizen is led by a wizard through selected 
life events. On the basis of questions which are to be answered the required applications are selected 
through the wizard. 

- Applications - replace the paper forms used in the past. These applications can be filled online and 
then are transmitted electronically for further processing by the authority. 

- Civil account - contains the personal dates of the applicant. These can be corrected by the user 
supplementally, or be deleted as well. 

- Messages - this area is for the secured communication with the citizen. Information is send to the made 
applications as messages. Also the results of an application can be sent as a message. 

- Own applications - the applicant will find here the states of his online made applications. He can find 
out here, e.g. whether his application is already in processing, was bounced or the processing is already 
finished. 

 
The service terminals 

The service terminals are another communication channel with the citizen. They are physical PC terminals 
which are placed within the civil office of the city of Wurzburg. Over the terminals the citizen can use the 
services of the city, in the same way like above the civil portal. 
 
The number system 

An important component is the number system. It has the role to control the processing order of the visitors of 
the civil office. This means that the system is made sure that only the tasks are allocated to administrators which 
have the right knowledge profile. Such a control is only possible about a high degree of integration between the 
number system and the service portal. The system controls the following communication processes: 

- Generating of a waiting number in the entrance of the civil office for every applicant. An voice 
announcement of the waiting number also follows the requirements of the barrier freedom. 

- Allocation of a waiting number over the Internet with the applications issued above the civil portal or 
service terminals. 

- Call of a waiting applicant by the display system. On this occasion, a number of monitors can be 
selected. 

- To fulfill the requirements of the barrier freedom voice output is possible for disabled persons. 
 
The service portal 

The service portal offers to the administrators the possibility to edit applications completely case-oriented. On 
this occasion, it plays no role whether the applications are made online or personally in the civil office. To 
guarantee the uniform processing of all applications of an applicant by a well-chosen administrator, all 
applications are grouped in an electronic folder. The electronic folder has the following functionalities: 
Routing of applications 
The choice of administrators based on qualification, prioritization of applications and availability of 
administrators. Consideration of certain workplace circumstances (equipment as for example special printers or 
workplaces which permit depending on request the applicant a more discrete processing of his requests). 
Standardized payment procedure 
Payment of all application fees at central place. On this occasion, exists the possibility of payment with various 
payment methods, as for example cash, payment machine, via electronic debit directly at administrator etc. 
Application processing 
Allows an overview about the status of all applications which are passed by a citizen and there controlled 
processing within the local authority. 
Control of the number call system 
The allocation of numbers and an interface to the display system to get the optimum control of the call order. 
Take care about barrier freedom to support disabled persons. 
Central government database 
Shortcut to the master data of the applicant at the central government data model with the dates from the 
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registration (identification of the applicant). Master data must be registered for all made applications only once. 
Also an identification of the applicant is necessary only once. 
 
BIC - Analysis and Reporting 

For verification and detailed calculation of the efficiency of the processes in the civil office the tool BIC - 
business information center - is used which is specialized on measuring business process data, processing the 
data for statistical purposes as well as for visual representation of these data (cf. Voormanns 2007). 

BIC is a product developed by arvato systems which is used since years successfully for the 
measurement and analyzing of key performance indicator (KPI) at different customers onsite or abroad. It based 
on current web technology and is platform independently. 

BIC is scalable software which is applicable for all hierarchy levels in the company. Thus, for example, 
aggregated KPIs can be provided to the management in the form of individual views. According to usage and 
benefit different forms of visualization and analysis are possible (cf. Horváth & Partner (Publ.). 2005). 

Within the scope of the project <Würzburg integriert!> KPIs are determined for the efficiency of the 
processes, the current and historical amount of work in the civil office, the collected fees as well as the 
performances. Each of them is assigned to different user levels (cf. Baron 2008a). 
 
Financing  

Beside the comprehensive modernization the project also goes for financing new ways. The private partner takes 
over the whole advance financing of the project. In addition, the project expenses of the town are paid as well 
since the town council decision. Besides, for the city of Wurzburg no expenses originate. On the contrary 
Wurzburg already participates from the beginning at the generated savings. The refinancing for the private 
partner is achieved by the realization of saving potential through the usage of the integration platform (cf. 
Würzburg 2007). By organization improvements and the automated processing 70 full-time jobs can be reduced 
during the next ten years socially acceptable. Over the whole project time a saving is expected with approx. €27 

million. The natural fluctuation in the core government of the city of Wurzburg amounts up to 25 employees per 
year. Only if seven job places will not retake, the saving volume will be fulfilled. By former job reductions the 
work had to be distributed to the remained colleagues what led to additional work load. With <Würzburg 
integriert!> this is avoided, because the work can be dealt more efficient with the new technology and the 
process optimizations. The savings are split between the private partner and the city of Wurzburg. From the €27 

million there will be €17 million are assigned to project expenses of the private partner and the city of Wurzburg 
as well as the interests of the private partner. The remaining €10 million are available directly to the city budget. 
The private partner also finances the city project expenses before and receives only payments if the forecasted 
savings are realized (cf. Schmitt & Baron in 2008). 
 
Volume and duration  

There is planned the analysis of all government processes of the city which show a saving potential which will 
justifies the run expenses. Hence, first approx. 200 processes are analyzed together and will be implemented if 
they will show savings. Nevertheless, the city of Wurzburg should be transferred into the situation, also, without 
foreign help to reorganize processes to participate from the new integration platform (cf. Thome, Angerhausen, 
Böhnlein, Dörflein, Hagn, Mautner & Pauli 2004). 

The project will run 10 years for which the city of Wurzburg has agreed to take care that is will be 
possible to reduce the workforce of 10 employees per year as saving volume (cf. Schmitt 2007b). Hence, in this 
extent job savings can be realized at most. Nevertheless, the planned implementation time is clearly shorter and 
will be with approx. 2-3 years. The estimated whole project volume will be approx. 9 million €. 
 
Project evaluation  
Already at the time when the city of Wurzburg with the University of Wurzburg developed the idea for this 
project was clear to all involved that this will be no specialized solution for Wurzburg. There do exist enough 
individual solutions which are not transferable on to other local authorities. The whole concept is aimed on the 
fact that the project is transferable as a whole and not only in shares to other local authorities. Just this is the 
core idea of the integration platform which is and will be realized in Wurzburg. No isolated solutions which are 
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not compatible with other components. Increased efficiency can be reached only by integrated processes and not 
by improvements at single places. However, besides, no monolithic structures should be realized. Only standard 
components are used, e.g., there are no areas which are programmed exclusively for Wurzburg. By the usage of 
a service oriented architecture (SOA) the existing software components of the vendor AKDB which are used in 
Wurzburg, can exactly used in other cities as well. The extension, based on requirements of other local 
authorities is possible any time. The varied open interface standards support a steady extension of the integration 
portal (cf. Thome 2008). 

The transferability is also favored by the size of Wurzburg. With about 130,000 residents Wurzburg is 
a city in the center field, i.e. a city with the same tasks and requirements how many other cities and local 
authorities as well. The demand that the solution developed in Wurzburg should be also transferable to other 
local authorities was not only divided by the private partner, it was made a condition of the partnership. For only 
one town the expenses to be dealt with would be hardly to be justified, but if the project can be transferred, it 
becomes economically a successful model. Hence, result is: What will functions in Wurzburg, will also 
functions in other cities (cf. Schmitt 2007a). 

The transferability from <Würzburg integriert!> will get a special meaning behind the background of 
the EU-service guideline, because a uniform contact is a central component of the life events principle. Already 
there is synchronization with the leading team of the BMI (Bundesministerium des Inneren) as well as the 
country Baden-Wurttemberg (cf. Baron 2008a). 
 
The objectives of the project  

A huge number of processes is already reorganized and supported by suitable information technology - the 
process integration platform. During the implementation so far the main focus was laid on performances which 
are important for eGovernment, i.e. a strong outside relation and show high optimization potential. Besides, all 
four objectives are optimally addressed. The process optimization and introduction of the integration platform 
leads to (cf. Schmitt 2007a) 

- Stronger citizen nearness,  
- More location attraction for company,  
- To an more attractive working place (job enrichment) and  
- Makes a contribution to a reliable budget situation. 

During the process analysis government employees of the city of all areas are intensely involved. The 
core processes were identified by the sending and evaluation of questionnaires, local interviews and workshops 
with the process responsible to identify the amount of involved employees, the number of tasks to be processed 
and the time involved to fulfill the tasks. Finally, the documented actual processes where adjusted with the 
process responsible. Next the target processes are modeled under consideration of the following three 
optimization arrangements (cf. Fornefeld 2007 and Bokranz & Kasten 2000): 

- Composition of the processes,  
- Composition of the products and  
- Composition of the IT support. 

Besides, for example, the error rates are lowered from application processes, material replaced through 
electronic data transmition, double works are avoided (or reduced) and organizational interfaces are simplified. 
Actual processes and target processes are compared on the basis of process times (cf. Bundesstelle für 

Informationstechnik/CC VBPO (Publ.) 2006). The difference of the actual times and target times are the saving 
potential for an optimized process. The target processes are adjusted with the management level. The following 
table (TAB. 2) gives an overview of the saving potentials of the processes related to the civil office (cf. Schmitt 
2008): 
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TABLE 2: SAVING POTENTIALS OF THE PROCESSES  

Process Quantity in 2006 (amount) Reduction of the processing time 

Citizen registration approx. 20,000 approx. 25% 

Certificates of good conduct approx.5,000 approx. 30% 

Citizen retrieval information approx.37,000 approx. 90% 

Business registration approx.1,500 approx. 50% 

Driving license approx.2,700 approx. 45% 

Permanent resident parking permit approx.700 approx. 65% 

Car registration approx.7000 approx. 30% 

Identity card approx.11000 approx. 25% 

Passport approx.6900 approx. 25% 

 
The integration portal <Würzburg integriert!> offers on the one hand already optional components as 

concrete adaptors to current business application in the public areas and, on the other hand, standardized 
application processes which can be taken over with new adaptors to additional business applications. This 
adaptor implementation can be done with standard functionality of the underlying business process management 
(BPM) system of the vendor Metastorm. With the business applications and basis components will be 
communicated over accordingly defined web service or interfaces which are available in the business 
applications and basis components. 

The project <Würzburg integriert!> has shown that synergetic effects originate through the bundle of 
different applications of an applicant (folder creation). Thus it is conceivable that with a registration in the city 
of Wurzburg at the same time often also the application of a permanent parking permit will be carried out. It is 
an objective of the folder creation that the applicant makes several applications according to his situation (for 
example moving) with personal appearance in the civil office. With all three communication channels (portal, 
self-service terminal or personal presence in the civil office) it is questioned if the capture of the life events 
whether several applications should be made. Because in the future with the personal appearance at the 
administrator several applications can be made, recurring authentication procedures, the multiple capture of 
master data and redundant data entries are avoided, e.g. in fee collection programs at different civil offices up to 
now it was the case. 

At the process „citizen retrieval information“ is shown exemplarily like the processing time 

significantly can be reduced. The actual process begins with the entrance of the applications in the registration 
office. Simplistically described the government employees check whether the payment of the fees has happened 
and whether an information and transmission blockade exists. A standardized printout from the business 
application OK.EWO is done for the response writing. The response writings are transmitted to the post office 
and will then be finally prepared by the employees and send to the citizens. The error rate of the applications 
were about 5%, mostly the payment voucher for the fee was missing. Considerable material costs originate 
through the dispatch of approx. 40,000 letters per year. Because neither personal appearance nor signatures are 
necessary, the simple citizen retrieval information process can be done online above the civil portal. Retrieval 
requests can be also done by the self-service terminals in the civil office. Retrievals at the registration register 
are done fully automated via an interface to the business application OK.EWO. The payment of the fee will be 
done via an electronic payment platform which has an interface to the business application OK.FIS. After the 
payment is done the inquiries are answered directly automated from the registration register. A standardized 
template is constructed which can be stored by the applicant and be printed out. Because therefore no manual 
work takes place by the administrators, the processing time decreases for the simple citizen retrieval information 
nearly zero. Manual work only necessary if there will be exceptions. Besides, the material costs decrease by the 
discontinuation of the postal sending of the registration register information completely. The error rate decreases 
as well nearly to zero, because the applications are edited only after payment. 
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Conclusion 
Exemplarily the following the six main problems will be discussed in more detail and shown how they are 
solved within the project briefly:  
Data processing and data security 
For data security reasons the databases and the business applications remain in the locations of the city of 
Wurzburg. The technical solution of the supplier runs in his data center. The access to the stored data will be 
always through the integration platform which manages for their part the access to the data of the business 
applications. Therefore the technical components and the data are in each case where the owner and the 
technical competences are. 
Availability  
It's demanded that the integration platform provides an availability of 24 hours over the whole year, so that the 
citizens can use the citizen services round-the-clock. Such a service cannot be performed by the IT of the city 
especially for cost reasons. In case of emergencies the input data are cached for the city components and are 
processed later. Thus a permanent availability can be guaranteed economically only with a private partner.  
Central government database  
To avoid multiple inputs and to store the data correctly and possibly only at one place, a central government 
database is developed together with the University of Wurzburg. Under observance of the data security this 
database will in each case provide the data which is already available therefore to the citizens and the employees 
always in correct manner. 
Choice of processes to be implemented 
To avoid that a partner implements processes which other party does not agree, the processes which should be 
implemented goes through a multistage approval procedure. First a process is suggested by one of the partners 
to conversion. Whether this process should be implemented then, the equally occupied project management 
decides amicable. Afterwards follows the process analysis at whose end also the saving potential of the process 
and the criteria how this potential can be measured, are documented in a specification. This is also to approve by 
the project management. After running through a couple of test cases on the test environment the new process is 
taken over to the productive environment and is measured with agreed criteria’s in the specification after a 
period of probation of 1‐3 months. Afterwards with the help of this measurement the actual saving will be 
determined and therefore the savings for the private partner and the city. 
Trainings of the government employees of the city  
To take care that the use of the integration portal will be effective, the private partner has prepared trainings for 
the employees. In addition a special training space was built up, a dedicated training system was set up incl. the 
interfaces to the business applications and training material as well as manuals was created. City employees 
practiced the use and the work with the new workplace environment. The trainings coached, for example, the 
number call system, the electronic folder feature, the folder generation, the folder processing, the processing of 
registration applications, the processing of permanent parking permit etc. Thus training makes the employees 
capable to be ready from the beginning. 
Process controlling and measuring methods  
On account of the financing PPP concept, a detailed process controlling which calculate the savings through the 
new target processes is necessary. Besides, are determined first the reduction of the working hours and 
afterwards these are converted into full-time-equivalent employees. With the calculation of the savings the old 
processing time is computed first. To compute the processing time per year in hours, the medium processing 
times per case are multiplied with the number of cases per year and divided by 60. Analogously the effort is 
computed for the target process. Besides, the shortening of the processing times per case is considered. Also the 
error rate, which mainly reached through pre checking, will be considered for the determination. Afterwards the 
difference of the annual processing times will be calculated. The difference of the annual processing times 
(current versus target) will be divided through the actual annual working hours of the government employees of 
the city. The saving potential arises in full-time-equivalent employees. 

After implementation of the optimization arrangements the actual process savings are determined by 
regular measurements of the manual processing times and process lead times in BIC. Measured will be the 
absolute times of the single processes, the medium time of all processes and the error rates. 
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End Notes 
 
The evaluation of the project already runs since 2004 and the practical implementation of the project was started 
only in 2007. The project was awarded with several prices: 
- Best-Practice-Award 2005 of the BMWI 
- Innovation price PPP in 2007 and 2008 of the “Behördenspiegel” and the federal organization Public Private 
Partnership (PPP) 
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Abstract 
 
Lifetime employment, seniority system, Ringi system of decision-making and company trade unions are considered 
the typical characteristics or features of traditional Japanese approach to management. In reality, majority of these 
features are related to human resource management practice in Japan. Paper deals with changes in Japanese 
management practice in both the postwar era and the lost ten years era.  
 
Students and researchers who are interested in Japanese management approach and its specific features are 
almost permanently confronted with suggestions, forecasts and expectations how Japanese management should 
change. Management in general is management of people. This holds true especially in Japan since almost all 
typical characteristics of Japanese approach to management, such as lifetime employment, seniority system, 
company trade unions, even decision-making, deal primarily with people. Because of that, the discussion on 
possible changes in Japanese human resource management is more or less about the Japanese approach to 
management. 

Discussion about changes in Japanese human resource management, however, requires a proper 
understanding of what the nature of change is. Why are changes necessary? There are thousands of textbooks 
and other publications that would give us another thousand of reasons why changes are necessary. Anyway, 
people in general do not like changes, and managers are no exception. It is true that the mankind would stay in 
caves till today if there were no changes. Even so, people still dislike changes. There are a number of possible 
reasons for that, three of which are probably the most important: 

First, people are scared of changes because they are not sure what the real consequence of a change will 
be. Because “…all major changes are like death. You cannot see to the other side until you are there” (Crichton, 
1990).  From a managerial point of view, each change itself includes a kind of a conflict. On one hand, there is a 
potential danger that the change’s output or a consequence will be different than expected. It is the risk in 
change management. But on the other hand, a change provides managers with a hidden or potential opportunity. 
Managerial decision about change should be based on evaluation of both risk and opportunity that are in conflict 
with each other. Risk or danger is for “do not do it” but an opportunity is for “take a chance and do it”. The 

following combination of two kanji characters is pronounced kiki in Japanese language (Fig.1).  
 

 
FIG.1: CRISIS OF CHANGE 

 
Its meaning in this combination is a “crisis”. The first kanji character, if put separately, is pronounced ki and its 
meaning is a “danger” or “dangerous”. The other kanji character pronunciation is also ki but the meaning is an 
“opportunity” this time.  Changes in the system of management include the kiki’s both aspects, i.e. both 
a potential danger and a hidden opportunity. Japanese managers are or should be very well aware of that, since 
this crisis of change is included in their native language. 

Second, people resist changes because of their stereotypes or schemes. Basically, each change is aimed 
to break down some kind of a stereotype. Stereotypes are, though, natural attributes of each individual’s 

behavior: In reality, an individual’s experience is about acquired stereotypes. For example, company human 

resource management departments in Western countries that search for “experienced” recruits in reality look for 

recruits who have already acquired some type of stereotypes. People usually love stereotypes, as they are “sure” 
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that this is the “right” way because of their experience. At the same time, this is the reason for change resistance 
as the change is aimed to break down the “right” way of acting or behavior. 

Third, changes require development of new skills and learning new ways to get things done. This is 
sometimes hard since learning new things is of course much less comfortable than acting in line with the 
stereotypes acquired before. Reluctant managers sometimes take it as a good reason to resist changes. 

Changes are also necessary because the business environment is changing. Because of that, the role of 
a company management system is two-fold. First, the role is to run day-to-day activities that will lead the 
company to accomplishment of its goals. The second role is to create appropriate conditions for effective 
functioning of the company in the future. Both roles should be “played” simultaneously and in parallel. Change 

management is an integral part of the later role. As the business environment is changing, companies and their 
systems of management not only should but have to change in order to stay competitive on their markets. It is an 
issue of survival in a sense of “stay or go”. Company management systems should reflect the changes in their 

business environment, as they cannot change the environment itself according to their needs. For example, they 
cannot stop or postpone globalization. Instead, company management has to decide to go global or not. 

Managers in the West as well as their counterparts in Japan are aware of all this. Both approaches and 
both management systems in the West and in Japan should find the way to respond to changes in their 
environment. For example, there is a famous statement by Konosuke Matsushita, the founder of Matsushita 
Electric, Ltd. (the company new name is Panasonic since 2008) which is remembered as a chilling prophecy. 
Over two decades ago he said that:  
“We (the Japanese) are going to win and the industrial West is going to lose. There is not much you can do 

about it because the reasons for your failure are within yourselves. Your firms are built on the Taylor model. 
Even worse, so are your heads.” 
  It was introduced about two decades ago and became known in the business community worldwide. It 
was a kind of suggestion how Western management systems should be changed. This “suggestion” should be 

understood also as a profound change, i.e. the replacement of an existing management system by a new one, 
possibly Japanese. Western management systems, however, never followed this “suggestion”. In the West, we 

came up with several ideas for further development of management systems instead.  There are just a few of 
them: 

 Implementation of the Chaos theory 
 New model of organization, i.e. flat, flexible, networked, international, and diverse 
 Team organization 
 Reengineering 
 Downsizing 
 Lean management 
 High performing organization (HPO) 
 Learning organization, and some other 

All what has been done in the West is just an improvement of the existing system of management. The reason for 
that is quite clear – the existing system of management fits the Western business environment.  

It is important to remember this when discussing and forecasting the necessary changes in Japanese 
management approach. There is a Japanese style of management or Nihonteki Keiei in Japanese language that 
fits the Japanese environment. Now, if we take into consideration these facts, there is a logical question: If there 
are changes carried out in Japanese management approach, do they take place within the framework of 
Nihonteki Keiei or is it the Nihonteki Keiei entire replacement? The answer to this question is a crucial one 
because through the entire history of Japanese management system, there have been several attempts aimed at 
the replacement of the Japanese system by that from the West. We should also remember that by rule, all 
attempts failed - no exceptions. At the same time, Japanese economy was one of the most important players in 
the world’s economy during almost all of this history. History shows us some examples how such attempts 

failed: 
Even before the industrialization period in the 16th century, Portuguese missionaries and traders 

introduced Christianity to Japan. At the same time they introduced firearms therei. It was a very interesting 
combination of Christian religion and armaments but it was widely accepted in Japan. Finally, during the 
Tokugawa period, all such activities were cancelled, the only official religion became Buddhism and country 
turned back to its traditions. 
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During the early industrialization period, Japanese business leaders were anxious for Western technology and 
Western experts who had brought their expertise as well as their management culture to Japan. When their 
mission was completed, they were replaced and the Nihonteki Keiei was introduced after that. Ringi seido, 
seniority, and later lifetime employment were its integral parts. At least to some extent, a similar situation 
occurred after the end of World War I. As a result, “the rich nation and a strong army” movement has been 

reintroduced. Business leaders turned back to the Nihonteki Keiei as well. 
Probably the best example for the failure of Western management approaches implementation into 

Japanese culture is the development after the end of World War II. In the early Occupation period, Japanese 
management was intensely interested in modernizing its managerial philosophy and practices. As the first step 
of modernization, American management concepts and procedures were adopted in Japanese industrial 
companies. In reality, the adoption of American concepts only produced very limited results in changing the 
traditional characteristics of Japanese management.  

There are usually two reasons stated for that. One reason, which is considered very important, is that 
the adoption of American management concepts and techniques was motivated primarily by the curiosity of the 
Japanese about foreign concepts and ideas rather than by a real evaluation of feasibility and understanding of the 
need for change. As for the other reason, American management concepts and techniques were adopted without 
knowing exactly what they were about. 

The trend of intensive adoption of American management practices in Japan continued through the 
Occupation era till the end of 1950’s. Unfortunately, no systematic attention was paid to assessment of the 

appropriateness of American management concepts and techniques to the Japanese managerial culture. As a 
result, American approach was adopted just superficially. In the beginning of 1960’s, Japanese business leaders 

realized that American management practices were not suitable to Japanese specific environment. They came to 
a conclusion that American concepts and techniques had almost no impact on the modernization of Japanese 
management practices. 

As a result of that, Japanese managers rejected American management practices with an enthusiasm 
even higher than when they had accepted them a few years ago. They came up with an idea which was just the 
opposite of American management practices implementation. According to this idea, characteristics of the 
Japanese specific environment require a specific Japanese approach to management. Based on this, they realized 
that Japanese traditional managerial practices are much different from the practices that are common in America 
but still they are more suitable for Japan than the American ones since they reflect Japanese society and culture. 
After that, American management concepts were categorically rejected and traditional Japanese management 
practices or Nihonteki Keiei once again was implemented in the Japanese environment. 

The Japanese economy “miracle era” that followed afterwards assured the reverse course proponents in 

their beliefs that the renaissance of a traditional Japanese management was the only right thing they could do. 
Their optimism lasted for over three decades till the beginning of the era that is known today as a “bubble 

economy” or the “lost ten years period”. After that, it was recognized that a categorical evaluation of all 

traditional practices was probably not the best way. A better way would have been a careful appraisal of each 
key aspect of traditional Japanese management from its individual viability and effectiveness point of view. 

As for the recent development after the era of lost ten years, the situation can be illustrated by the story 
published in the Economist (Standage, 2007). According to this, “In the late 1990s, when Japan had endured 

almost a decade of stagnation, the American model seemed to have all the answers – a reversal from the 1980s, 
when American firms were trying to emulate the seemingly unstoppable Japanese model. America’s economy 

was booming, fuelled by a flourishing technology industry. Its approach seemed more successful at promoting 
innovation and growth in the internet era, and its vibrant start-up scene was a far cry from Japan’s staid big-
company capitalism. So policy makers rewrote corporate law to allow Japanese companies to adopt an 
American-style model of corporate governance, and some companies began to adopt Anglo-Saxon practices 
such as performance-based pay, share options, outside directors, promotion based on ability, pursuit of 
shareholder value and hiring new employees in mid-career. The banking system was recapitalized, cross-
shareholdings were unwound and companies embarked on a program of restructuring. But a funny thing 
happened on Japan’s way to the American model – it never got there… Many of the reforms met with opposition 

and were scaled back. Then the dotcom crash and the Enron scandal caused the American model to lose its 
luster, to the delight of Japan’s old guard”. 

Here we are again, as the soccer fans in Europe would say. Is this an example of another failure of the 
foreign management practice implementation into Japanese environment? The answer seems to be yes, probably 
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it is. After several attempts had failed, now it seems to be clear that the “re-implantation of the lemon tree from 
the Africa’s hot climate in the Northern Europe’s cold climate” would not be successful. The reason is quite 

simple – because the environment is so much different. It is not about a poor way of implementation or lack of 
information on American practices. It is not even about the dotcom crash and/or Enron scandal instead. It seems 
to be a perceived incompatibility with the Japanese unique business and social environment. 

Coming back to the question about “if there are changes in Japanese management approach, do these 

changes take place in the framework of Nihonteki Keiei or is it the Nihonteki Keiei replacement?” the answer 

would be no, it is not the Nihonteki Keiei replacement. In reality, this seems to be a quite logical answer.  At 
least in the near future we cannot expect that, for example, the ringi system of decision-making will be replaced 
by the Western mostly individual approach. It cannot work effectively in line with the lifetime employment 
practice and/or seniority system of compensation because it lacks the compatibility with both. Besides this, 
influential habatsu groups will veto such a proposal. Otherwise they would lose their influence in the 
organizational politics. Similarly, effective management of a large Japanese industrial company which works as 
a seniority organization really requires seniors. As a result of that, we can assume that changes in the Japanese 
human resource management approach would occur in the framework of the existing system. 

Assuming what the framework for changes is, we should specify what has been changed in the 
Japanese approach to human resource management and what the recent trends are. These changes are related to 
all Japanese management approach’s special characteristics that include lifetime employment practice, ringi 
system of decision-making, seniority system, as well as Japanese trade unions. In order to get a better picture, 
we will briefly describe changes that occurred in both the postwar era and after the “lost ten years” era. The 

postwar era includes about three decades since the 1950’s till the end of 1980’s. Period of the 1990’s till the 

beginning of 21st century is regarded the lost ten years era in Japan. Separation of both periods makes a sense as 
business environments for Japanese large industrial companies in both periods were slightly different. Changes 
that occurred in Japanese management practice during both periods, of course, reflected these differences. 
 
Changes in the Postwar Era 
 
After the postwar reforms that included practically all aspects of the society, Japanese industrial companies 
during the 1960’s and 1970’s operated in a relatively stable business environment. Industrial companies were 

the most important “engines” of the Japanese economy “miraculous” growth. Even the first oil crisis in 1973 

that caused several “earthquakes” in all over the world’s major economies had a much less dramatic impact on 

Japanese business environment. For example, shortly after the crisis American market was flooded with 
Japanese economy class cars. 
Accordingly, Japanese management practices were considered very effective. Japanese model became very 
attractive also in the West. Thousands of management consultants in the West taught their clients what are the 
Japanese model’s strong points

ii
. Japanese organizations were considered the Likert’s system 4 organizations. In 

1980’s, the Theory Z by William Ouchi, which contrasted Japanese and American management practices, was 

introduced. The “winners” were Japanese practices. 
In the following text we will briefly describe some important changes that occurred in Japanese 

management practice during the postwar period, till the late 1980’s. The enthusiastic drive for American 

management practice in Japan during the 1950’s has already been mentioned, as well as their failure in practical 

application. In the beginning of the 1960’s after the Nihonteki Keiei renaissance and the beginning of the 

Japanese economy phenomenal growth, large industrial companies introduced several changes in their 
traditional system of management. 

For example, they realized a serious shortcoming in their top management organization, as there were 
no effectively functioning boards of directors. Japanese large industrial companies almost exclusively staffed 
their boards of directors with full-time executives. Of course, they were the company permanent employees that 
reached these positions in accordance with management development programs and seniority system. Even if 
there were some external board of directors members, they were usually presidents of the company’s associated 

organizations. They were not from the “outside” in the true sense of the word. 
This fact was considered a shortcoming because the directors served as full-time employees with day-

to-day managerial responsibilities. Because of that, they were busy with more or less operational activities and 
had practically no time left for conceptual, long-term planning activities. Nevertheless, responsibilities of 
directors are related or at least are supposed to be related to the long-term planning as a typical general 
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management activity. And this was not only the shortcoming at the organization of top management. Another 
problem was the way how the directors were selected, i.e. how the board of directors members get their seats. 
As they climbed up the seniority ladder, at the age around forty-five or fifty, they were selected directors usually 
by the chairman of the board or the president. As a result of that, the new directors served in reality as the 
chairman of the board or the president’s subordinates. Put altogether, the board of directors consisted 

exclusively of the president’s subordinates. It is clear that such a board of directors could not be functioning 

effectively as an independent body, as the power within the company has concentrated in hands of a couple of 
high-ranking top executives. This holds true especially if there is no separate and independent organizational 
unit to check on their activities and performance. 

To solve this issue, some Japanese large industrial companies established a formal compulsory 
retirement age for directors. This measure was aimed to open the “door” for younger directors who were on their 

way up to the board of directors. In large Japanese industrial organizations of 1960’s, this change was 

considered a major change of the top management organization. But in reality it was an attempt to imitate the 
former prewar Zaibatsu top management organizationiii. 

Japanese management, of course, underwent some other changes during the postwar era, especially in 
the 1960’s

iv. Beside the organization of top management the changes introduced during this era included the 
following: 

 Divisional organizational structures were introduced in large industrial companiesv. This change 
was inspired by the success of divisional organizational structures in the USA. Borrowed from the 
USA without any feasibility evaluation, this step had almost disastrous results, at least in some 
cases. Japanese large companies adopted divisional organizational structures but at the same time 
they ignored managerial techniques and concepts which go with such structures. They ignored the 
fact that divisions are quasi-independent organizational units though not legal entities. Because of 
that, divisional structures require the existence of profit-centers and appropriate management 
control systems. All this was missing in Japanese case. As a result, an introduction of divisional 
organizational structures led in many cases to duplication of functions and overlaps of authority. 
Finally, the progressive companies realized that the organizational structure change was not 
enough and further corrective measures must be taken in the process of management in order to get 
the benefits from divisional organizational structures. 

 Accountabilities of each key position in the company’s organizational structure were defined. This 

was done through detailed job classifications and descriptions. Such step brought some progress 
among production workers but had only a very limited impact on managers. Specification of 
managerial responsibilities requires changes in the decision-making mechanism which did not take 
place. 

 Job classification and description on the production workers-level brought about changes in 
compensation systems. Job evaluation and performance appraisal were combined with the classical 
seniority system of compensation. These hybrid compensation systems can still be found in large 
industrial companies till today. Changes in compensation systems were positively perceived 
especially among young workers who, performing the same job, under the classical seniority 
system of compensation were dissatisfied with significantly lower wages compared to their older 
co-workers. 

 From the compensable factors point of view, there were two distinct characteristics of the 
traditional compensation system in Japanese large industrial companies. In West, the compensable 
factor is a fundamental, compensable element of a job, such as skills, effort, accountability, 
education, job complexity, and/or working conditions. Under the traditional Japanese seniority 
system, the reward which can be both financial compensation and/or an individual’s career 

promotion was based on broader social considerations such as the employee’s age, and personal 
qualifications. Employee’s competence or the complexity of work performed was usually not 

considered a compensation factor. This was the first distinct feature. Besides, the reward composed 
of a financial compensation and career promotion, traditional compensation systems in Japan 
included extensive fringe benefits for employees and their families such as housing, medical care, 
company stores, recreational facilities, educational programs and company-sponsored saving 
programs at an interest rate considerably higher than the commercial interest rate. These benefits 
were and, at least to some extent, still are a very important element in the compensation system as 
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a whole. In the 1960’s and 1970’s, progressive Japanese companies gradually moved toward a 

system that emphasizes compensation factors such as the employee’s performance, abilities and 

other commonly used in the Western countries. 
 In the effort to change the traditional compensation factors, Japanese large industrial companies 

introduced a formal appraisal program that helps evaluate the ability, competence, and 
performance of each employee. For example, a typical appraisal program requires appraisal of all 
employees below the rank of a director. The evaluation period is usually six months. In such 
evaluation periods, supervisors evaluate their subordinates taking into consideration employees’ 

ability, personal qualifications, competence level, performance on the current assignment, and the 
future potential of employees. 

 As the new compensation factors were introduced, they affected the compensation system in such 
a way that the seniority, i.e. years spent with the company has become less important from the 
compensation point of view. But not from the career promotion point of view. For example, the 
advancement to top management positions was still based on the traditional criteria which did not 
include abilities and competence. Because of that, changes in the compensation system caused 
difficulties and tensions among middle-level managers. It is so because of Japanese traditional 
heavy emphasis that is put on a person’s emotional commitment to the group as a measure of his or 

her value to it. An individual, who works for the group, despite of his or her limited competence or 
ability, is more accepted by the group than an individual who is competent but less emotionally 
committed.  

 As to changes in management development during the postwar period, formal education programs 
in the companies should be mentioned. Some Japanese managers believe that the introduction of 
formal education programs was the most important postwar innovation of personnel practices in 
large Japanese companies. Three main categories of employees were included into formal 
education programs. Accordingly, there were three categories of formal education programs. One 
category included the company’s non-managerial employees, the other was designed for managers 
as management development programs, and finally, there were the management training programs 
for top managers. 
Formal education programs were borrowed from the USA and introduced to Japanese large 
companies by the Occupation authorities. The programs for non-managerial employees were job-
related and usually dealt with the statistical quality control techniques which were popularized in 
Japan by American experts e.g. Deming or Juran. A typical way to put the formal education 
programs for non-managerial employees into practice were Quality control circles which were 
borrowed from the USA as well. 
Formal management development programs for the first-line and the middle-level managers 
included Training Within Industry (TWI) and the Middle Management Training Program (MTP). 
Both programs were widely adopted by Japanese large as well as medium-size and small industrial 
companies. 
The Occupation authorities also developed management training program for top managers which 
was first introduced in Japanese large industrial organizations operating in the field of 
communication. Later, this program was also adopted by large companies from other industries. 
In general, formal education programs introduced in large Japanese industrial companies during 
the postwar era were borrowed from the USA and were very well perceived and accepted in Japan. 
As it is believed, there are two main reasons of the acceptance. First, formal education programs 
were offered as in-house programs, i.e. on-the-job development. This approach was traditionally 
very close to Japanese culture. Second, it was the absence of such programs in the curriculum of 
Japanese universities at that time. 

 Later, formal education programs gave birth to career programs that deal with management 
development in large Japanese industrial organizations. Both management generalist and 
management specialist career programs were considered a significant change in the postwar human 
resource management practice in Japan as they reflected systematic approach to long-range career 
planning for each manager in the company. Career programs as long-range planning activities 
were considered almost perfectly compatible with the lifetime employment practice. At the same 
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time, they were considered very efficient since whatever investment was made in personnel 
development, due to lifetime practice, the effect will always remain within the company. 

In order to offer a more comprehensive picture of changes during the postwar era, in the following text we 
will briefly describe some changes in the Ringi system of decision-making even if it is not considered manager’s 

typical human resource management activity. A brief description of changes in the field of decision-making is 
necessary also because the quantitative techniques of decision-making were also introduced in Japan during the 
postwar era. 
We are already familiar with the Ringi system of decision-making and its both strong and weak points. 
Accordingly, it is also clear that the traditional Ringi system is inconsistent with the modern concept of 
management. The reasons have already been listed – the lack of control mechanisms because once the final 
approval is given, it is impossible for the president or other members of top management to monitor how the 
decision will be implemented into practice. Time consumption, shared responsibility for decisions and other 
disadvantages are very well known as well.  

But we should remember also the advantages of Ringi system. It is also clear that it has its rationale 
reflecting the traditional Japanese managerial culture. Besides the already mentioned disadvantages, the Ringi 
system creates the framework, and at the same time requires both coordination and communication. Because of 
the traditional Ringi system’s inconsistency with modern concepts of management in one hand, and its rationale 

and compatibility with the traditional Japanese managerial culture in the other hand, the system underwent 
several changes during the postwar era. 

The rapid growth of large Japanese industrial companies during the postwar era and the changing 
business environment required advanced long-term planning, top management leadership, policy guidelines, and 
effective management control - almost all requirements which the traditional Ringi system missed. In order to 
meet these requirements, management of Japanese large industrial companies introduced some improvements in 
the Ringi system. For example, the most common improvements of the system included the following changes: 

 Simplification of the Ringi procedure. The ringisho, the document’s prescribed form to fill in the 

proposal, was standardized and simplified, routes of document circulation were specified, and at 
the same time the number of individuals examining the proposal was reduced. Individuals who 
were included to the procedure to examine the proposal were offered a room to express their 
opinions about the submitted proposal. Changes in the procedure included also the possibility to 
submit the proposal directly to top management if it was considered urgent. The Ringisho form 
and procedure simplification was an improvement aimed to increase the efficiency of the existing 
Ringi procedure. It was neither the procedure replacement nor a switch to another decision-making 
technique. 

 What was very interesting was the attempt of some companies to put in place a formal system of 
delegation of authority and responsibility. It was interesting because authority and responsibility 
were delegated for each level of management, not for particular managers. This was done 
intentionally in order to keep the authority and responsibility delegation within the Ringi system 
framework. The step was considered to be authority decentralization as each level of management 
has got its spending limits approved in the budget. The meaning of change is that the amount of 
money up to a specified limit could be spent without an additional approval by the president. 
Similar to the previous case, this change again was an attempt to improve the existing Ringi 
system rather than its replacement. 

 Another example of change and improvement of the Ringi procedure is submitting the proposal at 
executive committee meetings. In this case executives do not act individually but rather discuss 
and evaluate the proposal directly during the meeting. This approach can save time but probably 
not considerably. Once again, it is an improvement within the Ringi system framework. 

 Ringi system of decision-making is a typical behavioral approach to decision-making. Behavioral 
techniques of decision-making, such as brainstorming, nominal groups, Delphi technique, and 
some other have been known in the West since the 1950’s. The Western approach to decision-
making, however, includes also quantitative techniques such as linear programming, PERT 
(Program or Project Evaluation and Review Technique), CPM (Critical Path Method), break-even 
point analysis, and some other. These have been known in the West since 1950’s, some of them 
even longer, and they were the result of management science research, applied to business 
decision-making in such areas as logistics, production planning, and similar. Such techniques 
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could be applied to decision-making also manually but it would take a long time. They are thus 
applied very effectively using computers accordingly. 
In the end of the 1960’s, the USA was the world’s leading power not only in the field of politics 

and economy, but also in the number of operating computers. In order to follow the “computer 

age” trends, large Japanese industrial companies established data processing centers and installed 

computers there. In the end of 1960’s the Japan Productivity Center
vi sent a team of Japanese 

businessmen to the United States. The team consisted of presidents, chairmen of boards and 
executives from Japanese leading industrial companies. The purpose of their visit was to study the 
way computers were used in American industries. After that, they introduced the idea of 
computerization of Japanese industries. Hand in hand with computerization, the quantitative 
decision-making techniques have increasingly been employed in large Japanese industrial 
companies. Quantitative techniques significantly affected traditional decision-making process 
especially in the area of routine decisions. 

 In the 1960’s, the long-term planning concept was introduced in Japan. The first time it appeared 
was in budgets. Long-term planning required top managers to anticipate and forecast future 
development in a systematic way. This requirement, of course, was incompatible with the 
traditional way of decision-making under the Ringi system. The top management’s role under the 

Ringi system was to approve or reject the proposal initiated by middle-level managers. Because of 
the place of origin, such proposals dealt with operative, short-term issues. Introduction of the long-
term planning concept forced top managers to set company long-term goals and policies to reach 
these goals. This way, long-term planning has changed the traditional role of top management in 
large Japanese companies. At the same time it has changed or improved some weak points of the 
Ringi system, such as the lack of planning. 

 Finally, Japanese trade unions that are considered one of the distinctive features of Japanese 
approach to management underwent some considerable changes during the postwar era as well. 
After the end of World War II they were reorganized according to the principles of democracy 
stipulated by the new constitution law. There were two major labor organizations in the beginning 
of the postwar era in Japan. These organizations were divided by mutual distrust and political 
confrontation. Hostility between both organizations remained from the prewar era. In the 1960’s 

there were some attempts to unify Japanese trade unions but they all failed, as the ideological 
differences between trade union organizations were found too big to bridge the gap. The 1973 oil 
shock served as a catalyst and Japanese trade unions came up with another attempt to promote 
mutual trust. In the 1980’s there were four main labor federations in Japan, the General Council of 

Trade Unions of Japan (Sohyo), the Japan Confederation of Labor (Domei), the Federation of 
Independent Labour Unions (Churitsu Roren), and the National Federation of Industrial 
Organizations (Shinsanbetsu). 

As for the changes of human resource management systems and practices in large Japanese industrial 
companies during the entire postwar era - till the end of 1980’s, it is clear that most of the traditional human 
resource management practices have persisted even though slightly changed. There were some changes that 
could be considered profound, such as an employment of job specifications and job descriptions in human 
resource management practice. Also a few changes occurred that were imitations of American practices. Some 
of these imitations were successful and some of them failed.  

Looking for changes in the Japanese postwar human resource management practice and taking into 
account its possible convergence with the Western practices we come to the point that is common for both 
approaches. Changes in human resource management practices in large Japanese industrial companies during 
the postwar era were changes in their management systems but, of course, were also closely related to the 
human resource departments’ activities. Human resource management departments in large Japanese industrial 

companies during the postwar era gradually asserted even more authority over human resource management 
than their counterparts in the West. Major decisions about human resource management activities or functions, 
such as recruitment of candidates, employee selection, compensation, employee development and promotion, 
have usually been made by the human resource management units or their heads. Line managers were almost 
excluded from this process. Similar to the West, this was proven as a serious obstacle. Because they were 
excluded from the process, line managers have considered management development to be a function of the 
human resource management unit and not their own responsibility. As for today, we already know that human 
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resource management activities and functions must not be exclusively an issue of human resource management 
department. The reason is quite simple. First of all, management is management of people. Performing their job, 
managers deal with people. Second, all managers in the company, including line managers, necessarily perform 
also the human resource management activities as they are involved in their subordinate’s performance 

appraisal, compensation and similar. 
 

Changes During and After the Lost Ten Years Era 
 
The lost ten years era is a name frequently used for describing the Japanese economy development in 1990’s. 

The adjective “lost” is aimed to express the stagnation of Japanese economy during that period. The financial 
sector’s loan policy is considered the main reason which caused the economy stagnation. Along with the loan 

crisis, there were some other factors such as stagnating domestic demand in Japan that destabilized the business 
environment at that time. There could be a number of reasons for the domestic demand stagnation but in 
Japanese case the declining birthrate is considered the most important cause. 

A declining birthrate as a trend of demographic development is closely associated with human resource 
management and employment practices, as its consequence is a decreasing size of the work force. The size of 
the work force in Japan that in general means the country’s working-age population began to fall in 1996 and 
slightly continues till today. Human resource management systems in large Japanese industrial companies have 
to reflect the demographic development trends in their employment practice and the human resource 
management policy. 
The beginning of the lost ten years era in Japan more or less coincides with the beginning of what is now known 
as the globalization process. Because of Japanese economy found itself in troubles at that time, some experts 
believe that large Japanese industrial companies “overslept” the ingoing globalization. At the same time, it is 

believed that Japanese approach to management after that has lost its prestige - at least to some extent. Because 
of that, discussions about necessary changes and a more flexible model started. But Japanese economy has 
sustained its growth since the beginning of 2002. Sustainable growth is the result of both changes that occurred 
during the lost ten years era and the ongoing changes. 

In the following text we will briefly describe the most typical changes in Japanese approach to 
management, human resource management and employment practices that occurred during that period. Because 
of changes in the Japanese business environment, innovations in the field of human resource management and 
employment practices will be described in context of the globalization process. 

Japanese traditional model of management as an integral part of Japanese version of capitalism ran into 
trouble in the beginning of the lost ten years era – that is in the beginning of the 1990’s. Large Japanese 

industrial companies realized that traditional approach to management no longer fits the changing environment 
requirements. After that, Japanese government introduced political and corporate reforms that led to the 
economy revival. As an integral part of these reforms, the Japanese commercial code was amended in 2002. 
According to the amendment, Japanese companies were given a choice between the traditional Japanese model 
and an alternative model of corporate governance. 

The traditional Japanese model deals with auditors that are fixed and required by statute. Alternative 
model requires separate audit, remuneration and nomination committees with majority of outside directors. The 
alternative model is in reality a Japanese version of the American approach. Because of this, it is clear that 
reforms were aimed to give large Japanese industrial companies a chance to adopt the American approach to 
corporate governancevii. Many of large Japanese industrial companies have taken the advantage and try to adopt 
the Anglo-Saxon model as the American approach is often referred to.  

This change in the Japanese business environment is considered very significant even if it is clear that 
the Japanese model could not be simply replaced by the American one because of the generally known main 
reason – the different environment in Japan. Besides this, there are business leaders in Japan who traditionally 
oppose such changes, especially after the revival and the sustainable growth of the economy since 2002. To 
avoid difficulties, large Japanese industrial companies try to adopt an American model but in a Japanese way. 
They try to find a compromise between traditional industrial paternalism in the company as a social institution 
and profit making company that serves to satisfy and meet the expectations and interests of shareholders. This 
compromise results in a combined model that includes elements of both the traditional Japanese and the 
American approach.  
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The combined model in practice means that large Japanese industrial companies try to change their 
traditional model but not replace it by the American one. Doing so, company management should decide what 
traditional attributes should be kept in order to fit the Japanese environment, and at the same time it should find 
the way to make the combined model more compatible with the American approach. Of course, it is a 
challenging task as the limits to how far they can move are unknown. Consequently, large Japanese industrial 
companies that are considered progressive as they try to change their traditional approach to management and 
bring it closer to the American approach have retained many traditional attributes but at the same time they have 
introduced several changes that are clearly reflected in their human resource management policies and 
employment practices. To some extent, these changes affected almost all “traditional pillars” of Japanese 

management such as lifetime employment practice, seniority system of compensation and career management, 
the trade union’s role in the company management, as well as the Ringi system of decision-making. The most 
significant changes in the field of human resource management and employment practices that are considered 
the result of the Japanese – Anglo – Saxon combined model could be specified as the following: 

 First of all, the labor market in Japan has become more flexible. In reality, it is a result of changes 
in the lifetime employment practice. In the beginning of the lost ten years era large Japanese 
industrial organizations with their long history of lifetime employment practice, that is having 
permanent or regular and mid-career or non-regular employees have solved their economic 
difficulties by combining of two main measures. One measure was to cut wages and salaries of 
regular employees, the other was the “break” in hiring of new permanent employees. Instead, in 

order to keep the necessary number of employees, they started to hire more non-regular 
employees. It was the way to cut costs, since we already know that non-regular employees 
according to the seniority system of compensation are employees hired on lower pay than the 
regular employees. The labor market became more flexible as the total number of non-regular 
employees has increased. The increased number of non-regular employees means higher mobility 
of the work force. 

 There are two main consequences of these measures that could be observed today. First, the 
“break” in hiring of new permanent employees in the 1990’s gave birth to young generation of 
non-regular employees who in reality have got no chance to get lifetime employment even they 
would be willing to get it. According to Japanese newspaper Asahi Shinbun, this generation of 
young people is a “lost generation” because during the lost ten years era they have lost the chance 
to get lifetime employment and become regular employees in large Japanese industrial companies. 
As we remember, the lifetime employment practice is offered exclusively to fresh graduates. 
Second, there is another category of the work force in Japan today that is known under the name 
freeter. The origin of this word is unknown but it sounds as a mixture of Japanese and English 
pronunciation. It is probably a kind of a Jinglish word as some Americans call English language 
that is spoken in Japan. The word freeter refers to a person who has no specific occupation, and 
when occasionally employed on a part-time basis they seldom work for the same employer. 
Freeters belong to the “lost generation” as most of them are young people but their life style is not 
about lifetime employment, company or loyalty but about their private life preferences. 

 Freeters are in contrast with the dankai generation, i.e. the postwar baby-boom generation. In 
Japanese language, the word dankai literally means “a big agglomerate of different things”. It 

refers to the postwar generation of people who personally experienced the very difficult postwar 
period in Japan, people who worked hard and loyal employees, people who have built the second 
biggest economy in the world but also people who remember Hippies and the Beatles. It is a 
generation of people that are just now in their retirement age, and as they believe, they have no 
followers in the young generation, as it is a “lost generation”.  Besides this, some young people in 
Japan do not wish to stay in one company for their entire life. They prefer to get experiences from 
more companies including the foreign ones. 

 Seika-Shugi human resource management system in large Japanese industrial companies is a new 
system that is aimed to improve the traditional seniority system of compensation and career 
management. This system was introduced in some companies during last ten or fifteen years and it 
is more performance-oriented than the traditional seniority system. The word “more” should be 

stressed because it is not the same system of compensation that is known, for example, in 
American companies. Seika-Shugi system is a step toward Western compensation systems. Under 
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this system, performance assessment and rewards are based on business results and individual 
performance but not on seniority. However, Japanese human resource managers usually do not 
believe that performance-based pay is the most important change that their traditional 
compensation system requires. They feel that such a dramatic change in the compensation system 
would harm the harmony in the company. Because of this, they try to keep the performance-based 
elements in the compensation system’s structure rather small if compared to the Western systems. 

Instead, they focus on talent management even if it is clear that talent management and 
performance-based compensation is not one and the same. They believe that it is more important to 
make sure that each talent in the company is assigned to the most appropriate position according to 
his or her personal skills. But as we are familiar with the traditional seniority system, it seems this 
is not a brand new approach in Japanese human resource management practice. We remember that 
one of the primary rotation’s main objectives under Japanese traditional system was to find the 
most suitable initial job for each new recruit. 

 Japanese large industrial companies started to hire executives from the external resources – outside 
directors. There are three issues that should be mentioned in this context. First, some Japanese 
large industrial companies have moved toward American model but it should be stressed that it is 
not an aggressive hiring of executives from the external resources. It is now estimated that about 
30 % of Japanese large industrial companies have outside directors. Second, the meaning of the 
term “outside director” in Japan slightly differs from that in the West. Japanese outside directors 

come most of all from associated companies inside the keiretsu or similar groups of companies. 
They are not real outside directors in the Western’s sense of the word. Third, large Japanese 

industrial companies that have moved toward American model still retain many of the traditional 
Japanese management approach characteristics. Put it altogether, there are large industrial 
companies that have slightly shifted toward American model but still retain many traditional 
Japanese characteristics, but at the same time there are over 50% of such companies that have no 
single outside director. A good example for this group of large companies would be the company 
Toyota Motors. 

In order to get the brief characteristic of changes in Japanese business environment during the lost ten 
years era completed, Japanese trade unions should be mentioned too. Beside the lifetime employment system, 
seniority system, Ringi system of decision-making, the fourth typical feature of Japanese traditional 
management – the structure of Japanese trade unions has been changed during the last ten to fifteen years as 
well. Until the 1980’s, there were four main labor federations in Japan that represented Japanese trade unions. 

By the end of the 1980’s they merged and the National Federation of Private Sector Unions known as RENGO 

was established in 1989. With the RENGO formation the unification of labor unions in Japan has been achieved. 
It was the long-years dream of Japanese labor union movement, as it is considered the way to strengthen their 
position. 

As for today, Japanese trade union organizations have a three-level hierarchical structure. On the 
bottom there are enterprise-based unions that monitor corporate activities, provide services to their members, 
and negotiate such issues as an improvement of working conditions. In the middle of a hierarchy there are 
industrial federations. These are composed of enterprise-based unions within the same industry. They deal with 
the trade union issues related to the entire industry. On top, there is the RENGO national center representing the 
largest trade union confederation in Japan. Because the national center is made up of industrial federations, it 
combines the power of individual trade unions. 

RENGO is a powerful trade union confederation that can influence also issues related to human 
resource management and employment practices in Japanese industrial companies. For example, regarding 
changes in the lifetime employment practice, RENGO suggests that in order to promote development of capable 
staff and stable employment, corporate management should not sacrifice lifetime employment to a flexible labor 
market. RENGO is also critical to changes in compensation systems and proposes that compensation systems 
should incorporate both a fair price for labor and the assurance of a stable cost of living. RENGO goes even 
further by proposing specific wage policy initiatives. RENGO proposals in the field of employee compensation 
and human resource management in general are heading more or less to traditional Japanese management 
systems rather than to the Anglo – Saxon model. 

Finally, regarding changes in traditional Japanese approach to management, human resource 
management and employment practices we come to conclusion that large Japanese industrial companies have 
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recognized the importance of changes in the business environment and try to adjust their systems of 
management to the new requirements. But we should remember that such changes are challenging for a number 
of reasons.  

First of all, we should be aware of the fact that not only in Japan but almost everywhere it is very 
unlikely that a national character and culture will change dramatically within a decade. Both of them are the 
result of historical developments that take hundreds and thousands of years. Of course, changes in the 
management systems cannot take so long time but they should reflect the changes in environments, both internal 
and external or global. Frequent changes are typical for globalization era but these changes are usually not so 
profound that they could dramatically change the national character and culture, and change it in a short period 
of time in the country of such unique history as Japan undoubtedly is. 

In addition, the Western scholars and managers usually suggest and expect such changes in Japanese 
traditional system of management that would bring it closer to the Western practices. This seems to be quite 
unrealistic because such expectations in reality mean the replacement of the system. There are no good reasons 
to believe that Japanese business leaders are interested in such changes. 

Second, changes in traditional Japanese management system follow the requirements or changes in 
national and global environments. However, the Western companies are in very similar situation. They have to 
adjust their management systems to become or stay competitive in global business environment. Because 
Japanese and Western traditional management systems differ from each other, it would be naïve to expect that 

both need the same changes to get competitive in global markets. It seems to be also naïve to expect that a few 
Western executives that were hired by some large Japanese industrial companies can dramatically change 
Japanese traditional management system. It would be more realistic to expect that the “change agents” will be 

Japanese business leaders. Our role in the West will probably remain the same – we should be careful students 
who understand what the Japanese approach to management is about and what are the changes that occur in this 
system. 
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End Notes 

                                                           
i It sounds ironic but it is true. Both Christianity and firearms were introduced to Japan at the same time. 
ii Mentioned typical specific features of Japanese approach to management, that is lifetime employment, 
seniority system, ringi system of decision-making, and Japanese trade unions were usually considered the strong 
points. 
 
 
iii Staffing the board of directors in large Japanese industrial organizations with full-time executives was 
a postwar practice. Boards of directors in former Zaibatsu of the prewar era included a substantial number of 
outside directors who were representatives of large stockholders or Zaibatsu families. These directors did not 
perform operational activities and had no day-to-day managerial responsibilities. As for today, there are similar 
attempts to get the board of directors staffed also with the “outsiders”. This is considered a profound change in 

Japanese management inspired by Western management practices. As we can see, it is not a new idea since it 
was a common practice in the prewar Zaibatsu already. 
 
iv In general, the decade of 1960’s was exceptional from a global point of view. This decade influenced the 

mankind history in both positive and negative aspects. To mention just a few of them, it was a decade about the 
Beatles, the Hippies movement, but also about assassination of John Fitzgerald Kennedy, the USA president, in 
1963, the Cuba crisis that brought the world on the edge of nuclear war, the war in Vietnam, riots that occurred 
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in one of the most prestigious higher education institution, the Sorbonne University, 1964 Civil Rights Act, 
assassination of Martin Luther King, Jr. in 1968, crash of the Prague Spring, the renaissance of democracy 
attempt of Czechoslovakia crashed by the Warsaw Pact occupation forces led by USSR. 
 
v Former Matsushita Electric (now Panasonic) was an exception as its divisional organizational structure was 
introduced almost two decades earlier. 
 
vi Japan Productivity Center (JPC) is a non-for-profit and non-government institution established in 1955 to 
promote the productivity increase in Japan. For years it was the only institution that offered the management 
development courses for managers in Japan. By its activities, this institution was a big contributor to both the 
theory and management practice development in Japan. 
 
vii As we are familiar with Japanese traditional approach to management as well as with its history, we already 
know that this is not the first attempt to borrow the Western but most of all the American approach. Similar 
attempts were known in the early Meiji period and after the end of the World War I and II. We also remember 
that all such attempts in the past more or less failed. 
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Abstract 
 
There are about 210 autonomous countries on earth. Each of them has different judical and political fundaments. We 
differentiate e.g. constitutional monarchies, dictatorships, oligarchies, authoritarian governments, democracies of 
western style or governments with strong control by the army. There are many other types of government depending 
on the state of development of a country, the educational background of the population and other criteria. 

Does the management style of the government reflect the management style of companies in that country or 
may it be the other way round? The preparation of contractural or production-related negotiations needs profound 
knowledge of the Management-culture of the other side. Deductions from the government-type for that could be of 
great help for the conduct of nego-tiations. Part of this knowledge may be deductions of the government type in that 
country. 

Another question is, which government and which economy will perform best in the actual finance and 
economic crisis and will this have consequences for the management of companies and the economic policy. 
So three questions are evident: 

1. Is it possible to deduce the management-culture of a company from the nature of government in that 
country to improve in the cross-cultural–management? 

2. Can the type of government of a country and his success be a blueprint for the Management-type of a 
company? 

3. Will the economic policy of that country, which is best and fastest to fix the actual crisis, have influence on 
the economic policy of other governments and the management of their companies?  
 
Background 
 
First we may ask, if the management of the government works in the same way as the management of 
companies in that country do. Not only global players often find themselves like big companies find themselves 
often in the situation, that different management-cultures clash. 50 % of company-mergers fail due to this 
problem. In Asian firms decisions must often be confirmed by higher management levels before they get 
validation. In Scandinavia and the United Kingdom as well as in the USA decisions can also be made by lower 
management levels, meaning, that the decision-making process is delegated.  

The conclusion seems likely, that the form of the government and the type of the company-
management may be similar. On the other hand we find companies in the Western hemisphere, at least in 
Germany with a very strong management-culture and with a strong focus on the CEO and his guidelines. 

The second part of the topic asks whether the success of a certain management-style of a country can 
be an indicator for the best management-type of a company, located anywhere in the world. Some countries with 
strong regulations have great success in the economic area. When we look at Singapore, China of Russia, to 
name those countries with the highest potential, we see quick growth and high currency reserves as an indication 
of prosperity. On the other hand in countries with a high freedom index like the most Western societies it is 
highly problematic to enforce large investments like highways, power plants, airport-runways or  technologies 
like genetic engineering, nuclear energy or biotechnology. Reasons for these problems are particular interests of 
residents, environmental groups, local administrations or oppositional political parties with their own interests. 

Third question asks for the best working solutions and best management of the actual economic crisis. 
In the global world that government with the most effective instruments and 
fastest working measures may become the blueprint for other countries. It might be that many societies in the 
future change their economies and managements to similar structures. 
 
Questions 
1. Is the type of government and its culture a hint on the structure and management-culture of a company in this 
country? Can we deduct the behavioural pattern of a negotiating partner from the public or the government 
behaviour in that country?  
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2. Can the structure and the management of a successful government be a prototype or model for a company 
somewhere in the world?  
3. Will the best performing government and their management structure become a model for other countries and 
their companies in the world? 
 
Conclusions 

 
1. Resp. analogy between management of government and a company in a certain country: It seems to be 

obvious, that in a country with a strong  and  centralistic government a tough and authority-oriented 
management prevails in the companies. 

On the other side some countries in the Far East show the very opposite: Reciprocally proportional 
congruence. That means, the more authoritarian a government, the smaller is the decision-making 
competence. In the Western part of the world (with small differences between the countries) the picture is 
more homogeneous: Democracies offer a high level  of freedom to the companies with all accompanying 
risks, that become visible  in the current financial crisis, but also with all chances they can achieve with 
there own knowledge of the markets. 

As a conclusion the deduction of the management- structure and behaviour of a company from a 
government structure or the constitution of a country may work but it should be a part of broader discussion 
of intercultural management.  

2. Resp. blueprint for a successful management culture: The assumption, that the political and economic 
success of a country depends on the type and structure of the government is new and it is growing 
especially in the emerging markets. The breakdown of the financial markets has made this relation more 
clear. It presumes, that the reasons for that are in the broad freedom of markets in the Western part of the 
world, particularly in the Anglo-Saxon countries. The enormous rates of economic growth of countries like 
China, Hongkong, Russia, Singapore and Malaysia as well as UAR and other Arabic countries may lead to 
the conclusion, that democratic countries could be at a disadvantage in the economic area. It seems 
undoubted, that a strong government with great assertiveness can provide the infrastructure for the 
economic system faster and cheaper than a system with a democratic structure, which needs a long time to 
realise large investments in infrastructure projects. On the other hand, too little control and regulations in 
the markets are the reasons for the disaster on the financial market and, as a consequence also in the real 
economy. Furthermore the short-term orientation of the market actors without guidelines of the government 
for long-term goals and interests can wreak havoc. The acceptance, that the structure and the management-
culture of a country with great economic success could be a blueprint for companies and their management-
culture is growing and is worth being analysed and discussed. 

3. Resp. best performing government and management: Generally the question arises especially in the current 
context of the financial and economic crisis, which states the economic downturn are mastering best and 
come out of the crisis fastest. It will be observed, whether the so-called command-economies or the 
western-oriented liberal economic structures are capable to create a faster, better and more sustainable 
recovery. The economies with a mighty influence of politics and without great chances and  opportunities 
for citizens and for the management of the companies on the measures within the company to eliminate the 
problems can really respond faster, but whether they make the right decisions in the long run, remains open. 
On the success and the failure of a country in the current crisis will also depend the future economic policy. 
Even today it can be seen, that the market economic systems of the western hemisphere develop a strong 
tendency toward "more state influence"  by using sales control, nationalization, subsidies, influence on the 
production decisions and restrictions (e.g. in the automotive industry) and a non-overlooked development 
towards greater protectionism. The economic order, the targets and the management with the best results in 
the current crisis will surely be copied by other countries. This may become a different policy towards 
greater state influence in Germany and the EU. The impact of such development on the management of a 
company should not be underestimated. Even today, the state partly takes  the right to salary restrictions for 
the management, or gives activity instructions to enforce or ban certain activities (acquisitions of companies 
or lending money to medium sized enterprises, actions against hedge funds or others) recently state officials  
urged the companies not to pay dividends . This will produce in the short and long term period major 
impact on the freedoms of action of the management of the companies. 
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Abstract 
 

The aim of an organization is to ensure the transfer or receipt of knowledge from the outside environment in terms of 
best practices. To exchange and transfer knowledge effectively, the support of the management, namely top 
management at all levels, employee motivation, employee trust in generating and transferring knowledge are of 
utmost importance.  
In our research we were interested in the importance of the role of communication structure, interpersonal 
relationships, employee motivation, and stimulation as part of knowledge management in medium-sized and large 
Slovenian enterprises. We also wanted to find out if these elements lead or contribute to business excellence. 
Our proposed thesis was supported since significant differences in business excellence between enterprises, different 
in the above mentioned elements, were established by variance analysis.  We can conclude that an appropriate 
communication structure, interpersonal relationships, employee motivation, stimulation and values as part of 
knowledge management positively affect business excellence in enterprises. 
 
In the practical implementation of knowledge management in organizations, many hurdles emerge. They relate 
to organizational culture and its impact on knowledge transfer  among co-workers as well as on a commercially 
advantageous application of an enterprise. The potential hurdles which are most frequent and prevent knowledge 
transfer as well as its application include above all lack of time, lack of communication skills and motivation, 
knowledge hiding, an organizational culture which does not consider knowledge sharing and dissemination of 
knowledge to be important, etc. In other words, this could be the result of an unappropriate, obsolete 
organizational culture which gives the character to the mentality and activities of all employees. Therefore, in 
most cases innovating organizational culture is  indispensable. In this process managers, as well as owners, play 
the most important role (more in: Adizes, 1996; Brajša, 1994; Brekič, 1991; Crosby, 1990; Dubrovski, 1995; 
Evans and Russel, 1992; Gabrijelčič, 1995; Glasser, 1995; Marolt, 1994; McDonald and Payne, 1996; Musek, 
1991; Pučko, 1998; Pumpin and Prage, 1995; Silvestro and Fitzgerald, 1992; Trček, 1997 et al.). To save 
organizational culture, Mulej (2006) proposes directing attention to the ethics of interdependence as a reflection 
of an actual interdependence and as a basis which makes it possible for the culture of cooperation and mutual 
knowledge transfer to win recognition, with the aim of wider common knowledge which could enable 
employees to perform and innovate their work.  

In other words, in an organization communication is regarded as the key form or type of work in a team 
as it enables its functioning and growth. Incessant mutual imparting of information  and exchange of views are 
preconditions for cooperation and decision-making. Good quality communication is a two-way or even a multi-
way process, enabling the use of common experience of a team and reaching solutions that cannot be achieved 
by an individual alone. While communicating, the team recognizes, notices, analyses and solves problems, takes 
decisions and coordinates the work of an individual. Good quality communication is open and spontaneous. 
Interpersonal relations are a reflection of organizational climate (atmosphere), which is defined as a perception 
of all those aspects of the work environment (events, procedures, relations) which are psychologically sensible 
to all participants in an organization. Good interpersonal relations in an organization are reflected in employee 
satisfaction as a desirable or positive emotional state which is the result of an individual's work evaluation and 
his work experience. Motivation is an important element of the stuffing function, which is aimed at satisfying 
employees and is achieved by a continuous monitoring of employee satisfaction in an organization. However, it 
is on managers to decide which elements to include in the goals of a business process in order to motivate 
employees to achieve organizational goals, as well as higher quality of operations and work. Employees should 
expess their opinions, requirements and expectations, they should feel satisfied doing their work and should 
work with pleasure, reconciling organizational goals and their individual needs, which results in motivation 
oriented towards the desired direction and success.  

1599



In this research, we aimed to establish if communication structure, interpersonal relations, employee 
motivation and stimulation (organizational culture) as part of knowledge management, play an important part 
and lead to business excellence in medium-sized and large enterprises in Slovenia. 
 
Methodology 

Description of the sample 

The number of Slovenian enterprises that obtained a certificate of quality had exceeded 1,800. In this research 
we focused on medium-sized and large Slovenian enterprises. The sample includes 825 managers in medium-
sized and large Slovenian enterprises. We conducted a survey in which the participants graded various 
indicators (like employee motivation indicators, employee work satisfaction indicators, etc.).  
In our research we applied adequate research instruments described in the text below.   

Research instruments 

For the purpose of our research we administered a questionnaire consisting of two parts. The first part is a 
general one including information on the type of enterprise, its size, the workplace of the respondent, their sex, 
age, education and foreign language skills. The second part of the questionnaire is content-based: it includes the 
statements which the respondents assess or grade on a 5-point scale and it refers to the following topics: 
communication structures of interpersonal relations among employees, employee motivation and stimulation,  
the most important goals in acquiring knowledge and organizational factors of development – incentives for 
managers and senior executives in the business process. 

Research process 

The gathering of data was carried out in 2006 and 2007 in various enterprises in Slovenia. The respondents were 
willing to co-operate anonymously. After the consent and arrangements with the senior executives in the studied 
enterprises, we started to administer the questionnaires. The respondents filled in the questionnaires in 
classrooms. The time was not limited.  

Methods of data processing 

All the hypothesis were tested at a significance level less than 5% (P=0.05). To anlyse our data we used an 
analytical software programme SPSS 15.0 (Statistical Package for the Social Sciences) and  Microsoft Excel 
Software Programme. The results are presented in a descriptive way and as tables and graphs. 

In data analysis we applied the following reseach methods: 

 calculating basic statistical parametres (DESCRIPTIVES), 

 one-way variance analysis (ANOVA). 
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Results and discussion 

TABLE 1: DESCRIPTIVE STATISTICS IN ANALYSING THE COMMUNICATION STRUCTURE OF 
INTERPERSONAL RELATIONS, EMPLOYEE MOTIVATION AND STIMULATION IN MIDDLE-SIZED 

ENTERPRISES 

Variable  N Min Max Mean SE SD 

Mo-1 460 4.5391 0.67365 0.03141 1.00 5.00 

Mo-2 458 3.7555 0.95936 0.04483 1.00 5.00 

Mo-3 459 4.3595 0.72342 0.03377 1.00 5.00 

Mo-4 458 4.5131 0.67208 0.03140 2.00 5.00 

Mo-5 457 4.5974 0.59589 0.02787 2.00 5.00 

Mo-6 458 4.6157 0.64201 0.03000 2.00 5.00 

Mo-7 460 4.3587 0.85789 0.04000 1.00 5.00 

Mo-8 460 4.2739 0.71322 0.03325 1.00 5.00 

Mo-9 459 4.5577 0.62555 0.02920 2.00 5.00 

Mo-10 458 4.6201 0.62040 0.02899 2.00 5.00 

Mo-11 460 4.6239 0.57912 0.02700 2.00 5.00 

Mo-12 460 4.3370 0.84633 0.03946 1.00 5.00 

Mo-13 460 4.4283 0.68382 0.03188 2.00 5.00 
 

In Table 1 we can see the descriptive statistic measures of the results for the middle-sized enterprises 
obtained in analysing the communication structure of interpersonal relations, employee motivation and 
stimulation.  
 

TABLE 2: DESCRIPTIVE STATISTICS IN ANALYSING THE COMMUNICATION STRUCTURE OF 
INTERPERSONAL RELATIONS, EMPLOYEE MOTIVATION AND STIMULATION IN LARGE ENTERPRISES 

Variable N Min Max Mean SE SD 

Mo-1 362 4.4448 0.79715 0.04190 1.00 5.00 

Mo-2 358 3.7235 0.97248 0.05140 1.00 5.00 

Mo-3 360 4.2611 0.79598 0.04195 1.00 5.00 

Mo-4 357 4.5406 0.65912 0.03488 2.00 5.00 

Mo-5 362 4.5773 0.67058 0.03524 2.00 5.00 

Mo-6 361 4.6122 0.68253 0.03592 2.00 5.00 

Mo-7 362 4.3287 0.85820 0.04511 1.00 5.00 

Mo-8 362 4.2928 0.73489 0.03862 1.00 5.00 

Mo-9 360 4.5528 0.66967 0.03529 2.00 5.00 

Mo-10 361 4.5928 0.68138 0.03586 2.00 5.00 

Mo-11 362 4.5497 0.66907 0.03517 2.00 5.00 

Mo-12 362 4.2707 0.92588 0.04866 1.00 5.00 

Mo-13 362 4.4337 0.68403 0.03595 2.00 5.00 
 

In Table 2 we can see the descriptive statistic measures of the results for the large enterprises obtained 
in analysing the communication structure of interpersonal relations, employee motivation and stimulation.  
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Table 3: VARIANCE ANALYSIS FOR MIDDLE-SIZED ENTERPRISES OBTAINED IN ANALYSING THE RESULTS 
FOR  COMMUNICATION STRUCTURE OF INTERPERSONAL RELATIONS, EMPLOYEE MOTIVATION AND 

STIMULATION  

  
Sum of 
Squares 

df 
Mean 

Square 
F Sig. 

Mo-1 Between 
Groups 

10.712 1 10.712 24.829 0.000*** 

  Within Groups 197.584 458 0.431     

  Total 208.296 459       

Mo-2 Between 
Groups 

2.801 1 2.801 3.057 0.081 

  Within Groups 417.810 456 0.916     

  Total 420.611 457       

Mo-3 Between 
Groups 

16.314 1 16.314 33.378 0.000*** 

  Within Groups 223.372 457 0.489     

  Total 239.686 458       

Mo-4 Between 
Groups 

10.203 1 10.203 23.712 0.000*** 

  Within Groups 196.218 456 0.430     

  Total 206.421 457       

Mo-5 Between 
Groups 

6.335 1 6.335 18.528 0.000*** 

  Within Groups 155.581 455 0.342     

  Total 161.917 456       

Mo-6 Between 
Groups 

6.186 1 6.186 15.483 0.000*** 

  Within Groups 182.181 456 0.400     

  Total 188.367 457       

Mo-7 Between 
Groups 

0.026 1 0.026 .035 0.852 

  Within Groups 337.790 458 0.738     

  Total 337.815 459       

Mo-8 Between 
Groups 

17.696 1 17.696 37.558 0.000*** 

  Within Groups 215.791 458 0.471     

  Total 233.487 459       

Mo-9 Between 
Groups 

6.280 1 6.280 16.596 0.000*** 

  Within Groups 172.940 457 0.378     

  Total 179.220 458       

Mo-10 Between 
Groups 

11.401 1 11.401 31.606 0.000*** 

  Within Groups 164.494 456 0.361     

  Total 175.895 457       
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Sum of 
Squares 

df 
Mean 

Square 
F Sig. 

Mo-11 Between 
Groups 

11.049 1 11.049 35.416 0.000*** 

  Within Groups 142.888 458 0.312     

  Total 153.937 459       

Mo-12 Between 
Groups 

22.574 1 22.574 33.765 0.000*** 

  Within Groups 306.198 458 0.669     

  Total 328.772 459       

Mo-13 Between 
Groups 

24.281 1 24.281 58.421 0.000*** 

  Within Groups 190.352 458 0.416     

  Total 214.633 459       
 

By applying the variance analysis for the middle-sized enterprises in analysing the communication 
structure of interpersonal relations, employee motivation and stimulation, we perceived significant differences 
with: Mo-1 – To improve enterprise operations and to upgrade the research process, the cooperation of all 
employees is required. Mo-3 – It is required to encourage all employees to balance or reconcile their needs and 
expectations. 

Mo-4 – It is required to identify and reconcile employee knowledge and abilities with organizational 
goals. Mo-5 – It is required to attend to professional development of all employees. Mo-6 – It is required to 
attend to a favourable employee policy (recognizing employee achievements). Mo-8 – It is required to attend to 
undisturbed communication  considering the requests and needs of all employees. Mo-9 – There should be 
undisturbed communication among all employees. Mo-10 – The enterprise should have a clear mission 
statement. Mo-11 – Employees should be encouraged to cooperate in accomplishing enterprise goals. Mo-12 – 
A good enterprise image could be created by  employee loyalty and commitment. Mo-13 – It is required to 
provide relevant information concerning the duties and obligations of each employee. 

Table 4: VARIANCE ANALYSIS FOR LARGE ENTERPRISES OBTAINED IN ANALYSING THE RESULTS FOR  
COMMUNICATION STRUCTURE OF INTERPERSONAL RELATIONS, EMPLOYEE MOTIVATION AND 

STIMULATION  

  
Sum of 
Squares 

df 
Mean 

Square 
F Sig. 

Mo-1 Between 
Groups 

5.058 1 5.058 8.116 0.005** 

  Within Groups 224.337 360 0.623     

  Total 229.395 361       

Mo-2 Between 
Groups 

17.716 1 17.716 19.715 0.000*** 

  Within Groups 319.907 356 0.899     

  Total 337.623 357       

Mo-3 Between 
Groups 

19.330 1 19.330 33.250 0.000*** 

  Within Groups 208.125 358 0.581     

  Total 227.456 359       

Mo-4 Between 
Groups 

6.377 1 6.377 15.267 0.000*** 
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Sum of 
Squares 

df 
Mean 

Square 
F Sig. 

  Within Groups 148.284 355 0.418     

  Total 154.661 356       

Mo-5 Between 
Groups 

5.548 1 5.548 12.739 0.000*** 

  Within Groups 156.786 360 0.436     

  Total 162.334 361       

Mo-6 Between 
Groups 

7.723 1 7.723 17.330 0.000*** 

  Within Groups 159.983 359 0.446     

  Total 167.706 360       

Mo-7 Between 
Groups 

3.683 1 3.683 5.056 0.025* 

  Within Groups 262.199 360 0.728     

  Total 265.881 361       

Mo-8 Between 
Groups 

20.431 1 20.431 42.143 0.000*** 

  Within Groups 174.530 360 0.485     

  Total 194.961 361       

Mo-9 Between 
Groups 

9.152 1 9.152 21.577 0.000*** 

  Within Groups 151.845 358 0.424     

  Total 160.997 359       

Mo-10 Between 
Groups 

9.936 1 9.936 22.690 0.000*** 

  Within Groups 157.205 359 0.438     

  Total 167.141 360       

Mo-11 Between 
Groups 

11.535 1 11.535 27.672 0.000*** 

  Within Groups 150.070 360 0.417     

  Total 161.605 361       

Mo-12 Between 
Groups 

19.118 1 19.118 23.703 0.000*** 

  Within Groups 290.352 360 0.807     

  Total 309.470 361       

Mo-13 Between 
Groups 

18.422 1 18.422 44.069 0.000*** 

  Within Groups 150.487 360 0.418     

  Total 168.909 361       
 

By applying the variance analysis method in analysing the communication structure of interpersonal 
relations, employee motivation and stimulation for the large enterprises, we perceived significant differences in 
all the items studied in this section: Mo-1 – To improve enterprise operations and to upgrade the research 
process, the cooperation of all employees is required, Mo-2 – Employee cooperation is made possible by the 
authority to work autonomously, Mo-3 – It is required to encourage all employees to balance or reconcile their 
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needs and expectations, Mo-4 – It is required to identify and reconcile employee knowledge and abilities with 
organizational goals, Mo-5 – It is required to attend to professional development of all employees, Mo-6 – It is 
required to attend to a favourable employee policy (recognizing employee achievements), Mo-7 – Good 
interpersonal relations are required in order to maintain employee satisfaction in terms of work process 
implementation, Mo-8 – It is required to attend to undisturbed communication considering the requests and 
needs of all employees, Mo-9 – There should be undisturbed communication among employees, Mo-10 – The 
enterprise should have a clear mission statement, Mo-11 – Employees should be encouraged to cooperate in 
accomplishing enterprise goals, Mo-12 – A good enterprise image could be created by  employee loyalty and 
commitment, Mo-13 – It is required to provide relevant information concerning the duties and obligations of 
each employee. 

H1: In middle-sized Slovenian enterprises communication structure, interpersonal relations, employee 
motivation and stimulation (organizational culture) - as part of knowledge management - play an 
important part in achieving business excellence as well as they lead to business excellence. 
Hipothesis 1 was supported as significant differences in the medium-sized enterprises were established in the 
communication structure of interpersonal relations, employee motivation and stimulation by applying the 
variance analysis method. These differences were observed with:  Mo-1 – To improve enterprise operations and 
to upgrade the research process, the cooperation of all employees is required (p=0.000), Mo-3 – It is required to 
encourage all employees to balance or reconcile their needs and expectations (p=0.000), Mo-4 – It is required to 
identify and reconcile employee knowledge and abilities with organizational goals  (p=0.000), Mo-5 – It is 
required to attend to professional development of all employees (p=0.000), Mo-6 – It is required to attend to a 
favourable employee policy (recognizing employee achievements) (p=0.000), Mo-8 – It is required to attend to 
undisturbed communication considering the requests and needs of all employees (p=0.000), Mo-9 – There 
should be undisturbed communication among employees (p=0.000), Mo-10 – The enterprise should have a clear 
mission statement (p=0.000), Mo-11 – Employees should be encouraged to cooperate in accomplishing 
enterprise goals (p=0.000), Mo-12 – A good enterprise image could be created by employee loyalty and 
commitment (p=0.000), and Mo-13 – It is required to provide relevant information concerning the duties and 
obligations of each employee  (p=0.000). 

H2: In large Slovenian enterprises communication structure, interpersonl relations, employee motivation 
and stimulation (organizational culture) - as part of knowledge management - play an important part in 
achieving business excellence as well as they lead to business excellence. 
Hipothesis 2 was supported as significant differences in the large enterprises  were established in the 
communication structure of interpersonal relations, employee motivation and stimulation by applying the 
variance analysis method. These differences were observed with all the items, namely:  Mo-1 – To improve 
enterprise operations and to upgrade the research process, the cooperation of all employees is required 
(p=0.005), Mo-2 Employee cooperation is made possible by the authority to work autonomously (p=0.000), Mo-
3 – It is required to encourage all employees to balance or reconcile their needs and expectations (p=0.000), Mo-
4 – It is required to identify and reconcile employee knowledge and abilities with organizational goals  
(p=0.000), Mo-5 – It is required to attend to professional development of all employees (p=0.000), Mo-6 – It is 
required to attend to a favourable employee policy (recognizing employee achievements) (p=0.000), Mo-7 – 
Good interpersonal relations are required in order to maintain employee satisfaction in terms of work process 
implementation (p=0.025), Mo-8 – It is required to attend to undisturbed communication considering the 
requests and needs of all employees (p=0.000), Mo-9 – There should be undisturbed communication among 
employees (p=0.000), Mo-10 – The enterprise should have a clear mission statement (p=0.000), Mo-11 – 
Employees should be encouraged to cooperate in accomplishing enterprise goals (p=0.000), Mo-12 – A good 
enterprise image could be created by  employee loyalty and commitment (p=0.000), and Mo-13 – It is required 
to provide relevant information concerning the duties and obligations of each employee (p=0.000). 

The enterprise goal is to ensure the transmission of knowledge in terms of best practices from the 
external environment. In knowledge sharing and transmission, management support in an organization 
(especially the support of top management at all levels of the organization), employee motivation, employee 
confidence in generating knowledge and knowledge transmission, are of utmost importance. Lack of confidence 
will be perceived in an organization with a closed atmosphere which also results in a negative atmosphere, 
employee dissatisfaction and poor interpersonal relations, in short, it brings only negative consequences. 
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The basic purpose of our reseach was to present authentic or reliable views on the actual state and 
developmental directions of business excellence in a professional way and supported by arguments. We aimed 
to define the development of the conceptual frame for  understanding the influence of communication structure, 
interpersonal relations, motivation and stimulation (organizational culture) - as part of knowledge management 
– on the business excellence in the studied middle-sized and large Slovenian enterprises. 

The hypothesis that we set was supported for the middle-sized as well as for large enterprises as 
significant differences in business excellence were established by applying variance analysis. Therefore, we can 
conclude that an adequate company structure, interpersonal relations, motivation, stimulation (organizational 
culture) and values as part of knowledge management positively influence the business excellence of an 
enterprise. 
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Abstract 
 

This paper researches the relationship and potential synergies between the quality management and corporate social 
responsibility (CSR) where emerging systems from the total quality management systems (TQM) to the total 
responsibility management (TRM) have been compared. The evolution of TRM in companies includes three main 
components - approaches-inspiration (vision), integration, and improvement/innovation. The improvement and 
innovation elements of TRM create a significant demand for companies to broaden measuring of their performance. 
TRM indicators focus on stakeholders, together with triple bottom lines of economic, societal and environment issues. 
Measuring responsibility requires the “cost - benefit” approach. It also urges for more responsibility towards 

stakeholders and environment. Gorenje Group represents a successful case of implementation of TRM into corporate 
values, culture, strategies and measurement of sustainable indicators. CSR offers the link between sustainability and 
long-term competitiveness. These two elements could be promoted through transparency, good governance, concern 
for the environment and good relations with company’s stakeholders.  
 

 

Introduction 
 
The European Community has acknowledged the potential role that corporate responsibility might play in 
realising its goal of becoming - the most competitive knowledge-based economy in the world, capable of 
sustainable economic growth with more and better jobs and greater social cohesion. The question is whether 
corporate responsible practices can play a significant role in driving - responsible competitiveness, characterised 
by a positive relationship between national and regional competitiveness and a nation‟s sustainable development 

performance. Business can compete effectively across the responsibility spectrum, spanning from investment in 
environmentally friendly technology and raising productivity by improving their employees‟ work-life balance, 
through to cutting corners on environment and labour standards and engaging in corrupt relationships with 
governments (Zadek, 2004).  

Almost every manager today knows that satisfying customers by meeting their quality demands is a 
critical component of business success. Quality management is a given in modern companies – a competitive 
imperative. Why and how should responsibility be managed? What is responsibility management?  
Contemporary literature (Waddock and Bodwell, 2008) answers these questions while at the same time 
providing a systemic framework for managing a company‟s responsibilities to stakeholders and the natural 
environment that can be applied in a wide range of contexts. Companies know that product or service quality 
affects their customer relationships and the trust customers have in the company‟s products and services. So, 

too, a company‟s management of its responsibilities to other constituencies affects its relationships with those 
other stakeholders and the natural environment. Managers will discover that whether they do it consciously or 
not, they are already managing responsibility, just a companies were already managing quality when the quality 
movement it. It is important to make the process of managing responsibilities to and relationships with 
stakeholders and nature explicit. Making the process explicit is important because too few of today‟s decisions-
makers yet understand how they are managing stakeholder responsibilities as well as they understand how to 
manage quality and responsibilities of global business.  

Corporate social responsibility is continual company‟s commitment to ethical behavior, economic 
development, improving the quality of life of employees, their families, the local community, and society in 
general.« (World Business Council for Sustainable Development – www.wbcsd.ch). The Lisbon strategy 
applied by the European Union to define economic competitiveness and dynamics, calls also for increased social 
security and concern for the environment. These requirements can be complied with by the companies only if 
the social responsibility concept has been integrated into the company‟s business strategy. The relationship 
between international competitiveness and corporate responsibility is not a simple one. However, researches 
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suggest that corporate responsibility, under certain conditions, can stimulate innovation, investment or trade, and 
consequently also competitiveness. 

As Porter and Kramer (2006) state “corporations are neither responsible for the world‟s problem, nor 

do they have the resources to solve them all. Each company can identify the particular set of societal problems 
that is best equipped to help resolve and form which it can gain the greatest competitive benefit.” Despite the 

clarification and explanation offered by the concept of triple bottom line, that is highlighting three dimensions of 
corporate sustainability, corporate social responsibility continues and proliferates as an all-embracing concept 
covering all three aspects of sustainability (economics, environmental, and social). During the last decade, 
growing numbers of companies worldwide acknowledge the importance of corporate social responsibility (CSR) 
in doing business (Cramer, 2003). Today, CSR is one of the most important items on the corporate boardroom 
agenda for significant number of companies worldwide (Grayson and Hodger, 2004). Many of the largest 
multinationals, have voluntarily decided to start examing their social behaviour, articulating the types of 
commitment they want to make and creating CSR reports putting this commitment in black and white for the 
world to se (Hollender, 2003). Thus, it is commonplace nowadays to read “Corporate Responsibility”, as a 

separate CSR report that most big companies are publishing. In some countries CSR reporting is even made 
mandatory. With the growing importance of CSR in various societies, as well as in globalization process, 
companies are continually facing new challenges in terms of their relationship to the government and civil 
society. It has become a challenge for many companies to ascertain how to take greater social responsibility and 
account of their behaviour. Corporate social responsibility entails new management strategies, new relationships 
with civil societies, and even changes in corporate values and culture. The increased attention to corporate social 
responsibility from all the stakeholders is becoming stronger and pressuring companies to transform business 
practices and relationships in order to create additional (sustainable) values other than the stakeholder‟s value. 

These challenges of sustainability are now being expanded in the increasing corporate social responsibility 
expectations and changing consumer‟s behaviour, as well as accountability and being more active and involved 

in civil society. Companies are now obligated to evaluate their sustainable performance and improve the 
management of their resources efficiently.  

This paper researches the relationship and potential synergies between the quality management and 
corporate social responsibility where emerging systems from the total quality management systems to the total 
responsibility management and sustainable indicators and their implementation Gorenje Group (second biggest 
exporter in Slovenia). In Slovenia, there are many indicators that corporate social responsibility along with 
sustainability thinking is increasingly becoming and important source of values in both the private and public 
sectors. Slovenian companies particularly the big one, Gorenje Group is in the forefront of taking initiatives on 
corporate social responsibility and sustainable developmenti. Government support for corporate social 
responsibility is also visible while NGOs and other interest groups are also busy campaigning for various CSR 
issues. The general objective of this paper is to explore and learn about CSR as a new and important business 
concept and an important aspect of corporate sustainability for Gorenje Group. The focus (aim) is on the 
experience and management practice in the second biggest export company (Gorenje Group), as well as its 
relations on the important stakeholders and sustainable indicators. The theory (total quality management, total 
responsibility management, indicators and measurement of corporate sustainability, sustainable consumption), 
management practices in Gorenje Group are be discovered. 

 
What are corporate social responsibility and responsibility management? 
 
The research into corporate social responsibility, or CSR, carried out over the last 30 years has mainly been 
related to the analysis of value creation (Alexander and Buchholz, 1978; Clarkson, 1995; Harrison and Feeman, 
1999; Waddock and Graves, 1997). Nevertheless, this economic motivation, still of great relevance, does not 
seem to be enough to justify the growing tendency to propose socially responsible behaviour in companies. This 
has led to a growth in the number of studies analyzing the factors that may explain the motives behind the 
company‟s behaviour or social performance. Approaches to this question can be made from various starting 

points. The first of these is the factors that explain why companies reveal or divulge information of a social 
nature (Belkaoui and Karpik, 1989; Brammer and Pavelin, 2004, 2006; Stanwick and Stanwick, 2006), next is 
the motives behind spending on social performance such as donations, philanthropy, etc. (Adams and Hardwick, 
1998; Amato and Amato, 2007; Brammer and Millington, 2004, 2006), and lastly, applicable in wider sense, a 
variety of principles, processes, policies, programmes and observable results relative to the company‟s 

1608



relationship with society, which uses for its measurement social indices that may be provided by social rating 
institutions, such as KLD or EIRIS, or ad hoc indices drawn up by the researchers themselves (Brammer et al., 
2006; Hillman et al., 2001; Johnson and Greening, 1999; Mahoney and Thorne, 2005). To the present, there 
have been few empirical studies on the explicatory factors of corporate social behaviour, and these have been 
limited to the United States and United Kingdom. Moreover according to Maignan and Ralston (2002).  

The neo-institutional theory suggests that organizations and their strategies are strongly influenced by 
the institutional characteristics in which they operate, and for the legacy reflected by the culture, history and 
policy of a specific country or region (Doh and Guay, 2006). For Doh and Guay (2006), the CSR practices in the 
European Union and the United States are in a differentiation period at his moment. Furthermore, Welford 
(2005) states that general CSR is more active in Europe than in the United States or Canada, mainly in the North 
European Countries. This could be caused, according to this author, by the higher economic development and by 
the historical trend of these countries, such as Sweden, Finland, Switzerland, UK or Holland, towards a more 
liberal democracy. In the same way, the Accountability‟s national Corporate Responsibility Index (NCRI-2005) 
put the firms of all these countries at the top of its ranking. The results obtained in research (Sotorrio and 
Sanchez, 2008) show that there are significant differences in the social behaviour between highly reputed 
European and North American companies. These differences are in the level and components of the social 
behaviour, as well as in the factors which motivate such behaviour. The difference is more significant for 
responsibilities with employees and customers of the company than with community or environment. The higher 
levels of CSR behaviour of European companies can be explained by significant changes in European cultural 
systems, and the increased attention to CSR issues form different European institutions (European Commision, 
national and local governments, consumers associations and NGOs), media or financial investors what imply an 
increasing greater responsibility form European companies in order to satisfy stakeholders expectations 
(Aguilera et al., 2006; Maignan, 2001; Metten and Moon, 2008; Solomon et al., 2004. Moreover, due to 
communalism of European society (Maignan and Ferell, 2003), European companies would adopt similar 
behaviour norms voluntarily to conform society values.  

From this perspective, managing responsibility means building trusting relationships with key 
stakeholders, such as employees, customers, suppliers and communities, and ensuring that, despite power 
differences that may exist, the company‟s impacts are positive rather than negative (Waddock and Bodwell, 
2008). Increasingly, it also means using natural resources in ways that are sustainable over the long term, as the 
European Union‟s white paper on corporate social responsibility makes clear.  

Managing for quality fundamentally means paying attention to what customers actually need and want, 
rather than assuming that the company knows best, and working to deliver on those needs and wants. Managing 
similarly means paying attention to the needs and interests of stakeholders in much the same way, but of a 
significantly broader array of increasingly vocal stakeholders. Employees, customers, suppliers and distributors, 
other allies and partners, communities where the company locates facilities (or where the supply chain members 
are located), owners and investors, creditors and local, regional and national governments are among the 
stakeholders to whom it makes sense to pay attention. 

The key to making responsibility management part of company‟s business success is to make explicit 
and discussable in a variety of forums the stakeholders‟ interests and concerns, and work jointly and 

collaboratively at times, and within the company at other timers, to ensure that these concerns do not become 
significant problems.  

Using the TRM framework is not rocket science. Briefly, TRM starts with inspiration. It means that the 
company has articulated a values-driven vision to which top management is committed. Built on generally 
agreed foundational standards that provide a floor of expectations about company practices and performance 
while incorporating the company‟s own explicitly stated values, the vision guides strategy development and 

implementation, processes, procedures and relationships. The next major component of TRM is integration. 
TRM integrates the company‟s inspirational vision into its strategies, its employee relationships and practices, 

and the numerous management systems that support company strategies. TRM, using continual improvement 
tools creates feedback loops that foster innovation and improvement in management systems. Key performance 
indicators, or a measurement system that assesses how well the company is performing along at least the triple 
bottom line of economic, social and environment (Elkington 1998 in Waddock and Bodwell, 2008, 15) is an 
important element of the TRM framework, as are transparency and accountability for results.  

TRM in brief means (Waddock an Bodwell, 2008): 
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1. inspiration: vision setting and leadership systems (responsibility vision, values and leadership 
systems, stakeholder engagement processes); 

2. integration: strategy, employee and operating practices (strategy, human resource responsibility, 
responsibility integration management systems); 

3. innovation: improvement and learning systems (improvement: remediation, innovation and 
learning) and 

4. plus indicators to feed back into the improvement and innovation system (responsibility 
measurement system; results: responsible economic performance, stakeholder/societal and 
ecological outcomes; transparency and accountability for results and impacts.   

 
Analogy with quality management, TRM follows the traditional process sequence embedded in quality 

systems in their implementation – plan, do check, act – a process that is embedded in the corporate 
accountability management system called SA8000 (Social Accountability 8000), which focuses primarily on 
implementation of labor standards (Strum et al. 2000), but can be extended to TRM.  The plan-do-check-act 
sequence provides a process for continual improvement which is needed to ensure not only that responsibility 
management is in place, but also that the company is on a path of continual improvement. TRM is very similar 
to TQM, where top-management and leadership commitment to customers is a fundamental first step. The 
difference with TRM is that other stakeholders‟ interests also need to be taken into consideration. Responsibility 

management, as with quality management, is not necessarily about perfection, but rather about a process of 
continual improvement and innovation. As with quality management, improving the company‟s responsibility 

management means involving and engaging with key stakeholders, particularly with employees. By engaging 
with them interactively, companies can develop improvement and learning systems that help them generate 
better returns and greater competitive advantage. Two things are critical in this regard. Responsibility 
management requires: building trusting and positive relationship with internal and external stakeholders and 
developing explicit and systemic management approaches for working through stakeholder and environmental 
issues.  

 
Inspiration: vision and leadership system  Integration into strategies, practices, and assessment systems 

 
Improvement and learning systems 

 
FIGURE 1 THE TOTAL RESPONSIBILITY MANAGEMENT SYSTEM 

Waddock and Bodwell, 2008, 20. 
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Putting responsibility management into practice 
 
Employees in quality-oriented culture instinctively act as a team. Organizations where a focus on customers, 
continuous improvement, and teamwork are taken for granted have a good chance of succeeding at total quality. 
Most organizations do not have such a culture prior to exposure to TQ; some degree of cultural change is 
necessary. These elements, along with several others, are reflected clearly in the Baldrige National Quality 
Program Criteria for Performance Excellence. The criteria are built upon a set of  “core values and concepts” 

(Evans, 2007): visionary leadership; customer-driven excellence; organizational and personal learning; valuing 
employees and partners; agility; focus on the future; managing for innovation; management by fact; social 
responsibility; focus on results and creating value; systems perspective. 

There are many ways of managing a company‟s corporate citizenship or responsibility to help it to 
avoid problems. Some of these approaches can even create new opportunities for competitive advantage. TRM 
like TQM provides standards and goals for strategy and implementation that are acceptable globally. In many 
cases, responsibility management can also improve productivity and bottom-line performance. Improving 
customer performance brings customers back for repeat business. Improving employee performance means 
higher retention, reduced training and recruitment costs, less absenteeism and, ultimately, better productivity. 
Better supplier and distributor relationships mean that systems for productivity, efficiency and supply chain 
management in general are enhanced. Better community relations mean fewer image and public relations 
nightmares, easier facility sitting and improvement processes, and better working relationships with local 
governmental officials and neighbours. And all of this benefits the investor or owner in the form of better 
financial results.  

At he company level, sustainable development strategy should be “fostered by a strong sense of social 

environmental purpose”, and it implies a commitment to a triple bottom line that includes profitability, 

environmental and social goals (Fowler and Hope, 2007, 32).Nevertheless, as Berry (1998) states, it must 
include the substantive analytical elements of the process (e.g., scanning the environment, analyzing competitive 
activity, assessing strengths and weakness, etc.) in order to create a sustained competitive advantage as the result 
of the realistic valuation of the opportunities the market offers and what the company can achieve through its 
capabilities.  

Company vision provides direction and guidance, making it clear what the company sees as its 
contribution to the world around it. It is in this sense of making a contribution to the world, not just producing 
profits for shareholders, what is found the inspiration that comes with vision, when it used for productive and 
positive purposes.  Vision means: to see with the eye what is and what might be present; to imagine possibilities 
and potentials based on what currently exists and to provide a positive „picture‟ of the future. Vision can be a 

positive guide to action and for decision-making, help determine what should and should not be done, inspire 
people to do their best work, provide a meaningful framework for a company‟s stakeholders, create a sense of 

„we‟ that inspires new ideas and contributions and provide a log-term sense of direction and purpose (Waddock 
and Bodwell, 2008, 43-44). The important work of Collins and Porras (1997) highlights how a well-articulated 
vision can contrite to a company‟s long-term success. In their book Built to Last, they found that the visionary 
companies that did so well had future-oriented, inspirational visions, supported by widely recognised core 
values along with supporting strategies that enabled the company to achieve its vision in the long term. It is to 
those values, both core to the company, and foundational to basic human dignity, that we now turn.  

Vision setting and leadership systems create the organisational context for managing responsibility. A 
necessary condition is having a clear vision about corporate responsibility from top management and well-
articulated guiding core values that support the vision. Articulating these values is an important element in 
developing a coherent and meaningful vision an strategy. 
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TABLE 1 COMPARISON OF CORE VALUES AND CONCEPTS IN TQM/BALDRIGE AWARD AND TRM 
Baldrige award core values / concepts TRM core values / concepts 
Visionary leadership – sets direction, creates 
customer focus, clear and visible values, and high 
expectations. 

Visionary and committed leadership – sets direction 
of vision, clearly articulated and constructive values, 
and high expectations about responsible practices with 
respect to all stakeholders, but particularly employees, 
and for the consequences of corporate impacts on the 
natural environment. 

Customer-driven excellence – quality and 
performance are judged by customers 

Stakeholder-driven excellence and responsible 
practices – responsibility and performance are judged 
by stakeholders, especially employees, customers, 
supplier/allies and owners. 

Organisational and personal learning – includes 
continuous improvement of existing approaches and 
adaption to change, leading to new goals and 
approaches, embedded in daily operations 
organisationally and individually.  

Organisational and personal learning through 
dialogue and mutual engagement with relevant 
stakeholders – includes stakeholder engagement 
processes that provide a forum for continual learning 
and improvement of corporate practice. 

Valuing employees and partners – success depends 
on knowledge, skills, creativity and motivation of 
employees and partners.  

Valuing employees, partners, other stakeholders – 
success depends on knowledge, skills, creativity, 
motivation and engagement of employees, partners 
and relevant other stakeholders on issues related to 
corporate practices and impacts 

Agility – success demands a capacity for rapid change 
and flexibility. 

Agility and responsiveness – success demands a 
capacity for rapid change, flexibility and 
responsiveness when stakeholder related issues or 
problem arise. 

Focus on the future (short and long term) – pursuit 
of sustainable growth and market leadership requires a 
strong future orientation and willingness to make log-
term commitments to key stakeholders, customers, 
employees, suppliers and partners, stockholders, the 
public and your community. 

Focus on the future (short and long term) – pursuit 
of sustainable growth and market leadership requires a 
strong future orientation and willingness commitments 
to key stakeholders, customers, employees, suppliers 
and partners, stockholders, the public, your 
community and the natural environment. 

Managing for innovation – making meaningful 
change to improve products, services, and processes, 
and to create new value for stakeholders. 

Managing for responsibility and improvement – 
making meaningful change to ensure that practices 
that produce products and services are responsible, 
respectful and value-creating for key stakeholders. 

Management by fact – measurement and analysis of 
performance, derived from business needs and 
strategy, providing data about key processes, outputs 
and results. 

Management by fact, transparency, accountability 
– measurement, evaluation and transparency of the 
responsibility of corporate stakeholder and ecological 
practices, providing data about the responsibility that 
is integral to corporate practices, outputs and impacts. 

Public responsibility and citizenship – leaders 
should stress public and citizenship responsibilities, 
including meeting basic expectations related to ethics 
and protection of public health, safety and 
environment. 

Public responsibility and citizenship – leaders 
should assure that corporate practices related to 
economic, societal and ecological bottom lines are 
responsible, ethical and transparent to relevant 
stakeholders and hold themselves accountable for their 
positive and negative impacts. 

Focus on results and creating value – performance 
measures should focus on key results, and be used to 
create a balance value for key stakeholders – 
customers, employees, stockholders, suppliers and 
partners, the public and the community.  

Focus on positive results, impacts and value-added 
for stakeholders with responsible ecological 
practices – performance measures should focus on 
key results, and be used to create and balance value for 
key stakeholders – customers, employees, 
stockholders, suppliers and partners, the public, the 
community, and the natural environment. 
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Source: Waddock and Bodwell, 2008,  57-59).   
 
Leadership commitment  
Leaders and managers in company play a crucial role in developing vision and values. Adopting a TRM 
approach means systematically changing the entire company, ensuring that vision and values are integrated into 
all of a company‟s strategies and operating practices, and also require top management involvement. Here are 

some of considerations that leaders of companies wishing to implement responsibility management need to 
consider so that they can overcome obstacles to the needed changes in a company‟s systems and practices. 

Leaders, wherever they are in the organisation, but particularly in top management, need to take a long-term 
perspective, make a public commitment, communicate the commitment, be a role model for the company‟s 

values, integrate vision and values into strategies and practices and support change (Waddock and Bodwell, 
2008). 

Leading companies are finding that new strategic and organizational skills are required to integrate 
stakeholder considerations into the value delivery capability of their organizations. The competencies to manage 
stakeholder value in a way that integrates environmental and social issues into core business decisions remain in 
familiar territory in all but a handful of companies. Table 2 summarizes the eight disciplines the form the core 
competencies required to create sustainable value. All eight are essential to achieving the goal and must be 
considered as parts of a whole process. The eight disciplines are integrated into a management process that 
executives can use in their organizations to discover and create sustainable value in a step-by-step approach.  

 
TABLE 2 THE EIGHT DISCIPLINES OF SUSTAINABLE VALUE 

Discipline Key attributes 
1. Understand current value 
position 

Understand where and how the company is creating or destroying 
stakeholder value – and what it means in terms of business risks and 
opportunities 

2. Anticipate future expectations Track emerging issues and interests for stakeholders – and what it means 
for future business risks and opportunities 

3. Set sustainable value goals Establish a strategic intent to create new business value based on 
reducing negative impacts and/or increasing positive impacts for key 
stakeholders 

4. Design value creation initiatives Identify value creation opportunities that elevate both financial and 
societal performance 

5. Develop the business case Build a compelling business case. Obtain the resources and support 
needed to move the value creation initiatives forward. 

6. Capture the value Assess the requirements to successfully implement the initiatives 
7. Validate results and capture 
learning 

Measure progress. Develop metrics for stakeholder value and how it 
translates into shareholder value 

8. Build sustainable value 
organizational capacity 

Develop the mind-set, management capabilities, and skills needed to 
capture shareholder and stakeholder value 

Source: Laszlo, 2008, 135-136 
 

Stakeholder engagement  
 
Getting feedback from engaging with stakeholders and using that feedback to help make improvements is a 
critical part of the continual improvement process associated with responsibility management. There are several 
key steps to understanding stakeholder engagement and the role that it plays in managing responsibility: 
determine how to move the company to an interactive – or engaged – stance with respect to its stakeholders, 
indentify the important stakeholders and stakeholders groups, set up process to engage stakeholders, 
communicate results to stakeholders and keep them engaged over time without „exhausting‟ their goodwill. 

Companies that are proactive attempt to understand and address problems before they arise. They may put in 
place a code of conduct or significant programmes for ethics and values-training, and install reward systems that 
actually take performance with respect to stakeholders into account. As good as the proactive stance is in this 
attempt to anticipate and hence respond to problems before they arise, it is still largely premised on one-way 
communication: company to stakeholder. Many companies are finding that two-way communication or what is 
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called stakeholder engagement can help provide better information about possible problems and better prepare 
the company for issues. The next important task is to indentify the relevant stakeholders. Most companies would 
acknowledge the importance of a certain set of stakeholders, called primary stakeholders (see, for example, 
Freeman 1984; Clarkson 1995; Waddock 2006). Primary stakeholders are those groups without which company 
cannot exist – and by virtue of being in business must, to some extent, serve. Primary stakeholder for all 
business are: owner/investors, employees, customers, suppliers. Of course, each of these groups may be divided 
into different faction that have considerably different interests in or have taken substantially different risks with 
respect to the company. In addition, companies have groups of stakeholders that are considered to be secondary, 
those who are indirectly affected by or indirectly affect the activities of the firm. Typical secondary stakeholder 
groups include: communities, governments in countries where the company has facilities, including: local 
governments, state or regional governments, national governments, international or multinational decision-
making bodies. Increasingly, companies need to pay attention to groups that they once might considered outside 
of their purview including: activist groups, non-governmental organisations (NGO‟s). Companies that with to bi 

in an engaged relationship with their important stakeholders need to find ways to communicate what they are 
doing openly and transparently. Increasingly, members of the societies in which companies operate are 
expecting them to be accountable for their impacts. Such accountability requires transparency of action, 
behaviour, decisions and results to the relevant stakeholders. It is important to measure how well the company is 
achieving its responsibility goals and objectives. It is equally important that the company communicates openly 
and regularly with its employees and key stakeholders in forums geared to interacting with each group. Unique 
and different forums can be created on a periodic basis with worker representatives, community, representatives 
and governmental officials at different levels. Customer forums can provide important feedback about the 
company‟s products and services, while supplier and distributor forums can help both partners improve the 
infrastructure that connects the two companies as well as the productivity of the interactions. Communications 
with authorities, such as governments and regulators, are important, too, as are ways of dealing with critical 
audiences, such as some NGOs or activist organisations (Waddock and Bodwell, 2008). 
 
Integrating responsibility management  
 
It is not possible to fully detail here what processes have to change in the organisation, what job requirements 
need to shift, what information systems supporting these changes are required and what the implications of these 
changes will be. Integrating responsibility into the organisation is contingent on many factors unique to each 
situation. These factors include: the level of responsibility that the firm intends to adopt, the nature of its 
business, the current state of its various management systems, the quality and extent of its supplier relationships, 
the culture and country in which suppliers are located and a multiplicity of other factors specific to the firm. 
What is clear is that responsibility management approaches must be both systemic and holistic of they are to be 
effective. Integrating responsibility into the organisation, in other words, is the process of ensuring achievement 
of a firm‟s responsibility vision through organisation-wide efforts; it requires a firm to ask many questions and 
also stay focused on profitability. A key step in developing innovation and improvement systems is to provide 
guidance and structures that encourage responsible practices. The goal is to provide an emphasis on continued 
organisational learning and development towards ever-more responsible practice. Four major process can be 
helpful in thinking through the innovation, creating a learning organisation, and focusing on results. Obviously, 
the first step towards managing responsibility is to identify problem areas, but the identifying the problem is not 
the end of the process. It is only the beginning. More important is figuring out how to resolve the identified 
problems, address concerns raised by stakeholders through the stakeholder dialogue process, or reduce gaps 
between espoused valued and goals and realised ones. This is the remediation process. Improvement and 
innovation means taking processes or systems that may or may not be working reasonably well now and making 
them better. It means generating new ideas, new products, new systems and new approaches to organising. 
Employees are the most critical resource that a company has for improving its responsibility management 
systems because they do the work of the organisation day to day.  

The quality movement also articulated a set of important principles, known as Deming‟s 14 points, by 
which organisations could begin to more their practices towards higher levels of quality as well as continual 
improvement. In Table 3 there is a similar roadmap for companies to follow when they are implementing TRM. 
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TABLE 3 BALDRIGE CRITERIA EXTENDED TO TOTAL RESPONSIBILITY MANAGEMENT 
Baldrige national quality award criteria 

for performance excellence 
TRM criteria for performance excellence 

 Continuous quality improvement Continual responsibility improvement process ensures 
that TRM standards are met  

Meeting customer‟s  Lives up to expectations of global business, NGO and 
governmental communities regarding responsible 
relationships with employees, suppliers, customers, 
and communities through sustainable management 
practices. 

Long-range planning Long-range planning 
Increased employee involvement Meeting employees‟ expectations about responsible 

practices through engagement and dialogue 
Process management Increased stakeholder engagement and management of 

stakeholder relatinships, practices and impacts through 
attention to systems, processes and outcomes.  

Competitive benchmarking Competitive benchmarking of responsibility systems, 
including systems/process management for continual 
responsibility improvement. 

Team-based problem-solving Employee, supplier and customer involvement in 
meeting standards and problem-solving. 

Constant measurement of results Constant assessment of results, externally verified 
auditing process, communication and reporting out to 
stakeholders. 

Closer relationships with customers Čloser, engaged and mutually respectful stakeholder 

relatinships 
Management commitment Top-management commitment, management 

commitment at all levels, employee and supplier 
commitment, Clear articulation of vision, core values 
and strategies for continual improvement of 
stakeholder relations and performance assessment. 

Source: http://www.quality.nist.gov/Business_Criteria.htm, 7.2.2009 
 
Indicators – measuring responsibility management  
 
The improvement and innovation elements of TRM create a significant demand for companies to broaden how 
they measure performance. To measure responsibility, new indicators need to be added to financial and quality 
management systems, in what we call „plus indicators‟. Indicators for TRM focus on stakeholders, and on the 

triple bottom lines of economic, societal and environment issues. Responsibility management measures focus 
on: the company‟s vision, mission and stated values, the company‟s stakeholder and environmental operating 

practices and impacts and economy‟s economic, social and environmental performance. One of the most notable 

approaches is that of the Global Reporting Initiative (GRI), a multi-stakeholder initiative that aims to devise and 
implement globally accepted responsibility and sustainability reporting guidelines that are comparable across 
companies operating in different industries, much as generally accepted accounting principles are standardised. 
Like many of the emerging initiatives on measurement, GRI emphasises the triple bottom lines of issues: 

1. economic - including, for example, wages and benefits, labour productivity, job creation, expenditures 
on outsourcing, expenditures on research and development, and investments in training and other forms 
of human capita. The economic elements include, but are not limited to, financial information; 

2. environmental – including, for example, workplace health and safety, employee retention, labour rights, 
human rights, and wages and working conditions at outsourced operations and 

3. social – including, for example, impacts of processes, products and services on air, water, land, 
biodiversity and human health. 
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In addition to Global Reporting initiative, the international Organisation for Standardisation (ISO), 
which promulgates quality and environmental standards that are widely used in businesses announced in 2004 
that is it is developing voluntary standards for corporate responsibility by 2008. 

For measuring responsibility – in some respects, each company, because of the particular nature of its 
stakeholder and environmental relationships, needs to determine for itself what it is important to measure. What 
can be done, however, is to provide a way of thinking through how to measure what is frequently considered to 
unmeasurable. Measuring responsibility requires thinking through the costs and benefits of becoming more 
responsible towards stakeholders and the environment in ways that may not be immediately familiar. The 
Global Reporting Initiative has developed a number of principles that can help with such assessments. Another 
approach undertaken jointly by SustainaAbility and United Nations Environment Programme, argues that 
companies can make the business success and ten dimensions of corporate sustainable development.  

Measures of business success and dimensions of corporate sustainable development performance 
focuses specifically on the key areas of (van Heel et al. 2001): governance (ethics, values and principles); 
general business (triple-bottom-line commitment); environment (environment process focus and environment 
product focus); socioeconomic (socioeconomic development, human rights, workplace conditions) and 
stakeholder engagement (engaging business partners, engaging non-business partners). 

The inspirational elements of TRM work best if they support the company‟s integrity, values-driven 
vision and stakeholder relationships that honour the perspectives that different stakeholders affected by the 
company‟s business activities bring to company decisions and impacts. John Kotter (1995, 61), who studies 
organisational transformation, suggests that there are eight key steps involved in successful organisational 
transformation: establish a sense of urgency, form a powerful guiding coalition, create a vision that embeds 
responsibility and values, communicate the vision, empower others to act on the vision, plan for and create 
short-term wins, consolidate improvements and produce more change and institutionalise new approaches. 

 
Responsible competitiveness 
 
Even with an optimistic view of the growth in corporate responsibility practices, there remains little confidence 
on the part of the general public in most countries that business is willing to become active in combating social 
exclusion, poverty and environmental insecurity. The challenge is not so much to „find‟ profitable opportunities 

in today‟s markets, as to create markets (in societies) that systematically reward responsible practices. The 

European Community has acknowledged the potential role that corporate responsibility might play in realising 
its goal of becoming the most competitive knowledge-based economy in the world, capable of sustainable 
economic growth with more and better jobs and greater social cohesion‟ (Lisbon Summit, March 2000). 

To understand competitiveness, the starting point must be the sources, of a nation‟s prosperity. A 

nation‟s standard of living is determined by the productivity of its economy, which is measured by the value of 

goods and services produced per unit of the nation‟s human, capital, and natural resources. Productivity depends 

both on the value of a nation‟s products and services, measured by the prices they can commend in open 

markets, and the efficiency with which they can be produced. True competitiveness, then is measured by 
productivity (Cornelius and Porter, 2002). The question is whether corporate responsible practices can play a 
significant role in driving „responsible competitiveness‟, characterised by a positive relationship between 

national and regional competitiveness and a nation‟s sustainable development performance. Businesses can 

compete effectively across the responsibility spectrum, spanning from investment in environmentally friendly 
technology and raising productivity by improving their employees‟ work-life balance, through to cutting corners 
on environment and labour standards and engaging in corrupt relationships with governments. The relationship 
between international competitiveness and corporate responsibility is not a simple one. However, our research 
suggests that corporate responsibility can, under certain conditions, stimulate innovation, investment or trade, 
and so competitiveness. The potential for ‟corporate responsibility clusters‟ has been identified as creating 

competitive advantage within on or several sectors arising through interactions between the business 
community, labour organisations and wider civil society, and the public sector focused on the enhancement of 
corporate responsibility. The research has posited four broad types of clusters, each characterised by different 
dynamics institutional relationships, and forms of leadership (Zadek, 2004):  challenge clusters tend to be 
initiated by civil-society actors; market-making clusters are often led by one or more companies; partnership 
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clusters involve formal, multi-sectoral partnerships supporting competitive advantage; statutory clusters involve 
public policies focused on corporate responsibility standards and practices that support competitive advantage. 

Corporate responsibility clusters draw on, and yet take us beyond, Michael Porter‟s seminal work on 

industrial clusters (Porter 1998). Core to the difference is that clusters that form around corporate responsibility 
practices and outcomes are not only made up of business, but include NGOs, labour organisations and a range of 
different public bodies. Furthermore, while Porter‟s original thinking on clustering focused on the role of 

geographic proximity in stimulating innovation, learning and productivity, research (Zadek, 2004) raises the 
possibility of geographically dispersed clustering, for example, along value chains. Public policies to amplify 
corporate responsibility practices need to be, and indeed are being, formulated in the context of this complexity, 
at an international level, and also at regional, national and even community levels: redefining our understanding 
of „responsible competitiveness‟; national, regional and sector analysis; standards, tools and competitiveness; 
responsible competitiveness, winners and losers; redefining competitiveness measures. 
Measuring Progress on country‟s (region‟s, community‟s) progress on sustainable development strategy 

includes a wide set of indicators, additional and improved ways of measuring progress, strategic assessment of 
performance and progress. 

 
TABLE 4 SUSTAINABLE DEVELOPMENT INDICATOR SET – MEASURING PROGRESS. 
 

Well Being 
1. Health Inequality: Life expectancy (by area) men / women 

2. Air Quality: Air Quality Management Areas (AQMAs) 
3. Economic opportunity: 16 – 19 year olds who are not in education training 

or employment 
4. Economic opportunity: people of working age in employment 

Supporting 
thriving 

communities 

5. Community: a)neighbourhood satisfaction, b) volunteering 
6. Crime: recorded crimes for a) vehicles b) domestic housebreaking c) 

violence d) anti-social behaviour 
7. Households: a) childhood poverty; children in low income households, b) 

homeless households 
Protecting country‟s 

(region‟s or 

community‟s) natural 

heritage and resources 

8. Waste: municipal waste arising a) total and b) recycled/composted 
9. Biodiversity – for example composite indicator of bird populations 
10. River quality: kilometres of river identified as “poor” or “seriously 

polluted” 
Country‟s (region‟s or 

community‟s) global 
contribution 

11. Climate change: greenhouse gas emissions: total and net 
12. Sustainable Energy: Electricity generated from renewable resources  
13. Sustainable Energy: carbon emission indicator 
14. Transport: total vehicle kilometers 

Learning 15. Learning: Eco-schools uptake and number with green flag 
Context 16. Economy: Economic output: GDP per head 

17. Demography: Age profile of population 
Indicators in 

development 
18. Social justice: new indicator being developed to support country‟s (region‟s 

or community‟s) framework 
19. Environmental Equality: new indicator being developed to support 

country‟s (region‟s or community‟s) framework 
20. Well-being: well being measures will be developed in support of country‟s 

(region‟s or community‟s) framework if supported by the evidence. 
Source: http://www.scotland.gov.uk/Resource/Doc/921/0033440.pdf , 10.2.09,  

 
Social responsibility (of enterprises as human tools for a part of economic benefits) can be a superficial 

charity, some saving of energy and nature, some fair treatment of co-workers and other business partners and 
broader society, etc., which is fine, but social responsibility can be also much more: upgrading of methods of so 
far for social advancement and sustainable future, such as total quality management, business excellence, 
innovative business, business reengineering etc., consideration of the law of requisite holism in the daily 
practice, or even a new way out the current blind alley of affluent and complacent society, or even a new way to 
the world peace. Cost/benefit alternatives in business are presented in table 5. 
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TABLE 5 COST/BENEFIT ALTERNATIVES IN BUSINESS – SOME EXAMPLES 

 
DIRECTLY VISIBLE  COSTS INDIRECT, MAYBE HIDDEN COSTS 
Cost of happiness/motivation/commitment of coworkers 
as creative/innovative people 

Cost of strikes and poor use of creative and other 
capabilities (for work rather than resistance) 

Cost of fidelity of co-workers in the enterprise (or other 
organization) 

Cost of support to fired co-workers (via taxes) and 
enabling of new co-workers 

Cost of privileges of the most influential ones Cost of resistance and revolt of un-influential ones 
Cost of reliability of business partners (other than co-workers) Cost of checking/assuring quality of (all) phase of the 

supply chain of business  
Cot of prevention diseases and provision of healthy 
work and life conditions and habits of people, especially co-
workers, etc. 

Cost of medication (via taxes and direct), of replacing 
coworkers and their enabling, of support to disabled 
co-worker etc. 

Cot of public and internal education and training of coworkers 
and other stakeholders  

Cost of too poor quality, rationality, productivity, 
creativity and innovativeness  

Cost of broad information and refreshment and renewal 
of knowledge and VCEN of co-workers  

Cost of a too poor insight in the essence, adaptability 
to new conditions etc.  

Cost of charity to the benefit of cultural, sport, firefighters etc. 
activities providing sense-making content and creativity in 
leisure time  

Cost of consequences (via taxes and direct), of too 
much 
drinking and similar leisure time contents damaging 
health  

Cost of government for security, reliability, order etc. Cost of insecurity, unreliable, possible terrorism and 
similar experiences  

Cost of non-toxic etc. natural environment by RH use 
of external economics 

Cost of illnesses, eco-remediations etc. consequences 
of abuse of external economics  

Cost of fair use of the law of supply and demand 
(normal profits)  

Cost of abuse of the law of supply and demand 
(normal 
profits) (exceptional profits now, but later?)  

Cost of training limited to a narrow, currently needed 
specialization without training for inter-disciplinary 
creative co-operation  

Cost of training for inter-disciplinary creative co-
operation, as a precondition for RH behavior at work 
and otherwise  

Cost of training for routine or even routine-loving work 
without creativity and co-operation.  

Cost of capacity of creative or even innovative work 
and cooperation  

Source: Knez-Riedl and Mulej, 2008, 103 
 
Creativity which does not tackle only innovation of product, services, and work processes, but includes also a 
sense-making content of working and leisure time of people as creative creatures. The fact that the creative class 
is increasing its share of society (Florida, 2005); with the law of requisite holism and requisite wholeness 
(Mulej, Kajzer, 1998); and with SR of creative people and their co-workers and stakeholders as the most 
influential groups; and then we might be able to find a way from abusing the liberal economics to sustainable 
future. Tolerance for diversity brings talents and makes investment in technology worth while, the 3T model 
says (Florida, 2005); this makes the difference between the most successful and other regions.  

The Hartman Group has specified its social commitment and its contribution to sustainable 
development in 10 corporate sustainability principles 
(http://ec.europa.eu/environment/emas/pdf/es_library/21_25fi_hartmann05_en.pdf): health an safety in the 
workplace, the well being of employees and their families, fair wages, good relations to the local community, 
non-discrimination and equal opportunities, the right to organise and collective bargaining, rejection of forced 
labour, preventing child labour, refraining from bribery and corruption, proactive environmental protection. 
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Effects of Corporate Social Responsibility on Consumer Behaviour 
 
In a business world characterized by increasing competition and in which corporate actions are being employed 
to complement marketing activities in order to gain a sustainable competitive advantage, the present research 
contributes to our understanding of the effects of CSR on consumer behaviour. Specially (Marin et al., 2009) 
show that CSR initiatives influence consumer behaviour through multiple paths, including the traditional path 
through company evaluation as well as the recently proposed path through consumer-company identification. 
They found that CSR contributes to two variables, in a model that also considers identity attractiveness as third 
direct consequence of CSR actions. Higher levels of consumer CSR associations are linked to stronger loyalty 
behaviour, both because the consumer develops a more positive company evaluation, and because he/she 
identifies more strongly with the company. The implication for marketing managers is straightforward: 
investing in CSR initiatives is an important strategic task that provides enduring consumer loyalty, based on 
intangible company assets. Marketing these intangibles assets to their consumers, companies go beyond the 
conventional marketing mix. They can include corporate level intangible assets, such as their identities and 
reputations and the goodwill associated with being a good corporate citizen, into their marketing initiatives in an 
effort to garner sustainable competitive advantages (Sen et al., 2006). As pointed out by Aaker (2004), 
organizational attributes are more enduring and resistant to competitive claims than are product attributes.  CSR 
activities have a significant influence on several consumer related outcomes such as consumer product 
responses (Pirsch et al., 2007) and attitudes  Berens et al., 2005) as well as consumer-company identification 
(Sen and Bhattacharya, 2001)  

According to the main findings presented in the Corporate Social Responsibility literature consumers 
are interested in the social behaviour of firms, and this behaviour influences their purchasing decisions. The 
topic has been intensely researched in recent years, but the results seem to be inconclusive. The stock 
performance of  “good” companies does not excel that of their “inferior” competitors (Mc Williams and Siegel, 

2000, 2001; Margolis and Walsh, 2003; Orlitzky et al., 2003; Rubbens and Wessels, 2004). Page and Fearn 
(2005) found that, in the area of corporate reputation, perceptions of fairness toward consumers or attributions 
of success and leadership to a company have the greatest impact on consumer attitudes. Studies of the effect of a 
company‟s social reputation on consumer purchasing preferences… have been inconclusive at best (Porter and 

Kramer, 2006). The origins of the Fair Trade concept are related to the development of cooperative 
organizations in the second half of the nineteenth century. In its modern form. Fair Trade is now part of a wider 
and complex ethical consumer movement that demands socially and environmentally sustainable production 
processes (Low and Davenport, 2006). Fair trade is considered one of the best examples of how the economy 
can be based upon solidarity and sustainability (Ims and Jakobsen, 2006).  A flaw of the Fair Trade concept is 
that consumers cannot assess whether the fair conditions claimed by the importers or the final marketers are 
respected. Gebben and Gitsham (2007) report that only 42 percent of people who endorse the Fair Trade concept 
actually buy Fair Trade products. The most frequent reason offered by respondents for their inaction is the high 
price of the products; the second most frequent is ignorance of how and whether the Fair Trade system works.  
 
Successful implementation of Total Responsibility Management - Case Gorenje Group  
 
Problem - The main researches on  Corporate Social Responsibility haven‟t included synergies between Total 

Responsibility Management and  Total Quality Management into  corporation strategies. Corporate social 
responsibility and  sustainable development have to be measured. In order to realize synergies and long-term 
competitiveness, sustainable development has to be constantly measured and supported by responsible 
consumption.  
 
Hypothesis: Total Responsibility Management and its implementation in corporate strategies are elements of 
corporate social responsibility and sustainable development which lead  to sustainable development and long-
term competitive advantages. Gorenje Group can serve as a  successful case in Slovenia. 
 
Methodology – Gorenje Group (the second biggest export company in Slovenia) - Director of department of 
environmental and health and safety at work, Mrs. Fece – has been interviewed. The Gorenje Group internal 
data and compilation of papers written by Mrs. Fece (2005a, 2005b, 2007 and 2008) have been included too. 
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The Corporate Social Responsibility and Total Responsibility Management are not enough for more 
sustainability. The consumers have to be involved and different stakeholders including government have to 
influence their behaviour by education to become Responsible Consumers. The questions are following this aim: 
Is corporate responsibility included in your corporate culture, values and strategies? How is your company 
putting responsibility management into practice and explain leadership commitment?  Which responsibility 
management indicators are introduced in your company and how it is measured/examples? What are the main 
commitments and goals of Gorenje Group regarding environment protection? Why is EMAS important for your 
company? What are your expectations?  Can total responsibility management/corporate social responsibility 
lead the company to responsible competitiveness? What might drive changes in consumption patterns over next 
ten years? What discourages our companies from more sustainably behaviour and people from consuming more 
sustainably?  What actions can responsible and sustainable business take to deliver goods and services that 
encourage and enable people to consume more sustainably? What can government and communities do to 
encourage and enable more sustainable production and consumption?  

Gorenje Group-wide values, leadership principles and policies are supplemented by the Gorenje 
Sustainable Development Policy, which lays down their sustainability strategy. The Gorenje Group has 
undertaken to pursue a sustainable and value-oriented business policy, in part through their commitment to the 
global Responsible Care initiative. The Gorenje Group is aware of the responsibility for its activities, which 
have an impact on people as well as on closer and wider surroundings, including the natural environment, 
therefore its approach to the social responsibility is a planned and responsible one. Under the umbrella of the 
Group-wide sustainable development strategy, objectives are established each year and coordinated between all 
participants. The management systems and instruments in place throughout the Group must perfectly interlock 
to ensure that these objectives are met. After all, consistent steering is required if opportunities are to be taken 
advantage of and risks avoided. 

Group-wide control of this task is handled by the Gorenje Corporate Sustainability Board, the most 
important committee for sustainability management at Group level. The Gorenje Corporate Sustainability Board 
is made up of the members of the management boards of the subgroups responsible for ecology and technology 
and the heads of the Corporate Center departments Corporate Human Resources & Organization, 
Communications and Environment & Sustainability. Chaired by the Group Management Board member 
responsible for Innovation, Technology and Environment, this body meets regularly to jointly establish the 
sustainability strategy and objectives, adopt Group sustainability-related directives and decide on key initiatives. 
A cornerstone in the implementation of these decisions is the Environment & Sustainability Department, which 
cooperates closely with the sustainable development officers in the subgroups and service companies within the 
context of the Gorenje Community Management concept - An internal Gorenje Group policy governs 
cooperation between the various responsible parties in the subgroups and service companies through specialist 
committees. This ensures the optimal use of synergies within the Gorenje Group and the coherent 
implementation of decisions. The subgroups and service companies have established effective management 
systems for health, safety, environmental protection and quality (HSEQ). Also in place are systems and rules for 
specific requirements of individual subgroups and service companies.  

Rules governing health protection and workplace safety are particularly important, and have thus been 
adapted.  

Gorenje Group to becoming a sustainable company: 
1. Group level general: Gorenje Group values, leadership principles and polices; 
2. Group level sustainability:  

a. Commitments to: responsible care; global compact, World Business Concil for 
Sustainable Development and corporate social responsibility; 

b. Positions and policies on relevant basic issues e.g.: human rights, stakeholder concerns 
and genetic engineering and 

c. Sustainability management; objectives, reporting and steering 
3. Subgroup and service company level (including communities, regions and countries): policies, 

goals and strategies; HSEQ management systems and audits; responsible care programs and 
initiatives and opportunity and risk management. 
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The Gorenje Group is aware of the responsibility for its activities, which have an impact on people as 
well as on closer and wider surroundings, including the natural environment, therefore its approach to the social 
responsibility is a planned and responsible one. The basic principles for implementing social responsibility are a 
fair and equal consideration of employees, ethical and air business operations, respect for basic human rights, a 
positive attitude to closer and wider community and responsible environmental management, serve as the basis 
for defining key social responsibility areas of the Group, which are reflected n the Group‟s vision, mission and 

values. 
Social responsibility in Gorenje Group incorporates:  
1. responsibility to employees (concern for education and training of employees, concern for young 

and promising staff, development of human resources, measuring of organizational climate and 
employees' satisfaction, healthcare for employees, assurance of suitable employment to disabled 
persons, care for occupational health and safety and communications with employees); 

2. responsibility to users of products and services (assurance of product safety, assurance of 
environmentally friendly products and meeting of guarantee and service obligations);  

3. responsibility to close and wide social environment and 
4. responsibility to the natural environment. 

 
Responsibility to employees  
 
Concern for education and training of employees - The dilemma to invest only in material assets or also in 
knowledge is actually the dilemma between to »have« and to »be«. Knowledge and skills acquired in the 

process by education, training and living in an organized society enables facing of new challenges. 
Simultaneously, this is the motive for further development. For years, Gorenje has introduced and accepted the 
concept of a learning company. Relations among employees, the organizational climate and culture are the 
factors that importantly support the accomplishment of our strategic objectives. In the year 2006, the parent 
company trained a total of 5,171 staff, which represents a share of 91.8 percent of all employees. Many 
employees took part in several trainings. On average, an individual training or education program lasted 11.4 
hours. More than 85 percent of all training and education programs were organized outside working time.  

Concern for young and promising staff - Granting scholarships is an important source of acquiring 
human resources. The share of students of technical studies reached 83.6 %. As the co-founder of the 
International Post-graduate School Jožef Štefan Gorenje is involved in the implementation of post-graduate 
programs. Its co-operation with various education institutions in the local environment and at the state level is 
also successful. Through the education centre Gorenje is involved in various state education projects and 
presentations. 

Development of human resources - The mission of the human resource development is establishment of 
individual's advantages, wishes and ambitions and their development in accordance with his/her objectives and 
the objectives of Gorenje. The basic tool of human resource development and strengthening of corporate culture 
is the training program for promising staff named the Manager Academy that has become part of traditional 
operation in the Gorenje Group. The third key tool for the development and planning of individual's career is the 
annual discussion.  

Measuring of organizational climate and employees' satisfaction - Measuring of organizational climate 
in Gorenje is used for the establishment of satisfaction of employees with their working conditions and relations 
at work.  

Healthcare for employees - The fact that only a healthy and satisfied employee can be successful at 
work is the basic guidance of all persons involved in the project »Healthcare for employees and management of 
sick absenteeism. They are included in the project CINDI Slovenia (lectures, tests of body capacity and similar). 
Preventive recreational holidays are organized since they have favorable and motivation influences on the 
participants. In order to know better sick absenteeism, problems, expectations and wishes of colleagues at work, 
visits of employees during their sick leaves were introduced some years ago. Simultaneously, it is checked how 
employees follow the instructions for treatment and behavior at the time of absence from work. The purpose of 
discussions with department heads and employees after returning back from sick leave is similar. Records of 
these findings serve for planning for improvements in working groups. In Gorenje, special attention is paid to 
employees with reduced working capacity. In compliance with the legislation the employees mentioned are 
placed to suitable easier jobs.  
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Assurance of suitable employment to disabled persons - In 2006, the Employment Rehabilitation and 
Employment of Disabled Persons Act introduced a system of employment quotas for the disabled in Slovenia. A 
6 percent quota applies to the majority of the companies in Gorenje.  

Care for occupational health and safety - Due to the development of new technologies, changing 
economic and social conditions the working environment has changed. Gorenje has successfully adapted to 
these changes in all segments of occupational health and safety, in all companies of the Group and in all 
countries of operation. This can be achieved only by a systematic approach, clearly defined objectives, programs 
and responsibilities. Gorenje operates in accordance with the requirements of occupational health and safety 
contained in standard OHSAS 18001 (Occupation health and safety management systems) that the parent 
company Gorenje, d.o.o obtained in March 2006. 

The basic objectives of occupational health and safety defined by the EU strategy are:  reduction in the 
number of accidents and seriousness of injuries at work; reduction in the number of reasons of occupational 
diseases; maintenance of employees' good health, and they have been considered also in the objectives set in 
Gorenje in the year 2006. The objectives have been selected in relation to the importance of individual areas of 
occupational health and safety and are incorporated into the strategy of development of occupational health and 
safety in Gorenje.Communications with employees - The most important target public of the Gorenje Group is 
its employees. They are the first voices advertising the trade mark and the first ones representing the culture and 
values of the Group to the external world. Thus, they shall be familiar with the events and policies of the Group. 
Gorenje has ensured the level of information also by the weekly Black on whit) and the sporadic journal Point 
on G. Internal bulletins are one of the tools for the achievement of objectives of the Company, such as close 
relations among the management and the employees and only among the employees. They increase the feeling 
of loyalty to the organization, increase motivation, responsibility, and innovativeness of the employees, 
encourage employees to achieve the planned objectives of the Company, establish and maintain strong 
Company‟s own corporate culture, strengthen team work, etc. 

Generally speaking, Gorenje Group has done a great deal of organization and management on 
employee‟s welfare. For example; proceedures, data, and information are well in place and available in various 
units and programs. Management programs and commitments to continual improvement aimed at offering a 
better workplace constitute an essential part of responsible and sustainable management.  
 
Responsibility to users of products and services 
 
Assurance of product safety - When developing products, our most relevant guidance is assurance of product 
safety which is checked by Slovene and esteemed foreign institutions. The institutions issue appropriate reports 
on tests and certificates before products are launched into the market. It is of vital importance that safety of each 
product is checked already at the stage of production and after the completed production in special licensed and 
well-equipped laboratories. 

Assurance of environmentally friendly products - Gorenje is the member of Conseil Européen de la 

Construction d'appareils Domestiques – European Committee of Domestic Equipment Manufactures (CECED). 
Through CECED, we would like to be a partner and companion in talks to the European commission in 
preparation of the legislation. The mission of the CECED is to improve technical properties of appliances along 
with simultaneous reduction in the environmental influence. 

Meeting of guarantee and service obligations - In accordance with the legislation, repair services are 
ensured to buyers of Gorenje Group products. Due to the fact that Gorenje Group is focused on the increase in 
customer satisfaction by its vision and mission, it often offers repair services also beyond the legally defined 
period binding for the producer.  

Gorenje Group typically makes an effort to provide products that guarantee the satisfaction of 
customers and meets their expectations. The responsibility to customers ensures that the product is of high 
quality, accessible, safe and environment-friendly, and has less social and environmental impacts.  More long-
term attention should be paid to education of sustainable consumers and all stakeholders (values) in welfare 
society. Social marketing (i.e. marketing products with social claims or labels) is still not implemented it will be 
demanded in the future. Company-customer relationships in pursuing CSR are in defining exactly what CSR 
means to customers and in understanding how customers perceive it. 
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Responsibility to close and wide social environment 
 
Gorenje has built up its reputation also by contributions to various activities. In 2006, Gorenje allocated funds to 
the areas of culture, schooling, health care and humanitarian activities. Besides that an important share was 
allocated to the development of sports activities and top sports that additionally confirm the recognition of 
Gorenje Gorup in Europe. 

In the area of culture the Company assisted in the organization of the: a) exhibition of the sculptor Ivan 
Napotnik in the National Gallery in Ljubljana, Slovenia and b) in the Gallery in Velenje, Slovenia; c) program 
of Cankarjev dom in Ljubljana, Slovene Philharmonic Orchestra and the Festival Lent as well as concerts 
organized by Narodni dom Maribor, Slovenia; d) Herberstein's literature meetings of Slovene writers; e) 
traditional days of the Slovene comedy in Slovensko ljudsko gledališče Celje, Slovenia; f)  exhibition 
A(rt)coustics in scope of the International Graphic Centre Ljubljana, Slovenia. Gorenje contributed also to the 
activities of various societies or institutions, such as: foundation of the academic painter Karel Peček Slovenj 

Gradec that grants scholarships to graduate and post-graduate students in art academies and  auspice of Biennial 
of industrial design BIO 20. 

Company‟s own activity plays an important role in social activities, in the area of culture within the 

Cultural Society in Gorenje, in the organization of artistic and sculptural exhibitions in Gorenje. The Company 
has also supported the Choir of Gorenje that has achieved notable international success. 

In the area of health care and humanitarian activities Gorenje donated to associations operating in this 
area. Sponsoring of various events where proceeds are intended for humanitarian activities is also of vital 
importance. Gorenje contributed also funds for the equipment of the Institute of Oncology in Ljubljana in scope 
of the activity “good thought” and to the Faculty of Economics, University of Ljubljana for the erection of a lift 

which will help overcome some architectural hindrances. 
In the area of schooling Gorenje supports better conditions for work in up-bringing and educational 

institutions, such as the Centre of up-bringing, education and training in Velenje, School Centre and Music 
School of Fran Korun Koželjski, also in Velenje. It also helped in the establishment of better conditions for 

living of students in students‟ halls of residence in Maribor and in implementation of some students' projects. 
In the area of sports Gorenje is the general sponsor of the Nordic team of the Skiing Association of 

Slovenia and volleyball club of Gorenje. Especially important was also co-financing of the annual FIS cup in ski 
jumping in Velenje and the international table tennis competition in Velenje that belongs to this sport‟s world 

cup. In the previous season Gorenje sponsored the hockey club Acroni Jesenice. Simultaneously with 
advertising in various sports events we contributed to easier organization, implementation of various sports 
competitions and recreational activities for a wide society. Funds were contributed also to minor amateur 
societies and activities involving young in sports activities, as a contribution to healthy and useful spending of 
free time. 

Employees are also encouraged to become members of the Recreational Society Gorenje that receives 
some funds In accordance with corporate values that are being developed we supported also the activities of the 
Pensioners' Club of Gorenje and thus showed our concern for the third life period of the Company‟s former 

employees. 
In the recent past, the rise and increased attention to CSR in Slovenia has put Gorenje Group in the 

spotlight and created significant interests and/or reactions among different stakeholders in Slovenian welfare 
state. There is a wide array of community activities in which Gorenje Gropup is involved (corporate 
citizenship). Corporate citizenship is a notion that a community legitimizes the presence of a company by its 
involvement and participation in community activities and development. Community project-based initiatives, 
participation in civic action, and membership in social forums are given less attention by Gorenje Group. 
 
Responsibility to the natural environment 
 
In 2006 the parent company Gorenje, d.d. continued its activities of environmental management by performing 
the activities planned for the achievement of objectives of environmental protection. Besides striving for the 
achievement of measurable objectives (waste management, energy products– all objectives were achieved) 
special attention was paid to the introduction and meeting of requirements of the RoHS Directive (Restriction on 
the use of certain hazardous substances in electrical and electronic equipment). 
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Since the parent company is subject to the requirements of the new IPPC legislation (Integrated 
Pollution Prevention and Control) it filed an application for obtaining the comprehensive environmental license 
with the Ministry of Environment and Spatial Planning. In the parent company - EMAS system located in 
Velenje was expanded to the subsidiaries located in Slovenia. All data about the influences of the Company on 
the environment, including the Environmental Statement were stated in an independent Report on social 
accountability of the Gorenje Group that can be read on the website www.gorenje.com. 

Environment - The Gorenje Group mission and vision as to the improvement of the quality of life and 
work in the milieu in which it operates is incorporated in the Group‟s strategic plans. However, such objectives 
and intentions can only be fully achieved through the implementation of environmental management projects 
that pertain to the planning and realization of product development and manufacturing processes alike. As to 
product development, the future management of the product's ultimate impact upon the environment following 
the end of its useful life is becoming an ever-more pertinent issue. 

Through the introduction of new materials, processes and technologies that minimize harmful impacts 
on the environment, Gorenje Group fully complies with the most recent ecological standards. Developmental 
orientation is also moving towards the manufacture of appliances with minimal environmental impact, namely 
processes which do not destroy the ozone layer and products that require minimal consumption of energy, water 
and detergents - both in their manufacture and their use. 
Gorenje constantly monitors all its gaseous, liquid and solid waste emissions, the consumption of energy 
sources and - since 1990 - the utilization of all potentially hazardous substances. 

The introduction of ISO 14001 standards have reduced the level of ecological risk and today afford 
optimal environmental management. Reducing discharges from harmful processes, control over the utilization 
of all energy sources, together with the recycling of raw materials and wastes, also contribute to a decrease in 
operating costs. 
 
Environmental and occupational health and safety policy - The medium-term Strategic Plan of Gorenje 
Group for the period 2006–2010 is based on current confirmation of the vision and mission: Gorenje Group 
creates original, technically perfect and user friendly products of top-design for agreeable home. It is focused on 
increasing the satisfaction of consumers while creating in socially responsible mode the values for owners, 
employees and other shareholders of the Gorenje Group. Due to its importance the policy of environmental 
protection and occupational health and safety is the constituent part of management policy in Gorenje Group 
and entrepreneurial culture of the company.  

Environmental protection and providing for safe working conditions are one of basic rights, obligations and 
responsibilities of all employees and are treated as a constituent part of company‟s management.  

Gorenje Group is committed to: 
1. include ecology and occupational health and safety in our development strategy, in annual and 

operative plans with anticipated measures, bearers, performers and timeframes in order to offer 
employees a safe and healthy fulfilment of their job assignments along with permanent reduction 
of  injury risks or medical harm while constantly reducing any negative environmental impacts;  

2. monitor and measure indicators of conditions in the activity fields and environmental aspect, and 
in case of deviations, act accordingly;  

3. continually improve workplace conditions and ecological situation while fulfilling current 
applicable requirements;  

4. plan and introduce new technologies and products according to principles of environmental 
protection and introduce adequate, faultless and ergonomic working appliances while permanently 
seeking possibilities for improving working conditions;  

5. use such materials and components, which will meet the most demanding local and international 
environmental standards;  

6. plan new products in compliance with eco-design requirements  comprising the complete life cycle 
of the product: development, production, use and disposal;  

7. provide for quantity reduction of produced waste  and take every measure for  streamlined 
consumption of energy resources;  

8. implement requirements regarding the exposure of workers to the risks caused by noise at the 
workplace;  
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9. train and qualify in order to rise their awareness of assuming responsibility towards the working 
conditions and environment;  

10. co-operate with employees and interested parties, thus contributing to the success of joint  efforts 
in environmental protection and occupational health and safety;  

11. inform interested parties about our achievements in environmental protection and occupational 
health and safety.  

Goals regarding environment protection until 2010 are: 
1. introduction of requirements relating to the contents of hazardous substances in household 

appliances,  
2. decomposition of waste electrical and electronic devices,  
3. reduction in quantity of produced waste,  
4. reduction in the produced industrial waste packaging,  
5. rational consumption of energy sources. 
ECO-Management and Audit Scheme (EMAS) is a directive by the European Parliament and the 

Council of Europe, elaborated as a tool for systematic treatment of environment. It should serve for evaluation 
and improvement of environmental treatment in industrial, service, and public corporations and institutions, and 
informing the public in regard to its effects. Whilst participation in the Scheme is on voluntary basis, the 
participating organization entered in the Register has the obligation to prepare the certified annual 
environmental statement. The EMAS directive is based on the ISO 14001 standard, upgraded with additional 
requirements regarding the areas of following relevant legislation, communication with the public, engagement 
of employees, and internal assessment.  Until July 2004, the EMAS system had registered over 3000 
organizations within the EU, of which, however, only five companies in the area of household appliance 
manufacture. By entering the European Union and passing the new act in regard to the protection of 
environment, Slovenia has had the opportunity to participate in the EMAS Scheme. 

Gorenje decided to voluntarily enter the EMAS Scheme even before the Slovenian entrance to the 
European Union, therefore it had adequately upgraded its existing system of environmental treatment by the ISO 
14001 standard. In the period of aggressive investment into the modernization of technological procedures it had 
created circumstances for compliance with the legal requirements and rules regarding all environmental aspects. 
The  environmental report published in Gorenje, has already included the certified environmental statement. 
Gorenje has also fulfilled the requirements regarding communication and engagement of employees in the 
environmental treatment system. Performance of the EMAS Scheme system in Gorenje was checked by the 
Slovenian Institute for Quality and Measurements (SIQ) and found that the system conforms with the 
requirements of the EMAS European Directive. Corporate environmentalism has been proliferating in Gorenje 
Group and has become a de facto culture of company. Eco-efficiency, environmental management systems 
(EMS), environmental accounting, auditing, and reporting, etc. have provided an array of frameworks for 
Gorenje Group in responding to environmental issues and the concept of “greening” has become an established 

corporate motto. Many indicators are used and new indicators are permanently introduced and presented in 
Gorenje Group environmental report each year. Environmental responsibility in Gorenje Group is very 
successful case even in EU. 

Corporate responsibility is included in the corporation strategies. Long-term competitive advantages 
are expected. Consumers alone cannot or will not change consumption patterns sufficiently: a) supply 
sustainable goods and services that perform competitively - attractive as other options, quality option, 
innovation, labels and information; b) choice editing - shortcut to identifying products, retailer‟s values, broader 

brand image; c) build social pressure: must have, socially unacceptable, actions of campaign groups or 
competitors. 

Business can and does do a lot and, if it is to do more, it must be as part of mainstream business 
operations: a) create markets (businesses may need to create markets that do not yet exist, for products that 
people do not yet know they want, markets can be created through procurement, contracts can be used to drive 
sustainability); b) make a convincing business case; c) sell sustainability positively – not as a negative or to do 
good; d) move sustainability from Corporate Social Responsibility to the mainstream business culture.  

Government should lead by example, and support best practice: a) lead by example; b) use the full 
range of actions available – including regulation (regulation, taxation, government‟s procurement, banning the 

most unsustainable policies or practices, first mover advantage, work in partnership, sustainable consumption 
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and production business task force); c) make a better case for sustainability (effective case, sustainable 
development related skills in government).  
Build a broader consensus: develop cross-party consensus, develop partnerships, and develop a new cross-
society pact. The relationship and potential synergies between the Total Responsibility Management, its 
measurement (sustainable indicators) and Responsible Consumption lead companies to long-term 
competitiveness and sustainability.   

Future research - Of particular concern to companies, as they focus more on doing good, is the 
persistent lack of a clear sense of the positive returns to their Corporate Social Responsible actions. This 
underscores the need for better measurement models (indicators) of Corporate Social Responsibility, sustainable 
development that capture and estimate clearly the effects of a company‟s actions on its stakeholders (direct and 
indirect), including its consumers. The synergies between Total Responsibility Management and responsible 
consumption also lead socially responsible enterprises to long-term competitive advantages by contributing to 
requisitely holistic management of innovative companies. 

The result of this study represents a positive contribution to the progress and development of CSR in 
one of the biggest export Slovenian company Gorenje d.d., to corporate social responsibility discussion and 
debates, and conformation furtherance of theories important in studying corporate social responsibility, total 
responsibility management and sustainable development, and its measurement. Theories and discussions on 
corporate responsibility and sustainability are still evolving. As shown in this study, the responses to the case 
company (Gorenje Group) is positive and substantiated by their programs directly addressing how to develop 
and improve corporate responsibility by implementation of total responsibility management into strategies, 
which includes the the permanent measurement (sustainable indicators) to the stakeholders.  Gorenje Group, as 
good corporate citizenship is involved in a wide array of community activities too. The most important aim of 
Gorenje Group is long-term competitiveness, and its sustainable development and long-term competitiveness. 
Gorenje Group presents the successful case of corporate social responsibility and sustainable development in 
Slovenia and even in EU. The aim - to highlight the characteristic features of Slovenian CSR and compare them 
to other researches (theoretical and empirical) available empirical published studies is achieved. The evolution 
of CSR networks observed throughout this study points to the idea that people continuously seek knowledge and 
constantly learn through experience and sharing of information. In a way, CSR, TRM and sustainability promote 
learning, discovering, and sharing among different actors of a society who aspire for a better and sustainable 
world for all.  
Finally, this case adds to the mounting evidence that CSR and sustainability, in general, has created a new 
dimension in managing sustainability at the corporate level. This study provided some compelling empirical 
observations and evidence, as well as direct quotations that explain nebulous CSR concepts. There is an 
immense opportunity utilize this information to learn and gain new useful insights, approaches, and concepts 
understanding and managing CSR and sustainable development. 
 
For Full List of References contact author 
 
 
 

End Notes 
                                                           

i
 Sustainable development is a broad and complex concept that connotes balancing the three important societal agendas – 
economic prosperity, environmental quality, and social equity. It is traditionally defined by the Bruntland Commission as 
»development that meets the needs of current generations without compromising the needs of future generations« 

1626



 

Determinants and Performance Impact of Service Firm’s Technological Strategy 
 

Carmen Haro-Domínguez carmenha@ugr.es  
Daniel Arias-Aranda darias@ugr.es  

F. Javier Lloréns-Montes fllorens@ugr.es  
Antonia Ruiz-Moreno aruizmor@ugr.es 

University of Granad, Spain   
 
 

Abstract 
 
Decisions concerning technological acquisitions are a significant factor in a firm’s technological strategy, since such 

decisions affect the firm’s future performance. Hence determining whether to use external acquisitions vs. internal 

development and specifying the right moment for alternating between them has become a crucial decision for 
managers of high technology-based firms. 
In this study, the influence of absorptive capacity on the decisions about technological acquisitions is analyzed on the 
basis of the impact on the firm performance. Such relationships are studied over a sample of 250 Spanish engineering 
consulting firms. The results obtained show that the degree of absorptive capacity influences positively both external 
and internal acquisition types of technology. Both technological decisions types influence organizational performance 
significantly and positive even though evidence shows a significant and negative relation between these decisions. 

Introduction 

Decisions concerning technological acquisitions are a significant factor in a firm’s technological strategy, since 

such decisions affect the firm’s future performance (Lanctot and Swan, 2000). Hence determining whether to 
use external acquisitions vs. internal development and specifying the right moment for alternating between them 
has become a crucial decision for managers of high technology-based firms (Jones et al., 2001). 

To deal with this decision, firms need to find out trends and changes in consumers needs in order to 
design products and services that will satisfy and, if possible, exceed those customers’ expectations. However, 
this does not guarantee market success as shortening product and service development time cycles is becoming a 
competitive advantage for high competition industries such as engineering consulting. Technology hunting 
involves not only determining which technology is essential and needs to be acquired and implemented in the 
manufacturing and delivery process as well as in products and services design, but also how it will influence 
future performance and goals. 

At times, lack of resources forces firms to resort to external sources of technological capacities (Jones 
et al., 2001), but a high dependence on external technology can cause loss of control and dependence, which 
makes the firm less flexible in the decision making process (Lanctot and Swan, 2000). At the same time, it can 
weaken the need to maintain and expand capacities internally due to a lack of need to put into practice 
knowledge generated inside the firm (Jones et al., 2001). Authors such as (Barney, 1991) and thus emphasize 
the importance of constructing organizational competencies based on accumulation of the firm’s own 

technologies.   
Decisions regarding internal development of technology also affect those decisions concerning 

technological acquisitions (Madanmohan et al., 2004). In this context, the firm’s ability to assimilate external 

technological knowledge or absorptive capacity emerges as a determining factor for technological acquisitions 
(Cohen and Levinthal, 1990). Hence, this study focuses on the influence that this factor can exerts on 
technology management decisions. Moreover, the differential impact of external technological acquisitions on 
internal development in the firm’s performance is also studied as a further consequence of such technological 
decisions.  

This paper is organized into four sections. In the first, the theoretical base and review of the literature 
on the main constructs of the model is presented. Secondly, building on the theoretical review, the model and 
hypotheses are proposed for empirical testing. In the next section, we present the data and methodology utilized 
to develop the empirical verification of the hypotheses. Finally, the main conclusions and limitations of this 
research are discussed. 
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Technological Acquisitions 

The ability of firms to develop and exploit technological knowledge becomes a crucial dimension of 
competition in many industries (Lanctot and Swan, 2000). The capacity of firms to internalize R&D activities 
turns into a critical determinant of their future performance. Firms have traditionally developed their own 
technological knowledge, even if this is not the only form they use. Firms can also exploit the R&D capacities 
of their competitors, providers and other organizations by means of contractual agreements such as licenses, 
R&D agreements, joint ventures, etc. (Pisano, 1990).   

However, the complexity of new technologies requires that firms build up abilities in a wide range of 
scientific and technical areas (Jones et al., 2001). In addition, the effects of the globalization of markets, which 
constantly shortens the life cycles of services and products due to rapid technological changes needs to be take 
into account when managing technology acquisitions and development. This situation can limit the resources 
available for firms (Hagedoorn, 2002) as the products and services required by customers may not be ready on 
time due to a lack of specific resources and/or capacities (Arias-Aranda, 2003). 

In this increasingly turbulent and uncertain environment, firms need to develop adaptation strategies 
(Koza and Lewin, 2000). This study considers two important vehicles for adaptation: internal development and 
the external acquisition of technology.  Although a large number of taxonomies have been introduced to explain 
the characteristics of the different modes of technological acquisition (Hagedoorn, 1993), the different options 
can be classified according to the importance and level of compromise of technological investments in the firm. 
It can be distinguished between internal development of R&D, which can be executed both by the existing R&D 
department and by specifically dedicated work teams from other departments (D.H Cho y P. Yu, 2000); and 
external technological acquisition or technological cooperation between firms. In this study, terms like 
coordination, collaboration, and integration will be considered as synonymous with cooperation, given that they 
refer to a collective behavior toward the achievement of common interests (Tyler, 2001).  Among these 
agreements, equitable associations such as joint ventures and direct investments; and inequitable associations 
such as technological licenses, technology exchanges, experimentation agreements, technology participation 
agreements, and research contracts are considered in this analysis (Carayannis et al., 2006).  

It is common practice in service firms to resort to both vertical and horizontal cooperation 
agreements.Generally; firms use these kinds of agreements according to three main principles. The first of these, 
proposed by the theory of transaction costs, refers to the reduction of the sum of the production and transaction 
costs (Williamson, 1985; Kogut, 1988). These agreements are generally reached between clients and providers. 
They are called vertical agreements in the value chain and usually include short-term perspectives. The second 
raison d'être comes from the theory of strategic behavior. It consists of maximizing profit by means of the 
improvement of the firm’s competitive position being this behavior strategic in character (Kogut, 1988). The 
third motivation refers to the need for knowledge transfer between firms. This is linked to the theory of 
knowledge and organizational learning. This theory considers cooperation agreements to be a vehicle by which 
organizational knowledge can be exchanged and imitated (Kogut, 1988) 

The exploitation of external technologies may not be enough to enable a firm to maintain its 
sustainable competitive advantage (Barney, 1991), since external technologies are easily accessible to other 
firms, while internal technologies are difficult for competitor firms to access. This is the main reason why 
strategic decisions regarding technology management require a study of the environment and internal conditions 
of the firm to enable it to adapt itself fast to changes in the environment (Dae-Hyun and Pyung-Il, 2000). Hence, 
this research focuses on one of the most important internal factors in decisions concerning technological 
acquisitions, the degree of absorptive capacity in order to study its influence on manager’s decisions concerning 
technological acquisitions. 

Absorptive Capacity  

Absorptive capacity refers not only to the acquisition or assimilation of information by an organization but also 
to the organization’s ability to exploit this information and thus create the opportunity for profits (Cohen and 

Levinthal, 1990). Organizational units with a high level of absorptive capacity are likely to harness new 
knowledge from other units to support their technological acquisitions. Thus the competitive position of a firm 
will depend on the advantages obtained from acquiring and using external information.  

Firms’ competitive advantages are focused mainly on improvements in quality, efficiency, innovation 
and customer relations. This requires constant research into new tools and opportunities to provide the firm with 
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these competences. Lack of absorptive capacity will thus represent an obstacle to the construction of 
entrepreneurial competences, making proactive behavior in the firm more difficult. 

Absorptive capacity arises from a long process of investment and accumulation of knowledge (Tsai, 
2001) through which the firm obtains the so-called technological stock. Formed by the firm’s investment in 

R&D and in the technological imports performed (see Figure 1), technological stock can take the form of quality 
of the firm’s employees, knowledge base, quality of system of information management, or organizational 
culture among others (Kumar, 1998). 

 

 
FIG. 1: FORMATION OF TECHNOLOGICAL STOCK 

The four dimensions of absorptive capacity: acquisition, assimilation, transformation and exploitation 
can be described as follows (see Figure 2): 

a) Acquisition. This refers to the firm’s capacity for identifying and acquiring knowledge 

generated externally. The intensity and speed of the firm’s efforts to identify and accumulate knowledge will 

determine the quality of the firm’s acquisition capacity (Zahra and George, 2002). 
b) Assimilation. This is defined by the firm’s routines and processes for analyzing, processing, 

interpreting and understanding the information obtained from external sources, that is, for the internalization of 
knowledge (Szulanski, 1996). 

c) Transformation.  This is the firm’s capacity to develop and refine routines to facilitate 

combining existing knowledge with that acquired and assimilated (Zahra and George, 2002). 
d) Exploitation. This is defined as organizational capacity based on routines (Cohen and 

Levinthal, 1990). It enables the firm to improve, expand and use existing competences and technologies and to 
create new goods, incorporating the knowledge acquired and transforming its operations to increase the 
productivity of the goods and capital employed. 

Many studies throughout the literature have attempted to show the importance that both the firm’s 

absorptive capacity and its decisions concerning technological acquisitions play in obtaining competitive 
advantage. Both variables are considered key factors for the firm’s success. Given that the decisions made in the 

present will affect the firm’s future performance (Lanctot and Swan, 2000) the ability to evaluate the impact of 

these decisions on the firm future performance possibilities results to be of crucial significance.  
Most of the authors who have studied the relation between absorptive capacity and technological 

acquisitions have focused their study on manufacturing firms. The scarcity of studies of this kind applied to the 
service sector, and specifically to engineering consulting firms has led to develop this study in order to enrich 
the existing literature by contributing new knowledge on the behavior of this kind of firm in uncertain and 
highly dynamic environments.  
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FIG. 2: CONTRIBUTION OF ABSORPTIVE CAPACITY AND TECHNOLOGY ACQUISITION TO ACHIEVING 
A COMPETITIVE ADVANTAGE. 

Model and Hypotheses 

The new competitive environment brings new threats and opportunities that firms must confront through the 
redefinition of their strategies and internal context. This revision is imperative to their long-term survival and to 
obtaining competitive advantages. Firms must thus seek mechanisms that support and encourage this process of 
adaptation between the organization and its environment (Koza and Lewin, 2000). 

External acquisitions help firms to create value by combining resources, sharing knowledge, increasing 
speed in the market and accessing foreign markets (Doz, 2004). They also enable firms to develop rapidly and to 
deploy commercial technologies and products (Narula, 2001). External acquisition can even be an efficient form 
of accessing complementary to the resources that can accelerate the exploitation of technological opportunities 
(Arora and Gambardella, 2001). Each of the determinants—absorptive capacity, acquisition, assimilation, 
transformation and exploitation of external technological knowledge—plays a very important role in the firm 
(Lane et al.,2001), since the ability to integrate the use of technological knowledge acquired externally and 
make it more effective depends on the degree of absorptive capacity accumulated in firms (Tsai, 2001; Chung-
Jen Chen, 2004). 

Based on the foregoing, the following hypothesis can be stated: 
H1: External technology acquisitions will be influenced positively by the degree of absorptive capacity. 
The company’s capacity to absorb external knowledge has been considered one of the most imperative 

sources of a competitive advantage (Debackere, 2005). Absorptive capacity has a positive effect on the 
productivity of technologies acquisitions (Cockburn and Herderson. 1998) and improves the efficiency of the 
process of developing new products (Stock et al., 2001). It also contributes to obtaining positive results in 
technology acquisition processes (Tsai, 2001). 

Higher stocks of technological knowledge increase the firm interest for internal development (Lowe 
and Taylor, 1998). Internal development also facilitates greater control over the firm’s distribution, ensuring a 
viable technological capacity (Kotabe and Murray, 1996). The study performed by Pisano (1990) in the 
biotechnological sector showed that when firms reach a certain level of knowledge in an area, they trust their 
own technology more than external technology.  

Based on this evidence, the second hypothesis to be tested is:  
H2: The degree of absorptive capacity developed by service firms will affect the internal development 

of technology positively. 
Rapid technological development limits the possibilities of firms to keep up only through their internal 

resources. This prevents firms from being able to remain competitive in all technological speficities. This fact 
impels firms to expand their resources and technological knowledge to maintain technological competitiveness, 
thus generating interest in external technological acquisitions (Narula, 2001). 
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Firms that have sufficient internal technological capacities show less interest in using external sources 
(Jones et al., 2001). Although external acquisition can discourage the internal development of technology in 
some cases, some studies indicate that external acquisition can stimulate rather than substitute for internal 
technology (Zahra et al., 2004). At the same time, internally developed technologies increases operations 
flexibility, facilitating as well external acquisition of technology (Gans and Stern, 2000; Arias-Aranda, 2002). 
Further, knowledge developed internally allows the firm to use the knowledge acquired externally more 
effectively in their internal processes (Arora and Gambardella, 1994). Moreover, internal capacities generate the 
ability to select external opportunities better (Chatterji, 1996). However, this study seeks to focus on the 
substitutive character of both decisions. It is therefore expected that the level of resources available internally is 
related negatively to the tendency to acquire technology externally and thus propose the following hypothesis: 

H3: The availability of internal technological resources will influence the level of external 
technological acquisitions negatively. 

Firms today are required to make continuous investments in new technologies to adapt to the new 
customer needs. The development of new techniques that can endanger their competitive position and even 
cause them to disappear from the market constitute the main pressure to which firms are currently subjected 
(Llorens-Montes et al., 2005). It is thus necessary for the firm to have reliable instruments to measure the results 
obtained from its decisions. The specific characteristics of service firms make evaluation of their performance 
quite complex, as Storey and Kelly (2001) show in their analysis of the performance of service firms.  

In periods of uncertainty, highly technological firms tend to revert to cooperation agreements (Tyler, 
2001). The motivations that lead firms to cooperate can be very diverse. According to theory of knowledge or 
organizational learning, cooperation agreements are the best form of creating value by exchanging or combining 
knowledge (Grant and Fuller, 2004). Firms can thus use this kind of agreement both to explore new 
opportunities with the purpose of creating above-average wealth and profitability relative to their competitors 
and to exploit an existing capacity in the hope of increasing the productivity of capital employed and of goods, 
thereby improving existing capacities and technologies (Koza and Lewin, 2000; Tyler, 2001).  Thus the 
following hypothesis is: 

H4a: External technological acquisitions made by service firms will affect the performance of the firm 
positively. 

Firms that decide to develop their technology internally achieve better abilities over time to assimilate 
and exploit all kinds of knowledge. Thus the firm continues to develop a series of capacities to assimilate and 
exploit either external knowledge, or absorptive capacity (Cohen and Levinthal, 1990), and better assimilation 
and use of the knowledge generated internally, or transformative capacity.  Over time, this translates into an 
improvement in efficiency in the assimilation of new knowledge in general (George et al., 2001) and into a 
possible increase in the firm’s performance (Zahra et al., 2000, Jones et al., 2001). 

Hence, the last hypothesis to be tested is: 
H4b: Internal technological development will affect the firm’s performance positively. 
 

Methodology 
Sample  

The sample studied is formed of a total of 250 firms from the Spanish engineering consulting sector.Initially 
conducted a series of interviews with CEOs, and R&D managers were conducted in order to analyze the main 
difficulties involved in the questionnaire and to obtain further contributions and improvements of the items, 
such as clarification of terms that might be misunderstood, completeness of the questionnaire, and suitability of 
the items for obtaining objective information.  

Incorporating the recommendations from the pretest, we mailed 250 questionnaires by post in April, 
2004. These questionnaires were addressed to the directors of the firms chosen for the study and included 
information on the goals of the study and instructions. We received a 44% response, 110 questionnaires from a 
total sample of 250. The civil engineering forms represent the highest percentage of the sample (66.60%), as 
opposed to 15.50% from the industrial engineering group and 15.90% from environmental engineering (see 
TABLE I). 
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TABLE 1: DESCRIPTION OF THE SAMPLE PER ACTIVITY GROUP 

 
Activity Percentage 

Civil engineering 66.60% 

Industrial engineering 15.50% 

Environmental engineering 17.90% 

Total 100.00% 

Source: Own processing 

Measures  
 

To measure the absorptive capacity, the scale developed by Szulanski, (1996), who designed a scale of 9 items 
based on that of Cohen and Levinthal (1990) was adapted. Szulanski measured absorptive capacity as a function 
of the intensity of the firm’s R&D (defined as R&D expenditure divided by sales) at the business unit level. 

Other authors—among others, Liu and White (1997), Stock et al. (2001), and Tsai (2001)—used the same 
criterion for measuring absorptive capacity. Links between the firm and the surrounding environment, the 
organization’s level of knowledge and experience, diversity and overlapping of knowledge structures and 

strategic orientation were other criteria used to measure the variable absorptive capacity (Nieto and Quevedo, 
2005). In this study, it was necessary to adapt the scale developed by Szulanski (1996) by eliminating some 
initial items and adjust the rest, leaving four items in order to settle it in the engineering consulting sector. With 
these, we propose to measure absorptive capacity as a function of the firm’s physical and intellectual capacity to 

assimilate and exploit knowledge. This fit enabled us to obtain a one-dimensional scale with sufficient validity 
and reliability.  

To evaluate the tendency of firms concerning technological acquisitions, the scale proposed by Lanctot 
and Swan (2000) and Jones et al. (2001) was applied. This scale was adapted to our study, resulting in a total of 
12 items. The first 6 items measured the propensity to external acquisition and the last 6 the tendency to internal 
development, based on the firm’s internal capacities.  

For measuring performance, a combination of items following the traditional classification proposed by 
Venkatraman and Ramanujan (1986) was applied. According to this classification, organizational performance 
can be grouped into financial, operative, and organizational results. The financial result corresponds to the 
firm’s economic goals by using indicators such as profitability, financial results, etc. In contrast, the operative 
result is based on non financial indicators such as market quota, introduction of new products, quality of the 
product, effectiveness of marketing, added value of production and other measures of technological efficiency. 
Finally, the organizational performance is related to the satisfaction of the different agents involved with the 
firm. In our study, following the proposal of Kaplan Norton (2005), we wished to focus attention on the 
financial and operative result. The final scale included six items, four on financial results and one on operative 
results.  

 Other authors in the literature have used the same classification of performance in their studies, for 
example, Abernethy and Lillis (1995) and Lee and Miller (1996). The latter particularly advise this way of 
measuring performance when the sample is composed of firms from different sectors. For measuring these 
variables—absorptive capacity, external technological acquisition, internal development of technology and 
organizational performance— a Likert-type seven-point scale was used anchored from 1 (strongly disagree) to 7 
(strongly agree) for respondents to check. 

A confirmatory factor analysis was developed to validate these scales and showed that the scale was 
one-dimensional and had high reliability (internal development of technology, α=0.93; external technological 
acquisitions α = 0.75; absorptive capacity α =0. 76; performance α =0.77). 

Model and Analysis  

The LISREL 8.54 program was used to test the theoretical model. Figure 3 shows the basis of the model 
proposed. Absorptive capacity (ξ1) is included in the model as the exogenous latent variable (variable not 
explained by any other variable in the model); external technological acquisitions (η1) as the first-grade 
endogenous latent variables (variables explained by one exogenous latent variable and one endogenous latent 
variable); internal technological development (η2) as the second grade endogenous latent variable (variable 
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explained only by the exogenous latent variable) and performance (η3) as the third-grade endogenous latent 
variable (variable explained by endogenous latent variables). 
 

 

FIG. 3: CAUSAL MODEL OF THE RELATIONSHIP BETWEEN EXTERNAL TECHNOLOGICAL ACQUISITIONS, 
INTERNAL TECHNOLOGICAL DEVELOPMENT, ABSORPTIVE CAPACITY AND PERFORMANCE 

 
First, with respect to the quality of the measurement model for the sample, the constructs display 

satisfactory levels of reliability (α=Alpha Cronbach>0.7) as shown in Table III, compound reliabilities 
(Compound Reliability>0.7, ranging from 0.86 to 0.99) and shared variance coefficients (shared variance>0.50, 
ranging from 0.62 to 0.94). Convergent validity (the extent to which maximally different attempts to measure 
the same concept agree) and discriminate validity (the degree to which one construct differs from others) are 
achieved among all constructs.   
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TABLE 2. VALIDITY, RELIABILITY AND INTERNAL CONSISTENCY 

Variable Item 
Validity, reliability and internal 

consistency 
λ* R2 A. M. 

ABSORPTIVE 
CAPACITY 

ABS4 
0.65*** 
(12.15) 

0.42 

α=0.76 
C.R.=0.87 
S.V.=0.63 

ABS5 
0.92*** 
(25.64) 

0.85 

ABS6 
0.87*** 
(17.87) 

0.75 

ABS7 
0.72*** 
(15.20) 

0.52 

EXTERNAL 
TECHNOLOGICAL 

ACQUISITIONS 

ACTEC2 
0.72*** 
(f.p.) 

0.52 

α=0.75 
C.R.=0.86 
S.V.=0.62 

ACTEC3 
0.96*** 
(13.72) 

0.91 

ACTEC4 
0.63*** 
(9.63) 

0.39 

ACTEC5 
0.81*** 
(13.22) 

0.66 

DEVELOPMEN
T OF INTERNAL 
TECHNOLOGY 

ACTEC7 
0.95*** 
(f.p.) 

0.91 

α=0.93 
C.R.=0.99 
S.V.=0.94 

ACTEC8 
0.98*** 
(37.2.3) 

0.97 

ACTEC9 
0.98*** 
(39.64) 

0.95 

ACTEC10 
0.97*** 
(38.66) 

0.94 

ACTEC12 
0.97*** 
(38.35) 

0.95 

PERFORMANC
E 

PERFORM
1 

0.93*** 
(f.p.) 

0.87 

α=0.77 
C.R.=0.89 
S.V.=0.63 

PERFORM
2 

0.95*** 
(21.38) 

0.90 

PERFORM
3 

0.68*** 
(12.24) 

0.47 

PERFORM
4 

0.75*** 
(14.61) 

0.56 

PERFORM
6 

0.61*** 
(10.35) 

0.37 

 
 
The overall fit measures, multiple squared correlation coefficients (R2) of the variables, and signs and 

significance levels of the path coefficients all indicate that the model fits the data well (e.g. Relative Fit 
Index>0.9, Adjusted Goodness of Fit Index>0.9, see TABLE . In TABLE , the parameter estimates are shown. 
First, a direct positive association between external technological acquisition and absorptive capacity ( 11=.20, 
p<0.05) is confirmed. These results support Hypothesis 1, that the level of absorptive capacity accumulated in 
service firms will affect external technological acquisitions positively. Second, a direct positive association 
between internal development of technology and absorptive capacity ( 21=.51, p<0.001) appears as significant. 
These results support Hypothesis 2, that the level of absorptive capacity accumulated in service firms will affect 
the internal development of technology. Third, a negative relation between both kinds of technological 
acquisitions considered is tested, external acquisitions vs. internal development (β12= -0.83, p<0.001). These 
results support Hypothesis 3, that the availability of internal technological resources will influence negatively 
the level of external technological acquisitions. Finally, a direct positive association between external 
technological acquisitions and organizational performance (β31= .47, p<0.01) is verified, as well as between 
internal development of technology and organizational performance (β32= .78, p<0.001). These results support 
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Hypotheses H4a and H4b. Both external technological acquisitions and internal technological development will 
have a positive and direct impact on organizational performance. 

 
TABLE 3: S.V.=SHARED VARIANCE; F. P.=FIXED PARAMETER; A. M.=ADJUSTMENT MEASUREMENT 

 

Parameter and Relationship λ* 
Goodness of Fit 

Statistics 
Direct Effects 
 

 

χ2=264.97 
(p=0.01) 

RMSEA= 0.098 
GFI=0.96 
AGFI=0.95 
NFI=0.95 
NNFI=0.97 
CFI=0.97 
IFI=0.97 
RFI=0.94 

γ11 

Absorptive Capacity 
External technological 
acquisitions 

0.20* 
(2.35) 

γ 21 

Absorptive 
capacityInternal technology 
development 

0.51*** 
(8.15) 

β 12 
Internal technology 

development  External 
technology development 

-0.83*** 
(-9.37) 

β31 
External technology 

acquisitions  Performance 
0.47** 
(3.25) 

β 32 
Internal technology 

acquisitions  Performance 
0.78*** 
(5.75 

 

Conclusions  

This work sought empirical evidence to support the relationship between absorptive capacity and external 
technological acquisitions and the relation between absorptive capacity and the internal development of 
technology. The second main goal was to verify the relationship between internal development and external 
acquisition of technology and the impact on the firm’s performance on both kinds of technological acquisition. 

Hence, the main findings of this research can be outlined as follows: 
First, a positive relation exists between the degree of absorptive capacity and external technological 

acquisitions as pointed out in recent studies such as Tsai, (2001) or Chung-Jen Chen (2004) among others. In 
this study, this relationship is highly significant in the sense that engineering consulting firms, specially those 
developing a wide range of projects, will be more likely to acquire technology externally at lower costs due 
mainly to the wide range of heterogeneity of their activities which would require compromising increasing 
financial resources to support internal development of specific technology. In addition, the level of absorptive 
capacity achieved by engineering consulting firms affects the internal development of technology directly and 
positively. This is especially relevant when the firms develop specific technology internally based on knowledge 
accumulated through the use of external technology as in studies such as Lowe and Taylor (1998) and Tsai 
(2001), Hence, absorptive capacity plays a crucial role both in external technological acquisition as well as in 
internal development of technology according to the knowledge accumulated and focus of activities of the 
engineering consulting firms.  

Second, the positive and direct relation obtained between both kinds of technological acquisition and 
performance enables us to confirm that the influence exercised by internal development of technology on 
performance is more significant than the influence exercised by external acquisition. Dependence on external 
acquisitions increases the risk of losing some kind of control on costs versus technology cash flows. Engineering 
consulting firm’s projects have an execution planning during which specific technology is to be applied. 
Obsolescence, misuse and learning time cycles of external technology affect performance more directly as a 
consequence of lower levels of operations flexibility. However, internal development of technology enables the 
firms to exercise control not only on financial issues but also on direct application and use of technology. 
Hence, in the long term, the availability of internal technological resources influences negatively on the level of 
external technological acquisition as confirmed in studies such as Jones at al. (2001) 

The conclusions of this study are subjected to several limitations which also open further possibilities 
for empirical research. As this study is focused on engineering consulting firms, generalization to other service 
sectors is a matter of future research. In addition, the cross-sectional nature of this research broadens research 
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opportunities on technological decisions for longitudinal studies in order to analyze knowledge flows according 
to absorptive capacities and internal/external technology applications. 

 
 

References 

[1] Abernethy, M A. and Lillis, A.M. (1995). The impact of manufacturing flexibility on management control 
system design and practical extensions. Operations Research 29(4), 698-705. 
[w.soontiens@cbs.curtin.edu.au2w.soontiens@cbs.curtin.edu.au] Arias- Aranda, D. (2002). Relationship 
between operations strategy and size in engineering consulting firms. International Journal of Service Industry 
Management 13 (3) 263-285. 
[3] Arias-Aranda, D. (2003). Service operations strategy, flexibility and performance in engineering consulting 
firms. International Journal of Operations & Production Management 23 (11) 1401-1421. 
[4] Arora, A; Gambardella, A, (2001). Specialized technology suppliers, international spillovers and investment: 
evidence from the chemical industry. Journal of Development Economics 65 (1) ,31-54. 
[5] Arora, A ;Gambardella, A, (1994). Evaluating technological information and utilizing it.  Journal of 
economic behavior  organization 24(1), 91-114 
[6] Barney, J. (1991). Firm resources and sustained competitive advantage». Journal of management 17 (1), 99-
120. 
[7] Caravannis, E.G.; Popescu D.; Sipp, C.; McDonald S. (2006) Technological learning for entrepreneurial 
development (TL4ED) in the knowledge economy (KE): Case studies and lessons learned. Technovation, 26 (4), 
419-443 
[8] Chatterji, D, (1996). Accessing External Sources Of Technology . Research technology management 39 (2), 
48-56. 
[9] Chung-jen Chen, (2004). The Effect of knowledge attribute, alliance characteristics, and absorptive capacity 
on knowledge transfer performance. R and D Management 34 (3), 311-321. 
[10] Cockburn, I.M and Henderson, R.M, (1998). Absorptive capacity, coauthoring behavior, and the 
organization of research in drug discovery. The journal of industrial economics 46(2), 157-182. 
[11] Cohen, W.M and Levinthal, D.A, (1990). New perspective on earning and innovation . Administrative 
science quarterly 35, 128-179. 
[12] Dae-hyun Cho and Pyung-il Yu, 2000. Influential factors in the choice of technology acquisition mode: an 
empirical analysis of small and medium size firms in the korean telecommunication industry . Technovation. 
20(12), 691-704. 
[13] Debackere, K and Veugelers R, (2005). The role of academic technology transfer organizations in 
improving industry science links. Research policy, 34(3), 321-342. 
[14] Doz, Y.L.( 2004). Toward a managerial theory of the MNC. Advances in International Management. 16, 3-
30. 
Gans, (J. S) and Stern, (S), (2000). Incumbency and R and D Incentives: licensing the gale of creative 
destruction. Journal of economics and management strateg,. 9(4), 485-511. 
[15] George, G.; Zahra, S. A; Wheatley, K.K and Khan, R, (2001). The effects of alliance portfolio 
characteristcs and absorptive capacity on performance. A study of biotechnology firms. The journal of high 
technology management research, 12 (2), 205-226.  

1636

http://www.emeraldinsight.com/Insight/viewContentItem.do?contentType=Article&contentId=851742
http://www.emeraldinsight.com/Insight/viewContentItem.do?contentType=Article&contentId=851742
http://www.emeraldinsight.com/Insight/viewContentItem.do?contentType=Article&contentId=851742
http://www.emeraldinsight.com/Insight/viewContentItem.do?contentType=Article&contentId=849513
http://www.emeraldinsight.com/Insight/viewContentItem.do?contentType=Article&contentId=849513


 

Creating Competitive Advantage through Collaboration: 
An Action Research Led Approach 

 
Martin Rahe, mrahe@eada.edu  

Mariano Najles, mnajles@eada.edu  
EADA Business School 

Jordi Garcia, j.garcia@cirem.org  
Foundation CIREM 

 
 

Abstract 
 
The paper describes and reflects on a project that aimed at the introduction of collaborative behaviour in the 
audiovisual cluster in Catalonia, Spain, in order to improve the competitiveness of the cluster. The challenge was 
twice: (1) The companies had to change their behaviour and attitudes from competition to collaboration, and (2) 
concrete objectives regarding outcome had to be achieved. An appropriate method to introduce change with the 
participation of the companies involved is Participatory Action Research (PAR). This methodology confronts the 
researcher as an observer with a spontaneous process evolution. Using criteria from relationship theories the 
research shows that PAR-methodology is able to convert competitive behaviour into collaborative behaviour. The 
cluster identified its problems and decided through a process of reflection which policies to go for.  The case study 
character of PAR impedes the transmission of results into other contexts and does not allow generalization. 

 

Introduction 

Porter´s statement that prosperity is created, not inherited has never been as true as it is today (Porter, 1990). 
Even if the ´global convergence-local divergence´ paradigm reflects on the importance of spatial particularities 
on economic development, there is an increasing rivalry across the boundaries of nation-states (Gane, 2001). 
Under global competition the resource-based attractiveness of geographical regions either in labour, raw 
materials or capital has been shifting production processes to developing countries. There has been an almost 
constant increase of foreign direct investment (FDI) in Asia, only interrupted in the 90´s in some countries by 

the Asian crisis. According to UNCTAD, around 25% of FDI inflows to Asia results from the United States and 
Europe (UNCTAD, 2006). It is evident that developed countries are under pressure to maintain or increase their 
competitive advantage in order to avoid a decline in economic welfare. 

Rankings like the world competitiveness scoreboard elaborated by the IMD benchmark countries on the 
basis of indicators that try to measure national competitiveness (IMD, 2008). A central condition of 
competitiveness is the interplay of relevant growth factors from different contexts. While the IMD looks at 
economic performance indicators, administrative and corporate efficiency, and the quality of infrastructure, the 
Cotec-foundation clearly states in its White Book the importance of cooperation between the different 
innovation agents (Cotec, 2007). Following Etzkowitz (2002) and Lee and Lee (2008), research and innovation 
networks contribute to increase value intensive production and competitiveness. More concrete Roy and  

Banerjee (2007) are looking at the cooperation between private companies and public research 
institutes trying to find out, in how far research potentials of universities and market capacities of private 
companies can be combined. 

By focussing on the quality of relations between the innovation agents, the increasing importance of 
value adding networks is not sufficiently reflected in management research yet. Motoyama (2008) recognizes a 
theoretical vagueness in this field and the general difficulty in measuring interconnectedness. Looking at 
industry agglomerations and the concept of clusters Motoyama discovers a lack of theory that helps to explain 
its creation and evolution. Taking this gap into account the present paper describes and analyzes the process of 
network creation through collaboration within an audiovisual cluster in Spain, aiming at improving the 
competitiveness of the organizations involved. The applied methodology is action research which is considered 
being an appropriate tool for initiating change processes, i.e. from competition to collaboration. After discussing 
the theoretical framework, the research model visualizes the research issue. Special emphasis is put into the 
following section where the methodology is explained. The particular character of action research requires a 
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detailed view on its significance for outcome. Therefore chapter 3 gives an extensive insight into the action 
research methodology. Chapter 4 describes the cluster and chapter 5 applies the action research methodology to 
the concrete case. Chapter 6 reflects on the findings looking at methodological appropriateness and the 
objectives achieved. The discussion of the findings follows in chapter 7, before the conclusion in chapter 8 
finishes the paper.    
 
Theoretical Framework – the value of close relations 
 
The importance of information and knowledge has boosted the economic and sociological concept of 
embeddedness. Moran (2005) focussed on this concept, distinguished between relational and structural 
embeddedness and analyzed its impact on managerial performance. Knowledge is considered being the principal 
source for gaining competitive advantage through increasing innovativeness and factor productivity. The 
impossibility of an individual to hold the potentially relevant knowledge raises the need to get involved in social 
circles. The belonging to social networks adds value to the individual and the company and therefore increases 
its competitive advantage (Granovetter, 1992). There are several intersecting theories that focus on the analysis 
of relationships. With the aim to contextualize the research subject and to develop relevant items for further 
analysis, these theories will be shortly presented and discussed. 
  
Network theory 
A prominent representative of the network theory is Granovetter (1983), who analyzed from a rather 
sociological perspective the impact of strong and weak social ties on information flow. A network of weak ties 
is interpreted as a bridge to social circles the individual does not actually belong to, but from where the 
individual can get more novel information as from a strong tie network, which links to close friends or people 
that show similar characteristics and mental concepts as the individual. Granovetter received some criticism 
from network research done in China, where Bian (1997) and Bian and Ang (1997) could not confirm his 
theory. 

In the same direction as Granovetter points Burt (1992), distinguishing the quality of network in 
relation to the network closeness. Close networks are those, “where all of an individual´s important contacts 

know each other” (Moran 2005: 1130), while networks where one´s contacts are mostly unacquainted are 
networks characterized by structural holes (Burt, 1992). Similar to Granovetter, Burt says that more 
unacquainted contacts provide access to non-redundant resources of information, while closed network reduces 
exchange risks, enhancing the probability that cooperation happens as expected. Coleman (1988) adds that the 
power of closed networks results from robust individual and collective action. Moran (2005) developed this 
approach further by analyzing the impact of network quality on innovation and managerial task performance. 
  The economic view on relationships became popular with the transaction cost analysis developed by 
Coase in 1937 and later on adapted by Alchian and Demsetz (1972) and Williamson (1979). Taking the 
transaction cost criteria, Coase analysed why some transactions take place in physical organizations based on 
formal contracts and why other transactions are external and happens on markets. Coase underlined that close, 
firm internalized; relationships provide more information to the firm than market transactions. While market 
relations are based on price information, the internalization of transaction, i.e. the hiring of individuals, assure 
access to a broader range of information and knowledge. 

Both perspectives, the sociological and the economic, make their point on the fact that relations 
between people or organizations have different levels of quality. Granovetter  (1983) calls it weak or strong, 
Coase (1937) looks at whether transactions are standardized, repetitive and cheap or whether they are special 
and expensive. Both authors coincide also that the relationship benefit is related to the quality of relations.  

Key requirements of relationship quality are commitment, trust and norms (Granovetter, 2005; Lin, 
1999; Mizruchi and Stearns, 2001). Each of these elements affects positively the transmission of information, 
because they express individual (commitment, trust) and group (norms) willingness to network contribution. 
Commitment affects the durability of relationships and the effort of the partners involved in maintaining it 
(Anderson and Weitz, 1989). The concept of trust integrates credibility and benevolence as two crucial 
parameters. Zaheer, McEvily, and Perrone could demonstrate that negotiation costs and conflict solution are 
significantly influenced by inter-organisational and inter-personal trust (Zaheer, McEvily, and Perrone, 1998). 
Following Gambetta (1988), trust is the basic ingredient of social capital that allows an individual to reliably 
obtain the resources made available through the individual´s contact. 
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The normative aspect has special relevance, because generally accepted norms increase the transaction 
density within a network and improve the network efficiency due to the fact that there are rules of behaviour 
network members can rely on (Moran 2005; Granovetter, 2005). The compliance with norms is closely related 
with peoples´ value system, the higher the match the more stable the regulatory norms of the network. This 
causes the economic advantage of spending fewer resources in information gathering and transaction security 
(Rahe, 1997). 

Taking views, the sociological and the economic, the network advantage results from higher 
information and knowledge levels and from fewer transaction costs. Network density and the intimacy of 
relationships itself are influenced by the quality of transaction between the nodes. 
 
Social capital theory 
Social capital is understood as the “goodwill that is engendered by the fabric of social relations and that can be 

mobilized to facilitate action” (Adler and Kwon, 2002: 17). Following this definition, employees are considered 
as company assets because of their capacity to create social links with each other and the external environment. 
If this capacity is used according to the firm goals, then the employee as a social resource increases the 
competitive advantage of the company (Lin, 1999). While the network theory puts emphasis onto the relations 
of the network members, the social capital theory looks at the individual as the origin of relations. Moran comes 
to the conclusion that most of the research on social capital is directed at explaining the value that social capital 
has for the individual (Moran, 2005). The employee is a node whose value for the company depends on his 
capacity to create social links. The value is higher if the employee invests constantly in external social networks 
that give him superior access to relevant information, power and solidarity (Adler and Kwon, 2002). Individual 
external networks that bridges different social circles and internal organizational features (bonding) that 
stimulate people to engage with networks increase the firm cohesiveness of social capital (Pastoriza, Ariño and 

Ricart, 2008). But “There is no guarantee that the manager with a well-developed intrafirm network will use it 
(and the concomitant information the network provides) to support organizational objectives.” (Leana and van 
Buren, 1999: 546). 

The willingness to invest in social capital depends on the individual´s associability and his 
identification based trust with the firm (Pastoriza, Ariño and Ricart, 2008). In the same direction points Lin 
(1999) saying that a social resource (employee) is worth it because of its human capital, measured through 
education and experience, its social ties, measured through its extensity of social relations and because of its 
initial position in the organization. But as Bergeron (2007) stated in his research about Organizational 
Citizenship Behaviour, firms may create a conflict of interest, when individual rewarding is based on task 
performance. Always when task performance is dominant in overall employee performance, any activity that 
damages the individual or group performance will then be rejected. In such a situation, the employee faces a 
trade-off between the persecution of production goals and the creation and maintenance of social networks, 
which is time consuming but not rewarded by the company.  

There is an extensive debate about the comparability of social capital with other forms of capital, i.e. 
finance capital, economic capital. Many authors have convincingly shown similarities between the different 
forms of capital, but as Burt (1992), Evans (1996), Sabel (1993) and also Coleman (1988) point out, a major 
difference is that there are no exclusive ownership rights to social capital. It takes mutual commitment to build 
social relations, but if only one party withdraws from this commitment, the social capital is destroyed. This is of 
special importance in the case of fragile relationships, when mutual trust is low or when networks are new and 
have still to grow and to consolidate. 

To conclude, social capital is result of the individual´s competence to create social networks. In the 
case of close relations the usefulness rises from lasting and durable social relations, which increases the access 
to potentially available resources and reduces the cost of intra- and inter-firm transactions. 
 
Agglomeration theory 
In difference to the network theory and social capital theory the agglomeration theory or theory of spatial cluster 
relates to the geographical settlement of firms and centres its perspective on the interplay of organizations and 
environment instead of analyzing individual behaviour. First remarks on the issue of spatial economics were 
done by Marshall, who wrote already in 1890 about external economies of scale and the economic advantage of 
proximity (Marshall, 1890). Geographical proximity reduces labour costs, logistic costs and transaction costs 
and, in doing so, gives a cost advantage to the company. According to Johansson and Quigley (2004) and 
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Malmberg, Sölvell and Zander (1996) corporate benefits arise from economies of scale and economies of scope 
based on three reasons. One reason refers to market size and to market growth, which affects product 
differentiation positively and yield external scale economies, even though all competitors earn normal profits 
(Johansson and Quigley, 2004). A second agglomeration factor that influences firm competitiveness is the 
availability of specialised inputs and input supplier, which may reduce transaction costs. And finally, 
information spill-over due to proximity create technologic or economic advantages that contributes to increase 
the innovative capacity (Krugman, 1991). It can be seen that in contrast to the network theory that explains 
benefits from relationship quality, the agglomeration theory relates firm advantage with geographical proximity. 

On the fundamentals of the agglomeration theory, Porter (1994, 1992) developed his theory of national 
competitiveness, which focuses on the influence of business clusters on national economies. Porter´s centres on 
the relevance of the locational configuration of market factors that improve productivity and innovation. It must 
be considered his merit having focussed on the relational and geographical factors of influence on 
competitiveness. In doing so, he pushed the theory of industry clusters. Nevertheless, he received some criticism 
because of the theory´s incapacity to explain the creation and evolution of clusters (Motoyama, 2008). This 
means for policymaker that the theory neither explains how to put into practice a cluster, nor does it provide a 
clear geographical scale in order to identify the geographical frontiers of a cluster, nor does it explain why 
clusters fail.  
 
Triple helix 
A concept, rather than a theory, that highlights cooperation as a way to improve competitiveness is the Triple-
Helix-Model. It has gained increasing influence due to its integration of public and private sector institutions 
into a holistic approach of regional development (Saad, 2004; Etzkowitz, 2002; Leydesdorff, 1998). The central 
issue of this concept is the joint effort of government agencies, public and private research institutes, 
universities and public and private companies to strengthen national or regional learning and innovation 
processes (Saad, 2004; Viale and Chiglione, 1998). The focus is on voluntarily cooperation in knowledge 
capturing, absorption and commercialization and, in doing so, to overcome individual knowledge restrictions 
that would appear in the case of mutual competition. Within the Triple Helix, especially the public sector 
organizations assume new roles and are committed to the private sector. This requires flexibility in that sense 
that public research units must be concerned about the diffusion of science based knowledge and research based 
technology (Razak and Saad, 2007). Governments have to deliver the legal framework in which knowledge 
cooperation can take place, but should avoid driving an innovation-push policy, and in doing so dominate the 
innovation process (Etzkowitz and Caballho, 2004). As part of Triple Helix, technology transfer from public to 
private entities is a core objective. Roy and Banerjee (2007) considers it as an intentional process to disseminate 
or to acquire knowledge, experience and the related artefacts. The success of this process depends on the one 
hand on the technology offered and the corporate capacity to absorb new knowledge and technologies, and on 
the other hand on the relationship quality influenced by trust and commitment.  

The mentioned theories show the role of relationships for economic value creation, each of the theories 
considers a positive impact of connectivity on economic wealth. Gains in productivity, transaction cost 
reduction; increasing innovativeness and a larger variety of products are the principal economic outcomes of 
connectivity. To achieve positive results, some requirements are necessary on the individual level: commitment, 
trust, acceptance of norms, associability, and identification with organizational circumstances, flexibility, 
adaptability and the willingness to share knowledge. Linking the theory to the concrete project means that the 
selected items have to be used in order to analyse situation and development of the television cluster in 
Catalonia.  
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TABLE 1: COMPARISN OF RELATIONSHIP THEORIES 
 

 Network 
Theory 

Social Capital 
Theory 

Agglomeration 
Theory 

Triple Helix 

Focus Quality of 
relationships, 
social ties 
(Granovetter) 

Competencies of 
employees, 
social resource 
(Lin) 

Spatial cluster, 
inter-
organizational 
relationship 
(Marshall) 

Public-private 
partnerships, 
technology 
transfer 
(Etzkowitz) 

Value adding Information and 
knowledge 
sharing, 
reduction in 
transaction 
costs 

External social 
networks, access 
to information, 
power and 
solidarity 
(social asset) 

Economies of 
scale, 
economies of 
scope, reduction 
in transaction 
costs 

Information 
and knowledge 
sharing, 
innovation 

Relationship 
quality 

Trust, 
commitment, 
norms 

Individual 
associability 
(bridging), 
identification 
based trust, 
internal 
organizational 
features 
(bonding) 

Geographical 
proximity, 
information 
spill-over´ 
specialization 

Willingness to 
cooperation, 
flexibility 

Immanent 
problem 

Role of trust for 
relationship 
success 

Non-exclusive 
ownership rights 
on social capital 

Creation of 
spatial clusters 

Adoption of 
new roles  

  
 

The research that will be presented in this paper starts from the initial phase of collaboration and has to 
put special emphasis (1) on how to connect people from different organisations and (2) how to implement 
change from competition to collaboration. This has particular relevance for the selection of the research 
methodology. 
 
Methodological Framework - participative action research 
 
Taken for granted the value-adding effect that collaborative behaviour can have in determined circumstances, 
the major challenge of this research is to generate relationships with sufficient quality so that firms recognize 
additional value through joint effort. In contrast to the theoretical approaches, the project starts at the very 
beginning and within a short time the first results must be evident. The conditioning factor time restricts the 
evolution of norms, which impedes the development of sound relationships within the duration of the project.  

The present research deals with a local audiovisual cluster in Catalonia, Spain, which tries to find ways 
to stand global competition via collaboration. Confronted with the requirement of change and the existence of a 
clear defined group of affected organizations, this, altogether, creates a case that serves for the application of 
Participatory Action Research (PAR) as a methodology to work with. According to McTaggart, “Action 

research is not a method or a procedure for research but a series of commitments to observe and problematize 
through practice a series of principles for conducting social enquiry.” (McTaggart, 1996:248). In this sense, the 
research is conducted with the commitment of the researched person or group and is conducted in their interest 
and not according to the interests of the researcher.  

Introduced by Kurt Lewin (1946) in the forties, PAR is a method were the researcher and the research 
object agree a research partnership in that sense that the researcher becomes part of the research object (Ozanne 
and Saatcioglu, 2008). The organized involvement of the researcher into the problem context shows that PAR is 
problem-focussed and content-specific, and aims at improvement through change (Afify, 2007). This means that 
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PAR is always case study research, which prohibits generalization, which deals with individuals as members of 
social groups and which is characterized by rather longitudinal than cross-sectional research. PAR methodology 
is challenging for the researcher, because, on the one hand, he/she is member of the research object and in direct 
contact with the individuals he/she investigates, but, on the other hand, the researcher must stick to his/her status 
as an observer in order to avoid outcome manipulation. The paradigm of PAR is that it neither instrumentalizes 
other people, nor does it create distance between the researcher and the participant (Blythe et al., 2008). 
Additionally, the cyclic process of group meetings requires the interplay of research, action and evaluation 
(Afify, 2007). In this sense, a major concern of PAR is to overcome the theory-practice divide and contribute to 
theory building as well as to real problem solving (Brinberg and Hirschman, 1986).  

PAR itself is characterized by an iterative learning and development process, which passes along three 
or four group or panel meetings with representatives from case relevant private and public sector entities, where 
problem identification, data collection, idea generation and research findings are worked out (Maklan, Knox and 
Ryals, 2007). With the help of group techniques, PAR must be considered as a systematic approach of social 
enquiry and contributes to create social relationships (Ozanne and Saatcioglu, 2008).  

A critical issue of PAR is how to measure and to assure the quality of the research process. This is of 
particular relevance because of the open and dynamic process on the one hand, where the participants discover 
solutions without the intervention in content from the researchers, and, on the other hand, because of the 
difficulty for the researchers to find the right balance between process guidance and spontaneous process flow. 
Andersen, Herr and Nihlen (1994), but also Reason and Bradbury (2001) raised the need for developing criteria 
that help to measure quality. Ozanne and Saatcioglu (2008) summarized the former mentioned authors by 
discussing five quality criteria. Outcome validity is related to the core issue of PAR, which is the solution of a 
problem through the initiation of a process of change. The outcome goal is achieved, if there is a successful 
resolution of a relevant organizational problem. To which extent the relevant stakeholders actively participate 
measures the democratic validity. The scientific approach of PAR requires an emancipatory treatment of power 
imbalances during the cyclical group meetings, which means that hierarchies are faded out. The think-act-reflect 
cycle of this methodology intends to develop the participants´ intellectual problem-solving capacity through 
continuous learning and improvement. The validity of the process is very much related to the learning and 
sharing of information and knowledge and establishes change as a never-ending process of improvement. The 
catalytic validity looks at the ability and capacity of the participants to understand and change social processes 
within the concrete case, but also beyond the studied situation. The ability to transfer results is a central issue.  
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FIG. 1: QUALITY MEASURES 
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Having a critical dialogue about findings and actions is measured by the dialogical validity. An open-
minded predisposition and good citizenship behaviour are key factors to assure the quality of dialogue. 

To summarize, PAR uses the scientific method and is based on theory, but shows clear preference for 
field work. This is evident, taking into account that this methodology is applied to solve practical problems in 
organizations or social groups. It employs cyclical inquiry and tries to establish a collaborative environment, 
which characterizes PAR as a qualitative and participative research methodology. 
 
Cluster background 
 
The case presented in this study refers to a cluster of local audiovisual companies and support organizations in 
Catalonia, which have been suffering rising global competition, an unbalanced sector structure and a constant 
need for innovation. The sample of organizations that participated in this research consisted of seven small 
private companies engaged in production, info brokerage and program transmission, seven public entities 
(regional government, universities, promotion agencies and info platforms) and three mixed entities dealing in 
the field of promotion and regulation. Lose market relationships, little willingness to share knowledge and, 
therefore, a low level of collaboration characterized the sector. Policy coordination in the field of strategy or 
resource allocation has never been considered an option to improve the competitive situation of the cluster in 
general and the individual companies in particular. The sector is currently facing two major challenges: 

1. The introduction of digital television into the market and the disappearance of analogical 
television. 

2. A change in the business model because of the opportunities and threats that Internet is offering 
regarding the audiovisual diffusion. 

This requires innovative capacity and capital to finance the change process. Nevertheless, the financial 
situation is critical. The growing number of local TV stations and local suppliers create a situation of ever 
smaller portions of advertisement revenues for each company. In order to increase revenues, alternative ways, 
like the reduction of costs through cooperation or the expansion into new markets, trying to achieve economies 
of scale, are relevant options.  

The audiovisual cluster in Catalonia perceives also a lack of attention from the audience, the public 
administration and the businesses. This makes it difficult to maintain a constantly high level of production 
quality. A coordinated and concerted action among the cluster entities is considered as a solution to concentrate 
resources and centre on selected policies.   

Although, the perception and conviction of change is present, the cluster entities have not been able to 
develop joint action. This justifies the application of the PAR methodology in order to create and to push 
collaborative behaviour and to increase competitiveness. 
  
Research design 
 
The research design reflects the special characteristic of the research methodology and takes into account two 
major objectives of the research:  
1. The creation of a collaborative environment where the participating organizations are willing to share 

experience and knowledge. In other words the cluster had to converge into a performance community. The 
relevant criteria for such an environment are given by the individual level items mentioned before. Related 
to this objective is also the question of the right methodology that can help to develop collaboration. 

2. The increase of competitiveness through value creation, measured by innovativeness, transaction cost 
reduction and product portfolio.  

These two major objectives were accompanied by four additional sub-goals: 
1. Find out common interests and act within a culture of cooperation and internalization. Reducing mutual 

mistrust. 
2. Try to achieve scale economics and coordinate investments in a way that the cluster achieves a stronger 

position and new opportunities will be generated. 
3. Maintain the independence of each entity in the cluster. 
4. Improve the performance as a pressure group. 
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Initiating and implementing change through the application of PAR is longitudinal and passes through 
a number of meetings, each of it is intensively observed by the researchers. Therefore, the model presented here 
is process oriented and focuses on the description and interpretation of the progress. In spite of the high 
relevance of the project, there was no cluster participation in the project funding. Considering it a pilot project 
the Spanish ministry of industry, tourism and trade assumed the financing of the project.   
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FIG. 2: RESEARCH MODEL 

 
Regarding the present research three meetings were scheduled over a period of four month. The content 

differed from meeting to meeting and covered problem discussion (diagnosis), idea generation and priority 
setting, and acceptance of cluster plan and implementation. Considering the fact that competitors but also 
suppliers and clients were invited, a strategic connector was necessary that was generally accepted by the 
participants. This role was assumed by the MAC (Audiovisual Market Catalonia), a public sector organization 
that deals as a regulator but also promoter of technology and innovation in the sector. During the meetings and 
in the reflection sessions afterwards, a facilitator, network manager, was necessary who coordinated processes 
and managed inter-organizational processes. The network manager had to take care for the correct application of 
the PAR-methodology and had to apply communication improving methods in order to get everybody involved. 
This role was assigned to CIREM (Centre for European Initiatives and Research in the Mediterranean), a private 
not-for-profit foundation dedicated to applied research and consultancy in the field of social sciences. The 
meetings were also attended by two observing researchers, whose role was that of complete passivity during the 
meetings and reflection and interpretation work afterwards. The analytical work depended very much on the 
detailedness of the documents. Here, the problem rose that, different to interviews, the use of voice recorder was 
not recommendable, because of its negative influence on group dynamics. To sum up, each meeting was 
accompanied by four important tasks: 

1. Observation: The items that result from the framework analysis were key elements in directing the 
observation. 

2. Assure action: The principal role of CIREM and MAC was to create commitment, support change and 
connect the different agents. 

3. Research: The analysis of the observed enabled the strategic connectors to correct or modify discussion 
schemes if necessary. 
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4. Documentation: The different steps were archived for research purposes and report writing. An 
intermediate and a final report had to be sent to the Spanish ministry of industry, tourism and 
commerce, which was the financial supporter of the project. 
Before the first meeting, in-between and after the last general meeting, reflection and preparation 

meetings took place, which were attended by the strategic connectors and the researchers. The purpose of these 
meeting was to decide about the general meeting strategy and possible corrections if necessary. 

Following the objectives of the project and taking into account the quality classification of PAR 
presented by Ozanne and Saatcioglu (2008), outcome and appropriateness of the research methodology had to 
be analysed. In spite of process rigidity, there is an inescapable gap between scientific research and what PAR is 
able to achieve (Argyris, Putnam and Smith, 1985). 

In order to measure the results, parameters were assigned to the categories “outcome validity” and 

“catalytic validity”. The workability and appropriateness of PAR as methodology were measured in the 

categories “democratic validity”, “process validity” and “dialogical validity” (Ozanne and Saatcioglu, 2008). In 
its best case, methodology and outcome goals are positive and the project can deal as a reference for similar 
change projects in other sectors or clusters. If the outcome is positive, but the methodology did not work, then 
discrimination or group pressure can be expected. In case that the PAR methodology worked well, but, 
nevertheless, no beneficial outcome was produced, then several conditioning factors, like too little time, group 
diversity or a lack of decision-making power among the participants can be the reason. If neither outcome nor 
methodology achieves positive results, then there is a total mismatch and the project has failed.      
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FIGURE 3: OUTCOME PORTFOLIO 

 
Research process and observations 

 
1. Panel Meeting 
Methodological Aspects  
The first meeting took place in the town hall of the city of Granollers in October 2007. After a preparation 
meeting between the strategic connector (MAC), the facilitator (CIREM) and the researchers, 19 private and 
public sector organizations were invited by the strategic connectors to participate in the PAR-project. Finally, 
representatives from 17 organizations confirmed their attendance. 

The expectations were ambiguous because for all of them it was the first time to participate in such a 
project and it was also new to share opinions and knowledge with representatives from other organizations of 
the same sector with whom relationships were either competitive or market based or rather administrative. The 
atmosphere was coolish due to the “wait and see” effect and many participants had their doubt regarding the 
effectiveness of the whole event. In this phase of the project the role of the facilitator as driver of the meeting 
was crucial. Ice-breaking methods and the splitting of the group into two sub-groups boosted the dialogue and 
helped to create familiarity. The MAC as strategic connector was also important, because its representative gave 
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prestige and credibility to the project. Moments of silence could be bridged, even if in general, the dynamic of 
the group discussion was low.  

The contributions were rather synthetic which means that the participants formulated already existing 
opinions or preconceptions without listening and responding to the contributors. The first meeting suffered from 
a lack of dialogical quality and gave much room to the expression of statements. The facilitator, who was 
monitoring the meeting, had to be attentive that all participants were involved in the exchange of opinions. 
While the observing researcher played a neutral role in this first meeting, the MAC, as a public entity with 
regulation authority, had a stronger involvement in political discussions and was receptor of complains 
especially from private sector organizations. “Our possibilities are limited. For us as the regulation entity, we 

have to respect also the regulation. We don´t have many options.” (MAC)  
 
Content Aspects 
Although there was some scepticism among the panel group at the beginning and the difficulty that members 
had to find the right way to work together, the meeting achieved its objectives to develop a list of major 
challenges of the cluster and to generate strategic and operative solutions. In spite of undifferentiated comments 
like “we always have budget problems, but we don´t solve this in a meeting”, the participants were able to 
diagnose the situation in the sector. For the diagnosis the panel group was divided into two work groups. Several 
problems were discovered which can be categorized into 5 areas: 
 Financing 

The participants considered necessary to restructure the financing system. The adjustments in quality 
and technology due to the appearance of the digital television (TDT) as well as the increasing competition in the 
local market result in decreasing revenues from advertisement. There is a need to be innovative in order to 
increase the total amount of advertisement expenditure and to improve the access to the commercial publicity. 
There was no doubt that the lack of financing affects negatively the quality of production and the 
competitiveness of the companies. 
 Market and Regulation 

The market is currently in a situation of change, because of the assignment of TDT-licenses to the TV-
companies. The local companies did not see that the license concession corresponds with the reality of the 
territory (population, social and geographical structure). Furthermore, there was the perception that there is no 
right balance between regulation, understood as a public sector service, and necessary competition. The market 
was considered being intransparent with a lack of clear rules. 
 Content 

Following the new Catalan regulation, a determined part of production must have been done in the 
companies in Catalonia itself in order to receive tax benefits or other amenities from the government. This 
creates confusion because of different models and typologies of cooperation with companies from outside the 
local cluster. These cooperations are considered as necessary because of a lack of local supplier or attractive 
price differentials between local and outside suppliers. 
 Technology 

There is uncertainty regarding the strategy of the administration, the trends in TV hardware and the 
possibilities of the new technologies. The companies consider a lack of investment in technology in the cluster, 
which can be seen in the slow diffusion of digital TV and the difficulties to assure equal access to these 
technologies in the Catalan territory. 
 Territory 

Together with the dawn of the digital TV the sector is going to change its current outlook defined by 
analogical TV. The threat results from the difficulty to position public and private companies in a way that the 
public TV fulfil basic information requirements without affecting the competitiveness in the private market.  

 

1646



 

TABLE 2: PROBLEM MAP 

CIADE1) Financing
- Increasing competition for the same amount of TV advertisement
- No evaluation of impact of local TV
- Low productivity and competitiveness, precarious conditions for employees and
employers

- High illegal imitation ratio

2) Market and Regulation
- Opaque assignment process of TDT Licences (digital TV)
- Imbalance between necessary regulation and free competition competencia

3) Content
- Confusion concerning types of production (Property Rights)
- Lack of producers that work at reasonable prices
- Huge opportunity to develop new channels and innovation such as interactivity, 
multiplatforms, etc.

4) Tecnology
- Uncertainty about future channels, technologies and political decisions
- Low investment, especially on the digitalized production technology
- Too much attention given to IPTV (Internet Protocol TV) and too little to TDT (Digital 
TV)

5) Territory
-New organization of sector (associations, private networks, etc.) 
-Concern over public TV offer, which affects the competitiveness of the private
companies
-Reflection on the concept of local TV: orientation at local topics, identity, etc.

 
 
Based on the results of the problem map, the panel group generated ideas of how to reply to the sector 

challenges. Within an open space atmosphere, the group was able to prioritize on two ideas where the group 
decided to concentrate on. One focus has been put on the development of a joint TV brand in order to support 
and promote local TV and turn the sector into an attractive work place. The second focus has been on the 
observation of the Internet Protocol TV (IPTV) for being prepared, once the technology becomes commercially 
relevant. The important issue was, to avoid a disperse allocation of group effort in too many problems. The 
selection was not unanimous and discriminated all those who wanted to focus on different items. Two small 
commissions were created to elaborate a work schedule, an action plan and a first approach regarding the 
expected budget. Due to relevance and complexity of the task, the first idea dominated the meetings, which is 
reflected by the following process description. 
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TABLE 3: IDEA GENERATION 
 

Financing
Improve use of TV ads
Improve working conditions
Audience measurement

Investment in Brand Building

Joint innovation with universities
Internationalization of content

Content
Clear definition of production types
Specialized producers in local TV
Multiplatform content distribution
Service diversification

Markets and Regulation
Regulation and free competition
Distribution of TDT licenses
Avoid speculative behaviour
Creation of a new local TV business model
Way out of analogueTV
Protection intellectual Property Rights
Improve audiovisual exchange

Technology
Interactivity (TDT)

Observation of IPTV

Audiovisual hardware 

Territory
TDT signal in rural regions
Dual financing model (public TV)
Role of local TV

 
 
Evaluation of the Meeting 
Following the outcome portfolio, the first panel meeting showed good result regarding content. There was a 
clear result which became manifest in the selection of two work topics, the panel group wants to go for. All 
participants were willing and committed to set up changes that could innovate the sector. Due to the newness of 
the situation and the not-knowing of each other, the sharing of knowledge was, especially at the beginning, very 
much related to the expression of individual statements. A reason can be that comfort creation and trust building 
are time intensive and had to evolve during the first and the following meetings. This means that regarding 
methodology, there was a higher level of intervention from the strategic connectors necessary than expected. 
Apart from the dialogical validity, also the democratic validity, the voluntary and balanced participation of all 
panel members, showed room for improvement.  
 
2. Panel Meeting 
Methodological Aspects 
The second panel meeting took place in November 2007 and counted with a slightly lower participation as in the 
former meeting (13 attendants). A decisive prerequisite was that the participants were the same as in the first 
meeting. Only then, people can build trustful relation, benefit from learning, change perspectives and are able to 
transmit this process to their organisations. It could be observed that the panel members became more flexible to 
different opinions and changed their attitude regarding listening and responding to others. Along with the 
improvement of the dialogue quality, less intervention was necessary to guide the meeting. Formal habits 
(norms) based on mutual tolerance evolved and affected positively the discussion. Or as a panel member stated, 
“we are looking for a way where everybody can express his opinion regarding the topic, before going over to the 
next. In doing so there is no polarization from a few.” Along with the evolution of the project, the panel 
members showed increasing interest in knowing the opinion of the researcher. The acceptance of the researchers 
indicates the advancement of the relationships during the process and a continuous familiarization with the 
situation. Nevertheless, the strategic role of the MAC was indisputable. “We need the support of the MAC, 

because only with the researcher we cannot go ahead with the project.”  
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Content Aspects      
The purpose of the second panel meeting was to discuss and precise actions that were proposed by the 
commissions and which referred to the two problem areas the panel members gave priority to in the first 
meeting. Furthermore, it was intended to establish a project plan with clear responsibilities and time schedules. 
The objective was to put actions in practice at the beginning of 2008. Two actions proposed attracted the interest 
of the panel members and were farther discussed: 

 The creation of an audiovisual ring and 
 the creation of a tool to measure the audience of local TV programmes. 

The audiovisual ring means that the different organizations of the cluster become closely 
interconnected and share information and knowledge through a joint digital platform. This platform contains 
data regarding projects, ideas, observations, markets, subsidies, etc. and intends to increase the velocity of 
information exchange and to generate collaboration concerning production. Following the aim to increase 
economies of scale, the panel members agreed to intensify joint effort in the commercialization of already 
produced output and to address to the international market. To make this plan work, three conditions were 
considered as fundamental: 

 A broad participation of public and private TV stations and producers, 
 access to the digital platform for suppliers and clients inside and outside Catalonia and 
 limited access to sensible information and only for those who are willing to pay for that. 

The meeting finished with the commitment to develop an action plan, a budget plan, the technological design, a 
proposal for public funding and a final list of companies involved. 
 
Evaluation of the Meeting 
Similar to the first meeting, the group came up with good results and achieved the objectives regarding content. 
The commissions made a good job and prepared the field for effective work within an open-minded 
environment in the panel meeting. Two concrete policy measures were adopted and a work plan agreed that 
created further commitment, which, by then, shows the increasing identification of the panel members with the 
project. According to theory, identification is a key requirement for the development of trustful relationships, 
one of the objectives of the project. Methodological wise, the project approached closer to what PAR is 
requiring. During the process people changed their attitude and became open to new ideas. This learning process 
was accompanied by a democratization of the panel, which means that relationships improved and affected 
positively the tolerance of opinions.   

Worth it to mention is the changing role of the MAC and the researchers. The MAC started in this 
project as an organization that was the connecting point for the other organizations. In this sense, the MAC was 
an important element of the conceptual part of the project. But during the two meetings, the MAC turned to 
become a strategic ally for the cluster, who could push forward the project and could make effective lobbying in 
the public administration. During the meetings, the researchers lost their status of complete neutrality and were 
more and more invited to give their opinion. 
 
3. Panel Meeting 
Methodological Aspects 
The third meeting took place in December 2007 and was characterized by helpful and cooperative atmosphere. 
The familiarity of the situation generated a fluid work climate which integrated the researcher more and more 
into the discussion. “Now where you, the researchers, have prepared and accompanied the process, you can 

opine as well and can give us some new inputs to forward the project.” According to the PAR-methodology, the 
researchers violated the principle of neutrality by assuming the observation status only. The closer integration of 
the researchers into the discussion created the problem that the researchers themselves were influencing directly 
or indirectly into the research outcome. 
 
Content Aspects  
The objective was to manifest the commitment of all involved and to close and validate the strategic plan. It was 
agreed to present a prototype of the platform in May 2008 under the name “Audiovisual Market Place” or 

“MAC 2.0”. The meeting closed with a final evaluation of the whole process. The panel members highlighted 

the change of attitude in the group, which moved from problem identification to the collaborative search for 
solutions. It was pointed out the necessity of an ample diffusion of the project and the importance to fill the 
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proposal with concrete policy. As a further demonstration of the group´s commitment to the project, dates and 

the next work packages were established. Nevertheless, a flow chart to schedule the work steps was not 
achieved.  
 
Evaluation of the Meeting 
The final meeting confirmed the tendency of the second meeting. Mutual trust, the willingness to share 
knowledge, associability, adaptability, commitment and the acceptance of certain rules of behaviour 
characterized the group behaviour. The understanding that additional value can only be created through 
collaboration emerged ever stronger over the three meetings. The role of the MAC from a rather scapegoat to an 
accomplice showed well the advancement during the process. The fact that the researchers gave up their passive 
role in this last meeting demonstrates the open and positive atmosphere. 
 
Discussion 
 
The main objective of the project was to create collaboration between the different organisations of the 
audiovisual cluster in Catalonia, Spain. As Moran (2005) could show, increasing embeddedness increases 
networks and increases the individual performance in organisations and, in doing so, improves the 
competitiveness of the company. With regard to the project, a special interest has been on the quality of 
relations, what Moran calls relational embeddedness. The existing relations within the cluster were defined by 
market transactions; there was no serious intent to cooperate in determined operations. This has changed during 
the research process and after having held three panel meetings and the creation of a work commission. 
Following Moran (2005), a higher relationship quality affects positively the innovative capacity.  

An important question during the preparation phase of the panel meetings was how to orientate the 
observation and what are relevant items that help to interpret meeting dynamics. The analysis of four different 
streams of relationship theories resulted in a short list of items that dealt as a guideline for the panel observation. 
Trust has been a crucial criterion that evolved over time and stretched across all project stakeholders, including 
the strategic connectors and, to some certain extend, the researchers. While the first meeting suffered a lack of 
trust, just when the participants had to share their experience and had to discuss their corporate situations, this 
changed over time and affected positively the search for solutions. According to theory, trust is a good fellow 
for corporate performance due to its impact on relationship quality. In this sense, the trust-building process must 
be considered as an investment into the future. Using the terminology of Burt (1992), before the project start, the 
network within the cluster was full of structural holes, which influenced negatively in the network stability and 
the relationship costs. The project aimed at filling these holes and creating a close network. During this process, 
trust was a precursor that pushed relationships and also the outcome from closer networks. 

Rising trust increases also the individual commitment as the identification with the project increases. 
The adopted strategic plan 2008 is a written manifest of commitment for further collaboration. Social Capital 
theory considers individual associability and adaptability as key figures for creating social assets. During the 
meetings, participants learned to deal with different opinions and perspectives and tried to use this diversity in 
order to be innovative. The fact that each meeting matched with the fixed goals demonstrate the willingness of 
the participants to achieve concrete results, always taking into consideration that those participants that were not 
convinced by the project disappeared after the first meeting. One has also to take into account that the 
willingness is due to the competitive pressure of the national and international environment.  

Geographical proximity as a relevant factor of cost advantages as it is discussed in the agglomeration 
theory had no decisive impact on the project. The sector value chain is not build on proximity advantages. Also 
the selected policies do not refer to proximity as a competitive advantage. Nevertheless, the participants of the 
project coincide with the agglomeration theory regarding the objective of realizing economies of scale. But 
instead of a local scope, the companies of the audiovisual cluster decided to try to sell their products more in 
international markets. The global focus requires a change in the business model of the companies. 

During the panel meetings, the drive to change and to innovation came from the private sector 
companies. With the exception of the MAC, the public sector, represented by administration bodies and 
universities, behaved cautious and kept room for improvement. All in all, the theoretical embeddedness of the 
project is very much linked with the network theory and the social capital theory. 

The role of the MAC as a strategic connector was especially important for the project. Without this 
institution, the meetings could have hardly been established. The researchers themselves had no prestige in the 
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sector and noticed resistance to cooperate from the companies. Due to the fact that digital TV and internet 
protocol TV caused serious problems for the companies, the companies felt the need to cooperate with a 
regulatory institution in order to face the new challenges. The MAC itself is an example of how roles can 
change in PAR. Starting as a receptor of criticism, the MAC turned to become a promoter and cornerstone of the 
innovation process. 

In view of the second major objective, the creation of a collaborative environment is senseless if there 
is no additional value creation the customer is willing to pay for. In this sense, the increasing effort to sell 
internationally with high quality products must be considered as a change in the business model. Through 
cooperation the small companies try to bundle resources for the internationalization. The agreed installation of a 
web platform is considered an important tool, which supports the internationalization through developing a 
cluster brand and promoting multiple sales. 

While the major objectives were achieved, the question rises whether these achievements are 
sustainable or not. The application of the PAR methodology connected people and, therefore has been 
successful, but as in all longitudinal studies, the final success depends on the companies´ revenues. Applying the 
evaluation criteria as mentioned by Ozanne and Saatcioglu (2008), one can see that outcome validity has been 
positive within the project period. Each panel meeting matched with its objectives, which, again, underlines the 
seriousness of the situation of the cluster. The catalytic validity is difficult to evaluate and depends on the 
individual´s capacity to communicate the panel outcome to the other members of the organisation. The process 

showed a positive development according to theory. During the three meetings, all panel members learned, 
changed roles, demonstrated flexibility and, finally, started to collaborate. The democratic validity, as a criterion 
to measure the balanced participation of all panel members, evolved over the three meetings. The lack of trust 
and the newness of the situation required a strong intervention of the strategic connectors at the beginning of the 
project. It could be seen that the creation of inter-organisational relationships required inter-personal 
relationship building. This improved the dialogical quality from meeting to meeting and affected also the neutral 
role of the researchers, who were several times invited to give their opinions and comments.      

Due to the success of both, content and methodology, the project can be considered as a reference 
example, always taking into account that the case character does not allow any generalization. The application 
of the methodology improved during the research process and was pushed by the increasing identification of the 
participants with the project. Taken the outcome portfolio, there was a shift to the left quadrant during the 
research process, which means that the results achieved in each meeting were positive, but concerning 
methodology, the panel members had to adapt to it.  
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Although successful, the research contains some limitations which are due to the methodology applied. 
The first restriction to mention is that PAR is always related to a case. The way how change was initiated and 
the problems were addressed to be particular and does not allow any generalization, therefore considering a case 
as a success reference must be taken carefully. The application of PAR to the audiovisual cluster serves as a 
positive example, but does not confirm its validity in other cases. A second restriction results from the fact that 
the observation was based on items that were discussed in the relevant literature. Nevertheless, the influence of 
each item onto the process is not clear. There is no quantitative validation which measures the statistical relation 
of these items to the subject. Furthermore, it can be expected that a lot of research dummies influence in the 
results that cannot be excluded. 

In spite of these limitations the project demonstrated how PAR-methodology contributes to the creation 
of relations and, in doing so, how innovation can be achieved. In this sense, the project did not analyze 
relationships but looked at the creation of relationships via PAR-methodology.  
 

Conclusion 

In academic literature little publications exist that deal with the application of Participatory Action Research 
(PAR). Its limitations regarding theory testing or theory building shifts the preferences of researchers to 
different methodologies. Nevertheless, PAR is an attractive instrument for the initiation of change within a 
company, a group of companies or a sector. Its success depends on the level of collaboration, which is related to 
the building of relationships, and to the capacity of the participating companies to push the solution process. The 
research happens when action takes place, which means when the companies are working on their improvement. 
The researcher as observer becomes witness of a spontaneous, quite unpredictable process.  

The present case is a typical example of PAR, which was applied in order to implement innovation into 
the audiovisual cluster of Catalonia. The challenges of the project were twice, on the one hand, there was a need 
to develop a concrete outcome that adds value to the cluster and, on the other hand, a methodology was 
necessary that turns competitive behaviour into collaborative behaviour and that supports spontaneity. After 
three panel meetings the group has worked out concrete results that were planned to put in practice in 2008. If 
these results will really provide substantial improvements in competitiveness is an issue they that requires a 
long-term observation and which could not be answered during the project period. 
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Abstract 
 
This paper analyzes the relationships between several dimensions of human resource flexibility and firm 
performance. The study also explores the moderator roles of environmental dynamism and external cooperation in 
these relationships. The results indicate that internal flexibility –both functional and numerical- is positively related 
to firm performance whereas external numerical flexibility is negatively related to firm performance. Regarding the 
moderator variables, environmental dynamism moderates the relationship between external numerical flexibility and 
financial performance, and external cooperation moderates the relationship between internal functional flexibility 
and financial performance. Finally, external cooperation moderates the relationship between external numerical 
flexibility and each one of the dimensions of firm performance. 
 
Introduction 
 
Global firms face increasing environmental changes today that enhance the adoption of flexible approaches to 
adapt to demand fluctuations, technological advances, rising labour diversity and international competition and 
globalization. The search for quality improvements, flexible production systems, and cost reduction is a constant 
challenge for companies since the 1990s. In this environment, flexibility is a required support to such 
competitive advantages as efficiency and quality. 

Flexible strategies involve many dimensions because flexibility is a polymorphic and multidimensional 
concept. It includes dimensions at operational, organizational structure and strategic levels. This paper focuses 
in the different forms of human resource flexibility. This level of flexibility –human resource flexibility- may be 
defined as the organizational capacity to modify the use of human resources (in terms of volume, qualifications 
and time) in response to fluctuations and changes in the level and structure of demand. Firms need this labour 
flexibility to reduce costs and adjust human resources to market fluctuations, but this requirement is not 
incompatible with the need of fixed, committed and qualified employees. The literature highlights the 
importance of human resources within the flexibility approaches developed by the firm to overcome 
environmental changes.  

A typology of human resource flexibility frequently found in the literature distinguishes between 
internal and external flexibility, or between functional, numerical and financial flexibility (Atkinson, 1984; 
Osterman, 1988). Nevertheless, the literature still offers non-conclusive results about such questions as what 
dimensions of human resource flexibility are more related to the firm´s competitive advantage, or what variables 

moderate the relationships between human resource flexibility and firm performance. This paper contributes to 
the literature by analysing relationships between several dimensions of human resource flexibility and several 
dimensions of firm performance, and at the same time by testing the moderator effect of environmental 
dynamism and external cooperation in these relationships. The next section explains the theoretical context of 
the paper and develops the research hypotheses. Then, the methodology of the empirical analysis is described 
followed by the results of a survey to Spanish firms and its discussion. Finally, the paper concludes with 
limitations and suggestions for future research. 
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Theory and hypotheses development 
 
2.1. Human resource flexibility and innovation: theoretical context 
 
Flexibility has received much attention by scholars and practitioners alike as a source of competitive advantage. 
The stream of research that analyzes the relationship between human resource flexibility and firm performance 
is not very conclusive. There are three main approaches to justify the adoption of some types of labour flexible 
contracts (Gramm and Schnell, 2001): enhancing flexibility to adjust the quantity of working time and skills of 
employees, saving costs, and gaining specialized skills that are not available within the firm. Nevertheless there 
are very few empirical studies that have analyzed whether firms that adopt more internal flexible practices 
perform better than firms that adopt more external flexible practices. There are not empirical studies either that 
analyse the influence of comprehensive dimensions of human resource flexibility on firm performance. This 
stream of research is becoming more relevant as more companies face the impact of globalization and have to 
adapt to increasing changes in their competitive environments. 

Regarding the firm practices included in a flexible system of human resources, the review of the 
literature indicates that key practices related to functional flexibility are those that enable job rotation in the 
workplace by multiskilled and polyvalent employees who may rotate among different job tasks or activities in 
response to changes in the environment (Atkinson and Meager, 1986). Examples of these practices are 
teamwork, job rotation, or problem-solving teams. There are also other practices included in the dimension of 
external functional flexibility such as outsourcing or external cooperation.   

On the other hand, external numerical flexibility involves any practice that fits the number and working 
time of employees to the changes in the level of demand of the firm´s products and services (Atkinson, 1984). 

This flexibility dimension includes practices related to contractual flexibility (temporary and help agency 
employees), as well as exit flexibility (lay-offs). It is important to distinguish these flexible practices from other 
practices categorised as internal numerical flexibility that enable flexible timetables for employees (Atkinson 
and Meager, 1986) such as part-time contracts or flexitime. 

Based on these prior considerations, the research model proposed in this paper (Figure 1) is developed 
under the resource-based view of the firm. This theoretical perspective states that human resource management 
is a key determinant of firm performance, and after adopting a contingent approach in relation to these practices, 
several variables that are external to the human resources function are incorporated into the analysis. From this 
contingent approach, the relationship between the independent variables –different dimensions of human 
resource flexibility- and the dependent variable –firm performance- will be different according to the level of a 
moderator variable (Delery and Doty, 1996). The relevant independent variables are the level of internal 
functional flexibility, internal numerical flexibility, external numerical flexibility, and external functional 
flexibility. We also include as control variables the firm size and the firm´s competitive strategy: cost or 

differentiation oriented. The moderator variables tested in the empirical analysis are the firm´s environmental 

dynamism and external cooperation. 
Our model also differentiates the relationship between human resource flexibility dimensions and firm 

performance according to the three dimensions of firm performance: 
1) The effect that human resource flexible practices has on financial performance.  
2) The effect of human resource flexible practices on process innovation and product innovation.  
3) The effect that human resource flexible practices has on the relationships with customers and 

suppliers.  
The next section develops the research hypotheses included in the model depicted in figure 1.  
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FIGURE 1: RESEARCH MODEL 

 
2.2. Research hypotheses 
 
Regarding internal functional flexibility, permanent employees, those with long-term contracts and with 
knowledge critical for the company competitiveness, and who are versatile and able to made discretionary 
efforts to execute their job tasks, are very important for a good fit of skills and abilities of the workforce 
(Drucker, 2000), and therefore they are very valuable to their employers. As other forms of labour flexibility, 
internal functional flexibility enables cost savings but it also improves the quality working life of employees by 
reducing monotonous, repetitive work. Functional flexibility enhances the ‘humanization’ in the workplace as a 

consequence of increasing security employment and enriching the contents and variety of tasks to be performed. 
Following this line of thought, several scholars (e.g., Kelliher and Riley, 2003; Desombre et al., 2006) find 
positive effects of functional flexibility on employees and their organizations, such as increased identification 
with the business, enhanced teamwork, and improved image of the firm as employer in the marketplace. 
Therefore, we propose a positive relationship between the use of internal functional flexible practices and firm 
performance. 

 
Hypothesis H1. Internal functional flexibility is positively related to firm performance.  
Internal numerical flexibility also may positively contribute to firm performance. Employees require 

flexitime to visit children´s schools or being able to work part time at certain points in life (De Luis et al., 2002). 

The availability of these workplace flexible practices and the organizational support to use them may increase 
job satisfaction and organisational commitment of core employees, which in turn may derive in enhanced 
productivity (Konrad and Mangel, 2000).  

The experience indicates that economic reasons, although important, are not the only factors that 
employees value at the time to choose which company to join or stay. Thus, additional factors like social or 
fringe incentives, the prospective of career development, and mainly the quality of working life are becoming 
key issues in the decision to join a company. Family-friendly companies are able to motivate employees and 
increase their organizational commitment and productivity. 
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Another relevant advantage of these flexible policies is the fit between the labour demand and supply, 
and the cost reduction allowed which may have positive effects on firm performance. Therefore, we propose the 
following hypothesis:  

 
Hypothesis H2. Internal numerical flexibility is positively related to firm performance.  
Regarding external numerical flexibility, Atkinson (1984) states the difficulty that firms face to obtain all 

the skills and abilities they need from only internal human resources. Organizations may improve their 
performance by enhancing the flexibility inherent to external employment because it is easier to adjust the 
number and types of abilities within the firm and respond to fluctuations of product demand (Wright and Snell, 
1998). However, it is also possible to argue that new employees need time to learn business skills and how tasks 
are done in the new firm or job. At the same time, temporary employees may exhibit lower motivation and 
organizational commitment which could negatively contribute to productivity and job rotation. Therefore, we 
propose in this research that external numerical flexibility may be negatively related to firm performance. There 
are some studies that find a negative association between flexible (external) human resources and innovation 
(Michie and Sheehan, 2005), and others find that temporary employees exhibit less commitment which could 
negatively impact firm performance (Posthuma et al., 2005). 

 
Hypothesis H3. External numerical flexibility is negatively related to firm performance.  
The resource-based view suggests that in very dynamic and high-technology environments, outsourcing 

and hiring external professionals may be compatible with cost reduction and innovation to access new 
technological resources and knowledge from the internal capabilities of the firm (Belcourt, 2006). It can be 
argued that external professionals (external functional flexibility) may contribute to create and accumulate new 
knowledge to innovate and generate sustainable competitive advantages. Some studies find that external 
professionals do not exhibit differences in organizational commitment and innovative behaviour in comparison 
to permanent employees (Guest et al., 1999). Thus, it may be suggested that this category of employees, 
particularly those who have voluntarily chosen this form of employment, demonstrates a greater psychological 
contract to the firm, greater productivity, and a greater propensity to innovate which all positively influence firm 
performance. 

Another potential advantage of this type of functional flexible practices is that allows firms to focus on 
their core competences (Dess et al., 1995). The use of this flexibility in peripheral activities that do not generate 
core competences, allows firms to focus their efforts on core activities that generate sustainable competitive 
advantages, and let other more productive and competitive firms to carry out the peripheral activities. Therefore, 
we propose the following hypothesis: 

 
Hypothesis H4. External functional flexibility is positively related to firm performance.  
The firm´s environment may reinforce or diminish the associated effects to the use of functional or 

numerical flexibility. Dynamic environments decrease the fim´s ability to forecast the activities and tasks the 

employees have to perform. This situation may have possible implications in the selection and evaluation of the 
different modes of employment (Gilley and Rasheed, 2000; Dreyer and Gronhaug, 2004).  

Regarding the relationship of the environment with internal functional flexibility, knowledge employees 
are usually hired for their capacity to perform a variety of tasks and it is probable that these employees are more 
valuable in dynamic environments than in stable environments (Atkinson, 1984; Wright and Snell, 1998). As 
Lepak et al. (2003) argue, it is difficult to forecast accurately the needs of labour in low-dynamic environments. 
If environment conditions remain stable, there will less need of functional flexibility, and therefore the benefits 
associated to this flexibility will also be lower.  However, the need of functional flexibility is greater in high-
dynamic environments because it enables firms to adjust employees and tasks in response to changes in the 
marketplace. As a consequence the benefits associated to this flexibility should be higher, and we propose: 

 
Hypothesis H5. The firm´s environmental dynamism positively moderates the relationship between 

internal functional flexibility and firm performance.  
On the other hand, external numerical flexibility or the firm´s ability to adjust the quantity of labour in 

the organisation, may facilitate the fit to the environment (Dess et al., 1995; Gilley and Rasheed, 2000). This 
effect may compensate the negative influence of external numerical flexibility on firm performance in high-
dynamic environments. Firms may improve performance by increasing the flexibility obtained from external 
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employment because it is easier with this mode of employment to adjust the number and types of abilities within 
the firm and compensate the fluctuations in the demand of the product (Wright and Snell, 1998), mainly in high-
dynamic environments. Therefore, the contribution of external numerical flexibility, specifically of temporary 
employment, will be greater under dynamic conditions. Besides, the combination of contingent employees and 
core employees in high-dynamic environments may be positive to the firm (Lepak et al., 2003). Therefore we 
propose the following hypothesis: 

 
Hypothesis H6. The firm´s environmental dynamism negatively moderates the relationship 

between external numerical flexibility and firm performance.  
The second moderator effect included in the research model is external cooperation. This cooperation is 

defined here as the joint effort among firms in the supply chain in areas such as training, product development, 
process development, tool development, quality, benchmarking, technology transfer, and marketing. We 
propose two moderator relationships between flexibility -internal functional and external numerical- and firm 
performance. 

Due to both the rising importance of specialized knowledge and the need to quickly adjust to changes 
in the uncertain environment, the knowledge-based relations among firms are even more important than the in-
house relationships of the firm (Dyer and Nobeoka, 2000). Thus, Martínez and Pérez (2003) find that high-
cooperation automotive suppliers use more intensively the practices of new product development and have a 
more positive impact on innovation performance than low-cooperation firms. Other studies find that external 
cooperation requires the use of inter-organizational information systems that generate internal flexibility and 
improve response capacities and other performance dimensions (Golden and Powell, 2004). 

At the same time, external cooperation may moderate the effect of some human resource flexibility 
dimensions on firm performance. First, it may reinforce the positive influence of internal functional flexibility. 
Increasingly, the knowledge required to develop technological innovations are carried out by firms in 
cooperation networks. Multifunctional teams are very frequent in the new product development process of 
different sectors like the automotive industry. Firms that cooperate in new product development within the 
supply chain can broaden their knowledge base and contribute to diffuse innovative work practices along the 
supply chain (MacDuffie and Helper 1997). Then, we propose that external cooperation positively moderates 
the relationship between internal functional flexibility and firm performance. 
 

Hypothesis H7. The firm´s inter-organizational cooperation positively moderates the relationship 
between internal functional flexibility and firm performance.  

Second, external cooperation may compensate the negative relationship between external numerical 
flexibility and firm performance. Some studies do not support the negative effect of flexible employment, like 
temporary contracts, on firm performance. For instance, Guest et al. (1999) did not find differences of 
motivation, organizational commitment and innovative behaviour between contingent and fixed employees. 
These scholars indicate that even temporary employees who have voluntarily chosen this mode of employment, 
may exhibit greater propensity to innovate. Although other studies find that the marginality of contracts is 
negatively related to the positive assessment of employees (Posthuma et al., 2005), the combination of 
contingent employees and in-house employees may be advantageous to renew the firm´s stock of knowledge 

(Nesheim et al., 2007). For instance, external experts may bring the industry best practices into the firm. 
Therefore, we propose this final hypothesis: 

 
Hypothesis H8. The firm´s inter-organizational cooperation negatively moderates the relationship 
between external numerical flexibility and firm performance.  
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Methodology 
3.1. Sample and survey 
 
To test the research hypotheses we selected a sample of industrial companies (metal products manufacturers, 
electronic components and equipment manufacturers, and rubber and plastic components manufacturers) and 
service companies (telecommunications, software and consulting). The sample of industrial companies was 
taken from the target population of 362 firms listed in the Spanish Association of Automobile Suppliers, 
whereas the sample of service companies was taken from the population of 230 companies listed in the 2004 
Spanish edition of Dun & Bradstreet´ 50,000 largest Spanish companies. We included these industries in the 

survey because they are in need of high levels of variance in flexibility to remain competitive in their 
marketplaces. 

The final sample includes 156 Spanish companies: 97 industrial companies and 59 service companies. 
The response rate among the firms sampled was 26.3 per cent, which is similar to other empirical studies of 
workplace flexibility addressed to managers (Gilley and Rasheed, 2000; Bhattacharya et al., 2005). 

Data were collected through questionnaires mailed in three consecutive rounds at one month interval to 
the company´s headquarters between September 2004 and January 2005. The accompanying letter requested 

both the Human Resource Manager to respond to items related to human resource management and policies, and 
the SBU´s CEO to respond to questions related to firm performance and strategy. Therefore, at least two 

respondents with function specific knowledge were used to avoid common methods bias about data for 
workplace flexibility and for innovation performance. The draft questionnaire was pre-tested with academics 
and practitioners, and modified accordingly. Then, the modified questionnaire was pilot tested to check its 
suitability and appropriateness for the target population. We compared early and late respondents´ data on the 

assumption that the data from late respondents are representative of non-respondents but there were no 
significant differences (based on t-tests) between early and late respondents in terms of firm size or predominant 
human resource flexibility metrics. 
 
3.2. Measures 
 
Firm performance. To assess the dependent variable, CEOs were asked to compare their firm performance in 
2003 with similar firms in the industry. This variable is a construct of eight items adapted from Gilley and 
Rasheed (2000) and assessed in a seven-point Likert scale with endpoints 1-‘the worst in the industry’ and 7-
‘the best in the industry’. We differentiated between financial performance (Gilley and Rasheed, 2000; 
Bhattacharya et al., 2005), impact on customer and supplier relationships (Guest, 1989; Michie and Sheehan, 
2001), and innovation performance (Guest et al., 1999; Kelliher and Riley, 2003). We did not ask externally 
measured data for firm performance in order to avoid reluctance to answer the questionnaire. In spite of using 
managerial perceptions in our study, past research has found managerial assessments are consistent with 
objective internal performance (Dess and Robinson, 1984). 

Intensity of flexibility. To assess human resource flexibility, different measures were elaborated: 
internal functional flexibility, external functional flexibility, internal numerical flexibility and external 
numerical flexibility. All these measures are calculated as the number of employees who are covered or affected 
by flexible practices divided by the total number of employees. The list of flexible practices was adapted from 
several studies (Gittleman et al., 1998; Houseman, 2001; Michie and Sheehan, 2005). Internal functional 
flexibility is measured by the sum of employees who use the following flexible practices divided by the total 
number of employees: job rotation, multiskilled teams, total quality, quality and solving problem teams, 
employee involvement in job design and planning. Internal numerical flexibility was calculated as the sum of 
employees using six different internal numerical flexibility practices (sharing week, part-time contracts, 
flexitime, workload reduction and overtime) divided by the total number of employees. External functional 
flexibility is measured by the number of self-employees who are hired in the firm divided by the total number of 
employees. External numerical flexibility is calculated as the sum of temporary, help-agency employees, and 
layoffs, and divided this number by the total employees. 

External cooperation. Construct of seven items measured with a seven-point Likert scale that asses the 
level of inter-organizational cooperation with customers and suppliers in the following topics: training, product 
development, process development, quality, benchmarking, technology transfer and marketing. This measure of 
external cooperation has been used by Martínez and Pérez (2003). 
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Dynamism. Environmental dynamism is a construct of eight items measured on seven-point Likert scale 
that asses the level of change in the firm´s environment with endpoints ‘totally disagree’ (=1) and ‘totally agree’ 

(=7). 
Control variables. Firm size is measured by the number of employees. Firm´ strategy is a construct of 

eight items measured on seven-point Likert scale that assess the type of Porter´s (1980) strategy followed in the 

firm with endpoints ‘totally disagree’ (=1) and ‘totally agree’ (=7).  
 
3.3. Methods 
 
In order to test the research hypotheses, structural equation modeling analysis, which is an adequate statistical 
tool to test a set of interrelated relationships was used with the program EQS 6.1 for Windows. Analyses were 
performed using maximum likelihood estimation. Convergent validity was assessed by examining the 
significance of individual item loadings through t-tests. The overall fit of the hypothesized model was assessed 
using fit indexes from various families of fit criteria such as the Satorra-Bentler Scaled Chi-square (χ2 S-B), 
Robust Root Mean Square Error of Approximation (RMSEA), Standarized Root Mean Square Residual 
(SRMR), Goodness-of-Fit Index (GFI), Adjusted Goodness-of-Fit Index (AGFI), Robust Normed Fit Index 
(NFI) and Robust Comparative Fit Index (CFI). Regarding the Satorra-Bentler Scaled Chi-square, p-values are 
not included in the tables because it is lower than the recommended threshold of 0.05 in all cases. 

To analyse the moderator effect of dynamism and external cooperation in the relationship between 
internal functional flexibility and external numerical flexibility with firm performance, we follow the 
methodology of latent variable score approach (Jöreskog et al., 1999; Jöreskog, 2000). This approach calculates 

the latent variable score for each firm in the sample. Then, we obtain the interaction latent variable by 
multiplying both independent latent variables.  

Regarding the moderator effect of dynamism and external cooperation in the relationship between 
human resource flexibility and firm performance, we first calculate the parameters and fit indexes of structural 
equation models without the interaction latent variables. We construct eight structural equation models (for 
dynamism and external cooperation), four models for each one of the two flexibility dimensions. One of the four 
models includes firm performance as a second-order variable and the other three models include each one of the 
three first-order dimensions of firm performance. These models do not include the interaction latent variable. 
They include three latent variables: human resource flexibility and the moderator variable as independent 
variables, and firm performance as dependent variable. 

Second we obtain factor loadings of each latent variable included in the analysis to test moderator 
effects. We also calculate the interaction term (between human resource flexibility and moderator variables) 
with the factor loadings obtained from these variables. Then, we estimate several regressions that include the 
coefficients for the effects of flexibility and the moderator variable, and the interaction effect on firm 
performance. If the interaction term is statistically significant, then that variable (dynamism or external 
cooperation) moderates the relationship between human resource flexibility and firm performance.  
 
Results  
 
Table 2 shows the parameters and fit indexes of the research model. All fit indexes met the acceptance 
thresholds recommended by Schumacker and Lomax (1996). Regarding the estimated parameters (table 1) of 
the research model, first internal functional flexibility is positively related to firm performance ( =0.24) and the 
coefficient is statistically significant. Second, internal numerical flexibility is positively related to firm 
performance ( =0.15) and the coefficient is also statistically significant. These parameters indicate that internal 
flexibility, both functional and numerical, is positively related to firm performance. Third, external numerical 
flexibility and firm performance are negatively and significantly related ( =-0.16). Finally, the coefficient that 
indicates the relationship between external functional flexibility and firm performance is not statistically 
significant. These results support hypotheses H1, H2 & H3, and do not support hypothesis H4. 

Tables 3 and 4 show the statistics and fit indexes of the structural equation models for flexibility and 
external cooperation, and for flexibility and dynamism without including the interaction term of the respective 
latent variables. The models that best met the acceptance criteria recommended by Schumacker y Lomax (1996) 
are those that include external numerical flexibility as an independent variable. 
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There are two moderator variables included in the research model: environmental dynamism and 
external cooperation. First, the results of the regressions about environmental dynamism shown in table 5 
indicate that this variable does not moderate the relationship between internal flexibility and firm performance 
which does not support hypothesis H5. On the contrary, environmental dynamism moderates the negative 
relationship between external numerical flexibility and financial performance which supports hypothesis H6 (at 
least for financial performance). 

Second, table 6 shows the results of the moderator effects of external cooperation. This variable 
moderates the positive relationship between internal functional flexibility and financial performance which 
supports hypothesis H7 (at least for financial performance). Finally, external cooperation moderates the negative 
relationship between external numerical flexibility and firm performance (for all dimensions of performance) 
which supports hypothesis H8. 
 
Discussion 
 
The results of our study support the view that permanent employees, those with long-term contracts who are 
versatile and able to made discretionary efforts to execute their job tasks, are very important to their employers 
in order to enable human resource flexibility. As a consequence these employees are valuable resources to their 
organizations. Internal functional flexibility contributes to save labour costs but it also improves employees´ 

quality life in the workplace which directly enhances firm performance. Besides, our results suggest that 
employees able to accommodate their job tasks to personal and family needs are more satisfied in the 
workplace. Therefore, if internal numerical flexibility enables work-family balance, employees will exhibit 
greater organizational commitment and job satisfaction. However, the presence of contingent employees is 
negatively related to firm performance, either because they may contribute negatively to employees´ loyalty and 

make the relationships between employees and their supervisors more difficult, or because contingent 
employees exhibit lower organizational commitment and productivity than fixed employees. Additionally, 
temporary employees need time to learn and master their job tasks and to adapt to the organizational culture 
which increases learning costs and decreases the firm´s productivity. 
 On the other hand, the results of the study suggest that external numerical flexibility is more appropriate 
to firms in dynamic environments than to firms in stable environments which support the positive contribution 
of external numerical flexibility in dynamic environments. Firms in high-dynamic environments may be in need 
of flexible external measures to adjust to labour needs or to access less relevant technological capacities at a 
lower cost.    
 Regarding the external cooperation, the relationship between functional flexibility and financial 
performance is greater in high-cooperation companies than in low-cooperation companies. This result reinforces 
the need to internalize some activities even in cooperative environments; the access of employees to internal 
functional flexible practices may contribute to develop core employees who are greatly responsible for the 
firm´s financial performance.  

External cooperation also moderates the relationship between external numerical flexibility and firm 
performance. This result supports the hire of contingent employees in a cooperative environment to access new 
and extended knowledge. Besides the results also indicate that flexible contracts may be necessary when the 
company enters new business areas without the contractual commitment of fixed employees.  

 
 
Conclusion, limitations and future research 
 
The objective of this study has been to analyze how different human resource flexibility dimensions are related 
to firm performance, and how environmental dynamism and external cooperation may moderate these 
relationships. The results indicate that internal flexibility, both functional and numerical, is positively related to 
firm performance whereas external numerical flexibility is negatively related to firm performance. Regarding 
the moderator variables, environmental dynamism moderates the relationship between external numerical 
flexibility and financial performance, and external cooperation moderates the relationship between internal 
functional flexibility and financial performance. Finally, external cooperation moderates the relationship 
between external numerical flexibility and each one of the dimensions of firm performance. 
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This study has several limitations that offer several venues for future research. First, this is a cross-
sectional study which suggests causal relationships that need to be tested in future longitudinal studies. Second, 
the use of managerial perceptions to assess firm performance may also be a limitation in spite of having two 
Managers answered the questionnaire to avoid common-methods bias. A third limitation is the measurement of 
flexibility at the firm level. To the extent that firms may obtain functional and numerical flexibility by means of 
their relations to other firms in networks, the most appropriate unit of analysis might be the network defined by 
the relationships among the firms and the labour market intermediaries from which they recruit their workers 
and subcontract some of their functions.  

In spite of their limitations, the results of the study open additional streams of research. For instance, it 
could be interesting to analyze the relationships among different combinations of labour flexibility -internal and 
external- and firm performance. Another stream of research may be the relationship between different types of 
internal human resource flexibility and firm performance by taking into account differentiated groups of 
employees.  
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TABLE 1: PARAMETERS AND REALIABILITY COEFFICIENTS OF THE STRUCTURAL EQUATION MODEL 
(FLEX-PFCE) 

  ξ1 ξ2 ξ3 ξ4 ξ5 ξ6 ξ7 η1 η2 η3 η4 R2 

External functional flexibility – EFF 1                     1 

External numerical flexibility - ENF   1                   1 

Internal functional flexibility - IFF     1                 1 

Internal numerical flexibility - INF       1               1 

Return on assets                 0.92     0.86 

Return on sales                 0.95**     0.91 

Goblal financial result                 0.93**     0.87 

Process innovation                   0.92   0.85 

Product innovation                   0.88**   0.77 

Relations with customers                     0.87** 0.76 

Relations with suppliers                     0.90 0.80 

Firm size         1             1 

Cost strategy           1           1 

Differentiation strategy             1         1 

CF1 (Fornell & Larcker)                0.66  0.87  0.81  0.78   

CF2 (Omega)               0.85  0.95  0.89  0.88   

Firm performance 0.08 -0.16* 0.24** 0.15+ 0.06** -0.02 0.45**         0.42 

Financial performance               0.76       0.57 

Innovation performance               0.90**       0.82 

External relations               0.77**       0.59 

External functional flexibility – EFF 1                       

External numerical flexibility - ENF 0.16+ 1                     

Internal functional flexibility - IFF 0.07 0.1 1                   

Internal numerical flexibility - INF 0.02 0.25* 0.26* 1                 

Firm size -0.1 -0.08 -0.07 0.04 1               

Cost strategy -0.06 -0.02 -0.13 0.15* -0.04 1             

Differentiation strategy 0.04 0.09 0.37 0.19* -0.06 -0.07 1           

  +p<0.1   *p<0.05   **p<0.01.  The parameters figures in italics are those fixed as 1 (t-value) in the original solution. 
 

TABLE 2: FIT INDEXES OF THE STRUCTURAL EQUATION MODEL (FLEX-PFCE) 

 
Estimated model d.f. χ2 S-B RMSEA SRMR GFI AGFI NFI CFI 
FLEX-PFCE 53 124.4205 0.093 0.043 0.910 0.821 0,842 0,897 

Recommended threshold of acceptance Lower than          
0.1 

Lower 
than 0.08 

Around 0.9 Around 
0.9 

Around 
0.9 

Around 1 

 
TABLE 3: FIT INDEXES OF THE STRUCTURAL EQUATION MODELS (FLEX & DYN-PFCE) 

 
Estimated model d.f. χ2 S-B RMSEA SRMR GFI AGFI NFI CFI 

IFF & DYN. – FIN. PFCE. 53 146.9884 0.107 0.098 0.847 0.775 0,880 0,919 
IFF & DYN. – INN. PFCE. 43 98.62.79 0.091 0.098 0.872 0.803 0,879 0,927 
IFF & DYN.  – REL. PFCE. 43 117.4077 0.106 0.099 0.868 0.797 0,849 0,897 
IFF & DYN. – FIRM PFCE. 100 234.8548 0.093 0.096 0.825 0.762 0,868 0,918 
ENF & DYN. – FIN. PFCE. 53 133.7324 0.099 0.063 0.864 0.799 0,890 0,930 
ENF & DYN. – INN. PFCE. 43 83.6675 0.078 0.064 0.891 0.833 0,894 0,944 
ENF & DYN. – REL. PFCE. 43 100.2400 0.093 0.066 0.889 0.830 0,866 0,917 
ENF & DYN. – FIRM PFCE. 99 222.9853 0.090 0.070 0.838 0.777 0,873 0,924 

Recommended threshold of acceptance Lower than           
0.1 

Lower 
than 0.08 

Around 
0.9 

Around 
0.9 

Around 
0.9 

Around   
1 
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TABLE 4: FIT INDEXES OF THE STRUCTURAL EQUATION MODELS (FLEX & COOP-PFCE) 
Estimated model d.f. χ2 S-B RMSEA SRMR GFI AGFI NFI CFI 

IFF & COOP. – FIN. PFCE 46 80.4204 0.094 0.119 0.892 0.825 0,916 0,949 
IFF & COOP. – INN. PFCE. 26 88.6861 0.125 0.126 0.868 0.772 0,853 0,889 
IFF & COOP. – REL. PFCE. 26 75.3653 0.111 0.122 0.886 0.802 0,863 0,904 
IFF & COOP. – FIRM PFCE. 73 174.7691 0.095 0.104 0.852 0.788 0,883 0,927 
ENF & COOP.  – FIN. PFCE. 34 59.6846 0.070 0.051 0.918 0.868 0,935 0,971 
ENF & COOP. – INN. PFCE. 26 66.5680 0.100 0.063 0.890 0.810 0,883 0,924 
ENF & COOP. – REL. PFCE. 26 56.5653 0.087 0.059 0.910 0.844 0,891 0,936 
ENF & COOP. – FIRM 
PFCE. 

72 149.1300 0.083 0.060 0.866 0.805 0,897 0,943 

Recommended threshold of acceptance Lower than           
0.1 

Lower 
than 0.08 

Around 
0.9 

Around 
0.9 

Around 
0.9 

Around   
1 

 

TABLE 5: STRUCTURAL PARAMETERS OF STRUCTURAL EQUATION MODELS THAT INCLUDE THE 
INTERACTION TERM BETWEEN FLEXIBILITY AND DYNAMISM  

Estimated model FLEX(γ1) DIN(γ2) INT(γ3) R2 
Interaction IFF & dynamism in financial performance 0.286* 0.281** 0.097 0.216 
Interaction IFF & dynamism in innovation performance -0.018 0.069 0.433** 0.192 
Interaction IFF & dynamism in relational performance 0.248** 0.075 0.063 0.071 
Interaction IFF & dynamism in firm performance 0.007 0.024 0.496** 0.247 
Interaction ENF & dynamism in financial performance -0.201** 0.072 0.481** 0.277 
Interaction ENF & dynamism in innovation performance 0.034 0.128* 0.379** 0.161 
Interaction ENF & dynamism in relational performance -0.121 -0.088 0.373** 0.161 
Interaction ENF & dynamism in firm performance -0.122 0.064 0.485** 0.254 

              +p<0.1   *p<0.05   **p<0.01 

 

TABLE 6: STRUCTURAL PARAMETERS OF STRUCTURAL EQUATION MODELS THAT INCLUDE THE 
INTERACTION TERM BETWEEN FLEXIBILITY AND DYNAMISM AND COOPERATION 

Estimated model FLEX(γ1) COOP(γ2) INT(γ3) R2 
Interaction IFF & cooperation in financial performance 0,226** 0,142+ 0,206** 0,114 
Interaction IFF & cooperation in innovation performance 0,041 0,154 0,361** 0,156 
Interaction IFF & cooperation in relational performance 0,018 0,105 0,346** 0,131 
Interaction IFF & cooperation in financial performance 0,094 0,189+ 0,380** 0,189 
Interaction ENF & cooperation in financial performance -0,348** 0,205** 0,293** 0,249 
Interaction ENF & cooperation in innovation performance -0,216** 0,274** 0,299** 0,211 
Interaction ENF & cooperation in relational performance -0,121** -0,088 0,373** 0,161 
Interaction ENF & cooperation in firm performance -0,386** 0,089** 0,435** 0,346 

               +p<0.1   *p<0.05   **p<0.01 
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Abstract 
 

This study investigates health consciousness, awareness and understanding of wellness, personal well-being, gender 
differences, health improving activities and employer assistance desired by employees. Survey data was obtained 
from 523 randomly selected employees from 52 participating organisations in Botswana. Overall, the findings 
indicated that respondents have good awareness and knowledge of health promotion. More men, than women, are 
involved in vigorous physical exercises. Also, significantly more men than women smoke and drink. Women, 
however, appear to sleep slightly more than men and have better eating habits. Many employees feel stressed because 
they are not treated fairly, are going through some personal loss or caring responsibility or do not have enough 
money. Respondents indicated that training supervisors to address employees’ concerns, more open communication, 
providing or supporting recreational or exercise programmes and other health benefits are ways to jump-start 
improving health process. The potential benefits of the study, management implications of findings and limitations 
were also articulated.  

 
Introduction and Background of Study 

 
Workplace wellness is a potential tool for competitive advantage and sustainability in contemporary 
organisations. Wellness, this paper posit, is a highly valuable constituent of intellectual capital. This is 
especially timely as organisations increasingly strive to get the best out of their people by enhancing their 
morale and well being thereby reducing health related costs so that they remain competitive. Wellness is a 
positive, sustainable state that allows us to thrive and flourish (Hillier, Fewell and Shephard, 2005).  

The genesis of employee wellness programmes can be traced to executive fitness programmes to keep 
top management teams fit which began in the 1970s (Collins, 2004), although the term ‘wellness’ was 

developed by an American doctor Halbert Dunn in 1959 (Mueller and Kaufmann, 2001). Workplace wellness 
has been used extensively recently by management in business and industry, health professionals, fitness experts 
and others (Wicken, 2000). In addition, Wicken (2000) noted that wellness is a dynamic concept that is also 
multidimensional. The literature on workplace wellness is still growing and unclear but is strongly linked to 
work-related stress where the literature, though massive, is relatively clear on the causes, symptoms and 
consequences. Similarly, the concept is linked with quality of life where the literature is also fairly extensive. In 
the UK, quality of life has been recognised as a key element in the sustainable development agenda (Office of 
Deputy Prime Minister [ODOM] 1999, 2004). Minimising work-related stress, enhancing quality of life and 
improving well-being is perhaps even more important in the developing world especially Africa where poverty 
levels are much higher than in the more developed countries.  

The Chartered Institute of Personnel and Development (CIPD) in its 2005 survey of absence 
management in the UK reports that an average of 8.4 days per year are lost to sickness absence at a cost of 
£601.00 per employee (CIPD, 2005). Resulting from this and perhaps other reasons there appears (in the UK) to 

be an enhanced public interest and call for employers to take more than a passing interest but a responsibility for 
well-being and wellness (Hillier, Fewell and Shephard, 2005). While Hillier, Fewell and Shephard (2005) noted 
that organisations in the UK now ensure that environments in which people work foster health and well-being; 
Roslender, Stevenson and Kahn (2006) argued that employee wellness, or more correctly a lack of it, is a 
growing problem facing UK organisations, one which they do not appear to be managing successfully at this 
time. Evidence, however, suggests that the UK situation is typical of many of the advanced societies (Zwetsloot 
and Pot, 2004; Ahonen and Grojer, 2005). 

The rising cost in health care delivery has been a major concern for many organisations around the 
world. It is a big issue in the USA, Canada, Australia and most of Europe. In addition to the cost reduction 
concern, employers also develop wellness programmes to encourage improved health and well being of 
employees and their families (DeMoranville, Schoenbachler and Przytulski 1998). Again the rising cost of 
medical care, accompanied by the mounting evidence that lifestyle is related to morbidity and mortality has been 
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a major factor in the evolution of worksite wellness programmes (Eddy, Gold and Zimmeril, 1989; Kocakulah 
and Joseforsky, 2002; and Hillier, Fewell and Shephard, 2005).  The high numbers of employees who work 
outside of the home makes it logical to offer worksite wellness programmes. In most developed countries this is 
arguable with an increasing number of employees now working part-time and from home. However, instead of 
being fixated with health care cost reduction only Hillier, Fewell and Shephard (2005) listed greater gains that 
may be experienced through: direct influence of positive employee health and well-being on individual or group 
productivity, improved quality of goods and services, greater creativity and innovation, enhanced resilience, and 
increased intellectual capacity. Possibly one of the strongest arguments yet in favour of workplace wellness in 
industry was advocated by Hillier, Fewell and Shephard (2005) when they argued that there is mounting 
evidence indicating that worksite wellness should be part of every strategic plan. 

While employees largely view wellness centres as a perk or benefit, the company often views it as a 
health care cost reduction measure. Specifically reduced sick leave and absenteeism, decreased turnover, lower 
health care claims, and increased productivity are typically cited as potential benefits (DeMoranville, 
Schoenbachler and Przytulski 1998). Wellness programmes practice preventive care and help employees better 
manage their health. Across the world wellness programmes are being implemented in both large and small 
companies and the results are believed to positively impact the bottom line. Wellness programmes are thus 
generally good news for most organisations. They help control health-care cost by encouraging employees and 
their families to adopt healthy lifestyles and detect, prevent and manage illnesses. Health promotion 
programmes could also be useful as a morale booster as employees who not only see it as a perk but indeed 
often feels good about it as a positive HR programme. 

There has been an increase in the use of wellness programmes in many countries especially the USA 
and Canada, but also in the UK. Collins (2004) indicated that more than 81 percent of US businesses with more 
than 50 or more employees have some form of health promotion programme, although their breath and formats 
vary widely. Surprisingly, the primary beneficiaries – the employees – have not embraced wellness programmes 
as might be expected. Employee participation in company sponsored health promotion programmes is relatively 
low overall (Busbin and Campbell 1990; Glasgow et al., 1995) and only the healthiest employees tend to 
participate (Conrad, 1987; Nice, Stephen and Susan, 1990; and Lewis, Huebner and Yarborough, 1996). There 
are yet other studies suggesting that employees who participate in worksite health promotion programmes 
achieve positive health outcomes (Heany and Goetzel, 1997; Goetzel et al., 1998). The value of the health 
promotion programme will depend to a large extent on participation of employees for whom the programme has 
been created in the first place. The level of employee participation is low according to Busbin and Campbell 
(1990) averaging just about 20 percent within sponsoring companies. A higher participation level is desirable 
and would be a pivotal factor in the success of the programmes. Consequently, and because it is voluntary, 
wellness programmes needs to be made more attractive to employees.  

It is not surprising that individuals already leading a healthy, active lifestyle before wellness 
programme is initiated are more likely to participate in a formalised programme (DeMoranville, Schoenbachler 
and Przytulski 1998). A useful question therefrom would be what programmes are most likely to encourage 
participation from those who typically avoid wellness centres? DeMoranville, Schoenbachler and Przytulski 
(1998) found that respondents across all segments express more interest in health management programmes than 
in exercise programmes and that females are also more interested in nutritional counselling and weight loss 
classes than males across all segments.  

Just like in many developed countries, in the recent past the cost of medical care in Botswana has also 
escalated. Both employees and employers have been complaining about these rising medical costs. The human 
tragedy of HIV/AIDS pandemic has also made health consciousness issues very important at this time given the 
statistics of high infection rate in Botswana. The most recent UNAIDS statistics for 2007 reveals a decrease in 
HIV infection levels in Botswana from 36% in 2001 to 32% in 2006 suggesting that the epidemic may have 
reached its peak and could be on the decline. Nevertheless, it is estimated that one in four (24%) adults (15–49 
years) in Botswana were living with HIV in 2005 (UNAIDS, 2006). Botswana’s epidemic therefore remains 

severe [see details at:  http://data.unaids.org/pub/Report/2008/jc1526_epibriefs_ssafrica_en.pdf] (UNAIDS, 
2008). 

The present study arises out of the several needs and the potential benefits are many. A most critical 
reason is the increasing cost in medical aid in Botswana provided largely through medical insurance societies 
[mainly BOMAID, PULA & BPOMAS]. Wellness programmes are generally believed to reduce the cost of 
Medicare. Wellness programmes may be a viable solution to health care cost containment (Wicken, 2000; 
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Hillier, Fewell and Shephard, 2005). There is also the growing impact of globalisation and technological 
changes in the workplace which does not leave out the country. Some potential benefits of a well received and 
widespread wellness programme in Botswana include: increasing employee productivity; improving employee 
welfare benefits and morale; and enhancement of the corporate image of organisations resulting from the 
implementation of wellness programmes. All these are desirable objectives of organisations. The awareness of 
health promotion appears low in Botswana. A study like this one may therefore increase this awareness and 
create the enabling environment for the mass education, propagation and possible implementation of wellness 
programmes in both the private and public sector. No previous study investigating existing wellness 
programmes or attempting to establish the need for increased awareness of these programmes in Botswana was 
found, as is perhaps the case in most other African countries. This exploratory pioneering effort would therefore 
add to knowledge specifically in this critical area of enhancing the quality of work lives and Human Resource 
Management generally. 

This paper presents an investigation of employee perspective and understanding of the importance of 
wellness generally, their personal well-being, and how organisations can improve wellness in Botswana. 
Specifically, the study seeks among others to do the following: 

1. Determine the general health consciousness and awareness of employee wellness and identify the 
factors considered important by employees in wellness. Are there any significant gender differences? 

2. Identify stress inducing activities of employees in Botswana. 
3. Identify the health improving activities employees’ desire; the hindering factors for positive 

behavioural change and determine the employer assistance desired by employees. 
 

Research Methodology 
 

This study is exploratory using a descriptive design. Data was collected using observation (of the various 
workplaces), personal interview (with top management representative) and a survey using structured 
questionnaires (for randomly selected employees of participating organisations) in Botswana. This report 
presents results only for the descriptive data of the survey (employees) across Botswana.  

 
Procedure and sampling 
Over 250 organisations were invited to participate in the study with about 52 consenting. Having a company 
wellness programme was not a condition for participation. The invite was extended to several organisations 
through a letter to the head of Human Resources department. Only organisations that have responded to 
cooperate and participate in the study were approached and used for questionnaire administration. The 
snowballing method also enabled increase in the number of participating organisations. HR managers of 
volunteering organisations persuaded participation from other organisations where they have work or 
professional relationship. Conscious effort was made to ensure that the organisations invited were broad based 
to include private and public sector organisations. The questionnaires were administered to randomly selected 
employees of the participating organisations. Sampling limitations and restriction have been imposed by the 
voluntary nature of this study since participation by the organisations was by self-selection. However, sampling 
within each participating organisation was random and scientific. About 1300 questionnaires were administered 
in 52 organisations with 523 questionnaires returned usable representing a 40.23 percent response rate.  

 
Findings, Discussion and Managerial Implications 

 
The characteristics of the respondents are presented in Table 1. There are more females (53%) than male, about 
30 percent were married, and majority were aged between 30-39 constituting about 43 percent and next are 
those aged between 20-29 comprising about 34 percent. Over 53 percent of the respondents have worked for up 
to 9 years. All respondents had some level of education with up to 23 percent possessing a university degree. 
Three in every four (over 75%) were responsible for own children and the percentage goes higher (83%) when 
other dependants are added.  
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TABLE 1: SUMMARY OF SAMPLE CHARACTERISTICS (N = 523) 

 
Personal Profile 

 
Frequency 

 
%  

 
Personal Profile  

 
Frequency 

 
%  

Gender   Education   
Male 242 47 Junior Certificate 61 12 

Female 273 53 Form 5 118 23.3 
Age   College Certificate 66 13 

Below 20 7 1.3 College Diploma 132 26 
20-29 179 34.3 Did not finish university 12 2.4 
30-39 224 42.9 University degree and higher 118 23.3 
40-49 96 18.4    
50-59 15 2.9 Marital Status   

Over 60 1 0.2 Single 315 60.6 
Experience   Married  158 30.4 

Less than 1 year 88 17 Widowed 11 2.1 
1-4 165 31.9 Separated 5 1.0 
5-9 114 22 Divorced 8 1.5 

10-14 76 14.7 Living with partner 23 4.4 
15 and above 75 14.5    

Job Position   Responsible for own Children   
Manager and higher 57 11.5 Yes  392 75.5 

Supervisor 124 25.1 No 127 24.5 
Clerk 64 12.9 Responsible for other Dependants   

Office Assistant 59 11.9 Yes 427 83.1 
Others 191 38.6 No  87 16.9 

Note: Only valid percent are reported in the tales. 
 
A number of cross-tabulation and Chi square tests for some of the questionnaire items with 

respondents’ gender were undertaken. The results are presented in Table 2. Our findings indicate no statistically 
significant difference between men and women for some of the study variables including their perceived state of 
health, being physically or mentally tired at the end of work, seeking help or counselling for a non-medical 
personal or emotional problem, having trouble with sleeping, eating pre-packaged or fast foods, skipping meals 
and taking up to 6 glasses of water daily.  

However, there were other issues in which significant differences were found between men and 
women. More men tend to be involved in vigorous physical exercises and spend more time doing it than 
women. It appears using medication for sleep is a rare phenomenon among respondents with over 86% non-use. 
Nevertheless, the number of women users of medication is significantly more than men. On attendance at work, 
more women have been off duty than men confirming the general expectations and widely held stereotype that 
women tend to call in sick more or absent themselves from work especially because of family related issues. 
The study also found that significantly more men than women smoke, which is consistent with widely held 
belief about smoking. In the traditional African setting, smoking is largely a masculine habit and the 
acceptability of women smoking especially publicly is relatively new and still not widespread. About 85% of all 
respondents do not smoke at all again consistent with widely observed behaviour in Botswana. Similar to 
smoking, findings on the intake of alcohol revealed that significantly more men drink than women. The men 
who drink are almost twice the number of women, although up to 63% of all respondents claimed they do not 
drink at all, which is surprising given the drinking behaviour (of Batswana) reported in popular media.  

The sleeping behaviour was rather interesting, women appears to sleep slightly more than men on the 
overall. However, more men sleep between 6-7 hours while more women sleep 8 hours or more daily. Results 
with regards to eating habits come out clearly in favour of women as they seem to be more concerned about 
their eating habits than men. This is consistent with the finding of DeMoranville, Schoenbachler and Przytulski 
(1998). Our results also indicate that significantly fewer women eat foods high in cholesterol or fat. Although 
not statistically significant, fewer women also eat pre-packed food, more women than men skip meals and they 
drink more water daily than men. Again this is consistent with widespread stereotype that women are a lot more 
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concerned about fitness, weight and aging or looks. Finally, as would perhaps be predicted, significantly more 
women than men contact people they can count on when they are worried, upset and under stress. 

 
TABLE 2: SELF-REPORT ON SOME HEALTH ISSUES (N = 523) 

S/N Questionnaire items Frequency % Male Female  Pearson’s Chi 

Square 
(F Value) 

Sig. 

1 State of health N/S .070 
 Excellent 75 14.5 34 41   
 Very good 148 28.7 76 69   
 Good 209 40.5 103 102   
 Fair  74 14.3 24 49   
 Poor  10 1.9 4 6   

2.  Time spent in vigorous physical activity (at least 20 minutes at a time) F = 14.917, (d.f. 
4) 

.005* 

 Never 150 29.2 53 94   
 1 or 2 times 66 12.8 35 28   
 More than 5 times a week  160 31.1 75 85   
 Less than once a week 96 18.7 57 39   
 3-5 times a week 42 8.2 20 20   

3 Use of medication or prescription drugs for sleep  F = 11.618, (d.f. 
4) 

.020* 

 None  447 86.6 214 227   
 Only once  42 8.1 21 19   
 2-3 times 14 2.7 2 12   
 Once or twice a week 5 1.0 0 5   
 Daily or almost everyday 8 1.6 3 5   

4 Days away from work (in the last 1 year) F = 34.191 .025* 
 None 221 45.6 119 99   
 1-4 days 155 31.9 75 79   
 5-9 days 64 13.2 24 38   
 10-20 days 29 5.9 10 18   
 More than 20 days 16 3.2 2 13   

5 Being physically or mentally tired at the end of work  N/S .178 
 Very often 78 15.6 33 44   
 Often 120 24.0 51 66   
 Not very often 227 45.5 111 115   
 Never 74 14.8 42 30   

6 Number of cigarettes (daily) F = 25.940, (d.f. 
3) 

.000* 

 None 436 84.7 186 247   
 Fewer than 5 36 7.0 24 10   
 Fewer than 10 24 4.7 15 6   
 More than 10 19 3.7 16 3   

7 Frequency of alcohol intake (weekly)  F = 33.347, (d.f. 
3) 

.000* 

 None 328 63.8 123 201   
 Fewer than 5 times 128 24.9 78 48   
 5-10 times 23 4.5 15 7   
 10 or more 35 6.8 24 10   

8 Sought help or counselling for a non-medical personal or emotional N/S .461 
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problem 
 Yes, through a service provided by 

my employer 
24 4.8 11 12   

 Yes, but not through my employer 62 12.3 23 38   
 No, but I thought about it 80 15.8 38 41   
 No 339 67.1 163 171   

9 Number of hours slept (daily) F = 12.724, (d.f. 
2) 

.002* 

 5 hours or fewer 31 6.0 16 15   
 6-7 hours 319 61.9 166 148   
 8 hours or more 165 32.0 58 104   

10 Trouble with sleeping N/S .061 
 More than once a week 86 16.9 32 52   
 Once a week or less 263 51.7 122 140   
 Never  160 31.4 84 72   

11 Eat foods high in cholesterol or fat F = 4.392, (d.f. 2) .036* 
 Yes 229 45.5 117 106   
 No 274 54.5 117 155   

12 Eat pre-packaged or fast foods daily  N/S .290 
 Yes 115 22.9 59 53   
 No 388 77.1 108 203   

13 Skip meals  N/S .948 
 Yes 402 78.2 188 209   
 No 112 21.8 52 57   

14 6 glasses of water daily N/S .501 
 Yes 259 50.3 125 130   
 No 256 49.7 116 136   

15 Contact people when worried, upset or under stress F = 11.639, (d.f. 
1) 

.001* 

 Yes 408 79.8 175 228   
 No 103 20.2 63 38   

Note: N/S mean non significant; * p < 0.05 or above 
 
Another major interest of this study was to identify the major stress causing activities for respondents. 

A list of about 50 items that could possibly cause stress was developed from the several sources based on the 
author’s experience within the environment as well as what the popular literature suggest. In Table 3, only the 
top 20 (most identified) is presented. Employees not being treated fairly, the death of a family member or friend, 
the illness or injury of a family member or friend, not having enough money, and arguments with a family 
member ranked as the top 5 most critical causes of stress for respondents. It is interesting that the fear of AIDS 
comes next at sixth. Taken together there is likely to be significant overlap between this stressor (fear of AIDS) 
and at least two of the earlier listed stressors (the death of a family member or friend and the illness or injury of 
a family member or friend). The prevalence of illness among citizens is perhaps not unconnected to HIV/AIDS 
related illnesses and the strains associated with caring responsibility that majority of the people have to endure. 

At the bottom of the ladder are other issues which may have received more mention in countries like 
the USA and the UK. These include: divorce or separation (ranked 42), sexual harassment (43), fear of job loss 
(40), and birth of a new child (47). Table 3 could be broadly classified into two: issues that are personal and 
relate to the home and others that had to do with work.  
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TABLE 3: STRESS CAUSING ACTIVITIES (N = 523) 

Rank Activities or events that may have caused excessive worry, or 
stress in the last six months 

Frequency % Male Female  

1 I’m not treated fairly 176 33.7 77 96 
2 A family member or friend has died 174 33.3 68 103 
3 A family member or friend has been ill or injured 146 27.9 68 76 
4 I don’t have enough money 145 27.7 76 65 
5 Arguments with my partner/spouse and children 123 23.5 56 66 
6 Fear of AIDS or other sexually transmitted diseases 111 21.2 47 61 
7 Supervisors have unrealistic expectations of me 103 19.7 46 57 
8 Finding a place to stay or moving to a new home 99 18.9 46 53 
9 Arguments with other family members 88 16.8 33 52 
10 Took on a big expense 86 16.4 37 48 
11 I have trouble balancing home and work responsibilities 83 15.9 34 48 
12 My work is boring 75 14.3 31 43 
13 I am depressed 72 13.8 38 34 
14 I feel isolated from my co-workers 71 13.6 28 41 
15 Management tries to control my work too much 69 13.2 24 44 
16 Conflict with other people 69 13.2 38 31 
17 Took on a big loan 69 13.2 35 34 
18 I have trouble getting to and from work 67 12.8 29 37 
19 My duties are not clear 64 12.2 23 41 
20 Child care problems 62 11.9 21 39 

 
This study was also interested in finding out how employees intend to personally get involved in 

improving their health. Specifically, what they would do in the next year to improve or maintain their health. 
The finding related to this indicated an interesting order in the ranking of most critical activities that could 
enhance or at least maintain the health of respondents. Of the 26 possible options provided in the instrument, the 
15 most frequently ranked are presented in Table 4.  

The picture is that of employees who understand what are most critical to sustained good health. All 
the 15 items shown in the table are personal issues requiring positive behavioural change. The need to exercise 
more, eat better, learning to cope better with stress, and learn how to relax are the most preponderant. While 
most of the activities cited in Table 4 are behavioural, getting information on financial management strategies 
(ranked fifth) perhaps underscores the level of financial capacity of respondents. Of less importance in 
Botswana were other issues which again may have been higher up the ranking in Western countries including: 
quit smoking or smoke less (ranked 18), get help with cancer related illness, and cut down on painkillers (both 
of which did not make the top 20).  
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TABLE 4: HEALTH IMPROVING ACTIVITIES THAT EMPLOYEES DESIRE 

Rank Things to do to improve or maintain health in the next year  Frequency % Male Female  
1 Exercise more 359 68.9 162 192 

2 Eat better 259 49.5 103 152 
3 Learn to cope better with stress 217 41.5 84 132 
4 Learn how to relax 203 38.8 79 121 
5 Get information on financial management strategies 197 37.7 85 109 
6 Learn to cope better with anger 154 29.4 54 99 
7 Remove a major source of worry 152 29.1 69 82 

8 Lose weight 147 28.1 39 105 
9 Develop hobbies 136 26.0 61 74 
10 Change job situation 111 21.2 48 62 
11 Get information on parenting and other care giving strategies 111 21.2 45 65 
12 Get counselling or other support 105 20.1 42 62 
13 Drink less alcohol 94 18.0 61 31 
14 Change my home situation 85 16.3 28 55 
15 Control my cholesterol 80 15.3 39 41 
16 Get help with depression 66 12.6 28 38 
17 Control my blood pressure 65 12.4 21 43 
18 Quit smoking or smoke less 60 11.5 42 15 
19 Cut down on headache medication 37 7.1 12 24 
20 Get help with digestive illness 32 6.1 15 17 

  
Following from respondents’ awareness of positive health improvement strategies, this study was also 

interested in finding out the hindering factors that have not made this change manifest. Table 5 presents the top 
10 factors ranked as most critical hindrance of positive behaviour change. Up to 20 factors were listed in all. Not 
enough time and money ranked as the top two, and nearly the next eight relates to the absence of the will to get 
started. The import of this is perhaps that organisations that provides the opportunity and makes time available 
to its employees for wellness programmes might benefit from a more significant positive behavioural change 
than those that merely provide additional financial incentive believing that employees will seek positive 
behaviour changes with such funds. 

 
TABLE 5: BEHAVIOURAL CHANGE (HEALTH) HINDRANCE FACTORS 

Rank What is stopping you from making this change?  Frequency % Male Female  
1 Not enough time 186 35.6 85 99 

2 Not enough money 185 35.4 85 97 

3 Don’t know how to get started 93 17.8 41 49 

4 I don’t know what is stopping me 83 15.9 35 48 

5 Problem isn’t serious 73 14.0 37 35 
6 No encouragement or help from employer 71 13.6 38 32 
7 Too much stress right now 59 11.3 23 36 
8 Not enough energy 58 11.1 21 36 
9 Lack of self-confidence 51 9.8 19 29 
10 It’s too hard 50 9.6 19 31 

 
Finally, the study was interested in finding out what the employee thinks the employer could do to 

assist in the health improvement drive. Table 6 provides a list of the top 10 most critical employers assistance 
desired by employees. Training supervisors to address employees concerns, more open communication with 
employees, providing more workplace health and safety training, providing or supporting recreational or 
exercise programmes and providing health benefits are the top five ways respondents feel employers could use 
to jump-start the process of improving their health. 
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TABLE 6: EMPLOYERS’ ASSISTANCE DESIRED BY EMPLOYEES 

Rank How employer could help improve health  Frequency % Male Female  
1 Train supervisors to address employees concerns 192 36.7 90 101 

2 Communicate more openly with employees 190 36.3 82 107 

3 Provide more workplace health and safety training 179 34.2 80 96 

4 Provide or support recreational or exercise programmes 173 33.1 90 81 

5 Provide training on communication and conflict skills 171 32.7 84 85 

6 Provide health benefits 164 31.4 84 78 
7 Introduce job sharing, job rotation or flexible hours 144 27.5 72 71 
8 Provide employee assistance programmes to help people get counselling 125 23.9 58 66 
9 Provide or support stress control programmes 110 21.0 49 61 
10 Get more employee advice on how work is organised 98 18.7 44 53 

 
The general respondents’ profile (see Table 1) indicates a relatively low level of education, childcare 

responsibility for own children or other dependants, many employed in relatively junior positions and hence 
may not have incomes that allow them medical aid. In this context, it is essential for organisations to effectively 
respond to the need to implement effective and appropriate health and wellness programmes in the workplace 
especially with the challenges of reducing Medicare related cost, improving general employee wellness, and 
addressing the scourge of HIV/AIDS. Offering the right incentives for employees to participate in wellness 
programmes (e.g. benefits, cash, or recognition) by organisations may be useful.  

On the overall, it is clear that the respondents have good knowledge of health awareness and promotion 
as is manifested in Tables 2, 4, 5 and 6. For example, over 70% are involved physical exercises weekly, 54% 
keep away from foods high in cholesterol or fat, and more than 77% keep away from pre-packed or fast food. It 
seems, however, that incentives may be needed to recruit more employees to get involved. Today’s organisation 

need to consider having a wellness programme that is meant to address the health, social and family needs of its 
employees. From this result, many employees feel stressed because they are not treated fairly, are going through 
some personal loss or caring responsibility or do not having enough money (see Table 3) and hence activities to 
engage them in a positive way outside of work schedule may form part of the overall wellness programme 
contributing positively to the total health of employees. The need to maximise the well-being and productivity 
of employees is the issue highlighted here. 

HR managers should also show more respect and pay more attention to the fact that male and female 
employee lifestyles differ to some extent. Consequently being able to develop acceptable wellness programmes 
and policies that target the particular needs of both is pertinent otherwise it is difficult to reap the full potential 
of higher productivity from both groups. It is also plausible to argue that men tend to live more risky lifestyles 
compared to their female counterparts by indulging in habits like excessive smoking, drinking, etc. and hence 
they need to be more involved in health awareness programmes that focus on the importance of healthy living. 
Nevertheless, it is important for organisations choosing to invest in and successfully implement wellness 
programmes to offer variety of topics and engagement strategies to catch and sustain interest and to involve, as 
much as possible, all employees. Employees also indicated some of the areas (see Table 6) they think employers 
can be most helpful include training for higher placed managers and more open communication among others. 
Roslender, Stevenson and Kahn (2006) effectively encompass the importance of employee wellness when they 
argued that employees are the source of the stocks of intellectual capital that organisations require to deliver 
value to their customers. As a result, they argued, employee wellness is a highly valuable asset, which senior 
management must take steps to promote in order to secure the greatest benefits from their workforces. In sum, 
there is need for appropriate organisational policies and programmes to be developed to support wellness among 
employees in Botswana. 

The potential benefits of this study are many. It provides a tentative background data for understanding 
and valuing employee and employer’s awareness of wellness in Botswana. An interrelated potential benefit from 
this is that health promotion campaigns in Botswana organisations may be enhanced. Moreover, for 
organisations in the process of, or considering the implementation of wellness programmes findings such as this 
give stronger impetus for commencement because of its value and benefits. It may also strengthen their planning 
for the programme and thus accelerate its implementation. Alternatively, organisations may delay 
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implementation for a more thorough preparation. Finally, government agencies and departments involved in the 
promotion and monitoring of such programmes may also benefit in terms of invigorating their efforts in this 
direction. 

 
Limitations of Study 
Like all research, this study is not without some limitations. First, the study made use of volunteering 
organisations as such a fair and representative spread of organisation cannot be guaranteed. Moreover, the 
success of the study will depend on the willingness of the participating organisation to cooperate and provide 
accurate and useful information. It is, however, believed that since participation is voluntary, volunteering 
organisation must have been convinced about the possible benefits and implicit in this is that they provide valid 
and useful information. Secondly, the exploratory nature of the study does not make it easily amenable to 
hypothesis testing. Therefore the study did not test any hypotheses but it is hoped that the findings will provide 
answers to the research questions and open up the forum for detailed future studies that will be able to test 
productive hypothesis to advance knowledge in this area. Related to this is that the study uses nominal data 
putting a ceiling to the extent to which data could be analysed and tested for relationships. Thirdly, data 
collected relied on self-report data with attendant weakness of subjectivity. It, however, adds to the information 
on health promotion strategies and awareness in an African context which is rare. Finally, the interrelated issue 
of acquiescence and social desirability of response needs mentioning. To what extent could respondents give 
socially desirable answers independent of truthfulness? Podsakoff et al. (2003) suggest, however, that the 
influence of acquiescence can be limited by assuring anonymity of respondents which was done in this study.   
 
Conclusion 
 
Employee wellness is important for any workforce because a healthy employee is a productive employee. A fit 
and healthy workforce is a very valuable organisational asset. Neither a high level of health promotion 
awareness nor merely promoting a wellness programme is sufficient to sustain a competitive advantage for an 
organisation if not coupled with high levels of management’s commitment. Clearly, employee wellness reduces 
the number of medical claims, yet many other potential benefits are difficult to measure, because the cost 
savings attributable to the programmes are difficult to determine (Kocakulah and Joseforsky, 2002). The 
illustrative example of Kocakulah and Joseforsky (2002) perhaps best captures this dilemma: 

“… if extremely high blood pressure is detected in an employee’s wellness screening and the employee 
sent to the doctor, a possible cardiac arrest could be prevented from ever happening. The medical 
savings, however, would be difficult to measure, because one cannot know with certainty what would 
have happened had the employee not received early treatment. What the company does know is that, 
according to research, the savings potential is astronomical p. 30”. 

Organisational interventions in the form of right policies and practices could contribute significantly to 
the development and delivery of a healthy workforce for the country. The present study, being possibly the first 
in this area in Botswana, will form a basis upon which future studies will build thus creating a foundation for 
building a database for this area of Human Resource Management in a non-Western setting. 
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Abstract 
 
How to meet the drinking water demand in developing countries that are undergoing unprecedented demographic 
changes is the focus of this paper. To develop policy options, data on drinking water prices was collected from cities 
of New Jersey, USA, other developed countries and developing countries. The analysis shows that private companies 
charge higher prices than public companies. Higher prices reduce consumption and encourage conservation. Europe 
has much higher water rates. In Japan, water rates are in the middle but double that of the United States. Water 
rates in U.S. cities are the lowest among the developed world. The analysis shows that the way to increase the 
drinking water supply in the developing world is through a price mechanism that takes into account the cost of raw 
water procurement and water treatment. 

Need for the Study 
 
The demographic challenges unfolding in the 21st century are of unprecedented scale and magnitude. Efficient 
management of resources will be required to improve the quality of life. These challenges are three in nature. 
First is the vast increase in the size of human population from its current very large number of 6.7 billion in 
2008 to 8 billion in 2025 and 9.35 billion in 2050. This is an addition of 3 billion in 50 years (PRB, 2008). The 
second demographic challenge is that the majority of the global population will reside in urban places. 
Concurrent with this challenge is the rise of a very large number of cities with more than one million people as 
well as mega cities with populations upward of ten million people. The attraction of large and mega cities is due 
to their diversified and vibrant economy which acts as a magnet for human migration from smaller cities and the 
countryside (Brockerhoff, 2000). Third demographic challenge lies in the geographic concentration of the first 
two factors, wholly in the developing world. All sorts of pressing issues will be on the forefront of policymakers 
including income, employment, education, transportation, housing, potable water, sanitation, parks, recreation 
and many others. This paper focuses on drinking water for cities because it is the resource of utmost importance 
for human health, well being and survival. Currently, water shortages are common throughout the cities of the 
developing world. Over time, with more urban population and more large cities, these shortages can become 
more acute and life threatening (UN, 2006; UNDP, 2006; WHO, 2005). According to the 2007 Report of the 
World Health Organization, 1.1 billion people lack access to safe drinking water. Inadequate sanitation and 
hygiene contribute to diarrheal epidemics. 1.8 million children annually die from diarrhea. All these cases are 
preventable with safe drinking water and sanitation. (WHO, 2007). This paper explores and analyzes policy 
options in the water management tool kit to adequately provide for the increasing foreseeable demand for safe 
drinking water for cities teaming with population. 
 
Methodology 
 
The data on water pricing, ownership of water utility, sources of raw water are collected for selected New Jersey 
towns and cities. Similar data sets for 12 major U.S. metro areas were collected representing different climates 
and geographic locations. A parallel data set was created from 20 major cities from other developed countries. 
Similarly data were collected for 11 major cities from the developing world. The data are presented in four 
tables. The comparison of the tables will provide insights into potable water policy and management. The 
analysis of this data will suggest policy tools that can be applied to the situation in the developing world. 
Undergraduate students in my classes collected data for New Jersey from the water bills of their family and 
relatives for 2007-2008. The graduate students in advanced Research Methods class collected the data for the 
cities in the United States, other developed countries and the developing world. This data came from the 
websites of water and sewage authorities for 2007-2008 or the most recent year. Redundancy in the selection of 
cities assured the accuracy of the data. I sat down with every student to confirm the accuracy of the data and to 
avoid any misunderstanding. 
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 One water unit in the United States consists of one hundred cubic feet of water and represented as CCF 
or HCF. In Europe and most other countries, the water unit is defined as the amount of water in one cubic meter 
(M3). Water price is generally expressed as a price of one water unit. For convenience and easy understanding, 
tables in this paper show water prices in U.S. dollars for both units. For additional understanding, Table 1 is 
constructed to illustrate conversion between these two units of measurement. 
 

TABLE 1: CONVERSION OF WATER MEASUREMENTS 

1 Cubic Meter of Water  =1 Metric Ton of Water 
= 1000 Kilograms of Water 
= 1000 Liters of Water 
= 264 Gallons of Water 
= 35 Cubic Feet of Water 
 

1 Cubic Foot of Water = 7.48 Gallons 
= 3.7853 Kilograms 
= 8.4432 pounds 
 

1000 Gallons of water = 133.7 Cubic Feet 

1 Millimeter (mm) of Precipitation = 1 Liter of Water Per Square Meter 

1 Centimeter (cm) of Precipitation = 10 Liters of Water Per Square Meter 

1 Inch of Precipitation = 27200 Gallons Per Acre 
= 5.62 Gallons per square Yard 
 

100 Cubic Feet Written As = HCF 
= CCF ( Cental- Short for Hundred- Cubic Feet) 

 
Procurement of Water 
 
Cities have a long history of procuring water for their burgeoning populations. The Roman Aqueducts are a 
reminder of this grand effort to bring water from long distances to the city. Wells have always been the source 
of drinking water for small towns, rural villages and other scattered settlements. Big cities of the industrial age 
required large quantities of water and turned to rivers and lakes for their water requirements. Frequent outbreaks 
of diseases, such as cholera, dysentery and typhoid fever prompted the search for cleaner drinking water. Dr. 
John Snow in 1854 established the link between the cholera epidemic in London with the wells contaminated 
with human waste (Snow, 1965). Dr. Snow was a public health administrator in London and was able to control 
the epidemic by closing the contaminated wells. Convincing the medical establishment of that period was an 
uphill challenge for Dr. Snow because the prevailing medical theory accepted air or breathing contact as the 
medium for the spread of diseases. To overcome this health problem, cities either have to bring water from 
distant pristine areas or find a treatment to kill the pathogens that cause diseases. As a result, chlorine came into 
use as a water disinfectant during 1900-1910. In the United States chlorine was first used for water treatment in 
1908. 
 The example of U.S. cities that procured pristine high quality drinking water illustrates the policy 
options that could initiate discussion of the procurement issues in the cities of the developing world. New York 
City is a good example of how its farsighted efforts to secure high quality drinking water before the use of 
disinfectant. Faced with salt water intrusion due to overdraw from its wells, New York City bought land and 
built reservoirs in the Catskill Mountains, a sparsely populated region, a hundred miles away from the city 
(Schneiderman, 2000). By 1906 the Catskill water was ready to flow to the city. This investment has provided 
the city with the highest quality water for hundred years and continues to serve. This water is of such high 
quality it does not need water filtration treatment. To maintain the high quality of its drinking water, New York 
City and state in 1997 signed agreements with the communities in the Catskills to limit the development of land 
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in the watersheds of its reservoirs through the purchase of land development rights. In the absence of such an 
agreement, New York City was to be forced by the United States Department of Environmental Protection to 
build water treatment plants. Nature is performing the water treatment service for New York City at one fifth the 
cost of a traditional water treatment plant. 
 Nearby, the New Jersey cities of Newark and Jersey City, to avoid the recurrence of cholera and 
typhoid and other water borne diseases, followed a similar path at the turn of the 20th century to secure pristine 
high quality water. The cities bought land and build reservoirs in the Passaic River Basin in Upper Passaic 
County in New Jersey. The topography in Upper Passaic County is hilly and is part of the Appalachian 
Mountains system. In New York State to the north, this mountain system is called the Catskill region.  
 In the dry west, Los Angeles and San Francisco secured high quality water, a considerable distance 
away, in the Sierra Mountains. The legal water battles of Mono Lake Watershed and Hetch Hetchi Dam are 
legendary in urban history to secure water supply in a dry region (Mono Lake, 1983; Runte 1997 and Switzer, 
1994). 
 Currently, protection of watersheds has emerged as an effective management tool to secure high quality 
drinking water. As examples, New Jersey, which has one of the highest density of 1200 people per square mile 
and is mostly urban and suburban has enacted in 2004 the Highland Water Protection and Planning Act (State of 
NJ, 2004). The act set aside preservation areas where no development will be allowed. The state will buy the 
development rights from the land owners to preserve the area in pristine state. The preservation area which is 
hilly and mountainous is the source of many streams that are of utmost importance for securing the high quality 
water that keeps the state attractive as a place to live and conduct business. Raw water of high quality is much 
less expensive to treat and aesthetically more attractive to drink. 
 
Treatment of Water 
 
Procurement and treatment of water requires large investments of capital. A treatment plant alone needs an 
investment closer to one billion dollars to serve a city of half a million people. This investment includes 
pumping equipment (huge pumps), construction of reservoirs, a treatment plant and distribution pipes known as 
water mains. The end users, such as homes, offices, businesses, fire hydrants, are connected to the main. 
 People want drinking water which is free from pathogens, odorless and clear and transparent. Raw 
water, most often, does not meet this test. All waters require some treatment. Treatment technology although 
widely understood and known is still a large scientific and engineering enterprise. The water treatment process 
involves four to five steps. 
 Bringing the raw water to the treatment plant and the removal of visible debris, fish and other life is the 
first step. A metal grill and a mesh at the intake is sufficient to accomplish this step. Odor occurs frequently 
during the summer in the waters of rivers and lakes. Powdered activated carbon is added to the water to remove 
odor or objectionable tastes. This second step is not required all the time. Coagulation and settling, an important 
process of treatment, is the third step. Aluminum sulfate or Alum in powder form is added to the water in large 
tanks. In the water alum forms small sticky globs called flocs. Suspended particles in water get attached to these 
flocs and settle at the bottom of the tank. The mixing mechanism is so fine tuned that all the water in the tank 
comes in contact with alum flocs and at the same time mixing does not break the larger globs. Water is pumped 
out of this tank to the next tank and sediments at the bottom are pumped out and spread on land as soil 
conditioner. Disinfection is the fourth step. Chlorine is widely used as disinfectant. Ozone and ultra violet 
radiation use are also picking up as a substitute for chlorine. Chlorine is thoroughly mixed with water. Because 
chlorine lowers the pH of water, thus making water acidic and makes water mains more susceptible to corrosion 
and breakdown, caustic soda or soda ash is added to raise pH to the neutral level of seven. At this stage water 
softeners are also added if required. 
 Filtration is the fifth step. In this process water passes through a three and one half to four feet bed of 
gravel, sand and activated carbon. Water accumulates below the filters and is stored in tanks, ready to be 
pumped for distribution. If law allows, fluoride is then added to water to protect children’s teeth from tooth 

decay and cavities. Chlorine is again added to the water, if necessary, to meet the legal requirement at the end 
user’s tap. This is a safeguard against contamination during the transit of water from the treatment plant to the 
consumer. Every treatment plant has an attached lab that determines the amount of chemicals to be used to meet 
the drinking water standards set forth by the state. 
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Analysis of Pricing Survey  
 
The price of drinking water reflects all the investments made to procure, treat and distribute the water. In a way 
conversion of raw water into potable drinking water is similar to any manufactured product. Understanding the 
final price of treated water will provide a management tool to make this vital life sustaining resource available 
in sufficient quantity and high quality to the huge urban population in the developing world. The data on water 
rates are collected and analyzed for New Jersey, municipalities, selected major cities in the United States, cities 
in Europe and other developed countries and selected cities in the developing world. 
 
New Jersey 
 
The state has a competitive well developed and mature market for drinking water. There are one hundred and 
sixteen companies and authorities both in the private and public sector that serve the state. In addition to the 
water charges, these companies also collect sewage charges and connecting fees on a quarterly basis. The 
climate is middle latitude with hot summers and cold winters. The precipitation is high - 45 inches or 114 
centimeters. The precipitation occurs every month of the year. 
 The water charges are shown in Table 2 and 3 of public and private companies respectively. The public 
companies, on average, charge about $2.10 per hundred cubic feet (HFC) or $.75 per cubic meter of water. The 
private companies charge $2.95 per HCF or $1.03 per cubic meter. The charges of private companies are 40 
percent higher in comparison to the public companies. The coefficient of variance of the price of water for 
private companies is 14 per cent versus 22 per cent for public companies. This means private company water 
prices remain fairly consistent. The consumption of water daily per capita is 93 gallons or 352 liters per 
household served by public sector companies. In comparison daily per capita consumption is lower, 67 gallons 
or 254 liters for the private companies. Higher charges for water lead to lower consumption. 
 

TABLE 2: PUBLIC COMPANIES' PRICE OF DRINKING WATER, NEW JERSEY 2007-2008 
                           

Municipality 
 

County 
 

Per capita daily Price in US dollars 
 

Price in US 
Dollars 

     
Consumption in  

Per Hundred 
Cubic 

 
Per 

           Gallons   Feet     Cubic Meter 

            Atlantic City 
 

Atlantic 
 

- 
 

1.80 
  

0.63 
 Bloomfield 

 
Essex 

 
98 

 
2.12 

  
0.84 

 Brick Township 
 

Ocean 
 

119 
 

1.87 
  

0.65 
 Camden 

  
Camden 

 
75 

 
1.99 

  
0.70 

 Clifton 
  

Passaic 
 

106 
 

1.34 
  

0.47 
 Denville 

  
Morris 

 
66 

 
2.74 

  
0.96 

 Livingston 
 

Essex 
 

95 
 

2.01 
  

0.70 
 Lyndhurst 

 
Bergen 

 
87 

 
2.60 

  
0.91 

 Montclair 
  

Essex 
 

96 
 

2.83 
  

0.99 
 Newark 

  
Essex 

 
- 

 
1.88 

  
0.66 

 Average 
    

92.75 
 

2.12 
  

0.751 
 S.D 

    
16.78 

 
0.467 

  
0.167 

 C.V.         0.18   0.22     0.22   
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TABLE 3: PRIVATE COMOPANIES' PRICE OF DRINKING WATER, NEW JERSEY 2007-2008     

          Municipality County 
 

Per Capita Daily Dollar Price Dollar Price 

    
Consumption in Per 100 Cubic 

Per 
Cubic 

         Gallons   Feet   Meter   

          Bergenfield Bergen 
 

58 
 

2.80 
 

0.98 
 Cedar Grove Essex 

 
72 

 
3.22 

 
1.13 

 Colonia 
 

Middlesex 41 
 

4.12 
 

1.44 
 Elizabeth 

 
Union 

 
85 

 
3.13 

 
1.10 

 Jersey City Hudson 
 

- 
 

2.85 
 

1.00 
 North Bergen Hudson 

 
83 

 
2.80 

 
0.98 

 Nort Vale 
 

Bergen 
 

46 
 

2.56 
 

0.90 
 Ridgefield Bergen 

 
101 

 
2.80 

 
0.98 

 Secaucus 
 

Hudson 
 

45 
 

2.80 
 

0.98 
 Union 

 
Union 

 
72 

 
2.72 

 
0.95 

 Vernon 
 

Sussex 
 

67 
 

2.82 
 

0.98 
 Wood Ridge Bergen   64   2.80   0.98   

Average 
   

67 
 

2.95 
 

1.03 
 S.D. 

   
18.64 

 
0.407 

 
0.142 

 C.V.       0.278   0.138   0.138   
 
Cities in the U.S. 
 
U.S. cities representing different regions and climates were selected for the analysis (Table 4). Water charges 
vary from a low of around $1.00 per HCF or $.35 per cubic meter in Chicago and Orlando to a high of $3.00 per 
HCF or $1.05 per cubic meter in Los Angeles in 2009. The average price is $2.14 per HCF or $.075 per cubic 
meter. There are flat rates in Atlantic City, Orlando and Chicago whereas in most cities rates increase with 
increasing consumption. In dry climates of the west, rates are higher in summer. As a general rule, public 
companies serve the cities. Minneapolis, Minnesota has one of the best websites for its water treatment service. 
This website explains in great detail the total cost, equipment, treatment, distribution, and number of employees 
in different categories required to run the whole water treatment operations. It reports residential water use of 60 
to 70 gallons or 227-265 liters per capita per day. When the water consumption of the transient work force in 
down town and seasonal student population of the University of Minnesota, airport and institutional population 
is included, per capita daily water use of city residence jumps to 145 gallons or 550 liters. Minneapolis water 
consumption is illustrative of cities in the United States. The consumption is also illustrative of the human water 
requirement. 
 U.S. Cities have initiated programs to conserve this precious resource. One mechanism is to increase 
the rates with higher consumption. Most cities have this mechanism in place. The other mechanism is to install 
automatic water meter readers and inform the consumers of their water use every month. The third mechanism 
is to increase the rates annually to reflect the cost of treatment. New York City water charges in 2000 were 
$1.30 per HCF or $0.455 per cubic meter. By 2009 charges will increase to $2.31 per HCF or $.081 per cubic 
meter. New York City used to have flat rates because there were no water meters. A water meter installation 
program was initiated in the mid 1980s. Installation was completed by 2000. New York City wants to conserve 
water because of the increasing cost of watershed protection of reservoirs in the Catskills. Conservation of water 
is cheaper than developing new resources for increasing demand. 
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TABLE 4: PRICE OF WATER IN U.S. CITIES 2007-2008         

Name of City Population in Water 
 

Price in 
$ Price in $ per 

    Thousands Company   per HCF Cubic Meter 

Atlanta 
 

519 
 

Public 
 

2.62 0.92 
 Boston 

 
589 

 
Public 

 
2.62 1.27 

 Chicago 
 

2837 
 

Public 
 

1.00 0.35 
 Houston 

 
2300 

 
Public 

 
2.08 0.73 

 Las Vegas 
 

558 
 

Public 
 

1.44 0.50 
 Los Angeles 3800 

 
Public 

 
2.97 1.04 

 Minneapolis 373 
 

Public 
 

2.75 0.96 
 New York 

 
8275 

 
Public 

 
2.31 0.80 

 Orlando 
 

228 
 

Public 
 

0.47 0.16 
 Philadelphia 1500 

 
Public 

 
2.26 0.79 

 Portland 
 

550 
 

Public 
 

2.07 0.72 
 San Francisco 764   Public   2.08 0.73   

Average 
     

2.14 0.75 
 S.D. 

     
0.862 0.302 

 C.V.           0.402 0.402   
 
Cities in Other Developed Countries 
 
Water rates in cities of Western Europe are much higher than those of the United States (Table 5). Madrid has 
the highest water rates of $12.00 per HCF/ or $4.50 per cubic meter. Paris has the second highest rate of $11.00 
per HCF or $3.80 per cubic meter. Munich water rates are $5.18 per HCF or $1.80 per cubic meter. Japanese 
cities in comparison have lower rates but still more than twice the rate of U.S. cities. Tokyo water rates are 
$4.65 per HCF or $1.63 per cubic meter, Kyoto charges $4.62 per HCF or $1.62 per cubic meter. Birmingham 
rates are $3.80 per HCF or $1.33 per cubic meter. Toronto has fixed rate for water and sewage for home owners 
at $455 per year. It is cheaper than New Jersey rates. In Latin American cities water is much cheaper, cheaper 
than the United States. 
 

TABLE 5: PRICE OF WATER IN CITIES OF OTHER DEVELOPED COUNTRIES 
2007-2008   

Name of City 
 

Population Water  
 

Price in $ Price in $ 

      in Thousands Company   per HCF 
per Cubic 
Meter 

European Cities 
       Amsterdam 
 

747 
 

Public 
 

4.98 1.73 

Birmingham 
 

1006 
 

Private 
 

3.80 1.33 

Berlin 
  

3416 
 

Public 
 

7.08 2.46 

Lisbon 
  

3349 
 

Mostly Public 5.98 2.08 

Madrid 
  

5603 
 

Public 
 

12.86 4.50 

Munich 
  

1357 
 

Public 
 

5.18 1.80 

Paris 
  

2168 
 

Private 
 

11.00 3.86 
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Rome 
  

2705 
 

Private 
 

3.30 1.15 

Japan 
        Kyoto 
  

1474 
 

Public 
 

4.62 1.62 

Osaka 
  

2636 
 

Public 
 

3.54 1.24 

Tokyo 
  

8664 
 

Public 
 

4.65 1.63 

Australia 
        Sydney 
  

4284 
 

Public 
 

3.65 1.28 

Melbourne 
 

3600 
 

Public 
 

4.35 1.52 

Israel 
        Haifa 
  

266 
 

Public & Private 2.06 0.72 

Latin America 
       Buenos Aires 
 

3500 
 

Nationalized 0.43 0.15 

 Santiago 
  

201 
 

Private 
 

1.43 0.50 

 Sao Paulo 
 

11000 
 

Private 
 

2.43 0.85 

Minsk, Belarus 
 

181 
 

Public 
 

3.00 1.05 

Moscow, Russia   12000   Public   0.63 0.22 
 
 France has a well developed private sector providing water to urban centers. It is a lease contract 
program – a common practice in Europe. France’s ministry of Environment has determined that the private 

company rates are 25% higher than the public sector. It is informative to know the pattern of water use in urban 
household in France. 
  Bath and shower   39% 
  Toilets    20% 
  Washing Clothes   12% 
  Food preparation   6% 
  Other residential uses  6% 
  Drinking   1% 
 This pattern suggests that to conserve water, shower head and toilet technology must be made more 
efficient. 
 
Cities in Developing Countries 
 
Table 6 shows the water charges for the cities in the developing world. Acute shortages of water are a common 
experience of day to day life. Delhi Jal (water) Board, a public sector entity that provides water for the capital of 
India, reported in 2006 a daily water demand of 963 million gallons a day while the actual supply is only 650 
million gallons a day. In Jakarta, with a population of 13 million people, only one-third of the houses are 
connected to water pipes. The rest of the city population is served by private wells located in every house and by 
street water vendors. Throughout, the developing world vendors sell drinking water of dubious quality at double 
the price of the piped water. The price that vendors charge is comparable to the price of water in U.S. cities. The 
supply of piped water is intermittent. It is in this part of the world that water supply has to increase. 
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TABLE 6: PRICE OF WATER IN CITIES OF THE DEVELOPING COUNTRIES 2007-2008     

            Name of City 
 

Population in Water 
 

Price in $ 
 

Price in $ 
        Thousands Company   per HCF   per Cubic Meter   

            Cities from Africa 
          Lagos 

  
8745 

 
Public 

 
1.44 

 
0.50 

  

     
Private Vendors 3.00 

 
1.05 

  Nairobi 
  

3000 
 

Public 
 

0.43 
 

.15 or 12 Kenyan shillings 

Kampala 
  

1480 
 

Public 
 

0.002 
 

.007 or 13 Ugandan shillings 

Johannesburg 
 

3900 
 

Public 
 

1.71 
 

.60/Monthly first 6cu.m free 

Cities from Asia 
          Birat Nagar (NP) 
 

1880 
 

Public 
 

2.85 
 

1 
  Chennai 

  
4340 

 
Public 

 
3.00 

 
1.05 (vendors charge more) 

Dhaka 
  

12000 
 

Public 
 

0.29 
 

.10 or 0.35 from vendors 

Caribbean and C & S Am. 
        Kingston 

 
96 

 
Public 

 
1.64 

 
0.57 

  Guatemala City 
 

1203 
 

Vendors 
 

10.11 
 

3.54 
  Lima 

  
7000 

 
Public 

 
1.17 

 
0.41 

  Santo Domingo   2550   Public   0.50   .18 (vendors serve 60%hh) 
 
Policies that Mitigate Water Shortages 
 
Procurement of water in sufficient quantity is the first step to mitigate the current shortage and meet the future 
demand (Brown, 2008; Gleick, 2006-07; Pielou, 1998). This demand can only be met by the management of 
surface water. In all developing countries irrigation accounts for the lion’s share of water use. Increasing the 
efficiency of water use in irrigation can help procure water for urban centers. Irrigation accounts for more than 
65 per cent of water use. Savings from irrigation either through efficient irrigation or developing varieties of 
crops that can grow without much irrigation will go a long way to alleviate water shortages. 
 The developing countries that will undergo rapid increases in population and urbanization are located 
in climate zones with seasonal precipitation. There is no other way to procure water except to store water in 
large enough quantity in reservoirs to meet the needs in the dry months. Policy makers keep an open mind to 
dams and reservoirs as tools to alleviate water shortage. There is an ecological rationale against dams. (NRC, 
1992). But such decisions have to be made in the context of climate and acute human requirements. 
 River and streams have a natural process to cleanse the water from impurities. Wetlands along the 
banks accelerate the cleansing process. Protecting the quality of water sheds and reduction in water pollution 
will go a long way to provide an acceptable quality of water for further treatment. 
 Metering and price are important tools of water management. Metering water for all users will increase 
water efficiency and help conservation. Different countries, in the context of their culture and climate, have to 
establish the requisite base line daily per capita consumption. The requisite consumption should be reasonably 
priced taking into consideration the household income. Consumption above the requisite amount should be 
charged at higher progressive rates. Most cities of the world follow this tool for their water management. 
 Private versus public suppliers of drinking water is another management tool. Private companies 
charge higher rates in comparison to the public sector. The private sector is considered more efficient and 
therefore is considered to be more responsive to meet the increasing demand in a timely fashion. The private 
sector is also more efficient in the collection of water charges. It can also reduce water stealing through efficient 
monitoring.  
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 The price of water must reflect the actual cost of developing potable water. If the price is kept 
artificially lower, then there is no incentive to increase the water supply. Interests of everyone, including the 
poor who suffer most from the lack of safe drinking water, will be well served with a pricing policy that 
promotes increased supplies along with sustainable consumption.  
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Abstract 
 
Organizations around the world are now responsible for managing a talented but widely scattered workforce 
resulting in new imperatives for international human resource management. One outcome is that organizations with 
a major international presence are requiring the transfer of human resources best practices, knowledge and 
experiences as they recognize the need to operate both locally and globally. To learn more about this process, we 
interviewed six companies: two US based, two German companies and two companies headquartered in the 
Netherlands. There are three areas addressed in this study including 1) What companies hope to achieve through the 
globalization of HR practices and knowledge 2) How companies share best practices including retaining good people 
and developing talent within regions or a country, and 3) How they adapt their human resource policies and practices 
for local environments, including how they handle any resistance to sharing or receiving this knowledge. The paper 
contributes to theory by examining the results in terms of national, cultural and institutional frameworks. We also 
look at the results in light of their implications for practitioners. Limitations of the study are discussed as are 
directions for future research. 
 
Managing a Global Workforce: An Exploratory Study 
 
An increasingly important challenge in striving for competitive advantage has been winning the war for talent. 
Increasingly, this ―war‖ has taken on global proportions. Companies around the globe are transforming 
themselves into ―transnational‖ companies that move work to the places with the talent to handle the job in a 
cost-effective way. Organizations around the world are now responsible for managing a talented but widely 
scattered workforce resulting in new imperatives for international human resource management. One outcome is 
that organizations with a major international presence are requiring the transfer of human resources best 
practices, knowledge and experiences as they recognize the need to operate both locally and globally. For 
example, to what extent do companies around the world adapt knowledge and best human resource practices to 
suit local contexts in both developed and emerging markets? How do they develop and retain talent in these 
markets? What are the challenges they face? In this paper, we present preliminary findings from a study that 
examines these issues in six global companies. 
 
Background 

 
Much has been written in the past few years about the transfer of management knowledge, practices and 
technologies across national and regional boundaries (Bartlett & Ghoshal, 1998; Bartlett, Ghoshal & 
Birkinshaw, 2004; Ghemawat, 2007) There is generally assumed to be a ―best‖ or ―most rational way‖ to handle 

this transfer (Kostova, 1999). Often this transfer is conceptualized as a technical, almost physical one-directional 
process in which technologies, behavioral norms, and practices—both formal and informal—related to the 
organization’s mode of operation are circulated and implemented in its different units (Kostova, 1999) Global 

firms are seen as engaged in the cross-national transfer of those business and human capital practices that best 
reflect their core competencies and superior knowledge believed by the companies to be a source of competitive 
advantage (Bartlett, Ghoshal & Birkinshaw, et al 2004). Kostova (1999) has argued that these transfers are 
important for all types of organizations but are most critical for multinationals because the primary advantage 
for these firms is its superior knowledge which can be utilized in its subsidiaries world wide. This transfer is 
also crucial to the firm’s success as it allows for better intra-organizational communication, reduces 
development costs and helps the foreign unit defeat its competition (Bartlett et al., 2004; Schuler, Dowling & De 
Cieri, 1993)  

Firms have seen this transfer of knowledge as either ―the best‖ practice or as reflecting headquarters 
identity and value systems (Barlett et al, 2004). This transfer within a global company assumes that the choice 
of the knowledge technique or practice to be transferred reflects the headquarters’ objective or subjective 
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understanding of the firm’s needs in terms of efficiency and competitive advantage including its human 
resources. Increasingly, these firms transfer knowledge throughout their global affiliations regardless of the 
location of the unit in which it was developed. This is generally believed to be more effective than a process 
which limits itself only to those practices developed at home (Prahalad & Lieberthal, 1998) although some 
researchers have pointed out there have been fewer attempts to initiate the cross-national transfer of practices 
when they have emerged in the developing world (Frenkel, 2008). 
 Thus, understanding the process by which this knowledge is transferred has become critical to both 
academics and practitioners (Hamm, 2008). In general three different frameworks have been used to evaluate or 
understand the process by which knowledge is transferred. We will examine each of these in the next section. 
 
National Identity Perspective 

 
The nationally embedded unit is still the primary unity of analysis in international management research 
(Frenkel, 2008). The significance of the national unit is found in definitions of multinationals as a chain of 
organizational units located in different nation states ―capitalizing on the differences between those states in 
order to operate at maximal efficiency and effectiveness and to secure access to both natural and human 
resources and the largest possible markets (Bartlett, Ghoshal & Birkinshaw, 2004) Parent companies’ national 
identity may also determine the extent to which it will impose the home country’s management practices as well 

as how that practice is received by the subsidiary. From a practitioner’s view, headquarters also needs to take 
national laws into account when transferring human resource policies and practices. 
 
Cultural Perspective 

 
This perspective has emphasized the cultural distance approach based on aggregation of Hofstede’s (1980, 
1991) culture indices to determine whether a culture is similar or distant. The assumption here is that different 
national cultures separately influence human behavior. This framework suggests the likelihood of a successful 
transfer is facilitated when cultural distance is taken into account and when the cultural distance is limited. 
While individualism and collectivism are generally recognized as the most important dimension of cultural 
differences in individual and organizational behavior (Triandis, 1989; Hofstede, 1980, 1991), other dimensions 
such as masculine-feminine and uncertainty avoidance might be equally important in managing the global 
workforce. Thus global companies may consider cultural distance as one factor when making decisions about 
transfer of human resource knowledge and practices. 
 
Institutional Perspective 

 
The third major perspective in the effective transfer of knowledge is institutional or administrative distance 
which looks at the impact of regulatory and normative similarities and differences in institutions in various 
countries. Companies operating in multiple environments of different countries are typically subjected to diverse 
pressures on both the home and host environment that are said to influence management and human resource 
practices, as well as the transfer of these practices. For example, the larger the institutional difference the more 
difficult it will be for a global company to establish legitimacy in the host country. 
 DiMaggio and Powell (1983) contended that organizations are influenced by ―institutional 

isomorphism.‖ They adopt business practices not because they are efficient but because they furnish legitimacy 
in the eyes of outside stakeholders such as the public, government regulators and shareholders. Institutional 
theory focuses on the multi-dimensional aspect of social structures and considers the processes by which 
structures and institutions including rules, norms and routines become established as authoritative guidelines for 
normal social behavior. It explains how these components of institutions are created, diffused, adopted and 
adapted over space and time and how eventually they may even fail. However, there is no universally agreed 
upon definition of an institution in the academic literature other than institutional frameworks interact with both 
individuals and organizations. They influence individuals’ decision making by signaling which choice is 

acceptable and determining which norms and behaviors are socialized into individuals in a given society (Peng 
and Heath, 1996). 
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 We will consider each of these perspectives in this paper. How do companies manage the human 
resource challenges that result from globalization and enable them to maintain their competitive advantages? 
Some companies may use specific corporate policies that reflect headquarters identity and values in place to 
accomplish this. Others may develop organizational capabilities for sourcing and managing this diverse talent 
globally by learning as they go, by experimenting and by determining whether cultural similarities and 
differences influence the process.  

The purpose of this paper is to provide results from an exploratory study that looks at how the global 
transfer of human resource knowledge, experience and practices helps companies manage these challenges. 
While knowledge management is becoming an established field, little is known about how this process applies 
to managing the global workforce. In our paper, we will present the findings from in depth interviews with key 
human resources personnel in this study of six global companies. In addition, we discuss the implications of the 
study for future research and for practical application. Limitations of the study and directions for future research 
are also addressed. 
 
Participants 
 
In 2008, we completed interviews with a senior Human Resource executive or manager in six global firms, in 
the US and Europe. Of the companies, two were headquartered in the U.S., two were headquartered in the 
Netherlands and two were headquartered in Germany. At the time of the interviews, the annual world sales of 
the companies ranged from $61 billion (US) to or $12 billion (US) dollars (or 8.8 billion Euros.). The European 
groups had a very significant presence in the U.S. and we interviewed someone in the U.S. based part of the 
company. Interviews were conducted by telephone. Each interview lasted approximately 45 minutes to one 
hour. English was used in all interviews. (Details are available from the author.)  
 The U.S. companies included a health care services company and a consumer health care products and 
services company. The Dutch companies included a life science and materials science company, and a 
professional services firm that was actually a network of independent member firms linked by a central 
administrative office. The German companies included an investment and financial services firm and an 
insurance company.  
 
Survey Instrument 
  
To explore the company's policies for developing global managers, a series of open-ended questions was 
prepared based upon our survey of theoretical, empirical and practitioner literature. Each interview covered a 
standard set of questions although participants were encouraged to raise and discuss a variety of related topics. 
There are three areas addressed in this study including 1) What companies hope to achieve through the 
globalization of HR practices and knowledge 2) How companies share best practices including retaining good 
people and developing talent within a region or a country, and 3) How they adapt their human resource policies 
and practices for local environments, including how they handle any resistance to sharing or receiving this 
knowledge. 

 
Data Analysis 
 
For this exploratory study the interview data were content analyzed to identify the range and content of 
responses in the above domains. Qualitative analyses of the interview data provide a holistic view of the process 
and yielded rich examples of the process by which companies transferred their human resource practices, 
knowledge and experiences and the executive’s perceptions and the rationale behind this process. The analysis 
also enabled us to compare theory with practice and to see if companies still have incongruous policies in this 
area. 
 As this was an exploratory study designed to guide a larger study, a second independent rater was not 
used to code the transcripts although there are plans for this to occur in the follow up project. 
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Results and Discussion 
 
In answer to our first question, we looked at what companies hoped to achieve through the globalization of HR 
practices and knowledge. Overall companies want to portray a consistent message for all regions and insure that 
best practices are in place. However, notable differences appeared that largely broke the group into two 
categories depending upon whether the interviewee thought the primary emphasis was on the business 
efficiency or on talent.  

The goals of the first group in terms of what companies hope to achieve by globalizing HR practices 
was best summed up by a senior US Human Resources person with the German insurance company: 

With the globalization of HR practices and knowledge, they would have a common 
understanding of how the business is going as well as better communicate with headquarters. ―We 

could achieve consistently as well as be a portal for new ideas.‖ Relationships would strengthen which 

would give us a better business product. We’d be better integrated. The more I know about the 

company, the better I’m able to contribute…you get more resources so you generate new ideas and 

better results in a consistent focused fashion and you get efficiencies because you have eliminated 
redundancies. The company operates more efficiently and thus can be more profitable.‖ 

Cost was another goal of achieving globalization of human resource practices. For the US based health 
care company, the basis of implementing HR practices and knowledge was to achieve a maximum ROI (return 
of investment) pertaining to the company’s expansion into global markets. At least ―in theory, ramping up 

offshore offices and departments and staff enables workload to be executed at a small part of the expenses 
compared to the U.S.‖ The German financial services company had a top down approach and indicated ―policy 

is communicated to the head of business units and they work with appropriate groups to insure policies are 
distributed.‖ Apparently, productivity and costs are a key determining factor for these companies. 
 The companies in the second group took a more people --client and employee-- centered approach and 
hoped to establish and reinforce common management practices. The professional services firm headquartered 
in the Netherlands indicated ―the overall aim of globalization of the firm and HR practices is to develop their 
global capability and to deliver value to clients and enriching life experiences for our people.‖ The interviewee 
noted that even with the experience gained from entering country after country, the transfer of knowledge has 
been somewhat routine yet never ceases to have unique problems. 
 A major US consumer healthcare products and services company felt even more strongly that talent 
was a key issue in globalization of HR practices and knowledge. A senior HR person indicated the company had 
core processes that support their business strategies for entering into emerging markets.  

 
This includes acquiring the best talent to support our business needs and developing that talent 
to facilitate our HR processes.‖ By globalizing our practices we hope to positively impact 

talent that is both internal and external to our company. This also includes showing folks what 
we stand for as a company, our expectations. This has been fairly successful for us as a 
company.  
Our new initiative in global human resources actually focuses on having globally consistent 
practices throughout the corporation. With this new initiative, we are hoping to easily 
maintain talent, focus HR on unique growth strategies and increase access to workforce data. 

 
A Dutch life and material sciences company pointed out some of the challenges but definitely felt the 

need was there to share information across countries although it ―is very challenging.‖ He said they had ―started 

as a mostly Dutch company and then became European in nature and now we have become international so you 
―cannot think so (sic) narrow-minded as we once did. The challenge lies in understanding nationalities because 
you now have so many working for you. We had to learn how to adapt to other cultures and create ways to 
develop an international staff.‖ 
 The goals of globalization for HR appear either focused primarily on the need to eliminate something 
whether it is inconsistency, inefficiencies or high costs or on the need to acquire something whether it was to 
attract, develop and retain talent, or adapt to cultural differences. While each group seems to acknowledge the 
existence of the other group’s goals, it was clearly of secondary importance.  
  With the exception of the Dutch company, culture does not seem to be of major importance. Most 
companies clearly leaned toward cost and institutional concerns such as maintaining the delicate relationship 
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between headquarters and other offices or toward emphasizing talent. What is interesting is that even in this 
small pilot study, the two companies whose ―brands‖ were most associated with global talent were the ones who 
emphasized this need in the interview. While on the one hand, this could be considered consistent with an 
institutional perspective (e.g. norms for their company), it also reflects the pragmatic reality of their ―brand.‖ 
Perhaps companies in professional services and in consumer health care products and services are highly 
dependent on acquiring and developing talent, perhaps in comparison to companies with more routine services 
such as insurance and health care services. 
 The second major issue we posed was, ―How do companies share best practices including retaining 
good people and developing talent within a region or a country?‖ In managing their global workforce, a critical 
function for all companies is to attract develop and retain talent. Yet companies vary in how they deal with this 
problem. One way is to transfer knowledge and/or share best practices on recruiting, on developing talent within 
a country or region and on retaining good people. An underlying theme is the extent to which culture is taken 
into account when developing these programs or sharing these practices. In the next section, we examine these 
issues. 
 The German financial services company had clearly perfected these practices into well-thought out 
programs which addressed these issues and generally, were company-wide: 

 
We use firm-wide talent management to retain good people with the potential to grow. 
Compensation is also used to retain good people. We do internal and external benchmarking 
studies to insure salaries are competitive. For bonuses, first, how we perform as a firm is 
reviewed. Then the business unit, followed by individual departments within the business unit 
and ultimately the performance of the employee are reviewed. So for those employees who are 
high performers, there will be a bigger bonus in the hope of keeping them with the company. 
 
For developing talent, they use a system geared toward talent management to build the bench. We 

identify those departments that need to be focused upon. As the review of the pool is completed, the ―good‖ ―the 

bad‖ and the ―middle of the road‖ employees are identified and the management team can work with key 

contributors. 
For recruiting, they have a managed service provider used in the US and abroad. ―They place their own 

people (i.e.; the recruiter’s people) in our company who work on recruiting and will post jobs etc. They create a 
network of search firms and get a discounted rate when filling a position for Director and below.‖ They were 
pleased with this practice as it helped with cost savings as they set recruiting rates across all divisions and 
reduce costs compared to the past. 

At the U.S. health services provider, they try to ―ramp up‖ new hires so they can make meaningful 

contributions. Knowledge transfer is accomplished by sending an expert to conduct training classes for a couple 
of weeks. To develop talent, they align new hires with seasoned professionals. New hires shadow the expert 
watching what they do. Once the new hire understands the workload, a reverse shadow process is followed. 
Cross-training also contributes to developing talent. 

The insurance company headquartered in Germany indicated: 
We don’t develop programs based on culture we develop them based on business needs but 

we take culture into account. To share best practices, we have aligned each of our functional 
leaders in our company but specifically in HR with our counterparts in Germany. For 
example, X is in touch with on an as needed basis his counterpart in Munich Germany in 
compensation and benefits. Y reports to the head of training in Germany so this reduces 
redundancy. We maximize the resources, and we capitalize on each others resources. We send 
people there. And they send people here. We share in person and via email and we do it on a 
regular basis. 

 
At a Dutch life science and materials science company, they have a competence center that is used for training 
and development: 

We man the center with people from other parts of the world. Our HR managers from other 
parts of the world are encouraged to come to Holland to take part in these programs. We strive 
to enhance our policies by allowing for local development. This is the way we can broaden 
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our policies that might be used in other parts of the world. We have guidelines that we create 
and try to follow in terms of hiring practices and leadership styles.  
 
We actually have higher level management training to try to develop our higher level 
executives. For example, with Shell company (Note: another Dutch company) they have a 
unique managing style that is very recognizable. We want the same recognition with our 
managers and executives. We also realize that Americans—on the local level—like to do this 
in their own way. 

 
These companies all have excellent and no doubt, effective policies and practices clearly articulated, 

analyzed and productive. They are based upon reviews, benchmarking, training, shadowing, and guidelines, cost 
savings, and appropriate use of resources. However these policies and practices also appear discrete rather than 
continuous. That is, the program or practice appears unconnected to others in the talent arena, and however 
well-thought out, they appear to be shaped as individual top down initiatives and directives. 

In contrast, the professional services firm based in the Netherlands seems to be less concerned with 
cost and discrete policies such as reviews and benchmarking, and more concerned with ongoing or continuous 
programs ―embedded‖ within company and in which its employees are directly involved. ―We have a global 
mobility program so employees can develop international skills and transfer talent and knowledge across 
borders.‖ The program is ―culturally and commercially‖ beneficial to our network of firms. Sharing best 
practices is embedded with the roles of the home and host country and each individual involved such as in the 
example below. 

Assignees move from home to host member firms on international assignment developing 
international skills and capabilities while professional help to develop and implement the 
programs, exploring opportunities and facilitating applications and providing support to 
assignees during the assignment – the Champion of the program supports senior leaders, 
promotes the program and keeps the motivation for the program strong. Performance 
managers integrate the program into assignees career plans and senior leaders drive the 
program from the top and create a pipeline for assignment opportunities. 

 
At the US based consumer health care products and services company, they have a talent management 

strategy that addresses such things as talent acquisition and development and includes initiatives where 
employees drive learning across the organization.  

We have an HR generalist for each of our three business units that focus on talent strategy for 
that particular business unit. We also have task force forums to discuss talent development. 
We also provide tools to our employees such as company standards for the development 
process ―People Development Management.‖ Our leadership development supersedes local 
culture. We drive our own company culture and are very aggressive when doing this as a 
company. For example, in Germany and France even if it is not needed we provide a sales 
force with a company car, a computer and phone in order to attract the talent. Expatriate 
managers are used on a limited basis to globalize and transfer information related to talent 
development and business strategies. They get a better global perspective of the company so 
they can think more strategically for the organization.  
 
The second is through global teams. We have specific task forces for certain projects and they 
become learning teams for the employees involved. So, we develop folks 70% of the time on 
the job and through assignment, 20% of the time understanding different cultures and 10% of 
the time through training. But we still need to spend more time on how we develop our talent. 

 
These companies that appear to less concerned with reviews and reports –although they do have these. 

They both appear to have this knowledge—such as sharing best practices, talent acquisition and development-- 
embedded in the ―DNA‖ of the company in a more continuous rather than discrete process. It is embedded in the 
roles of employees or includes initiatives where employees are empowered to drive learning across the 
organization whether or not they are directly involved with the transfer of HR knowledge and practices. Both 
companies also have specific global initiatives with regards to employees – steps that go well beyond processes 
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such as benchmarking and guidelines. Again, these are the two companies that seem to have the greatest 
concerns with acquiring, developing and maintaining talent as a key part of their culture and business; it shows 
in their institutional concerns. Interestingly, they are considered by many, to be world class companies. 
  The third part of the interview tried to probe national and cultural perspectives more deeply by asking 
―How do you adapt HR policies and practices for local environments?‖ This section of the interview also 
included follow up questions such as how the company handled any resistance to change, particularly in sharing 
or receiving these policies and practices. 

The consistency of policies and practices that companies hoped to achieve as an outcome of 
globalization (see above) cannot really exist given national laws and local customs. The US based health care 
services company acknowledged that ―in an ideal world HR policies and practices would be consistent across 

the organization. But in reality they are tailored to accommodate local customs and laws. The example given 
was in one country where there was relaxed hiring in terms of male/female ratios, often giving a preference to 
males that would violate EEO is the US.  

The German financial services company also acknowledged that despite their desire for consistency, 
they adapt HR policies-- such as maternity leave policies-- to each market. Still, ―although the policies may vary 
by country, there is an attempt to maintain consistency through a top down approach, where policy is 
communicated to the head of the business unit who works to see that policies are distributed.‖  

The insurance company based in Germany had the clearest rationale of how HR actually adapted 
practices to suit local contexts and the struggles they face to make effective practices policies consistent. ―Our 

examples are compensation, succession planning, and training and development. Although we try for 
consistency, we adapt German programs for use in the US where possible, sometimes they don’t transfer. We 
are trying to migrate to a compensation model used in Germany but there are financial things such as tax laws 
and regulatory issues that are different. For example, in Germany there is the Workers Council and people are 
guaranteed jobs but that is not the case in the US. We can’t guarantee jobs and so we can’t adapt these practices. 

And in places where the rate of pay is higher in one place than another, we make changes. So we adapt where 
necessary to be legally compliant and try to create synergies. But this essentially is headquarters sending their 
ideas to the other regions. 

The Dutch company indicated that some policies are developed locally such as health care while others 
are created with a more global purpose. Similarly, for the Netherlands based professional services firm:  

Currently policies and practices are very different for all environments. HR is not quite a 
global function but is headed in that direction. Overall, when HR practices exceed exceptional 
standards they are shared among other groups, such as performance management practices. So 
there seems to be compliance with laws but beyond that a desire to maintain top down policies 
and then adapt as needed v. a bottoms up approach where policies and practices can be quite 
different and where the best ones are replicated but for quality not legal reasons.  
 
The US consumer health care and products company told us their new initiative focuses on having 

globally consistent and compliant practices through the corporation at the same time they need to ensure that 
they follow local laws and are aware of the current political situation when developing their strategy at the local 
level. ―Our policies are communicated at three levels: global, regional and local. For example with something 
like maternity leave, local laws take precedence over any global policy. But we also have flexible work 
advantages that give us a competitive advantage.‖ So beyond legal requirements, even when dealing on the local 
level, there is still a desire to turn HR practices into attracting and retaining talent. 

 
A good example of adapting to local environments is compensation. We use pay for 
performance as our workforce compensation strategy. A certain percentage of the market is 
compensated on a local level. The system links compensation to goals or measures of work 
quality. We make sure the strategy is attractive to our employees. 

 
Overall, the notion of hoped for consistency in HR practices and knowledge is a chimera. In reality 

there is a dual system—top down where policies are generally consistent across the company but with 
exceptions to comply with local laws and a more ―bottoms up’ or decentralized view where actions may be less 

driven by headquarters and with many exceptions to comply with local laws and customs. As with expectations 
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for what companies hoped to achieve, here too, the same companies used different policies within their 
organization to attract and retain talent.  

One interesting finding is that companies that hoped the globalization of HR practices would help them 
acquire and retain the best talent and support their business needs were able to find a way to accomplish this 
even when dealing with local laws, customs and policies, for example, sharing best practices or making sure 
compensation or work policies were not only in tune with national laws but were attractive to employees. 

As part of this section of the interview, we asked ―how does your company handle any resistance to 
sharing or receiving this knowledge or policies?‖ This did not seem to be a major issue for any of the 
companies. Resistance seemed minimal and when it occurred seemed to arise from the natural distance between 
headquarters and the subsidiary or overseas operation. The resistance seemed more a function of distance and 
institutional structure rather than culture. In general, good processes are reinforced while bad ones are 
eliminated so that also reduces friction. 

In the U.S. health services firm, the interviewees indicated that resistance was rare as most of their 
overseas operations are new and people are eager to be successful. Weekly staff meetings are held to discuss any 
differences between offshore and headquarters locations. When requests for knowledge transfer surfaces at these 
meetings, they are addressed by promptly by sending any needed documentation or arranging for training.  

The German financial services company also indicated minimal resistance to firm-wide mandates due 
to the support of department heads. They indicated that employees generally accept things and move on. 

In the German insurance company, they said it was about relationships. They handled any situations 
that arose by trying to understand the objection and share information to be able to integrate some it. 
―Sometimes headquarters makes decisions and tells us what it is; in other cases we build relationships and 
bridges to better understand where we need to be in the relationship. To get a dialogue going is about 
relationship building and that’s not easy. People need acceptance to understand the benefits and that’s not easy. 

Some people are never going to get on board – they eventually become problems and are invited to leave.‖ 
Institutional structural issues seem to play a role here as well. They indicated that the situation is better today 
than in the past because they used to be a subsidiary and now they are a full member of the group, so it forges a 
better integration between the German group and the US group. 
 A different approach was taken by the Dutch materials and life sciences company where the 
interviewee indicated that local units always wanted to be independent, ―At first we tried to impose our policies 

and guidelines on local units but know we’ve learned that it works much better when we use cooperation and 

support. We’ve created a better synergy by supporting our local units and guiding them instead of telling them 
what they should do. He noted that he is seeing a trend where the dominance of the big corporation is fading and 
the local units are becoming more important in how we create policy and guidelines. 
 The US consumer health care products and services company suggested they do not typically encounter 
resistance due to their company’s public image. ―We take full advantage of why we have been so successful as a 
company and how we are different from other companies in our industry.‖ Occasionally when they do not have 

100% of the company population go along it ―is the bad timing of information related to those strategies. We 
need to very carefully align our strategies with what is going on in each local environment.‖ 
 In a similar vein, for the professional services company communication of knowledge is a key variable; 
they believe it’s the responsibility of everyone to maintain open lines of communication. Knowledge is at the 
heart of their business and so without sharing knowledge they ―can’t build global credentials and create 

synergies which eventually will hinder the sharing of practices all over.‖ 
As part of this question, we asked whether there are local or business situations  that hurt the transfer of 

these practices and knowledge. All agreed there were very few local or business situations that hurt the transfer 
of knowledge. Again, legal compliance was the only major issue along with the idea that some folks just don’t 

like change. 
Overall, resistance is not considered a major issue. Companies dealt with the issue of resistance in 

different ways ranging from top down take it or leave it , through dialogue and communication, to an acceptance 
of a greater role for local groups in policy setting to a belief that the image and values of the company were 
strong enough to override opposition in most situations. Values can be used as a control mechanism although in 
this case it seems heavily mixed with pride in the organization. Structure and reporting relationships are key as 
equality on the organizational chart –compared to subsidiary status --seems to mitigate resistance. Some 
sensitivity, flexibility and an acknowledgement that things change over time seemed an effective tactic for 
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handling resistance as well. It seems to be based more on perceived institutional issues and structural distance 
and how the situation is handled rather than cultural distance. 
 
Conclusions 

 
In conclusion, this study, although preliminary, adds to the knowledge of how human resource knowledge and 
practices are transferred. Our findings are generally consistent with Bartlett, Ghoshal & Birkinshaw (2004) that 
global firms are seen as engaged in the cross-national transfer of those human resource practices that best reflect 
their core competencies and superior knowledge believed by the companies to be a source of competitive 
advantage.  

Whether the primary concern was business efficiency and cost or seeing its people as its competitive 
advantage, the transfer of knowledge tended to fit either ―best practices‖ or reflecting headquarters identity, 
norms and value systems. It also reflects what worked well for the business model. The actual processes by 
which this occurred in the different companies is quite different, however. 

Second, there was little emphasis on the national identity perspective other than through compliance 
with local laws and customs. There was also limited emphasis on the cultural perspective. An interesting 
speculation is that the German companies were the most concerned with having procedures, policies and 
efficiencies to transfer knowledge. This is consistent with Hofstede’s finding that they are high in uncertainty 

avoidance. The Dutch, on the other hand, seemed to have a live and live attitude or seeming adaptation 
consistent with their (as cited by Hofstede) low uncertainty avoidance, high feminine culture. The more 
competitiveness of the masculine American culture comes through with the ―we drive our own culture and are 
very aggressive in doing this as a company.‖ And perhaps the emphasis on individuals-- not the bureaucratic 
procedures—to drive learning across the organization is consistent with the highly individualistic national 
culture cited by Hofstede. Of course, with such a small sample, we could be over interpreting the data. Yet 
nascent patterns come through. Overall, however, our results are most consistent with institutional theory as 
indicated above. 

Third, although we used companies with headquarters in the US and Europe, a key question is how 
these processes take place in emerging markets. From the employee’s perspective, Ready Hill & Conger (2008) 

have suggested that talented employees in emerging markets are attracted by the significance and status of the 
company brand, the purpose of the organization including its mission and values, commitment to the region and 
global citizenship, as well as opportunities including challenging work and competitive pay. However, once an 
individual is part of a company, a culture based upon authenticity and meritocracy facilitates retention. In this 
study, companies in the second group—knowledge embedded in the roles of each individual and where 
employees drive learning across the organization—would appear to have the edge. 
 
Limitations of the Study and Directions for Future Research 
 
There are clearly limitations to this study. First, there were a small number of companies interviewed although 
each interview was fairly substantive. There is a need for simple quantitative data beyond the qualitative 
information presented in this study. The larger planned study will use the same interview format but will better 
allow for some quantitative data. Yet even with this small sample, some interesting data were reported. Second, 
there is a need for more than a single rater. The follow-up study will use independent raters. Third, although the 
interviewees were always senior HR people, they were all based in the U.S. even though four of the six 
companies were headquartered in Europe. This may, in some unknown way, bias their responses.  

 In addition to the above, future studies can include companies headquartered in Asia, incorporate more 
data on how companies develop their global talent and relate overall findings to actual financial performance. 
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Abstract 
 
This paper analyzes the impact of recent acquisitions of open source projects by commercial corporations on the 
future of the open source movement. Often the leaders of these acquired open source projects join the commercial 
companies as employees thus abandoning their prior leadership role of the software code that is still publically 
available. This review paper considers three questions that arise from the hijacking phenomenon: Under what 
conditions might hijackings put the future of the OS projects in jeopardy? What mechanisms might evolve to protect 
against the damages hijacking might inflict? Is there evidence of such mechanisms emerging? The paper concludes 
with a stipulation that when leaders hijack an OS project, that project might or might not suffer depending on how 
the project is managed after the acquisition. It is also stipulated that the OS movement in general is so strong that it is 
not adversely impacted by such hijacking events.  
  
1. Introduction 
 
A basic feature of Open Source development projects such as Linux or Apache –and thousands of others less 
well known -- is that developers freely reveal their intellectual property to all members of the community. In OS 
projects the contributors generally are not allowed to sell the code itself for profit, although they may sell their 
services to customers who want to use the code. Developers technically have copyrights to their contributions, 
unless assigned to others, but for all practical purposes these rights are of no economic value because the code 
must be given away for free. Since the property rights to the code cannot be converted for private gain many 
have wondered why OS projects flourish (Allyn, Misra, and Kozyreva, 2008). The property rights to most 
projects are governed by licenses such as the GNU GPL that stipulate how the pool of code in a project can be 
used by developers and users. Generally, these licenses seek to maintain the public good character of the code so 
that no individual or group may use the code for private gains by selling it modified or as-is. 

A recent Information Week article (Babcock, 2008) highlights what the author characterizes as a new 
direction that some Open Source Software (OSS) projects are taking. In this recent development the leadership 
―defects‖ from the project by ―hijacking‖ the project and bringing it under management of a commercial entity. 
According to the article this action can decimate the OS community. In addition to journalists, some academic 
investigators (O‘Mahony, 2003) have suggested that converting OS projects into money-making enterprises 
would doom the OS movement, but it is not clear why this must be so. In fact, this has not been the case. Even 
though highly publicized commercialization of OS projects like MySQL and JBOSS have occurred, the growth 
of OS projects has not abated. Hijacking by the leaders of OS projects may have become front page news fairly 
recently but it is hardly a new phenomenon in ―internet time‖ (Valimaki, 2003), and yet the number of 

registered projects grows rapidly.  
The hijacking of interest in this paper is not code hijacking, it is project hijacking. The GPL and other 

OS licenses protect the code base from commercial hijacking, but they do not apply to services offered around 
the code. The code remains free and open and continues to enjoy the protection of the GPL, but commercial 
entities develop revenue by offering services to users. In principle, as long as the original codebase is left 
unmodified or distributed, a commercial entity (such as Red Hat and others) can offer services, and there are 
potentially many, to commercial users of OS codebases like LINUX ( In fact, the service provider can also 
modify the code as long as they publish the source files). Some part of the project team migrates to commercial 
employment and the commercial entity now inserts itself as a ―supporter‖ of the project. The commercial entity 
provides active developer support, advertises the project, and builds services around it. Independent 
programmers are encouraged to keep contributing code, and some certainly do. The Sun Microsystems 
acquisition of MySQL is the prototype for the phenomenon we are studying.  

This review paper considers three questions that arise from the hijacking phenomenon. 
1.  Under what conditions might hijackings cause OS projects to fail? 
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2. What mechanisms could evolve to protect against the damages hijacking might inflict?  
3. Is there evidence of such mechanisms emerging?  

Bringing an OS project under the auspices of a commercial entity seems at odds with early views about 
altruistic motives animating volunteers who freely contribute code to the project. This apparent contradiction 
may only be a sign that altruism as a motive was overstated by many. Still, OS projects so far have survived 
commercialization and continue to attract volunteers and this raises interesting questions about how robust OS 
projects can be and what insulates them against the dangers posed by commercialization. This paper is 
concerned about failures of two types: the failure of individual OS projects once they are commercialized, and 
the failure of the OS ―movement‖ as a general organizational strategy to the creation of large software projects. 
 
2. Under what conditions might hijackings cause OS projects to fail? 

As mentioned above, hijacking an OS project does not mean or require privatizing the code. The GPL and other 
restrictive licenses make this difficult to do because of the copyleft provision that is the hallmark of the license. 
The innovator responsible for the GNU GPL is generally regarded to be Richard Stallman. In Stallman‘s words: 

―Copyleft is a general method for making a program or other work free, and requiring all 
modified or extended versions of the program to be fee as well.‖  

The Free Software Foundation that is the watchdog for enforcing the GPL has been willing to litigate to 
enforce the copyleft provision and seems to have been effective in curtailing violations by profit making 
businesses. Consequently, although there are potential leaks in the license terms such as Dynamic Data Linking, 
or using the code and modifications that are not open by running the code on a network server, outright sales of 
purloined source code seem to have been few. The GPL is the most popular OS license and if it were not 
effective it seems hard to understand why developers would continue to use it. 

If the code could be used for private gain by distributing the code for a fee, then it is quite conceivable 
that other contributors who honored the pledge to keep code open and free would quickly cease contributing to 
an existing project. It is also likely that potential unborn OS projects would never emerge due to reluctance on 
the part of developers to contribute code anticipating that it might be used by other participants for private gain. 
This notion is captured in a stylized way by the ―sucker‘s reward‖ in the prisoner‘s dilemma game. If there was 
a sucker‘s reward then it is possible that the OS movement would collapse as predicted by O‘Mahony (2003). 
She writes: 

―This safeguard [the GPL] ensures that code from potential contributors, who might otherwise 
worry that the commons to which they contribute will be decimated, will be preserved 
indefinitely for those who have contributed (as well as those who have not). Code that is 
appropriated for proprietary purposes could be closed and made unavailable to the commons‖ 

(O‘Mahony, 2003, p. 1187) 
Several arguments make this prediction of OS collapse doubtful. As O‘Mahony (above) points out, the 

existing code in the project remains public. Other programmers can continue to access the code and continue to 
develop it. The project would be ―forked‖ in the sense that two versions would now exist, the public version and 

the private version now in the hands of a proprietary firm. It is likely that the proprietary version would be 
improved and enhanced in ways that would make the public version less attractive, but the public version would 
not carry a price for use and therefore might continue to be viable. Thinking along this line leads to the 
conclusion that a ―sucker‘s reward‖ is not the appropriate game theory analogy for what would happen if code 
were privatized. Sucker‘s rewards would only apply if the other participants could no longer use the code for 

their own purposes. But, unless the owner of the proprietary version could claim copyright to the existing public 
code, it is hard to see how they could deny access to the public code. If the public code was useful to developers 
it should continue to be useful whether or not some modules, or all of them, are also being used in a proprietary 
distribution for profit.  

If the ―sucker‘s reward‖ can‘t be operating, then what other condition could we propose that would 
lead to a collapse of OS projects? An alternative event that could lead to decline is the failure of reciprocity. 
Many developers contribute code because they believe other developers will respond in kind. The value of the 
pool of code will increase for all. The benefit of contributing comes from access to value-adding contributions 
of others. If a developer or leader ―defects‖ by failing to contribute code and uses the code for their own 
purposes, then the project and the movement more generally is likely to dissolve. It is important to be clear 
about what is happening. The project fails because developers don‘t get back ―value for money‖. They can 
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continue to use the existing pool, but they have no incentive to continue contributing more code. If 
commercialization were to destroy the reciprocity norm, then we would expect individual projects and, over 
time, the OS movement as a whole to be eclipsed. This condition seems to us to be a real danger stemming from 
commercialization, but we need to be able to explain why it might happen. 

To answer this question we need to examine the role project leaders occupy in OS projects. 
 
2.1 The role of open source project leaders 
In addition to the code, there is the project architecture that the leaders have developed and oversee. Raymond 
(1999) seems to believe that one of the two most important contributions that the project founder contributes is 
the concept of the finished product in some definite form: 

―…Your nascent developer community needs to have something runnable and testable to play 
with….When you start community-building, what you need to be able to present is a plausible 
premise. Your program doesn‘t have to work particularly well….What it must not fail to do is 
convince potential co-developers that it can be evolved into something really neat in the 
foreseeable future.‖ (Raymond, 1999) 

The project leaders are responsible for setting up the architecture, that is, how functionality is 
distributed across modules, and also which developers are assigned to which modules. Most projects, no matter 
how large the aggregate community, seem to have distinct focal roles in a centralized social network. In OS as 
in other fields, effective leaders complement good product architectures and good architectures attract good 
developers.  

Raymond (1999) comments extensively on the second contribution project leaders bring to the process. 
They control the meritocracy. For this to have an impact, the contributors must be motivated by a desire to attain 
high status. Raymond (1999) writes: 

―The ‗utility function‘ Linux hackers are maximizing is not classically economic, but is the 

intangible of their own ego satisfaction and reputation among other hackers…We may view 

Linus‘ (Torvalds, the originator of Linux) method as a way to create an efficient market in 

‗egoboo‘- to connect the selfishness of individual hackers as firmly as possible to difficult 
ends that can only be achieved by sustained cooperation‖.  

Without purchasing the services of the lead developers and administrators of an OS project, the 
commercial entity would in our opinion, effectively destroy the project as an OS project because the 
―gatekeeper‖ function (Raymond, 1999) would be neglected. The administrators and project founders are the 
chief architects of the project. They enforce the architecture, monitor the performance of developers, make 
decisions about future add-ons, and they provide the public ―face‖ of the project. Without their supervision, we 
believe that the project, no matter how modular, will starve for want of developer contributions because 
meaningful reputations could no longer be earned. We hypothesize that developers will anticipate this outcome 
and will not contribute to the project and the project will unwind in a spiral if the leaders are lost. By bringing 
the lead architects into the employment relation, the developers will be reassured that the quality of the code will 
be maintained. Moreover, there is a chance that they (contributing developers) will be offered employment too if 
they contribute code to the new model.  

There is a sort of ―virtuous circle‖ for the firm acquiring the lead developers: Continuity of the 
architecture and continued high quality code, a modular codebase that is fully documented and tested, access to 
a talented pool of knowledgeable developers who therefore are attractive as employees, and to some extent, 
access to an existing user base, many of whom are employed by potential future customers. It is far better to put 
the architects on the payroll than attempt to interpret source code and how all the pieces fit.  
 
2.2 Will the acquisition of the leadership be fatal to the residual public OS fork? 
If the leadership contributes the architecture and maintenance of the social structure of the project, especially the 
meritocracy, then it seems plausible that developers might abandon an OS project if the leadership went into 
employment. Forking doesn‘t occur because the original project gets abandoned. But, the OS code is open, and 
it seems as if the project could sustain itself if new leadership emerged. Are new leaderships emerging? We 
have not observed new leaders taking over OS projects that have been hijacked by their old leaders. Howison, 
Inoue, and Crowston (2006) documented that leadership in OS projects can change over time, it has not been 
demonstrated that new leaders emerge in the residual public domain after a hijack. This may simply be because 
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the phenomenon is too new for significant new leaders to have evolved. There are other possibilities, and they 
are not happy outcomes for the residual OS hijacked projects. 

It is possible that the ―upside‖ of the residual code is too limited to attract new leadership for many 
projects. When projects become mature and code is stable, it becomes amenable to ―productizing‖ and the chief 

selling proposition will be services, not new functionality, including the service of implementing new 
functionality. New leadership may have to confront the fact that most of the value of the code in terms of its 
functional value for the user has already been extracted. Another way to put this might be: You can only hijack a 
project once. In itself, this would not mean that a new leader might not find the old code, but that this leader 
would not care to take the code commercial.  

A second possibility, and one that is more problematic for sustaining the public base with new leaders, 
is that the problems of having multiple leaders—one set managing the code for the commercial entity and a 
second set of newcomers managing the old code in a pure OS mode are just impossible.  

The third possibility, and one that seems most likely, is that the meritocracy and the most talented 
developers will follow the leadership of the old project. Absent the meritocracy and reciprocity, as we have 
argued, the old pure OS project will simply lack any compelling rationale for contributions by developers. 
Because the project will be reduced in quality developers, the project upside will be diminished, and for both 
these reasons getting new leaders will be difficult. 

The suggestion is strong that project leadership is vital to the success of an OS project and that the 
removal of leadership will be fatal to the residual project. Raymond (1999) suggests that these leadership skills 
are rare and difficult to substitute or clone and we have suggested here that there may not be much incentive for 
a new leadership to take over an OS project that has been hijacked. If so, then a developer who has invested time 
and effort in an OS project only to discover that the leadership has hijacked the project may feel that their 
investment has been lost. A transition to a commercial setting is bound to involve significant risks to the project, 
and this raises the question as to whether OS projects have developed mechanisms to protect against leader 
defection. At first blush, it might seem that such mechanisms must have evolved because OS projects continue 
to emerge at a fast clip even though hijacking is now commonplace. 
 
3. What mechanisms could evolve to protect against the damages hijacking might 
inflict?  

Since OS projects continue to increase even in the presence of significant hijacks, what mechanisms have 
evolved to protect against the damages hijacking might inflict? 
 
What hijacking might do to developers? 
There are four major sources of uncertainty facing a developer deciding to contribute to an OS project. It is 
helpful to consider these risk sources to understand how hijacking could damage developer contributions and 
therefore what mechanisms might evolve to protect project integrity when hijacking might happen. 

What are the commercial prospects for the project when sold as a service? 
1. What are the intentions of the leaders? Will they agree to become employees if offered the chance 

or will they remain independent? 
2. What are the chances I will be invited to become part of the new business, or at least be 

compensated for my contributions? 
3. What will happen to the project when it is integrated into the new management? 
Starting with point 1, it is clear that unless the project has other intrinsic or instrumental benefits to 

developers, if service revenues are uncertain, developers are not likely to join. Service revenue depends on 
among other things not only the number of customers, but also on whether the project itself can generate 
services. Not all projects can. So developers will be inclined to look for projects that are technically capable of 
generating services and also that are led by leaders who can work with customers. Considering this source of 
uncertainty, it seems to us that projects should generate most contributions when led by leaders with skills in 
marketing and customer relations. We should also see greater contributions in projects where services are 
relatively easy to generate. 

As for point 2, existing literature (Valimaki, 2003) seems to indicate that projects that went commercial 
early in OS history did so out of demands from customers, not planned in advance by leaders. This means that 
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developers had time ―on the fly‖ to assess what the course of the project was likely to be and stay with it or 

abandon it depending upon what the future benefits to them seemed likely to be. It seems likely now that many 
projects must be planned in advance by leaders to become commercial if the opportunity materializes. 
Developers therefore face the prospect that the project hijack will occur on a much quicker schedule, if at all. If 
so, there should be greater interest among developers in a pre-nuptial agreement with leaders rather than joining 
and adopting a ―wait and see‖ tactic.  

Next, for point 3 we would expect developers in very early stage projects to require a commitment in 
advance from leaders before they contribute their code. Since the project is in early stages there is no cash flow 
to bond leaders and a contract, written or not, will be required. We would expect that the OS community will see 
a sharp increase in employment agreements binding OS leaders to employment guarantees for those developers 
who contribute. We think these contracts will more likely emerge in projects that are in very early stages where 
uncertainty is much higher.  

Finally, for point 4 we must examine the incentive structure that exists in OS projects. Early theory 
papers by Lerner and Tirole (2000, 2002) pointed out the importance of reputation ―signaling‖ effects as 

incentives to OS projects. More recent research (Hann, et al. 2003) confirms this conjecture with empirical 
evidence. Our own research (Allyn, Misra, and Kozyreva, 2008) also presents evidence that participation in OS 
projects is important to building a reputation. Now, reputation effects are only as good as the quality of the 
competition in which the reputation is earned. This means that developers will value more highly those projects 
that are more challenging and success in these projects will be worth more than success in lesser projects. If the 
host commercial firm preserves the meritocracy then developers will continue to contribute code because the 
reputation they gain will not be diluted. On the other hand, if the commercial entity acquiring the project‘s 

management is considered likely to degrade the meritocracy then developers will more likely abandon the 
project. 

Project leaders will need to assure the core developers that they will not leave the project. The leaders 
are important signals in their own right. The signal the quality of the project, that is, that the project meritocracy 
is intact. This is important in order to continue to recruit developers in the new commercial setting. The 
acquiring firm must be vigilant about assigning existing employees to the new OS project; unless they assign 
their most talented employees, the meritocracy will be degraded and the incentive value of continued 
contribution will diminish. Prudent post-acquisition behavior from the host firm will be to leave the OS code 
part of the project in the hands of volunteer developers. This will be difficult, however, because managing the 
project to a schedule using voluntary labor, no matter how strongly motivated, is extremely difficult (for a very 
clear presentation of evidence on this point, see Berdou (2007), Chapter 4). We hypothesize that developers ex 
ante will see the risk of ex post meritocracy dilution as a threat to project participation benefits. Therefore, we 
expect that developers will demand in advance that project leaders will remain in charge of the project after the 
acquisition and that they commit to protecting the meritocracy by retaining control of who the parent company 
assigns to the project.  

 
4. Is there evidence of protection mechanisms guarding against hijacks? 

It is fair to say that we have not uncovered evidence of employment agreements being written in order to recruit 
developers in OS projects. In our conversations with developers—and they have been limited in numbers—we 
are told that they have not considered employment agreements in the event the project goes commercial. Many 
developers, an undocumented number as nearly as we know, already earn incomes from selling their personal 
services to customers as individual entrepreneurs. Several indicated to us that if the project leader was to go into 
the employment of a significant commercial entity they would expect to be consulted in advance of the decision 
and the decision would be made by the group, not by the leader. Whether this would be true in the actual 
circumstance of an offer from an outsider is open to question.  

Written agreements about post-acquisition benefits of course are not the only kinds of agreements that 
are valid. Handshakes may be just as compelling as documents, sometimes more so. If one‘s friendship is 

endangered by making false statements, then false statements are less likely to be made, and statements of any 
sort will be less likely required if the intentions of other parties are well known. This would lead us to conclude 
that especially in projects that are at risk to hijacks it is more likely that core developers will be part of 
friendship groups and be personally familiar with each other than those less at risk. This hypothesis leads to an 
interesting additional consideration based on what we know from creativity research and social networks. If 
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friendship groups are more likely to manage OS projects, then OS projects are likely to become less creative. A 
lack of diversity in background will make these projects, especially those with commercial prospects, less likely 
to be break-through innovations.  

To sum up: OS projects continue to grow apace, more than 250,000 of them are now registered on 
Sourceforge, whereas some xx, 000 were running in 2002 (Lerner & Tirole, 2002). The most outstanding feature 
of these projects is the voluntary surrender of valuable expertise for free and the revealing of intellectual 
property to virtual strangers. The suggestion is, and the GPL is a concrete realization of this view, that such 
voluntary contributions will be curtailed if the projects can be used for private gain. In fact, what we see all 
around us is the conversion of many of these projects into money-making businesses. OS has evolved in such a 
fashion so that voluntary behavior can coexist with private gain. The simplest means for making this happen is a 
dual license, an OS license with restrictive features, and a proprietary license allowing the code to be sold for a 
profit. This is not the only mechanism but it is commonly observed. 

We propose that OS can continue to thrive on a voluntary basis in spite of hijacking, provided two 
conditions are met: 

1.  A ―hijacked project‖ continues to employ the leadership in place at the time of signing an 
employment deal with the leaders. 

2. The OS developer team, a loosely coupled organization, remains quarantined from the 
developers working on a salary basis for the commercial host. The reason this is essential is 
because the reputation incentive requires a meritocracy. If the meritocracy breaks down, the 
value of one‘s reputation will diminish thereby depriving the project of its motivational 

underpinnings. 
We expect that guarantees from project leaders will be required in advance of contributions by 

developers, most likely informal handshakes, but possibly including written guarantees. Perhaps the strongest 
guarantees are based on friendship and past experience. Our expectation is that as hijacking becomes more 
prevalent, more and more projects will be populated by people who know one another well. This could threaten 
the creativity of new software products because of the reduction in diversity of software team members.  
 
5. Conclusion 
 
This paper has presented an analysis of the impact of recent acquisitions of open source projects by commercial 
corporations on the future of the open source movement in general and the acquired open source projects in 
particular. Often the leaders of these acquired open source projects join the commercial companies as employees 
thus abandoning their prior leadership role of the software code that is still publically available. It is still too 
soon to tell whether a new leadership would emerge that would continue the life of the OS project in a public 
domain. This review paper considers three questions that arise from the hijacking phenomenon: Under what 
conditions might hijackings put the future of the OS projects in jeopardy? What mechanisms might evolve to 
protect against the damages hijacking might inflict? Is there evidence of such mechanisms emerging? The paper 
concludes with a stipulation that when leaders hijack an OS project, that project might or might not suffer 
depending on how the project is managed after the acquisition. It is also stipulated that the OS movement in 
general is so strong that it is not adversely impacted by such hijacking events. In fact, based on the limited 
empirical data collected after interviewing some open source leaders and developers, we can say that the OS 
community is welcoming such moves.  
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Introduction and Literature Review 
 
Over the last several decades the levels of industrial pollutants in the earth’s atmosphere have become a major 

concern because there is a growing consensus that they contribute to rapid global warming. Of course, Al Gore 
(2006) is the best known proponent of the relationship between carbon dioxide (CO2) emissions and global 
warming. Opinion leaders throughout the world have become interested in trying to reduce the emissions of 
green house gas pollutants. In late 1997, after a long series of negotiations, many nations signed the Kyoto 
Protocol to the United Nations Framework Convention on Climate Change. The treaty calls for industrialized 
nations to bring down their green house gas emissions quickly, while investing in new technology in developing 
countries to keep emissions in these nations from exploding as their economies expand. Industrialized nations 
are to reduce their green house gas emissions to about 95% of their 1990 level. A central element of the treaty is 
a cap-and-trade system, which encourages entities in the industrialized countries to offset some of their own gas 
emissions by investing in cleaner technology in less developed nations. One of the prime objectives of the treaty 
is not to stunt the economic growth of these developing countries. Currently per capita gas emissions in 
developing economies are low, but as their growth accelerates, introducing cutting edge environmental 
technology there will hopefully limit the growth of emissions.i   

Grossman and Krueger (1993) is one of the breakthrough works in the relationship between green 
house gases and economic development. In a study of the effect of NAFTA on pollution, they found an inverted 
U-shaped relationship between many industrial pollutants and gross domestic output. This suggests that once 
some wealth threshold is reached, pollution per dollar of GDP begins to decline. This is often referred to the 
Environmental Kuznets Curve.ii   

However, CO2 is by far the most prevalent of the green house gases, and studies by Grossman and 
Krueger (1995), and Shafik and Banyopadhyay (1992) found the CO2 emissions do not exhibit the inverted U-
shaped relationship, but rise monotonically with economic growth. However, later studies, such as Schmalensee, 
Stoker and Judson (1998), using more sophisticated econometric techniques, do begin to find the inverted U-
shaped relationship. 

Recent surveys of the field, such as Dasgupta, LaPlante, Wang and Wheeler (2002) and Copeland and 
Taylor (2004) suggest that few studies have moved beyond a simple relationship between the levels of industrial 
pollutants and per capita GDP. They note that it is essential to begin to try to capture the changes in technology 
that account for these changes.   

The objective of our research is to delve into the relationships between economic development, CO2 
emissions and technological advances over the past four-and-a-half decades. We attempt to isolate changes in 
CO2 emissions with respect to economic growth from changes in emissions that have occurred over time as 
technology has evolved. Because it is very difficult to carefully model changes in technology, we use time as a 
simple proxy for such developments.  

The Kyoto framework envisions that eventually per capita CO2 emissions should begin to moderate 
and then asymptotically decline in both developed and developing countries through time as economies grow 
and technology develops. See Syrquin (1989) for an interesting discussion of how technology should evolve as 
an economy develops. Breakthroughs such as efficient solar and wind power are the ideal in the 
environmentalists’ vision. However, it is important to realize that over time many technological developments 
might lead to increased green house gas emissions. Examples are larger automobiles in developed countries and 
the replacement of public transportation with personal vehicles in developing nations as more citizens break into 
the middle classes.  

The remainder of the paper is arranged as follows. In the following section, we will discuss the data 
sources and examine the raw levels of per capita GDP and CO2 emissions for nations at different levels of 
economic development over the last four-and-a-half decades. Then we will discuss our econometric model and 
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empirical results. We will use the modeling results to estimate the implied change in per capita CO2 emissions 
for a $1 change in per capita GDP and for a one-year change in time. In the final section we will summarize the 
results. 
 
Raw Data Analysis 
 
To examine these phenomena, we require data on gross domestic product (in real US Dollars), CO2 emissions, 
and population for a broad cross-section of countries over a long time horizon. We collect this data from the 
2007 World Bank Development Indicators, which covers the years from 1960 through 2003. We eliminate all 
nation-year observations that are missing any of the required data items. This results in a final sample of 6,412 
observations from 187 nations. 

Table 1 contains raw data on real per capita GDP (in 2000 US Dollars). To see changes in economic 
output for nations at different levels of development we present data on GDP for the Lowest quartile, median, 
highest quartile and the highestdecile through time. To see changes across time we break our overall 44-year 
sample down into five-year increments (1960 through 1964, 1965 through 1969, and so forth until the final 
period, 2000 through 2003). For all the economic groups, real per capita GDP peaks in the period from 1975 to 
1979; then begins to decline.  

To some extent this pattern is probably affected by the nature of the data. The poorest countries tend to 
have the most missing observations in the World Bank data, and these are most prevalent in the early years. 
Plus, the new countries founded after 1960 tend to be poorer regions. For instance, in our sample in the first 
period, from 1960 through 1964, we have only 513 nation-year observations; by the five-year period from 1995 
to 1999, the sample has nearly doubled to 901 observations. Clearly, many of these observations are from poorer 
countries.   

Table 2 shows the evolution of CO2 emissions over time and by countries at different levels of 
economic output over the same period. Like the previous table, the results are presented for five-year periods 
and different levels of per capita GDP. The results here differ markedly for nations at different levels of 
economic development.  For countries in the lowest quartile of GDP, per capita CO2 emissions rise steadily from 
1960 to about 2000. There is some evidence of minor moderation after the turn-of-the-century. In nations at the 
median level of GDP, per capita CO2 emissions rise sharply through the 1960’s and 1970’s, then again through 

the 1990’s and early 2000’s; there is a lull in the 1980’s. For countries in the highest quartile of GDP, per capita 
CO2 emissions increase markedly until the late 1970’s; after that they fluctuate about a fairly steady level. 
Finally, for the nations in the top decile with respect to per capita GDP, per capita CO2 emissions rise sharply 
through the 1960’s and 1970’s. Then they begin a slow decline (with a slight uptick after the turn-of-the-
century). For the wealthier nations the growth of per capita CO2 emissions has slowed or is even in decline. But, 
for the poorer countries it continues to rise. 

   
Modeling and Empirical Results     

 
We will use the following basic model to separate the effects of economic growth and time (technology) on CO2 
emissions:  

CO2it = a + b1GDPit + b2 GDPit
 2 + b3T + b4T *GDPit + b5T* GDPit

 2 + e, 
where CO2it is per capital CO2 emissions for country i in year t, GDPit is the corresponding level of real per 
capita GDP, and T is time counter set to one for 1960 and rising to 44 in 2003. We employ the squared values of 
GDPit to capture nonlinearity in the relationship implied by the Environmental Kuznet’s Curve.  There is 
considerable evidence that CO2 emissions have declined as a function of GDP in recent years for industrialized 
nations. We propose that the time counter allows us to capture evolving changes in “technology.” This may 

represent new “greener” methods, particularly in industrialized nations. But, in less developed economies, it 
might involve the availability of new “dirty” technologies. The cross-product terms allow us to capture the 
interaction between the two underlying relationships.  

We estimate two different specifications of this model. The first is simply an OLS estimation with no 
further controls.  In the second, we employ a set of 44 one/zero dummy variables.  We break the sample into the 
nine five-year periods used in Tables 1 and 2. For each of these subperiods we sort nations into quartiles based 
on per capita GDP. We also break out a fifth category, which are the countries in the highest decile of per capita 
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GDP. So, each of the dummy variables is set to one if the observation is in a particular five-year period and level 
of per capita GDP. One subset must not be represented by a dummy variable; this is the countries in the lowest 
quartile of GDP for the period from 1960 through 1964.   

The results of these two regression specifications are shown in Table 3.iii In both models the 
coefficients on both per capita GDP and its squared value, b1 and b2, are positive and significant. This implies 
that, holding time or technology constant, as wealth increases per capita CO2 emissions increase at an increasing 
rate. This result is at odds with the inverted U-shaped relationship between GDP and pollutants. In the simple 
OLS model the coefficient b3 on time is also positive and significant. This suggests that, holding per capita GDP 
constant, CO2 emissions rise through time or with changing technology.  For the model with the control dummy 
variables b3 is not statistically significant. Clearly, the time/technology effect is captured by the dummy 
variables. In both specifications the coefficient b4 on the cross-product term T *GDPit is not statistically 
significant. But, the coefficient b5 on T* GDPit

 2 is negative and significant. This suggests that as income rises to 
high levels, improving technology has begun to drive down carbon emissions in developed countries. But, the 
improvements in poorer countries are much more modest.  

To shed further light on the interaction of economic growth and changing technology on CO2 
emissions, we calculate the partial, first derivatives implied by our econometric results. The first derivative of 
per capita CO2 emissions with respect the per capita GDP is 

∂CO2it/∂GDPit = b1 + 2*b2 GDPit + b4T + 2*b5T* GDPit.  
Similarly, the first derivative of per capita CO2 emissions with respect to time is 

∂CO2it/∂T = b3 + b4 GDPit + b5 GDPit
 2.  

In estimating these derivatives, we used the coefficient estimates for the model with the control dummy 
variables. This was a conservative choice, as the patterns shown in the tables below are even more pronounced 
if the coefficients from the simple OLS model are employed. 

Implied values for the change in per capita CO2 emissions for a $1 change in per capita GDP are shown 
in Table 4. For countries below the median level of per capita GDP there is evidence of a mild decline in carbon 
emissions for a change in economic growth through time. For the richer countries this decline grows sharper as 
the level of GDP increases. These results show, that holding time or technology constant, there has been a 
reduction in CO2 emissions as economies have grown. Not surprisingly, the effect is much more pronounced as 
the country grows wealthier.  

Table 5 shows the implied change in per capita CO2 emissions for a one-year change in time. Here the 
difference between rich and poor countries is stark.   

For countries below the median level of per capita GDP there has been virtually no change in the rise 
of per capita CO2 emissions year after year. The annual growth in per capita carbon output is slightly higher the 
poorer the country. Thus, changing technology seems to have little impact on the annual growth in carbon 
emissions in the less developed countries.  

The results are sharply different for richer nations. For countries in the highest quartile of per capita 
GDP the pattern is the most complex. In the 1960’s the annual change in per capita CO2 emissions is positive, 
but declining. In the 1970’s the change becomes negative, and annual per capita emissions are decreasing at an 
increasing rate. However, in the 1970’s this trend begins to reverse; annual per capita carbon output is still 
decreasing, but now at a decreasing rate. Finally, after the turn-of-the-century, there is a hint that annual per 
capita CO2 emissions in these moderately wealthy countries is once again beginning to increase. These results 
may suggest that as the middle class begins to expand rapidly in developing countries, there may be another 
large leap in per capita CO2 emissions as the economy grows through this stage. These finds conform to recent 
evidence from China and India. 

Among nations in the highest decile of per capita GDP, the change in annual per capita CO2 emissions 
is negative throughout the sample. This annual decrease in carbon output accelerates sharply through the 1960’s 

and 1970’s. But, this negative rate begins to decline in the 1980’s. In the 1990’s the decrease increases sharply 

again. There is then evidence of moderation in the annual decrease since the turn-of-the-century. Nations at the 
top of the economic scale appear to be developing new technology to decrease carbon emissions through our 
study period. These levels of annual decline, at over 300Kg per capital, are fairly substantial. If this sort of rate 
of technological improvement were to continue the it is possible to believe that per capita CO2 emissions for 
these wealthiest countries could possibly be decreased by some double-digit percentage within a decade. 
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Summary 
 

We attempt to isolate the effects of economic growth from technological advance on per capita CO2 emissions 
over the last four-and-a-half decades for nations at different levels of economic development. Considerable 
evidence of a U-shaped relationship between pollutants and economic income has been found in previous 
studies. We find that such a pattern in per capita CO2 emissions is not simply a function of GDP, but is driven 
by the interaction of income growth and evolving technology.  

In the wealthiest nations, per capita CO2 emissions are declining as a function of GDP and that they are 
actually decreasing at a fairly substantial rate through time as new technologies evolve. There is some evidence 
that technological development could begin to substantially lower green house gas emissions over the next 
decade. However, for the next wealthiest tier of nations, we find that technological gains in reducing per capita 
CO2 emissions are reversing. This probably results from the burgeoning middle class in such countries adopting 
a much more pollution intensive life style. For citizens of the poorest nations a slow but steady annual rise in per 
capita CO2 emissions continues little affected by changes in technology.   
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TABLE 1: REAL PER CAPITA GROSS DOMESTIC PRODUCT (2000 US DOLLARS) 
 

 
Period 

Lowest Quartile 
Per Capita GDP 

Median 
Per Capita GDP 

HighestQuartile 
Per Capita GDP 

Highest Decile 
Per Capita GDP 

1960-1964 739.52 1,467.41 3,975.73 9,421.47 
1965-1969 848.35 1,624.43 5,620.09 12,430.11 
1970-1974 886.75 1,936.30 8,083.88 16,503.41 
1975-1979 1,102.53 2,733.94 10,256.72 24,679.01 
1980-1984 903.83 2,476.50 10,192.57 21,099.73 
1985-1989 720.17 2,117.84 8,107.59 20,865.48 
1990-1994 588.61 1,789.91 8,005.07 22,873.57 
1995-1999 554.47 1,906.38 7,810.90 24,018.18 
2000-2003 517.31 1,818.29 7,221.87 22,757.88 

     
 
 

TABLE 2: PER CAPITA CO2 EMISSIONS (KG PER CAPITA) 
 

 
Period 

Lowest Quartile 
Per Capita GDP 

Median 
Per Capita GDP 

HighestQuartile 
Per Capita GDP 

Highest Decile 
Per Capita GDP 

1960-1964 162.17 597.90 2,982.35 6,513.08 
1965-1969 224.98 832.86 4,080.32 9,286.98 
1970-1974 315.53 1,173.64 5,885.79 11,790.04 
1975-1979 371.55 1,432.96 6,716.68 12,935.68 
1980-1984 437.37 1,382.16 6,053.43 11,597.71 
1985-1989 418.60 1,463.27 6,465.27 11,767.23 
1990-1994 457.41 1,850.38 6,774.94 11,103.79 
1995-1999 509.05 2,098.18 6,313.99 10,162.02 
2000-2003 500.43 2,144.47 6,277.78 10,267.19 

     
 

TABLE 3: COEFFICIENT ESTIMATES 
 

CO2it = a + b1GDPit + b2 GDPit
 2 + b3T + b4T *GDPit + b5T* GDPit

 2 + e 
      
      
  Simple OLS Model Control Dummy Variables 
      
Variable Coefficient Estimate T-Value Estimate T-Value 
Intercept a -861.369 -2.64* -555.469           -0.70 
GDPit b1 0.978 13.84* 0.990 4.99* 
GDPit

 2 b2 7.420 x 10-6 3.63* 1.161 x 10-4 3.50* 
T b3 48.602 4.14* 60.403            0.74 
T *GDPit b4 -4.010 x 10-3           -1.53 -4.360 x 10-3           -0.63 
T* GDPit

 2 b5 -5.629 x 10-7 -7.31* -5.378 x 10-7 -4.36* 
      
      
 Observations 6,412  6,412  
 F-Value 583.08*  69.66*  
 Adjusted R2 0.3122  0.3442  
      
      

*   Statistically Significant at the 1% Confidence Level 
      

 

1707



TABLE 4: IMPLIED CHANGE IN PER CAPITA CO2 EMISSIONS (KG PER CAPITA) FOR A $1 CHANGEN IN REAL 
PER CAPITA GROSS DOMESTIC PRODUCT 

 
     

 
Period 

Lowest Quartile 
Per Capita GDP 

Median 
Per Capita GDP 

HighestQuartile 
Per Capita GDP 

Highest Decile 
Per Capita GDP 

1960-1964 0.9921 1.0066 1.0568 1.1656 
1965-1969 0.9679 0.9792 1.0376 1.1371 
1970-1974 0.9419 0.9516 1.0083 1.0861 
1975-1979 0.9161 0.9224 0.9515 1.0071 
1980-1984 0.8887 0.8863 0.8746 0.8580 
1985-1989 0.8633 0.8537 0.8124 0.7244 
1990-1994 0.8392 0.8245 0.7482 0.5657 
1995-1999 0.8149 0.7910 0.6868 0.4007 
2000-2003 0.7959 0.7673 0.6487 0.3076 

     

 
TABLE 5: IMPLIED CHANGE IN PER CAPITA CO2 EMISSIONS (KG PER CAPITA) FOR A ONE YEAR CHANGE 

IN TIME 
 

     
 

Period 
Lowest Quartile 
Per Capita GDP 

Median 
Per Capita GDP 

HighestQuartile 
Per Capita GDP 

Highest Decile 
Per Capita GDP 

1960-1964 56.8844 52.8469 34.5682 -28.4108 
1965-1969 56.3170 51.9012 18.9131 -76.8843 
1970-1974 56.1137 49.9443 -9.9866 -158.0244 
1975-1979 54.9421 44.4632 -40.8916 -374.7375 
1980-1984 56.0228 46.3071 -39.9064 -271.0130 
1985-1989 56.9840 48.7569 -10.2964 -264.7053 
1990-1994 57.6502 50.8759 -8.9612 -320.6950 
1995-1999 57.8200 50.1366 -6.4630 -354.5499 
2000-2003 58.0034 50.6971 0.8671 -317.3516 

     

 
 

End Notes 
 
                                                           
i Of course, there is considerable doubt about whether the Kyoto Protocol will actually achieve any substantial 
reduction in CO2 emissions. See critiques by Buchner, Carraro and Cersosimo (2001) and Bohringer and Vogt 
(2003). 

ii Kuznets (1955) had found an inverted U-shaped relationship between income inequality and economic 
development; hence the moniker for this effect has been applied to the present issue. 

iii We do not present the coefficients on the 44 one/zero dummy variables for the time period and level of 
economic development in Table 3. These results are available from the authors upon request.  
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“Soft Issues” are gaining momentum 
 
This November we will celebrate the 20th anniversary of the fall of the Berlin Wall, which initiated an 
unprecedented process of transition from a centrally planned economy to a market economy in the former Soviet 
bloc. This process has proved to be much more complex and much longer than originally anticipated, and it is 
far from over. However, a huge heterogeneity in progress in economic transition can be observed across the 
former Soviet bloc. The EBRD - the Bank with a transition mandate - classifies transition countries into three 
groups: advanced transition countries, intermediate and early transition countries. Wide variation across the 
transition countries is not only the result of different advancement in transition; different initial conditions which 
played a bigger role at the beginning, including geopolitical, historical, and cultural differences were also key 
factors.  

The transition paradigm in the early state of transition was built on liberalisation, privatisation and 
stabilisation, and ignored the institutional framework of market economy. The dominant aspect of this approach 
was a minimal state which was - to some extent - a reaction to the role of state in the centrally planned economy 
(CPE). In effect what we witnessed was the pendulum effect – a shift from one extreme to the other. It took time 
to recognise and understand the role of state, like recognising the role of state in correcting market failures and 
the importance of the institutional framework of markets in newly developed markets. The recognition of a need 
of an advanced regulatory framework accelerated in the transition countries accessing to the EU, as they were 
requested to adopt acquis communautaire. The transition paradigm has been later adjusted recognising the role 
of state, a need to re-define its role as compared to the role of state in CPE and the need for the appropriate 
division of labour between state, private sector and market. 

In the early years of transition, transition progress was measured by quantitative measures and 
indicators, such as a share of the private sector in GDP and in employment, the share of FDI in economy, etc. 
Later on the assessment of progress in transition incorporated the qualitative aspects of market economy. The 
EBRD today recognises three different stages of transition. The first phase is defined by market creation, the 2nd 
and 3rd phase of transition are defined as deepening and sustaining markets through “soft issues” like stronger 

public and corporate governance, and better provision of public goods, effective state regulation and 
enforcement of law. Good corporate governance, environmentally and socially responsible behaviour of 
businesses, and high ethical standards are indicators of a maturing market economy; and they are at the forefront 
of the 2nd and 3rd stage of transition. The financial crisis and crisis in a real economy today is exposing “soft 

issues,” namely corporate governance and ethical behaviour, to strong scrutiny as deficiencies in corporate 
governance and in ethical behaviour within the private sector are among the key roots of the crisis. The failures 
of “soft issues” in the current crisis are attributed to the weaknesses in regulation and regulatory bodies, and/or 
to the misbehaviour by some private sector players - occurring predominantly in the financial sector. It is well 
recognised that the failures originated in the USA, UK and some other advanced market economies. As the 
crisis spreads to transition countries, fear is growing that scepticism towards market economy including good 
corporate governance and ethical behaviour as a preferred model of behaviour advocated by reformers will pull 
progress in transition backwards.  

 
Why failures in “Soft Issues” occur? 
 
Examples of “soft issues” failures in advanced market economies are numerous: scandals in the corporate sector 
a few years ago like Enron, WorldCom in the USA (2001), Parmalat in Italy (2003), recent failures in risk 
management in global financial institutions, like City Group or Goldman Sachs (2008), and the irresponsible 
behaviour of the BP management in Texas in 2005 which caused one of the largest accidents resulting in 
numerous fatalities. 
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Factors explaining these failures are often linked to inadequate rules and weak enforcement. 
Discussions include pros and cons of “soft” and “hard” rules, voluntary versus mandatory rules and the 
efficiency in the enforcement of “hard” and “soft” law. A few years ago “hard regulation” was not a preferred 

option and was often under strong criticism. The situation has changed. After the corporate and accounting 
scandals in the USA, in 2002 the Sarbanes-Oxley Act set the stringent standards for boards and management 
which was criticised by opponents claiming that such a regulatory environment would make the USA lose its 
competitiveness. 

The current crisis is again exposing regulation to an in-depth overview. It is obvious that in many 
aspects “hard” regulation - mainly of financial markets - is much behind market innovations. This is evident 
from the inability of regulatory bodies to adequately assess risk of some complex financial products and 
“address the risks building up in the financial market”

i.  
One can make some general remarks. Taking into consideration the size of the local regulatory bodies 

vis-à-vis global markets and the restricted responsibilities to local markets, with legislation frequently lagging 
behind, the limited capacity to monitor compliance with the rules, etc., one can agree that “hard” regulation will 

never be able to keep up with market innovations in some sectors, like the financial sectorii. The G-20 Summit 
on financial markets in November 2008 agreed that regulatory arrangements aimed at improving corporate 
governance needed to be strengthened. The Action Plan approved at the Summit on Financial Market and the 
World Economy in November 2008 in Washington included actions aimed at strengthening transparency and 
accountability, enhancing sound regulation, including improving regulatory regimes, prudential oversight and 
risk management, and promoting integrity in the financial markets. Consensus is building up among policy-
makers that higher transparency and accountability rules including those for private equity and hedge funds, 
strengthening risk management, extending the role of shareholders in the remuneration of executive 
management are needed.  

Excessive strengthening of “hard” regulation might have unwanted consequences in the form of 
inappropriate regulation or over regulation that hinders business activities and growth. The need to avoid 
inappropriate “hard” regulation or overregulation as a principle is recognised and accepted. It would be 
reasonable if in addition to that, we take into consideration systemic weakness of regulatory bodies, 
complementing “hard” regulation by “soft” and self-regulation including voluntary codes of conducts. At the 
same time, in order to ensure a level playing field for all businesses and to avoid rent-seeking behaviour on a 
part of a business sector, some “enforcement mechanism” on self-regulation is needed. These could be provided 
by self-regulatory bodies like business associations, industrial associations, banking associations, etciii.  

Key in this approach is the understanding of complimentarity of self-regulatory or voluntary initiatives. 
There is no clear evidence (and the lack of public confidence which has strengthened in the current crisis) that 
self-regulation would be a sufficient substitute for the mandatory regulation. Indeed, the crisis has confirmed 
that self-regulation of “soft” issues is not the solution but a part of the solution, and it has re-affirmed the 
importance of appropriate “hard” regulation of “soft” issues like corporate governance and ethical behaviour. 
 
Corporate Governance in Transition 
 
The history of corporate governance mechanism in transition countries is short and so is the market for 
corporate control. Achievements in good corporate governance differ across the countries as many elements of 
good corporate governance in many countries are still missing. Positive changes in corporate governance 
include the development and implementation of “hard” and “soft” rules linked to corporate governance, inter 
alia, company laws and codes of corporate governance, improvement in law enforcement in this area, and more 
efficient market regulators. The areas of non-compliance with good corporate governance differ as well and 
more frequent areas are lagging behind including low disclosure and accountability, lower compliance with 
laws, deficiencies in protecting minority shareholders, fraudulent transactions, and illicit payments to 
government officials. 

In the EBRD publicationiv different factors pulling good corporate governance in transition economies 
back are analysed, for example, no earlier practice of corporate governance in CPE, under-development of the 
securities market and low capitalisation of companies, inadequate market response to bad/good corporate 
governance, reputational risk not yet understood and assessed, absence of local rating agencies, etc. “Shock 

therapy” which included rapid (mainly voucher) privatisation did not allow the development of strong property 

rights and was often responsible for the loss of shareholder capital in the companies. On the other side, growing 
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pressure in international markets, FDIs, and international organisations followed by growing internal pressures 
from the domestic market promoted a growing interest in improving corporate governance. 

Why does corporate governance in transition matter? Good corporate governance is necessary for a 
well functioning financial market, it is an important factor in the attraction and protection of new investors, it 
enhances a company‟s value, and reduces a company‟s reputational risk. It is also an important factor in 

strengthening market confidence - the lack of which is spreading and deepening in today‟s financial crisis. 
Principles of good corporate governance are guided by a mix of international and local “hard” and 

“soft” rules. Among the international “soft” rules, the OECD Principles of Corporate Governance are the most 

broadly acceptedv, which - as a matter of fact - were adopted only in 1999.  
Corporate governance in the banking sector to some extent differs from corporate governance in the 

corporate sector. One of the differences is that confidence in the banking sector is more sensitive to good/bad 
corporate governance and despite the fact that negative news regarding different aspects of corporate 
governance have a different impact on banks‟ reputation, generally damage caused to banks‟ reputation might 

have disastrous implications for its business. As in the corporate sector, the different deficiencies in corporate 
governance in the banking sector in transition countries have been identified. These impediments include among 
others, non-existence or weak boards of directors, lack of transparency and disclosure of beneficial ownership, 
insufficient definition and division of responsibilities of boards and management, undeveloped or poorly 
structured audit functions, control weaknesses, risk management not working with appropriate efficiency and 
efficacy, and non-compliance with internal code of ethics. 

A Task Force with representatives from the banking sector, banking associations and regulators for the 
Eurasian region and experts from some OECD countries and international organisation including the EBRD, 
recently produced The Policy Brief on Corporate Governance of Banks in Eurasia, which formulates 
recommendations on how to address the aforementioned corporate governance deficiencies. They are designated 
to banks and banking associations, banking supervisors and market regulators with the purpose to assist them in 
their work in strengthening corporate governance. The recommendations reflect international standards namely 
the OECD Principles of Corporate Governance and the Basel Committee‟s Guidance Enhancing Corporate 

Governance for Banking Organisationvi. The summary of the recommendations are in Annex 1. 
The discussion on “hard” and “soft” law regarding corporate governance which was earlier swinging 

towards “soft” law is now swinging more towards the “hard” law. While dominance of “soft” law is over, 

appropriate combination of “hard and “soft” and enforcement of them is a better option
vii. 

The EBRD has developed its “10 Core Principles of Corporate Governance Framework” based on the 

OECD Principles of Corporate Governance (see Annex 2), and prior to that, “Sound business standards and 
corporate practices”, a set of guidelines (1997). It has also developed an assessment of corporate governance, 
the results of which can be found on its website, www.ebrd.com/law. Annex 3 presents a summary of the results 
for the Slovak Republic in the area of corporate governance.  

The EBRD has given much attention to the protection of minority shareholders. In 2005, the EBRD 
Legal Indicator Survey assessed the effectiveness of the legislative and institutional framework on corporate 
governance in the Bank‟s countries of operations, with a focus on protecting minority shareholders. With 
regards to whether the institutional environment provides mechanisms for minority shareholders to protect their 
rights, looking at disclosure and redress, the results illustrate that only a few countries can be ranked “good,” 

whilst none were ranked “very good”. Among the “very poor” performing countries, there was only one - 
Tajikistan. 

Reporting on various aspects of corporate governance by various institutions is expanding. This reflects 
the growing interest of society in this issue. 

The One World Trust (an independent think tank advocating better global governance) produces the 
Global Accountability Report which assess 30 global organisations from the inter-governmental, non-
governmental and corporate sectors. The assessment includes performance in transparency, participation, 
evaluation and complaints and response handling. In the 2008 report, the best performer in business sector 
transparency and participation was BHP Billiton, in evaluation Royal Dutch and in complaints and response 
handling, Goldman Sachs. According to One World Trust, the corporate sector continues to lag behind the other 
sectors as companies address accountability on an ad hoc basis rather than on the basis of policy commitments 
against which shareholders can hold them to account. As the report states, their objective is “private gain rather 

than public benefit”
viii. 
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Corporate Governance and the Financial Crisis 
 
A great proportion of discussion on key roots of the financial crisis is pointing to failures of corporate 
governance in the financial sector. What is under fire? (1) Non-adequate and/or non-efficient risk management 
in banking, failing to recognise risk in some practices and products like borrowing short-term versus lending 
long term (e.g. the UK leading mortgage bank Northern Rock), excessive lending in foreign currencies in the 
Baltics, Hungary and Romania or not recognising build-in risk in complex derivative products like CDOs, etc. 
(2) Lack of disclosure, transparency and accountability. Shareholders often lack information on key decisions by 
their boards and management, and are unable to exercise some of their ownership rights - like pre-emption 
rights as an essential protection against dilution of their holdings. “Creative accounting” often misleads 

shareholders and does not safeguard the integrity of a company‟s financial reporting. (3) Remuneration of top 

management and boards not in accordance with the shareholders interests. (4) Missing or non-effective role of 
audit, both internal and external, non-effective audit committee. (5) Deficiencies in the boards and management 
not acting in the interest of the company and its shareholders. 

The failures in corporate governance raise the question: Is there a need for an in-depth reform of 
corporate governance similar to what occurred in the USA after the dotcom crash and financial scandals like 
Enron? The answer is not straightforward. As discussed earlier, the quality of corporate governance is based on 
a combination of “hard” and “soft” rules, as well as the efficient enforcement of the rules. Furthermore, the 

internationally accepted basic principles of corporate governance are transposed into local legislation in 
different ways producing variants of “soft” rules and different methods of implementation. Therefore, the 

answer can differ from country to country. In some countries there might be a need for more reform whilst in 
others the need is to improve implementation. This is quite obvious. But is there a need for a new re-thinking of 
basic principles of corporate governance? In an FT article, Frank-Walker Steinmeier, Vice-chancellor and 
foreign minister in Germany, said that new regulation for investors, shareholders and managers must be 
introduced in Germany if confidence in free markets and the capitalist economic model is to survive the global 
financial crisis, asserting that “the turbo-capitalism of the past few years is dead.”

ix  
There is a general understanding that restoration of confidence in the market is key in the fight against 

the current financial crisis; but there is less consensus on what should be the confidence - building process, what 
changes in corporate governance are needed, and what should be the “hard” regulation. The High-Level Group 
chaired by Jacques de Larosier on Financial Supervision in the EU provided in its report 31 recommendations 
on a new European framework for safeguarding financial stabilityx. The report also discusses measures that 
would serve to strengthen corporate governance, like reform of the accounting system, building up of buffers in 
the form of dynamic provisioning or higher capital requirements in the good times and closing of regulatory 
gaps (eg. off-balance sheet operations, oversight of hedge funds, etc.). It makes specific recommendations on 
remuneration (Rec 11), on the importance of better alignment of compensation incentives with shareholder 
interests and long-term profitability and risk management (Rec 12), its independence and proper regulation. 

Now more than ever, greater attention is being given to boards. The anger against executive officers is 
now turning to non-executives and shareholders, criticizing their past failures to question management more 
about risks, about leverage, pointing that they should have prevented too much concentration of power in the 
hands of their CEOs, and have had encouraged long-term performance and stability. The composition of boards 
has also been questioned and requirements regarding industry experience, understanding of new financial 
products, etc. are formulated. Inadequate qualification of board directors is said to have contributed to collapse 
of many companies. Allegedly at Lehman Brothers, the board of directors included a Broadway producer, actor 
and admiral. Paul Strebel blames failures in big financial institutions like Citigroup, Merrill Lynch, UBS, Fannie 
Mae and Freddie Mac, AIG, Bear Stearns, ABN Amro, Fortis and other on the inadequate board membershipxi. 
Lord Myners, who is a strong advocate of good corporate governance, is a critique of board composition in UK 
companies: “The typical bank board resembles a retirement home” - alluding to the fact that in 350 FTSE 
companies, over 80 per cent of non-executive directors are of the age of 60 and overxii. 

The crisis has exposed to questioning the role of shareholders, their engagement in companies and 
discord between shareholders and management. Issues concerning shareholders‟ responsibilities might be of a 
systemic nature. “Ethical Corporation” - the UK NGO formulates a question: “Is the financial crisis a crisis of 

ownership?” In today‟s world we are confronted with a diversity of shareholders with different and often 

divergent interests. Many shareholders have short-term interests and do not care about a company‟s long term 

stability and its corporate governance. To repair this F.W Steinmeier proposes to extend the minimum amount 
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of time investors must hold shares to avoid capital gains taxxiii. Good corporate governance is at stake if there is 
no dominant shareholder to hold management accountable. The best governance is often in family owned 
companies. Is shareholder ownership reform a plausible solution and how would it look like? 

Disappointment with the status of corporate governance in advanced market economies, aggravated by 
the financial crisis might undermine confidence in the existing model of corporate governance across the 
transition economies. It is very likely that the crisis will stimulate adjustments of the model of corporate 
governance in the direction towards further strengthening its basic principles and deepening the understanding 
that sound corporate governance practices are essential for improving the health of businesses. 

 
Business Ethics in Transition 
 
Prof Arnold Luknic who spent his last 10 years in the Slovak Republic teaching university students business 
ethics, in his last book “Ethics - the Fourth Dimension of Entrepreneurship” (Bratislava, SAP 2002), provides an 
analysis of the different aspects of ethical risk; including preferring short-term profit (short-termism) to long 
term performance; regular breaking codes of ethics, ignoring stakeholders‟ needs; non-existence of grievance 
mechanism; and considering business ethics as an important factor exclusively for image-making. Business 
ethics was ignored by the emerging private sector in the early years of transition. Unethical behaviour often took 
on more dangerous forms like fraud, corruption, bribery and other forms of illicit behaviour. This can be 
explained by the factors like weak (in some cases failing) and often corrupt state, absence of accountability in 
the new and immature democracies, weak civil society, and excessive greed in the process of initial “capital 

accumulation.” Illicit behaviour which in the later stage included more sophisticated or dangerous activities such 
as illicit tax practices, insider trading, and money laundering, strengthened social differentiation within societies, 
caused damages to the business environment, introduced mistrust among businesses, destroyed the level playing 
field and generated - among other factors - popular reservation against market economy. The EBRD‟s 2007 
publication of “Life in Transition”, 2007 which was based on a survey of 29,000 individuals in 29 transition 
countries (and Turkey) showed that the perception of corruption was worse in 2007 than in 1989. Depending on 
different groups of countries, between 65 to 75 per cent of respondents believed that corruption is worsening, 
with the worst results being in SEE.  

Trust in society has also declined considerably. There is no doubt that one of the factors is a lack of 
business ethics and a slow process in its improvement. 

Transition economies in general benefited from the entry of FDIs. Many foreign investors introduced 
high ethical standards, although it is not always the case. Corruptive practices of FDI investing in transition 
economies are not rare. 

While progress in the fight against corruption is not fast enough, international initiatives are driving it 
in the right direction. The OECD convention against corruption “the OCED Convention on Combating Bribery 
of Foreign Public Officials in International Transactions” (adopted in 1997) urged its signatories to implement 
legislative changes to bring national law in accordance with the convention and to introduce mechanisms to 
monitor its implementation.  

The internationally coordinated fight against corruption dates back to the early nineties. Among non-
governmental initiatives, Transparency International started its publication of Corruption World Barometers in 
1993 and the first international conventions were adopted slightly later: the OECD Anti-Bribery Convention in 
1997, the EU convention in 1997, and the UN convention in 2003. 

Transparency International, known better for its measurement of corruption in the public sector, 
introduced the Bribe Payers Index which looks into the practices of business sectors investing in foreign 
countries. 

In its “2008 Bribe Payers Index,” Transparency International ranks 22 countries according to the 
likelihood of their firms to pay bribes when operating in foreign countries. The Index is based on the „2008 

Bribe Payers Survey‟ which conducted detailed interviews with a minimum of 100 business executives in each 
of the 26 countries. The participants were asked to “assess the frequency with which companies from the 22 

countries engage in bribery when doing business in the participants‟ countries,” looking at bribery of high-
ranking politician or political parties, bribery of low-level officials in order to speed things up, and the use of 
personal or familiar relationships to win public contracts. The Index illustrates that companies from Belgium 
and Canada were least likely to engage in bribery when operating abroad, closely followed by the Netherlands 
and Switzerland, then Germany, Japan and the UK. The USA ranked ninth. India, Mexico, and China were 
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ranked in the bottom 4, with Russia as the most likely to engage in bribery when doing business abroad. More 
importantly, what the Index highlights is that whilst a number of influential economies scored well, all countries 
were viewed as exporting some corruption, demonstrating the need for governments and businesses to work 
together to enhance efforts to strengthen the legal (“hard” and “soft”) framework on the supply side of bribery. 
The public works contracts and construction, oil and gas, mining, and real estate and property development 
industries were most likely to engage in both “the bribery of public officials” and “exerting undue influence on 

the policy process.” On the other hand, agriculture, fisheries, IT, and light manufacturing were least likely to 
engage in either of the two corruptive practices. Whilst the banking and finance sector was least likely to “bribe 
public officials,” the industry, however, was ranked as one of the more likely sectors to “exert undue influence 
on the policy processes.”  

The Survey also assessed the senior executives‟ awareness of the OECD Convention on Combating 

Bribery of Foreign Public Officials in International Business Transactions, which came into force in 1999. 
Although 37 countries are party to the Convention including all G7 countries, 85% of respondents from Western 
Europe and the United States indicated that they were “not at all familiar” with the Convention, compared to 

79% in Central and Eastern Europe, 74% in Asia Pacific, 73% in Latin America, and 63% in Africa and the 
Middle East. The survey shows that more pressure on businesses and governments to comply with the principles 
of non-corruptive behaviour is inevitable. Of the former CPEs, only Bulgaria, Czech Republic, Estonia, 
Hungary, Poland, Slovak Republic and Slovenia ratified the Anti-Bribery convention and implemented it in its 
legislation.  

Transparency International‟s 2008 results, to a great extent, correspond to the findings of Control Risks 
and Simmons & Simmons survey regarding compliance with the OECD Anti-Bribery convention. Canada, the 
Netherlands, Germany, UK, Belgium and Luxembourg are recognised as countries whose companies have strict 
compliance; China, India and Brazil have the poorest ratings. What the survey also illustrated is that the 
prevalence of corruption can indeed act as a deterrent for foreign investment. 52% of respondents from the UK 
affirmed that they would be deterred from what would be an “otherwise attractive business opportunity on 

account of a country‟s reputation for corruption.” The same was found to be true for Germany 42%, the US 
38%, the Netherlands 36%, France 32%, Hong Kong 30%, and Brazil 18%. Based on these results the report 
concludes that it is therefore in the best interest of countries to raise the standard of corporate governance, 
otherwise they not only lose out on potential investment into the country, but the quality of foreign investment is 
more likely to come from companies with “lower standards and professional competence”

xiv.  
Unethical business is not a factor of the current financial crisis but at the same time it aggravates the 

burden of the crisis (like Madoff‟s multi-billion fraud). KPMGxv for example, warns that in the UK company 
insolvency is likely to increase corporate fraud. According the KPMG‟s “Fraud Barometer”, the recession is 

likely to lead to a rise in attempted manipulation by executives of their company‟s cash flow or financial figures 

in the hope that creditors (or shareholders) would not detect it, and that improved performance in the future 
would excuse it. Such behaviour further destroys market confidence. 

The burden to reduce fraud, corruption and other forms of illicit behaviour by businesses is shared by 
governments that are responsible for legislation, law enforcement and other different aspects that might either 
improve or impair prospects for compliance by companies with rules of law. It is generally recognised that the 
more discretionary powers are in the hands of authorities (like licensing, setting quotas, etc.) the worse the 
situation is with regard to the fight against corruption and bribery.  

However, it is the responsibility of businesses to put in place a proper system of checks and balances 
based on the general principles of disclosure, accountability, separation of responsibility, sound internal controls 
that would minimise the risk of mismanagement, fraud and conflicts of interest. A culture of sound business 
standards and corporate practices included in the company‟s code of conduct, including sanctions against 
misconduct is an important step in strengthening business ethics.  

The application of ethical standards form part of the EBRD‟s due diligence procedure prior to approval 

for investment. Falling short of the Bank‟s criteria will result in non-eligibility for investment.xvi  
 

Corporate Social Responsibility 
 

There is no coincidence that corporate social responsibility was “born” in the USA and the first European 

country to adopt it was the UK. This was a reaction to, firstly, an Anglo-American model of doing business and 
the ownership structure, including incentives for investors and CEOs oriented towards short-term profit and 

1714



share price gains which often ignored the interests of its employees, customers, suppliers and the community, 
that proved to increase reputational and financial risks. Secondly, in the absence of regulation - a consequence 
of the era of deregulation dating back to the late seventies and eighties, the nineties were characterised by many 
company scandals that generated public discontent with the business behaviour and pressures to react. Corporate 
social responsibility was a “market response” to this. Thirdly, corporate social responsibility in the USA and the 
UK was a reaction to growing competition for consumers, talented labour force and investors who started to 
care more for the environment, human rights, labour standards, etc. 

Corporate social responsibility, originally linked to the shareholder model has gradually spread to 
Europe; where while ownership and incentives structures of the European business traditionally differed from 
the Anglo-American one, more similarities have emerged in recent years. Corporate social responsibility has 
started to be interpreted as one of the “building blocks” of the EU social model and as one instrument helping 

the Lisbon strategy to happen.xvii 
Corporate social responsibility has attracted global attention and many global initiatives have 

developed, like the Global Compact (1999), the OECD Guidelines for Multinational Enterprises (dating back to 
1976 and revised in 2000), Equator Principles for Banking - the internationally recognised initiatives to promote 
responsible behaviour of businesses. 

In order to improve reporting on progress in corporate social responsibility, many reporting initiatives 
have developed, like the Global Reporting Initiatives or sector-specific like EITI (Extractive Industries 
Transparency Initiative). The above mentioned corporate social responsibility global initiatives have developed 
their own reporting schemesxviii. In addition to that, many ratings of companies‟ performance in corporate social 
responsibility are available, for example, the Dow Jones Sustainability Index, and the Innovest/Corporate 
Knights Global 100 “Most Sustainable Companies.”xix 

As discussed above, corporate social responsibility has been developed as a response to deficiencies of 
the shareholder model as compared to the stakeholder model. At the same time, from the very beginning of its 
existence it raised a big debate. It was dismissed by some as “a social romanticism” and others interpreted it as 
“the latest fashion” or as “a public relations activity”. Milton Freidman argued that there is only one “social 

responsibility” - for managers to earn as much money for shareholders as possible. Peter Drucker advised 
shareholders to fire a manager wanting to implement CSR. Advocates of corporate social responsibility argue 
that it is an instrument to achieve a more competitive economy, sustainable economic growth and greater social 
cohesion. Others point to corporate social responsibility as an important instrument for enhancing corporate 
reputation. According to a recent study, 63% of the market value of companies is attributed to reputation; and 
therefore they advocate the integration of corporate social responsibility into the business model. 

Adherence to the corporate social responsibility model assumes that businesses not only comply with 
the existing legislation regulating the conduct of businesses with regard to labour law, occupational health and 
safety, and the protection of environment; but goes beyond the legislative requirements. It requires that the 
interests of all shareholders are respected as in the stakeholder model. 

Corporate social responsibility is a welcomed initiative. The degree to which it is welcomed depends 
on the strength/weakness of the local legislative framework and enforcement mechanisms. But to the extent it 
remains voluntary, it cannot substitute hard law.  

What is the situation of corporate social responsibility in transition countries? In the old CPE model, 
state-owned enterprises (SOEs) provided a lot of social care to workers and SOEs played an important role in 
the life of the local community. Privatisation of SOEs dismantled the old model. In the early years of transition, 
mass privatisations by vouchers did not often take into account the legitimate interests of individual 
shareholders and their interests were not properly safeguarded. The interests of other shareholders have been 
neglected. With the advancement of transition, the situation is gradually changing but the experience with 
corporate social responsibility in transition economies remains very sporadic. Business philanthropy and 
sponsorship - not considered as an effective corporate responsibility strategy by experts in corporate social 
responsibility - are increasingly becoming the preferred strategies, as they are seen as acts improving the often 
poor reputation of business.  

On the one hand, there is a business case for corporate social responsibility as major environment and 
social challenges in many transition economies still exist and regulations in some countries is rather weak. On 
the other hand, the environment enforcing corporate social responsibility is in many countries practically non-
existent. Increasing pressure from NGOs, consumers, work-force, investors and governments, including local 
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and growing competition from foreign investors with good corporate social responsibility track records will 
push local companies to adhere to corporate social responsibility.  

FDIs inflow is often a strong stimulus for local companies to adopt an effective corporate social 
responsibility strategy as many foreign companies are strong advocates of corporate social responsibility. The 
IBM global survey of 1000 CEOs shows that 84% of CEOs are considering investing in emerging markets and 
the majority of them see corporate social responsibility as a growth opportunity.  

What is the impact of the current crisis on corporate social responsibility, if any? There is growing 
evidence that crisis drives many businesses in the opposite direction. In their efforts to avoid the worst, many 
businesses cut costs and lower expenditures in areas like environment, labour and community. As a 
consequence, paradoxically, a shareholder model which is one of the driving forces of the current crisis might be 
temporarily gaining strength. On the other side, one of the lessons learnt from the current crisis is that the 
shareholder model - as one of the major systemic risks - needs to be transformed to the stakeholder one. The 
current crisis is an opportunity to rethink the models and to make this transformation happen. To achieve this, 
adjustments in regulation of incentives in a direct way (not easy) or indirectly through tightening standards for 
businesses to comply with are required. 

Mobilisation of stakeholders including employees, customers, and NGOs, might revive the stakeholder 
model and encourage businesses to adhere to corporate social responsibility. It is premature to predict if the 
crisis will modify investors interests in corporate social responsibility to a pre-crisis findings of the WEF‟s 

survey (2004) according to which as many as 70% of CEOs of large companies were convinced that investors 
(pension funds, insurance companies, etc.) were increasingly interested in the issues of corporate responsibility. 

There is a threat that the crisis might transform the former CSR champions into strong lobbyists for 
softening regulation in the area of environmental and social standards and consequently worsen long-term 
prospects for sustainable development. Indeed, financial crises defers investments into reducing energy 
consumption and into renewable projects as energy prices are falling and the European carbon credit market - 
understood as a market instrument to fight climate change - is close to collapse.  

The crisis might have another unwanted consequence and particularly weaken consumers‟ pressure on 

businesses by adjusting consumption to cheaper products and deferring consumption of products produced in 
environmentally and socially friendly way (bio-products, Fair-trade products). 

 
Conclusion 
 
The deepest crisis in the post-war world is an excellent opportunity to rethink the model for doing business. To 
restore confidence in the market, good corporate governance including strong business ethics and responsible 
behaviour of businesses are needed more than ever. New regulatory initiatives that would minimise systemic 
risks by adjusting or rather transforming the existing model are inevitable. Failure in doing it might have 
devastating consequencesxx. 
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ANNEX 1 

RECOMMENDATIONS TO IMPROVE CORPORATE GOVERNANCE IN BANKING IN EURASIA 
 

Boards, board members and specialised committees 
 Banks to have board directors independent from senior management and controlling 

shareholders.  
 Banks to have Audit committees and Risk management committees. Audit committees to be 

composed of members with knowledge in financial reporting, accounting or auditing. 
 Risk management committees to provide effective oversight of risk management, regular 

review the risk profile of the bank and quality of loan/asset portfolio, and approve the bank‟s risk 

policy. 
Bank’s strategic objectives, corporate values and high standards of professional conduct to 

address conflicts of interest and ethics 
 Banks‟ boards to be responsible for the banks‟ strategies/plans/mission statements, developing 

codes of conduct, ensuring compliance-culture and confidential and secure procedures for reporting 
unethical/unlawful behaviour, without the fear of retribution.  
 Banks to report regularly on compliance with their policies and implementation process in 

their publicly disclosed annual reports. 
 Related party transactions to be strictly controlled to avoid all conflicts of interest, abuse, and 

risks. Such transactions to be made on market terms.  
 Materially important transactions to require the boards‟ approval and full transparency to 

ensure they are made on market terms and conditions, and are not unfair to the bank, its minority 
shareholders or stakeholders. 
 Outright ban on related party transactions like personal lending to board members, senior 

management, controlling shareholders and their close relatives, with exceptions on standardised 
lending such as house loans to employees on market terms. 

Clear lines of responsibility and accountability 
 (Supervisory) Boards to clearly define lines of accountability and key responsibilities for 

themselves and senior management (including management boards). 
 To grant (supervisory) boards with the necessary power to appoint/remove members of the 

management boards and to effectively monitor managerial performance. 
Oversight by senior management and internal control functions 

 Banks to regularly monitor and evaluate the effectiveness of their own internal controls. The 
(supervisory) boards to guide senior management to ensure that the efficient internal control is in 
place. 
 The (supervisory) boards and senior management to create a bank culture that emphasises the 

importance of internal controls, and the implementation of the four eyes principle (checks and 
balances), as an integral part of daily operations. 

Internal audit and external auditors 
 Internal audit function to have an appropriate status within the bank with a clear and direct 

reporting line to the (supervisory) board or audit committee and ensure that senior management is 
made fully aware of and acts upon its recommendations. 
 To develop the legal framework to enable the banks‟ boards to receive information from the 

external auditors – in particular on the detection of crimes or other significant breaches of laws.  
 To counter the lack of professional accountants with expertise in the banking.  
 To improve quality of banking supervisors. 

Compensation  
 Banks to set the right level of remuneration for board members to attract and maintain 

qualified professionals, and to avoid corruptive behaviour by board members. Banks to publicly 
disclose their remuneration policy for key executives and board members, detailing how it aligns 
remuneration with the long term interest of the bank. 
 For Eurasian countries which do not have prevailing market rates for remuneration, banking 
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supervisors, banking industry associations or others need to develop the necessary guidance. 
Transparency and disclosure of information in terms of corporate governance 

 National laws/regulations/rules to require listed and unlisted banks to comply with high 
quality accounting and disclosure standards consistent with internationally accepted standards. 
 Disclosure: Key information on the bank‟s governance to be publicly disclosed. Information 

on record ownership has to be complemented with information on beneficial ownership and 
available to the regulatory/enforcement agencies.  
 A close cooperation between banks‟ supervisors and the capital market authorities with regard 

to the requirements relating to public disclosure is in need. 
Corporate governance of state-owned /controlled commercial banks (SOCBs) 

 The state to develop and make public an ownership policy that defines the overall objectives 
of state ownership, the state‟s role in corporate governance of SOCBs and how it will implement its 

ownership policy.  
 The state not to interfere in the day-to-day management of SOCBs but to effectively monitor 

that decisions by the management are made in accordance with the objectives of a controlling 
shareholder. 
 In addition to the state audit, SOCBs (both unlisted and listed) should be independently 

audited. 
 The state should set the standard in its jurisdiction and lead the way in implementing the best 

corporate governance practices for other banks. 
Bank’s monitoring of the corporate governance practices of their corporate borrowers 

 Banks to assess and monitor the quality of the corporate governance of their debtor companies 
as a critical part of their on-going credit risk management.  
 To avoid conflicts of interest with other shareholders banks to ensure that governance-related 

requirements are transparent and stipulated in advance.  
The role of supervisors and next steps 

 An increase in effective banking supervision: Banking supervisors to promote good corporate 
governance of banks and assess compliance with sound corporate governance policies incl. 
assessment of the quality of the bank‟s internal control functions, internal and external audit.  
 Eurasian countries to employ voluntary corporate governance codes in addition to the 

conventional hard law. Due to their flexibility, the application of soft law allows for timely revision, 
experimentation and innovative developments.  
 The „comply or explain‟ principle to be used and recognised as an international best practice. 
 Banking supervisors (or banking industry associations, while exchanging views with banking 

supervisors), in conjunction with securities regulators and stock exchanges to develop and publicise 
a code of corporate governance for banks.  
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ANNEX 2 

CORE PRINCIPLES OF A CORPORATE GOVERNANCE FRAMEWORK (CGF)* 
 

1. A CGF should aim promote business ethics, fairness, transparency, accountability, responsibility and 
market efficiency.  
Business ethics, transparency and market efficiency are key pillars of corporate governance.  
2. A CGF should be flexible and enforceable.  
A CGF should be a mix of primary, secondary legislation and voluntary codes.  
3. A CGF should ensure clear division of tasks, rights and responsibilities between management and 
shareholders.  
Shareholders should have the possibility to participate effectively in key corporate governance decisions. 
Shareholders should have all information to control and assess the management of the company.  
4. Shareholders should have easy access to their rights.  
Essential rights include information, voting and profit sharing.  
5. Shareholders of the same class should be treated equally.  
In case of change of control, shareholders should be fully informed and free to decide whether to sell their 
shares or not. Anti-takeover measures should be approved by shareholders.  
6. Stakeholders should have the opportunity to obtain effective redress for violation of their rights.  
7. A CGF should ensure timely, accurate and verified information disclosed to all stakeholders.  
One of the essential rights of stakeholders is to receive regular and reliable information for a sound assessment 
of the company management and profitability.  
8. The shareholding structure of a company should be transparent.  
9. A CGF should put in place a structure able to independently verify and safeguard the integrity of a 
company’s financial reporting.  
Internal and external control mechanisms should be taking into consideration the public interest of a transparent 
market  
10. The management should act at all time in the interests of the company and the shareholders.  
Abusive behaviours by the board should be prohibited and discouraged. Board remuneration and compensation 
schemes should be approved by shareholders.  
_________________________________ 

*Shortened. Full version: http://www.ebrd.com/country/sector/law/corpgov/core/cgprin.pdf 
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ANNEX 3 
 

QUALITY OF CORPORATE GOVERNANCE LEGISLATION – SLOVAK REPUBLIC (2008) 
 

 
 
 
Note: The extremity of each axis represents an ideal score, i.e., corresponding to OECD Principles of 

Corporate Governance. The fuller the „web‟, the more closely the corporate governance laws of the country 

approximate these principles 
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ANNEX 4 
 

The proposed list of questions that companies might ask themselves when considering actual or 
prospective investments in weak governance zones. * 
 
I) Obeying the law and observing international instruments 
Will the company be able to comply with international legal instruments and what steps will it need to 
take to avoid aggravating existing violations prevalent in the zone, e.g. human rights, anti-corruption, 
labour and environmental obligations? 
 
II) Heightened managerial care 
Are effective company polices in place to ensure that senior management promote and enforce good 
governance; a communication strategy to inform employees; transparent financial and commercial 
reporting; and policies to encourage good governance along the supply chain and with business 
partners?  
 
III) Political activities 
What steps can the company take to ensure that it abstains from improper involvement in local political 
activities, illegal financial transactions, identify and avoid conflicts of interest with public officials with 
whom it has political or business relations; and that charitable contributions are not used for 
illegitimate purposes?  
 
IV)Knowing clients and business partners 
What measures have been undertaken to ensure that sufficient due diligence of the investment 
environment have been made in order to avoid indirect involvement/facilitate criminality, corruption, 
human rights abuses or contribute to fuelling violent conflict in the host country; and that it is not party 
to misuse of transactions channelled through off-shore financial centres and/or involving corporate 
vehicles?  
 
V) Speaking-out about wrongdoing 
What channels exist for sharing information or speaking out about wrongdoing - provided by the local 
government or made available by international organisations; and what are the likely benefits, 
costs/risks in sharing such information, and could the company form partnerships with local 
associations/other companies to lower the risk of reprisal for sharing such information?  
 
VI)Business roles in weak governance societies – a broadened view of self interest 
Does the company use its influence on political actors/key private sector actors positively, not only to 
negotiate immediate conditions for their investment, but also to avert conflict and to promote broader 
governance, rule of law, and market reform? Does the company encourage capacity building through 
close cooperation with the local community, consistent with the need for sound commercial practices? 
 

 
* Risk Awareness Tool for Multinational Enterprises in weak governance zones.  
www.oecd.org/dataoecd/26/21/36885821.pdf 
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Abstract 
 

With an increased focus on enterprise level processes, there is an emerging field of study into grievance resolution 
systems. However, there is limited evidence that explains why organisations adopt particular resolution policies and 
procedures, and the organisation’s expectations of these systems. This study examines the characteristics of grievance 
resolution systems in three large Australian organisations, specifically exploring each organisation’s rationale for 

introducing specific resolution methods and processes. The research outcomes show that organisations are heavily 
influenced by the requirements of legislation, considerations of externally imposed sanctions and the potential harm 
to their reputation. Additionally, implementing the notions of justice and fairness as espoused by the organisation’s 

documents was secondary to ensuring that operational requirements continue to be met. These results support 
institutional explanations of how operational policies and practises are adopted and adapted by organisations. This 
study is part of a larger research program that will contribute to bridging the gaps between historical work in 
industrial dispute resolution and the emerging field of employment dispute resolution or, as it is more commonly 
termed in Australia, grievance resolution systems. 
 

Introduction 
 

Fairness in organisations has been the subject of extensive theoretical research and empirical study (Cohen-
Carash & Spector, 2001; Colquitt, Colon, Wesson, Porter, & Ng, 2001). Theoretical work has conceptualized 
fairness within frameworks of distributive, procedural and interactional dimensions of organisational justice. 
Empirical research has examined the relationship between organisational justice and a range of positive work 
related behaviours (Colquitt et al., 2001), while unfairness has been linked to negative behaviours (Ball, 
Trevino, & Simms Jr, 1994; Baron, Neuman, & Geddes, 1999; Greenberg, 1990; Greenberg & Alge, 1998). 
Further, unfairness and injustice in the workplace has been associated with higher labour turn over rates and job 
dissatisfaction (Daily & Kirk, 1992). Studies have shown that employees distinguish between fair and unfair 
procedures (van den Bos et al., 2008). There is also growing evidence that unfairness is a cause of increased 
health problems (De Vogli, Ferrie, Chandola, Kivimaki, & Marmot, 2007; Elovainio et al., 2006) and that our 
sensitivity to fairness is neurologically hardwired (Singer et al., 2006; Vogel, 2004).  

However, there are few contemporaneous studies that examine the organisational systems that are 
supposed to deliver fairness and justice in the workplace. Historically, these studies focused on industrial 
relations bargaining and disputes about the terms of the employment contract in unionized organisations, that is, 
labour dispute resolution. More recent studies reflect an emerging interest in dispute resolution practices in non-
unionized settings for grievances that occur within the life of an employment contract (Bendersky, 2003; 
Mahony & Klaas, 2008; Van Gramberg, 2006). Although Bingham (1999) defines these practices as 
employment dispute resolution, in Australia the term grievance resolution is more commonly used. This article 
aims to contribute to our understanding of the factors influencing organisations’ choices in the design of these 
grievance resolution systems. 

The following section focuses on several theories that provide competing explanations of the influences 
on organizations choices. These are institutional theory, the behavioural approach to the organisation and the 
resource-based view of the organisation. From this discussion research propositions are developed. A short 
overview of the social and regulatory environment of the cases is then provided. Following there is an outline of 
the research plan and a profile of each case. The next section documents the grievance resolution policy and 
procedures of each case study, within the context of each organization’s norms. Finally, the last section 
discusses the research findings in relation to the original propositions, and concludes the article by identifying 
the implications for theory and practices as well as future research direction. 
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Literature review  
 

Organisations require more than material resources and technical information if they are to survive and thrive in 
their social environments. They also need social acceptability and credibility. (Scott, Ruef, Mendel, & Caronna, 
2000 p 237) 

A number of studies conducted in the USA in the decades between 1970 and 1990 examined links 
between productivity and the number of grievances filed (Huselid, 1995; Ichniowski, 1986; Norsworthy & 
Zabata, 1985). Norsworthy and Zabata (1985) extended conventional models of productivity to include the 
effects of worker behaviours such as grievances filed, absenteeism, exits, strikes and sabotage as indicators of 
workers attitudes. In doing so they confirmed previous studies which found a positive correlation between these 
grievance related behaviours and the total unit cost of productivity. It is this link between grievances and 
productivity which underpins the organisation’s motivation to establish a grievance resolution system. This 
section briefly outlines two approaches, institutional theory and theories of the firm, that provide differing 
explanations for the choices each case makes about the policies and practices in their grievance resolution 
systems.  

Institutional theory explains the relative importance of regulatory, educational, civic, political, labour 
and religious institutions in shaping organisational practices (Scott, 1995) and how those institutional influences 
shape interactions among employees in organisations (Aguilera & Jackson, 2003 p 448). Scott (1995) 
deconstructs contemporary institutional theory along ontological lines, developing three different emphases: 
regulative, normative and cognitive. These differences are of interest to this research because they speak to the 
organisation’s view of itself, that is, the organisation’s identity and how that is portrayed to stakeholders and the 
public. Each of these difference approaches, when drawn to their operational conclusions, results in markedly 
different characteristics in grievance resolution systems. 

The regulative institutional approach is based on assumptions of rational self-interest and a utilitarian 
cost-benefit framework (Scott, 2001). This approach would therefore draw a link between the creation of human 
rights based legislation and the emergence of employee appeal mechanisms. Self-interest concerns are met by 
ensuring that internal regulations are aligned with, and can stand the scrutiny of, external regulations. Embedded 
in this approach is the assumption that rules and informal codes will effectively dictate behaviour. Hence the 
primary mechanism of control is coercion, with reward and punishment seen as main motivational forces. The 
corollary is that grievance resolution systems have a zero tolerance approach to unfair behaviour. As legislation 
has deemed certain behaviour as unfair, there is potential exposure to legal action if the organisation is found to 
be liable. The zero tolerance approach relies on the assumptions that a directive to behave in certain ways is 
sufficient and that there is a direct link between direction and action with no intervening variables. A regulative 
interpretation of institutionalism suggests organisations must be seen to comply with the legislation to maintain 
legitimacy in the eyes of their stakeholders. Within this conceptual framework a grievance resolution system 
would be directive and assume that unfair behaviour is the result of individual deviance or willful disobedience. 

The normative approach to institutional theory assumes that organisations seek stakeholder legitimacy 
through alignment with social norms and relevant regulations (Scott, 1995 p 45). Supporting this theoretical 
approach, legal environment theory argues that organisations do not just respond to changes in the legislation, 
they also respond to changes in society that have led to the changes in the legislation (Edelman, 1990). Edelman 
suggests that non-compliance with the legislation exposes the organisation to condemnation or loss of reputation 
with stakeholders. This is similar to organisational identity theory which contends that since organisations 
regard stakeholders’ perceptions of their identity as important to their success they will actively manage their 

public image (Ran & Duimering, 2007). This is achieved through symbolic and rhetorical claims made in 
publications such as Annual Reports, Codes of Conduct and Mission Statements, websites and other 
promotional material (Campbell, 2007; Ran et al., 2007). These claims portray the organisation’s significant 

values and have the potential to influence stakeholders’ perceptions of the organisation (Seeck & Parzefall, 
2008). In the broadest of senses, stakeholders perceptions of the values held by the organisation influence the 
organisation’s ability to access resources and hence affect organisational performance (Folger & Skarlicki, 
2008; Ran et al., 2007).  

This approach to institutionalism suggests that organisations will create and promote grievance 
resolution systems in order to manage their reputation as legitimate corporate citizens and employers of choice. 
A grievance resolution system with readily recognisable justice features is therefore one element of an open and 
fair workplace environment. Managing the perceptions of the external stakeholders is a key function for most 
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organisations (Donaldson & Preston, 1995). Stakeholder theory predicts that customers and suppliers will have 
more engagement with a organization that they perceive as socially responsible (Campbell, 2007). Minimum 
standards of socially responsible corporate behaviour include rectifying harm when it is discovered, as would 
occur in a sound grievance resolution system (Campbell, 2007). Hence, a grievance resolution system created 
under this rubric would have a focus on the well being and protection of the individual, and the creation of a fair 
workplace. 

Understanding the subjective meaning actors give to actions is central to the cultural-cognitive 
approach to institutionalism (Scott, 1995). This approach assumes an interaction between an actor’s internal 

interpretation of actions and the external cultural frameworks (Scott, 1995). Further, that organisations adopt 
and comply with the social roles set out by institutions because ‘other types of behaviour would be 
inconceivable’(Scott, 1995 p 57). Thus, the organisation’s legitimacy arises, in part, from cognitive consistency 

with common frames of reference. From this perspective, organisations have a grievance resolution system 
because it would be inconceivable not to have one. Social changes would therefore naturally influence the 
evolution of a grievance resolution system. Under this theoretical scenario, organisations would routinely review 
and assess the efficacy of their grievance resolution system. Conflict and grievances would be approached as 
restrictions on productivity and an opportunity to creatively problem solve (Follett, 1951). A grievance 
resolution system created within this conceptual framework would loop back into the operating system through 
alternative dispute resolution practices and operational systems enhancements.  

In addition, the normative and cognitive analytical frameworks of institutional theory predict that 
organisations are both cognizant of their reputation with stakeholders and accept a causal link between 
stakeholder perceptions and productivity. It follows that the management of these perceptions, whether through 
a simple appearance of compliance with the law or the more subtle cognitive consonance with social norms, 
motivates organisations to adopt grievance resolution systems with particular characteristics. A general concern 
for productivity would lead organizations operating from these assumptions to be interested in assessing the 
efficacy of their grievance resolution system. The regulative approach to institutional theory takes a more 
positivist stance, assuming that the establishment of a grievance resolution system that complies with regulation 
is sufficient to manage employees’ unacceptable behaviour. However, each of these contemporary approaches to 
institutional theory models an inverse link between grievances and productivity.  

The following section moves from theories concerning the organisations’ environment to differing 

conceptualizations of the organisation as an explanation for their motivation to embrace selected practices. Both 
the behavioural and the resource-based theory of organisations assume problems of scarcity and the need for 
action to activate resources to maximize opportunities and meet threats (Bowen, 2007). However, these two 
theories differ in the way they understand managerial rationality, decision-making, and the range of resources to 
be managed.  

Behavioural theory assumes that the organisation is a coalition of individuals with multiple and 
competing goals, who therefore exist with continual unresolved conflict and a high level of uncertainty 
avoidance. These individuals exercise bounded rationality and determine decision-making rules that find 
satisfactory solutions if not optimal solutions (Bowen, 2007). This theoretical focus leads to measures of 
organisational performance to be based on the ambitions of the dominant coalitions of individuals. The 
underlying theoretical assumption is that organisations can not, by their nature, have goals (Bowen, 2007; Cyert 
& March, 1963). Within this conceptual framework, individuals take action when their aspirational level of 
performance is obstructed or hindered. Action is focused on a search to identify the problem or to find under-
utilized resources. However, inertia created by ‘departmental politics, cognitive myopia, embedded routines, 
information costs and path dependency’(Bowen, 2007 p 106) acts to stop the search for alternatives. Thus, the 
behavioural view of the firm predicts that managers will focus on stakeholders only when the problem threatens 
to impact on their own performance or when they are sympathetic to the stakeholder’s values. 

Behavioural theory provides a descriptive and predictive explanation of the organization’s acceptance 

or preclusion of particular processes. Senior members of the organisation would only draw a link between 
grievances and a drop in productivity or threats to their own level of performance, when a significant coalition 
demands attention. This coalition could be formal such as a union or staff association, or an informal grouping. 
A problemistic search would then occur to identify the factors that cause unfair behaviour. Conversely a slack 
search would be undertaken if the assumption is that the unfair behaviour is somehow caused by human 
resources being underutilized.  
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Alternatively, when managers are sympathetic to the values embedded within the grievance they would 
actively attempt to resolve the matter for that individual. This stimulation of managerial action also relies on the 
aggrieved being a member of a dominant coalition, or at least a coalition sufficiently powerful enough to call 
attention to the matter. However, research into the antecedents of bullying suggests that targets of unfair 
behaviour are unable to protect themselves, logically reducing the possibility that they belong to coalition 
sufficiently powerful to demand attention (Lewis, 2006; Zapf & Einarsen, 2003). Organisations located within 
this conceptual framework would place discretionary criteria in the grievance resolution system thereby 
allowing the system to be activated on an ad hoc basis rather than by articulated and consistent criteria. To avoid 
further exacerbation of feelings of unfairness amongst employees, this discretion would need to be opaque. 

An alternative view of the organization is resource-based theory (Bowen, 2007) which assumes 
resource heterogeneity and resource immobility, and that organizations are a bundle of productive resources that 
are valuable, rare, inimitable and non-substitutable. The organization’s protection from competition is its social 

complexity and the causal ambiguity of the links between the resources and productivity. The notion of 
managerial bounded rationality is a core assumption. Resource-based theory focuses on understanding the 
resources in the organization and how to maximize and capture the competitive advantage inherent in those 
resources. The organization is therefore constantly searching for ways to increase efficiency, gain rents from 
unique factors and to avoid the inertia that arises from gaps in capabilities, inadequate strategic vision and core 
rigidities (Bowen, 2007).  

This view would lead to a belief that the role of the grievance resolution system is to expose unfair 
behaviour and deal with it effectively and efficiently. The grievance resolution system would also schedule 
searches for gaps in the interpersonal capabilities of supervisors and managers, and possible deficiencies in the 
organisations codes of conduct or similar value based statements. This resource-based approach would seek 
capability development, perhaps through training programs and a reduction in unfair behaviour, such as a zero 
tolerance approach. Further, this theory lends itself to a functional and structural approach to management and 
indicates a systemic approach will be taken to achieve desired outcomes. 

Each of these theories of the organization relies, in part, on an identifiable link between grievances and 
productivity to explain the organisation’s motivation to establish a grievance resolution system. While there is a 
growing body of research that establishes this link, acceptance by management is not universal (Namie & 
Namie, 2003). If the model holds true then organisations with characteristics that more closely resemble those 
described by behavioural theory would have an ad hoc approach to grievance resolution. Those organisations 
whose culture and decision-making frames are more similar to the model described by the resource-based view 
would take a systemic approach to grievance resolution.  

Hence, an analysis of the organisation from the perspective of either the behavioural or resource based 
view may retrospectively explain the rationale for the actual configurations of grievance resolutions practices 
adopted. This analysis may be extrapolated to assess the congruence of the characteristics of the grievance 
resolution system with each theory. Therefore this paper proposes the following propositions.  

 
Proposition 1: The organisation’s concern for productivity leads to the establishment of an efficacious 

grievance resolution system.  
 
Proposition 1a: Formal institutions, social norms and shared meanings are factors that influence 

organisations’ choices in practices and policies for their grievance resolution system. 
 
Proposition 1b: The organisation’s concern for productivity leads the organisation to adopt a systematic 

approach to grievance resolution rather than an ad hoc approach.  
 
The following analysis of the cases examines the applicability of these propositions. However, before 

illustrating the case studies, we need to provide a brief overview of the Australian regulatory framework to 
enable the audience to have a better understanding of the environment where the cases are operating. 

1726



 

The Australian Regulatory Framework 
 
Everyone has the right …to just and favourable conditions of work … 

(UN Article 23, 1948) 
 
In Australia, organisational grievance resolution systems have emerged from three areas of statutory law. The 
employment regulatory system establishes certain rights for parties which are underpinned by the forty-seven 
International Labour Office (ILO) conventions that Australia has ratified. Since 1904, disputes and conflicts in 
the workplace have been subject to tribunal based alternative dispute resolution practices (Van Gramberg, 
2006). However, progressive deregulation since the mid 1980’s has encouraged the resolution of disputes at the 

workplace level, in particular through the use of a model alternative dispute resolution process (2006; 
Wheelwright, 2003).  

Human rights based sta utes address issues of anti-discrimination and equality of opportunity. These 
statutes stipulate minimum standards of conduct and establish avenues of action and redress. They have been 
progressively introduced since the United Nations (UN) Universal Declaration of Human Rights which 
prescribes equality of treatment for all humans regardless of ‘race, colour, sex, language, religion, political or 
other opinion, national or social origin, property, birth or other status (1948)’. Increasingly, human rights 
based statutes establish independent complaints resolution services and provide for statutory causes of action 
(Quill, 2005; Wheelwright, 2003) 

ILO convention C155 underpins Australian Occupational Health and Safety regulatory frameworks. 
These create a broad responsibility for all parties to protect the health and well-being of employees and to 
refrain from acting in a way that might harm the health and well-being of the parties. In Victoria, in 2003/4, 
more than 8% of all workers compensation claims were for psychological injury (VWA, 2003-2004). This 
represents a significant cost to employers through both direct and indirect payments and the indirect impact on 
the productivity of other employees.  

Both human rights based legislation and OH&S legislation hold the employer responsible for the 
unlawful acts of its employees. Courts may view this responsibility partially accounted for through the 
organisation’s policies and procedures, training and awareness campaigns. This section has identified, in broad 
terms, three areas of regulation that may influence how organizations design and implement their grievance 
resolution systems. 

 
Research plan and case profiles 
 
This inductive research uses a multiple case study design with multiple sources of evidence as a robust method 
to explore complex phenomena in it’s real life context and allow for cross-case comparison (Yin, 2003). The 
sensitive nature of this research project limits access to cases, consequently a maximum variation in the type of 
organisation studied was sought (Flyvbjerg, 2004) The cases were identified through the author’s professional 

network. The two selection criteria were size and variation of organisational characteristics. Organisations need 
to be sufficiently large for a statistical expectation of a reasonable number of grievances to occur each year. 
Conservative empirical evidence of the prevalence of unfair behaviours and subsequent reporting rates were 
used to calculate a minimal optimal size of 2,000 employees. This ensured that operational grievance resolution 
systems were reviewed. Three cases with diverse characteristics in their ownership type, sector, size and 
demographic composition have been examined in this project.  

Table 1 details the diverse characteristics of the case studies. Although Construct –Org was smaller that 
the identified cut off point of 2,000 employees, P4 gave assurances that there were numerous grievances 
annually, sufficient to ensure that the grievance resolution system was operational. 
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TABLE 1: CHARACTERISTICS OF THE ORGANISATION 

 
Each case study organisation also provided employee statistics, including their turnover rates; these are 

set out in Table 2.  
TABLE 2: CHARACTERISTICS OF WORKFORCE 

 
Knowledgeable informants who were willing to engage with the research questions in some depth were 

identified within each organisation. Using a research protocol, in-depth semi-structured interviews were carried 
out with managers who had experience in drafting the policies and procedures in each organisation. The 
advantage of this approach is the flexibility to follow new lines of enquiry as they emerge. Each interview, 
which took between forty-five minutes and one hour, was recorded and then later transcribed. Table 3 provides 
comparative demographics of interviewee from each case study. 

 
TABLE 3: PROFILE OF THE INTERVIEWEES 

 EOP1 EOP2 AOP3 COP4 

Organisation Edu – Org  Edu – Org  Asset – Org  Construct – Org  

Position/title EEO Manager EEO Officer EEO Coordinator  General Manager 

Gender F M F M 

Age 59 29 46 41 

Length of 
tenure 

30 years 3 years  3 years 8 years 

Tenure type Contract  

(Permanent for 26years) 

Permanent  Permanent – moving 
to contract  

Permanent  

 
Edu – Org is an educational institution that is characterised by a complex hierarchy and obscured 

decision-making processes. The grievance resolution system in Edu – Org relies primarily on an arbitration 
process, without specifying or guaranteeing the basic components of procedural justice essential to the integrity 
of this quasi-judicial process. In the policy and procedures, the word should is used repeatedly. This suggests a 
positivist stance; for instance it assumes there is a correct, and therefore incorrect, answer to the matter. Policies 
and procedures are hard to locate, lack alternatives and specific protections, sending signals to employees that 
the airing of grievances is not welcome. Furthermore, the system is built on a positivist framework, relying on 

 Industry Ownership Size- 
operating 
revenue 

Locations Level of 
globalization 

Case 1: Edu – Org Education Public  $1,432 
million 

Multi-site  
 

State based 

Case 2: Asset – Org Asset 
management 

Public  $140 million  Multi-site 
 

State based 

Case 3: Construct – 
Org  

Engineering Public Private 
Partnership 

$75 million Single site State, + national 
and global partners 

 Size % Non-
Ongoing 
employees 

% Female % 
Professional 

Diversity – 
indigenous 

Turnover 

Case 1:Edu – Org  7,100 17% 52% 42%  0.006%  16% 
Case 2: Asset – Org  1,000 13% 38% 43% 5%  1% 
Case 3: Construct – 
Org  

285 8% 18% 16% 1%  7% 

1728



 

evidence that demonstrates the absolute right and wrong of the situation and that complaints arise from 
employees who are deviant from the norm. The lack of clear procedures allows the activation of the processes to 
occur on an ad hoc basis. A quick escalation to the CEO level in an extremely hierarchical organisation acts as a 
strong deterrent to appeals.  

 
 

 
 

FIG 1 OUTLINE OF EDU-ORG’S GRIEVANCE RESOLUTION SYSTEM 
 
Asset – Org is modeled on the standard bureaucratic form, and manages highly sensitive public assets. 

Documents reflect rights-based themes and the employee relationship is framed within legislative requirements. 
The highly desirable nature of the working environment leads to ease of recruitment and thus a minimal need to 
make efforts to attract and retain desirable employees. The policy provides clear definitions of terms and 
behaviours such as bullying and harassment. Although this document is drafted for the aggrieved to access, it is 
complex and detailed, and relies substantially on professional terminology. The grievance resolution policy 
states that the principles of natural justice will be applied. However these are not enunciated nor is it clear how 
these principles are practically applied. For example, there is no provision for assuring the aggrieved that they 
will see all the evidence that the decision maker relies on. The procedures make provision for the grievance to 
de-escalate. As a loop back mechanism, the aggrieved can request the matter be brought to mediation at any 
time. The procedures also clearly identify the position responsible for following up outcomes, thus ensuring 
some degree of closure.  
 

Step 1 
Verbal complaint 
to supervisor  

Action 1 
Supervisor -acts to 
resolve complaint  

Step 2 
Seek advice from 
HR  

Action 2 
HR recommends  
Loop back to supervisor, OR 
Escalate as written complaint  

Aggrieved employee’s steps Organisation’s actions Range of outcomes 

Explains rationale for action 
Resolves grievance 
Records agreement 

Step 3 
Written complaint 
to CEO 

Action 3a 
CEO 
Appoints reviewer 
Requests recommendations  

Action 3b 
Reviewer 
Investigates action 
Reports recommendation 

Step 4 
Written complaint 
to external agency 

CEO 
Confirms action 
Sets aside action 
Substitutes a new action 

Action 3c 
CEO 
Determines matter 
Provides reasons 
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FIG 2: OUTLINE OF ASSET-ORG’S GRIEVANCE RESOLUTION SYSTEM. 

 
The third case study is a temporary organisation that has come into existence for the construction of a 

single project. Three organisations, the owner, the designer and the constructor, each contributed staff to create 
Construct – Org. Each employee belonged to both the new project and the parent organisation at the same time. 
The process of creating Construct – Org focused on unifying disperse individuals into a team, at both the 
managerial level and the front line. Construct-Org’s texts re-enforce several consistent messages. The first of 
these messages is; striving to achieve excellence in production; this is supported and complemented by the 
second message; working together respectfully and finally, creating lasting relationships. The decision-making 
heuristic, ‘best for project’, underpins all activities and aims for project completion under budget and within the 
contract timeline. Construct – Orgs mission statement seeks to establish a ‘working environment that ensures 
errors are reported and resolved without blame’. This assumes the attitude of constructive conflict (Follett, 
1951) rather than risk based OH& S approach. While there are a number of different polices that provide general 
direction for grievance resolution, there was not a unique Construct – Org grievance resolution system. However 
interviewees described the following process. 

 

Step 1 
Verbal complaint to 
supervisor  

Step 4 
Written complaint to external agency 

Action 1 
Supervisor acts to 
resolves matter 

Step 2 
Written complaint to HR 
Manager 
Seeks mediation or 
investigation 

Action 2a  
HR Manager  
Informs relevant line managers 
Appoints Grievance Officer or 
external contractor 

Aggrieved employee’s steps Organisation’s actions Range of outcomes possible 

Explains rationale for action 
Acts to stop offensive 
behaviour  

Action 2b 
HR Manager Mediates   

OR 
Grievance Officer Investigates, 
determines allegation and 
recommends action 

Action 2c   
HR Manager  
Reviews recommendation 
Adopts or amends recommendation 
Notifies line manager 
Provides reasons to parties 

Line manager 
Implements corrective action 
Reviews after 3 months 

Step 3 
Appeal to CEO 
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FIG 3 OUTLINE OF CONSTRUCT-ORG’S GRIEVANCE RESOLUTION SYSTEM. 

 

This study also focuses on the documents, such as employment contracts and public material that make 
explicit value statements about expected behaviour and inform expectations about grievance resolution systems. 
Also of interest are posters, emails, notices on notice boards, web pages and leaflets which inform employees 
what to do if they experience unfair behaviour. The organisation’s Internet site was searched and copies of 
posters, pamphlets, Annual Reports, Codes of Conduct, Enterprise Agreements, and internal policy documents 
were obtained. An analysis of the terms used and the characteristics of each grievance resolution system was 
undertaken prior to interviews being conducted. The interview questions for individuals in each organisation 
were then aligned with their own grievance resolution system.  

 
Findings and Discussion  
 
These case studies demonstrate that each organisation is responding to different explicit and implicit aims when 
designing their grievance resolution system. However, the protection and enhancement of their organisation’s 
reputation with stakeholders is revealed as the most fundamental concern. This attention to reputation is linked 
with concern for each organisation’s productivity. Given the increasing pressure of compliance with legal 
requirements, individual organisations seem compelled to make explicit statements regarding their grievance 
resolution policies and practices. These explicit statements reflect the intentions of the relevant legislation, using 
terminology such as fairness, natural justice, respect and safety. Analysis identifies implicit aims to be 
associated with cultural change, protecting the employment relationship, aiding creative problem solving, 
managing risk, enabling performance and addressing the psychological well being of employees.  

Additionally, all interviewees expressed an awareness of poor outcomes and distressing experiences 
during the resolution process for many of the affected individual employees. Interviewee EOP1 had multiple 
concerns about the effectiveness of her grievance resolution system to deliver a just outcome and to use a fair 
process. In regard to how the system worked for the aggrieved she said: 

Step 1 
Verbal complaint to 
supervisor  

Step 4 
Written complaint to parent organisation 

Aggrieved employee’s steps 

Action 1 
Supervisor -acts to 
resolve complaint  

Organisation’s actions Range of outcomes 

Explains rationale for action 
No change to action 
Substitutes a new action 

Step 3 
Verbal complaint to 
leadership team 

Action 3a 
Leadership team 
Discusses matter 
Makes group decision  

Explains rationale for action 
No change to action 
Substitutes a new action 

Step 2 
Verbal complaint to 
management team 

Action 2 
Management team  
Discusses matter 
Makes group decision  

Explains rationale for action 
No change to action 
Substitutes a new action 
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I suspect… people think twice about going to a formal grievance because of the risk of maybe their 

careers not being successful after that….(P)eople self-select themselves out from that rather… than be labeled a 

troublemaker  
Interviewee AOP3 also identified the potential negative outcomes for the aggrieved party at Asset – 

Org, putting her analysis succinctly:  
(T)hey just feel for what they get at the end of it, it’s not worth what they went through. 
At Construct – Org, interviewee COP4 was particularly anxious that the decision-making rubric of 

‘best for project’ often meant that final decisions about grievances were made very quickly by managers without 
full regard to the potential personal and professional damage to the aggrieved or the alleged perpetrator.  

Analysis of key documents and interview transcripts revealed discrepancies between the espoused 
intentions of the organisations and the real impact of the grievance resolution practices. In order to gain some 
insight into the reasons for this discrepancy we revisit the three key propositions raised in the earlier part of this 
article. This is particularly to shed some light on the power of these contemporary explanatory theories to assist 
in understanding the choices made by organisations.  

 
Proposition 1: The organisation’s concern for productivity leads to the establishment of an efficacious 

grievance resolution system.  
This proposition is supported by each organisations’ acknowledgement, either directly or indirectly, 

that the process of grievance resolution was linked to productivity. This link is exposed in texts and interviews 
as regard for the current working environment and as attention to reputation. Operationally this concern is 
expressed in three ways; either as a strategy for attracting and retaining employees, a strategy for managing 
inappropriate behaviour or as directives to preserve existing working arrangements. Each organisation relied on 
different mechanisms within the grievance resolution system to achieve these general intentions to protect or 
improve productivity. Avoiding disruption to work was a concern for Edu – Org; all policy and promotional 
texts stated that during the resolution process work shall continue according to custom and practice. 
Maintaining normal operations was also a concern for Asset – Org, albeit via a different route, through a focus 
on preserving the employment relationship and minimising damage. Asset – Org’s approach also links 
productivity with human resource strategies such as attracting and retaining employees. Interviewee AOP3 
described Asset – Org’s expectations of the grievance resolution system as: 

(T)o resolve the issue as soon as possible so it doesn’t impact on productivity, the environment of the 

workplace, others in the workplace. And also too, to make sure that we can manage these things in-house. And 
just looking after (individuals) and also caring for the psychological and, or the well being of staff full stop. As 
in the psychological, emotional and so on of the parties in the process. They really are the key things that our 
Chief Executive, and this organisation, cares about.  

A different approach was adopted by Construct – Org, grievance resolution was leveraged as a 
mechanism for enhancing the working environment through enabling performance. Construct – Org explicitly 
stated in its texts that they had a No Blame approach to mistakes, errors and complaints, specifically to 
encourage these matters to be brought forward.  

The success…of this project…hinges on its ability to create and maintain an enabling environment. 
This environment must address both the physical and emotional needs of the project team, so that this high level 
of performance can be developed and sustained. This project…is based on a collective responsibility in a no-
blame environment.  

Construct – Org’s strong link between grievances with productivity was partly due to the nature of the 
industry, in which every work stoppage hour is logged and accounted for. However a more sophisticated 
understanding of the potentially complex role of grievances as a mediator between performance and 
productivity was described by interviewee COP4. Conflict, in the form of critiques and errors, was seen by 
interviewee COP4 as an opportunity for creative problem solving. It was this understanding that motivated 
interviewee COP4 to seek an external review, through this research, including identification of opportunities to 
enhance the effectiveness of the existing grievance resolution system.  

Despite the obvious connection between grievances and safety, only Edu-Org expressed this directly. 
This was a verbal reference by interviewee EOP2 to the Victorian OH&S legislation that mandates a grievance 
resolution policy, leading to the suggestion from interviewee EOP2 that Edu-Org was committed to an 
equitable, safe and fair workplace. Analysis of Edu-Org texts and evidence from the interviewees revealed that 
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beyond this statement the grievance resolution system creates no authority for employees or managers to 
respond to indirect safety concerns 

Each case indicated that they were motivated by a concern for their reputation. However both Asset- 
Org and Construct –Org dealt with this concern by taking a positive approach, such referring to the legacy they 
left in the community. On the other hand, Edu-Org took an aggressively protective approach to reputation 
management. Described by interviewee EOP1 as having a blame culture, Edu –Org appeared so afraid of public 
scrutiny that it worked on verbal grievances to avoid them being recorded. She said: 

(T)here was an expectation (by the senior managers) that the (organisation) would never be blamed 
itself, so no matter what happened the (organisation) wasn’t going to take responsibility for any behaviour. … 

and you have a culture where people are blamed individually. (T)he (organisation) probably fears being named, 
complained (about), as having not meeting a standard,… getting a black mark (publicly) and so there is this 

feeling that you’ve got to immediately work to not allow it to become a real grievance.  
However, if the correlation between productivity and grievances was considered to have a significant 

operational effect, an evaluation of the effectiveness of the grievance resolution system would be conducted. 
Despite acknowledging unintended outcomes for the aggrieved employee, none of the cases examined strategies 
for measuring or testing the efficacy of their grievance resolution system. Issues raised were not examined 
systemically. Only Asset - Org was progressing towards operationalising the theoretical link between 
productivity and grievances but had not yet devised the measures that might achieve this. 

 
Proposition 1a: Formal institutions, social norms and shared meanings are factors that influence 

organisations’ choices in practices and policies for their grievance resolution system.  
This proposition is broadly supported by the case studies. All of these organisations were concerned 

about their public reputation, compliance with regulations, and demonstrating their capacity to resolve 
grievances internally. Each of the organisations considered that their grievance resolution system enhanced their 
legitimacy, albeit through different routes.  

The characteristics of Edu – Org’s grievance resolution system reveal the dominance of the regulatory 
approach with some elements that suggest cognizance of normative aspects of institutional theory also evident. 
Edu – Org did not want to be exposed to legal action, leading to a concentration on being seen to be compliant 
with minimal effort directed to the substance of the system. Before a grievance became formal, interviewee 
EOP1 suggests that the highest priority is to protect the organisation from adverse public scrutiny. The focus on 
reputation protection was re-stated as ensuring that the process would stand up to external review. EOP1 said: 

(The organisation) wants a case to be well handled of course, but so that, if it’s investigated, (and) there 

(is) a thorough look at it,… they would not want the (organisation) to be found wanting.  
Edu – Org documents proclaim a zero tolerance attitude to bullying behaviours. This may arise from an 

assumption of unmitigated individual responsibility which leads to blaming for willfulness or labels of deviance. 
If this is the underlying rationale then compliance with regulatory requirements is considered sufficient to 
manage grievances. However the emphasis on organisational reputation that pervades all analyzed texts also 
gives some flexibility; the need to be seen to comply extends to being seen to comply with social norms. The 
critical importance of protecting organisational identity creates a vulnerability to public scrutiny and stakeholder 
disapproval. Thus the strongly regulative approach adopted by Edu –Org is tempered by the demands of 
normative institutionalism. Protecting the organisations reputation, by taking a risk averse approach, was 
identified as a significant motivating factor by interviewee EOP1: 

I think it’s just that organisations become so risk-averse that you just have to say the word ‘risk’ to a 

senior executive and they just say, ‘What do we have to do to stop that?’ 
Asset – Org demonstrates the influence of social norms leading to the development of a new grievance 

resolution system. The system was identified as an element of a wider cultural change program, adjusting the 
organisation to its new demographic profile. The organisation was primarily interested in meeting external non-
regulatory requirements, such as achieving Employer of Choice status. These efforts were motivated by a need 
to assure the market of its corporate citizenship reputation rather than to attract employees. An emphasis on 
safety and the well-being of employees was incorporated into the design of the system and acknowledged in the 
deficit by interviewee AOP3. By admission, Asset – Org is slow to activate its grievance resolution system 
when a concern is raised. A formal rights based process was only initiated at the point when the matter was 
likely to impact on the organisations reputation, either internally or externally. Despite this focus on alignment 
with socially acceptable behaviors, Asset – Org also ensured the system closely met regulatory requirements and 
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would withstand a court challenge. This is because Asset – Org’s liability for an employee’s unfair actions 

would be mitigated because they implemented the Victorian EEO Commission’s training scheme. This case 
reveals a strong emphasis on enhancing the organisations identity within its community primarily through a 
normative approach with some aspects of the regulative form of institutionalism. 

Grievance resolution in Construct – Org demonstrates characteristics consistent with a cognitive 
approach to institutionalism. Management believed that consistency with the workforces’ common frames of 
reference was crucial this led to the iterative development of a Cultural Management Plan, with the participation 
of the entire workforce. The grievance resolution process evolved informally from the Cultural Management 
Plan. Key features of this unwritten process are demonstrably consistent with the workforces’ modis operandi; 

the easy access and quick fix approach reflects the everyday problem solving and decision-making methods. It’s 

No Blame approach to errors, and emphasis on listening and understanding as the first component of 
grievance resolution, adopts a creative conflict stance. Finally, the parent organisations’ interest in the nature of 

issues raised with an expectation that operating policies and practices would be adjusted accordingly complete 
the configuration of features associated with a cognitive approach to institutionalism. 
 

Proposition 1b: The organisation’s concern for productivity leads the organisation to adopt a systematic 

approach to grievance resolution rather than an ad hoc approach. 
This proposition is partially supported. In fact, only Asset – Org explicitly mentioned an interest in 

developing a systemic approach to managing grievances. Asset - Org kept records of grievances, albeit records 
designed to protect individual confidentiality and privacy and which did not record the issues. A number of 
factors suggest Asset – Org is inclined to operate from a resource based view the organisation. It’s location in a 

highly desirable industry may contribute to Asset – Org’s low turnover, also creating a stable workforce. The 
pay and status differentials between employment levels are relatively small, minimising the motivation for 
political maneuvering. A concern about the well-being of the organisation, including their employees, was a key 
consideration for building and effective grievance resolution system. Responses to inefficiencies such as unfair 
behaviours include capability training, which is offered widely to employees, and the promotion of 
organisational values statements. In line with a resource based view of the organisation, Asset – Org aimed to 
develop an efficient and effective grievance resolution system through a systemic approach. 

Construct – Org also claimed to be concerned about the well being of the employees. Like Asset – Org, 
this organisation was heavily reliant on teams to operate cohesively and to problem solve quickly and 
effectively at the front line. Considerable management effort was focused on creating a culture that maximised 
productivity and minimised inefficiencies. The complexity of the methods of production implies that a resource 
based view of the organisation would underpin management practices. However, possibly due to the 
configuration of temporary tripartite arrangements between the three parent organisations, the grievance 
resolution processes in operation in Construct – Org was designed and implemented on an ad hoc basis. This 
suggests that structural aspects of the organisation may independently influence the actual operation of the 
grievance resolution system.  

As for Edu – Org, although the overarching design appeared to be systemic, an ad hoc approach was 
taken in their actual dealings with grievances. According to the senior informant EOP1, risk avoidance 
behaviours dominate senior management decision-making. The complex organisational structure gives 
opportunities for coalitions and alliances to dominant organisational activities, despite the preponderance of 
externally determined targets. These characteristics suggest management practices in Edu – Org most closely 
resembles the framework described by behavioural theory.  
 

Concluding remarks 
 
Inductive case study research is by its nature limited in is capacity for generalizability. However, the analysis 
has revealed some interesting theoretical connections. All three cases revealed unintended poor outcomes for the 
aggrieved. Unintended consequences can act to reinforce feelings of unfairness. There is evidence to suggest 
that third parties in the workplace are also impacted by unfairness and therefore will be affected by being 
exposed to inadequacies in grievance resolution systems. The power of institutionalism and theories of the firm 
to explain the choices made by organisations may be useful in assisting organisations to develop evaluation 
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mechanisms. Importantly a more complete understanding may provide some useful suggestions as to how to 
adjust the systems to make them more efficacious.  

Our understanding how and why justice systems in organisations operate is limited by the scarcity of 
empirical research. This inductive qualitative research points to possible further research that explores 
organisational characteristics, grievance resolution systems characteristics and justice values, expectations and 
judgments. Further research would be most useful using a range of methods to view the problems from varying 
perspectives. 
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Abstract 
 
Fierce competition in the era of globalization requires firms to develop collaborative capabilities for creating 
competitive advantage which brings benefits to all participating members. Most of previous research has shown the 
role of power and trust for creating mutual competitive advantage in interfirm relationships. However, there is little 
attention paid to the influence of power in the creation and appropriation of values in a supply chain. As a 
cooperative strategy, supply chain collaboration facilitates chain members to pool their capabilities to create value 
for customers as well as to retain value for themselves. Very often chain members exercise power in an opportunistic 
way to appropriate value for themselves rather than creating better value for customers and other stakeholders. This 
situation prevents chain members from building trust towards one another and discourages them to work for value 
creation. In this paper, we explore the roles of power and trust in supply chain collaboration from the perspective of 
network and economic theories. The methodology used in this study is to synthesize the concepts from existing 
literature with those developed by us to propose a new conceptual framework. This proposed framework will be 
based on a theoretical approach which acknowledges the interplay between power and trust in the process of value 
creation and appropriation. We also consider the imbalance of power among the participants in the interaction of 
interaction mechanisms. Propositions are drawn from the conceptual model to explain the interplay between power, 
trust, interaction mechanisms, value creation, and value appropriation in collaborative relationships. 
 
Keywords: collaboration, trust, power, value creation, value appropriation, supply chain management 

 
Introduction 
 
The globalization of markets offers new opportunities for independent firms in a supply chain network to reach 
common consumers. At the same time, globalization exposes sophisticated customer behaviours and increases 
competition among firms with pressure to deliver increasing levels of service at lower costs. This trend compels 
an independent firm to shift its focus from single firm capability to inter firm capability to improve the 
efficiency and performance of supply chains under decentralized operations. A supply chain network is 
composed of independent actors who attempt to achieve individual objectives. It is often that the decisions taken 
by an actor affect the performance of the other participants in the network (Munson et al., 1999). These typical 
interactions among independent firms require coordination and alignment of their decision making processes 
(Lambert et al., 1999).  

Participating members who combine their heterogeneous competencies seek to create collaborative 
advantages which benefit all members in the long run (Dyer and Singh, 1998). Entering into a collaborative 
relationship is often radical and can lead to a new leadership with different directions and capabilities. The 
companies that establish themselves as dominant players in a supply chain network will often have strong 
influences on others to streamline supply chain operations that can deliver excellent customer service levels. 
They also have flexibility to standardize value added processes with lower costs and higher responsiveness. 
Testimonies from previous studies have shown the success of this new supply chain leadership of dominant 
players including Dell, HP, Zara, and Wal-Mart to create a sustainable supply chain performance.  

Supply chain leadership of companies in initiating collaborative improvements with their customers 
and suppliers has become the key to competitive success. Different terms have been given to this proactive 
ability of collaboration such as channel captain (Little, 1970; Munson et al., 1999), channel stewardship 
(Rangan and Bell, 2006), and supply chain leader (Hickey, 2006). Supply chain leadership is not akin to 
traditional power exercised by imposing other members to adopt the dominant player’s agenda. In the traditional 

notion of power, a powerful actor uses bargaining power to extract concessions from weaker partners.  
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Although dominant players do not follow any fair principles when dealing with other members of their 
supply chains, the use of power by communicating in a non-threatening way can influence others to jointly 
pursue mutual benefits (Kasulis and Spekman, 1980; Rangan and Bell, 2006). The supply chain leader attempts 
to establish a more balanced relationship in which neither party is highly dependent on the other. Power 
balancing makes other participants feel less vulnerable and allow them to be more innovative. Power exercise is 
not just important to set common agendas and content of collaboration but also to gain commitments to address 
impediments faced by the chain members from attaining value creation. Commitments to restructure interfirm 
operations and combine resources and capabilities serve as a foundation for value creation (Dyer and Singh, 
1998; Foss, 1999). Value creation refers to the realized value in terms of reduced costs, increased revenues, or 
reduced risks through collaborative relationships.  

In addition to value creation, the chain members are also concerned with value appropriation which 
permits them to capture economic benefits of collaboration (Jap, 2001). Value appropriation refers to the actual 
benefits captured by each of the participating members. As the chain members have different interests 
concerning specific terms of agreements and expectations in value creation and value appropriation, trust 
between participating members is essential for the development of enduring collaboration in the situation of 
power imbalance (Dwyer et al., 1987; Kasulis and Spekman, 1980). It is often that dominant actors make 
decisions that can be detrimental to other members (Munson et al., 1999). In the absence of trust, the use of 
power raises the question of whether weaker members in a chain are pushed either to act against their own 
interests or to achieve the goal of the more powerful member. Interdependency between the chain members 
makes it possible for the injured parties to fight back. When trust exists, the chain members make mutual 
influence attempts to deal with differences in value creation and value appropriation which benefit all members.  

Extant literature shows that power and trust serve as a basis for collaboration to share certain 
productive behaviours in a supply chain (Handfield and Bechtel, 2004). Studies in marketing literature and 
supply chain management mainly relate power and trust to conflict or satisfaction (Benton and Maloni, 2005; 
Cannon and Perreault, 1999; Young and Wilkinson, 1989). However, the integral role of trust and power in 
relation to value creation and appropriation appears to be ignored as a research focus. Some studies view the 
word of power associated with coercion that negatively affects collaboration (Gaski, 1984; Kumar, 1996). 
Kumar (1996) views power as antithesis of trust in the process of value creation. Handfield and Bechtel (2002) 
found that even with lack of control, trust building could improve supply chain responsiveness.  

Other studies identify that trust and power coexist to ensure a collaborative relationship (Dapiran and 
Hogarth-Scott, 2003). Ireland and Webb (2007) argue that the chain members should manage trust and power to 
create cultural competitiveness which facilitates them to realize efficiency and effectiveness. Ke and Wei (2007) 
assert that trust moderates the relationship between power and collaboration characterized by information 
sharing and know-how learning. On the other extreme, research on power regime treats power as the most 
important means to appropriate value from weaker parties (Cox, 1999, 2001; Cox et al., 2001). Hingley (2005) 
states that power should be central consideration when the chain members enter into business relationships. 
According to Munson et al. (1999), the effectiveness of a supply chain depends on the use and abuse of power 
by dominant members. Similarly, Maloni and Benton (2000) found that supply chain integration efforts were 
driven by the issues of power. Crook and Combs (2007) argue that bargaining power plays a key role in 
exploiting value appropriation resulting from collaboration.  

This paper addresses the collaborative context in which power and trust play a key role for building 
integration mechanisms for participants to create and distribute value. The role of power and trust has not been 
studied explicitly within the supply chain management literature relating to value creation and value 
appropriation. It is therefore important to develop a theoretical framework for studying power and trust in 
supply chain collaboration. A research question is formulated in the following way: how does the role of power 
and trust facilitate the functioning of collaboration to realize value creation and value appropriation between 
participants? This conceptual paper brings together both network theory for explaining power and trust factors 
and economic theory for understanding value creation and value appropriation. It is postulated that power and 
trust between actors facilitate integration mechanisms to obtain an economically useful relationship of value 
creation and appropriation. Integration mechanisms refer to repeatable patterns of coordination of economic and 
resource exchanges between participating members which include performance accountability, information 
sharing, collaborative decision making, integrated process capability, and incentive alignment. The basic 
premise of this paper is that if one draws from network and economic perspectives, one can generate a new 
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understanding that power and trust are two important factors for the chain members to pursue value creation and 
value appropriation. It would also enable us to assess the performance of collaboration.  

This article is organized as follows. In the next section of the paper, a conceptual model is proposed for 
studying power and trust in collaboration drawing from network theory and the economic theory. The final 
section of the paper concludes the arguments with implications for research and practice.  
 
Conceptual model 
This paper proposes a conceptual framework of the structure of supply chain collaboration from the lens of 
network and economic theories as shown in Figure 1. Network theory explains that trust and power are two 
determinant factors that allow parties to interact with each other to develop and capitalize network resources that 
lead to the creation of value. Economic theory focuses on the alignment of interaction mechanisms to achieve 
both value creation and appropriation. This model allows the development of propositions that explain relational 
factors of trust and power to exert influences over the alignment of interaction mechanisms that promote the 
degree of value creation and appropriation. 
 

 
FIG 1. Schematic overview of key constructs relevant to supply chain collaboration 

 
Power and trust in collaboration 
 
Supply chain collaboration is an active strategy for developing network capabilities that provide superior rents 
for all members. Following Das and Teng (1999) and Hardy et al. (2000), trust and power are parallel concepts 
in generating confidence between partners as they pursue mutually compatible interest for value creation and 
appropriation. Trust acts as lubricant for the relationship to evolve, whereas power is the influence advantage 
that moves the relationship to create more value.  

Linking cooperative norms to trust. Cooperative norms and trust have emerged as critical factors that 
affect success of collaboration. Cooperative norms can be seen as the source of interfirm trust. Interfirm trust is 
created in the process of meaningful communication between partners based on cooperative norms. Cooperative 
norms arises from interactions that exist prior and during the collaborative arrangements (Cai and Yang, 2008). 
Interfirm trust is an intrinsic factor to consider when parties involve in a collaboration to develop relational 
interaction mechanisms that facilitates the capacity of value creation.  

Cooperative norms represent the shared beliefs and expectations participating members have about 
behaviours when they work together to achieve mutual and individual goals jointly (Baker et al., 1999; Cai and 
Yang, 2008; Cannon and Perreault, 1999). This definition implies that cooperative norms are based on the 
expectations of mutual interest to behave in appropriate behaviour through the sense of collectivity that they 
must work together to be successful. A focus on working jointly also includes partners' willingness to cooperate 
and their expectations of how they will cooperate.  
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Cooperative norms intersect with the relational norms proposed by Macneil (1980) including solidarity and 
flexibility in response to changing conditions. When the parties are concerned about values specific to the 
relationship, Dwyer et al. (1987) assert that operational perspective of cooperative norms comprises flexibility, 
mutuality, and solidarity. Flexibility refers to the willingness to make adaptations to changes in the environment 
and good-faith modifications if needed. Mutuality implies the requirement of positive outcomes from the 
relationship for all parties. Solidarity refers to expectations of maintaining a successful relationship. It is rational 
for the parties to follow the norms since they coincide with the self interest of the parties. Cooperative norms 
also promote problem solving and help to protect individual partners from unilateral exploitation (Axelrod, 
1986). The self-enforcing norms occur when parties have little incentive to violate the norms. In this situation, 
the role of sanctions is reduced because the failure to follow the norms immediately produces its own penalty 
(Axelrod, 1986).  

The development of cooperative norms fosters interfirm trust over time as parties mutually demonstrate 
their trustworthiness by sharing a common ground of values, attitudes, and interests and building a shared 
understanding that partners will act upon these norms (Macneil, 1980). Interfirm trust exists when one party has 
confidence in its partner’s reliability and integrity (Morgan and Hunt, 1994). The adherence to cooperative 
norms reflects that partners engage in responsible actions. The existence of cooperative norms also provides 
partners to make inferences about other’s goodwill intention (Macneil, 1980). Similarly, Dwyer et al. (1987) 
state that certain level of trust has to be present prior to forming a relationship. In addition, Morgan and Hunt 
(1994) argue shared values between partners are antecedent to trust in the relationship. These arguments suggest 
that perceived cooperative norms would influence trust between partners leading to our first proposition. 
 
Proposition 1: Cooperative norms interact positively to promote trust. 
 
Linking power asymmetry to influence strategies. Power asymmetry is characterized by the relationship in 
which one channel member is more powerful than another (Kasulis and Spekman, 1980). Differences in 
functions, linkages, and relative positions in the network instigate the presence of power asymmetry because the 
chain members have unique capabilities that enable them to generate competitive advantage (Barney, 1991). 
The possessions of heterogeneous capabilities in the network trigger power advantage toward one another (Foss, 
1999; Frazier and Rody, 1991). Power asymmetry between independent and powerful chain members 
constitutes a major source in finding solutions that impact the process and final outcome of collaboration 
(Heide, 1994).  

Power is defined as the ability of one chain member to influence decisions and actions of another 
member in the supply chain (Gaski, 1984). Grossman and Hart (1986) shared this definition of power as the 
ability to exercise decision control as the benefit of vertical integration. Emerson (1962) theorized that power is 
related to dependence asymmetry on another. Dependence asymmetry may be assessed in terms of a partner’s 

access to available want-satisfying alternatives and the costs of those alternatives (Anderson and Narus, 1984). 
Power to one party is related directly to the other party’s dependence on the critical resource and its use to 
achieve desired outcomes (Pfeffer and Salancik, 1978). Power is used through influence strategies which are 
frequently exercised via communication tactics with partners (Mohr and Nevin, 1990). The types of influence 
strategies may vary across the range of power asymmetry between the chain members (Frazier and Summers, 
1984). For example, collaboration commonly materializes when the dominant player uses value chain 
performance to accrue the benefits from collaboration. Even when other chain members do not foresee the 
immediate benefits to cooperation, the dominant player may influence others to coordinate by manipulation of 
incentives. The ability to influence is a bilateral communication that enables all members to contribute to the 
success of collaboration based on their power advantages. Higher power asymmetry means higher differences in 
knowledge about the actions to perform that enable the higher power party to exert influence strategies more 
effectively (Frazier and Summers, 1984). From this viewpoint one may say that parties in power asymmetry are 
more likely to exercise their available power to achieve specific objectives (McAlister et al., 1986). Thus, we 
propose 
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Proposition 2:  Higher level of power asymmetry increases the use of influence strategies.  
 
Power asymmetry and cooperative norms. Each network has a set of norms that are shared among members 
that permit them to cooperate with one another (Gulati, 1994). It is important to put boundaries on network 
membership. If a party can enter and exit at will and it is not clear who the member is then the individuals will 
have less incentive to worry about their reputation (Axelrod, 1984; Gouldner, 1960). Informal linkages in the 
network often consist of interorganizational arrangements that allow the chain members to handle environmental 
uncertainty and interorganizational dependence (Pfeffer and Salancik, 1978). The participants may only agree to 
enter such informal linkages when they expect that support and cooperation from each other are available. 
Cooperative norms or the expectation of parties to cooperate is a prerequisite to the development of informal 
linkages. The presence of such norms indicates that the partners are expected to adhere to the ground rules such 
as standards, values, and principles for successful collaboration (Dwyer et al., 1987). Cooperative norms can 
frequently reflect the ability of the chain members to increase dependence on one another. On the other hand, 
coalitions in the network with power asymmetry alter their structures and patterns of behaviours to acquire and 
maintain needed external resources (Pfeffer and Salancik, 1978). The members will seek to reduce uncertainty 
and manage dependency by purposely structuring their exchange relationships by means of formal or informal 
linkages with other organizations (Heide and John 1992). In this sense, dependence between parties may 
motivate them to develop cooperative norms. Resource dependence theory implies that power asymmetry as the 
key antecedent variable motivating cooperative norms (Heide, 1994). A harmonious network climate can be 
readily maintained under the condition that channel power asymmetry is significant (Stern and Reve, 1980). The 
identification of dependence suggests that chain members will break down norms of isolation and sacrifice some 
of the autonomy they value so highly in order to reap the potential benefits of greater collaboration. The chain 
members may expect that others will not behave opportunistically to damage the existing relationship as the 
member who violates cooperative norms would have to pay for it with relatively more severe consequences. 
Therefore, power asymmetry stimulates the formation of harmonious network climate and at the same time 
influenced by cooperative norms to manage dependence. The proposition formed on the basis of this argument 
would be: 
 
Proposition 3: Power asymmetry and cooperative norms have a reciprocal positive effect on one another.  
 
Interaction mechanisms 
 
Previous literature has conceptualized how partners in collaboration learn by producing sets of interaction 
mechanisms to allow them to perform effectively by aligning individual objectives with a chain wide objective 
and by coordinating tasks  (Dyer et al., 2001; Grandori and Soda, 1995; Grönroos, 2004; Zaheer and 

Venkatraman, 1995). A set of interaction mechanisms is defined as repeatable patterns of coordination for 
facilitating economic and resource exchanges between the chain members. Interaction mechanisms can be 
viewed as a means to activate the ex ante relational governance to synchronize behaviours of the chain members 
for the purpose of maximizing value that are not achievable to each individual in isolation (Dyer et al., 2001; 
Heide and John, 1990). The forms of interaction mechanisms reflect important quality of specific adaptations to 
the capabilities of the relationship to shape joint behaviours and shared expectations (Grandori and Soda, 1995; 
Gulati, 1994). 

There are a number of reasons that interaction mechanisms are important to leverage the boundary 
activities between partners. First, interaction mechanisms represent resource commitments of the members and 
ensure the efficient use of invested network resources (Dyer et al., 2001; Gulati et al., 1998). When the chain 
members share reciprocal inputs, interaction mechanisms become embedded in routines that enable them to 
build capabilities to effectively deploy resources. Second, interaction mechanisms facilitate knowledge transfer 
to gain experience through participative learning (Gulati and Gargiulo, 1999). Working with other partner 
through information sharing, for example, encourages a productive level of debate, challenge, and conflict, has 
the potential to gain experience used to leverage maximum gains from collaboration. Third, value creation is the 
result of the interaction and integration between all chain members. Interaction mechanisms thus help increase 
the capacity of coordination between partners to create seamless supply chain processes in delivering products 
and services to end customers (Lee et al., 1997).  
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Different forms of interaction occur between the chain members. Literature on supply chain 
management identifies some prevailing forms of interaction mechanisms (e.g., Fisher, 1997; Lee et al., 1997; 
Simatupang and Sridharan, 2005). For example, Lee et al. (1997) suggest information sharing, channel 
alignment, and operational efficiency as forms of interaction mechanisms. Additionally, Mohr and Spekman 
(1994) assert that interaction mechanisms include commitment, information sharing, and conflict resolution. The 
set of six connectors shown in Table 1 reflects key characteristics of interaction mechanisms that emerge from a 
review of network and economic theories. These connectors serve as guidelines to derive a set of interaction 
mechanisms which generally consists of five routines: performance accountability, information sharing, 
collaborative decision making, integrated process capability, and incentive alignments.  

 
TABLE 1. DIFFERENT FORMS OF INTERACTIONS MECHANISMS BASED ON NETWORK AND ECONOMIC 

THEORIES 
Theoretical 
lens: 

Performance 
Accountability: 

Information 
Sharing: 

Collaborative 
Decision 
Making: 

Integrated 
Process 
Capability: 

Incentive 
Alignment: 

Network theory  
Campbell 
(1985) 

Interaction 
atmosphere 

Information 
exchange 

Conflict 
resolution, 
Personnel 
contact patterns  

Adaptations Adaptations 

Möller and 

Halinen (2000) 
Relationship 
outcomes and 
phases of 
relationships 

Information 
exchange 

Adaptation and 
investments 

Activity chains, 
resource ties 

Actor bonds 

Johanson and 
Mattsson 
(1987) 

Business 
exchange 

Information 
exchange 

Social exchange Adaptation 
processes 

Adaptation 
processes 

Economic 
theory 

 

Transaction 
Costs Theory 

Performance 
monitoring 

Information 
sharing 

Direct 
supervision 

Specific asset 
investments 

Incentive 
mechanisms 

Agency Theory Performance 
monitoring 

Information 
sharing 

Decision rights 
allocation 

Capability Incentive 
alignment 

Property Rights 
Theory 

Performance for 
value 
appropriation 

Information 
rights 

Decision rights  Assets 
ownership 

Incentives for 
value 
appropriation 

 
Network theory has been used to explain interaction mechanisms (Campbell, 1985; Möller and Halinen, 2000). 

Campbell (1985) identifies interaction mechanisms that consist of information exchange, conflict resolution, 
adaptations, personnel contact patterns, and interaction atmosphere. Möller and Halinen (2000) describe 

interaction processes and adaptations and investments in relationships as common elements studied in the 
network approach. Johanson and Mattsson (1987) identify exchange processes and adaptation processes as part 
of the interaction. Exchange processes include information exchange and conflict resolution methods. 
Adaptation processes include relationship-specific investments in areas such as technology, logistics, 
administration, financing, and knowledge. Economic theory gravitates to transaction costs theory, agency 
theory, and property rights theory (Kim and Mahoney, 2005). The transaction cost approach would suggest that 
interaction mechanism include monitoring capabilities and reward structure. Agent theory has also been 
compelling frame for depicting prevailing patterns of interactions and routines via performance monitoring, 
alternative incentive arrangements, and decision right allocation. Property rights theory revolves around 
ownership distribution.   

Supply chain collaboration that takes place between autonomous partners who voluntarily choose to 
participate is unlikely to happen without the existence of trust. Collaboration creates a situation of 
interdependence between partners to share resources, responsibilities, and rewards. Collaboration that evolves 
over time may promote greater trust as chain members experience to witness the benevolence, reliability, and 
competence of their partners (Das and Teng, 1998). Trust allows partners to use their power advantages to 
negotiate the development of effective modes of interaction mechanisms that create more value and the 
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possibility of improvement through experimentation (Anderson and Narus, 1990; Kasulis and Spekman, 1980; 
Morgan and Hunt, 1994). Trust is of fundamental concern when partners exert their power advantages to 
develop more integration of interaction mechanisms that are needed to make an adaptive response to the 
environmental changes. Hence, when there is a higher level of trust, the use of influence strategies increases the 
possibility of chain members aligning interaction mechanisms.  

Performance accountability is defined as a mechanism for the chain members to establish collaborative 
goals, define common agenda to achieve those goals, and monitor individual and collective performance in 
achieving those goals. Accountability for performance should be clearly assigned and understood by the chain 
members. These results and progress toward collaboration can be measured and shared with all chain members 
to provide feedback for decision making and link to compensation and rewards. However, collaborative 
performance measures can produce negative consequences to one part of the chain. One important challenge for 
the actors is to build-in flexibility of performance accountability. The use of influence strategies is critical to 
design and deploy effective performance system as they negotiate to share more balanced performance measures 
(Coff, 1999; McAlister et al., 1986). The acceptance of performance measures in the form of mutually 
accountable or a punitive one depends on interfirm trust between the chain members. The proposition formed on 
the basis of this argument would be: 
 
Proposition 4a: When there is a higher level of trust, the use of influence strategies increases the level of performance 
accountability.  
 
Another key of interaction mechanisms is the ability and willingness of the parties to share information which 
provides the glue for collaboration. Information sharing refers to the action of creating consistent flows of 
meaningful, accurate, and timely information with the exchange partner (Anderson and Narus, 1990). 
Information on customer requirements, forecasting, inventory, and replenishment schedules is vital to coordinate 
supply chain activities among partners (Lee et al., 1997). Unwillingness to share private information incurs 
unnecessary costs such as additional inventory costs to buffer uncertainty. However, asking exchange partners 
to share proprietary information is always a challenging task. Relative bargaining power serves a key role here 
to persuade and encourage partners to share information to achieve a more effective supply chain (Coff, 1999). 
Information sharing will only take place if trust exists in the relationships and the assurance that actors will 
effectively manage risks of leaking and investment (John, 1984). Sharing confidential information serves as a 
signal of good faith between the partners because they are willing to make themselves vulnerable. Therefore, 
influence strategies can be used to provoke confidential information sharing when the chain members show 
benevolent intentions and motives. Accordingly, we posit the following proposition: 
 
Proposition 4b:  When parties have high levels of trust, the use of influence strategies will result in more confidential 
information sharing. 
 
The existence of interdependence between partners requires integration of decision making process that 
improves value creation (Lee, 2001; Lee et al., 1997). Interdependence of work activities implies the chain 
members share key decisions across the supply chain that link planning and implementation. Consensus needs to 
be reached among the chain members before the action can be taken (Fisher, 1997). Collaborative decision 
making refers to a mechanism in which the chain members meet regularly to clarify problems, discuss various 
decision options, conduct joint problem-solving, and present and resolve conflicts. Working together as a team 
with an approach of collaborative decision making facilitates the chain members to better prepare and manage 
information required for making decisions about resource use. They also have an opportunity to choose from 
various alternative solutions by bringing a diversity of knowledge and expertise together.  

Since collaborative decision making can be costly in terms of time and resource, the chain members 
need to select key decisions and “decision makers” who have a stake in the outcome of the decision and the 
expertise to contribute to the solution. Involving key “decision makers” in collaborative decision making will 

increase the likelihood that the decision will be accepted. Roles, responsibilities, and decision rights allocation 
need to be carefully structured to include decision makers when their knowledge and expertise have real 
influence over the outcome of decisions. Whether a partner should be allocated full decision rights, for example, 
depends on the expertise and commitments to pursue mutual benefits.  
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The supply chain relies on sequential commercial relationships where each party is responsible towards its 
immediate customer regarding matching demand with supply fairly and efficiently (Fisher, 1997). The issue of 
responsibility is dependent upon the structure of authority as to the right to make decisions along the supply 
chain (Jensen and Meckling, 1976). To achieve better performance, roles and responsibility are often 
restructured, but without considering the allocation of decision rights the partners cannot take actions due to 
limited authority. Thus, working procedures and responsibility should be aligned with the allocation of decision 
rights. The allocation of decision rights does not simply transfer control from one to the other, it brings the 
bargaining among partners for creating effective decision making (Coff, 1999). Although the allocation of 
decision rights is part of interaction mechanisms, this process will not come about in an authentic form if the 
parties involved do not trust one another (Andaleeb, 1995). For instance, the retailers, who do not trust their 
suppliers to make decisions on the basis of mutual interest or do not have the expertise to make valuable 
contributions, will not share authority and responsibility of inventory management. Similarly, when there is low 
level of trust, the suppliers will be resentful to accept shifting responsibilities of inventory management from 
their retailers. As the partners trust one another, they might involve in negotiation to allocate decision rights and 
to make decisions collaboratively (Lee et al., 1997). Higher quality decisions are the goal of this collaborative 
decision making (Simatupang and Sridharan, 2005). Each partner is viewed as having valuable knowledge and 
insights to contribute to decisions and consequently is given actual influence over the outcome of decisions. 
Active exercise of power advantage does not only improve quality decisions, but also increases motivation and 
commitment on the part of partner. These arguments suggest that the use of influence strategies among partners 
who trust each other would affect the level of collaborative decision making. 
 
Proposition 4c: When there is a higher level of trust, the use of influence strategies will increase the level of 
collaborative decision making.  
 
The basic function of supply chain collaboration is to link interorganizational business processes that deliver 
value to end customers (Simchi-Levi et al., 2007; Stalk et al., 1992). Integrated process capability is defined as a 
mechanism to integrate the sequence of key business processes across the supply chain from product design to 
final delivery that adds value for customers and other stakeholders. Collaborating on the basis of managing key 
process linkages is a means to achieve competitive advantage (Stalk et al., 1992). The focus is on improving 
delivery performance and customer service by considering supply and demand parameters that result in reduced 
costs, lowered use of working capital, and better use of asset utilization (Handfield and Bechtel, 2002). Creation 
of value implies questions about different roles in the supply chain processes (Lee, 2001; Lee et al., 1997). 
Initiatives for improvements may suggest who will take over more roles in the supply chain process to minimize 
transaction and operational costs. The use of influence strategies often recommends changing roles that implies 
task assignment about who does what (Fisher, 1997; Hardy and Magrath, 1988). Therefore, we propose:  
 
Proposition 4d: When there is a higher level of trust, the use of influence strategies increase the level of integrated 
process capability.  
 
The chain partners who work on a specific portion of the whole supply chain often incur different cost structures 
(Simchi-Levi et al., 2007). Every member behaves in ways that maximize its own interest while delivering 
goods and services to end consumers. It is often that they act in ways that are not in the best interests of the 
supply chain. The challenge to the chain members is how to align individual interests with common interests to 
maximize mutual value. Incentive alignment refers to a mechanism to share risks, costs, and rewards for 
maximizing collaboration value while also maximizing their returns form the relationship (Narayanan and 
Raman, 2004; Simatupang and Sridharan, 2005). Incentive alignment permits the adoption of high powered 
incentive arrangements with an “eat what you kill” scheme to achieve interest alignment (Lee, 2004). A large 

proportion of created value is distributed to the partners for assuring the collegial group with a strong correlation 
between performance and compensation. Therefore, it should not surprise that incentive alignment is deemed 
most attractive in resolving interagency issues including free riders, moral hazard, and shirking.  Incentive 
alignment depends on the ability of the chain members to align independent goals of each individual participant 
and the monitoring ability of incentive schemes. The use of influence strategies is exercised to ensure that 
appropriate incentives for all individuals are designed to maximize collaboration value (Munson et al., 1999). 
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Since the chain members have different views of costs and ongoing incentives related to inventory level, service 
level, and responsiveness, they need to cooperate to identify root causes of differences and find substitute 
incentives for goal alignment (Narayanan and Raman, 2004). Furthermore, negotiation for incentive alignment 
should be transparent to all members that steps are taken to consider necessary circumstances and implications 
so that the risks, costs, and rewards of collaboration are distributed equitably across the network (Cohen et al., 
2007). This argument suggests that the use of influence strategies would improve the level of incentive 
alignment between the chain members. 
 
Proposition 4e: When there is a higher level of trust, the use of influence strategies will increases the level of incentive 
alignment. 
 
Conclusions 
 
We employ an integrative conceptual framework to understand roles of power and trust in supply chain 
collaboration. First, a framework that is grounded in established network and economic theories is developed. 
Through the integration of network and economic theories, we highlight a fine-grained understanding of power 
and trust in successful collaboration. Network theory is concerned with how to access and capitalize resource 
network that lead to superior value creation. Economic theory focuses on the alignment of interests, safeguard 
against opportunism, and dealing with bounded rationality when the chain members are coordinating the 
resource exchanges between their boundaries. Network theory is linked to economic theory which consists of 
transaction costs theory, agency theory, and property rights theory. Transaction costs theory suggests the chain 
members to consider transaction costs when they decide to combine resources and capabilities. Agency theory 
promotes incentives to influence the development and deployment of resources. Property rights theory allows 
the chain members to delineate property rights that make resources economically valuable.  

The conceptual model shows how trust and power interact and exert influence over the integration of 
interaction mechanisms as a means of determining value creation and appropriation as the outcomes of supply 
chain collaboration. Several propositions have been developed to address the relationship between different 
constructs in the model.  

This study has contributed to theory by clarifying the relationship between trust and power and the 
integration of interaction mechanisms, along with the relationship between interaction mechanisms and value 
creation and appropriation. These are important issues to be addressed and an understanding of them is likely to 
lead more effective and efficient supply chain management. For researchers, our theorizing should help clarify 
roles of power and trust in establishing the alignment of interaction mechanisms and the outcomes of 
collaboration in terms of value creation and value appropriation. For practitioners, understanding role of power 
and trust should assist them to negotiate and improve collaborative practices that enhance collaboration value. 
Lastly, future research of this study includes the development of some case studies for empirical evidence.  
 

1744



 

References 
 
[1] Aastrup, J., Grant, D.B. and Bjerre, M. (2007), “Value creation and category management through retailer-

supplier relationships”, The International Review of Retail, Distribution and Consumer Research, Vol. 17 
No. 5, pp. 523-41. 

[2] Andaleeb, S.S. (1995), “Dependence relations and the moderating role of trust: implications for behavioural 
intentions in marketing channels”, International Journal of Research in Marketing, Vol. 12 No. 2, pp. 157-
15. 

[3] Anderson, J.C. and Narus, J.A. (1984), “A model of the distributor’s perspective of distributor-manufacturer 
working relationships”, Journal of Marketing, Vol. 48 No. 4, pp. 62-74. 

[4] Anderson, J.C. and Narus, J.A. (1990), “A model of distributor firm and manufacturer firm working 
partnerships”, Journal of Marketing, Vol. 54 No. 1, pp. 42-58. 

[5] Axelrod, R. (1984), The Evolution of Cooperation, Basic Books, New York. 
[6] Baker, T.L., Simpson, P.M. and Siguaw, J.A. (1999), “The impact of suppliers’ perceptions of reseller 

market orientation on key relationship constructs”, Journal of the Academy of Marketing Science, Vol. 27 
No. 1, pp. 50-57.  

[7] Barney, J.B. (1991), “Firms resources and sustained competitive advantage”, Journal of Management, Vol. 
17 No. 1, pp. 99-120. 

[8] Benton, W.C. and Maloni, M. (2005), “The influence of power driven buyer/seller relationships on supply 

chain satisfaction”, Journal of Operations Management, Vol. 23 No. 1, pp. 1-22. 
[9] Cai, S. and Yang, Z. (2008), “Development of cooperative norms in the buyer-supplier relationship: the 

Chinese experience”, Journal of Supply Chain Management, Vol. 44 No. 1, pp. 55-70. 
[10] Campbell, N.C.G. (1985), “An interaction approach to organizational buying behaviour”, Journal of 

Business Research, Vol. 13 No. 1, pp. 35-48. 
[11] Cannon, J.P. and Perreault, W.D. (1999), “Buyer-seller relationships in business markets”, Journal of 

Marketing Research, Vol. 36 No. 4, pp. 439-460. 
[12] Coff, R.W. (1999), "When competitive advantage doesn't lead to performance: the resource-based view and 

stakeholder bargaining power", Organization Science, Vol. 10 No. 2, pp. 119-133. 
[13] Cohen, S.A., Kulp, S. and Randall, T. (2007), "Motivating supply chain behavior: the right incentives can 

make all the difference", Supply Chain Management Review, Vol. 11 No. 4, pp. 18-24. 
[14] Cox, A. (1999), “Power, value and supply chain management”, Supply Chain Management: An 

International Journal, Vol. 4 No. 4, pp. 167-75. 
[15] Cox, A. (2001), “Understanding buyer and supplier power: a framework for procurement and supply 

competence”, Journal of Supply Chain Management, Vol. 37, pp. 8–15. 
 
Contact authors full list of references 

1745



 

Sales Partner Management:  
A Process Oriented Network Approach 

 
Christian Stadlmann, christian.stadlmann@fh-steyr.at 

Sophie Wiesinger, sophie.wiesinger@fh-steyr.at 
Upper Austria University of Applied Sciences, Austria 

 
 

Abstract 
 
Sales partner relations are strategically important in international sales since they often represent a company’s only 
“voice” abroad. However, companies frequently do not manage their sales partner relation according to certain pro-
cedures. Moreover, there is little research about a process view on sales partner management and especially on sales 
partner search. Therefore, the authors developed a process for sales partner relationship management by considering 
aspects of life cycle approaches, sales agent management, human resource management and sales processes. Fur-
thermore, the benefits of social networks accompanying this process have been pointed out. In fact, it can be stated 
that the impact of a process and network approach to sales partner relationship management and specifically of the 
identification and selection should not be neglected. The authors suggest a further examination of the efficiency of the 
developed sales partner relationship process and a refinement of the network approach. 

Introduction 
In the field of sales management, research about sales partner relationships has recently become a core subject. 
Studies at the department of Global Sales Management have underlined the impact of sales partnersi, 
representing the most important link between B2B companies and their customers, on the success of B2B opera-
tions. Researchers regard the selection of reliable sales partners in foreign markets as one of the most difficult 
and challenging tasks (Nijssen et al. 1999) and expert interviews showed that finding sales partners usually hap-
pens accidentally (Struber, Buchberger, Gradl, 2008). Furthermore, companies most often do not apply a 
process or life cycle view to managing sales partner relationships. When searching a partner, companies mostly 
rely on recommendations and informal contacts (Nijssen et al. 1999, p. 143; “via personal contacts” 20.6%, “via 

employees” 13.1% and “via cooperation partners” 5.6%) and prefer to be contacted than to contact partners ac-
tively (Spitzbart 2008, p. 80). The reasons for the non-existence of a process or life-cycle model are diverse and 
among others: lack of time, lack of resources (Souchon and Diamantopoulos, 1996) and resistance to change 
(see also Spitzbart 2008) are mentioned.  

These findings point out the discrepancy between the undeniable impact of successful sales partners on 
the company’s performance and the rather undefined and unplanned process of managing sales partner relations. 
Since the impact of personal relations, social networks and recommendations in sales partner management 
should not be denied, this paper aims at firstly, presenting a life-cycle view of sales partner management, se-
condly, suggesting a process view of sales partner identification and selection and thirdly, at introducing a social 
network approach for facilitating sales partner management.   

The Relationship Process between Suppliers and their Sales Partners  
In Dannenberg’s and Zupancic’s (2006, p. 19) study, sales departments and sales forces of top-performing com-
panies were compared with medium and low-performing ones concerning different success factors. Among oth-
ers, they have highlighted clearly defined sales processes as the main drivers for success in sales. 

Nevertheless, Nijssen et al. (1999) have shown that only a few companies have formalized processes in 
sales partner management. The bigger a company is and the more internationally it operates, the more forma-
lized its processes are likely to be. The authors of this paper believe that a process view can improve sales part-
ner management. The relationship life cycle is suggested as an ample concept in understanding the relationship 
between distribution partners and their management by suppliers.  

The concept of relationship life cycles has been broadly examined and many researchers comprehen-
sively described relationship life cycles consisting of 3 to 5 stages. Iacobucci and Zerrillo (1997, p. 51) have 
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summarized the various approaches of researchers in three principal phases: an initial phase (“relationship de-
velopment”), a middle phase (“relationship maintenance”), and a terminal phase (“relationship dissolution”). 

Most of the approaches focus on the supplier-customer relationship. The relationship between suppliers and 
their sales partners however, differs notably from those with regular clients. Sales partners are a kind of “inter-
nal customer” on a superior level (Schmitz 2006, p. 32). Their impact on the success of the supplier is crucial. 
They are, for example, responsible for success in sales and marketing of their suppliers. Thus, the co-operation 
between suppliers and them is usually very intense. Moreover, in B2B-area, many suppliers operate exclusively 
with one single sales partner in clearly defined markets. Hence, the identification and selection of the right sales 
partner are key success factors for the entire relationship. Therefore, the life cycle approach of Waller (2004, p. 
95) can be considered as most appropriate for analyzing relationships with sales partners. He has principally 
built up his concept on the agency theory which examines the relationship whenever one party - the principal 
like the supplier - depends on another party - the agent or the sales partner - to undertake actions on the princip-
al’s behalf, e.g. stocking, marketing and selling of the supplier’s products to the regional target market (Bergen 

et al., 1992, p. 1). Besides the above mentioned 3 principal stages, Waller’s concept consists of a crucial first 

phase, i.e. the “evaluation and selection” phase. During this stage a customer assesses and selects a possible 

supplier. In this paper, the view is broadened by adding the phase of “identification” of the right partner, consist-
ing of “finding” and “evaluating” the potential partner. Both, the buyer, i.e. the possible sales partner, and the 
supplier assess each other in this stage, sometimes without having even direct contact to each other. Sometimes, 
one of the parties tries to convince the other to establish the relationship. This does not have to be initiated by 
the supplier himself, although this is regularly the case in B2B. In some businesses, trading companies want to 
become partners of very important and well known companies, like in the automotive or medical business and 
contact the suppliers first (Buchberger 2008, Struber 2008, Zehetner & Wiesinger 2008). 

Even in the concept of the product life cycle from which the relationship life cycle approach had been 
derived, many authors include this pre-stage before introducing the product onto the market (Gaubinger et al. 
2009, p. 306). Figure 1 illustrates the classical life cycle of cars used by the Mercedes-Benz Cars company 
(Thamm 2008, p. 5). The stage of the product origination can be compared with the identification and selection 
of the sales partner in the relationship life cycle.  

FIG. 1: THE PRODUCT LIFE CYCLE OF CARS (THAMM, 2008) 

This leads to the authors’ developed sales partner relationship process, consisting of four phases, i.e. 

the “identification and selection of sales partners”, “relationship development”, “relationship maintenance” and 

the “relationship dissolution”. This process view of sales partner’s management is an approach for understand-
ing the supplier-sales partner relationship and can be a practical guide for companies. Instructions how this 
process can be applied in business can be taken from the automotive industry in which car producers sell 
through a dense network of dealers, i.e. sales partners. They represent a field of business where new marketing 
and management approaches are developed, applied and proved. For example the company KTM Sportsmotor-
cycle AG (KTM) producing sport motor vehicles (like sport motorbikes, ATVs and sport cars) operates world-
wide with more than 1500 dealers. KTM develops and manages its dealers through the support of a dealer life 
cycle. After having accomplished market analysis KTM’s dealer life cycle starts and consists of 7 stages which 
principally represent the four by the authors proposed phases of the sales partner relationship process. In figure 
2 the upper part shows KTM’s dealer life cycle and examples of activities which must be accomplished in each 
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stage whereas the lower part of the graph represents the authors’ sales partner relationship process highlighting 
where it corresponds with the 7 stages of KTM’s dealer life cycle.  
 

FIG. 2: DEALER LIFE CYCLE OF KTM SPORTSMOTORCYCLE AG AND EXAMPLES OF ACTIVITIES 
ACCOMPLISHED IN EACH STAGE OF THE DEALER LIFE CYCLE AND THE CORRESPONDING SALES 

PARTNER RELATIONSHIP PROCESS (GÖHRING, 2009 ADAPTED BY THE AUTHORS) 

In the section that follows, the first phase of the sales partner relationship process is elaborated in detail. Then 
the four general stages are mapped onto structures of networks.  

The Sales Partner Identification and Selection Stage: A Process View 
Building up a relationship is something that appears as not being “process able” to many companies. Additional-
ly, limited time, resources and a lack of experience in selecting sales partners (Nijssen et al. 1999, p. 144).might 
be a reason for the above mentioned “spontaneity” of sales partner selection. From human resource manage-
ment, though, it can be seen that clearly defined processes in personnel identification and selection foster conti-
nuity (Haltmeyer and Lueger 2002, p. 412). In the field of sales management, many authors (Üstüner and Godes 

2006, p. 105; Müllner and Betz 2006, p. 7; Winkelmann 2008, p. 208) describe a detailed sales acquisition 

process. In the field of sales agent management, Novick (2000) presented a six-step-process for the selection of 
sales representatives, which was developed only for sales agents and not for sales partners in general. However, 
process steps like “define the ideal rep” or “find the best available rep” are suggested without adding informa-
tion about what “the ideal” or “the best” could mean or what the process of defining and finding could be. 

In reflection of the above mentioned literature, the authors suggest a procedural view, i.e. a sales part-
ners’ identification and selection process, even for the first stage of the sales partner relationship process, con-
taining the following stages (see FIG. 3):  

(1) Expectations, Tasks and Targets: The first step in the process has to be a clarification of the company’s 

expectations concerning the target market and the future sales partner (Spitzbart 2008, p. 26), where tasks 
and targets of a possible sales partner in the market have to be identified and mutually agreed upon. Also 
Haltmeyer and Lueger (2002, p. 412), from the human resource management point of view, underline the 
importance of a clear target and task definition in personnel selection.  

(2) Requirements Profile and Decisive Criteria: In the second step, a requirements profile and certain decisive 
criteria have to be determined (Abratt and Pitt 1989; Cavusgil et al. 1995, p. 300; Belz and Reinhold 1999). 
Authors like Yeoh and Calantone (1995) suggest the preparation of selection criteria lists for distributors, 
containing aspects like commitment level, financial strength, planning abilities or marketing skills (p. 44), 
which can be adapted to define a comprehensive sales partner profile and selection criteria.  
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FIG. 3. THE SPIS-PROCESS 

(3) Search: The next stage, the search itself, is characterized by a huge variety of research possibilities. How-
ever, it is not classic market research, which leads to satisfactory partners (Nijssen et al. 1999). In many 
companies, especially small and medium sized ones, the sales force is responsible for the search and selec-
tion of sales partners, whereas marketing departments are often non-existent or less focused on market re-
search. Furthermore, the breadth of search does not necessarily have a positive influence on the choice of 
successful partners and the depth of search even happened to negatively correlate with successful partner 
selection (ibd, p. 157). Nijssen et al. (1999) also pointed out that many markets characterized by a lack of 
reliable information require “informal resources and other companies with experience in these markets” as 

prime sources of information on potential partners (p. 156). This argument supports the impact of social 
networks as a valuable instrument during the search process.  

(4) Pre-Selection: According to Spitzbart (2008, p. 27) pre-selection takes place with the help of so called 
“knock-out criteria”. Since finding “ideal” sales partners is often extremely difficult, many potential sales 

partners do not “survive” this stage. A reassessment of the previously defined “essential criteria” or the 

chosen sales channel has to follow if none of the candidates surpasses this pre-selection. The success of the 
pre-selection stage is closely linked to the quality of stages 1-3.  

(5) Contact: Contacting a small number of potential sales partners is an important pre-stage of the actual eval-
uation. Hereby, an efficient social network can dramatically shorten the contact process by backing up the 
gathered knowledge from the first contacts with secondary information from the network.  

(6) Evaluation: In HR management (Haltmeyer and Lueger 2002, p. 450) as in sales partner management, the 
evaluation of potential candidates is a crucial element in the selection process. The profiles, which have 
been condensed in the contact stage, are to be evaluated and compared (Spitzbart 2008, p. 28). This evalua-
tion must be done with the help of all decisive criteria (see stage 2). 

(7) Selection: Results of the evaluation step represent the basis for the final selection, where many companies 
exclusively rely on their “gut feeling” (Spitzbart 2008, p. 28). Cavusgil et al. (1995, p. 299) underline the 
importance of developing a well elaborated selection process. The authors of this paper find that also in this 
stage, the “gut feeling” might be substantiated by solid information from other companies operating in the 
same market or sector. 

(8) Closing: Closing means arriving at an agreement with the sales company about the future partnership. 
Therefore, a climate of trust and transparency has to be created (Müllner and Betz 2006, p.8). In case of a 
positive “closing” the identification and selection process ends and leads to the next phases within the sales 

partner relationship process, i.e. the sales partner development. 

All the stages of the process are interlinked with each other and critical feedback has to be incorporated 
from later stages (like ”evaluation“) to the first ones (like ”expectations, tasks and targets“). The circular nature 
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of the process (see Figure 3) stands for the necessity of operationalizing continuous feedback during the process. 
Most feedback loops, however, can be leveraged by social networks, which deliver certain information in ad-
vance and therefore contribute to shortening the learning process.  

In contrast, the originally developed SPIS process (Stadlmann and Wiesinger, 2008) differs to this con-
cept. This research embeds the SPIS process in a larger context, i.e. in the sales partner relationship process. 
Hence, it also shorter and shows the transition to the next phase in the sales partner relationship process. How-
ever, further research is necessary to examine and specify the later phases of the developed relationship process. 

A Network Approach to Supplier–Sales Partner Relationships 
Many researchers have illustrated that studying and understanding relationships can sustain the success in sales 
management. For example Croby, Evans, and Cowles (1990) pointed out the link between sales opportunities 
and the quality of relationships (e.g. trust and satisfaction). Others have discussed the functions and characteris-
tics of business interactions, relationships and networks (Ritter and Gemünden 2004; Turnbull et al. 1996). This 

chapter supports the point of view that social networks are relevant throughout the entire sales partner relation-
ship process and can notably facilitate the management of the sales partners.  

The principal conceptual argument is taken from Iacobucci and Zerrillo (1997, p. 55) who have pro-
posed network methods as a useful tool in studying the dynamics of the relationship life cycle. They have devel-
oped a conceptualization where the relationship life cycle stages “development”, “maintenance” and “dissolu-
tion” of relationships, are embedded in a network-dyadic-network context. This research expands their concep-
tualization also to the “identification and selection” stage and applies it to the sales partner relationship process. 
Iacobucci and Zerrillo have pointed out that in the development and the dissolution stage networks are more 
important, whereas in the maintenance stage the focus of management should be on the dyadic relationship be-
tween the supplier and the customer. This dyadic view of Iacobucci and Zerrillo is substituted and the network 
approach is recurrent through the entire sales partner relationship process. Üstüner and Godes (2006, p. 102) 

have developed an approach showing that in distinct situations of the sales acquisition process different social 
networks are more useful and can help to produce better results. Thus, diverse social webs should be used for 
different tasks. The authors revert to this concept and believe that different social networks can be beneficial for 
the management of sales partners throughout the entire sales partner relationship process including the identifi-
cation and selection phase. In the supplier – sales partner relationship especially, the fact that social networks 
often pay off through indirect contacts has made it possible to extend the network approach to the first added 
phase in the sales partner relationship process.  

In the first phase, i.e. the identification and selection of sales partners, suppliers can build up social 
networks with other market participants and benefit from them. The research of Büchel and Raub (2002) on 

best-practice and opportunity-networks has shown that these kinds of social networks can foster success in sales 
management. The next chapters will discuss how these social networks can improve the sales partner identifica-
tion and selection phase.   

During the “relationship development” stage, the focal actors, i.e. the suppliers and their sales partners, 
can be seen also in a larger network context because they are exploring their closed co-operation by comparing 
it with weak ties to other actors (Iacobbucci and Zerrillo 1997, p. 55). They want to build up trust while assess-
ing the commitment, behavior and support of their partner. In some industries, like the medical sector, suppliers 
do not even offer a contract or the right of exclusivity to their sales partners (Rieder 2008, p. 91). As business 
players gain experience in working together and recognize the superiority of their co-operation, they usually 
strengthen their ties and their focus on each other (Iacobbucci and Zerrillo 1997, p. 55). Then, contacts with 
other potential partners lose importance. 

In the “relationship maintenance” phase the network switches from external potential sales partners to 
the internal network, i.e. to the sales partner network. The salesperson of the supplier has to build up and intensi-
fy relationships with people in the sales partner beyond his or her initial contacts, for instance with salespeople, 
marketing people and the planning and logistics department of the distribution partner (Üstüner and Godes 

2006, p. 107). However, the establishment of contacts with the sales partner’s customers is also a crucial success 

factor. It is needed for better understanding the market requirements, activities and strategies of the competition, 
for profoundly evaluating the performance of the sales partner and for getting hints for supporting the sales part-
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ners’ activities. Besides, contacts to the end customers limit the power of sales partners and reduce the strength 
of their broker role. Therefore, even in this stage social networks are crucial and a solely dyadic view of the re-
lationship can limit sales results of the suppliers.  

In the final phase, “relationship dissolution”, the co-operation does not seem as effective as a means of 
achieving organizational goals any longer. One or both parties may seek to dissolve the relationship and force 
each partner to re-enter networks with other potential business partners (Iacobbucci and Zerrillo 1997, p. 55). 
Sometimes suppliers consider their sales partner too small and (financially) weak to grow as expected. Then, 
relationships with other sales partners are built up or an independent sales subsidiary is established. In both cas-
es social networks with end customers and with further or alternative sales partners (also for the recruitment for 
one’s own local sales force) are important for maintaining and extending sales (Buchberger, 2008).   

This network-based view should help to make the best possible use of social networks. In the following 
chapter the benefits of social networks in the sales partner identification and selection process will be worked 
out and illustrated through reference to a new project in which the authors want to prove empirically these bene-
fits in the first phase of the sales partner relationship process (Stadlmann and Wiesinger, 2009). 

Process Benefits of Social Networks in the Sales Partner Identification and Selection 
Process 

The main suggestion of this chapter is that social networks with other market participants can accelerate the 
identification and selection of (international) sales partners (compare also Nijssen et al. 1999 and Cavusgil et al. 
1995). Hereby, the authors refer back to previous network research results especially to Büchel and Raub (2002) 

and Gemünden and Heydebreck (1994). The most important benefits of social networks in the sales partner 

identification and selection process can be the following: 

Additional information 
In order to identify sales partners one needs detailed information about possible prospects - especially in emerg-
ing markets, where information is sparse (Spitzbart 2008; Nijssen et. al. 1999; Gripsrud et al. 2006). Network 
partners with experience in the target markets can provide additional, reliable and more accurate data about 
strengths or weaknesses, the behavior and the specific needs of possible partners.  

Reevaluation of information and change of perspectives 
Reliable information is important when evaluating possible sales partners. Soft facts, like personal appearance 
and the style of communication often play a more important role for future partnerships than hard facts like fi-
nancial strength. In many companies the so called “gut feeling” leads to the final decision (Novick 2000, p. 131; 

Buchberger 2008; Rieder 2008). If a network partner knows the sales partner, or a third person, e.g. a customer 
of the network partner, knows the candidate, soft facts can be validated. The experience of others can lead to a 
rethinking of possibilities and challenges in markets with these sales channel members. 

Mobilization of people 
Networks with companies which are currently operating in the target market can facilitate the “contacting” and 

“searching” stages. Network partners who have direct contact to prospects can establish the contact to these 

possible sales partners and can even motivate them to make the first step in contacting the network partner 
(Buchberger, 2008).  

Reputation improvement and change of power  
Companies with a good reputation in the target market may also support their network partners by helping them 
to establish a positive reputation and improve their position of power by recommending them to possible sales 
partners. 
Buchberger (2008) pointed out that his company consciously uses this approach in order to check and increase 
the commitment of possible sales partners. A supplier which benefits from the reputation of its network partners 
can get a better position of power, especially when the sales partner makes the first step in showing his interest 
in a possible co-operation. 
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Trust building 
The image of a network member may improve the reputation of his network partners. Besides, the image of the 
targeted sales partner is influenced by the reputation of its suppliers. If a reputable supplier reports positively 
about its sales partner, the image of the sales partner can improve, too. Bierly and Gallager (2007) point out that 
stronger reputation and higher legitimacy increase trust. Thus, social networks can accelerate the trust building 
process. 

Cost reduction 
Trust which is enhanced through social networks may reduce transaction costs, too. Moreover, every supplier 
also has to invest time, money and personnel resources in the partnership with the sales partner. Sharing of 
knowledge can help the network partner to reduce his own costs of adaptation (for instance by avoiding the 
same mistakes the others made in the negotiation (closing) stage) (Gemünden and Heydebreck 1994, 265). 

Acceleration of the identification and selection process 
Networks can support the entire sales partners’ identification and selection process. The exchange between net-
work partners about possible sales allies or local experts, who might know sales companies, reduces the search-
ing time. Finally, feedback from network partners about sales companies can shorten the evaluation time (for 
instance additional meetings with the prospected sales partner can become unnecessary if the network ally al-
ready knows what the supplier needs for making a decision). 

Reduction of insecurity and risks 
Big market distances, changing environments and new emerging markets are characterized by fewer structures. 
Fast changes lead to insecurity and higher risks of failure in market entry. Experienced network partners can 
reduce this insecurity by forwarding specific information about these markets and possible sales partners. More-
over, the risk of opportunism by a common sales partner of the network partners should be lower if one of the 
network members is very important for the sales company and the sales company is aware of the information 
flow between the network members (Gemünden and Heydebreck 1994, 260). 

Fostering of new solutions and best practices 
Büchel and Raub (2007) identified major benefits in their analysis of knowledge networks. Among others, new 

solutions, boosting process innovation and increased operating efficiency were recognized (Büchel and Raub 

2007, 588). Networks in which companies share their knowledge about sales partners and markets foster best-
practice transfer.  

A Project View 
The authors initiated two projects in this field: one with Austrian manufacturers within the medical devices sec-
tor, another with KTM Motorcycle AG and SKODA Auto. Throughout the first project, the network approach to 
sales partner identification and selection is tested by organizing a well prepared exchange of information be-
tween the company partners. In individual analyses, expansion strategies of a quota sample of non-competing 
manufacturing companies and their degree of openness and willingness to exchange information are ascertained, 
before the actual information exchange about the respective sales partner starts. Moreover, the researchers in-
tend to collect data in order to investigate the correlation between the stages of the sales partner identification 
and selection process and the network benefits (Stadlmann and Wiesinger, 2009).  

In the second project a best-practice network has been established. Within this network a benchmark of 
sales partner management between KTM Motorcycle AG and SKODA Auto will be conducted. By comparing 
their respective management and relationship strategies and processes, differences and similarities will be iden-
tified. Feedback from the networking projects will contribute to further developing the network approach. 

Implications for Sales Management 
In this paper, the authors underline the following insights for sales management: 

First of all, the findings suggest the use of a process view of the sales partner relationship for better un-
derstanding and successfully managing sales partner relations. Secondly, social networks are found to be valua-
ble instruments for finding and selecting sales partners. By the use of social networks highly qualitative infor-
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mation can be gained through network experience. Thirdly, the whole process of sales partner relationships can 
be facilitated by social networks, although different social networks may have distinct impacts on the respective 
phases of the management process. Finally, only through the continuous development of networking and rela-
tionship management skills of sales staff, can the network approach for sales partner management be successful-
ly implemented. Through the network approach, the sales staff’s existing strengths can be optimally utilized and 
further developed. Further research will contribute to operationalizing the respective stages of the process and 
ranking the importance of social networks for each stage. 
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Endnotes 
 
                                                           
i In this paper, the term “sales partners” includes all forms of “trading partners”, “sales representatives”, “sales 

agents” and stands for sales intermediaries of all kinds.  
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Abstract 
 
Small and Medium Enterprises (SMEs) play a vital role in both developing and developed countries because to their 
sizable contribution towards country’s growth. Irrespective of the growing importance of SMEs in global economy, a 

major portion of industry is performing as a commodity. Any movement as a commodity normally creates a situation 
where a product category may lose its identity in the midst of clutter of brands. In this context, ‘Branding’ has major 

role to play to increase the competitive edge of SMEs for long run profitable survival. In this backdrop, an attempt 
has been made to study branding opportunities of SMEs as these players are competing in the global marketplace. 
The main objective of the paper is to construct a verbal conceptual model to explain strategic stages of branding 
those are exclusive for SMEs.  
 
Key Words: SMEs, Branding, Branding Initiatives, Indian Case, 'Readiness-Initiatives Matrix', Activity Chart 
 
Introduction 
 
In emerging markets, the need for prudence is vital because of the rapid velocity of change. The increasing 
degree of competition in business environment gives specific indication of the evolution of thinking and change 
in the process of doing business. In the present dynamic situation manufacturers are feeling the need for offering 
distinct values. In this scenario, Small and Medium Enterprises (SMEs) play a vital role because in both 
developing and developed countries, promoting small and medium-sized enterprises is one of the most viable 
strategies for achieving national development goals such as economic development, strengthening the industrial 
base, and local production structure (Hallberg, 2000). SMEs represent a sector of growing importance and play 
an important role in the growth of emerging nations especially with regards to providing employment and 
driving economic development (Kula and Tatoglu, 2003). The small business sector has become more important 
as they emerge as a dominant force impacting the growth of national economies (Shridhar, 2006). According to 
World Bank Report (2002, 2004), there are three crucial functions of SMEs as the engine of growth in 
developing countries. First, SMEs enhance competition and entrepreneurship and therefore, have external 
benefits on economy wide efficiency, innovation and aggregate productivity growth. Second, SMEs are 
generally more productive that large enterprises (LEs), but the financial market and other institutional failures 
and non conducive macroeconomic environmental aspects impede SME development. Third, the expansion of 
SMEs boosts employment more that LEs‟ growth because SMEs are more labor-intensive. Further, firms may 
export to avoid stagnating because of limitations inherent in the local market (Kazem, Heijden, 2006). Small and 
medium-sized enterprises substantially contribute to country exports around the world (Fletcher, 2004). Small-
scale businesses can play an especially crucial role in export and employment generation in developing 
countries (Arinaitwe, 2006).  

Over the years SMEs are showing a positive growth through out the globe. Irrespective of the growing 
importance of SMEs in global economy, a major portion of industry is performing as a commodity. In a 
competitive field success of a product depends largely on its top of the mind recall by its target consumers. Any 
movement as a commodity normally creates a situation where a product category may lose its identity in the 
midst of clutter of brands. In this context, „Branding‟ has major role to play to increase the competitive edge of 

medium and small enterprises for long run profitable survival. Present global competition has made it 
mandatory for manufacturers of this industry to come out of their cocoon of conservative business procedures 
and transform themselves as per the need of changing market tastes and preferences. Branding can be crucial to 
a firm‟s long-term success. The branding process is especially important for SMEs that wish to become players 
outside their domicile. It is furthermore important to determine which among many variables and processes 
affect success in branding. 
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Research on SME branding is in preliminary phase globally. Wong & Merrilees (2005) expressed their 
surprise of not been able to discern one research study dedicated to SME branding. Inskip (2004) pointed out 
that branding as a philosophy was a radically new concept for SMEs. One of the recent studies reveals that the 
theory identifies the ladder of SME brand orientation, moving from minimal brand orientation, to embryonic 
brand orientation to integrated brand orientation. Further, it is suggested that most SMEs will be on the lower 
steps of the ladder (Wong, & Merrilees, 2005). Minimalist branding archetypes describes low-key marketing 
activities across the board, embryonic branding archetypes describes stronger marketing but optional informal 
branding and integrated branding archetypes describes stronger marketing and branding practices. No such 
major study has been made to guide SMEs falling under these three categories by offering them a strategic 
brand building roadmap. 

In this backdrop, an attempt has been made to study branding opportunities of small to medium-sized 
enterprises (SMEs) as these players are competing in the global marketplace. The main objective of the paper is 
to construct a verbal conceptual model to explain strategic stages of branding those are exclusive for SMEs. A 
case research methodology has been followed as it provides the opportunity to focus on naturally occurring and 
ordinary events in natural settings (Mankelow and Merrilees, 2001). The case study is a research strategy which 
focuses on understanding the dynamics present within single settings (Eisenhardt, 1989). Case studies can 
involve either single or multiple cases, and numerous levels of analysis (Yin, 1984). Romano (1989) suggests 
that the decision as to how many cases are developed is left to the researchers. An in depth study of five cases 
has been done to build up the theoretical framework in the present context. Indian SMEs have been taken as hub 
of the study as SMEs of India have already created a large base of satisfied customers and have established itself 
a prominent player from global perspectives. Indian economic policy reforms have forced all industries 
including SMEs to think about the competitive forces, which are playing most prominent role to shape existing 
business environment.  
 
SMEs in Marketing & Branding 
 
According to Carson et al. (1995), the discipline of SMEs is broadly based in management, marketing and 
enterprises and these are unique and different to traditional marketing in large firms (Carson and Cromie, 1990). 
No definition of marketing for small and medium sized enterprises (SMEs) can be readily found in the literature 
and those attempts at definition or discussion often link marketing with entrepreneurial behavior (Carson et al., 
1995; Reynolds, 2002). It was viewed that an SME-specific version of marketing mix borrowed from traditional 
marketing 4Ps can guide the SME thinking and doing business (Carson and Gilmore, 2000). SME marketing in 
practice is thought to be largely done though networking (Gilmore et al., 2001); a combination of transaction, 
relationship, interaction and network marketing (Brodie et al., 1997); through the use of Internet marketing 
(Chaffey et al., 2000) or e-commerce (Rayport and Jaworski, 2001). The role and relevance model of marketing 
in SMEs has been described in theory elsewhere (Simpson and Taylor, 2002). The basic descriptive matrix gave 
rise to a new typology of SMEs based on the internal organization for marketing activities (i.e. the role of 
marketing) and the demands of the external competitive business environment (i.e. the relevance of marketing). 
The model suggests various strategies that could possibly be adopted by the SMEs. The first strategy is that of 
“Marketing Independent” companies which would strive for greater market penetration or increase their market 
share or look for / develop new markets (proactive one). The second strategy could be that of SMEs attempting 
to become “Marketing Led” (reactive one) and the third strategy is that of increasing the marketing activities as 
a result of increasing competition in the business environment. SMEs should attempt to become “Marketing 

Led” organizations so as to achieve better performance. The idea is to balance the internal needs of the 

organization and the demands of the external competitive environment. 
The ultimate goal of marketing is to generate an intense bond between the consumer and the brand 

(Hiscock, 2001). Fournier (1998) describes the relationship between consumers and brands as a multifaceted 
construct to capture the richness of fabric from which brand relationships arise. A product delivers certain 
tangible benefits but a brand offers both tangible and intangible benefits. Thus, the brand concept goes beyond 
the product concept. Arnold (1992) suggested that it is important to mange the whole brand, not managing 
separate elements of the marketing mix in isolation. Brand management offers a holistic view of firm's 
marketing practices. The branding principles of a firm guide it to develop the possible structure on which firms 
seek to build their brands. Over the years a firm develops its brands on the basis of some postulates that help 
them to create their own brand heritage. Miller (1995) has rightly admitted that the development of marketing 
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and consumer behavior theories stems out of the consumer-brand relationship, in particular. A brand is defined 
as a “distinguishing name and/or symbol (such as logo, trademark, or pack design) intended to identify the 

goods and services of either one seller or a group of sellers, and to differentiate those goods or services from 
those of competitors” (Aaker, 1991)   

Branding is not about how much one spends on advertising and media. It is about what one does 
differently to stand out from the crowd and reach out to the target audience. Mosmans (1996) argues that a 
brand can be considered as an integrated marketing idea driving the business. Keller (1993, 2003) presents a 
cognitive view of brands in terms of what consumers know about the brand and the implications for marketing 
strategy. Brand dominated marketing strategies involve a more symbolic communication process between the 
business and its customers (Ringberg and Gupta, 1993; Michell et al, 2001). Capon (2001) argued that senior 
management should be responsible as the custodian of brands, thus the need for an effective brand management 
system. 

In a given SME, sales departments existed. Almost no organization had a marketing department. 
Stakeholders in SMEs tended to be the top team or family owner, the staff and, only distantly, the customer 
base. Time was the key commodity. They are swamped by the crises of the day and unable to implement the 
bold, long-term thinking called 'corporate branding'. Brand strategies require large investments in media 
communications (Aaker 1991), the costs of which may even grow in the future because of increasing media 
costs (Urde, 1994). SMEs lack the financial resources and 'share of voice' to have much of an impact, suggesting 
a limited role of branding for them (Wong, & Merrilees, 2005) 

The study of Wong & Merrilees (2005) on eight SMEs of Australia reveals that the SMEs have a 
narrow interpretation of what branding is and branding is for big firm due to their access to ample resources. 
Views on branding are limited to advertising plus brand name and /or logo and advertising activities were seen 
as important to branding but not critical for SME business. Sullivan and Bauerschmidt (1989) found that small 
firms in the US and Europe have generally similar perspectives to their larger counterparts. Peterson (1989) 
found that most U.S manufacturing small businesses adopt a production orientation; the second most common 
orientation was one focusing on sales.  Gereffi (1992) pointed out that the lack of internationally recognized 
company brand names, and appropriate marketing and retail networks are export barriers to Taiwan‟s 

indigenous manufacturers. Horng & Chen (1998) suggest that the market orientation of small and medium sized 
enterprises in Taiwan is a critical determinant of its business performance. Marketing is becoming increasingly 
important as Taiwanese firms gradually evolve into the ODM and OBM stages of production or service. A 
government report further supports this finding that Taiwanese SMEs consider strengthening their marketing 
abilities as a first priority (White Paper Book, 2001, pp. 64-5). Taiwanese SMEs, based on this national 
innovation support system, have moved from OEM into ODM (Hsiao and Hsiao 1999), enabling them to 
provide their overseas buyer with cost efficiencies without compromising on quality, and also to design products 
from their own concepts. They are further transforming toward the OBM and developing their own brands and 
marketing systems to compete in both local and international markets. Thus, promotion and quality control are 
the major marketing activities of Taiwanese SMEs (Siu, 2005). 

Mohy-ud-Din et al. (1997) reported that the Pakistan yarn manufacturers have lost market share in 
virtually all their major markets due to image problems.  Kazem, Heijden (2006) viewed that top ranking 
exporters had a more competitive marketing strategy than the bottom-ranking ones. In China, Chinese firms pay 
a lot of attention to the technological factors at the initial stage of product development. After that, their 
attention gradually turns to managerial and marketing factors (Song and Parry, 1994). Mu, Peng & Tan (2007) 
viewed that the Chinese firms have shifted their focus gradually from technology to marketing and management. 
Siu (2001) viewed that Chinese SMEs have to develop a strong ability to respond to market signals, to create 
new products and to develop brands that differentiate them from their competitors. Wang and Yao (2002) report 
that some Chinese SMEs have successfully seized the opportunity and developed into large firms that produce 
national brand products. Berger and Lester (1997) suggest that Hong Kong firms can sustain their global 
competitiveness by transforming themselves into high value added, design-intensive manufacturing industries, 
or by becoming Original Design Manufacturers (ODMs) or even Own Brand Manufacturers (OBMs). Pricing, 
delivery and quality control are the major marketing thrusts of Hong Kong SMEs (Siu, 2005)  
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Indian SMEs- Present Scenario & Imperatives 
 
In India, the official category that corresponds to small enterprises is that of small-scale industries or SSIs. At 
present, a unit which has investment in plant and machinery up to Rs.10 million is defined as an SSI unit 
(NCAER 2001). While small enterprises are clearly defined, there is no clear definition of medium enterprises 
(FICCI 2002). There is no formal definition for medium scale industries but according to some studies, 
industries having investment between Rs.10 million and 1000 million in plant and machinery are termed as 
medium scale industries, (MSI) (Karandikar, 1999). The Micro, Small and Medium Enterprises Development 
Act, 2006, which came into effect from October 2, 2006, define SMEs on the basis of investments in plant and 
machinery. A unit with an investment of up to Rs. 2.5 million in plan & machinery is considered a micro 
enterprise. In the case of service and business enterprises, the investment limit is Rs.1million for fixed assets 
excluding land and buildings. Small enterprise has an investment in plant and machinery over Rs 2.5 mn but not 
exceeding Rs 50 mn. In the case of service and business enterprises the limit is investment in equipment over Rs 
1 mn but not exceeding Rs 20 mn. Investment in plant and machinery in excess of SSI limit but less than Rs 100 
mn describes a medium enterprise and in case of business and services, investment in equipment is in excess of 
SSI limit but less than Rs 50 mn.(Source: smallindustryindia.com).  

SMEs represent almost all-major sectors in the Indian industry. Major sectors include Food Processing, 
Agricultural Inputs, Chemicals & Pharmaceuticals, Engineering, Electrical, Electronics, Electro-medical 
equipment, Textiles and Garments, Leather and leather goods, Meat products, Bio-engineering, Sports goods, 
Plastics products, Computer Software etc.(Source: dsir.nic.in/reports/mitcon/chap2.pdf). There are about 
twenty-one major industry groups in the small scale sector. These are: Food Products, Chemical & Chemical 
Products, Basic Metal Industries, Metal Products, Electrical Machinery & Parts, Rubber & Plastic Products, 
Machinery & Parts Except Electrical goods, Hosiery & Garments - Wood Products, Non-metallic Mineral 
Products, Paper Products & Printing, Transport Equipments & Parts,  Leather & Leather Products, 
Miscellaneous Manufacturing Industries, Other Services & Products, Beverages, Tobacco & Tobacco Products, 
Repair Services, Cotton Textiles, Wool, Silk, Synthetic Fiber Textiles, Jute, Hemp and Mesta Textiles, Other 
Services (Source: http://www.laghu-udyog.com/ssiindia/spgxx01x.htm) . 

SMEs play a crucial role behind development of Indian economy. Indian government encourage 
growth of SMEs to follow the model of socio-economic policies which publicize non-concentration of diffusion 
of economic power in the hands of few big industrial group and as a result discouraging monopolistic practices 
of production and marketing. SMEs as a whole have a 40% share in industrial output, producing over 8000 
value-added products. Export orientation has a direct impact on SMEs growth and profitability (Ibeh, 2004; 
Roper, 1999).With a contribution of nearly 35% in direct export and 45% in the overall export from the country, 
SMEs are one of the biggest employment-providing sectors after agriculture, providing employment to 28.28 
million people. The growth rate of Indian SMEs in recent years is shown in Table 1. Between 2002 and 2006, 
production increased by more than 50 per cent; exports by about 45 per cent; and employment by about13 per 
cent. The number of registered SMEs grew by about 18 per cent, and that of the unregistered by about 12 per 
cent (Partha Sarathi, 2007). In a nutshell, Indian SMEs have sizable contribution to both domestic production 
and export. With a low investment requirements and operational flexibility, Indian SMEs have sharpened 
competitiveness in domestic and export markets. Over the years, SMEs develop capacities to develop 
indigenous technology. Over the years, SMEs have made significant contribution towards technological 
development and technology oriented SMEs find opportunities to gain competitive advantage. 

SMEs in India, which constitute more than 80% of total number of industrial enterprises and form the 
backbone of industrial development, however, suffer from the problem facing a tough competition from their 
global counterparts due to liberalization, change in manufacturing strategies and turbulent and uncertain market 
scenario. Some of the major limitations of SMEs include poor marketing and branding practices, lack of 
appropriate marketing and retail networks, narrow interpretation of branding, inadequate access to resources and 
budget constraints etc. Other limitations include low Capital base, concentration of functions in one / two 
persons, inadequate exposure to international environment, inability to face impact of WTO regime, inadequate 
contribution towards R & D, lack of professionalism (Source: dsir.nic.in/reports/mitcon/chap2.pdf). 

From the discussion in previous section it is revealed that branding allows companies to differentiate 
themselves and enables them to capture new markets more effectively, hence enhancing their competitiveness. 
This helps them to sustain and enlarge their market share, competing on attributes other than only price. 
Consumers today enjoy the tyranny of choices. There is a need for a compelling brand to better compete. SMEs 
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are too busy surviving, they do not think in terms of differentiation or marketing. Small and Medium 
enterprises, have to realize that branding is not just a game for the large enterprises- they 
need to shout to create an impact. The idea is equally applicable for Indian SMEs also. For 
example, research study undertaken by Dun & Bradstreet, India (D&B India) on the Auto Component 
SMEs of India highlights that only 35% of the companies sell their products under a brand name. Among 
these brand conscious companies, the private limited companies dominate holding a share of 61% followed by 
public limited companies with 25%. Branding among proprietary and partnership firms is low at 5% and 9% 
respectively. Over 55% of the companies with brands have indicated exploring new markets both in India and 
abroad. Around 31% of these companies are drawing up plans for undertaking innovative marketing initiatives 
and around 35% of the companies complained of marketing issues 
(http://www.dnb.co.in/SMEs/smesinsights.asp). SMEs have got to think in terms of marketing and 
innovation, rather than performance, organization and sales, if they aspire to be major players. SMEs may not 
even need to have a lot of money to brand their products successfully. They just need to put the difference into 
everything they do. SMEs should differentiate themselves by being specialists. In the next section a discussion 
has been made to guide SMEs in brand building initiatives. 

 
Brand Building Strategy for SMEs 
 
SMEs need to appreciate that branding is more than just a nice logo. Long-term benefits can accrue if the 
branding process is handled properly and outsiders can help; particularly in the translation of an owner vision 
into a brand concept as SMEs often have problem in structuring what they want to say about themselves (Inskip, 
2004). Leonidou (2004) viewed internal barriers like informational, functional and marketing barriers crucial 
behind successful operation of SMEs globally.  SMEs need to be serious to develop good brands by charting a 
well-planned brand strategy to successfully differentiate their products and services from their competitors. This 
helps them to sustain and enlarge their market share, competing on attributes other than only price. The 
reviewed literature reported problems at several occasions: bad image of products in the foreign market and 
insufficient foreign demand (Cardoso, 1980; Gereffi 1992). SMEs can also draw on branding as a strategic tool 
to differentiate them and build their brands. As from their study on SMEs, Sashittal and Tankersley (1997) have 
found that market planning and implementation are highly related, the main questions are - what makes a good 
brand strategy, and how can it be practiced? 

Based on the study Wong, & Merrilees (2005) identified four critical constructs, namely brand 
orientation, brand barriers, brand distinctiveness and brand-marketing performance. Brand orientation is an 
approach in which the processes of the organization revolve around the creation, development, and protection of 
brand identity in an ongoing interaction with target customers with the aim of achieving lasting competitive 
advantages in the form of brands (Urde, 1999).  Brand distinctiveness provides a direction for planning and a 
guide for implementation (Wong, & Merrilees, 2005). Brand barriers based on the inference that many SMEs 
perceive they have time and resource constraints to conduct branding activities. So, to them, it is more or less 
'cost' rather than 'investment'. Brand -marketing performance may be evaluated by looking into its financial 
value (Feldwick, 1996), or on its equity (Aaker, 1996) or through brand report card (Keller, 2000), or on brand 
building process (de Chernatony, 2001) or a combination of all (de Chernatony, 1992). This study reveals that 
the theory identifies the ladder of SME brand orientation, moving from minimal brand orientation, to embryonic 
brand orientation to integrated brand orientation. Further, it is suggested that most SMEs will be on the lower 
steps of the ladder. 

There is a need for creating awareness of the value of branding among the SMEs and help enterprises 
executes their brand strategies. A strategic roadmap needs to be designed so as to support both firm-level 
branding capability developments as well as industry-wide branding efforts. A holistic initiative will raise the 
awareness and understanding of branding and catalyze the adoption of branding as a strategy for business 
competitiveness. In the following section we have discussed the cases to construct conceptual model of brand 
building roadmap for SMEs. 
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CASE 1  
 
Lion Date (www.liondates.com) 
The Journey started way back in 1978 when Mr. P.Ponnudurai of Tiruchi, India started his dates distributing 
business with an investment of Rs.4, 700. At that time, dates were almost a commodity. With an intention to 
elevate to a brand from a commodity, he first started distributing dates in convenient 100gms and 200 gms packs 
in and around Tiruchi. The next step was selection of brand name. At the time of toying with different names, 
the word „Lion‟ mesmerize him a lot and he named the product as „Lion Date‟ with a logo of a „Lion‟. „Lion 

Dates‟ became the first branded dates in the market. Task was not over. To reach a wider audience, in next 
phase he tried to go beyond brand name and logo. Value addition had been started in the areas of brand 
innovations and brand communications. Seedless dates with a complete focus on hygiene had been introduced 
and brand communication started with small radio jingles.  His commitment to branding was linked to long-term 
purpose about the business. Slowly the brand came out from regional boundary and started capturing national 
market. Brand communication was graduated from radio jingles to ad film and a complete overhaul was done in 
label and package design by keeping „lion‟ as the spine of the brand building. „Be Like A lion‟ became the tag 

line of the brand. With a steady business over decades, in 1995, the company became a private limited company. 
To expand the business further, the brand extension was done to explore other product markets like pickles, 
mixed fruit, jam, honey, tamarind, Choco-Dates etc. The brand is currently distributed nationally with 700 
distributors across the country. With almost a monopoly in Indian market and providing employment 
opportunities to near about 900 people in five factories in Tiruchi, Lion Dates Impex Pvt Ltd has already cross 
the country border and now is roaring in export market to prey more market share.  
 

CASE 2 
 
Saharanpur Cluster (www. saharanpurcluster.org): 
Saharanpur is one of the major districts of the state of Uttar Pradesh, India. Over the years Saharanpur has 
captured its position in world map as one of the foremost manufacturer of wood products and handicrafts. This 
state is famous for its wood craving industry as there is a natural supply of raw material because of the presence 
of the Shivalik range of hills. Woodwork from Saharanpur travel to various destination of the world like U.K, 
US, Germany, Canada, Kuwait, Sweden, Singapore any many more. From the midst of sixties, woodcraft 
industry was been through process of experimentations and major focus was to understand consumer need and 
taste to make the products more market oriented. The major problem faced by near about 20000 small artisans 
involved in this trade is of poor marketing and branding capabilities. Globally, furniture products have niche and 
good profit margin may be earned provided products carry a good visibility. Indiasocial.org, a Delhi based NGO 
working for the development of the artisans of India has taken an initiative to go for branding of Saharanpur 
cluster by taking help of information technology. A website is launched on e-marketing platform to develop 
direct marketing channel for the marketing of wood products through internet. The major task performed by this 
e-platform is to give artisans technical and marketing inputs. It also helps them to initiate direct marketing 
process and get them exposed with innovative designs. As a cluster, artisans are in the process of developing 
product catalogue, design directory where branding of Saharanpur is in full swing. Articles include screens, 
folding tables, trivets, trays, book-ends, bowls, candle stands, condiments jewelry and cigar boxes. At 
Saharanpur 20,000 workers produce goods worth about Rs. 10 to 12 crores and all the products are branded in 
the name of Saharanpur product. This initiative is helping artisans to overcome the bottleneck of individual 
product branding but they are able to reap the benefits of branding as a cluster. 
 
CASE 3: 
 
Lijjat Papad (www.lijjat.com): 
The story of Sri Mahila Griha Udyog Lijjat Papad (SMGULP) goes back to March 15, 1959 when seven 
women, Jaswantiben Jamnadas Popat, Parvatiben Ramdas Thodani, Ujamben Narandas Kundalia, Banuben. N. 
Tanna, Laguben Amritlar Gokani, Jayaben V. Vithalani pooled in Rs.80/- to start making papads (is a form of 
Indian crispy bread. The food is taken as a snack and also along with lunch and dinner). On a rickety 
infrastructure and limited financial base they started off as a micro enterprise. Today, the group SMGULP 
employs more than 40,000 people and with an annual turnover of over Rs.300/- crores, besides exports 
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exceeding Rs.12 crores. SMGULP beginning was humble and built on a mutual trust, understanding and focus 
to create quality products. The first of the unique features of the group was about empowerment of the members. 
It was very clear from the start that the group had to work on a concept of membership rather than ownership, 
which is why today the group consists of 21-core members who look after the administration SMGULP. 
Followed by Sanchaliks who run the various branches across the country, with a team of 11 members. The 
second key aspect was the focus on quality, envisaged by their mentor of initial years, Chaganlal Karamsi 
Parkeh, third the focus on an efficient supply chain that ensured the distribution chain kept running efficiently 
and finally distribution of profits on an equitable basis. The vision though simple, yet managed to create an 
entity that has become a role model in the SME success story and that of women empowerment. The brand 
name Lijjat, meaning tasty in Gujarati (one of the many Indian vernacular languages) was one of the initial steps 
taken by the cooperative towards exercise in branding. The name conceived by Dhirajben Ruparel, through a 
contest, symbolizes the women‟s strength and the empowerment that the group will provide. At that point in 
time the name was developed as an attempt to create a breakthrough in the market. Since their operation was at a 
small scale and they had to compete against organized and unorganized players the differentiation was 
important. Though in several citings and situations Lijjat has focused on the product quality as the key to their 
success, it was also important for the brand to be seen and heard. The initial years also saw mileage and 
publicity for the brand through word of mouth and positive editorial coverage in local newspapers. After Lijjat 
Papad the company also forayed into detergents bars and powders, under the brand name Sasha. The company 
also advertised regularly through the mid 80‟s to the early 90‟s both their brands on television, newspapers and 
other local mediums. The Lijjat Bunny was the mascot developed to create a unique identity about the brand. 
The recall factor of the bunny and the now popular line Kurram Karram remains very high amongst audience. 
The organization developed two distinct logo of Lijjat and SMGULP and those were showcased separately, 
without overlapping onto each other. The SMGULP logo was simple, distinct and portrayed as a symbol of 
empowerment for the women SMGULP whereas the brand character Lijjat bunny completed the elements 
required to create identity and image for the brand.  
 
CASE 5: 
 
Project Sukanya (www.projectsukanya.com): 
Aparna Banerjee, MBA in logistic & Supply management from one of the prestigious Business school of India 
and love to be recalled as „social entrepreneur‟, is owner of Kokata-based retail chain „Project Sukanya‟. An 

innovative retail business concept in nature, the retail chain operates through mobile kiosks. The business model 
is a right integration of social responsibility and business interests. Project Sukanya initiated in the year 2006 
with an idea to look into macro business. A network of micro financed women employee has been maintained 
who are administrated, trained and products/services identified and marketed by the project owner and her team.  
The concept evolved long back in 1996 when a research was carried out to explore possibilities of creating a 
single umbrella to give marketing support to all small scale women and rural entrepreneurs. As a management 
professional, it is rightly realized by the entrepreneur that poor marketing and branding is the major hindrance 
behind success of SMEs. From the very beginning quality time was devoted to ensure brand visibility. The 
attractive look of kiosks ( branded as „BOU‟), the apron–clad women managing the kiosks with a commitment 
towards hospitality and prompt service, the strategic selection of location to ensure brand recognition, 
development of attractive and informative websites, were some the branding initiatives at the beginning. To 
explore further, project Sukanaya is marketing home-made edibles under the brand name „Sukanya‟ and in this 

way helping to give brand identity to cottage industry products. Product mix includes spices, dry fruits, fresh 
fruits, potato chips, gift items, sarees etc. Value addition and connecting touch points are two major pillars of 
branding initiatives. Edible products are tested and certified by central government‟s National Test House and 

packaging maintains complete hygiene. All the women involved with the project and managing the show are 
connecting both emotional and rational touch points of consumers by branding both the product and services. 
The project has already crossed Rs. 1.05 crore turnover and has set a target of 50 crore for 2009 by spreading its 
wings nationally. 
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FIG. 1: “READINESS-INITIATIVES” MATRIX 

 
Construction of the “Readiness-Initiatives” matrix involves plotting of a „Branding Indispensability‟ and 
„Branding Readiness‟ in the matrix form along the two, each made of two states ─ high and low. Objective of 
this classification cum decision matrix is to enable SMEs to understand its present position and to opt for 
requisite branding initiatives. The more accurate is the identification, the greater is the chance of selection of a 
successful initiative. „Degree of Branding Indispensability‟ explains industry requirement for branding. It is 

more focused on external environment of the industry. Studying the „Degree of Branding Readiness‟ is a way to 

concentrate on internal environment of the concerned SME to scan capability of its branding. The resultant four-
cell matrix acts as the foundation of the SMEs branding by describing the required courses of action. 

The matrix suggests various branding initiatives that could possibly be adopted by the SMEs. In this 
section we may discuss four cells in detail. 
 
Proactive Branding:  
The first cell describes a situation when industry requirement of branding is low and the SME is also not ready 
for the branding activities. This is a crucial stage for SMEs. Both internal and external conditions encourage 
enough to ignore any sort of branding initiatives. There is always a dilemma between no action and pre-action.  
A long term vision about future market and competitive dynamics may influence serious SMEs to start 
„proactive branding‟. „Proactive branding‟ strategy guides SMEs to start branding in a smaller way. 
Development of a new brand identity-logo, identify key brand messages, popularization of brand name through 
communication, web site development etc are some of the strategies that can be adopted as part of „proactive 

branding‟(Refer to CASE no 1 ).. From here SMEs may elevate to second level of branding initiatives i.e. 
cluster branding or corporate branding or may straight forward practice product/process branding depending on 
the market imperatives.  
 
 
Cluster Branding: 
Research studies show that in both developed and developing countries small- and medium scale enterprises 
(SMEs) operating in the same or in related industrial sectors tends to cluster close to one another 
(www.unido.org). For example, it has been estimated that there exist about 350 SME clusters in India. The 
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size in terms of the number of units and the quantum of output of clusters may vary significantly. The major 
SMEs clusters in India are Machinery & Parts, Cotton Textiles, Chemical & Chemical Products, Metal Products, 
Hosiery & Garments, Food Products, Non-Metallic Mineral Products, Electrical Machinery & Parts, Wool, Silk 
& Synthetic Fiber textiles, Transport Equipment & Parts etc. In case of high degree of branding indispensability 
but a low degree of SMEs branding readiness stage, SMEs are unable to initiate branding activities at individual 
level. Low capabilities in terms of knowledge and investment constitute significant hindrance to the branding of 
SMEs. The second cell describes „Cluster Branding‟ as a way out to practice branding activities as a cluster by 
highlighting the „cluster‟ as a brand (Refer to CASE no 2). Integrate branding activities with cluster marketing 
and communications strategies, development of website of cluster etc are some of the techniques that may be 
followed by the SMEs involved in this type of branding practices. Logically, cluster branding is more beneficial 
for SMEs in developing countries because narrow profit margins often create hindrance for SMEs to go for 
individual branding. Cluster branding helps a number of SMEs who are not yet ready for branding initiatives at 
individual level but get the benefit through cluster membership by way of joint marketing and promotion of 
products. 
 
Corporate/ Technology Branding: 
Image building exercise through „corporate branding‟ is always an important area of concern for corporates to 
establish their presence in the market. Companies try to establish a favorable image of them through their 
corporate branding initiatives. There is a trend globally that organizations are inclining towards a corporate 
branding strategy to maximize its investment by developing an overall favorable corporate image. By marketing 
the companies as a whole, companies are trying to ensure a positive trickle down effect on their individual 
products or brands in terms of economies of scale in marketing and efficiency in creating brand equity. The third 
cell describes that in case of low degree of branding indispensability but a high degree of SMEs branding 
readiness stage, SMEs should initiate corporate branding activities to strengthen position to face future industry 
dynamics (Refer to CASE no 3 & 4). In this stage as individual product branding is not that necessary because 
of the industry dynamics, SMEs may encourage corporate/ Technology branding and in due course may elevate 
to individual product/process branding.  

In B2B organizations the overriding focus of the senior team was on the product, service or technology 
they sold, the nurturing of existing customer relationships, and price. Indeed, in technology-based companies, 
this was particularly acute, shown in the belief that the best products/services based on the best technology will 
sell themselves (Tickle, Keller and Richey, 2003). In this scenario, development and/or acquisition of 
indigenous technology guides SMEs to nurture „technology branding'. Appropriate change in strategies by 
focusing on certain aspects such as, laying attention on exclusive technologies and use them in brand building 
initiatives help technology based SMEs. 
 
Product/Process Branding:  
The fourth cell talks about advanced level of branding where both degree of branding indispensability and 
degree of SMEs branding readiness are high. This is the most sought after situation where SMEs are practicing 
branding activities in a full fledge manner. In changing industry and competitive dynamics, brands are literally 
the only thing that represents stability to both companies and consumers. This is true for SMEs also. Developing 
a brand is not cheap, but the returns can be spectacular. Strong brands can command premium prices wherever 
they choose to go, and can often be worth more than the net asset value of the business enterprise. SMEs should 
attempt to reach this cell and should chart the roadmap accordingly and a time bound action plan can be 
formalized for strategic implementation of the same (Refer to CASE no 5). SMEs that are in manufacturing 
sector may go for individual product branding. For service oriented SMEs, process branding is the option. SMEs 
need to focus on building up their intangible offering as much as its tangible, physical offering - in order to 
create strong brands that can sustain long-term impact in the market.  
 
‘Archetypes -Initiatives Fit’ Model:  
In this study, selection of cases was made so as to maintain as much diversity as possible. Objective was to 
identify branding practices in different diverse areas to plot them in a generic model. In this section, a seamless 
integration has been proposed among SMEs branding initiatives as discussed in the matrix with brand 
archetypes as propagated by Wong, & Merrilees (2005). In respect of three different branding archetypes, we 
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proposed integration of three different brand building initiatives. Fig 2 is a representation of the model plotting 
the proposed branding initiatives against level of branding archetypes. 

 
FIGURE 2: „ARCHETYPES -INITIATIVES FIT‟ MODEL 

 
A table summarizing the aspects that have to be considered by the SMEs of different archetypes at the 

time of taking brand building initiatives may be proposed to facilitate SMEs. 
 

TABLE 1: ACTIVITY CHART OF BRANDING INITIATIVES 
 

ARCHETYPES BRANDING 
INITIATIVES 

ACTIVITIES 

Minimalist Proactive Branding This may include initiatives like developing company website or 
portals, company brochures, product specification booklets, 
company name and logo, & limited advertising through trade 
journals.     

Cluster Branding Developing a unique logo representing the cluster (e.g.: produce of 
Saharanpur) which may be used by all members of the clusters 
across all collaterals, a common web or portal representing of the 
cluster, industry representation through the cluster and later as 
individual.   

Embryonic Corporate/ 
Technology 
Branding 

Developing a corporate logo independent of the product logo, this 
should be the visible face of the company. In most cases there is 
strong overlap between the company and product logo, which 
should be avoided in all cases. 

Integrated Product/Process 
Branding 

The last in the hierarchy of branding, which must follow corporate 
branding. Includes developing product specific logo(s) and 
sometimes calls for even branding a process.   

 

        Branding Archetypes                Branding Initiatives 
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Conclusion 
 
SMEs are expanding fast in recent times. Developing a global brand image through nurturing fragmented 
brands, processes or corporate names ensures advantages like economies of scale in marketing cost, lower 
complexity in functioning and low entry barriers.  In this context, this study will guide potential SMEs where 
branding strategy may be practiced in a standardized or customized manner. However, the proposed verbal 
model is generic in nature and may be applied to different sectors in different countries. One of the significant 
aspects of the model is to guide how the SMEs have to be geared themselves for the incorporation of the 
branding exercises. SMEs need to start thinking, planning and investing on a long-term basis in key areas such 
as customer service, company expertise, its employees, its values and guiding principles that are essential in 
defining their brand vision and strategy. The aspect of integrating the branding elements is merely not about 
putting a name but a process of internalization within the organizations and evaluates the readiness of them.  
However as case study method has been followed for the development of the model, within sectors and 
countries, it is quiet possible that the issues relevant to branding would be different, which may influence the 
application of the generic model. In light of the above, a focused country specific study on a select few major 
industry groups of the SMEs may be carried out for empirical validation of the framework. 
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Abstract 
 
The concept of ethnocentrism represents a tendency to see an individuals own group as the centre of the universe, to 
interpret other social units from a group perspective and to reject those people who are blindly accepting those who 
are culturally similar. Symbols and values of ones ethnical national group are seen as objects of pride and unity while 
values of other groups are looked upon contemptuously. 

Generally research in this area has revealed that some consumers are prone to being ethnocentric when 
evaluating products. Highly ethnocentric consumers tend to make biased judgments because of which they over 
evaluate domestic products unreasonably in comparison with foreign products. 

In the light of the above, the objective of this paper is to explore the underline meaning and significance of 
the concept of consumer ethnocentrism with special reference to Indian Marketing situations. 
 
Introduction 
 
As markets turn borderless and become integrated, we need to understand whether consumers are concerned 
about a product’s country of origin or to what extent nations and cultures prefer domestic (native) products as 
opposed to foreign goods. The feelings of consumers towards foreign products have been, for many years, a 
subject of interest to researchers working in the areas of consumer behavior and intermational marketing. The 
concept of ethnocentrism represents a tendency to see an individual’s own group as the center of the universe, to 

interpret other social units from a group perspective and to reject those people who are culturally different 
blindly accepting those who are culturally similar. Symbols and values of one’s ethnical and national group are 

seen as objects of pride and unity while values of other groups are looked upon contemptuously. This perception 
in certain cases has been found to transcend mere economic and functional considerations, and to have a more 
noble foundation rooted in morality. Some consumers believe it is somehow wrong to purchase foreign-made 
products because it will hurt the domestic economy and cause loss of jobs, and in their view, it is plainly 
unpatriotic. Generally, research in the area has revealed that some consumers are prone to being ethnocentric 
when evaluating products. Highly ethnocentric consumers tend to make biased judgments, because of which 
foreign products. Consumers’ ethnic sentiments and national identify have been found to play an increasingly 
important role in the decision making process, even in the light of increasing homogenization and globalization 
of world markets. Though result have shown that consumer ethnocentrism does impact behavior of the 
consumer regarding foreign made products, researchers have observed that the results are not consistent across 
nations and cultures. Thus, there exists a pressing need for replicative as well as extension studies in the area. As 
the first step, researchers have tried to explore the ethnocentric tendencies prevalent among the Indian youth. 
Keeping the same objective in mind, CETSCALE, developed by Shim and Sharma (1987) was administered to a 
representative sample of students. It is expected that the findings will provide vital inputs to marketers in 
dovetailing their marketing strategies and also prevent them from committing the mistake of imposing 
perspectives applicable to other cultures and nations to the Indian market. Purchasing imported products is 
considered to be wrong in that it potentially harms the domestic economy, causes loss of jobs, and is unpatriotic. 
As markets are becoming more geographically integrated, marketers teed to understand the behavior of 
consumers while positioning their product. We need to be aware whether consumers, if at all, are concerned 
about a product's country of origin or to what extent nations prefer domestic products as opposed to the foreign 
products.  

The concept of ethnocentrism represents a tendency to see an individual's own group as the center of 
the universe, to interpret other social I units from a group perspective and to reject those people who are 
culturally different, blindIy accepting those who are culturally similar. Symbols and values of one's national 
group are seen as objects of pride and unity while other groups' values are looked upon contemptuously. This 
perception in certain cases has been found to transcend mere economic and functional considerations, and to 
have a more noble foundation rooted in morality. The concept of consumer ethnocentrism has significant 
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managerial implications within the international business context.  
In the context of international marketing, the scale that has commonly been used to measure consumer 

ethnocentrism is CETSCALE, developed by Shimp and Sharma (1987). The CETSCALE has been translated 
and used to assess consumer ethnocentrism in a number of other countries outside the US (Sharma et al., 1995; 
Good and Huddleston, 1995; and Douglas and Nijssen, 2002). The results of these studies have been somewhat 
conflicting, like correlation with attitudes to buying foreign products was less strong in France, Japan and West 
Germany than in the US. Equally, Good and Huddleston (1995) found consumer ethnocentrism predicting 
buying intentions for domestic or foreign products in Poland, but not in Russia.  

 Researchers have also examined the effect of demographic variables such as age, gender, education, 
income level and foreign travel I on consumer ethnocentrism (Shimp, 1984; Wall et al., 1991; Good and 
Huddleston, 1995; Sharma et al., 1995; and Douglas and Nijssen, 2002). Published studies have dem07strated 
that the degree of consumer ethnocentrism varies between individuals according to demographic, socioeconomic 
and regional economic factors, the degree of perceived threat from international competition, how necessary or 
otherwise the product is perceived (Sharma et al., 1995), and the degree of generalized animosity towards a 
target country (Klein et al., 1998; and Elliott et al., 2003).   

In the present study, researchers have used CETSCALE to measure consumers' (i.e., students') 
ethnocentric tendencies related to purchasing foreign versus India-made products. As suggested by Shimp and 
Sharma (1J87), the caveat that has been kept in mind is that the scale can at best be used as a measure of 
'tendency' rather than 'attitude' because the latter suggests a greater degree of obj ct specificity than what the 
CETSCALE intends to capture. 'Attitude' is used most appropriately with reference to the consumer's feelings 
towards a specific object, such as a particular automobile model. 'Tendency' captures the more general notion of 
a disposition to act in some c9nsistent fashion towards foreign products in toto. Reliability of the scale as well as 
its dimensionality has also been measured. As far as the demographic variables are concerned, researchers have 
tried to map the differences in the levels of ethnocentrism between male and female students.  

 
Review of Literature 
 
The concept of consumer ethnocentrism originated from the more general concept of ethnocentrism. 
Ethnocentrism is defined by the Webster's dictionary as 'an attitude that one's own group (race or people) is 
superior'.  

As applied to consumer behavior, ethnocentrism has been viewed in terms of the beliefs held by US 
consumers about the appropriateness and morality of purchasing foreign-made products (Shimp and Sharma, 
1987). urchasing imported products is considered wrong as it potentially harms the domestic economy, causes 
loss of jobs, and is unpatriotic. In addition, domestic products are viewed as superior while products from other 
countries (i.e., from outgroups) are objects of contempt to highly ethnocentric consumers. A 17-item scale, 
termed as the CETSCALE, was designed to measure this concept (Shimp and Sharma, 1987). The scale was 
developed from a pool of 180 items elicited from over 800 consumers in the USA and was subsequently refined 
into two successive studies on large samples. The scale showed high internal validity. It also exhibited 
discriminant validity in relation to Adorno et et. (1950) patriotism, political economic conservatism and 
dogmatism scales. Shimp and Sharma (1987) also found a shortened  ten-item version to have high internal 
consistency and external validity 

In the context of Australia, Elliott et a/. (2003) found that for the majority of the population, consumer 
ethnocentrism was not a major factor influencing the choice of the domestic product, whereas Orth and 
Firbasova (2002) found that it was a strong and significant predictor of consumer product evaluations. In their 
study in the US, Conrad and Chakrabarty (1995) found that neither does consumers' level of involvement in 
products generally moderate the effect of ethnocentrism on purchase intentions! nor does consumers' perception 
of quality.  

A study done in Netherlands by Nijssen et aI., (1999) showed  positive association between the 
CETSCALE and product evaluation, implying that consumers, with strong ethnocentric attitudes were more 
likely to evaluate German products positively than those with less ethnocentric attitudes. This was inconsistent 
with the previous findings (Shimp and Sharma, 1987; Netemeyer et el., 1991; and Klein et al., 1998) and might 
have been due to the strong correlation between the CETSCALE, conservative attitudes and low socioeconomic 
status (Douglas and Nijssen, 1998). CETSCALE was strongly related to the reluctance of buying foreign 
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products which was consistent with previous research. They also found the negative link between attitudes 
towards foreign travel and ethnocentrism. They also observed that the perceived availability of domestically 
produced alternatives had a significant and strong effect. Foreign products are more likely to be evaluated 
positively when there is no perceived domestic alternative. They also discovered that consumer ethnocentrism 
and feelings of animosity (i.e., bitter hostility or open enmity) towards a country resulted in reluctance to 
purchase that country's products.  
 
Reliability And Validity Of The Cetscale  
 
The CETSCALE developed by Shimp and Sharma (1987) was found to be valid and reliable in the US. It 
showed high internal as well as discriminant validity. Before applying the CETSCALE to any other culture, it is 
very important to test its reliability and validity in that region. According to Douglas and Nijssen (2002), 
considerable caution should be taken when using scales developed in one country or cultural context to other 
environments. Based on this fact, Martinez et at. (1998) found the scale to de reliable and valid in Spain. Then, 
Sinkovics (2002) also investigated CETSCALE for its applicability in the Austrian context and found that it was 
well-transferable. Recently, Bawa (2004) conducted a study and found the scale to be valid and reliable in India 
too.  
 
Dimensionality Of The Cetscale  
 
Looking at the dimensionality of the CETSCALE, Bandopadhyay and Saevarsdottir (2001) found that 
CETSCALE was unidimensional in Iceland. Marti'i'ez et at. (1998) also found it to be unidimensional in Spain. 
However, Douglas and Nijrsen (2002) did not find the CETSCALE to be unidimensional in the Netherlands. 
Similarly, Mavondo and Tan (1999) did not find the CETSCALE to be unidimensional in Malaysla. A study 
done in India by Bawa (2004) also yielded similar results. 
  
Role Of Demographic Variables  
 
Researchers have previously examined the effect of demographic variables such as age, gender, education, 
income level and foreign travel on consumer ethnocentrism (Sharma et al., 1995; Wall et al., 1991; and Douglas 
and Nijssen, 2002). Shimp (1984) and Good and Huddleston (1995) have said that consumer demographic such 
as income or education level has a significant influence on consumer ethnocentrism. Published studies  have 
demonstrated that the degree of consumer ethnocentrism according to demographic, socioeconomic and regional 
econ perceived threat from international competition and also how product is perceived to be (Sharma et al." 
1995; and Elliott et al 2003) 

Although consumer demographics have a significant ethnocentrism, a study in Russia done by Imbert 
et al. (200 gender were not strong predictors of consumer ethnocentrism  measuring consumer ethnocentrism in 
two populous count India and Bangladesh, conducted by Bandyopadhyay and Munir Muhammad (1999), found  
out that there was no significant correlation between ethno sample, which incidentally, was not supported by a 
previous s et al., 1995). Bandopadhyay and Saevarsdottir (2001) found had a significantly positive correlation 
with age, they could not conclude that the level of ethnocentrism was different between men and women in 
lceland  (which was inconsistent with the earlier studies where it was found that women tend than men). Philp 
and Brown (2003) in their study, conclude consumer ethnocentrism levels who favored domestic produ from 
lower socioeconomic groups, were less educated and h However, Bawa (2004) in her study focusing on India, 
concluded variables fail to adequately explain the phenomenon of consumer ethnocentrism.  
 
Research Methodology  
 
The students enrolled for the MBA program in the Institute of Management Resources and Training Research, 
the 17 item CETSCALE developed by Shimp and Sharma (1 the questionnaire was administered to 105 students 
present of the total 120 students enrolled in the MBA program. The que in the presence of the authors so that 
doubts, if any, could responses, 96 complete responses were obtained. 

The following hypotheses were considered for the study  
HOt: The CETSCALE has internal consistency in the roup sampled.  
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Hoz: The CETSCALE is unidimensional in the group sampled.  
Ho3: (Indian respondents are less consumer ethnocentri1 than comparable samples from the developed world.  
Ho4: There is no difference in the level of ethnocenttism exhibited by both the genders.  
 
Testing Of Hypothesis  
 
H01 relates to the internal consistency of the CETSCALE. ThIs was assessed by calculating coefficient alpha, 
and was found to be 0.8869. Nunnaly (1978) has indicated 0.7 to be an acceptable reliability coefficient. Also, 
Malhotra (2005) explains that the value of 0.6 or less generally indicates unsatisfactory internal consistency. 
Thus, CETSCALE was found to be reliable as a result of which H01t was not rejected.  

The KMO measure of sampling adequacy is an index to examine the appropriateness of factor analysis. 
If KMO is found to be greater than 0.5, then one can proceed with factor analysis. In the present study, since the 
value is 0.837. we can move ahead with factor analysis. Another measure is Bartlett's test of sphericity which 
measures the presence of correlations among the variables. Because Sig. = 0 (its associated probability is less 
than 0.05), we can proceed with factor analysis.  

Hoz relates to the unidimensionality of the CETSCALE. Table 1 shows findings of various studies in 
different regions in terms of unidimensionality of the CETSCALE.  

 
TABLE 1: FINDINGS OF RESEARCH STUDIES 

VIS-A-VIS UNIDIMENSIONALITY OF THE CETSCALE 

Bandopadhyay and Saevarsdottir (2001)  
Country IsCETSCALE 

Unidimensional? 
Martinez et al. (1998)  Iceland Yes 
Douglas and Nijssen (2002)  Spain Yes 
Mavondo and Tan (1999)  Netherland No 
Bawa (2004)  Malaysia No 
Present Study (2007)  India No 
 India        No 

 
Consumer Ethnocentrism : Relevance and implications for Marketers  
If the scale is hypothesized to be unidimensional, then all items should load highly on one factor. But, 

the tables shown below (Tables 2, 3 and 4) reveal that all the items of the I CETSCALE did not load on a single 
factor, as a result of which it cannot be said to be unidimensional. Thus, HO2 stands rejected.  

Varimax rotation is an orthogonal method of factor rotaton that minimizes the number of variables with 
high loadings on a factor, thereby enhancing the interpretability of the factors (Malhotra, 2005.)  
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TABLE 2: ROTATED COMPONENT MATRIX 

Statement 
Component 

    
 1 2 3 4 

1 0.102 0.647 -0.115 0.442 
2 0.109 -2.989E-02 J.841 0.240 
3 0.305 0.159 0.164 0.677 
4 6.858E-03 0.635 6.928E-02 0.513 
5 0.157 0.712 0.319 0.129 
6 0.700 0.256 0.259 1.068E-02 
7 0.608 0.455 ~.206 0.169 
8 0.706 -9.468E-02 0.191 0.342 
9 0.110 8.070E-02 d.128 0.787 
10 0.277 0.292 01.670 -4.023E-02 
11 0.629 6.023E-02 0[243 0.217 
12 0.284 0.573 -6l898E-02 -5.065E-02 
13 0.405 0.167 01147 0.577 
14 0.296 0.505 0J275 5.884E-02 
15 0.583 0.298 2J747E-02 0.185 
16 0.239 5.034E-02 Of68 0.160 
17 0.710 0.309 0.1127 0.122 

Note : Extraction Method : Principal Component Analysis.  
           Rotation Method : Varimax with Kaiser  
          Normalization . a Rotation converged in 10 iterations.  
 

 
TABLE 3 : PRINCIPAL COMPONENT ANALYSIS 

Component Initial Eigenvalues Extraction Sums of Squared 
Loadings 

Rotation Sums of Squared 
Loadings 

Total % 
 of 

Variance 

Cumulative 
% 

Total % 
 of 

Variance 

Cumulative 
% 

Total % 
 of 

Variance 

Cumulative 
% 

1 6.181 36.359 36.359 6.181 36.359 36.359 3.218 18.931 18.931 
2 1.638 9.634 45.993 1.638 9.634 45.993 2.528 14.873 33.804 
3 1.261 7.419 53.412 1.261 7.419 53.412 2.231 13.123 46.926 
4 1.116 6.564 59.977 1.116 6.564 59.977 2.219 13.050 59.977 
5 0.994 5.850 65.826       
6 0.835 4.912 70.738       
7 0.770 4.528 75.266       
8 0.750 4.410 79.677       
9 0.599 3.526 83.203       
10 0.507 2.983 86.186       
11 0.454 2.668 88.854       
12 0.412 2.425 91.279       
13 0.389 2.289 93.568       
14 0.340 2.001 95.596       
15 0.300 1.766 97.334       
16 0.239 1.404 98.739       
17 0.214 1.261 100.000       
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Table 4 : Component 
Transformation Matrix  

C
om

po
ne

nt
  

1 2 3 4 

 
1 

0.638 0.486 0.408 0.436 

2 -0.191 0.617 -0.717 0.264 
3 -0.380 -0.353 0.110 0.848 
4 -0.642 0.509 0.554 -0.148 

Note : Extraction Method : Principal    
           Component Analysis.  
           Rotation Method : Varimax with  
           Kaiser Normalizaiton.  

 
H03 relates to the comparison of levels of consumer 
elthnocentrism in India with those reported from 
Comparable samples from research conducted in the 
developed world.  
Table 5 gives the means value of all  
the items of the CETSCALE for the present study.  
 
It is interesting to note that the level of ethnocentrism 
prevailing in India among the students is no less than that 
prevailing in the developed world (Table 6).  
 
 
 
 
 
 
 

Table  6: Summary of Findings 
Of Research Studies Involving University Students  

Author and Year Country Sample Size Mean SD 
Shimp and Sharma (1987) USA 145 51.92 16.370 

145 53.92 16.520 

Durvasula et al. (1997) USA 144 50.24 22.850 
Russia 60 32.02 12.470 

Vida and Fairhust (1999) Czech Ruplic  131 45.17 11.970 
Estonia  179 53.59 13.790 
Hungary  76 43.30 13.760 
Poland  172 50.61 14.330 

Bawa (2004) India  103 52.43 16.812 
Present Study (2007) India 96 61.43 31.400 

 
 

Table 5 : Descriptive Statistics 

St
at

em
en

t 

 
 

N 

M
in

im
um

 

M
ax

im
um

  
 

Mean 

 
 

SD 

1 96 1 7 3.39 2.16 

2 96 1 7 4.83 1.98 

3 96 1 7 5.20 1.80 

4 96 1 7 3.49 1.98 

5 96 1 7 2.26 1.79 

6 96 1 7 2.86 1.73 

7 96 1 7 2.98 2.04 

8 96 1 7 4.27 1.86 

9 96 1 7 4.03 1.65 

10 96 1 7 3.92 2.05 

11 96 1 6 3.21 1.75 

12 96 1 7 2.51 1.82 

13 96 1 7 4.58 1.85 

14 96 1 6 2.14 1.38 

15 96 1 7 3.56 1.87 

16 96 1 7 5.04 1.93 

17 96 1 7 3.16 1.76 
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The CETSCORESof the university students from India were comparable to those obtained from studies 

conducted on university students in other parts of the world (Table 6). This illustrates that they are not far 
behind their counterparts in developed nations.  

Though much of the past research in this area is of limited value because of insufficient theoretical 
underpinnings and methodological deficiencies (Bilkey and Nes, 1982; and Kaynak and Cavusgil, 1983), the 
insightful work of Johansson and colleagues (Erickson et al., 1984 and Johansson et al., 1985) offers 
justification for additional, more sophisticated investigation of country-of-origin issues. The consumer 
ethnocentrism concept and the CETSCALE show promise as useful tools for such research. Potential 
applications include using the CETSCALE as a covariate in experiments that ma1iPuiate country-of-origin 
variables, and as a predictor variable in correlational studies along with consumer demographic and 
psychographic measures and as other potentially relevant predictors of attitudes, buying intentions and purchase 
behavior.  

The concept of consumer ethnocentrism can improve understanding of how consumers and corporate 
buyers compare domestic with foreign-made products, and how and why their judgments may be subject to 
various forms of bias and error (Nisbett and Ross, 1980; and John et al., 1986). Highly ethnocentric consumers 
are probably most prone to biased judgments by being more inclined to accentuate the positive aspects of 
domestic products and to discount the virtues of foreign-made items.  

Various issues related to the developmental foundations of consumer ethnocentrism warrant 
investigation. The process through which consumer ethnocentric tendencies are socialized is particularly worth 
examining. Studies are needed to determine how socioeconomic, demographic, geographic and regional 
economic factors influence early childhood socialization of consumer ethnocentric values, and what role these 
variables have during adulthood in accentuating ethnocentric tendencies. Related to this work would be further 
examination of the concept of threat and its influence on consumers’ attitudes, buying intentions and actual 

purchase behavior towards foreign – made products.  
 

Table  7 :  Independen t  Sample  t -Tes t  R esu l t s  fo r  
Gender  

Sta tement  r -Test  for  Equal i ty  of  Means  

 
T  Df  Sig.  

(2- ta i led)  

1  -0.575  94  0.567  

2  1.159  94  0.249  

3  -0.520  94  0.604  

4  -0.675  94  0.501  

5  1.239  94  0.218  
6  0.216  94  0.830  
7  1.547  94  0.125  

8  0.974  94  0.333  

9  -1.160  94  0.249  

10  1.474  94  0.144  

11  0.822 94 0.413 
12  0.861  94  0.391  

13  
-
0.931  

94  0.354  

14  
-
0.438  

94  0.662  

15  0.008  94  0.994  

16  1.091  94  0.278  

17  0.382  94  0.382  

In order to test H04' the data was subjected to t-
test and the results showed that there was no 
significant 'difference in the level of 
ethnocentrism among males and females (Table 
7). Thus, H04 was not rejected.  
Discussion 
Sociological phenomena have received 
insufficient attention from marketing and 
consumer behavior scholars (Nicosia and Mayer, 
1976; and Sheth, 1 ~77). The concept of 
consumer ethnocentrism and its measurement 
via the CETSCALE helps to close this gap and 
respond to the plea for domain specific concepts 
in marketing and consumer behavior (e.g., 
Jacoby, 1978).  
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Marketing Implications  
 
The reliability and the validity of the CETSCALE as a measure of consumer ethnocentrism reinforces the use of 
this measuring instrument both international y and within a specific country. It provides companies and 
researchers with a valuable instrument to aid both with the analysis, knowledge or segmentation of a market at 
different levels (international or international), and with the designing of marketing-mix activities. The latter 
would help particularly in identifying communication keys and message graduation to obtain a good connection 
according to the level of consumer ethnocentrism and in terms of the market winning strategy used by the 
company.  

The scale offers marketing managers a useful tool for better understanding how present and prospective 
customers feel about purchasing foreign versus Indian-made products. The CETSCALE provides managers with 
an instrument to create a database for marketing strategy development. Understanding the role played by 
consumer ethnocentrism in influencing consumers, may provide useful decision framework for segmentation, 
design of communications and for target market selection within different markets, for firms operating globally. 
By determining the level of consumer ethnocentrism, more insightful segmentation guidelines could be 
developed for both local producers and foreign firms.  

The results of this study suggest that strong ethnocentric tendencies are prevalent in India and the use 
of 'made-In-India' and 'buy-Indian' themes would be prudent in promotional campaigns by marketers. Indian 
companies need not fear foreign competition but they should effectively communicate with the target audience 
as well as dovetail marketing strategies especially for the Indian consumer.  
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Abstract 
 
The footwear and clothing industry has been characterized by ongoing transformation in the demand, supply and 
distribution system,  for the last 30 years.  Customers in the fashion market have changed their consumption behavior 
according to their “experience” perspective, and an increasing competition in the supply market from international 
players located in new industrialized countries can be noted. These firms have improved their product quality and 
their production process. 
Moreover, in the distribution system a “retail transformation” in the marketing strategy of many SMEs can be 

observed. There is a new development of franchising firms and an increase in “own sales outlets” and factory outlets. 
The present paper aims to analyze the transformation of marketing in shoemaking firms and, in a special way, the 
development of factory outlets. We discuss the results of  empirical research carried out in the footwear industrial 
district. 

 

Introduction1 
 
Over the last 30 years, the international footwear market has experienced substantial changes relative to demand, 
supply and distribution (Gregori, 2006). 

As regards demand, it has become increasingly more frequent to see a consumer who is more aware, 
who exhibits more varied behavior patterns and for whom the “experience”-based buying process is becoming 
more and more significant (Resciniti, 2004). 

As for the competitive system on the supply side, there has been a rise in international competition with 
the advent of new players in Eastern Europe and Southeast Asia; these manufacturers, initially specialized in low 
quality (and low price) products, have improved their production processes which are now capable of also 
turning out higher quality footwear.  

Finally, a shift has been recorded in retailing as well, with the birth of distribution chains, the creation 
of partnerships such as franchising chains and the development of factory outlets. 

This is interesting, especially if one takes into account the fact that, ever since 2000, major brands in the 
clothing and leather goods sectors have been entering the footwear market. Thus, it has been proven that the 
brand name is increasingly becoming a critical success factor, “thanks to an assimilation of the logic behind 

luxury and fashion, even in footwear” (SDA Bocconi, 2007,4). 
Another aspect under scrutiny is the new distribution policy that has been enacted, by which we see a 

“concentration of the distribution networks in consolidated markets (decline of multi-brand stores, growth of 
single-brand stores, of hyper-markets and of chains) and the advent of organized distribution in emerging 
markets” (SDA Bocconi, 2007,4). 

It cannot be denied that such changes are particularly significant for small  enterprises which do not 
always have the competencies or the resources needed to successfully meet the new competitive challenges they 
are facing (Ferrero-Fortezza, 2007). 

In this context the Marche stands out as the region of Italy with the greatest number of footwear 
manufacturers specialized in different types of production and circumscribed, for the most part, to the area in and 
around Fermo and Macerata. This particular industrial district has seen strong growth and development, belying 
the alarming forecasts which had predicted its demise. On the contrary, this system has undergone considerable 
transformation, taking on the characteristics of a multi-location chain which involves customers and suppliers 
operating abroad as well domestically.  
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In recent years, a growing number of manufacturers have opened points of sale –  in many cases near 
their manufacturing plants – which could transform the industrial district  into a “retail district” also. This paper 

will present the results of  exploratory research conducted in a number of factory outlets located in the Fermo-
Macerata area; the Authors’ objective is to describe the characteristics of a widely expanding phenomenon, by 

following an “instinctive” rather than a strategic approach in order to define the limitations and potential 

opportunities of this “new distribution model”.  
The study took place in the period between December 2008 and January 2009. Surveys were conducted 

on stores situated in different cities of the district. The sample was extracted - in a probabilistic method – from 
the main data base on line; it should be noted that the survey population  was not specifically determinable,  
either in terms of size  or characteristics because some of the small factory outlets are not registered in this data 
base. The survey was conducted through a structured questionnaire, for the most part consisting of multiple-
choice, closed questions. The questionnaire had been previously tested on a pilot sample of subjects in order to 
verify its suitability. The quality of the data collected was checked by adequate procedures aimed at proving the 
data’s consistency and likelihood (data base cleaning). As concerns the methodology used, the work was done 
following a positive/interpretative approach which also adopts an inductive method, according to a schema 
described in Silvestrelli (1994).  

 

Some features of the Italian, and of the Marche region, footwear industry  
 
The footwear industry was one of the factors which made the Italian manufacturing system internationally 
competitive; nevertheless, this model would appear to be less effective when seen against the new economic 
context at both the national and international level. The new economic transformation, like globalization and the 
growth of new kinds of competition have brought about various changes to the district system. Recently, the 
system has been marked by a decrease in the number of many “marginal” players from the market. This, 
according to numerous authors and experts, means that what is needed is a whole new process of rebuilding the 
system based on districts (for more on this topic, see Rullani 2005, Varaldo 2006)2.  

In an attempt to regain their lost competitive advantage, some entrepreneurs undertook to decentralize 
their international manufacturing operations, develop new supply relationships, set up new companies in newly 
industrialized countries, and they entered into joint ventures involving both production and sales. Such actions 
created a ripple effect which was felt throughout the manufacturing districts, provoking changes in the 
relationships between companies and within companies, thus modifying the intradistrict relationships, as well 
(Gregori, 2005). 

An initial aspect to point out is the fact that the first years of this decade were marked by a natural 
selection process which “weeded out” those companies that did not perform well enough, but this did not, in 

most cases, translate into a change in the competitive model of the others. As a matter of fact, what stands out is 
the prevalence of technical and productive competences with respect to commercial and managerial ones. 
Furthermore, the most important competitive success factor still appears to be the degree of flexibility of the 
production processes which has allowed many manufacturing enterprises to “ride the wave of the economic 

trend”, thus considerably reducing the risks lurking between a negative phase and a positive one (Varaldo 
2006)3.  In many cases there does not seem to be new “knowledge” acquisition that would justify a development 

process that is not linked to economic trends. However, it has been observed that some suppliers that have 
chosen  the single commission (or a prevalent commission) method appear to have benefited from a “bottom up” 

knowledge stream. Moreover, in a variety of situations, it was possible to note an increase in efficiency.  
One outstanding feature of the Italian footwear sector structure is that the majority of the enterprises and 

industry employees are concentrated in only a few areas of the country; in fact, over 90% of these are located in 
just six regions. It is also evident that in regions which are “typical” shoe manufacturing regions, production 
tends to be localized in only a few areas, with each zone specializing in a specific type of production.  

It can be said that the territorial concentration of manufacturers is the result of contingent situations of a 
local nature, tied to the availability of manpower, of raw materials, of infrastructures and of financial means. 
Also, “the development process of the footwear sector initially concerned traditional areas where entrepreneurial 
capabilities of artisan origin were already well established and where, subsequently, sizeable “agglomerative” 

economies gradually took hold, whereas other areas have been involved only marginally” (Gregori, 2005). 
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FIG. 1: REGIONAL DISTRIBUTION OF ITALIAN FOOTWEAR MANUFACTURERS4 

 
 
From a historical trend analysis  of the number of firms it becomes evident that the contraction 

phenomenon has been more consistent in those areas where the numbers were already limited.  
As regards the size variable it is worth noting that approximately 85% of Italian footwear manufacturers 

employ less than twenty employees, and overall, there are a significant number of small and micro enterprises  
(ANCI, National Association of Italian Footwear Manufacturers, 2006). 

Turning to production trends in Italy, it can be said that they have oscillated somewhat, but have been 
nevertheless positive, at least up to and slightly beyond 2000. From that point onward, the number of pairs of 
shoes produced dropped off sharply, in stark contrast to the volume of production seen in many developing 
countries. In the last few years, Italian production has taken a noticeable downturn, due to increased competition 
from abroad and the consequent loss of competitive advantage for Italian footwear manufacturers, both on 
domestic and foreign markets.  

With reference to the Fermo-Macerata district, this area comprises approximately 3,500 enterprises that 
are specialized in the production of footwear or footwear components; on a national and European level, this 
district represents the principal manufacturing hub. Statistically speaking, the contraction in the number of 
footwear manufacturers in the Marche region for the decade 1995-2005 is in line with national figures; in 
subsequent years the trend has remained essentially stable.  

 
TABLE 1: ITALIAN IMPORT/EXPORT FIGURES FOR FOOTWEAR FROM 1970 TO 2007 (VALUES IN 

MILLIONS OF EURO)  5 
Year Imports Exports 
1970 1.5 214.9 
1980 63.5 1,606.5 
1990 357.9 4,104.5 
2000 2,614.7 7,747.5 
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Year Imports Exports 
2001 3,063.9 8,457.8 
2002 3,240.6 8,020.4 
2003 3,376.5 7,491.2 
2004 3,381.6 7,317.6 
2005 3,639.3 7,193.3 
2006 4,022.6 7,670.1 
2007 3,861.2 7,659.7 

 
 
Exports have played a key role in the development of footwear manufacturers, both nationally and 

regionally (Marche). From 1996 onward, there has been a consistent decrease in the number of pairs of shoes 
exported, due to a variety of factors, including increased foreign competition and the recent changes in currency 
value of the Euro. Despite this, Italy has seen an increase in the average value of exported footwear along with 
its “growth” and consolidation on certain foreign markets (even on those not considered “traditional” export 

markets). Imports, instead, have tended to show a constant rise over recent years, especially for products or 
component parts coming from Romania, Bulgaria and countries in Southeast Asia.  

The period 2006-2007 and the first quarter 2008 showed signs of an upswing in the district economy – 
for exports, in particular – where it was evident that primarily the medium-size district enterprises were seeing 
fairly positive performance figures, obtained by following different approaches, both in terms of adopting 
competitive strategies and in managing supply relationships. So different in fact, that it would appear that there is 
no uniform model in the development of district medium-size enterprises (TrendMarche, II/2007). The 
provisional balance data for 2008 show, to the contrary, an inverted trend for imports and exports (ANCI, 2008). 

 

Factory Outlets: a new opportunity for footwear manufacturers 
 
There has been a considerable change in the sales policies of many footwear firms, a change also registered in 
the distribution channels for clothing and accessories as well as in the assimilation of fashion policies into the 
footwear industry.  

Firstly, it should be stressed that due to the “crisis” situation, the traditional footwear retail sector, 

because of its characteristics, does not appear to be following effective business  strategies. This situation is 
consistently reflected in the development strategies of some footwear SMEs which use the retail market as their 
main distribution channel.  

Secondly, it should be noted that many large- and medium-size enterprises have adopted strategies for 
integrated distribution “downstream”, by trying to distribute the product either through “direct” points of sale, 

through partnerships with intermediaries, or through franchising. Moreover, competition is on the rise between 
the larger footwear manufacturers and the lesser known ones, as the former are able to “take away” selling space 
in the point of sale. 

In addition, there is a strong tendency to increase the chain control; as a matter of fact, even when we 
speak of distributors (in countries like Japan, China, Russia and others where it is difficult to have a direct retail 
outlet) or of agents representing different firms, companies try to integrate them in their system (Pambianco, 
2005). 

Also, many manufacturers choose to open direct sales retail stores, often carrying a single brand, with 
different objectives6:  
 to use a flagship store as a tool to promote an image; in this case, only a few stores are opened in the 

“fashion capitals of the world” (Sansone, 2005). 
 to use as a sales channel (sometimes the main one); in this case a real chain of stores is created, with 

points of sale in capital cities and in other large and medium-size cities and towns (here, the emphasis is on 
points of sale for products in the medium and medium-high price range) (Pambianco, 2005). 

As regards the Fermo-Macerata district we can see that a lot of firms adopt a two-level distribution 
channel (manufacturer-agent-retailer-consumer) and the ability to control the channel is low. It must be added 
that many district manufacturers show a lack of knowledge concerning business know-how and marketing tools 
and, generally speaking, they manifest various difficulties in managing their business; in addition we can see that 
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there is a lack of information regarding consumer behavior and distributions channels in the most important 
countries abroad (Bain, 2008). 
Thus, it is obvious that it is difficult for these firms to develop effective retail strategies; in this sense, an 
interesting option for a “downstream movement” in the distribution system could be the opening of “traditional” 

factory outlets (referred to as FO).  The factory outlet format,  considered  one of the most innovative concepts 
in retailing, originated in USA around 1975, and then was “imported” in several European countries (Jones, 

Whitehead and Hillier, 1997). These “new” businesses can be broken down as follows: 
 FO: point of sale owned by the manufacturer, located primarily near the factory, which carries items 

from previous collections and slightly imperfect goods at a reduced price.  
 Stock house/off-price store: independent business which sells a variety of name brands, more or less 

well-known, at reduced prices. The assortment consists of factory remnants and slightly imperfect goods.   
 Factory Outlet Center (FOC): group of several factory outlet stores operating in a single, large structure 

which also provides additional services (Mattiacci-Ceccotti, 2005). 
FOCs have grown consistently over the last few years and there could be margins for additional growth 

in this sector; according to available trade data for Italy, there are approximately twenty factory outlet centers, 
with a surface area of over 10,000 square meters, located predominantly in the northern and central regions.  

Factory outlet centers are clusters of retail stores all offering brand name goods at discounted prices, but 
these outlet stores have been a means for manufacturers and retailers to clear end-of-season and excess stock, as 
well as an opportunity to brand build and test market new lines. Historically, the view of center developers has 
been that sites should be located far enough from mainstream retail outlets so as not to adversely affect their 
trade, but close to a motorway junction to give easy access for substantial numbers of potential consumers 
(Whyatt, 2007). 

The evolution of this sales channel in Italy falls in line with what has been happening in other countries 
where the growth rate has risen in recent years; in fact, in terms of square footage, factory outlet centers have 
been the fastest growing retail format in Europe since the early 1990s. This is despite reported resistance by 
planning authorities, manufacturers and retailers and a lack of consumer awareness of the concept in much of 
Europe (Galvin, 2001). It could be interesting to evaluate the impact of the new FOCs in relation to  City-Center 
stores (Confcommercio, 2007). 
 

TABLE 2: THE MAIN ITALIAN FACTORY OUTLET CENTERS 
 

Name Location Prov Owner  N. of points of sale 

Fashion District  Valmontone  RM  Fashion District  166 

Serravalle Outlet  Serravalle Scrivia  AL McArthur Glen Designer outlets  150 

Barberino Outlet  Barberino del 
Mugello  

FI  McArthur Glen Designer outlets  95 

Outlet Village  Valdichiana  AR  Gruppo Percassi  90 

Castel Romano Outlet  Castel Romano  RM  McArthur Glen Designer outlets  90 

Franciacorta outlet village  Rodengo Saiano  BS  Gruppo Percassi  82 

Fidenza Village  Fidenza  PR  Fidenza Village  71 

Fashion District  Bagnolo San Vito  MN  Fashion District  67 

Vicolungo Outlets  Vicolungo  NO  Vicolungo Outlets  64 

Fashion District  Molfetta  BA  Fashion District - sett.2005  60 

Sardinia outlet village  Sestu  CA  Sardinia outlet village  59 

La Galleria Outlet Center  Albano S. Alessandro BG  AWG Outlets Bergamo srl 52 

Outlet City  Castel Guelfo  BO   49 

Full & Fifty  Meda  MI  Fifty Factory Store  49 

Fifty Concept Store  Modena  MO  Fifty Factory Store  43 

S. Marino factory outlet  S.Marino   S. Marino factory outlet  40 

Cremona factory outlet  S.Giovanni in croce  CR  Cremona factory outlet  27 

Brescia Factory outlet  Castenedolo  BS  S. Marino factory outlet  25 
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Name Location Prov Owner  N. of points of sale 

The Mall  Leccio-Regello  FI  Fidenza Village  24 

Victoria Outlet  Sarzana  LS  Victoria Outlet  23 

 
It must be pointed out that the traditional FO and the FO in an FOC are managed quite differently; the 

advent of a new style of factory outlet store and the consequent appearance of different points of sale require 
constant and regular restocking of products and not just the sporadic delivery of excess stock. Furthermore, sales 
policies inside the outlets are now similar everywhere in the fashion world (seasonal sales “campaigns” are one 

example) and finally, there is also the fact that inside these centers there are advertising signs that are have 
nothing to do with production or “warehouse” needs (Terzi, 2007). 

A number of interesting studies have delved into the motivations behind consumer behaviour in these 
types of stores (Rasicci-Vignali-Devigili, 2008). Customers are attracted by a series of elements, among which, 
the chance to purchase items at a more competitive price than in traditional stores with sales personnel, the 
“exclusive” nature of a factory purchase, the opportunity to have access to “luxury” items, even for clients who 

do not normally purchase from this price range (Silverstein-Fiske, 2004).   
In the face of these advantages for the final consumer, opening its own direct point of sale (Factory 

Outlet), makes it possible for a small enterprise to: 
 see an increase in the control over the channel for a portion of the turnover; 
 exercise greater effectiveness in communicating the value of a hand-crafted product; 
 have higher unitary margins compared to those in the “traditional” channels; 
 sell unsold items from the previous season or slightly imperfect goods which would otherwise be 

difficult to sell at anything above cost. 
 

An empirical analysis of the FOs in the Fermo-Macerata district  
 
The early results of an exploratory survey conducted on 31 Factory Outlets located in eight different townships 
of the Fermo-Macerata district will be presented below. The survey was carried out through direct interviews 
(PAPI) with entrepreneurs (owners), managers of the point of sale and sellers7. 

One aspect to highlight is the fact that 58% of the FOs are located in the vicinity of the factory and, in 
many cases, share the same premises. Alternatively, the FOs are located in commercial areas or in town centers 
in the outlying areas around the manufacturing site. There have also been some cases of points of sale located in 
areas outside of the Marche region.  

The rise in the number of points of sale seems to be a fairly recent phenomenon, as can be gathered 
from an analysis done by year of opening  which reveals that over 60% of these outlets were built over the last 
five years. This, in some respects, represents a lag compared to other territories in Italy or in Europe.  

As regards the distribution methods chosen by footwear manufacturers, it is apparent that the direct 
channel is used along with other distribution methods in a multi-channel approach. Sales agent networking is 
quite common (16% of the manufacturers use single-firm agents and 64.5% use multiple-firm agents) as is the 
use of short indirect channels (54.8% of manufacturers sell direct to retailers). There have also been cases of 
manufacturing firms which own and manage their point of sale either directly or through some form of business 
partnership.  

As for choices in the assortment of goods, outlets also sell accessories in addition to footwear; the 
figures for these sales are worthy of note (see table below). As is evident, the greatest percentage of turnover is 
generated by sales of items from the current season and here, the FO is similar to a traditional point of sale (60% 
of the overall turnover of the point of sales); this is followed by sales of “samples” and items from the previous 

season. Thus, it can be said that in some cases the sales format is very similar to that of a traditional point of 
sale, also in light of the fact that the average discount percentage is often quite modest and there is only a 
significant economic advantage in pricing at certain times. In addition, some interviewees have noted that the 
number of unsold items has gradually gone down, thanks to better programming of production and better return 
policies (for more on this, see Russo, 2008). 
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TABLE 3: COMPOSITE OF TURNOVER (ESTIMATED) BY TYPE OF PRODUCT SOLD 

New for current season 60.3% 
New from previous season  21.0% 
Marketing returns 3.0% 
Samples  10.7% 
Flawed goods  5.0% 
 100.0% 

 
The data on the provenance of the customers and on their motivations for buying proved interesting. As 

can be observed in the table below, only 50.6% of the estimated turnover is generated by clients from the 
Marche region, whereas that generated by clients from other regions and from other European nations, as well, is 
especially high.  

From this data it becomes evident, therefore, that the catchment area for these types of sales structures 
cannot be compared with points of sale for analogous goods. If we analyze other cases and their catchment areas, 
we can observe that the capacity of attraction of a store becomes “marginal” above the 20-30 minute drive range; 
in fact more than 75% of the customers usually come under the isochronal range of a 30-minute drive (see 
Sciarelli-Vona, 2000; McGoldrick, 2002; Zentes-Morschett-Schramm-Klein, 2007). 

 
TABLE 4: BREAKDOWN OF THE TURNOVER (ESTIMATED) BY AREA OF PROVENANCE OF THE 

CUSTOMERS 

Marche region 50.6% 
Italy  37.7% 
Europe 11.5% 
Other countries  0.2% 
 100.0% 

 
Such an expanded catchment area must be looked at in light of some phenomena which cannot be 

explained from the perspective of surface area (square metres) of the point of sale and of the goods sold. These 
parameters are normally used to define the dimension of a catchment area (Sbrana-Gandolfo, 2007). 

Then, it must be pointed out that the motivations for buying are in line with those revealed in other 
studies Mattiacci-Ceccotti, 2005). What is different, instead, is the “buying situation”.  In many cases, as seen, 

purchases are made by people who find themselves in a particular area, either for work or while on vacation, and 
who decide to combine the entertainment aspect of shopping with the primary reason for coming to the area in 
the first place. To these consumers we must add those who choose to go to the district with  shopping as their 
main motivation. A form of “factory outlet tourism” has grown out of this; in fact, there are tour operators who 

organize trips which include among the attractions, shopping excursions to some of the main FOs in the district.  
The interviewees from small and medium-size enterprises, especially, are aware of the importance of 

the synergy created by proximity to the district and to a brand, but efforts to jointly carry out sales or 
promotional activities remain quite limited.  

One last point to bring up is the fact that the formats proposed by the different manufacturers are so 
heterogeneous; in fact the differences are quite evident, not only in the management methods, but also in the 
organizational approach and retail mix. From preliminary analysis, the following FO typologies emerge: 
 The traditional FO which in some cases appears to be managed with only limited attention by the 

industrial manufacturer; in fact it is often evident that the emphasis remains more on production than on 
commercial sales. In many cases the opening of a point of sale has merely consisted in opening the show room, 
which had previously been accessible only to intermediary agents, to the public. Such an adaptation of a 
“business” approach to a “retail” approach does not appear to fully exploit the potentialities of the FO. 
 The FO which closely resembles the sales format used in other traditional points of sale on the retail 

market; these are not located in or near the premises of the manufacturer, but are in commercial areas or town 
centers. 
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 The concept store whose primary objective is to promote the “brand experience” rather than serve as a 

commercial distribution channel. This is the case for the larger manufacturers who often have a very well-known 
brand (Sansone, 2005)8. 

As regards the management model, only 50% of the stores undertook specific analysis of the catchment 
area. Geomarketing is a useful tool in the analysis of potential demand for the opening of new retail points; this 
tool can be used as a valid support in estimating the qualitative and quantitative features of the population living 
in a given geographical area, in addition to identifying the “ideal” location for a new point of sale (Gregori-
Cardinali, 2008). 

In some cases the lack of management was due to a combination of factors, such as the absence of a 
manager at the point of sale, the use of factory personnel in the role of shop assistants, and opening hours (after 6 
p.m.) and days (primarily on Saturday) when consumer flows are greatest which are often different and 
antithetical to ordinary company hours.  

 
Concluding remarks 
 
The last few years have seen an increase in consumer flows to the area; the district seems to take on the 
appearance of a “natural shopping center”. Such a clustering of factory outlets seems to have a high capacity to 
attract consumers, thanks to the presence of famous, “luxury” name brand firms, but also simply because of the 

geographical vicinity of so many manufacturers. This “phenomenon” could transform the industrial district into 

a “retail district” also. 
It is possible to see that these points of sale play a significant role within the context of brand strategy 

and client loyalty; moreover, it can be said that these retail businesses could represent an interesting opportunity 
for SMEs. Many micro-firms that do not have a well-known brand could thus benefit from the “synergy effect” 

generated by the district, but, in many cases, no activities are carried out  to create a common strategy.  
Nevertheless, it must be said that along with the potential business opportunities there are also problem 

areas to be weighed before the decision to invest can or should be made: opening a factory outlet is not always 
preceded by a feasibility study and an analysis of the competences necessary for its management.   

Another important aspect to keep in mind is that the district has the capacity to attract clientele that is 
comparable to that of an FOC, in spite of the fact that it does not have a structure which incorporates all of the 
different points of sale; this is a especially important since, in fact,  critical mass is important to the consumer 
and, therefore, important in attracting the retail tenant: “the customers want to see a wide choice of goods” 

(Whyatt, 2007). There may be some limitations that emerge due to the absence of a synergetic use of 
communication and promotion tools which can, instead, be activated in an FOC.  

What cannot be overlooked, though, is the fact that for an efficient management of a point of sale, 
simply dedicating an area of the manufacturing plant to the selling of the products does not suffice; what are 
needed are new management tools typically adopted for retail businesses. Furthermore, the retail approach to a 
retail point of sale shifts attention from an industrial firm marketing approach to a “consumer” marketing 

approach that requires different competences which firms do not always seem to have.  
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End Notes 
                                                           
1 The present work is the result of the common work of the authors, however to Gian Luca Gregori is to be 
credited paragraph 1, to Valerio Temperini  paragraph  2, to Silvio Cardinali paragraphs 3, 4 and 5. 
2  In our country there are 156 manufacturing districts of which 20 are specialized in the production of leather 
goods and    footwear; overall, Italian districts “involve” 212,000 enterprises that employ 1,929,000 people, in 
other words, there are 1,350 small size and artisan enterprises per district (Rullani, 2007). 
3 If part of the future competitive advantage is correlated to the availability of know-how and to the capacity to 
attract personnel with such “knowledge”, it could be interesting to look at how artisan enterprises compare to 
medium- and large-size companies (which have the capacity to attract the best resources in the territory). In fact, 
it has been seen that manual work in footwear industries is perceived “negatively” and this limits their capacity 

to attract workers; according to what was said by some survey participants, one possibility for countering this 
effect would be to carry out actions aimed at sensitizing high school and university graduates in an effort to 
reverse this “non positive” attitude. This would lead to the question then, of if and how to develop a strategy of 

employer branding within the district; this represents a major challenge for trade associations as well, which 
would endeavor to create, in the small district enterprises, an attraction for “talents” and competences (both 
operational and managerial).  
4  Our calculations from 2006 estimates ANCI (National Association Of Italian Footwear Manufacturers). 
5 Our calculations from Istat data and ANCI estimates for the years 1970, 1980 and 1990. 
6 We can add, further, that within the “luxury” sector, a change is taking place, both in consumer demand and in 

the attitude of the firm; what is seen on the demand side is that there has been a partial widening of some 
categories of clientele, putting into motion a “democratization of luxury” (Fabris, 1999), while on the supply 

side there has been an increased tendency toward “trading up” strategies (Silverstein-Fiske, 2003). It cannot be 
denied that demand for high end apparel and footwear is not homogeneous and there exist, in fact, different sub 
segments (Aiello-Donvito, 2006). 
7 The data gathering was done in collaboration with the Confartigianato association of the provinces of Ascoli 
Piceno and Fermo which allow the data publishing. 
8 The fact cannot be overlooked that the taxonomic analysis should be supported by a more in-depth study 
through the use of quantitative analysis.  
9 Please contact the authors for the full list of references. 
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Abstract 
 

All companies are looking forward to improve their levels of competitiveness through different ways, being one of the 
most important, customer satisfactions in their target market. In the Hotel industry, service quality becomes the key 
to get a good position in their market. Therefore, this research focuses on an analysis of the perception and 
satisfaction levels in the hotel industry of Guadalajara, Jalisco, Mexico, carried out in the 4 stars category and higher, 
in order to get customers to express their satisfaction and perception levels in quality of hospitality and leisure. 
Finally, the results are analyzed through the Pearson coefficient of correlation in order to find the correlation 
between selected crossed topics. This paper is concluded with a customer satisfaction model that includes the 
customer’s perceived strengths, and the improving considerations according to the weaknesses and threats. 
 
Introduction 
 
The new age customer is highly demanding as far as expectations of hospitality services from hotels and the 
customer satisfaction is essential for the success of service firms because it leads to repeated purchases and 
word-of-mouth recommendations. It is also considered the most reliable indicator of the service quality that is 
actually delivered to customers. 

In an increasingly competitive marketplace such as the leisure industry, today's consumers enjoy 
unprecedented choice. Therefore, retaining and increasing a satisfied and loyal customer base is the ultimate aim 
of any hospitality company. 

Lewis commented that hotel companies have difficulty in measuring customer satisfaction and, in spite 
of the proven inefficiency of comment cards, many still rely upon them. However, they also make the point that 
Marriott regularly surveys its customers randomly and chains like Sheraton are always looking at how the room 
comment cards can be improved (Lewis, 2004).  

This study focused to evaluation of the consumer’s expectations and perceptions about the service 

quality in hotels in Guadalajara, with the aim to generate appropriate strategies that promote quality service, 
thereby achieving high satisfaction and loyalty among consumers of the theses. 
Jalisco is one of the states with more touristic variety and quantity, its capital Guadalajara is the second in 
economic importance in the Mexico, the second and the pole of activities in the country. Thanks to Guadalajara 
has been identified the symbols with which Mexico is known in entire world, symbols such important like 
Tequila, Mariachi and Charro Dress. 

In tourism, Jalisco is ranked at the first place nationally in the number of lodging establishments, the 
rooms are in second place in terms of total passengers of different airports in our country, both domestic and 
international state contributes 12.28% in arrivals and is in second place. The Metropolitan Area of Guadalajara 
has a hotel capacity of over 16,000 rooms that vary from Economic to Five Star and Luxury Class. Several of 
these hotels have magnificent services for conventions and expositions, providing the most modern and 
advanced technology. 

The metropolitan area of Guadalajara is the most visited in the State since the influx of the State, this 
area receives 45.48%, followed by Area of Los Altos Zone with 22.12%, while Puerto Vallarta was 17.43%.  
In 2007, the economic income was 26.658 billion pesos, the growth of this in relation to the previous year was 
5.87%, which was 1479.21 million over the previous year. The 50.49% of the spill is generated by tourism 
hosted on 43.87% of tourism that arrives at home and 5.64% from tourism are not staying. This generation of 
spills can also pose another way; we can say that the national tourism generates 56.98% of the total spilled on 
foreign tourism and 43.02%. And if we talk for tourist areas we can say that 44.25% of the spill is generated by 
the Metropolitan Zone of Guadalajara, 41.19% is generated by the Puerto Vallarta, 7.25% area of Los Altos. 
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Regarding the profile of visitors, 24.03% of the tourists who visit our state are from Jalisco, followed from the 
Federal District with 23.94% and 10.99% of the State of Mexico, the rest of the visitors come from other states. 
 
Literature review 
 
In this competitive market environment, hospitality services success depends strongly in a thorough analysis of 
customer satisfaction. Indeed, there is an abundance of literature measuring customer satisfaction with 
hospitality services. (e.g., Matzler and Pechlaner 2001). 

Customer satisfaction is one of the most important and most frequently examined concepts of modern 
marketing thought and practice, because it plays an important role in survival and future of any tourism products 
and services.  

The concept of satisfaction has been treated for long time, emphasizing different aspects and varying its 
design. In the seventies the interest in the satisfaction studies  increased as the point of over 500 published 
studies in this area, including a research of Peterson and Wilson estimated at more than 15,000 researches about 
consumer satisfaction or dissatisfaction (Hunt, 1982), (Peterson and Wilson, 1992). 

As suggested by numerous researchers, satisfaction is a function of consumer perceptions. While 
measuring the perception of individuals is difficult at best, this is most challenging in tourism due to the nature 
of the product. 

Although the study of customer satisfaction has been approached from various perspectives, many 
authors have emphasised its connection with quality. Due to the relation between quality and consumer 
satisfaction is important to mention the prospect of both concepts: 

 
Quality as satisfaction of the consumer expectations  
To define quality as the degree to which they attend or not the expectations of consumers supposed to include 
subjective factors related to the trials of those who receive the service. This is a concept based on the perception 
of customer satisfaction and expectations, it is important to know what users need and consumers. However, it 
must be considered that this is the most complex of all, because the people can give different importance to 
different attributes of the product or service and it is difficult to measure expectations when the consumers in 
many of the times do not known in advance, especially when they buy a service or product or unusual usage 
(Martínez-Tur, Peiró and Ramos, 2001). 

Three models have been developed to explain the role of quality and other elements in the formation of 
satisfaction. The first global theoretical model developed on customer behaviour was the "perceived 
discrepancy" (Nicosia, 1974). This model relates the satisfaction level to the degree and direction of discrepancy 
between consumer expectations and perceived quality, once the use or consumption has ended. 

A critical analysis of this model developed a second paradigm: the "cognitive theory," in which 
satisfaction depends on discrepancy, but also on previous consumer expectations (Oliver, 1980), (Helson, 1959). 
This additive theory (expectations + discrepancy) attempts to explain why consumers who buy a product or 
brand that they consider being of inferior quality, can experience dissatisfaction. Lower satisfaction can be 
explained not only by the existing degree of discrepancy, but also by inferior consumer expectations (Tse and 
Wilton, 1988). However, this model does not adequately explain satisfaction formation in the case of new or 
unknown products, for which previous expectations are not possible. This limitation of the additive model has 
been studied and solved by Churchill, Surprenant and Patterson by incorporating a third variable of satisfaction; 
perceived quality (Patterson, 1993), (Surprenant, 1982). 

As a result, the "high implication" paradigm appeared. Tse and Wilton observed that there was a more 
significant, direct relationship between satisfaction and perceived quality than between satisfaction and the rest 
of the variables (Tse and Wilton, 1988). 

Researchers have identified that an increase in perceived service quality leads to an increase in the 
service satisfaction. Thus, the individuals engage normally in purchase activities because they expect a certain 
level of quality (a result) from the product or service they buy. 

The consumers evaluate the service, and thereafter, experience a feeling of satisfaction or 
dissatisfaction (Carver and Scheier, 1990), (Lazarus, 1991), (Bagozzi, 1992). The relationship between these 
two constructs is specified in the model presented in Figure 1. It is worth to mention that the purpose of this 
research isn’t to plunge into the debate concerning the sense of the relationship between service quality and 

satisfaction. 
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FIG. 1: CONCEPTUAL MODEL 
 

Source: Ladhari, Morales and Lakhal (2005). Service Quality Emotion and Satisfaction in Restaurant Setting. ASAC. 
 

In the attempt to increase financial performance through customer satisfaction, companies often use a 
logic described by Anderson and Mittal as the satisfaction-profit chain: an increase of: (a) attribute performance 
should lead to (b) higher customer satisfaction, and higher satisfaction (c) increases customer’s loyalty and 

loyalty and (d) drives profitability. Although many studies have shown that satisfaction drives profitability. 
(e.g., Anderson, Fornell and Mazvancheryl, 2004; Matzler et al. 2005b). 

Customer satisfaction is major measure of service quality in the service industry.  Its measurement 
takes many forms and includes pre- and post- consumer surveys, focus groups mystery shoppers and total 
market surveys. 

In the hotel industry it s common to use guest’s comments and feedbacks forms; however, they have 

been heavily criticized in the past as poorly designed and an adequate measure upon which to base any strategic 
decisions because of law response rates and bias (DeVeau, DeVeau & Downey, 1996), (Jone & Sasser, 1995), 
(Gilbert & Horsnell, 1998). 

The key success factors for creating positive consumer relations are trust and customer satisfaction 
(Cable, Aiman-Smith, Muley, & Edwards, 2000). Because it is difficult to certain quality of services before 
purchase, customers perceive greater as when buying and consuming services than they do with manufactured 
products. However, various quality-management strategies can minimize the uncertainty that a customer might 
have, and word-of-mouth recommendation also exerts a strong influence on customer’s judgments when 

information about products is difficult to obtain (Herr, Kardes & Kim, 1991). 
Carmen and Langeard focused on the involvement of customers in service management (Carmen and 

Langeard, 1980). When designing and investing in new service products, the involvement of customers and 
employees in the production and delivery processes needs to be taken into consideration because there is a direct 
relationship between the quality of the production process and the service output as perceived by the client. 

Hotels have certain special features. They deliver accommodation services, catering services, and 
additional services – Many of which are intangible in nature (Djellal, Francoz, et.al, 2003). Intangibility means 
that these services can neither be transported nor stored, but are designed for direct consumption. Hotels are also 
bound to their location, and service production and consumption therefore take place in a specific place and 
time. This means that hotel´s range of products and services is limited in terms of capacity and resources (Teare, 

Mazanec, et.al, 1994). 
Consumer satisfaction has been extensively studied in marketing the last few decades.  However, 

marketing scholars have not yet, agreed upon a generally accepted definition of satisfaction. Giese and Cote 
(2000) affect conducting a review of literature and consumer interview defined satisfaction as a summary 
affective response of varying intensity with a time specific point of determination and limited duration directed 
toward focal aspects of product acquisition and/or consumption.  

Satisfaction plays a central role in marketing because it is a good choice and switching behavior) 
(McQuitty, Finn, et.al, 2000). 

Several scholars developed models in an effort to explain satisfaction with tourism service have 
proposed the American Consumer Satisfaction Index (ACSI) model as a measure instrument of service quality 
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emotion 
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and perceived value are the antecedent of satisfaction whereas consumer complaints and consumer loyalty are 
the consequences (McQuitty, Finn, et.al, 2000).  

The American Hotel & Lodging Association (2002) reported on the consumer satisfaction scores of 
major hotel companies compiled by the ACSI in cooperation with the University of Michigan. This study 
tracked customer satisfaction ratings over a range of industries and for the hotel industry it reported on 
companies such as Hilton Hotels Corporation, Marriott International Corporation, Hyatt Corporation, Holiday 
Inn, Starwood Hotels and Resorts Worlwide, Inc., among others.  

The ASCI model showed customer satisfaction as being made up of customer expectations and 
modified by perceived quality and perceived value (Figure 1). 

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

  
 
 
 

FIG. 2: AMERICAN CUSTOMER SATISFACTION INDEX MODEL 
 

Source: ASCI (2002). 
 

Customer satisfaction using employee perceptions has been addressed by gathering both customer and 
employees. There was a strong correspondence between customer attitudes about service quality and the 
employee perceptions of the quality of service customers received (Schneider and Bowen, 1985, 1993). 

Tourist satisfaction has been proposed to be taken into account when assessing the strengths and 
weaknesses of a tourism organization. Moreover, it should be considered when forecasting demand for 
developing the marketing strategy. Tourist satisfaction is central to marketing and should feed into the strategic 
and operational planning of tourism organization (Satish & Menezes, 2001).  

In the hospitality industry, Sparks and Bradley investigated the relationship between service provider 
efforts, satisfaction, and consequent consumer behavior in the context of a service breakdown. Lewis and 
McCann (2004) focused on service failure and recovery in the UK hotel industry, finding that guest who were 
likely to return that those who were not satisfied with recovery efforts. 

The hotel industry involves a high degree of interaction between employees and consumer and so 
provides many opportunities for service failures to occur consumers´ perceptions of their experience, the so-
called “moments of truth,” play a major role in determining customer satisfaction and future purchase decisions 

(Kandampully & Duddy, 2001). 
According to literature, satisfaction or dissatisfaction with previous experience is crucial because it 

might affect expectations for a customer ´s next purchase. 
Dube et al. observed that, although a satisfied customer does not guarantee whether he or she will 

return, it is almost certain that an unsatisfied customer will not return. Because of the important implication of 
maintaining tourist satisfaction level, consistent efforts have been made by researchers to overall customer 
satisfaction in the hospitality and tourist industry (Dube et al, 1994).   
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Most tourist satisfaction researches have assessed satisfaction using models of expectation and 
disconfirmation, equity, norm and perceived overall performance (Tse and Wilton 1998). 

For example Fracken and Van Raaij suggest that leisure satisfaction is determined by the perceived gap 
between the preferred and actual leisure experiences as well as the perceptions of barriers that prevent the 
consumer from achieving the desired experience (Fracken and Van Raaij, 1981). 

Another approach used to examine satisfaction is the Perceived Performance Model, developed by Tse 
and Wilton. This model suggests that consumer’s satisfaction or dissatisfaction with a product can be assessed 

by only examining their evaluation of the actual performance. This model puts forward that measuring 
perceived expectations and perceived performance is redundant (Tse and Wilton, 1988). 

 
Research Method 
 
A survey was applied to 335 hotel guests who were in any of the establishments selected for this study, in 
categories 4 and 5 stars and Luxury Class, located in the Metropolitan Area of Guadalajara. 

The questionnaire was applied in order to know the relationship between the quality of service, rates, 
advertising, and sales and reservations, with the level of customer perception and satisfaction in the hospitality 
industry. 

The questionnaire used in this research was adapted with measures from Mohammad, Barker and 
Kandampully research about Multicultural student perceptions of fast food restaurant brands: an Australians 
study and from Fuch and Reichel research about Tourist Destination Risk Perception: the case of Israel. 

Results were analyzed by using Pearson correlation to measure the above mentioned variables. From 
these variables, we also determined the following hypotheses: 

H1. The greater the importance of quality service, the greater importance of service hotel rates. 
H2. The greater the importance of hotel service rates, the greater importance of advertising in the hotel 
services. 
H3. The greater the importance of quality service, the greater importance of advertising in the hotel 
services. 
H4. The greater the importance of hotel quality service, the greater importance of sales and reservation 
in the hotel services. 
 

Results 
TABLE 1: RELATION QUALITY SERVICE AND SERVICE RATES 

 

 
The quality of most hotels 
is as good as I expect 

I am satisfied with the rates I pay Chi-square 26.051 
  gl 335 
  Sig. .011(*,a,b) 

 
The results found in this study reflect that the hypothesis 1 is accepted due to obtain in Pearson analysis 

a value of less than .05, which it shows that there is significant relationship between quality service and service 
hotel rates. This result also shows that the consumer perceived a good quality service according to the price 
paid. (Table 1). Moreover, the answers reflect that the customers perceive an improvement in quality with an 
acceptation of rate level satisfaction. 

TABLE 2: RELATION ADVERTISING AND SERVICE RATES 
 

 
Competition among hotels 

keep rates reasonable 
I enjoy most of the advertising Chi- square 21.529 
  gl 335 
  Sig. .043(*,a,b) 
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The table 2 shows two factors that consumers consider important when they making the choice of 
service; one of them is the advertising; it should be of interest to him/her, and the variation in prices across the 
range of services. The hypothesis 2 is accepted, the customer perceive that advertising is interesting for them, 
with reasonable rate. 

TABLE 3: RELATION ADVERTISING AND QUALITY 
 

 
The quality of most hotels 

is as good as I expect 
Most of the advertising attempts to deceive 
instead of informing 

Chi- square 
21.230 

  gl 335 

  Sig. .012(*,a,b) 

 
Consumers do not consider most of the hotel advertising as misleading, as well as their expectations of 

service is satisfied with services received. It shows that advertising is a useful tool to give confidence and a 
good corporate image, and then the hypothesis 3 is accepted. 

 
TABLE 4: RELATION SALES AND RESERVATION AND QUALITY 

 

 
Hotels offer the same service 
quality as they did previously 

Most of the people who serve me are very 
helpful 

Chi- 
square 

23.333 

  gl 335 

  Sig. .005(*,a,b) 

 
The results found in this study reflect that the hypothesis 4 is accepted due to obtain in Pearson analysis 

a value of less than .05, which it shows that there is significant relationship between quality service and sales 
personnel and reservations. (Table 4). In the hotel service, personal attention is very important factor in 
providing a quality service, and it shows the need for an efficient training to all employees of the organization. 
 
Discussion 
 
The customer perception and satisfaction in the hospitality industry is higher in most service factors than their 
expectations. The perceived service quality of customers depends largely on the price paid for the service, the 
care received by staff and publicity. 

This study helps clarify the role the hotel quality service, in this case hospitality industry, and 
perceptions of price, advertising and sales and reservation overall satisfaction has on the consumers.   

There is a positive and highly significant relationship between the variables used in the survey. 
Conducting the study will be relevant to other variables in addition to the four that were used, such as care staff 
from other hotel department. Furthermore, a study that applies to foreign tourism could results comparisons 
between domestic versus foreign. 
 
Conclusion 
 
In future it must be necessary to study the customer perception and satisfaction involved hotels categories, 
because this type of services in Guadalajara is also significant for the development of tourism. 

It is also suggested to develop comparative studies between Guadalajara hotels and other tourist 
destinations as Puerto Vallarta, Can Cun, Mexico City, and other countries with similar characteristics in 
hospitality services. 
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Abstract 
 
The main purpose of this study is to analyze the relationship between Marketing Knowledge (MK) and the related 
issues to product innovation, information gathering and Customer Relationship Management (CRM), in the 
electronic industry of Guadalajara, Jalisco, Mexico. The analysis was carried out by researching 25 firms of this 
industry. An MK survey was focused on the main directors of the companies. Some of the main topics investigated 
were the correlation between product development knowledge and CRM. Furthermore, the repercussions of this 
study in practice are the knowledge about organizational conditions, the structure of MK, as well as product 
innovation related to CRM. 
 
Introduction 
 
At present, to improve the use of knowledge is of utmost importance to be able to enter the field of innovation 
and to ensure that companies reach a better competition level. Marketing Knowledge enables businesses, among 
other things, to develop new products based on acquired knowledge; hence its importance in the organizational 
structure is recognized.  

Marketing Knowledge is constantly evolving and it is necessary to apply it in companies to use the most 
advanced technology in generating, creating and innovating new products. Innovation is a growth factor for 
companies. Thus it is necessary to identify the possibilities and alternatives that a company in the electronic 
sector has to apply strategies for innovation and acquisition of Marketing Knowledge. This intended to create 
new products, which consequently would result in achieving their stay in the market.  

Today’s evolution is an ongoing need in all areas of development, so finding new alternatives of running 
companies has become a vital activity. Out of this, the alternative of introducing a better understanding on MK 
in organizations is an essential process. Thus, organizations could be rated better within their competition level.  

Due to this imperative need, the currently study has been developed with the intention of defining some 
closely linked concepts to the Marketing Knowledge; as well as to discover the importance of their 
appropriately application in companies, since it offers profits and creation or development of new products. 
Hence, the possibility of noting how this concept is used within organizations and how to improve and to get 
into Marketing Knowledge is raised.  

The social importance of introducing this concept would be provided by the ability to change old practices in 
the development of new products; this by utilizing the best available technology and implementing new 
techniques in the electronic sector in Guadalajara. Consequently raise the level of its firms in the country's 
economy. 
 
Problem Definition 
 
Nowadays, marketing is an essential tool for companies, since it ensures to meet customer needs through 
various directed activities. Moreover, it helps any organization to develop the ability to achieve its objectives 
with a high performance without passing twice for the same process. In this regard, an important tool for 
identifying customer needs is Customer Relationship Management (CRM). CRM provides companies with 
advantages such as a bond and a better understanding of consumers’ needs; as well as the opportunity to develop 
new products through the acquisition of programs that can provide more information.  

Due to the above mentioned, the need to implement marketing programs that meet consumers’ needs and 
desires of any organization has been identified. Thus, achieving success and generating innovation at the same 
time of information. It is important to examine the process of innovation development that companies in the 
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electronic industry of Guadalajara conduct. This with the aim to learn more about how to correct their mistakes 
and to establish strategic marketing programs that can lead to growth instead of economic stagnation. 

Consequently, the need to find a relationship between information gathering through the consumer’s value 

chain and innovation development has become important. Gathering and interpreting customers and competitors 
information is very important, because it provides essential elements for the Marketing Knowledge process  
 
Literature Review 
 
Marketing Knowledge  
There is no consensus as to how MK should be defined and measured. It has been conceptualized as “market 

information” which needs to be processed through knowledge acquisition, information distribution, information 
interpretation and organizational memory (Huber, 1991; Moorman and Miner, 1998). Attempting to focus more 
closely on marketing activities, some marketing scholars have approached MK as “marketing orientation” 

(Jaworski and Kohli, 1993; Slater and Narver, 1995); however that also depicts the generation and dissemination 
of market information. Li and Calantone (1998) operationalized “Market Knowledge Competence”, which 

encompassed customer knowledge process, marketing-R&D interface and competitor knowledge.  
Thus, turning into Srivastava et al. (1999) and Bohn (1994) gives a better description of what marketing and 

knowledge means respectively.  
Srivastava et al. (1999) proposed a framework that redefines marketing as a phenomenon embedded in three 

core marketing processes: product development management (PDM), supply chain management (SCM) and 
Customer Relationship Management (CRM). These processes create customer value through, respectively, the 
development of new customer solutions, the enhancement of input acquisition and output transformation, and 
the creation of relationships with market entries. The three processes thus encompass the fundamental marketing 
tasks that are critical to attracting and retaining customers (which are the core objectives of marketing in most 
business organizations).  

Bohn (1994) proposes levels of knowledge ranging form complete ignorance (stage 1) to complete 
knowledge (stage 8). In stage 2 (awareness), managers know that the phenomenon exists and is relevant, and 
investigation begins. By stage 3 (measure), the variables can be more accurately measured, and managers may 
be able to alter processes to exploit or improve the variable’s effects. Sometimes, knowing how to measure 

(stage 3) leads almost automatically to stage 4: control of the mean. The mean is controlled, along with some 
variance around it. Further learning becomes easier because managers can now perform controlled experiments. 
Stage 5 is “process capability” involving control of the variance. When this stage is reached, a marketing 
process can “accurately” follow a certain plan. In stage 6 (process characterization, or “know how”), the effects 

of even small changes are known and marketing managers can begin to fine-tune marketing processes. Finally in 
stage 7 (know why), scientific models of the processes exist and may include some nonlinear and/or interaction 
effects. Optimization is possible. Stage 8 is never reached in practice (especially in social science); however, it 
can be approached asymptotically. 

Pavia (2006) concluded that marketing knowledge consists of both the knowledge components, the “what” 
and the skill to adapt and apply these, the “how.” That is, marketing knowledge is both the academically-based, 
codified information that has been accumulated and the development of personal skills that allow this 
information to be applied for the benefit of the firm. The inclusion of the ability to apply principles in real time 
comes closer to the understanding of marketing knowledge as described by Bohn (1994), Gronhaug (2002) and 
Hanvanich et al. (2003). Moreover, he adheres that MK reside in three key processes of marketing: the Product 
Development Management (PDM), Customer Relationship Management (CRM) and Supply Chain Management 
(SCM). Therefore, marketing requires knowledge that goes beyond knowing the customer and that includes 
product knowledge, distribution channels and service providers.  

The knowledge diversity benefits companies due to its unique characteristics that can lead to success by 
improving or complementing each other. (Granovetter, 1973, Madhavan and Grover, 1998; Grundvag and 
Gronhaug, 2004). MK should also be helpful to businesses in understanding their customers and business 
environment, allowing business firms to make wise decisions, take successful actions and thus keeping their 
competitive edge (Kjell, 2002). 

As to Tseng (2006) and Ming-Tie (2004), MK is the Know-How required when marketing activities are 
executed and includes marketing research, channel operation, promotion, product design, and marketing 
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information systems, and so on. In many multinational companies the ones who become market leaders are 
those that develop excellent marketing capabilities. 

Some investigations suggest that knowledge of market competition plays an important role in the 
development of new products. Significant contributions have been made to the understanding of market 
competition in capturing aspects of the concept with focus on the customer and the competition (Kohli and 
Jaworski 1990, Trim 2002). Similarly, Gupta et al. (1986) suggest that a business environment affects 
organizational behaviour in developing new products. Meanwhile some studies provide empirical results on the 
effect of a competitive environment in product innovation activities, by recognising that the importance of the 
competition knowledge in the market is a recent phenomenon in the development theory.  

Related to team learning, team outcome depends on the skill and reliability with which the individual 
functions are performed. The team is primarily a vehicle for coordinating the separate cognitive activities of 
individuals; factor that is being considered in many of the treatments of knowledge is the role of tacit 
knowledge. Tacit knowledge refers to the one that cannot be explicated fully even by an expert and that can be 
transferred from one person to another, only through a long process of apprenticeship. The embedded 
knowledge is the potential knowledge resulting from the combination of the individual team member’s stores of 

tacit knowledge (Ravindranath, 2008). Given its characteristic of continuousness, technological Knowledge can 
usually be documented, codified and easily transmitted. Synthesising, new technological developments usually 
are rigorously based on technologies previously developed. 

The competitiveness of a firm in developing new products for their knowledge generating processes about 
customers and competition provides the integration of knowledge in such technology (Drucker, 1993; Gok, 
2007). It seems undeniable that knowledge and innovation (see Fig. 1) are keys to wealth creation in today’s 

business environment (Drucker, 1993; Hamel, 1998). 
Empirical studies prepared by researchers such as Morgan et al. (1998) have shown that implementing 

organizational learning to generate new knowledge can serve as a basis for a better customer satisfaction. All 
organizations have the opportunity to use their knowledge in the developing of new products or services.  

To highlight the role from a competitor’s process, De Geus (1988, p.74) says that the only futuristic 
competitive advantage of a company is if their managers have the ability to learn from their competitors. Thus, 
knowledge and its management are essential in all businesses. Customer demand, intensity of competition and 
technological innovation are the external background, as they represent the three fundamental forces in markets: 
customer, competitor, and technology (Kotler, 1994).  

Customer’s demand is characterised by the buyers’ purchasing power, the requirements for a product’s 

performance and the sophistication of their technical standards and specifications. The intensity of 
competitiveness refers to the degree of competitiveness in a market, while technological innovation refers to the 
development speed of technology in a market. 

High level managers play a key role in forming an organisation in the behavioural activities (Deshpande, 
1993; Kohli and Jaworski, 1990) and provide an environment that leads to the knowledge generation process of 
the market’s behaviour (Gupta et al. 1986; Knox, 2007). 

Customers’ 
Needs 

Integrative 
Marketing 

Customer 
Satisfaction 

Knowledge 
 

 
How 

Purpose of 

 
Action 
Coordination 

FIG. 1: MARKETING CONCEPT FOCUSED ON CUSTOMER SATISFACTION THROUGH INTEGRATIVE 
MARKETING ACTIVITIES. 
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Source: based on Brännback, M. (1997). “The knowledge based- marketing concept --- a basis for global business”. Human Systems 
Management. 16 (4), 293-304. 
 

Woodruff (1977) recommends that companies should focus on the acquisition of new learning on the market, 
because this is crucial to give more value to consumers. Nonaka (1994) extends this idea by proposing that 
organisational effectiveness depends on how organisations acquire and utilise new sources of knowledge.  

  
Customer Relationship Management (CRM)  
The Customer Relationship Management (CRM) represents the knowledge about value that customers have 
towards the modern organisations. According to Drucker (1993), successful marketing is intended to "know and 
understand consumers so well that the product or service meets their exact needs and is sold without any 
promotion" (Porras, 2001). This has made organisations to be aware that the only way to do it is by having a 
close relationship with customers.  

CRM is therefore articulated as an emerging concept in the light of technological development that consists 
in the business redesign and its processes around customer's needs and desires. It combines a set of 
methodologies, software and media such as Internet or phone with a customer-centric vision. And it seeks to 
optimise revenues and profits per customer as well as their satisfaction. The idea is to obtain that consumers can 
become better customer thanks to a better attention and sensitivity through their wishes. Better customers 
meaning that they are more faithful, having a positive bias that makes them to prefer our brand above the others. 
Hence, offering a greater profit margin (Firth, 2000). One of the main attractions of CRM projects is the impact 
that they have on the company's competitive advantage. 

Sangphet et al. (2003) define marketing innovation as the extent to which firms, through product 
development management (PDM), supply chain management (SCM) and customer relationship management 
(CRM): 

(1) seeks radical superior value to the firm; 
(2) purposes new customers despite losing existing customers; and 
(3) Uses the innovation idea to build capabilities. 
Customer orientation or total customer care could be providing superior value to customers. It is seen as the 

key of success in global competition. Customer orientation describes competitive success as if customers had 
recently been noticed by firms.  

Customers are the possessors of knowledge, and thus able to coordinate actions (Kotler, 1997; Zeleny, 
1989). The ability to coordinate actions is the processing knowledge test. Customers are the only valid source 
and purpose of businesses because of their needs and desires. Customers and employees need to be integrated in 
the firm to be able to manage knowledge within the firm. Then, a company can become customer-oriented and 
achieve its global competitiveness only through knowledge-based management and by understanding what 
marketing means (Brännback, 1997).  

Business environment is problematic in the present global business context as market boundaries are 
becoming increasingly indefinite (Baruch, 1995; Zeleny, 1989). In a global concept, international marketing is 
composed of a body of universal knowledge, as well as applicable know-how concepts, models, principles, 
values, and tools. These perform human exchange activities with unilateral or mutual gaining sense in a world of 
sovereign nation-states and politically divided national markets (Kramer 1989). 
 
Electronic Industry Analysis 
 
Globally, the electronic industry has become a highly globalized and strategic industry, since it is involved in 
the production process, ranging from the toy industry to the automotive and appliances. 

The developed dynamics and importance of the electronics sector has stimulated significant trade flows 
worldwide. During the nineties, trade in electronic products showed the highest growth compared to other 
manufacturing sectors, with an annual average rate of 12.1%.  

The electronic industry is a backbone of the manufacturing in Mexico, as evidenced by economic indicators 
such as employment, exports and foreign direct investment. It is clearly an industry dominated by multinational 
companies that have established subsidiaries in Mexico for over five decades. There are five sectors included in 
the electronic industry: consumer electronics, personal computers, telecommunications equipment, electronic 
components; and industrial and medical equipment (Abdel, 2005). 
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Labour force in Mexico has an average age of 22 years, much younger than that of its major trading partners; 
enabling the country to have a critical mass of human capital, with great potential to be adapted to the new 
conditions of international markets (INEGI, 2005).  

Concerning Jalisco State, this industry had greater technological product and process capabilities, greater use 
of external knowledge sources (universities, research centres, etc...) and higher intensity of skilled human 
resources than that of his counterparts in Baja California.  

This industry began its growth in the 1960s. From 1994 to 2000 it experienced its highest development; it 
reached nearly 30 percent of total investment in 1999. But from the economic slowdown at the beginning of the 
decade, the investment has declined. In 2003 it appeared that the surge would begin, but it was not maintained 
(Universidad Autonoma de Guadalajara, 2008). 

Jalisco has surprised the world in the development of its electronic industry, which was named years ago as 
the Mexican Silicon Valley. In 1968 it received the first semiconductor plant in Latin America: Motorola. Now 
the electronic cluster in Jalisco has eight of the Top 100 companies in the electronic industry worldwide as 
Flextronics, Sanmina SCI and Solectron, as well as technology development centres and design companies 
including Hewlett Packard, IBM, Intel, ST Microelectronics and Siemens VDO. (Ibid) 

For now, the state's exports account about 10,000 million dollars, where production is divided as follows: 
58% of low-tech, 23% of half technology and 19% of high technology. The goal is that by 2010 exports value 
exceed U.S. $ 14,000 million and the composition of exports: 55% high, 25% medium and 22% low technology.  

Electronics in Jalisco include domestic and foreign companies that are active from the area of computing to 
the aviation industry. 

 
Methodology 
 
The methodology about MK in organizations taken for this study is of Sanchez (2008), adapted from Day’s 

(1994) KM and organizational learning, and Moorman and Miner’s (1998) new products and organizational 
capabilities.  

The quantitative method was chosen, carrying out a survey in a sample of 25 firms within the electronic 
sector in Guadalajara, Jalisco. When selecting the sample, we take into account the size and business activity of 
the companies. Then a questionnaire was applied to their managers, attempting to determine the importance of 
factors such as innovation, creation and development of new products, information costs, implementation and 
use of MK, the relevance of CRM, communication flows in the organizational structure, organizational factors 
and other relevant aspects of MK. The results were tested by using the Pearson chi-square, which gives a 95% 
confidence in the comparison of different variable. 

 
Hypothesis 

 
H1. There is a relationship between product innovation and CRM in the electronic sector in Guadalajara.  
H2. The use of MK within the electronic industry in Guadalajara, Jalisco is related to the generation, creation 
and innovation of products.  
H3. The acquired information from customers has a great influence on middle managers when making vital 
decisions for the companies of this industry.  
H4. Information costs delimit companies to expand their MK. 

 
Results  
 
The chi-square statistic is significant at a level below 0.05. Hence, the interrelationship between variables 
generated from this study is shown to verify whether to accept or reject the hypothesis. 
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TABLE 1 PEARSON 

 
 

Changes are made in product development to 
achieve the planned results. 

The acquired information for the most recently 
Project was typical/innovative. 

Chi-cuadrado 23.000 

gl 12 

Sig. .028(*,a,b) 

 
Managers make changes in product development 
to achieve the planned results. 

The company has an insight about its product 
category 

Chi-cuadrado 10.378 

gl 12 

Sig. .583(a,b) 

Changes are made in product development by acquiring an insight of the products category, thus achieving 
the planned objectives. 

TABLE 2 PEARSON 

 
 

Marketing information and rules decisions are 
stored in the database 

The organisation has a great amount of information 
about products category. 

Chi-cuadrado 40.444 

gl 16 

Sig. .001(*,a,b) 

The industry has a great amount of information about 
the product category. 

Chi-cuadrado 31.556 

gl 16 

Sig. .011(*,a,b) 

The organisation has a great comprehension about its 
product category 

Chi-cuadrado 32.296 

gl 16 

Sig. .009(*,a,b) 

The industry has an insight about the product 
category 

Chi-cuadrado 38.904 

gl 16 

Sig. .001(*,a,b) 

The organisation has a great experience about its type 
of products 

Chi-cuadrado 26.400 

gl 16 

Sig. .049(*,a,b) 

Marketing information and the decisions of the rules that are stored in the database provide great amount of 
knowledge and information, a high understanding, experience and insights about this product category. 

 
TABLE 3 PEARSON 

 
 

The acquired information for the most recent 
project was old / new 

The importance of acquiring external information 
about foreign, political and social affairs. 

Chi-cuadrado 23.737 

gl 12 

Sig. .022(*,a,b) 

The importance of acquiring external information Chi-cuadrado 22.469 
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about opportunities for mergers, acquisitions or 
diversification 

gl 12 

Sig. .033(*,a,b) 

The importance of acquiring external information on 
industry data, including procedures or strategies used 
by other organisations 

Chi-cuadrado 22.721 

gl 12 

Sig. .030(*,a,b) 

The importance within the company of the 
development of new products process (e.g. solutions 
of a tentative design of a new product) 

Chi-cuadrado 19.675 

gl 12 

Sig. .073(a,b) 

The importance within the company of the supply 
chain administration (e.g. establishing and managing 
logistics, by establishing relationships with suppliers 
and retailers) 

Chi-cuadrado 18.480 

gl 6 

Sig. .005(*,a,b) 

The importance within the company of the customer 
relationship management process (e.g. identifying a 
potential new client) 

Chi-cuadrado 16.372 

gl 6 

Sig. .012(*,a,b 

The acquisition of information, whether old or new is related to international, political and social affairs, 
opportunities for mergers, acquisitions or diversification, industry data used by other organizations and to the 
supply and customers chain managing process. 

 
TABLE 4 PEARSON 

 
 

The acquired information for the most recent 
project was creative/less creative 

The importance of acquiring external information 
about foreign, political and social affairs. 

Chi-cuadrado 11.175 

Gl 12 

Sig. .514(a,b) 

The importance of acquiring external information 
about opportunities for mergers, acquisitions or 
diversification 

Chi-cuadrado 26.704 

Gl 12 

Sig. .009(*,a,b) 

The importance within the company of the 
development of new products process (e.g. solutions 
of a tentative design of a new product) 

Chi-cuadrado 21.151 

gl 12 

Sig. .048(*,a,b) 

The importance within the company of the supply 
chain administration (e.g. establishing and managing 
logistics, by establishing relationships with suppliers 
and retailers) 

Chi-cuadrado 10.000 

gl 6 

Sig. .125(a,b) 

The importance within the company of the CRM 
process (e.g. identifying a potential new client) 

Chi-cuadrado 19.286 

gl 6 

Sig. .004(*,a,b) 

The relationship with the acquired information in previous projects of product development whether creative 
or not can be linked to external information about opportunities for mergers, acquisitions or diversification of 
data from other organizations; as with the CRM. 
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TABLE 5 PEARSON 

 
 

The company has launched products with high 
customer value 

Project members think that the acquiring information 
process made during product development is competent 

Chi-cuadrado 28.750 

gl 16 

Sig. .026(*,a,b) 

All project members agree with the role that the gained 
information would perform in developing new 
products. 

Chi-cuadrado 16.548 

gl 16 

Sig. .415(a,b) 

Project members share a high degree of consensus on 
the importance of information gained to develop new 
products 

Chi-cuadrado 19.621 

gl 16 

Sig. .238(a,b) 

There is a great discussion between project members 
about the purpose of the information acquired for 
developing projects. 

Chi-cuadrado 30.644 

gl 16 

Sig. .015(*,a,b) 

Companies have launched products with high customer value helped by a competent process of acquiring 
information while discussing the information obtained in the team. 

 
TABLE 6 PEARSON 

 
 

The organisation has an insight about the 
product category 

Project members are able to acquire needed information 
to develop products by using less energy, time and 
resources 

Chi-cuadrado 33.740 

gl 16 

Sig. .006(*,a,b) 

Project members think the acquiring information 
process carried out during product development is 
competent. 

Chi-cuadrado 23.873 

gl 16 

Sig. .092(a,b) 

Project members believe the products development 
team has been efficient in acquiring useful information. 

Chi-cuadrado 32.034 

gl 16 

Sig. .010(*,a,b) 

Project members are developing a high competition 
level when acquiring the needed information to develop 
products 

Chi-cuadrado 33.229 

gl 16 

Sig. .007(*,a,b) 

Project members evaluate the process of acquiring 
information carried during the product development as 
to be productive 

Chi-cuadrado 40.076 

gl 16 

Sig. .001(*,a,b) 

All project members agree with the role that the gained 
information would perform in developing new 
products. 

Chi-cuadrado 41.276 

gl 16 

Sig. .001(*,a,b) 
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There is a general agreement within project members 
about the way acquired information is used for the 
development of new products. 

Chi-cuadrado 30.085 

gl 16 

Sig. .018(*,a,b) 

The degree of shared understanding among project 
members regarding the meaning of acquired 
information in the development of new products is high 

Chi-cuadrado 37.799 

gl 16 

Sig. .002(*,a,b) 

Project members share a high degree of consensus on 
the importance of information gained to develop new 
products 

Chi-cuadrado 24.464 

gl 16 

Sig. .080(a,b) 

Everybody had the same intention as to how they would 
use the acquired information to develop new products. 

Chi-cuadrado 24.022 

gl 16 

Sig. .089(a,b) 

Companies have a profound vision about their product category, since they have the ability to acquire 
information with minimal resources, useful information, an efficient team, and a highly competitive and 
productive acquiring information process. There was agreement, consensus and a high degree of understanding 
of the information. 

TABLE 7 PEARSON 

 
 

The organisation has an insight about the product 
category 

Project members are able to acquire needed 
information to develop products by using less 
energy, time and resources 

Chi-cuadrado 33.095 

gl 16 

Sig. .007(*,a,b) 

Project members think the acquiring information 
process carried out during product development is 
competent. 

Chi-cuadrado 29.857 

gl 16 

Sig. .019(*,a,b) 

Project members believe the products development 
team has been efficient in acquiring useful 
information. 

Chi-cuadrado 30.944 

gl 16 

Sig. .014(*,a,b) 

Project members are developing a high competition 
level when acquiring the needed information for the 
products development 

Chi-cuadrado 35.667 

gl 16 

Sig. .003(*,a,b) 

Project members evaluate the process of acquiring 
information carried during the product development 
as to be productive 

Chi-cuadrado 38.556 

gl 16 

Sig. .001(*,a,b) 

All project members agree with the role that the 
gained information would perform in developing 
new products. 

Chi-cuadrado 35.873 

gl 16 

Sig. .003(*,a,b) 

There is a general agreement within project members 
about the way acquired information is used for the 

Chi-cuadrado 25.741 

gl 16 

1797



new products development. Sig. .058(a,b) 

The degree of shared understanding among project 
members regarding the meaning of acquired 
information in the development of new products is 
high 

Chi-cuadrado 38.095 

gl 16 

Sig. .001(*,a,b) 

Project members share a high degree of consensus 
on the importance of information gained for the new 
products development  

Chi-cuadrado 29.349 

gl 16 

Sig. .022(*,a,b) 

Everybody had the same intention as to how they 
would use the acquired information to develop new 
products. 

Chi-cuadrado 22.262 

gl 16 

Sig. .135(a,b) 

A high understanding of this product category allows the ability to acquire information with a minimum of 
resources, competent and useful information through efficient teams, and high competition level on acquired, 
productive information acquisition process, high degree of understanding team's role and significance of the 
information, plus a high degree of consensus on the importance of information. 

 
TABLE 8 PEARSON 

 
 

The organization has a great amount of 
knowledge about the product category. 

The acquired information for the most recent Project 
was traditional/original 

Chi-cuadrado 28.148 

Gl 16 

Sig. .030(*,a,b) 

The acquired information for the most recent Project 
was ordinary/unique 

Chi-cuadrado 25.243 

Gl 12 

Sig. .014(*,a,b) 

The acquired information for the most recent Project 
about new products development was 
unimaginative/inventive 

Chi-cuadrado 24.306 

Gl 12 

Sig. .018(*,a,b) 

The organisation had a large amount of knowledge about its product category which is connected with the 
latest acquired information for product development, whether traditional or original; ordinary or unique; or 
unimaginative or inventive. 

TABLE 9 PEARSON 
 
 

The acquired information for the most recent 
Project was unimaginative/inventive 

The importance of acquiring external information 
about foreign, political and social affairs. 

Chi-cuadrado 26.048 
gl 12 
Sig. .011(*,a,b) 

The importance within the company of the CRM 
process (e.g. identifying a potential new client) 

Chi-cuadrado 22.589 
gl 6 
Sig. .001(*,a,b) 

The acquired information for product development whether unimaginative or inventive is closely related to 
gathering information on international political, and social affairs; and especially on the CRM process. 
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TABLE 10 PEARSON 

 
 

The organisation has a great amount of 
knowledge about the product category. 

Project members are able to acquire needed 
information to develop products by using less energy, 
time and resources 

Chi-cuadrado 21.845 

gl 16 

Sig. .148(a,b) 

Project members think the acquiring information 
process carried out during product development is 
competent. 

Chi-cuadrado 29.333 

gl 16 

Sig. .022(*,a,b) 

Project members believe the products development 
team has been efficient in acquiring useful 
information. 

Chi-cuadrado 32.667 

gl 16 

Sig. .008(*,a,b) 

Project members evaluate the process of acquiring 
information carried during the product development 
as to be productive 

Chi-cuadrado 35.125 

gl 16 

Sig. .004(*,a,b) 

Everybody had the same intention as to how they 
would use the acquired information to develop new 
products. 

Chi-cuadrado 30.060 

gl 16 

Sig. .018(*,a,b) 

Comparing with other firms, companies in the electronic industry have a wealth of knowledge about their 
product category. We can infer that they use competent and productive data collecting processes, useful 
information through an efficient team, and their members are in consensus about how such information should 
be used. 

TABLE 11 PEARSON 
 
 

The organisation has a great amount of knowledge 
about the product category. 

Project members are able to acquire needed 
information to develop products by using less energy, 
time and resources 

Chi-cuadrado 24.896 
gl 16 
Sig. .072(a,b) 

Project members believe the products development 
team has been efficient in acquiring useful 
information. 

Chi-cuadrado 34.785 
gl 16 
Sig. .004(*,a,b) 

Project members show a high competition level when 
acquiring the needed information for the product 
development. 

Chi-cuadrado 38.667 
gl 16 
Sig. .001(*,a,b) 

Project members evaluate the process of acquiring 
information carried during the product development as 
to be productive 

Chi-cuadrado 39.958 
gl 16 
Sig. .001(*,a,b) 

El grado de comprensión compartida entre los 

miembros del proyecto en cuanto al significado de la 
información adquirida en el desarrollo de nuevos 

productos fue alto. 

Chi-cuadrado 20.446 
gl 16 

Sig. .201(a,b) 

Everybody had the same intention as to how they 
would use the acquired information to develop new 
products. 

Chi-cuadrado 25.794 
gl 16 
Sig. .057(a,b) 

1799



These companies had a lot of information about their product category, unlike the others. This is closely 
related to useful information through an efficient work team, high competition level, and productivity in 
acquiring the needed information to develop new products 
 
Evaluating Hypothesis 
 
1. There is a relationship between product innovation and CRM in the electronic sector in Guadalajara.  

As shown in the Pearson tables 3, 4 and 9, the acquired information about product development, whether this 
information is unimaginative or inventive, creative or less creative, old or new, and the CRM are connected.  

Therefore, the general hypothesis is accepted.  
2. The use of MK within the electronic industry in Guadalajara, Jalisco is related to the generation, creation 

and innovation of products.  
Gathering information is an essential element for the use of MK in the electronic industry, as shown in 

Pearson's Tables 10 and 11. These tables show that the degree of understanding information within members of 
the companies is an important aspect for the Marketing Knowledge use, allowing developing a high competition 
level in the acquired information and in the new products development team for data acquisition. All these 
aspects are closely linked with the amount of information about the used products in the electronic sector.  

The Pearson Table 8 clearly shows a relationship between the wealth of knowledge about used products in 
the electronic industry and the acquired information for new products development, according to the criteria: 
traditional or original, ordinary or unique, unimaginative or inventive. Therefore the hypothesis 1 is accepted.  

Hypothesis 2 is also accepted as the Pearson Tables 1 and 2 show that the capacity of factors involved in 
new products development is essential. 

3. The acquired information from customers has a great influence on middle managers when making vital 
decisions for the companies of this industry.  

The acquired information from customers is crucial when making decisions regarding product innovation, 
which is shown in Pearson Tables 3 and 5. Hence, the hypothesis 3 is accepted.  

4. Information costs delimit companies to expand their MK. 
Information costs determine the time at which companies are inexperienced on their product category 

compared to others and a minimal amount of resources is not able to be used (Pearson Tables 6 and 7). Thus, 
hypothesis 4 is accepted too. 
 
Discussion 
  
Marketing Knowledge is currently conducted in the electronic industry, but it is necessary to put these 
organisations to determine the easiest way of making the acquired information more useful in present and past. 
Once achieved, it can be harnessed to create new products.  

Some companies use the Customer Relationship Management to create a stronger bond between them and 
their clients. This means a chance to better know their (customers) needs, tastes, preferences and desires. If all 
this information is correctly used, it can either improve or create products with better attributes for its position in 
the electronic industry. However, it is verifiable that the application of the CRM theory is not implemented in all 
companies of this sector. Therefore, its implementation regardless of size or business is suggested, as the 
acquired data through customers are keys in creating new products. In addition information flows involve costs 
for companies and not all of them are willing to pay. Consequently, this sector is not in a continuous growing 
process of internal growth. 

Another issue that these companies are facing is the credibility and usefulness of the acquired information, 
because managers must ensure that the data are reliable and overall, valid for any innovation process to be 
undertaken.  

The theoretical issue of Marketing Knowledge can be implemented if the industry is aware of the importance 
of acquiring information. Otherwise, there will only be stalemate and not the possibility of growth. 
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Conclusions  
 
Marketing Knowledge currently represents a benchmark for innovation and product development in companies. 
It is through processes for the acquisition of information that companies seek credibility and utility for the cost 
to become a wise investment.  

Companies must broaden their vision about their product category according to their business in order to 
make changes in the products and to achieve their planned objectives. As well as to increase their competition 
level in the acquired information, and to take into account strategies and procedure used by other companies to 
improve their organisational structure.  

The electronic industry should consider the acquired information in the past and the one that is being 
acquiring to solve a tentative design of a product. In addition, the external information regarding political, social 
and international issues on the basis of information creative, or less creative.  

These organisations must be aware of how important relationships with suppliers are, as this will enable to 
provide better customer service and a wider variety of products.  

Furthermore, there is no understanding by employees about the acquired information and how it will be used 
for the creation of new products. Therefore, it is necessary that members of the organisation are familiar with 
everything concerning the products category and a process of planned innovation for the businesses to raise their 
competitive level.  

Finally, it is necessary to optimise the knowledge and information about the product category in the 
electronic sector in order to minimise information costs.  
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Smart companies will combine Internet services and personal contact in programs  
that give their customers the benefits of both kinds of interaction. 

Bill Gates 

Abstract 
 
The evolution of our contemporary society is a dynamic process, sustained by the informatics/informational 
technologies, which revolutionized the interaction and communication environments, generated new valences in time 
and space of human life and activities.   
The modern age and society benefited by the explosion of communication development. The last two decades 
represented the start of Internet era for online communication and businesses. And it was only the beginning...! 
Today, the information and communication technologies generate continuously an avalanche of challenges and 
opportunities based on the Internet, for organizations, social and professional categories. Millions of person visit web 
pages, millions of emails are sent daily, billions of webs offer various information and millions of transactions are 
recorded every day.  
The visibility on the market and the direct communication with clients are some of the greatest challenges that a 
company is facing now. To reach concrete results we have to take advantage of all the instruments used on the 
Internet. Either we like it or not, it’s time to give up the unidirectional communication, with its closed doors and to 

welcome the bidirectional communication, opened on both sides.  
The present paper proposes to sustain, by arguments, the need to open these doors of communication in the context of 
information globalization.  
The power of the blog surprised us all. All of a sudden, it became such a hot subject that the reporters of various TVs 
and radios began to quote as sources different popular blogs of Romanian stars, politicians or managers. 
Unfortunately, in spite of this generous mass media covering, the benefits of such blogs for business were too little 
discussed.  
Raiding upon blog’s history, we discover that this phenomenon „exploded and created what we call today the 

blogosphere” (J.Wright, 2006 , p.3). 
Initially called online personal journals – the blogs represent now real instruments of communication, with a special 
influence, which many people do not take into account. The blog, having an entirely social nature, allows everybody to 
express their ideas, ensuring the mass character when sending the information, and succeeding in transforming the 
Internet from a network of computers into a network of people and human relationships, merging thus the two great 
directions around which all our existence is building – the Internet and the Communication.  
More over: the blogs marks a revolution in disseminating the information. For the first time in history, ordinary 
people have the chance to address to a global audience, transforming the media in a decentralized system.   
The blogs have goals that vary a lot, from being personal journals to being weapons of political campaigns, of media 
programs or of different companies.  
In particular, the corporate blog is seen as a future business. For companies, the blogs are used as a more „friendly” 

way of public communication or, inside the company, a way to increase and make more efficient the internal 
communication, to prevent crises, raise the sales and the brand notoriety.  
 
Key words: Internet, information, blog, website, online businesses, business communication 
 
The Internet: e-challenge and e-opportunity for business and communication 
 
Both the Internet and the World Wide Web play an important role in our daily life. It is a new way to work, to 
shop, and why not, a new way to communicate. By mixing written text with multi-media means – spaces, 
graphics, video, animation – the web has become the most powerful instrument in „cyberspace”.  

A traditional China blessing says: „May you live in interesting times!”. These seem to be the most 
interesting times for business men. They have to take into account the shift to Internet of the target group and not 
to neglect the other communication and information means. Historically speaking, no mass communication mean 
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replaced its predecessors. The books, the newspapers, the radio still exist and play their role. Only the market 
rates, the needs and information speed are now different. 
The explosive development of Internet determined the appearance of, what is called by the specialists, the „new 

media” (G. Dorina, 2007, pp. 65-69). The Internet is the revolutionist technology of the new age, offering to 
consumers and companies the opportunity to access and to  
share huge volumes of information, by only a few clicks.  

The Internet users have to face a series of actual challenges linked to the Internet revolution. Which are 
the ethical limits of this communication mean? Which are the ingredients and the proportions of each media used 
in marketing, in the mix of a successful campaign? How should we prepare to face the evolution of 
communication on the Internet, taking into account that the communication process becomes „real time”? Which 

public audience accesses the Internet and what is the reason for which the most various audiences stay in front 
their PCs and navigate on the Internet? 

The interactive aspect is what makes the Internet so attractive. A company, to attract audiences to its 
sites, can use the newsletter send by email. Moreover, the interactive nature of the Internet permits a 
monitorization and an evaluation you can count on.  
„In future, the businesses will have two types: either on the Internet or not at all (http://www.revista-
piata.ro/articole/marktingpublicitate,15.11.2008). The success of businesses on the Internet is not quite different 
from the success recorded in traditional business. The steps are the same: a bright idea, a good business plan and 
a good position on the market compared to competition. For the online economic markets, the company size is 
not so important. Many of the small or medium companies succeeded to implement quite profitable online 
activities.  

The Internet allows quite easy to a buyer to find additional information regarding a certain product: for 
example which are the opinion regarding the product of other buyers or consumer protection companies. Also, 
the buyer can compare prices easily. He can also tell the producer what he would like for a certain product to 
have and what other products are interesting for him, and the producer can focus on certain quality 
improvements and a certain market share, trying in the same time to sell products from another economic branch, 
taking into account the requirements of the consumers at a certain moment.  
The Internet is an excellent way to help the client to find the best deal possible. It is quite easy for consumers to 
navigate between websites, to find the best prices for a certain product. There are at least two different sites 
offering prices comparisons in real time for consumers. Some tourism sites developed automated search engines 
to find the lowest prices for a certain flight.  

The direct interaction and communication between the seller and the buyer represents a premise for 
increased profitability of the economic activities on the Internet. „The Buyers’ advantages are the first among the 

structural characteristics of this media, including the access to information, online search engines and products, 
leading to the safety of the buying decision.  

Using the Internet as media for communication in marketing, with high interactivity, many sellers 
succeeded in attracting a higher number of clients compared to the classical environment. (I.Gh. Roşca, 2004, 

p.22). 
The Internet decreases the costs of transaction and distribution: it changes radically the relation between 

companies and consumers. The Internet creates more competitors and a quicker access to each of them, form 
consumers’ point of view. 

The clients are the main beneficiaries of this increased efficiency of the information technology, and 
these benefits will grow more and more, while the economy becomes digital. The other beneficiaries are the 
businesses, whose leaders take advantage of the digital methods and create advances solutions, quicker than its 
competitors.  

The business leaders take advantage of this new way to do business, a way based on the information 
speed. This method does not mean only applying it, but it means using this technology to re-think the action 
ways of the companies. To fully benefit from this technology, the business leaders modernize and improve the 
processes and organizations.  

The opportunity to reorient traditional business models and the clients’ globalization determined for the 
developed or developing markets to become more and more equal as importance, the competitive advantage 
becoming the capacity to gather and use new information.  
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A new and important business rule appeared: „the Internet changes everything”.  Its specific technologies 

changed already the way each company, even the small ones, treat their employees, partners and providers. 
Presently, most of the companies do not have to use the Internet to interact with their consumers, but someday, 
an Web site, well organized, will be used by the clients for business with the company and will become as usual 
as the phone or the mail. Analyzing the behaviors of the Internet users, it appeared that their thinking is based on 
the next rule: Search, Compare, Buy.  
The users search for the information on the Internet, compare their results using Internet and buy based on the 
information obtained. 

The Internet is on trend, the business figures and segments due to Internet are developing more and 
more, and the online publicity, marketing and promotion are the fields that increase the value of these trends.  

To enhance a successful business communication process, to efficiently value the information, there are 
some key questions to which we should answer: 
- Why? (We have to clearly establish which the goal of the action to be performed is: information, influence, 

persuasion). 
- Who? (We establish the interlocutor: person, education, age, social statute, interests, what does he knows or 

which are his expectancies regarding the message we intend to send him). 
- Where and when? (We establish the place and the context of communication. The moment we send the 

message is very important for the action success. The nature of the message and the possible controversial 
reasons, the environment will be carefully taken into consideration). 

- Why? (We have to clearly establish the goal of the action to be taken). 
- What? (We establish what we intend to say, we try to find out the partner’s expectances, the information to 

be send and what we information we can skip over, which is our capacity under given circumstances to send 
clear, concise, correct, concrete, amiable, complete information). 

- How? (We decide which will be the tone of message and which means will use: words, images; what words 
and images we will use, how we can organize the information to be sent, what communication way will be 
properly: written message, discussion, interview) 

 
Many problems can appear in a business environment, and an efficient communication can be an 

instrument used to solve them. For a business man, the communication plays an important role, representing an 
important percentage of his working time The quality of communication influences the success of the activities 
in a company, the collaboration with other companies, the contractual relation with beneficiaries, the way the 
human and financial resources are used.  

In a business environment, the managers play different roles, each of these having certain 
characteristics linked by a decision process, in solving certain problems and setting new partnerships. So, a 
manager’s work is developing using interpersonal, informational, decisional roles, strongly linked by the 
communication process.  

For the information to be useful and fully exploited, it has to be presented taking into account the 
following elements: information quality, source credibility, information validity and also the quantity of 
information. The quality information is precise, clear, verifiable and does not enter in conflict or in contradiction 
with other information of the same type existing in the company or the field of activity.   
The Internet and the web page of the company offer quickly updated information regarding the company and 
the services offered, contribute to the operation efficiency and allow the exchange of experience, improve the 
communication between the company and its clients and helps to the development of the company image. 
Actually, the web page of the company defines its identity. This represent an instrument used to communicate 
with the audience, and by using the blogs, these communication becomes more efficient.  

 
The blog: challenges and opportunities for the business communication 
 
Revolution. Social phenomenon. This is how this new form of online communication was characterized. But 
what does the blog represent? 

It is not very easy to define it, since it is a little bit of everything. The blog is an online social 
environment. The social character is given by the blogroll and distinguished by the fact that every blog has its 
own communities, with own rules and leaders. Many blogs allow their visitors to write public comments, 
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creating such a community of readers gathered around the blog; other blogs are not interactive. The main social 
character of the blog is given by the blogroll. The Blogroll is a list of links representing blogs that are read, 
admired and respected by the blogger (a person who administers and/or posts on the blog). 
The blogs appeared in the middle of  90s of the XX century and they were like some archives of links to 
websites, which the bloggers, meaning the blog authors, considered to be interesting. The fact that they permit an 
easy way to publish the messages made them spread, especially after 2000. 

The blog represents an interesting and important subject, which succeeds in changing the Internet from 
a network of computers to a network of people and human relations, gathering the two big „industries” around 

which our existence builds – Internet and Communication.  
A weblog (shortly called blog) is an updated site with inputs, automatically indexed and dated. Being 

like a journal, it can contain posts regarding a subject or many subjects. It differs from a personal page through 
the fact that it can contain comments on the published messages and links to other online resources. Presently, 
there are also more complex forms of weblogs: mobile blogs (moblogs) and video blogs (Vblogs), which permit 
to publish also images and movies, besides text. The totality of blogs form the blogosphere.  

The blog is an action with a goal. This goal can change in time. The are multiple goals for which  blogs 
are created: to know new people and exchange ideas, to exchange knowledge in a certain field, or to test a new 
communication way, to express and keep contact with the social network.  

 As communication instruments for companies, the blog permits personal and direct interaction 
with the target audiences. By using blogs, the company can manage its image, communicating its own messages 
and answering to the requirements of different audiences. So, the main face of the blog – the liberty to say 
anything – is compromised when this instrument is used for communication. The credibility is the key for 
internal and external communication.  

A special attention has to be given to the communication with bloggers. Often, the bloggers are 
associated to the journalists. There are similarities between a blogger and a journalist, since the blogger 
addresses the same audience as the traditional mass-media, approaches the same subjects, is always looking for 
audience, and uses, generally, the same information sources. 

The „blogger journalist” has the advantage to access the information resources offered by the statute of 
journalist and knows from experience how a subject to be treated to have impact. There is, still, a certain risk 
regarding the fact that the „off the record” engagement, which is valid for the official media, is not working for 
the blog. The journalist can be also tempted to drop out  the deontological rules when blogging, and from the 
exchange of information with other colleagues on the blog, it can appear the possibility for sensitive information 
to become public.  

Some monitorizations made, regarding the blogger’ weaknesses, revealed the conclusion that the 
blogger is looking for notoriety and is prepared to do more to obtain this, as money or other benefits for his 
work.  

To manage the relationships with bloggers we need tact, patience and courage. No pressures on the 
bloggers are indicated. Once a relationship is established and works, it is good for the bloggers to be invited to 
press conferences or other events. Once „verified”, they can be treated as the other professional journalists.   
The blog can be used also as a form of a small group of discussions between the members of a department, 
informing them about certain events, actions and permitting them to express their ideas, opinions. It was called 
also „anti-intranet” because it does not have so many levels of departmental or editorial control when the 
information is posted. The communication specialist has to evaluate permanently the information offered to see 
its usefulness in promoting the relations with key audiences. To monitorize the important blogs and to offer 
quick and complete answers to various questions and complaints of the target audiences can help to promote the 
image of an open company, eager to take into account the opinion of those who help it survive and develop.  
A company, which decides to use this communication instruments, has to choose between one of the following 
ways of action (M. Aronson, et. al., 2008, p. 68): 

- to generate its own blog/blogs. These can be addressed to inform the employees, the public audiences 
or both; 

- to use the already gained audience of certain famous bloggers, to send their messages (usually for 
money). 

A network of blogs developed by a company has to fulfill the following rules (D. Dehelean,  
www.selenis.ro, 05.01.2009): 
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to relieve only the truth; 
to publish on the blog both the good and the bad news; 
to use a natural language; 
to assure that it uses the latest standards and discoveries; 
to anticipate the negative situations and to have prepared an action plan for them; 
to address direct its audience; 
to keep always the same address for its blog. 
A company should keep amiable relations with its competitors, since it is „part of an industry”. If the 

whole „industry” blooms, the company has all the chances for its business to develop the same.  
The greatest advantage of having a blog is that you can obtain feedback directly from customers.  Before 
Internet, the salesmen were those collecting such information from the customers. The consumers never knew if 
their „complaints” were reaching the team developing the next version of the product. Now, by using blogs, the 
clients are involved also in the development process. Their ideas, expressed on the blog, can be already 
integrated in the products.   
The blogging is a wonderful platform for communicating with clients and obtaining their feedback. The 
business men have to „keep an eye on the blog”. We should know well the goal of the blog, how we can obtain 

success and how we can use this great environment, editing platform and communication instrument for the 
business advantage.  
 
Successful blogging: 5 realities and 5 myths. 

  
Success in blogging means to reach the objectives for which the blog was created. There were identified 5 
realities and 5 myths, after analyzing a successful blog (the campaign Blogger – ambassador of Audi brand, 
February 2008 for the Romanian market). 
 R1. Self-knowledge and audience knowledge are very important elements when a blog is desired. Reality  

The proper ways to find out more about the future readers are the researches, studies, surveys, 
questionnaires or even interviews. It is essential that, following such analyses, to use the empathy to find out the 
best way to send messages. The bloggs are a reflection of people who write them.  

 
 M1. A blog created without a certain goal attracts the most readers. Myth. 

The blog, as every new communication instruments, requires time to realize what we need it for. 
Sometimes we want to inform or to sell, sometimes we want only to discuss or to point interesting things 
happened. Many bloggers start speaking on the blog about everything that is interesting for them, consuming 
their resources quickly because it is too much to blog about every thing. A healthy blog means a balanced blog.  
 R2. Good titles help the search engines to find out the blog easier and generate traffic. Reality.  

The titles are essential for a blog to be successful. The more attractive the title, the more links generates 
by exciting the readers. Every title of a post made has to convince the reader to read it all.  

 
      M2.  To update the blog is a completely inefficient and time consuming activity. Myth.  

To write often in not only a good thing for the blog, but an absolutely needed condition to have success. 
To update the blog depends on two important aspects: the news on the search engines and the readers’ desire to 

receive new information. An often updated blog improves its position in the search engines.  
 

 R3.  Any feedback is a good feedback, even the negative one. Reality. 
The blog opens a new door of communication. Either it is an email or a comment or article posts on the 

blog, any feedback is an opportunity to create a relation. It is much better to have an unsatisfied client, that not to 
have any. So every answer has to be seen like a chance to create a positive experience. It depends only on the 
blogger’s competence to find the necessary arguments to do this.  

 
 M3. Bloggingul is a communication instrument based on text. The corporate language used helps the 
published articles. Myth. 

One of the great challenges of a blogger is the text. A blog popularity is given by the blogger’s warm 

style. People want to find out sincere opinions, expressed using a personal tone. The greatest offend a blogger 
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can make to his readers is to use „a wood language”, in the form of lexical templates sending „uninteresting” 

messages.  
 

 R4. The links to other valuable blogs can be an excellent method to remark and show our readers who we 
know.  Reality.  

The blogs are real „links knitting” and the successful blogger like to enter this chain. Most of the 
bloggers use the links where they are interested by the subject or when they respect the blogger to who they 
connect. Many blogs contain blogrolls, a list of read, admired and respected blogs by the blogger. A blogroll 
represent a quick and easy way for similar blogs, in the same community, to generate each others certain traffic, 
and this thing should not be ignored. A blog without a blogroll can become obscure.  

 
 M4. The technical additional functions (ping, feed)are useless for a blogger who is specialist in 
communication. These are only distracting him from the published text. Myth. 
Many of the successful blogs are a combination of smiths (written by a specialist who knows the company well), 
bridges (create relations between people) and windows (permit the clients to see inside the company). Using the 
blog power mean, besides reading them, to follow up and write something from time to time.  

An efficient blog application has the following characteristics:  
to be in an electronic form, so that not to be necessary for the information to be written and physically 

archived; 
to permit to edit the previous posts and to keep the changes made; 
to have a sufficiently performing searching engine; 
to permit personalization; 
to be cheap, easy to keep and implement; 
to permit its user not only to be informed, but alto to manage the information easily.  

Pinging is a function that a blog uses to announce some monitorization services, such Technorati or BlogPulse, 
when a new message was posted. This short notification or ping is used to produce lists with recently updated 
blogs. 
Feeds permit the readers to be notified once a new article is posted on the blog. The feeds in text format reduce 
the difficulties met by readers when searching for quality information, so any advanced blogger has to facilitate, 
by using all the functions available, readers’ access to the blog.  

 
 R5. A blog, which does not create emotions or bring something new, will be abandoned. Reality. 

One of characteristics of a successful blog consist in its newness. A blog that does not „wave”, change 

or succeed in raising questions is a communication instruments that will fail. 
 

 M5.   Negative comments should be ignored.  Myth. 
Regardless how good are the products or services of a company, this confronts, sometimes, with 

negative feedbacks. The quick, efficient and personal answers build that type of loyalty every blogger wants. To 
answer to negative comments is a duty every blogger has to take into account. An unsatisfied customer is a 
customer who expects to be satisfied. The answer to his comments has to respect three fundamental rules:   

prompt feedback;  
adopting a personal style;  
the answer is followed by solving the complaint. 

 
The blog, instrument of online promotion and publicity 

 
There are already 15 years (2008) from the moment the online publicity appeared. Since the moment the first 
banner was sold and until now, the industry of online publicity reached to 42 billions of dollars.  

The promotion in the new digital era requires applying a new model for the publicity strategy and 
practices. The major advantages of online promotion consist in: costs reduction; increase of speed and 
efficiency; flexibility which permits to the specialist to continuously adapt the content, offers and programs. 
Unlike the printed catalogues which can not be changed anymore after their delivery, the online catalogues can 
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be changed daily, even hourly, to adapt the categories of products, services, prices and promotional actions to 
the change of market conditions.  

It is quite obvious that all the companies have to approach the online publicity in an efficient and 
creative manner. The companies can benefit from online promotion by creating websites, placing online 
commercials, setting up or participating in web communities, and using online communication on email or web. 
So, the first step in the online promotion is to create a website (webblog). But besides the simple creation of a 
web, the specialists have to take into account two objectives: to create attractive websites and to find methods to 
convince consumers to visit them, to stay and to return often to them.  

The websites can be extremely various from the point of view of the goals intended and the content. 
The simplest type is the corporate website. Such a site is intended to gain clients’ interest and to complete other 

sales channels, rather than to sell directly the company products or services.  
The corporate website offers usually various information and other elements, making an effort to 

answer to clients’ questions, to create stronger relations with them and to generate an enthusiastic state regarding 
the company. Generally, these give information regarding the history of the company, its mission, its products 
and services. Also, it could offer information regarding the current events organized by the company, the people 
employed, the financial performance and the employment opportunities. Most corporative websites contain also 
funny elements, used to attract and keep the visitors. Finally, the site can have ways thought which customers can 
ask questions or make comments by email, before leaving it.  

Certain companies create marketing websites. These sites engage the consumers in interactions that 
bring them closer to a direct acquisition or other marketing result. Sites like this contain, usually, a catalogues of 
products, advices for buyers or other promotional elements, such as gift coupons or competitions. 
Still, one thing is to create a website and another thing is to convince people to visit it. The solution is in creating 
something such valuable and interesting to attract people to website and to make them like what they find there 
to convince them stay and return.  

Recent surveys made among the Internet consumers show that the online expectancies of the audiences 
increased exponentially during the last years. Nowadays, the web user abandon easily and permanently a site 
which does not rise to their expectancies. The specialists call this phenomenon „death penalty on the Internet”  
(http://itmanagement.earthweb.com/ecom/article.php/1145241,12.12.2008). To avoid this phenomenon can be 
made by permanently update the sites with recent and interesting news. And this effort means time and money.  
To attract new visitors and to encourage frequent visits,  the efficient and efficacious creation of an website 
should take into account the following „7Cs” (F., Rayport, et.al., 2002, p. 116) : 

- Context - the general aspect and design projection; 
- Content - the text, images, sounds and video elements; 
- Community - the possibilities of communication offered to users on the website; 
- Client  - the capacity of the website to adapt to various users or to permit them to  
       personalize the content; 
- Communication – the possibilities offered for website-user, user-website or in both sense  
         communication;  
- Connection - the degree in which the site is linked to other sites; 
- Commerce - the possibility to permit commercial trades.  

 
Sometimes, the company has to reevaluate its website in accordance to attractively and utility criteria. 

One of the ways is to ask the experts’ opinion regarding the web pages, but better would be to make the visitors 

express their opinion regarding what they like and what they don’t like about the company website.  
Lately, the specialists in online publicity have created micro sites – limited area on the web, 

administered and paid by an external company. For example, an insurance company or a bank can create a micro 
site on a site selling cars, like Porsche Romania, offering buyers advices and advantageous opportunities to 
conclude an insurance or to get finance. 

So, more and more companies with online activities conclude alliances and develop affiliation 
programs, through which they collaborate with other online companies to make publicity to each other.  
Many companies promote aggressively their sites, using printed, radio and TV publicity and banners linked to 
the site, which appear automate on other sites. These commercials appear suddenly on various sites when the 
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users navigate on Internet. Such commercial include fixed or mobile banners or tickers moving from one part to 
another on the display.  

Two new formats of online commercials are the skyscrapers (high and narrow rectangles posted on one 
side of the webpage) and the rectangles (boxes with a higher surface than the banners). 

Rules have been established for the virtual world, as the same for the real world. Adequate norms for 
banners specify both „their weight” in bytes and their dimensions, in pixels (width x height). 
The originality, relationship and sincerity are the most important characteristics of a promotion campaign 
using blogging. The readers appreciate these characteristics very much and they believe that any promotion 
action without originality and sincere is not worth it.  

To be competitive, there have to be identified the additional ways to measure the added value the blog 
brings to the business. How many clients the blog allowed to help? How much „noise” created? The readers' 

comments offered a clearer view about the utilities of the products? All these are interesting questions which 
need to be managed professionally every time we evaluate a promotion campaign developed using blogging.  
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Abstract 
 
Export consortium is an association of small and medium-sized enterprises which enables them to engage in export 
transactions. A careful choice of entities participating in such an alliance is of fundamental importance. A key issue 
that both the member companies and the public institutions subsidizing such enterprises need to consider is whether 
a given export consortium markedly improves the financial condition, the market position, etc. of each of the 
participants. However, appropriate instruments which would measure the effectiveness of export consortia are 
difficult to create due to the existence of many different variables. In this article it is assumed that the effectiveness of 
export consortia should not be assessed for the whole alliance but rather that the results of each member company 
should be evaluated individually. Four forms of capital comprise the propensity to cooperate: financial, commercial, 
intellectual and social capital. In conclusion, the effectiveness of export consortia can be measured by analyzing 
changes in value of all the above mentioned forms of capital for each member company.  
 
Description of export consortia 
 
Export consortium is a special type of strategic alliance. It can be defined as a voluntary agreement between two 
or more enterprises to work together toward increasing trade in foreign markets (Renart). A group of enterprises 
join forces to coordinate either all export activities or trade in only some specified markets.  

Export consortia may sometimes be mistaken for other forms of alliances, such as: cooperatives 
(cooperativas), group purchasing organizations (grupos de compras) and Agricultural Transformation Societies 
(sociedades agrarias de transformation), which are very popular in Spain and Latin American countries. One of 
the purposes for which they are established is to allow their members to engage together in export activities. 
Export consortia as well as the other forms of alliances can be classified as joint market development strategies. 
Alliances differ in the way they operate in the market and the extent to which their members cooperate in the 
production process. Legal regulations applicable to each form of alliance also markedly vary.  

A new legal entity – an export consortium – is established as a result of an agreement between several 
enterprises. Then a managing director, who has experience in export activities, is hired. Each member company 
delegates one person to supervise the running of the consortium (see Fig.1). The representatives of member 
companies form the Management Board or the Board of Directors of the consortium.  

It is advisable that owners or chairmen of member companies should constitute the governing body of 
the consortium. The decision-making process is then much more effective and quicker.  

Consortia offer a wide range of services to their members. We can distinguish two basic types of 
consortia: promotional and trade consortia. The former are set up solely to promote their members in foreign 
markets. Their business activity is therefore similar to that of an agent. Companies which are part of the 
consortium sell their products directly to the purchasers. In contrast to promotional consortia trade consortia do 
not only promote but also sell the consortium’s products and draw up invoices. Promotional consortia are very 

popular in Italy, whereas in Spain trade consortia are the most common type. That is the reason why Spanish 
consortia usually consist of less members than Italian enterprises. A consortium may either be regisered in the 
country of its origin or in the country in which the consortium’s products are to be sold. Moreover, a consortium 

may combine enterprises representing one or many different business sectors.  
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FIG.1: EXPORT CONSORTIUM’S STRUCTURAL MODEL 
Source: L. Renart, The Cycle of a Single Company’s Envolvement in an Export Consortium, in: Konsorcja eksportowe, 

edited by Radosław Koszewski, Gdańsk 2004. 
 
Member companies may expect to benefit from the consortium’s business activity in the following ways: 

 Retrenchment in expenditure connected with conducting export activities. Member comanies share 
some of the costs of entering and operating in a foreign market, such as: office lease costs, costs of 
participating in expos and trade fairs, costs of collecting information pertaining to markets and 
customers, etc. In the European Union consortia also benefit from state subsidies which markedly 
reduce expenditures of member companies.  

 Owing to the fact that consortia cooperate with many customers in different markets the risk of losses 
resulting from a difficult financial situation of a given customer or recession are greatly reduced. 

 Consortia have means allowing them to offer lucrative conditions to the consortium’s managing 

director and thus may gain a more competent and better qualified manager than small companies. 
 Consortia offer their customers a wider range of products and much lower transaction costs. 
 The synergic effect connected with purchasing services is requisite for completing trade transactions. 

Member companies of the consortium markedly reduce costs, such as costs of logistic services. The so-
called “locomotive effect” can be found in consortia. Purchasers are offered attractive products which 

arouse their interest in other commodities on the consortium’s offer. 
 Each member company brings its own experience and contacts to the consortium. Member companies 

may make some of their facilities accessible, such as: distribution channels in different markets, 
contacts with enterprises providing trade services, etc.  
One of the most significant ways in which an enterprise may benefit from participating in the 

consortium is by extending its knowledge and experience in the following three areas: export strategy 
development and implementation, managerial skills and participation in alliances. Export consortia are usually 
established for a fixed term. After the term expires consortia should be able to engage in export activity 
individually. However, many consortia continue to conduct their business activity even after the term expires. 
Enterprises which are part of such an alliance hand some of their power over to the consortium. What follows is 
that if one of the member companies concedes not to export its products to a given market it has to meet its 
commitment, even if the financial market conditions have changed.  
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Assessment of export consortia effectiveness  
 
So far hardly any research pertaining to export consortia effectiveness has been conducted in conuntries in 
which they are operating. One of the key reasons for the lack of such research is the problem with developing 
assessment methodology or introducing an evaluation methodology, connected with such questionable issues as:  

 the definition of what “effectiveness” means – what can be called a success or a failure, 
 the measurement time, 
 the place of the measurement (the consortium’s effectiveness or one of the member companie’s 

effectivenees). 
Africa Arino introduced the following model of consortia effectiveness measurement (Fig.2). 
 

 
FIG.2: MODEL OF STRATEGIC ALLIANCE EFFECTIVENESS MEASUREMENT 

Source: Africa Arino, Measures of strategic alliance performance: an analysis of construct validity, Journal of International 
Business Studies, 2003, 34, s. 66-79 

 
This model is applicable to the measurement of the performance of strategic alliances. However, if it is to be 
employed to analyze the effectiveness of export consortia, some of its limitations need to be considered. The 
most important are presented below  

Satisfaction of member companies may be a misleading criterion, as the “false sense of satisfaction” 

phenomenon may occur. A given participant may express satisfaction with his improved situation without real 
insight into what his possible gains could be. A member company, for instance, may be content with its export 
value in a given year. However, its revenues could have been much higher if it was part of a different 
consortium or it had its own export agent. Nevertheless, without this knowledge the enterprise is pleased with 
the way it benefited from participation in the consortium. The problem of satisfaction evaluation may be 
overcome through conducting current competitive advantage analysis or adaptive capacity analysis. 

Export consortia are sometimes called “export schools”, as the main purpose of their existence is to 

teach small and medium-sized companies how to independently export their goods and in the long run expand 
onto international markets. However, whether a given enterprise fulfills its goals depends upon its starting 
situation, external conditions, quality of services provide by the consortium and other members’ objectives.  

Each member company has its own (private) objectives upon joining the alliance. Common objectives 
for the whole consortium are determined by all member companies; however, they may not fully coincide with 
each member’s targets. In the course of export activity new objectives may arise and initial objectives may be 
altered.  

Company’s expectations of the consortium are a function of its initial situation, for example: trade 

factors, economic factors, knowledge, experience and its motivation. Sometimes those expectations are 
unrealistic, as companies disregard at least one of the above mentioned factors. They may, for instance, expect 
an annual increase in export value of several hundred percent, as they are highly motivated and are willing to 
cover all necessary costs. However, they may disregard the fact that they have no product that would arouse 
importers’ interest.  

Spillover effects stemming from the consortium’s activity are practically immeasurable. It is impossible 

to determine how many workplaces have been created owing to the alliance and not to each company’s business 

activity. A model which would compare beneficial and detrimental effects of companies’ activity on a given 
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community (for example: environment pollution caused by increased production or layoffs in areas with high 
unemployment rate) would have too many variables.  

The longevity of an alliance is dependent not only upon its effectiveness but also upon other factors, 
such as whether its participants have any other possible options for engaging in export and whether they have 
any knowledge about the consortium’s actual performance. An alliance may continue to operate either because 

it is effective and attractive to its participants or because member companies cannot terminate it due to 
undertaken commitments.  

If an agreement is well drawn up and partners cooperate successfully contractual changes are usually 
rare. It can sometimes happen, however, that the judicial system in a given country is so unstable that frequent 
agreement alterations are necessary and are evidence of associates’ flexibility.  

Alliance survival may be an indicator of either its effectiveness or of the fact that it was established 
only recently. Value of this variable may be determined by the above mentioned lack of other options apart from 
the participation in the consortium or lack of adequate knowledge about the consortium’s performance and the 

existence of a possible alternative.  
Therefore, a selection of factors determining success or failure is prerequisite to evaluation of export 

consortia effectiveness. Such a selection is irrevocably connected with a given company’s motivations for 
joining an alliance. We can distinguish three main types of motivation exerting influence on consortium’s 

employees: extrinsic, intrinsic and transcendent. (Perez Lopez, 1993)i. Extrinsic motivation embraces all 
material benefits that a consortium’s participant may obtain as a result of export activity (Renart). This type of 

motivation is the decisive factor affecting member companies. It is relatively easy to measure the extent to 
which expectations stemming from extrinsic motivation are fulfilled. Intrinsic motivation is connected with the 
extension of knowledge and experience gained through participation in the consortium.  

The importance of extrinsic and intrinsic motivation in the decision to join the consortium is 
unquestionable. However, if companies are guided only by these two types of motivation the effectiveness of 
the whole enterprise is diminished, conflicts between associates may arise and as a result the consortium may 
dissolve. Transcendent motivation is an ability to act for the benefit of others (Cardona and Espejo, 2004). Such 
motives are sometimes called altruistic or contributive. Perez Lopez, the author of the anthropological theory of 
motivation, defined transcendent motivation as “the increase in moral virtues that a given decision has on the 

person making this decision”. (Perez Lopez, 1993). 
Effectiveness measurement factors can be divided into three separate groups with regard to member 

companies’ motivations:  
 

 Extrinsic: 
o Trade: sales volume, portion of the market, rate of increase in sales, brand recognition, etc.; 
o Financial: income value, profit, financial fluidity, etc; 
o Other: reputation, goodwill, etc. 

 Intrinsic: 
o Knowledge, experience;  
o Ability to learn; 
o Skills, know-how; 
o Other. 

 Transcendent: 
o Identification with the company (unity); 
o Quality of leadership; 
o Quality of moral standards (honesty, emotional balance, etc.); 
o Quality of human virtues (diligence, truthfulness, etc.); 
o Other. 

Factors described as extrinsic are relatively easy to evaluate, intrinsic factors are more difficult to 
assess but can be measured. Transcendent factors, however, such as: unity in the company or honesty of its 
employees, are almost immeasurable. Despite methodological difficulties with their evaluation it is 
unquestionable that transcendent factors are essential for companies to operate, be successful and effective.  

Another difficulty arising while assessing export consortia performance is connected with the choice of 
the measurement time. Figure 3 depicts changes in value of the economic results (the easiest results to 
measure).  
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FIG.3: CHANGES IN ECONOMIC VALUE OF AN EXPORT CONSORTIUM 
 

Assessment carried out in the first year of the consortium’s existence would lead to erroneous 

conclusions that this consortium is not effective. One would not take into account the fact that revenues or profit 
usually increase in the course of time. A similar difficulty occurs while measuring other factors. At the 
beginning export consortia have problems with proper organization of work, communication between partners 
and the process of extending knowledge and learning new skill is in the initial phase. That is why the 
measurement time should always be clearly indicated in export consortia effectiveness evaluation.  

In order to conduct export consortia evaluation the place of the measurement has to be selected. The 
consortium is not established for the purpose of rendering a profit – the profit should be rendered by companies 
participating in the consortium. Costs of services provided by the consortium are usually set in such a way so 
that revenues generated by the consortium would be equal to the incurred expenses. Assessment of income value 
may be misleading as well. Some of the member companies associated in the consortium may markedly increase 
their export value while in others export value may rise less dynamically or even decrease. It is possible to 
measure consortia effectiveness either for the whole alliance or for each member company individually. Impact 
that participation in an alliance has on a given enterprise is much easier to measure than the whole consortium 
effectiveness. It has to be emphasized, however, that both types of assessment are problematic, as has been 
proven above. Propensity to cooperate of each member company is the starting point of the assessment 
regardless of the place of the measurement and the entity that is to be evaluated.  

Each of the potential participants in the consortium expects to improve its financial situation, market 
position, etc. However, its results are dependent not only upon export consortium effectiveness and the 
performance of its managing director but also upon the ability of a given company to operate within the 
consortium which can be called propensity to cooperate or alliance capability. The definition of what propensity 
to cooperate is would be of fundamental importance to alliance research. So far, however, such studies have not 
been carried out.ii Without a thorough description of a potential alliance participant’s initial situation, in other 

words his propensity to cooperate, it is impossible to accurately assess how he benefits from being part of the 
consortium and also to evaluate the whole consortium’s performance.  

Propensity to cooperate as part of the consortium is determined by four factors: the financial, 
commercial, intellectual and social capital of a potential member company.  
 
Propensity to cooperate 
 
A company’s propensity to cooperate (PC) is influenced by the following factors: 
CC - commercial capital  
FC – financial capital 
IC – intellectual capital 
SC – social capital  

1 2 3 4 Time in years 

Economic results 

loss 

profit 
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Each of the listed above types of capital can assume zero value, surplus value or negative (below zero) 
value. The negative value reflects a detrimental influence of one of the factors on the company’s propensity to 

cooperate, zero value points to a neutral influence and surplus value is indicative of a positive influence. 
Propensity to cooperate can be presented as a function of the four mentioned types of capital (equation 

1). 
 

PC = f(f1 CC, f2 FC, f3 IC, f4 SC,)      (1) 
 

The most often encountered classification of company capital differentiates between the financial, 
intellectual and physical capitaliii. Export consortia dispose of a small physical capital usually consisting of 
office equipment, which is often leased. Consortia do not own the office space or production materials and 
machinery, as these are the property of the consortium members who are separate legal entities. 

Cooperation within the export consortium is possible when the PC reaches surplus value. What follows 
from this assumption is that cooperation is possible when: 

 At least one element of the equation (1) assumes surplus value and all the other elements are of zero 
value. 

 The value of at most three elements is below zero, but one of the elements assumes such high surplus 
value that as a result the PC is also of surplus value.  
This refers to a situation in which a member of the alliance does not dispose of an appropriate financial 

capital, but has a sizeable commercial capital – this might be a very useful export product or access to 
distribution channels. The consortium member might also be in possession of a significant intellectual capital 
and could make it accessible to other members. In other words, the employees of this company could be able to 
organize export for the remaining members of the alliance. 
 
Financial capital (FC) 
 
In order to become a consortium member, a company must meet the requirement of disposing of funds allowing 
to both cover the membership fee and settle current liabilities. Consortium members might be exempt from this 
duty only in exceptional cases. In the model presented in this article financial capital is defined as the funds 
which the company is able to allocate for paying for its membership. 

Consortium participants are subject to a fixed membership fee, as well as payments covering the 
consortium’s current needs and other charges. They are also required to provide the consortium with enough 
products to carry out orders accepted by the alliance. The term other charges involves payments which the 
company can make to the consortium to receive additional benefits which are not included in the mentioned 
fees. To give an example, the company might make a payment in order to participate in a trade mission which 
was not taken into account in the consortiums’ yearly marketing budget. 

Most export consortia, as well as their member companies, prepare yearly budget plans. Therefore most 
activities, processes and deadlines are scheduled for a yearly period. Punctual fulfillment of obligations by 
individual members is of great significance to the functioning of the consortium. Failure to meet this 
requirement might entail accusations of “free-riding”, delays in settling liabilities by other members and might 

cause the consortium financial difficulties. Problems of this kind might even cause a consortium to dissolve. 
The following equation (2) expresses FC value: 

FC = sc + f/of      (2) 
In which: 
Sc – value of consortium shares purchased by a given member 
F – value of funds a company has access to within a year 
Of – value of the operational payment of a given consortium member for a given period 
 

FC assumes zero value when a company has sufficient financial liquidity to maintain its activity, but it 
cannot afford making payments to the consortium. 

FC assumes surplus value when a company possesses enough funds to make at least one operational 
payment at a given time. FC value increases together with the rise in the periodic capital payments which it is 
able to afford. FC reassumes zero value when the total value of operational payments which the company can 
afford is equal to the minimal expense value required for engaging in individual export activities. At that point 
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one of the major motivations for joining a consortium, that is lack of necessary funds to pursue economic 
activity, ceases to exist. A company might be prone to remaining a member of a consortium due to the 
remaining factors making up the equation (1). However, assuming that CC, IC and SC are of neutral (zero) 
value or negative, it is rational for a company to decide to engage in individual export activities and become 
independent of its former partners. 

FC assumes negative value when a company is unable to meet its obligations punctually. This refers to 
obligations related not only to the company’s membership in an alliance, but also to other aspects of its activity. 

In such a situation it is highly likely that the company will go bankrupt, or at least face a long-term inability to 
fulfill its obligations to the consortium. In other words, the company becomes a less attractive partner for the 
alliance and will be forced to leave it, which will disrupt the entire consortium’s functioning. The more difficult 

it is to obtain funds for consortium membership, the lower the FC value. 
PC increases together with the company’s financial capital. If the capital is insufficient, the company is 

incapable of covering membership fees and does not have the required credit capacity. After reaching a certain 
maximum point, the company’s PC falls to zero. This results from the fact that individual activity becomes a 

more attractive option, as has become possible due to accumulated financial capital.  
 

 
FIG.4 PC INCREASE IN RELATION TO FC 

Commercial capital (CC) 
 
The Commercial capital delineates the potential of a future export participant to sell his products on a foreign 
market. It is influenced by the company’s business position on the home market, the number of products 

meeting export requirements, the income these products are capable of earning and the company’s access to 

distribution channels. 
In order to estimate the value of the commercial capital it is necessary to assess the following items: brand 
image, customer loyalty, customer engagement, licensing agreements, distribution agreements, data and 
information, codified knowledge, trade secrets and patents. Market coverage and increase in home sales are also 
significant elements and have to be taken into account. A stable situation on the home market causes the 
company’s engagement in creating an export consortium to rise, which is synonymous to triggering a rise in PC.  

Another important component of the commercial capital is the exportability of the product, that is being 
in possession of a product which can be entered and sold on a number of foreign markets. CC value decreases 
with the occurrence of numerous and significant export barriers. CC value, similarly to IC and SC value, can 
only be measured by means of methods generally accepted in accounting and used for evaluating intangible 
assets. CC value can be estimated to amount to zero if, e.g., the company has a product which has not yet been 
adapted to foreign recipients’ needs, or the company and its products are unfamiliar to the recipients, or the 

company, due to lack of engagement in export activities does not dispose of necessary information about 
importers, trade secrets, customer engagement, etc. CC assumes surplus value when the company has a strong 

FC 

PC 
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position on the home market, its brand is easily recognized by foreign recipients, it has signed agreements with 
distributors, has an exportable product, etc. 

In some situations the company’s commercial capital assumes negative value and does not work for the 

benefit of its propensity to cooperate. This is the case when the company has an unfavorable image and is 
negatively viewed by its potential recipients and its products are inappropriate to be launched onto foreign 
markets, e.g. due to export barriers, etc. 
 
Intellectual capital (IC) 
 
IC can be evaluated on the basis of: 

1. The number of employees experienced in export working for the company and the assessment of their 
experience (defined in number of years, diversity of launched export operations, etc.). It might include 
the evaluation of specific skills, e.g. knowledge of foreign languages, export, transport and dispatching 
of goods procedures, Incoterms formula, forms of payments, etc. 

2. Number of employees ready to cooperate within an export consortium. These employees would be 
required to take part in Management Board and Board of Directors meetings, as well as events 
organized by the consortium, such as trade fairs and expos, study trips, organizing foreign contractors’ 

stays at a given company, etc.). 
3. The number of employees possessing skills and experience in fields other than export, e.g. negotiating, 

accounting, financial management or human resources.  
 

 
 

FIG.5 DEPENDENCE BETWEEN AC AND IC 
 

The intellectual capital might assume zero value when the company lacks employees capable of 
managing cooperation within the export consortium. This is the case when there are no employees who can avail 
themselves of experience in cooperation within an alliance, carrying out export activities, etc. 

In most cases however the intellectual capital assumes surplus value. Even a small number of 
employees having relatively moderate experience in exports (or even just one such employee) enables the 
company to partake in an export consortium. Hiring more employees in the export department is equal to a 
smaller and smaller increase in PC, as the ultimate advantage of taking on new employees to tackle cooperation 
within the consortium decreases.  

IC can also assume negative value when the employees’ knowledge is invalid and they are prone to 

displaying certain habits in organizing cooperation within the consortium and in managing export activities. The 
decisions met by such employees might put the company at the risk of losses and, what is more, pose a threat to 
harmonious cooperation with its partners. 

 
Social capital (SC) 
 
Social capital is in other terms the company’s “Goodwill, which is engendered by the fabric of social relations 
and that can be mobilized to facilitate action” (Adler and Kwon, 2002). The SC is made up of elements such as 

Ability to 
cooperate 
AC 

Value of possessed IC 
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formal and informal relations, partnerships, trusts, corporate values, tacit and informal routines and management 
processes. 

SC assumes zero value when its components do not hamper, but at the same time do not streamline 
commencing cooperation within a consortium. SC assumes surplus value when, e.g. thanks to winning the 
partners’ trust, a given member of the alliance contributes to easing conflicts in the consortium, working out a 
beneficial solution, attracting new members to the consortium, etc. Negative SC value is triggered by a member 
initiating, e.g. an atmosphere of distrust among partners which might lead to dissolving the consortium. 

Social capital is classed as part of a company’s intellectual capital. However, it carries such a great deal 

of clout for the propensity to cooperate that it has been isolated as a separate item in the model. According to 
intangible assets measurement standards, it is not an error to distinguish social capital as an independent 
component, since in producing a valid assessment it is most important to adopt a single model for the 
identification of intangible assets and implement it consistently when analyzing a given company. 
 
Conclusions 
 
Assessing an export consortium’s effectiveness is a troublesome task. It is linked to many difficulties which are 

not relevant to evaluating a single company. Some elements must be considered much more carefully than in the 
case of measuring the effectiveness of one company. These components are mainly items normally assessed 
with difficulty, e.g. relations between alliance partners, degree of trust between them, the possibility of entering 
a product hitherto sold solely on the home market onto a foreign market. 

The lack of stability in a consortium also accounts for serious problems in carrying out the 
measurement. One must keep in mind that this issue is much more problematic in a consortium than in the case 
of an individual company, as one member’s financial difficulties rapidly influence the whole alliance’s financial 

standing. As a result the funds received by the consortium’s budget are lower than expected, which obstructs 

carrying out the agreed marketing schedule. Consequently, the remaining members might be discouraged from 
continuing to cooperate. An unstable situation of this kind does not simplify measuring the effectiveness of the 
entire alliance, as it is not always possible to precisely determine the cause of an increase or decrease in 
effectiveness. 

Therefore the most efficient solution to this issue is focusing on measuring the influence becoming a 
member of a consortium has on individual companies. Nevertheless, performing the measurement remains a 
complicated process, since participating in an alliance is only one of the factors influencing a company’s 

activity. Still, this model consists of considerably less variables than an entire consortium’s effectiveness 

evaluation. 
It is important that the criteria according to which a company’s position is assessed before it becomes a 

member of a consortium are tantamount to the criteria adopted after a certain period of the consortium’s 

existence. Such consistency will enable comparing the same parameters. Another important matter is defining 
appropriate criteria for evaluating a company partaking in an alliance or planning to obtain such membership. 
Each study takes different aspects of the company’s activity into account, i.e. the evaluation of the production 

potential focuses on different elements than an assessment of employees’ satisfaction level or the possibility of 

engaging in export within a consortium. For this reason this paper puts forward assessing each of the four types 
of capital considering a company’s membership in an export consortium. Furthermore, the method of evaluating 
the financial, commercial, intellectual and social capital proposed in this study differs from standard practices. 

The measurement parameters proposed in this study fully characterize a company’s ability to 

participate in an alliance. By comparing their initial value with data obtained after a certain period of the 
consortium’s functioning one can assess the alliance’s influence on the company. Values of the four mentioned 

types of capital resulting from a company’s membership in an alliance can serve as a benchmark for conducting 

research on the effects consortium membership has on companies. It is important not only to define the 
fragmentary values concerning specific types of capital, but also the joint value – PC. PC enables the evaluation, 
or at least the estimation, of a company’s ability to participate in alliances. This information proves useful for a 

company in the process of meeting the decision whether to become a member of an export consortium. Public 
administration might also find this data beneficial when considering subsidizing such enterprises. Information of 
this kind might also be used as an instrument of effecting settlements with beneficiaries of these subsidies. 

The proposed model is limited by a number of hindrances, some of which have already been discussed. 
Most importantly, estimating the effectiveness of a consortiums functioning remains an increasingly 
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complicated process which requires not only investigating accounting documents, but also basing the 
assessment on estimates of intangible assets value. A large part of the capital of a company engaging in export 
activities is constituted by intangible assets. The model does not propose a scale for PC evaluation. A PC scale 
would depict the likelihood of success in relation to specific PC values. The creation of such a scale requires 
long-term studies on many export consortia, naturally assuming that all consortium members would grant access 
to their documentation. 

A major limitation to this model is the assumption that a company participates only in one alliance at a 
time, so that the changes in PC value can be ascribed to the influence of a single consortium. In reality, 
companies can simultaneously be members of many alliances and it is difficult to define which consortium has 
the greatest influence. However, in the case of export consortia, we are dealing with small companies which are 
for the most part inexperienced in participating in alliances. It is therefore possible to adopt the assumption that 
for the majority of the assessed companies the studied consortium is the only alliance they belong to. 

Moreover, the proposed model does not provide an answer to the question whether participating in a 
consortium is the best option for a given company. It might be the case that a company would find it more 
beneficial to conduct export activity on its own or join a different consortium. However, the goal of the 
introduced model is estimating the PC of a given company and comparing PC value at the moment of becoming 
a member of a consortium and after a specific period of membership. The obtainable value of the synergic effect 
of consortium members is not the subject of this article. 
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Abstract 
 
Subsystem Marketing is one of the most extensive and important subsystems of information systems (IS) of medium 
and large manufacturing enterprises as well as the other organizations as universities or schools. The paper is 
describing the main features of subsystem Marketing and shows the sequence diagram of this subsystem. 

 
Subsystem Marketing is one of the most extensive and important subsystems of information systems (IS) of 
medium and large manufacturing enterprises. The aim of the subsystem Marketing from the organisational point 
of view is the quantitative and qualitative harmonisation of the enterprise manufacture and market demand, 
keeping regular customers and on-going acquiring of new customers. The most important activities which have 
to be performed to achieve these aims are: 

 development of marketing strategy in accordance with the strategic planning of the enterprise, 
 market research, 
 promotion activities and sales support, 
 order processing, drawing up offers and contracts, 
 creating and showing the sales plan and trade program of the enterprise, 
 quality control of products, 
 showing sales,  
 processing of returns, 
 realization of service activities, 
 determining optimal stock levels of products and their on-going tracking, 
 evaluation of effectiveness of marketing activities. 

 
The goods of a manufacturing enterprise can include finished products, spare parts, or complex parts, 

materials, half-finished products etc.  
Using the market research, closed contracts and stock levels of products, the production plan of the 

enterprise is created in the subsystem Operational management of production; the plan has to ensure fulfilment 
of contracts with the customers and manufacture of products for the market according to the estimates based on 
the market research. Based on the production plan, sales plan is created. 

Expedition of products should be optimized to achieve minimal costs for storage and transport of 
products and to minimize fees for breaking agreed dates of delivery.  

From the short description of tasks of subsystem Marketing it is clear that not all tasks can be 
performed by the IS of the enterprise and that on the other hand some tasks can hardly be done without using 
information technology. In general, the tasks performed in the subsystem Marketing are complex and therefore 
their automation in an IS enterprise is necessary especially in order to achieve better effectiveness of 
management of medium and large enterprises.  

The tasks that can be supported by the subsystem Marketing in IS enterprises are mainly these: 
 processing of market research results, 
 recording of results and costs of promotional activities and market researches, 
 generating of evaluation reports of promotional activities, 
 generating reports about the competition, 
 calculation of capacity balances of demand and orders, 
 recording details of trade partners, 
 generating of offers and contracts, 
 creating the sales plan, 
 showing fulfilment of orders, contracts and sales plan, 
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 calculation of optimal product stock, 
 creating and generating expedition orders and accompanying documents based on the 

calculation of minimal expedition costs, 
 recording product stock, 
 calculation of above-optimal product stock, 
 recording of return packing, 
 recording and statistical processing of returns, categorized according to the type of product, 

part, defect and cause with calculation of damages etc., 
 recording of service activities and warranty repairs, categorized according to the type of 

product, part, defect and cause with calculation of damages etc. 
 CRM, 
 e-business etc.. 

 
The method of handling these tasks in IS is dependent on particularities of individual enterprises and 

on investments which the enterprises are willing to allocate to the information support of management.  
Informatization of marketing is possible to realize in different ways: 

 special software products that do not communicate with other subsystems  of the IS enterprise, 
 special software products, that support a number of subsystems of the OS enterprise, e.g. SAP, 
 software products made exclusively for the client, 
 original IS created by specialists in the enterprise, 
 combination of above-mentioned solutions. 

 
Advantages of developing the subsystem Marketing as a part of the IS enterprise as compared to 

purchasing a unique software product for the subsystem consist of the advantages of shared database (DB), 
mainly the absence of data redundancy in input and DB of individual systems. Links of the subsystem 
Marketing with other subsystems, as shown in the sequence diagram in the fig. 1, are significant and that can 
cause large data redundancy. And the diagram only shows links that are characterized by a large quantity of 
data. 

In present, the Internet allows so called e-business and using Customer Relationship Management 
(CRM) systems. These systems are developed as an individual independent part of he subsystem Marketing 
because usually they are distributed as exclusive software products which are not linked to the database of the 
already existing IS. 

CRM systems ensure communication between the enterprise and its customers; they are focused on 
development, evolvement and effective management of customer relationships and allow: 

 collecting, storing, sorting and searching customer details, 
 creating various customer groups based on characterizing differences; the groups can be then 

targeted,  
 addressing a customer individually, 
 different possibilities of communication, e.g. e –mail, telephone, Internet, press, 
 evaluation of promotional campaigns, 
 determining needs of a large number of customers, i.e. market needs, 
 adjusting production to the needs and wants of customers, 
 generating comprehensive reports for the management. 
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FIG. 1: SEQUENCE DIAGRAM OF SUBSYSTEM MARKETING 

 
CRM systems contain a customer database and usually, as mentioned above, are not linked to the other 

modules of the subsystem Marketing which can be viewed as a significant shortcoming. Thus currently, ways to 
resolve this problem are being considered; the solution being to create CRM as a complete replacement for the 
subsystem Marketing. The newest CRM systems are focused on developing the subsystem Marketing in such a 
way that the communication between the enterprises and its customers will be the base of all the processes. In 
that case CRM systems include the most important processes of the subsystem, e.g. sales, market research, 
promotional activities, service activities and even electronic trade. These systems represent a step forward in the 
development of CRM systems and are advantageous for enterprises without production activities. For 
manufacturing enterprises this kind of replacement of the subsystem Marketing for a CRM system causes other 
shortcoming, for example: 
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 in the IS enterprise, the CRM system database is stand-alone, separate from the database of 
the IS enterprise, which causes data redundancy and absence of important links between the 
CRM system and other IS subsystems, 

 some important processes, e.g. expedition of goods, creating sales plan, calculation of optimal 
product stock, recording product stock and calculation of excessive production stock, 
recording of return packaging and others are left without information support. 

 
For all enterprises, there is also a shortcoming in a missing link between the CRM system database and 

the subsystem Finance and accounting. 
To summarise the above-mentioned, the following can be concluded: 

 the subsystem Marketing is the most important subsystem of IS of non-manufacturing 
enterprises and one of the most important subsystems of IS in manufacturing enterprises, 

 the newest trends in development of subsystem Marketing are leading to such a structure of 
the subsystem, in which the communication between the enterprise and its customers is the 
base of all the processes, 

 choice and implementation of a CRM system should be guided by the overall information 
strategy of the enterprise and the effectiveness of information support of management and 
that requires a clear idea about all information flows not only in the subsystem Marketing, 
but in the IS enterprise as a whole. 

 
A university is a specific example of an organization but it needs information support of its marketing 

just as well. Common suppliers and customers are reported through FIS, SAP R/3 in this case (FIG. 2). 
In the area of acquiring students, many tasks are performed by the academic information system. 

However, there are areas where isolation of AIS from other information systems, especially from the financial 
information system, seems to be one of the major problems. 

The university clients are students; their details are recorded in AIS. Even while still only applicants, 
they communicate with this system; they enter their data into the system via the electronic application. In 
addition to recording students’ obligations and academic results, the AIS offers also a possibility of electronic 
allocation of accommodation in student dormitories, a possibility of electronic ordering of meals and similar. 

However, any type of financial transaction has to be recorded at least 2 times: once in AIS and once in 
FIS. The systems are not integrated and have different databases. 

FIS is, in most cases in Slovak universities, integrated only with employees’ attendance and canteen 
system. Integration of AIS and FIS would accomplish simplifying of monitoring of fulfilment of students’ 

financial obligations towards university and vice versa. 
The database of students’ data would be also used by FIS; the students would be identified by at least 

two identifiers, like the employees. One of the identifiers would be the person ID number, the other would be 
the ISIC number of the student’s ID card. In the system, each student would be assigned a personal 
identification number which would be tied to all financial records of the particular student. 

FIS would access the financial obligations of a student from AIS; AIS would access the reports about 
fulfilment of those obligations from FIS. 

Each student would have their account, from the point of view of financial accounting, in the special 
ledger. Connecting AIS to the intranet and to the active directory of exchange server would ensure e-mail 
communication with every student. Setting up time criteria would allow sending warnings, reminders and 
notices.  

Integrating AIS and FIS would simplify reporting in the area of collecting school and other fees, paying 
scholarships and the whole area of financing of studies. 

The integration of the systems could also lead to development and optimisation of methods of cost 
determination for a study field which was one of the aims when implementing SAP R/3. This aim is still not 
met, but the university management needs its results very urgently. 
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FIG. 2: SUPPLIERS’ ACCOUNTS IN SPECIAL LEDGER IN SAP R/3 FIS 
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Abstract 
 
While the issue of maintaining buyer-supplier relationship has been widely discussed in the existing literature, the 
issue of how to sustain relationship for contract manufacture that pursue own-brand building has been left rather 
unexplored. An in-depth case study of electronic contract manufacturer is used to illustrate the process of how a 
contract manufacturer sustaining its customer relationship while building its own-brand.  

A research framework consisting of decision-making, exploration, and exploitation processes is proposed and 
examined in this study to conceptualize the dynamic process of sustaining customer relationship during own-brand 
building. Specifically, we argue that some of strategies involved in this process can explain why a firm succeeds in 
maintaining customer relationship while pursuing own-brand building. This study suggests that making circuitous 
strategy preventing a contract manufacturer from direct competition with its customers in the decision-making phase; 
the contract manufacturer needs to cultivate network resources and marketing competence in new geographic and 
product markets with circuitous strategy in the exploration phase; in the exploitation phase, these new competence 
and resources then will be very helpful for a firm to sustain long-term cooperation or enter new alliances with its 
customers in the future. 
 

Key words: own-brand building, customer relationship, case study 
 

Introduction 
 
Taiwanese firms used to operate the OEM/ODM1 model for global companies, which actually made those firms 
successful and allowed Taiwan to own a quite important position in the global industry value chain in the past. 
However, the Taiwan contract manufacturers2 will find that the added value from product design is also 
appropriated by the customers; only the brand owner can appropriate all the added values. Hence, own-brand 
building will be a necessary direction for a contract manufacturer who has the intention and competence to pursue 
its own line of growth.  

From the literature review and findings of some case studies, we find that contract manufacturers who 
prefer to have their own-brand seem to inevitably compete against their customers (Liu, Liu and Lin, 2008). 
That is, outsourcing relationship will take on a competitive form (Hamel, Doz and Prahalad, 1989), which in 
turn the relationship between the contract manufacturer and its customers will not be unchangeable. Although 
the issues of maintaining buyer-supplier relationship have been widely discussed in the existing literature 
(Quinn and Hilmer, 1994; Morgan and Hunt, 1994; Kalwani and Narayandas, 1995; Gullen, Johnson and 
Sakano, 2000), the issue of how to sustain relationship within won-brand building has been left rather 
unexplored. Against this backdrop, and through the analysis of a case study, this study tries to investigate the 
“process black box” (Priem and Butler, 2001) that underlies the sustaining customer relationship in own-brand 
building. 

What we try to put forth in this study is that there is an own-brand building process that contract 
manufacturers can follow to sustain competitive collaboration with their customers. For example, the approach 
whereby contract manufacturers build their own-brand for the first time in a different geographic or product 
market that does not overlap with those of their customers is seen to be less risky because of the avoidance of 
direct competition with their customers in initial time. In fact, for contract manufacturers, the new geographic or 
product market is an opportunity to develop its own context-specific competence in product design or product 
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marketing. The experience of a new market in the first strategy is the chance for contract manufacturers to learn 
how to form the consumer’s brand perception, including the formation of brand loyalty and knowledge of 
marketing for satisfying consumers. In other words, when contract manufacturers diversify into different 
product lines or geographic markets by exploiting existing competence, they can not only avoid the conflicts 
with customers that have the same product lines and geographic markets, but they can also create a new 
competence which in turn will attract their customers to prefer to sustain such a competitive collaboration. 

 
Literature Review 
 
1. Concentrated Customer Structure 
The international brand companies have adopted outsourcing modes in order to enhance their cost structure, 
from which they could achieve a unique competitive edge. In such technology or knowledge such as concept of 
product design transference within international cooperative relationships between international brand 
companies and global contract manufacturers, it is very easy for these two types of companies to resemble each 
other especially in product design and development which constitutes the unique customer structure for the latter. 
In other words, the unique customer structure of contract manufacturers can be seen as a form for which 
customers have similar products and techniques. Besides, the similarities in terms of the products and techniques, 
the important characteristic of the customer structure in this research is that it is either concentrated or dispersed. 
The reason why we want to classify the concentrated or dispersed customer structures is to infer the degree of 
dependence of orders for contract manufacturers on their customers. 

In buyer-supplier relationship, since each buyer, or big international company in particular, will consider 
potential competition from other competitors such as the risk of a new product being unveiled, each buyer may 
tend to be cautious in selecting certain contract manufacturers who will only cooperate with him. These 
customers who can outsource big orders to contract manufacturers are always the leading companies who have 
strong brands and large market shares, such as Motorola in the mobile phone market and Dell in the computer 
market. Once a contract manufacturer loses such a big order like this, it is difficult to find alternative order with 
equivalent amount of order to offset the loss. That is to say, it is difficult for a contract manufacturer to 
collaborate simultaneously with many big customers. Hence, the customer structure is concentrated. 

Once contract manufacturers decide to have their own-brand product which may be similar to previous 
low-end OEM products in the same product line or in the same geographic markets, they naturally threaten and 
go against the interests of their customers so that their customers may no longer continue to cooperate with them 
and the contract manufacturers may lose the orders of their concentrated customers (Lee and Chen, 2000). By 
discussing the characteristics of customer structure, we emphasize that a concentrated customer structure is the 
main reason for contract manufacturers who decide to use circuitous strategy. This is because the collaboration 
might be sustained based on the avoidance of direct conflicts with circuitous strategy.  
 
2. Circuitous Strategy 
De Chernatony (1991) stated that the brand leader will adopt a plan of attack as he finds his market eroded by 
certain brand followers. When contract manufacturers build their own-brand, this action represents an 
aggressive intention. The relationship may become tense or the customer may tend to be cautious in transferring 
design and development technology. In other words, brand companies will choose to collaborate with contract 
manufacturers who have no own-brand product in order to avoid conflicts. Based on this consideration, how can 
contract manufacturers with own-brand building avoid or minimize the conflicts with customers so as to 
maintain the original relationship? 

The collaboration might be sustained based on the avoidance of direct conflicts with circuitous strategy 
initial phase. The circuitous strategy including the selection of geographic markets and the utilization of existing 
competence into new product market for own-brand building refers to the choices that contract manufacturers 
make in an attempt to avoid direct conflicts with existing customers (Liu, Liu and Lin, 2008).  

In general, the customers will probably evaluate several important factors about contract manufacturers’ 
target product-market or geographic-market with own-brand building, such as whether the market is worth 
developing, whether the competition is direct for them, and whether the market has a strategic position in their 
mind. If all the answers to these questions are negative, it means that the contract manufacturers may have a 
chance to develop their own-brand product. At this time, the purpose or consideration of collaboration for 
customers will be that the result in terms of performance should be greater than what would be achieved by the 
firms individually. The collaboration would be sustained if strategic goals converge while competitive goals 
diverge (Hamel, Doz and Prahalad, 1989). There will be a clear product/geographic market division between the 
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contract manufacturer and its customers. That is to say, customers might allow for each other’s continued 
prosperity in diverse or different businesses. Neither side invades the other market, but instead each side seeks 
to create benefits and sustain a relationship that is valuable to both sides.  
 
3. Marketing Competence Building 
We have suggested that the conflicts with customers can be mitigated or resolved by adopting circuitous strategy, 
including competence leveraging involving related product lines, cautious geographic target-market selection 
while contract manufacturers build own-brand. By adopting these approaches, contract manufacturers can also 
gain opportunities to enhance their marketing competence which has traditionally been one of their weaknesses. 
That is contract manufacturers could acquire marketing competence when building a brand in a diversified 
business (Penrose, 1959). They could pay more attention to gaining “user experience” from new product and 
new geographic market. For example, they could learn why this product design will be popular with consumers, 
or why this product’s function is necessary to consumers. By doing so, contract manufacturers can have the 
opportunity to know what kinds of products are needed by the consumer to offset the lack of market information. 
That is to say, contract manufacturers can learn how to design product from market-driven rather than 
production-driven point of view. Consequently, the critical mission for contract manufacturers who leverage 
competence into new market is to search attractive market opportunities and exploring new opportunities. 

Therefore, if contract manufacturers can accumulate the market knowledge they need except form the 
limited sources of product knowledge derived from concentrated customer structure, contract manufacturers will 
have better competence of product design, which in turn could develop a unique or special product for meeting 
end-customers’ (consumer) requirements in the product market. Furthermore, the contract manufacturers can 
also expand their product design competence in the area of product modualization (Sanchez, 1996) in order to 
satisfy their customers in ODM businesses when the product design and development competence is displaced 
by new competence which is more market-driven or consumer-driven.  
 
4. External Network Resources Building 
Preffer and Salancik (1978) considered organization as a social system looking for required relationships 
(Boisot and Child, 1999). Each subsidiary has its unique and idiosyncratic patterns of network linkages, which, 
consequently, is differentially exposed to new knowledge, ideas and opportunities (McEvily and Zaheer, 1999). 
All firms in a market are considered to be embedded in one or more networks via linkages to their designers, 
suppliers, subcontracters, customers, and the like (Chen and Chen, 1998).There will be different outcomes 
derived from interacting with outsiders including not only product innovation and adaptation, but also 
uncertainty, complexity and risk mitigation (Adler and Kwon, 2002; Park and Luo, 2001). That is to say, 
gaining extensive access to market information and opportunities by a firm itself needs more time and money 
because of some resources are market-specific. It is the reason why a gap exists between productive or 
perceived possibilities and productive opportunities (Ghoshal and Moran, 1996).  

Gulati (1995) introduced the concept of firm network resources and regarded that basically such network 
resources are not produced inside the firm but from the external environment in which the firm locates. Through 
the alliances or inter-firm networks a company participates in, which may provide some information exchange, 
the firm may gain and accumulate these kinds of external network resources (Gulati, 1999). These external 
network resources are also a specific form of firm’s resources, furthermore, they could be thought of some 
strength for the firm to implement strategies and create competitive advantage in the market (Barney, 1991).  

Due to collaborative benefits not always being able to be achieved, understood or realized within a short 
period of time in virtue of time compression diseconomies (Dierickx and Cool, 1989), the contract 
manufacturers who have known each other for a long period of time or have transacted over a long period with 
their customers are able to play an intermediary role for their customers who wish to explore or search for new 
market opportunities without additional investment risk and higher search costs. 

In other words, launching new products with their own-brand through selection of geographic markets and 
the utilization of existing competence will not only be seen as the strategy of minimizing conflict with the 
original clients, but it will also help them to gain new resources or competence in other product markets and 
geographic markets. Contract manufacturers can exploit opportunities for expansion by leveraging their existing 
routines, structures, and resources as “stepping stone” to enter new markets (Wernerfelt, 1984). Then, the 
contract manufacturers can use new knowledge from new markets as a stepping stone again to go back to 
original markets for the replacement of original technologies. 
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5. Collaborative Intension of Customers 
The competitive collaboration might be sustained when the customers believe they can learn from the contract 
manufacturers and at the same time aggressively access proprietary skills (Hamel, Doz and Prahalad, 1989). 
Some scholars have claimed that researchers have only in recent years paid attention to the value or benefit of 
collaboration as opposed to cost considerations (Dyer, 1997; Holm, Eriksson and Johanson, 1999; Madhok and 
Tallman, 1998; Zajac and Olsen, 1993). Zajac and Olsen (1993) argued that the transaction cost perspective of a 
single-party analysis of the cost minimization of inter-organizational exchange relationships was limited in its 
ability to explain inter-organizational strategies. This is because inter-organizational strategies are formed 
voluntarily by two or more organizations which seek to create benefits and sustain a relationship that is valuable 
to both sides. Thus the crucial transactional issue for inter-organizational strategies is not merely a single 
organization’s concern for minimizing its transaction costs, but rather two or more organizations’ mutual 
concern for co-operative joint gains such as collaborative benefits (Zajac and Olsen, 1993). 
The intension of collaboration is that the result in terms of performance should be greater than what would be 
achieved by the firms individually. Morgan and Hunt (1994) stated that if firms deliver superior benefits that are 
highly valued, partners will commit themselves to establishing, developing, and maintaining relationships. 
Gullen, Johnson and Sakano (1995) also argued that the partners’ commitment will develop if the partners 
perceive value in the collaborative benefits derived from the collaboration. Consequently, even if contract 
manufacturers always maintain a relatively weak position in their international relations, they will have to make 
their partners realize that the collaborative benefit will be greater than the cost of the collaboration, which in 
turn will make their partners have the intention to maintain a long-term relationship for exploiting collaborative 
benefits.  
Consequently, the accumulated knowledge and ability that contract manufacturers provide will influence their 
importance in their customers’ minds and will influence the extent of the existing collaboration.  

TABLE 1. COMPARABLE LISTING OF COLLABORATION 

Types of 
collaboration 

Weak-form collaboration 
(Transaction partner) 

Strong-form collaboration  
(Collaborative partner) 

Goal of 
collaboration 

Collaborative benefits exploiting 
(Cost minimizing) 

Collaborative benefit exploring and creating 

View Single analysis Mutual analysis 

Mechanism Setting up governance device  
Making collaborative value  

realized by partners 

Partner’s behavior Less opportunism behaviors Commitment in long-term relationship 

Collaborative time Short-term Long-term 

 

6. Expansion strategy  

Contract manufacturers have to keep, improve or display their charisma for their customers because their 
customers will determine whether it is worth continuing to collaborate with the contract manufacturers or not. 
When the contract manufacturers’ ability is approved, contract manufacturers will be most valued by their 
customers who will highly value the relationship. Gulati (1999) proposed that while a firm accumulates certain 
level of external network resources, such resources, in turn, are going to influence the extent to which the firm 
may enter new alliances. It means that the original external network resources may lead to new external network 
resources and old alliances also could affect the new alliances formation in the following stage (Gulati, 1999). In 
other words, a contract manufacturer who could gain its customers’ trust or commitment resulting from new 
product development, new markets or new opportunities for developing new business will have chance to 
collaborate more deeply with its customers to form other cooperation or alliance interrelationship. 
 

1828



  
 

Research Framework 

 
FIGURE 1: RESEARCH FRAMEWORK 

Method 
 
1. Research Methodology 
A standard text for anyone wanting to do case study research is the book by Yin (1989; 1994, 2003). Yin (1994) 
suggested that case study is treated as a research strategy. He defined the case study research method as an 
empirical inquiry that investigates a contemporary phenomenon within its real-life context; when the boundaries 
between phenomenon and context are not clearly evident; and in which multiple sources of evidence are used 
(Yin, 1994). In short, case studies allow the researcher an opportunity of explaining the causal links in real-life 
interventions that would be too complex for surveys or experimental strategies. 

Eisenhardt (1989) suggested that a number between four and ten cases usually works well. However, Yin 
(1994) suggested that single cases are the stuff most qualitative research is based on, and can be very vivid and 
illuminating, especially if they are chosen to be critical, extreme or unique. In addition, Dyer and Wilkins (1991) 
argued that the rigorous study of a single case can guide researchers to see new theoretical insights and question 
old ones. This paper aims to challenge the common belief that competence leveraging is an easy task, and 
therefore we choose HIGHER as our single case of study in this research. 

 
2. Data Analysis 
Van de Ven (1992) has offered an instructive formal definition of what is process. He argued that there are three 
meanings of processes are often used: (1) a logic that explains causal relationship between independent and 
dependent variables, (2) a category of concepts or variables that refers to actions of individuals or organizations, 
and (3) a sequence of events that describes how things change over time. However, Pettigrew (1997) stated that 
process analysis should present a chronological sequence of steps that explain how something is done, how 
something happens, or how readers can do something. Process data therefore consist largely of stories about 
what happened, who did what and when- that is events, activities, and choices over time (Langley, 1999). In 
short, “Truth is the daughter of time” (Pettigrew, 1990), understanding the sequence and flow of events over 
time is a crucial requirement for the process analysis (Pettigrew, 1990; Van de van and Huber, 1990).  

When researchers face process data, they have two approaches to analyze them. They could plunge deeply 
into the processes themselves, collecting qualitative data-often, but not always, in real time-and attempting to 
extract theory from the ground up (Langley, 1999; Pettigrew, 1997; Ven de Ven, 1992). On the other hand, 
researchers could address these dynamics by formulating a priori process theories and testing then using 
longitudinal time series and event history methods. Moreover, Pettigrew (1997) stated that the “longitudinal" 
case study method has been suggested as a primary approach for process analysis. Since the literature of process 
model specifies that process could indicate the sequence of events that describes how things change over time 
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inside the firm, we use a process to present the whole own-brand building path of the case company. 
3. Data Collection 
This research will focus on HTC (disguised name), which is the leading company in the Taiwan Smartphone 
OEM/ODM market. The main reason for choosing this leading contract manufacturer to support our findings is 
that this leading contract manufacturer, who has a long history of collaborating with international companies, 
has strong intentions, asset bases and competence to invest and support their own-brand building.  

The information used in this study is mainly obtained using secondary data. In the primary part, we refer to 
the open instruction and specialty reports accompanied by the research reports of the Institute for Information 
Industry and other relevant authorities, the TRI (Topology Research Institute), MIC and IDC as well as other 
related websites such as electronics news, global electronics news, and stocks and bonds business investigation 
reports, etc. The sources of these materials can be collected extensively at different times and in different places, 
which provides a proper disclosure of the incidents recorded and the history of relevant information used in this 
study. Furthermore, we also use various information analysis skills including charts in this study. 
 
Case Findings 
 
1. Case Introduction 
HTC started from handheld devices and put focus on Personal Digital Assistant. The PDA is like a small version 
of personal computer, originally it is not so easy to produce such a small PC-like handheld device, the demand 
of more functions, like new technology Bluetooth and wireless internet surfing, makes it even more difficult to 
design. When HTC entered the field of PDA, it was the period that Palm OS being the mainstream operating 
system on PDA platform, Palm OS was also kind of mature technology at that time. But why did HTC choose 
Microsoft OS instead of using Palm OS？ It is because that HTC felt the functions of Palm OS are too simple 
to fulfill the abundant and complicated demands of market customers, which then may become some kind of 
boundary for the technology in the future. By contrast, HTC identified much more with the notion of Microsoft, 
which is much more complicated and difficult in the functions and technology, but at the same time, it holds 
much more growth potential in the future. Based on the trend of digital convergence, connection of data and 
information between outdoor handheld devices and indoor personal computers will play a vital role in the future. 
Microsoft has already dominated the PC operating system market and therefore it could provide the user 
experience transferring from PC to the handheld product, which seems to be more attractive for business people 
in the global market. Considering the technology future potential and the interconnection between PC and the 
handheld device, HTC decided not to select the popular Palm OS, instead, it chose Microsoft’s WinCE on the 
handheld devices as the major technology it will focus on then. 

In June 2006, HTC decided to merge Asian Smartphone brand firm, Dopod, which is one of HTC’s 
customers and has long relationship with HTC. And also in June, HTC declared that it is going to develop its 
own Smartphone brand ”hTC” in the global market. That means that HTC would alter its corporate direction to 
own-brand strategy instead of only doing the OEM/ODM model. In 2007, HTC determined to merge all 
Dopod’s subsidiaries expect for the one in China, therefore, in the future HTC is going to operate an identical 
brand, which would be hTC brand around the whole global market.  

 
2. Process of Decision-making 
In the end of 2001, about 50% of Microsoft’s Pocket PC were designed and manufactured by HTC. HTC’s 
target customers were international PC firms in this stage, Compaq (HP now) became the most important one 
and occupied about 70% of HTC’s shipments. At this moment, HTC had already considered the low gross 
margin and operational risk of the OEM/ODM model, because its customers, the brand firms may transfer their 
orders to other suppliers anytime. Therefore, on the one hand, HTC began to enter wireless communication 
domain, on the other hand, it was thinking over other alternatives while losing the product orders and searching 
for other buyers except for Compaq. 

In the end of 2001 HTC entered the wireless handheld device domain and afterwards introduced the first 
PDA phone. In the past, PC firms were HTC’s major customers, but at this period, some mobile phone 
companies also became HTC’s buyers. HTC chose suitable customers carefully at this period in order to 
increase the opportunity of product launch and appearance in the market, raising the productivity utilization and 
maintain a certain level gross margin for the company. In addition to Compaq, HTC also acquired the orders 
from Toshiba, Mitsubishi Telecommunication and Sagem. Diverse customer sources could lower the risk of 
ODM/OEM model, and the appearance of HTC’s designed devices in the market also increased when its 
different customers launched their new products into the global market. Collaboration with cell phones also 
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made HTC to learn the wireless technology and enabled HTC more capable to develop wireless communication 
products in the future. 

HTC built its own-brand of Smartphone rather than that for the original PDA market. In doing so, HTC can 
leverage its competence in relation to PDA techniques to the area of Smartphone development, while also 
minimizing the risk of brand clients recalling orders in the PDA market when HTC tries to have its own-brand in 
the Smartphone market. Based on the cooperation relationship on the PDA field with Microsoft, HTC continued 
to choose WinCE as the main technology to develop while advancing forward to the Smartphone field. Symbian 
OS is the chief competitor in the Smartphone OS field, which emphasizes its simple and friendly usage of the 
mobile phone. However, HTC still believes that the WinCE technology is able to solve most business people’s 
problems and could provide much more value for its market consumers, therefore, it kept on strengthening the 
technology capability about WinCE. Afterwards, when Palm entered the Smartphone field, it also began to 
launch Win CE-based products, which somewhat represents the value of WinCE. 

Besides, the main target market of HTC’s own-brand Dopod is distinguished from that of its clients. In the 
European market, it uses an OEM/ODM strategy for T-Mobile. While in Asia it launches its brand Dopod in 
Hong Kong, Indonesia, New Zealand, and Australia. We can infer from the above arguments that Taiwan 
manufacturers’ geographic target-market is likely to prevent them from direct competition with international 
giants, regardless of whether their market is related to the original geographic target-market or not.  
 
3. Process of Exploration 
While HTC decided to enter Smartphone market and focused on cultivating and developing its internal 
technology capability about WinCE operating system, it also gained some external network resources at the 
same time. In 2004, the mobile communication alliance “Starmap” formed by several Europe wireless phone 
companies chose HTC as the first global ODM strategic partner. Many global telecommunication operators also 
began to release orders to HTC directly, like O2, Vodafone, Orange and T-Mobile. Right now, HTC has already 
built up good relationship with many global major telecommunication companies, including the top four in the 
US, the leading five telecommunication operators in Europe, the big three in Japan and many fast-growing 
operators in Asia market. 

Besides mobile phone companies and telecommunication operators, HTC also works with many global 
technology giant firms in order to sharp its technology strength. TI(Texas Instrument) is one global giant 
company to cooperate with HTC. After acquiring the license of TI, HTC is able to adopt TI’s wireless 
communication technology as the 2.5G and 3G operating engine to make its Smartphone much more effective. 
HTC also works together with Qualcomm, which is a 3G chip corporation and also the creator for the wireless 
communication standard CDMA. Cooperating with Qualcomm makes HTC more competitive for the future 3G 
market. Furthermore, in 2000 HTC has already started the collaborative relationship with Intel. Working with 
Microsoft and Intel seems to put the Wintel (Windows and Intel) structure from the personal computer into the 
handheld devices for HTC.  

As we can see, while HTC leveraged its competence from PDA market into Smartphone market and tried 
to strengthen its technology ability, it also forms some external network resources, including the relationships 
with global telecommunication operators and technology partners. On the one hand, these external network 
resources would make HTC’s technology more powerful, which may enlarge its technology lead; on the other 
hand, the external network resources shaped by cooperation or alliances need to be accumulated over a long 
period of time, therefore it would be very difficult for other firms to build up in the short term and could be 
another barrier for other competitors, which also will be one competitive advantage for HTC. 
 
4. Process of Exploitation 
HTC spent a lot of time and efforts to accumulate these kinds of external network resources, which are valuable 
and helpful for HTC and at the same time it will be hard for other competitors to catch up with. Since these 
external network resources are difficult to create and be pursued by other firms, HTC needs to use them more 
effectively and purposely. As Gulati mentioned in 1999, through the interfirm relationship, the organization’s 
original external network resources would form the new external network resources. One reason for the new 
formation of cooperation or alliance is because of the information exchange advantage of the original 
collaborations, as could be illustrated in the following instance. For telecommunication companies, the original 
major revenues are consumers’ voice ARPU (Average Revenue Per User), but gradually this part of revenues 
can not satisfy telecom operators, therefore, they are searching for a new mechanism or application to charge 
their customers more to create better sales revenues. The new chance emerges as the data ARPU, including 
mobile music, mobile searching, even mobile purchasing and mobile TV. That all can contribute much more 
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profit for telecommunication operators. According to researches, the ordinary ARPU for Europe 
telecommunication operators is about 25 Euro dollars, but those consumers who use HTC Smartphone devices 
could contribute about 76 Euro dollars, which is a large earning increase for telecom companies. 

Another information telecommunication operators understand very clearly is about HTC’s technology 
ability, including customization capability and abundant product portfolio. Most of Taiwanese OEM/ODM firms 
can only serve one or two global big companies at one time, but HTC is capable to work with most major 
international telecommunication operators from different areas, what HTC depends on is its powerful 
technology capability and customization ability. For instance, HTC can provide different customized service 
interface for telecom companies. Moreover, HTC is able to design specific function button on the product, 
which consumers can directly use to log into telecom companies’ internet portal to update information and 
software, or download entertainment services. This will make users get access to telecommunication operators’ 
services more often and contribute much more ARPU for telecom companies. On the other side, HTC can 
design the product functions exactly telecom operators require, therefore, these telecom operators rely very 
much on HTC’s customized products. On the other hand, broad product ranges is another HTC’s advantage. 
HTC could launch six or more new products in half year while other competitors may only provide one or two. 
The fast speed to introduce new Smartphone attracts those global telecommunication operators to release more 
orders to HTC. As we can see, by the original cooperation relation, these telecommunication operators know 
very well about HTC’s technology capability and this information advantage would be more possible to lead 
them to cooperate with HTC in the future.  

HTC should capitalize on these external network resources, collaborating more deeply with its partners to 
form other cooperation or alliance interrelationship. This opportunity can not only make HTC advance its 
technology capability much more, but also it may be helpful for HTC to implement the expansion strategy more 
effectively but with less resources input. 
 
Conclusion 
 
Due to the potential of competition among the buyer-supplier relationship, such as the risk of a new product 
being unveiled, each customer (buyer) may tend to be cautious and decide to end the collaboration while 
contract manufacturers (supplier) building own-brand. However, we still can see many international companies 
that decide to maintain collaboration with some contract manufacturers who have own-brand building. This 
brings us to question what kinds of strategies these contract manufactures have in place to maintain such a 
competitive collaboration. Although the issues of sustaining customer relationship have been widely discussed 
in the existing literature, they are strategically important especially when a firm pursue to build own-brand. 
Hence, it is in need of this research to investigate the process of sustaining customer relationship in own-brand 
building for contract manufacturers. 
 
Future Research 
 
During HTC growth, HTC’s partners include not only hardware companies such as many European and US 
telecom system providers, but also a major software company, namely, Microsoft. While HTC chose to 
cooperate with Microsoft deeply from the beginning, this relation helps HTC a lot in the growth path and HTC 
also becomes the leader about WinCE technology. It would be another interesting topic for other researches to 
consider the relationship between HTC and Microsoft in the future. Since HTC is growing faster and faster in 
the market, future researches may try to observe if the relation between the both companies would remain the 
same continuously, or Microsoft will have other considerations about the HTC’s lead in the global market. 
Moreover, it may be also interesting to see that if HTC’s other cooperation relationships would influence its 
relation with Microsoft, like that if HTC starts to work with Google, which is one major competitor of Microsoft 
nowadays in the global market. 
 
Research Limitation  
 
Since this research is based on the analysis and integration of secondary data, future researches may connect or 
interview with HTC’s management and get some first-hand information from the company, trying to get 
involved in the managerial context in which HTC faces and using the management’s sight to view and consider 
the decision-making problem. That way would be much more realistic and far-reaching for the researches in the 
future (Van de Ven, 1992). 
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Endnotes 
 

1. OEM (original equipment manufacturing): Here, the manufacturer follows the buyers’ sample specifications 
and details of design to assemble all parts into a product and then conducts the transaction with the assigned 
shipping mode (Lee and Chen, 2000). ODM (original design manufacturing) supply: A type of contractual 
supply relationship which the contract manufacturer can provide manufacturing outsourcing services and 
product design and development as well (Chen, 1997) 

2. Contract manufacturer: In this paper, a contract manufacturer is defined as a manufacturer that has an OEM 
or ODM business. 
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Abstract 
 
There is a growing global market for halal food, which is estimated to be RM 560 billion (USD 150 billion) per 
annum. However, some halal food manufacturers have not complied with the regulations set by the Malaysian 
authorities even though they have been certified with the halal logo from JAKIM. The commotion pertaining to this 
issue has been immense whereby the Muslim consumers in Malaysia have begun to question the effectiveness of 
current halal orientation adopted by Malaysia’s businesses. This paper discusses the development of conceptual 
arguments in halal orientation. Specifically, it illustrates the challenges and issues in halal that are important to the 
industry players. They can become halal oriented and be more innovative at improving their operations, as well as 
being more competitive in the world food trade. This will enable businesses to shift to the new business paradigm and 
consequently, enable Malaysia to penetrate and capture the vast local and international market on halal food.  
 
Key words: Halal Orientation, Conceptual paper, Malaysia 
 
Introduction 
 
The current world Muslim population is estimated to be around 1.8 billion. The Muslims adhere to strict dietary 
laws whereby the consumption of food is subject to the observance of preparations and procedures as specified 
by the holy Quran. Halal (الل  ḥalāl, halaal) is an Arabic term meaning "permissible". In the English ,ح
language, it most frequently refers to food that is permissible to be consumed according to Islamic laws. In the 
Arabic language, it refers to anything that is permissible under Islam (Halal Journal, 2006). For a food or drink 
product to be approved for Muslim consumption it must conform to the Islamic dietary laws as specified in the 
Holy Qur'an or the Hadith and Sunnah. Due to advancements in food technology and distribution, Muslims 
today are more exposed to various ingredients and manufactured foods.  A clear division of halal or haram food 
products is not always possible because of the ambiguities in their production. Hence more information is 
needed to categorize them as Halal or haram. These products can become halal if the raw materials are halal 
and the process adheres to the Islamic requirements. The finished food products made from halal animals are no 
longer halal if they have been contaminated by haram products. Therefore, the Muslim community needs to 
know whether the additives, ingredients or finished foods contain any haram substances. Different religions 
have different specifications on the food that their followers are allowed to consume. Islamic food practices are 
vital because of the strong connection with the well-being of the believers.  The concept of Halal in Islam has 
very specific motives;  

1. To preserve the purity of religion  
2. To safeguard the Islamic mentality  
3. To preserve life  
4. To safeguard property  
5. To safeguard future generations  
6. To maintain self-respect and integrity 
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Table 1 above from IslamicPopulation.com (2006) shows the percentage of Muslim population by 

continents in the year of 2006. Southeast Asia alone has over 250 million Muslim halal consumers. Malaysia, 
Indonesia, Singapore and many other countries in the region have government mandates to import Halal-
certified products only. In these countries, halal is considered as a symbol of quality and wholesomeness not 
only by Muslims but also by non-Muslims (Riaz, 2004). Based on the estimated expenditure per capita for food 
of US$0.85 (RM3.23) a day, it is estimated that the market for halal products is US$560 billion (RM2.12 
trillion) a year (Melati Mohd Ariff, 2004). In Malaysia, 60% of the population is Muslims and if one were to 
estimate the per capita expenditure for food as RM1 a day, then the demand for halal products is more than 
RM5 billion a year. The impact towards economy at this instant is no longer in the Muslim countries but 
countries around the world where there are Muslim presences. However, a research done by Kaseh Dia 
Consultancy Sdn. Bhd. (Sungkar, 2008) shows that the awareness level of halal products is still low among 
Muslims consumers in three different regions (Figure 1). Moreover, the percentage of customers‟ awareness 

level of halal products for four different categories of products also different (Figure 2).  However, in terms of 
investment, the statistics / data of Halal industries have indicated the growth and investment trend of the Halal 
food and selected non-food industries. The total approved investments for food and selected non-food industries 
(medical devices, pharmaceuticals, and cosmetics and toiletries) have doubled from RM3 billion (1996-2000) to 
RM7.2 billion (2001-2005), as exhibited in Table 2. Compared the two periods before and after 2000, the 
domestic investments on food and pharmaceutical industries have shown substantial increase. 

The objective of this paper is to discuss the development of conceptual arguments in halal; hence it 
begins with the importance of the halal concept. This is followed by a discussion on the halal orientation 
followed by the relevance of halal orientation for companies. The following section focuses on the halal issues 
as well as the recommendations for halal practices. Finally, the paper will conclude with a new business 
paradigm which has a halal orientation.   
 
Literature Review 
 
Halal Orientation 
 
The halal concept can be regarded as a catalyst that can transform not only the way that people live, but also 
their ideas and interpretations of the quality, health and safety of their environment. Islam has introduced clear 
and definite concepts of Halal and haram that its followers must adhere to. Consequently, Malaysia aims to 
become a global Halal Food Hub by 2010. It also strives to raise its current global Halal market share of 1 per 
cent to 5 per cent by 2010. This is to be achieved by capitalizing on the edge it has over other Muslim nations in 
trading, logistics, banking and Halal certification. In 1982, a “Committee on Evaluation of Food, Drinks and 

Goods utilized by Muslims” [now known as the Department of Islamic Development Malaysia (JAKIM)] was 
established under the Islamic Affairs Division of the Prime Minister‟s Department; with the responsibilities to 

check and instill Halal awareness amongst food producers, distributors and importers.  
In August 2004, the „Halal Food: Production, Preparation, Handling and storage – General Guidelines 

(MS 1500:2004)
 

was launched. This set of General Guidelines was developed by the Department of Standards 
Malaysia under the Ministry of Science, Technology and Innovation, with close involvement from JAKIM, the 
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relevant government agencies, universities, industries and non-governmental organisations. JAKIM has 
published the „Manual Procedure of Halal Certification Malaysia‟ that covers application procedure, inspection, 

monitoring and enforcement, which serves as guidelines for the food manufacturers regardless the size of the 
business. In conjunction with this, Malaysian Prime Minister has stressed that the food industry should also be 
encouraged to be strictly halal-compliant so as to tap into the global food market.  However, many experts have 
pointed out that it would be difficult for the Malaysian industry to penetrate the global food market; despite the 
capability of businesses with halal orientation to affect the global food market. Given these situations, halal 
orientation is an interesting issue to study. 

Food consumption in Malaysia has been always debated not only on the question of nutritional aspect 
or freshness of the food, but focusing on one ultimate concern: the HALAL status of the food consumed. 
However, Malaysia‟s latest claim to be one of the halal hubs in the world has been put to the test due to the 
unbelievable result of the numerous raids carried out by the Malaysia authorities. The findings have been 
appalling and unethical as some so-called halal foods have not complied with the regulations set by the Malaysia 
authorities. The commotion pertaining to this issue has been immense whereby the Muslim consumers in 
Malaysia have begun to question the effectiveness of current halal orientation adopted by Malaysia‟s 

businesses. Therefore, the research question of this paper is: “How can an effective halal orientation are 
developed as a new business paradigm in Malaysia?”  Accordingly, halal orientation is related to the business 
strategy (Whittington, 2001). According to Whittington (2001), orientation is defined as “…..a question of 

degree where the degree to which one functional or object orientation dominates the way of thinking in an 
organization and consequently the decisions get taken and the way people do their jobs “. Halal orientation is 
the long term focus that an organization can enhance the business performance (Asa‟ari, 2005), hence, it is 

considered as a new business paradigm that allow organizations to become better than its competitors 
(Mazzucato, 2002).  
 
The Relevance of Halal Orientation to Companies 
 
As with everyone else, Muslims also lead very busy life styles. Increasingly, daily activities at work and home 
restrict their abilities to prepare meals at home. Muslims, like any other segments of the population, are involved 
with their jobs and other away from home activities and the demand on their time has increased. Availability of 
prepared convenience foods has become increasingly more important. Consequently, the availability of halal 
prepared foods will serve a very useful purpose. In addition, there are over 1000 grocery items in Malaysian 
supermarkets, and many more are being added daily. Muslims are making their decisions based on the 
ingredient information on the labels that might indicate whether that particular food item is lawful for Muslim 
consumption. It will be helpful for Muslim consumers to have halal markings on the label. 

Malaysia is one of the world‟s great food producing nations. The meat, fruits and vegetables produced 
have a reputation for excellence throughout the world (refer to Table 2). Each year Malaysia exports a variety of 
Halal foods to more than 70 countries. As many of these countries have significant Muslim populations, most 
products exported are Halal products. In other words, the growing size of Muslim populations around the world 
has generated strong economic opportunities for the business communities in Malaysia. One of the most 
prevalent opportunities is the Halal food market. With an estimated 1.8 billion Muslims worldwide, this 
represents an important market for Malaysian Halal food products; especially when the market value of global 
Halal food is estimated at around USD 550 billion per year. This has enabled Muslim communities to demand 
for the provision of Halal food from global business communities. In fact, with a total Muslim population of 1.6 
billion and an increasing demand for Halal food by the non-Muslims; the market is becoming so huge that it is 
being coveted by everybody in the food industry - Muslim and non Muslim producers alike (.  
 

TABLE 2: VALUE OF TOTAL FOOD EXPORTS BY SELECTED COUNTRY OF DESTINATIONS 
 

Country of Destination 1998-99 1999-00 2000-01 2001-02 

Bangladesh 214 226 220 188 

Egypt 208 259 297 241 

Indonesia 608 673 1008 1155 

Malaysia 845 801 997 1069 
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Country of Destination 1998-99 1999-00 2000-01 2001-02 

Saudi Arabia 312 389 433 787 

UAE 180 168 221 236 

Total Selected Countries 2,367 2,516 3,176 3,676 
Source: Wiggins Price and Associates 2003 

 
Malaysia‟s very own Halal food market is also able to contribute significantly to the nation‟s economy 

as well as to the global economy. There are 15.4 million Muslims in Malaysia (59.2 percent) in 2005 and 
assuming each Muslim will spend at least RM1 a day on food, a total of RM5.8 billion worth of Halal food will 
be consumed for a period of a year (Muhammad Hisyam, 2006). It must be noted that the consumption of Halal 
food is not limited to the Muslims only, and this has considerably added more value to the already sizeable 
market segment. Even though the exact data on the export of Halal food products from Malaysia is not 
available, an approximate number can be referred to from the total export of processed food. The export figures 
have increased from RM2.3 billion in 1996 to RM6.5 billion in 2005. Singapore and Indonesia are among the 
largest export markets for Malaysian processed food during those periods, which amounted to 25 percent of the 
total export. 

In terms of food products imported by Malaysia, it is estimated that the amount of processed food 
imported grew from RM3.5 billion in 1996 to RM6.4 billion in 2005; with Australia being the main source of 
imported food, worth at around RM1.3 billion. The Agriculture and Agro-based Ministry has announced that 
Malaysia has allowed five Australian major slaughterhouses that have been certified by JAKIM, to export 
30,000 metric tonnes of beef in 2006. Indeed, Malaysia has always been the biggest importer of Australian beef. 
The Muslim market is very important to many Malaysian companies and each company has documented 
procedures to ensure that the Halal processing requirements are implemented at all stages of production. 
Malaysia is now renowned for its commitment to the strict standards required for producing Halal food and 
beverage products, with the involvement and expertise of certified Malaysian-based Islamic organizations 
approved to supervise and certify the production processes. 
 
Dimensions for Halal Orientation 
 
The Prime Minister has launched this standard on August 16th 2004. It is the first official Islamic standard 
developed by Malaysia, as the earlier halal standard could not be considered as Malaysian Standards (MS). This 
standard is also regarded as the modern version of the concepts of halal and haram. In line with the 
government‟s aspiration to make Malaysia a regional halal hub, this standard will be playing more important 
roles in the future. Some proposals on making this standard as the de-facto standards among the OIC countries 
have been forwarded to the government. Once approved, MS 1500:2004 will be an international halal food 
standard and will be used by the OIC countries (Bernama, 2005b).  The focus of this standard is on the source of 
halal food that comes in the forms of animal, plants, mushrooms, microorganism as well as chemicals. In line 
with modern demands, the standard also addresses requirements of genetically modified food. Overall, it 
provides general guidelines for the production, preparation, handling as well as storing of halal food. Indeed the 
MS 1500:2004 stresses anything related to halal food must be physically separated from non-halal food 
(Malaysian Standard, 2004). The cost of adopting this standard will be around RM 10,000 and the certification 
process will take 18 months (Bernama, 2005). However, for companies that are interested to get this 
certification, the Small and Medium Industry Development Corporation (SMIDEC) is giving out grants worth 
RM5, 000 as an encouragement. In general, there are seven basic requirements for the preparation of halal food 
based on MS 1500:2004 and they will be extensively discussed in the following subsections. Below are the 
seven basic requirements for MS 1500:2004 and they will be further explained in the subsequent sections:-  

i. Sources of Halal Feed 
ii. Slaughtering 
iii. Product processing, handling and distribution 
iv. Product storage, display and servings 
v. Hygiene, sanitation and food safety 
vi. Packaging and labeling 
vii. Legal Requirements 
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Sources of Halal Feed 
 
The standard has specified that sources of halal food and drinks can be animal based as well as plant based. 
Animal-based sources of food can be further classified according to where they live such as land and water. All 
land animals are halal except for pigs and boar, dogs, snakes and monkeys, carnivorous animals with claws and 
fangs, birds of prey with claws, pests, animals that are forbidden to be killed in Islam, animals that are 
considered as repulsive and any other animals not slaughtered according to Islamic law. Similarly, all aquatic 
animals are halal except those that are poisonous and hazardous.. Plant based food are halal by nature except 
those that are poisonous and hazardous to health. Any genetically modified organism is also considered halal as 
long as there are no genetic mixtures between halal and non-halal animals. 

Feed ingredients might include grains, milling by-products, added vitamins, minerals, fats or oils, and 
other nutritional and energy sources. Plant and animal by-products not suitable for human consumption can be 
made into inexpensive animal feeds.  Hence the first step in providing halal animal feeds is to ensure that the 
cattle, goats, sheep and poultry are not treated with growth hormones. The animals and poultry must be fed only 
with vegetarian feed, organic feed or Amish feed. Although certified organic feeds consist of no animal derived 
ingredients, some organic feeds are made of fishmeal and crab meal. Amish feed is made with vegetable-based 
ingredients but the absence of regulation and supervision can still create doubts. Realising the importance of 
animal feed to be halal, the Idena Company in France has begun producing halal feed (Halal Journal, 2006). 
Feed plays an important role in halal classification; a fact that many Muslims tend to overlook (Halal Journal, 
2006). Hayati added that the feed must be from a vegetable source and must not have any meat content or any 
additives with animal gelatine such as pork-based material in it. 

Slaughtering Issues 
 
The second principle of MS 1500:2004 is related to the slaughtering process.  Halal and non-halal animals must 
never be slaughtered together so as to ensure the halal status. A Muslim who has an adequate understanding of 
Islamic law must perform the slaughtering. The process also need to be carried out with the intention none other 
than for Allah and involving halal animals. It is also important to ensure that the animal is still alive before the 
slaughtering take place and must be done with the saying of Allah‟s name. The process should be done by 

cutting through the throat. The knife that is used to cut the throat and the carotid and jugular blood vessels 
(wadajain) must be razor sharp, without any blemishes or is damaged in any way. Stunning the animal before 
slaughtering it is not recommended and strict requirements need to be followed if stunning is needed.  Not all 
animals require slaughtering before they can be consumed by Muslims. Marine animals, bloodless animals and 
locusts need not be slaughtered. Slaughtering of eatable animals for food is a ritual of the Shari'ah that is 
observed by Muslims worldwide. It is a ritual that purifies an animal from blood and filth and makes it good and 
wholesome for consumption.  

Product Processing, Handling and Distribution 
 
The third principle focuses on product processing, handling and distribution. It is the producer‟s responsibility 

to comply with halal regulations. Special cleaning and preparation of equipment and facility are necessary prior 
to the commencement of halal production. All processed food is halal if they fulfilled certain requirements. 
From a producer‟s perspective, not only must the ingredient be reviewed for permissibility, the suppliers of the 
ingredient must be also be Muslims and approved as halal. This is because many ingredients may be from a 
variety of sources, including meat-based sources. Creating and approving a supplier network is time-consuming 
but many save a great deal of time later in the production and planning processes. Given the evolving market, it 
may be necessary and prudent to establish the halal processing facilities at the locations of a few key suppliers; 
particularly those connected to meat/poultry and related ingredients. During the preparation, processing, 
packaging, storing and transporting, the product should be fully isolated from any non-halal food. To approve a 
facility for general halal certification, it must consistently perform the same type of production and produce the 
same group of approved products using the same ingredients.  
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Product Storage, Display and Serving 
 
The equipments, machineries and other materials used must not be made of non-halal materials. By fulfilling 
these requirements, it can be said that the product is halal and suitable for Muslim consumption.  The fourth 
principle has mentioned that the storage, display and serving of the products must be labelled as halal products. 
Once this is done, the halal products must be properly separated from non-halal products so as not to confuse 
the consumers. Non-halal and halal goods must also be kept separately in the storage or during transportation 
and distribution in order to prevent contamination. All halal products that are stored, displayed, sold or served 
should be categorized and should be labelled as halal or lawful at every stage of the process to prevent it from 
being mixed or contaminated with things that are impure or non-halal. There must be signage indicating that the 
food is Halal to prevent it from being mixed or contaminated with non-Halal food and/or Najis items. 

Cleanliness, Sanitation and Safety 
 
The cleanliness, sanitation and safety of the products are considered as the foundation of halal food preparation; 
in line with the concept of “halalan tayyiban”. These aspects cover the person, the equipment, the attire and the 

premises as well. Hygiene has been given much emphasis in Islam and it includes the various aspects of 
personal hygiene, clothing, equipment and the working premises for the processing or manufacturing of food.  
The objective is to ascertain that the food produced is hygienic and is not hazardous to health. Hygienic can be 
defined as free from najis, contamination and harmful germs. All foods should be prepared, processed, 
packaged, transported and stored in such a manner that they are in compliance to the hygiene and sanitary 
requirements of the relevant authorities. Manufacturers must ensure that the food is safe and hygienically clean 
for consumption. They are also responsible for monitoring the pollution, chemical used and disposal of wastes. 
The standard also requires manufacturers to subscribe to the principles of GMP (Good Manufacturing 
Practices), GHP (Good Hygiene Practices) and HACCP (Hazard Analysis of Critical Control Point). 
Manufacturers are not allowed to use ingredients that are harmful, or engage themselves in any unethical 
conducts that might affect the consumers adversely. The halal standards will also be used in conjunction with 
MS 1480, which is the food safety regulations based on HACCP as well as MS 1514, the general principles 
about food hygiene. In general, users of the standards should be able to meet the requirements relating to Islamic 
needs and expectations. Users will also be able to instill the syariah perspective into their quality management 
practice. JAKIM takes this for granted and is appreciative of the fact that in all slaughterhouses and abattoirs in 
Malaysia no carcass should come out of the abattoir without having first been certified by the Veterinary 
Officer; both in terms of quality and safety for human consumption.  
 
Packaging and Labeling 
 
The halal status of packaging materials is questionable. While a plastic, microwaveable container of frozen food 
may appear acceptable, the source of some of the ingredients used to create the plastics may be hidden. In many 
cases, stearates are used in the production of plastic containers. Stearates may be of animal-origin as well as 
metal cans. In many cases, the formation and cutting of the cans require the use of oils to aid in their 
manufacture. Such oils can also be animal derived. The supervising organization must investigate and evaluate 
packaging to determine its acceptability in order to approve food in that particular container. Often, a “melt-
down” test is used to determine how much, if any, of the container contains haram ingredients. Producers may 
use only approved containers and suppliers. For products to be properly labeled as halal, the production facility, 
along with its management, policies and production practices, must be closely and carefully evaluated by 
JAKIM. Where production practices must be revised to conform to halal standards, the manufacturer must 
implement the required production practices and changes.  

There is potential for significant negative ramifications if a non-halal product is erroneously put into a 
halal-certified container. If packaging inventory variances cannot be explained to the halal supervisory 
organization, all halal products produced become suspect, which may result in a suspension of halal 
certification of all halal products in the inventory unless and until cleared. Segregating sealed halal and non-
halal products in shipping (i.e., LTL common carriers) is unnecessary. However, fresh non-halal meat, which 
can leak meat juices through packaging materials, should be segregated. If all packages are properly sealed to 
prevent cross-contamination, there is no need to segregate halal food products from non-halal food products in 
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shipping. A food will change its status from being Halal to non-Halal if it encounters any known non-Halal 
and/or najis substances. Hence, extra effort has to be taken to ensure that Halal food is always labelled as such 
and kept in a secure place to prevent possible chances of contamination. 
 
Legal Requirements 
 
For a product to be deemed Halal, it must comply with MS1500: 2004 guidelines, especially clauses 2-7. The 
verification is conducted through site inspection by a competent authority from JAKIM, Malaysia. 
 
Barriers on the HALAL Orientation 
 
This paper has presented an overview of halal orientation in the food industry. Halal issues have become major 
concerns for businesses as well as the public; and hence the need for efficient policies to address them. The 
effective design of these policies requires an appreciation of the steps needed for a halal orientation as well as 
barriers and obstacles faced by businesses for halal orientation. The barriers can be divided into four categories:  

 
1 Institutional barriers 

Government institutions are considered as barriers to developments in halal orientation e.g. high level of 
procedures, too rigid in certifications etc.   

2 Economic barriers 
Engaging in halal orientation involves two types of cost; direct costs and transaction costs. Both types of 
costs are likely to constitute significant barriers to go for halal orientation. 

3 Organizational barriers 
Relate to the difficulty of implementing fundamental change. This is especially true when there are changes 
in core features of organizations (organizational goals, forms of authority, core technology, and operational 
and marketing strategy). 

4 Informational barriers 
These include problems of standardization, exchange and control of halal information. Establishment of 
halal orientation requires additional specialized system to handle informational flows associated with both 
forward and backward flow of materials. 

 
Discussions 
 
The significance of this paper has a number of implications that could contribute theoretically and practically to 
academicians, practitioners and government bodies. Further research must be undertaken to support the 
evolution of halal business activities towards halal development. This paper is an attempt to clarify the path 
towards that end, and highlight the measures required of business organizations in order to make halal 
orientation as a new business paradigm, a reality. 
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Abstract 
 
Traceability and tracking systems function as a tool for communication, making information available along the 
supply chain. However, recently, Malaysia’s latest claim to be one of the Halal hubs in the world was put to test due 
to the unbelievable result of recent raid carried out by the Malaysia authorities. The finding was appalling and 
unethical as some so-called Halal foods manufacturers do not comply with the regulation set by the Malaysia 
authorities. The commotion pertaining to this issue was immense where the Muslim consumers in Malaysia began to 
question the effectiveness of halal food traceability and tracking in Malaysia’s market. This paper is written to 

discuss on the approaches towards Halal traceability and tracking currently used in Malaysia. Specifically, this paper 
discusses the conceptual architecture on halal traceability and halal tracking system for halal food product in 
Malaysia.  
 
Key words: Halal Food Supply Chain, Halal Traceability and Tracking System, Malaysia 

 
Introduction 
 
The quality of life of human beings can be significantly enhanced by the availability of food required for 
nourishment and sustenance. For Muslims, it is very important that the food consumed must be halal and free 
from tainted elements. Given the speed of trade globalization, the advancement in science and technology, and 
the on-going initiatives to improve society, it is essential that the halal concept be fully understood by both 
industry players and customers alike. It is important to appreciate how the halal concept will influence the 
transformation of society towards achieving a better quality of life. Generally, the quality of life is influenced by 
dimensions which include education, food, employment, energy, environment, health, human rights, income, 
infrastructure, national security, public safety, re-creation and shelter (Henderson, 2001). Food safety and its 
quality assurance are very important to many people around the world. The last few decades have shown that 
society is placing such issues on top of everything else mainly because of the changes in eating habit, values, 
and beliefs and due to the higher volume of food trade between countries (Bates, 2004).  

Following this, several changes in the operating environment of the food and agribusiness sectors have 
contributed to rising interest in halal food supply chain. Halal food supply chain provides a means to 
conceptualize halal in the system to efficiently respond to consumer needs, based on integration and co-
ordination of the efforts of all the business units involved in the production and delivery processes such as at 
farm input, farm, processor and supermarket levels (Riaz & Chaudry, 2005). At the consumer level, the driving 
forces changing agribusiness comprise increased consumers‘ sensitivity to quality, safety, health and nutritional 

aspects of food products, and their interests in the place of origin of the food produced, the means of production 
used, including non-food values such as environmental sustainability and animal welfare. By taking into 
consideration the perspectives of the consumers, the halal concept can be regarded as a catalyst that can 
transform people‘s way of life, but also their ideas and interpretations of quality, health, safety and environment.  
As with other religions in the world, Islam has introduced clear and definite concepts of halal and haram that its 
followers must adhere to. Many of the Islamic teachings are based on these concepts and their manifestations 
can be observed in the areas of everyday production and consumption of food and other products. As Muslims, 
the concepts of halal and haram in food consumption are paramount. Nowadays more Muslims are becoming 
more diligent in observing their dietary obligations. This is in line with the teachings of Islam as highlighted in 
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the Qur‘an: 
 

So eat of the lawful and good food, which Allah hath provided for you, and 
thank the bounty of your Lord if it is Him ye serve. He hath forbidden for you 
only carrion, blood, swine-flesh, and that which hath been immolated in the 
name of any other than Allah…. 
              (An Nahl, 16:114-116) 

 
However, recently, Malaysia‘s latest claim to be one of the Halal hubs in the world was put to test due 

to the unbelievable result of recent raid carried out by the Malaysia authorities. The finding was appalling and 
unethical as some so-called Halal foods manufacturers do not comply with the regulation set by the Malaysia 
authorities. The commotion pertaining to this issue was immense where the Muslim consumers in Malaysia 
began to question the effectiveness of halal food traceability in Malaysia‘s market. This paper is to discuss on 
how Malaysia is trying to strengthen the halal food supply chain through technology in order to protect Muslim 
consumer in the market. The goal of the paper is to analyse the status and perspectives of halal traceability and 
tracking systems. The following sections describe the importance of traceability in food supply chain and 
follows by halal traceability and halal tracking purposes, requirements and status. The economic research 
agenda for the field of halal traceability and halal tracking systems in livestock production chains ends the 
paper. 
 
Literaturen Review 
 
Food Supply Chain  
 
Supply-chain management simply refers to the management of the entire set of production, distribution, and 
marketing processes by which a consumer is supplied with a desired product. Folkerts and Koehorst (1998, 
p.385) define a supply chain as: …a set of interdependent companies that work closely together to manage the 
flow of goods and services along the value-added chain of agricultural and food products, in order to realize 
superior customer value at the lowest possible costs‖. During the 1990s, academic and commercial interest in 

supply-chain management (SCM) in agribusiness has risen significantly in Europe and the USA (Woods, 2004). 
The concept and its application have become one of the key areas of research and commercial focus in 
agribusiness for the past decade.   

The driving forces changing on new application to agribusiness include increasing consumers‘ 

sensitivity to quality, safety, health and nutritional aspects of food products, and their interest in the place of 
origin and means of production, including non-food values such as environmental sustainability and animal 
welfare. The six principles of SCM used to measure the success of a supply chain for agricultural products in 
Malaysia are: (1) understanding and meeting customers‘ and consumers‘ needs; (2) getting the products right; 

(3) creating and sharing values; (4) logistics and distribution; (5) information and communication; and (6) 
effective relationships among supply-chain members. Supply-chain management simply refers to the 
management of the entire set of production, distribution, and marketing processes by which a consumer is 
supplied with a desired product. Folkerts and Koehorst (1998, p.385) define a supply chain as: 

…a set of interdependent companies that work closely together to manage the flow of goods 
and services along the value-added chain of agricultural and food products, in order to 
realize superior customer value at the lowest possible costs 
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FIG 1: CRITICAL VALUE CHAIN 

 
Importance of Traceability and Tracking in Food Supply Chain  
 
The ability to trace and follow a food, feed, food-producing animal or substance intended to be incorporated into 
a food or feed, through all stages of production, processing and distribution. Opara (2003) defines traceability in 
an agricultural context as: The collection, documentation, maintenance, and application of information related to 
all processes in the supply chain in a manner that provides guarantee to the consumer and other stakeholders on 
the origin, location and life history of a product as well as assisting in crises management in the event of a safety 
and quality breach (refer to Figure 1). With respect to a food product, traceability represents the ability to 
identify the farm where it was grown and sources of input materials, as well as the ability to conduct full 
backward and forward tracking to determine the specific location and life history in the supply chain by means 
of records. Opara (2003) further recommends that for agriculture and food businesses, an integrated supply 
chain traceability system must encompass the following elements: 

1. Product traceability to determine the physical location of items at any stage in the supply chain to 
facilitate recall and/or dissemination of information to customers and consumers. 

2. Process traceability to determine the type and sequence of events that have occurred during the 
production and handling of the product: what, where, when. These include: (a) physical/mechanical, 
chemical, environmental and atmospheric factors, treatments and formulations which could result in 
transformation of the raw material into value-added products, and (b) presence or absence of 
contaminants. 

3. Input traceability to determine: (a) type and origin (source, supplier) of ingredients used to create the 
raw product (seeds, stem cuttings and other planting materials, fertiliser, chemical sprays, irrigation 
water, livestock, feed), and (b) materials (additives, chemicals) used for the post harvest handling, 
preservation and/or transformation of the basic raw food material into processed (reconstituted or new) 
food products. Input traceability includes the analysis of genetic constituents of products. 

4. Disease traceability to determine the outbreak and monitor the epidemiology of biotic hazards such as 
bacteria, virus and other emerging pathogens which are potential risks to the humans through 
contamination of foods and other ingested products derived from biological and agricultural raw 
materials. 

5. Genetic traceability to determine the genetic constitution of the product, including variety, type, origin 
and alterations in the basic DNA structure. 

6. Measurement traceability to relate individual measurement results (such as product quality and safety 
attributes) through an unbroken chain of calibrations to accepted reference standards. 
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Based on Figure 1, the following definitions will be used consistently through this paper. 

Traceability: The ability to track and/or trace product flows in both fresh production and an industrial 
distribution chain. Traceability implies that products are uniquely identifiable, that at critical points in the 
production and distribution processes, the identity of product flows are logged, and that the information is 
systematically collected, processed and stored (Miranda et al., 2003). 
 
Tracking: The ability to follow products in real time. In monitoring a distribution process, one may want to 
know the current location of a product (for example online parcel tracking capabilities are now routinely used by 
most major courier companies) (Miranda et al., 2003). 
 
Tracing: Reconstructing the historical flow of a product from stored records. Typically, when a consumer 
encounters a defective product, one may want to know the history of that product. This requires the analysis of 
registration and production records in a traceability database. There are two types of tracing activities: 
 

Upstream tracing: The history of a product is reconstructed from the ‗final destination of a product‘ 

back to its origin. The important question here is: ‗what are the origins of my product, and can I 
identify which circumstance in that history is responsible for the defect at hand?‘ 

 
Downstream tracing: ‗Raw material‘ is taken as starting point and the products that contain that raw 

material are identified. If a batch of flour is polluted with dioxin, which products are affected (Miranda 
et al., 2003). 

 
Animal identification: The marking of individual farm animals, or a group or lot of animals, so that they can be 
tracked from place of birth to slaughter (Miranda et al., 2003). 
 
Consumer: The end user of a product, service or technology (Miranda et al., 2003). 
 
Customer: The party purchasing a product for distribution to consumers (Miranda et al., 2003). 
 
Traceability and Tracking Systems 
 
As mentioned earlier, a traceability system provides a set of data that relate to both the ‗where‘ and ‗when‘ 

about the location of food and food ingredients along the production chain. However, there are various relevant 
understandings of traceability system (Gellynck & Verbeke, 2001). According to Gellynck and Verbeke (2001), 
tracing is the ability to trace food and food ingredients back along the production chain, i.e., from the end user 
to the producer and even to the suppliers of the producer. Tracing is aimed at finding the history of a product, 
for example to allocate the source of contamination. Tracking refers to the ability to track food and food 
ingredients forward along the production chain. Tracking can be used to find and recall products that might 
present a serious risk to consumers‘ health. McKean (2001) suggested that traceability systems can be set up 
with different purposes in mind; to increase transparency in the production chain. More transparency is likely to 
increase consumers‘ trust in food safety due to the increased amount of information about, among others, 
production processes, food-safety controls, animals‘ living conditions and the use of medicines. Increasing 

transparency is also likely to enhance the actual level of food safety as a result of the improved information 
flows throughout the chain. On the other hand, Pettitt (2001) claimed that another purpose of implementing a 
traceability system can be to reduce the risk of liability claims: a proper traceability system is a valuable tool for 
companies to counterattack liability claims and to recoup claims from other participants in the production chain.  

Traceability systems can also be developed to improve recall efficiency. With an adequate system, the 
quality of recalls can be improved, which reduces costs and enhances the image of the production chain. These 
benefits can also be attributed to traceability systems that enhance the control of livestock epidemics. For 
traceability system to be adequate there are a number of requirements. First of all, all partners within the 
production chain should be identifiable – also small producers and hobby farmers. The latter is especially 
important if the traceability system is also used for the control of livestock epidemics (Disney et al. 2001). 
Secondly, there should be a unique animal identification system (McKean 2001), usually changed into an 
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identification system for batches of animals as soon as the processing level is reached. Thirdly, an adequate 
traceability system requires a credible and complete (in the sense of what has been agreed on) information 
transfer along all participants of the production chain. 

Three different types of traceability systems can be distinguished. These are outlined in Figure 2. In 
system ―A‖, each link in the production chain gets its relevant information about the former link from the former 
link. The advantage of this type of system is that the amount of information to be communicated remains small, 
which reduces transaction costs. The disadvantage is that this system is largely based on trust. Each link has to 
trust the former link on the quantity and quality of the information passed. Furthermore, in case of an 
emergency, all links need a perfect administration in order to act fast. In system ―B‖ each link gets the relevant 

information about all former links from the former link. With these systems, the speed at which tracking and 
tracing can be handled is much higher than with systems of type ―A‖. Moreover, because each link in the chain 

receives all other information, the information can be controlled on completeness. Also the chain‘s transparency 

seems larger than with system ―A‖. A disadvantage is that the amount of information to be transferred increases 

per link. In the third type, system ―C‖, each link of the production chain provides the relevant information to a 
separate organisation, which combines the information of all links in the whole production chain. Such 
organisation can solve the matter of trust. Also, tracking and tracing can in principle be carried out rapidly. 
Moreover, since the organisation is dedicated to the system, the danger that the system is not well maintained 
because of lack of time or other resources is minimised. On the other hand, total costs may be larger. 

 

 
Source: Adapted from Miuwessen et al (2003) 

FIG 2: TRACEABILITY SYSTEMS IN PRODUCTION CHAINS. 

 
Halal Traceability and Tracking System in Food Supply Chain  
 
The halal industry involves ‗farm-to-table‘ operations and this has led to the development of new links within 
the value chain, most notably in the area of information technology. Halal traceability system and halal tracking 
system are emerging as lucrative areas in the global halal market (refer Figure 3). An effective traceability 
system in Malaysia is essential to mitigate the risks associated with halal that can disrupt the international trade 
of Malaysian halal food. Traceability systems function as a tool for communication, making information 
available along the supply chain. In which it provides a set of data about the location of food and food 
ingredients along the production chain and these data relate to both the ‗where‘ and ‗when‘ issues. Following 

this, the key to an effective traceability system is good communication and management between successive 
‗links‘ (one-up, one-down) along the supply chain. Specifically, tracing is the ability to trace food and food 
ingredients back along the production chain, i.e., from the end user to the producer and even to the suppliers of 
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the producer. Tracing is aimed at finding the history of a product, for example to allocate the source of 
contamination (Miuwessen et al, 2002). Halal traceability systems can be set up with one purpose in mind in 
which, to increase halal transparency in the production chain. More halal transparency is likely to increase 
consumers‘ trust in halalness of the food due to the increased amount of information about, among others, 
production processes, food-safety controls etc. Increasing halal transparency is also likely to enhance the actual 
level of halalness of the food as a result of the improved information flows throughout the chain. To run the 
Halal traceability system, the various hardware requirements inclusive of Radio Frequency Identification 
(RFID) systems requirement will be adopted.   
 
 
 

Source: Adapted from http://www.pernec.com.my 
FIG 3: HALAL TRACEABILITY SYSTEM  

 
On the other hand, tracking is the ability to follow the path of a specified unit and/or batch of a product 

downstream through the supply chain as it moves between trading partners. Tracking system using RFID covers 
from the high-end business sectors to mid-range usage due to RFID‘s feasibility in the number of applications 
available today. RFID was discovered as early as 1935, which was during the World War II and it is known as 
one of the oldest tools available in the tracking technology today. Its capacity in tracking involving a 
complicated system to an ordinary system makes it one of the best tracking tools of its kind.  In food and 
packaging industry all around the world, RFID tracking system is picking up momentum as it is being utilized to 
cater the demand of tracking inventory besides theft cases in the hypermarket. In Malaysia‘s food industry, food 

status especially involving Halal status is one of the prime area that has potential to leverage this technology. 
According to Azah et al (2008), the Malaysian Muslim consumers‘ are very much concern about the authenticity 

of Halal food products claimed by food producers. There are findings that revealed fabricating activities done 
by food manufacturer to post halal logo on their food packaging in order to attract Muslim users to buy their 
product, though in reality, the food manufactured from their premises are not certified by the authorize body 
(Rosly et al., 2008, Azah et al., 2008). This is major problem in Malaysia market today. Halal brands, 
trademarks and logo hold no reliability or authenticity leading to possible doubts from the customers.  

Debate about tracking the food ingredients sold in the market is not only the worries, but Muslim in 
Malaysia is also concern on the way of how the particular food is being prepared and how it is being packaged. 
Realizing the potential market for Halal food industry since the last two decades, countries worldwide began to 
set up Halal authorities to provide Halal certification services (refer Figure 4). However, a tracking system is 
needed to verify the Halal brand, trademark or logo on food packaging (Azah et al 2008). According to them, 
however, current Halal tracking approaches are manual, and just recently move towards the development of 
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web-based information system that provides the list of Halal foods and Halal food search. Therefore, according 
to Azah et al (2008), a tracking system is needed to verify the Halal brand, trademark or logo on food 
packaging. They added that comprehensive tracking systems need to be employed to help depict related claims 
of the brand or the trademark on the package in a real time basis and in a trusted environment. With the power to 
track and trace items easily, RFID could be the best device to solve this problem. This is proven from studies 
done by Wu et al (2006) and Brewer et al (1999). They discusses on the RFID advantages and disadvantages, 
where findings in the mid 90‘s still apply today, showing the significant and capability of RFID in the system 
tracking. 
 

 

 

 
US halal logo. 

 

Australia halal logo.  
 

 
 

 
 

New Zealand halal logo. 

 
 
 
 
 

Singapore halal logo 

  
 
 
 

Malaysia halal logo 

  
FIG 4: EXAMPLES OF HALAL LOGO TOWARDS HALAL TRACKING 

 
Problems in Halal Traceability and Tracking System 
 
According to Azah et al (2007), there are a few problems that arise when it comes to Halal tracking. They have 
discovered that: - firstly, there is no real time Halal tracking. Currently, few countries provide web-based Halal 
information services mainly focus on lists of companies and food products that has valid Halal certificates in a 
particular country. It is believed that more global application and database is needed in order to provide more 
information about all Halal food products available in the market. Secondly, the use of Halal certification logo 
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are lacking of security in which logos can be copied, reproduced and sold by the perpetrators to companies that 
are not qualified to get Halal certification from the authority. Finally, there is no method to determine whether 
the food product came from the country which is stated on its packaging or otherwise. Therefore, a tracking 
system is needed to enable the monitoring of the movement of Halal food products from its origin countries to 
export destinations. In Europe, Port of Rotterdam is in fact in co-operation with other market parties including 
the Hecny Group and Vat Logistics to offer Halal supply chain solutions with full Halal certifications to realize 
the establishment of a dedicated warehouse for Halal products, which can also function as a European Halal 
Distribution Centre (The Halal Journal, 2006). 
 
Conclusions and Suggested Economic Research Agenda 
 
From this study, it can be concluded that halal traceability and tracking comprise a very dynamic area in which 
new techniques are being introduced and standards rapidly evolve. Furthermore, the impact of traceability and 
tracking is expected to increase—at the company and farm levels, the chain level, and for society as a whole. 
Necessary transparency, control of livestock epidemics, increasing due diligence, and withdrawing governments 
are leading contributors in this trend. The study therefore suggests the following topics of emphasis in 
developing an economic research agenda:- 
 

1. Break-even Point of Halal Traceability and Tracking. In an economic design of a halal traceability and 
tracking systems, one should question the desired level of detail of the system; i.e., is it efficient to be 
focused on a system ―as detailed as possible‖ or is there some break-even point?  

2. Acceptable Level of Risk in Halal Traceability and Tracking. A further consideration relates to the 
acceptable level of risk of halal traceability and tracking systems. ―Acceptable level of risk‖ is a 

common term in food safety systems. The main question here is whether supply chains need to be able 
to track and recall all products in one way or the other, or whether they could, for instance, rely on 
some alert system at the end of the chain. 

3. Participation in Halal Traceability and Tracking Systems. Whether efforts in halal traceability and 
tracking systems reach the desired level of performance largely depends on the participation of the 
entire supply chain.  

4. Participation in Halal Traceability and Tracking Systems. A quantitative insight into the costs and 
benefits of halal traceability and tracking systems still may not prompt farmers to participate.  

5. Participation in Halal Traceability and Tracking Systems. Still, there may be a problem of free riders, 
throughout the chain. More insight is needed into the legal opportunities to effectively deter these 
individuals, not only after widespread food safety scandals or livestock epidemics, but also in a 
preventive manner. 

6. Reconsideration of Insurance. Halal traceability and tracking systems cannot exclude every risk. There 
is still the human factor, the possible introduction of new hazards, and the risky and fraudulent 
behaviour of some individuals. 

7. Communication with Consumers. Various analyses have found that consumers‘ willingness to pay for 

safer food is not straightforward. However, the problem may be one of communication. Key research 
questions in this regard might include: What information should be presented on the label (for example, 
―HACCP‖ or ―guaranteed safe)?  
 

Conclusions 
 
Every each of the players has particular weaknesses when participating in the halal markets. The important 
weaknesses are the lack of knowledge about halal markets, halal technology and the proper use of halal inputs. 
Obviously, these are serious problems that can adversely affect their abilities to adopt the halal traceability and 
tracking systems.  
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Abstract 
 

The objective of this research is to identify the critical success factors of Bumiputera and non-Bumiputera 
franchisors in conducting their franchise business in Malaysia. The cross case study approach was used to analyse the 
data. Thirteen franchisors (6 Bumiputera and 7 non-Bumiputera) were selected as the sample cases. There were two 
important variables which had been identified as very critical to the success of local franchise business namely 
marketing orientation factors and entrepreneurial based factors. The Bumiputra franchisors highlighted competition 
as their main business market orientation, while non-Bumiputera franchisors scored high for customer orientation in 
product dominant sector. Both of the ethnics demonstrated high entrepreneurial based factors. For the service 
dominant sector, the non Bumiputra franchisors emphasized on customer and competition orientation, whereas, the 
Bumiputra franchisors stressed more on customer and interfunctional coordination. However, the Bumiputra 
franchisors scored moderate achievement motivation and low risk taking as well as innovation. The non Bumiputra 
franchisors scored high in the entrepreneurial based factors.  
 
Introduction 
 
Performance of the franchisors in Malaysia 
The Malaysian government is strongly committed and actively promoting franchising as one of the strategies in 
developing local entrepreneurs, especially among the Malay community. In Malaysia, there are three main 
ethnic groups, the Chinese, Indian and Malay. The Malay and Indigenous people in Sabah and Sarawak are 
considered as the sons of the soil or „Bumiputera‟ as embedded in the country history. Bumiputera or Bumiputra 
is a Malay term widely used in Malaysia, embracing ethnic Malays, Javanese, Bugis, Minang and occasionally 
other indigenous ethnic groups such as the Orang Asli in Peninsular Malaysia and the tribal peoples in Sabah 
and Sarawak. This term comes from the Sanskrit word Bhumiputra, which can be translated literally as "son of 
earth" (bhumi= earth, putra=son) or son of the soil. Among the three main ethnics, Chinese community is 
known as competent business people regardless of types of business they have ventured in. Despite making up 
60% of the population, Malays own just 19% of the economy, trailing far behind the minority ethnic Chinese, 
who make up only a quarter of the population but hold 40% of the economy(Hodgson, 2007). 

In 1995, there were 125 franchise systems and 800 franchisees operating in Malaysia, contributing a 
total of US$609.5 million in retail sales. This constitutes 2% of Malaysia‟s total retail sales volume of 

US$30,474 million. Today, there are about 268 franchise systems with slightly more or less than 6,000 
franchisees. The prospect and potential of the franchise sector in Malaysia is tremendous as currently, it is 
estimated to constitute only 5% of the total retail turnover, as compared to the 50% in the United States with an 
annual value of US$1 trillion. 

Apparently, with the government continuous support, franchise industry has become one of the fastest 
and safest methods of doing business. For example, the Government offers grants and training support to 
promote entrepreneurship amongst the Malay due to the under representation of the community in the business 
sector. As a result, the increasing numbers of Malay franchisors can be observed since the last 10 years, and the 
percentage of Bumiputera franchisors has reportedly reached 40% of the total franchised owners in the country. 
However, despite all the supports and facilities provided by the government, the number of Bumiputera 
franchisors is still far behind their Chinese counterpart. In addition, based on the list of local franchise business 
provided by MECD and the current business performance of franchise business in the market place, the success 
rate of Bumiputera franchisors is incomparable to Chinese franchise operators. Therefore, based on the issue on 
high percentage of failure among Bumiputera franchisor in franchise business, the current study was conducted 
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to investigate the differences of critical success factors that affect the performance of both Bumiputera and non-
Bumiputera franchise business operators.  
 
Literature review 
 
Comparison between Chinese entrepreneurs versus Bumiputera (Malay or indigeneous people) entrepreneurs 
In Malaysia, Chinese are considered as being more successful economically than Bumiputera, especially in 
business arena (Hodgson, 2007). Findings reveal that Chinese entrepreneurs success are contributed to a number 
of factors such as getting capital and financial support from family, getting business support from fellow 
Chinese entrepreneurs, having higher business passion, emphasizing more on the requirements and importance 
of a few basic management knowledge and skills before embarking on any business activity 
(www.kpwkm.gov.my/malayindo/index.php?). On the contrary, due to their lack of business exposure and 
experience, the main contributor to Bumiputera entrepreneurs‟ success factors seem to be the various supports 
provided by the government agencies and other local bodies. Even though full support is given by the 
government, majority of Bumiputera franchise performances are below than their Chinese counterparts. This 
situation is explained by past studies where both Bumiputera and Chinese entrepreneurs seem to possess 
different types of entrepreneurial characteristics and attitudes, and in many instances they undertake different 
strategic approaches in solving business problems. For instance, in a study done by Chan (1986), it is reported 
that Chinese entrepreneurs had shown higher need for achievement that their Bumiputera counterpart.  

The finding was not supported by Elias and Pihie (1995) whom highlighted that Bumiputera 
entrepreneurs possessed high achievement need. However, in another study, Jaafar, Ramayah and Nasurdin 
(2005) found that both Bumiputera and non-Bumiputera were shown to be indifferent in terms of their need for 
achievement level. They argued that Bumiputera entrepreneurs could have gained their entrepreneuurial skills 
through higher formal education and training programs. The support by the government especially through 
training has somehow improved the Bumiputera knowledge in business and practices. Unlike, their Chinese 
counterparts, who were mostly, gained their leadership and entrepreneurial skills via direct business practice 
while helping out their families in running daily business chores. By practicing business activity, Chinese 
entrepreneurs are able to accumulate years of experience in business before starting their own business.  

Furthermore, Gomez (2005) stated that Chinese enterprise displays an „ethnic style‟, characterized by 

family firms and intra-ethnic business networks formed for mutual benefit. This practice does not exist in Malay 
community. The family firm and intra-ethnic national and transnational networks reputedly play a crucial role in 
capital formation and accumulation.

 

This cultural thesis has been used to explain the rise of and dominant 
presence of Chinese enterprises in Asia. In addition to this, ethnic Chinese Malaysian entrepreneurs are also 
exposed to „Guanxi’ philosophy which is the ancient practice of Chinese social networking that plays an 
important role in the successful setting up and sustaining of franchise business entities in Malaysia.  

While the context and philosophy of Guanxi is being widely practiced by the ethnic Chinese in 
Malaysia, the Bumiputera entrepreneurs or those aspiring to be entrepreneurs do not have the benefit of such 
networking. From the earlier discussion above pertaining to the ethnic Chinese having had an early head-start 
and hence an advantage over their Bumiputeras‟ counterparts in establishing business much earlier i.e. during 

the British colonial rule, the Bumiputeras are at a further disadvantage without such networking amongst their 
own community. In addition, the Bumiputeras have no tradition of being involved in business ventures and thus 
lacks the business culture, no business experience and also no business acumen. These factors taken together 
may cause the Bumiputeras to have a phenomenon of a lack of self-confidence in themselves in becoming a 
successful entrepreneur. This lack of self-confidence may have a negative effect on the Bumiputeras‟ internal 

locus of control which is important if they aspire to be successful entrepreneurs (Mohd Isa et al., 2008).Despite 
the differences in business practices among different ethnics, there is hardly any study undertaken to determine 
the critical success factors of different ethnic background among franchisors in Malaysia. 
 
Research methodology 

 
A deeper understanding on the critical success factors (CSF) among different ethnic franchisors needs to be 
carried out by using the qualitative approach which may help provides an in-depth understanding of what factors 
influenced most on the critical success of franchisors in Malaysian franchise industry. In addition, comparison 
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of critical success factors between different ethnic franchisors in Malaysia has not been done extensively and 
this triggers a stronger need for better understanding on this issue in order to ensure a more successful local 
franchise business program in the future.  
 
The qualitative design  
According to Yin (1994), a case study is defined as an empirical inquiry, where it investigates a contemporary 
phenomenon within its real life context; when the boundaries are not clearly evident; and in which multiple 
sources of evidence are used. Also, Benbasat (1984) and Bonoma (1985) define case study research as a study 
that examines a phenomenon in its natural setting to get information from people, groups or organisations. As 
case studies deliberately focus on the study of the phenomenon in its natural setting, it does not divorce a 
phenomenon from its context or concentrate on only a few variables as in other research techniques such as 
laboratory experiments and surveys.  
 
Samples of case study 
Case studies are from different industry. As a result, they will have their own specific success factors as well as 
generic success factors. For the purpose of this study, based upon theoretical sampling, seven non Bumiputra 
franchisors and six Bumiputra franchisors will be selected as the case studies. These franchisors are selected 
based upon their business performance as well as their length of operations, which is more than 5 years.  

 
Selection criteria of case study 
The sampling frame is obtained from the MFA Directory in 2007. The type of sampling technique for this 
research was the purposive sampling. According to Gay and Diehl (1992), purposive sampling which is also 
known as judgment sampling basically involves selecting a sample that is believed to be representative of a 
given population. Furthermore, for the purpose of this research, the selection of cases was predetermined by the 
following criteria.  

1) Registered with MFA (Malaysian Franchise Association) 
2) Franchisors who have already obtained the franchise license 
3) Bumiputra and non-Bumiputra ownership 
4) Franchisors have been in business more than 5 years before applying for franchising license 
5) The type of business offering is classified as either „product-dominant‟ or „service dominant‟ 

 
Data collection methods  
For collecting data, the researcher used convergent interview which interview is a methodology that allows a 
relatively structured approach to sorting out what needs to be done in a research project in the early stages. It 
also a technique for collecting, analyzing and interpreting qualitative information about people‟s attitudes, 

beliefs, knowledge and opinions through the use of a limited number of interviews with experts that converge on 
the most important issues within a topic area. In addition, confirmatory workshop and secondary information 
such as documents, company profiles, and other related material describing the company‟s achievements or 

milestones will be collected. 
 
Data Analysis 
The data will be initially transferred into a tabulated diagram developed manually. The strategy of analysing the 
data is by looking into the themes and issues. By using this approach, the researcher is able to understand in 
depth the issues relevant to the research problem.  
 
Cross Case Analysis 
The cross case analysis will be used in interpreting the data in this study. This method is done by using an in-
depth analysis to identify the success factors in franchise business from the franchisors perspectives. The case 
analyses in this study were done by looking at the similarities and differences that exist in the responses. The 
cross case analysis demonstrated more accurate result for generalization (Miles and Huberman, 1994). Besides, 
this analysis had broadened the understanding and explanation (Glaser and Strauss, 1967) about the issues being 
studied. The reason was the researcher would get clear picture and in-depth understanding about the study.  
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Case analysis and results 
 
Analyzing qualitative data 
In analyzing qualitative data, we use word processors for taking, transcribing, writing up or editing field notes, 
memory, preparing file for coding and analysis, tabulating data into matrix and writing report. The data is 
displayed and analyzed by tabulating them into conceptually clustered matrix. This conceptual clustered matrix 
has its row and column to bring together items that belong to the same concept together. In other words, the 
principle is “conceptual coherence”. The outcome occurs in two ways; conceptual or empirical. Conceptual 

means the analysts may have prior ideas about items that derive or relate to the same theme or constructs while 
empirical outcome is when informants, who answer questions give similar responses (Miles and Hubermann, 
1994).  

In the context of the study, most of the analysis is done with words meaning that the words can be 
assembled and sub clustered. These words can be organized to permit the researcher to contrast, compare, 
analyze and bestow pattern upon them. The data is organized manually and using word processor. The reason is 
the nature of this qualitative study is more on exploration and description. To put in different way, the objectives 
of the study are more on exploring the critical success factors and describing the factors. Thus, putting the 
analysis into table is sufficient.  

Unless the aim of the study is to explain and predict, it will be much visible and economical if 
interrelationship between variables is displayed through the relationship mapping diagram generated by 
qualitative software, NVivo7.The decision to analyze the conversation of the respondents and extracting 
important concept manually from the interview transcript is due to the intimate process that is often self 
revelatory achieved during analysis (Lyman, 1984). Introducing a computer into the process poses impersonal 
relationship on the data analyzed and perhaps blocking insight that may emerge. Some of the richness of the 
qualitative data may also be lost when one begin substituting technical language and quantification for 
description and metaphor. Other researcher such as Freidheim (1984) noted the potential impact due to “serious 

cost of electronic filing” if the file management system determines the choice of topic or analysis. Moreover, it 
is argued that there is a danger of curtailing data analysis if all the information is filed neatly on disks rather than 
on the pieces of paper in front of the researchers (Merriam, 1988) 
 
Steps in analyzing the qualitative data 

The steps in analyzing qualitative data gathered from in depth interviews are as follow; 
1) First, after the responses are gathered from interviews, the responses are transcribed and typed 

in a word processing application. The responses are stored in a file in the computer. 
2) The transcribe text is read repeatedly to get the overview from the responses and feel of the 

data 
3) From the transcribe text, we affix codes according to the conceptual framework. These 

concepts are marketing orientation, resource based view, agency based factors, and 
entrepreneur based factors 

4) Then, the interview transcripts are sorted and sifted through to identify similar phrases, 
pattern, themes and common dimensions 

5) Next, these phrases or patterns or themes and common dimensions are located under the 
concepts mentioned above, which are coded earlier. The analysis is based on variable 
orientation (Babbie, 2007). 

6) These common dimensions discovered from the transcribe text elaborated the concept in such 
a way a clear picture will be obtained. 

7) A progressive interpretation report was written by comparing the summary notes of the first 
two interviews. This progressive report was then compared to each subsequent interview‟s 

summary notes and added to, and/or modified according to new issues that emerged after each 
interview. 
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Results of the case study 
 
Profile of the cases 
Before discussing the analysis of the cases, an overview of the franchisors‟ background is provided. Six 

franchisors were Bumiputera operators and seven companies were non Bumiputera franchisors. Out of thirteen 
cases, seven of the franchisors received award from the MFA, an association that managed local franchise 
development. Out of seven award recipients, five of them were non Bumiputera and only two companies were 
belong to the Bumiputera franchisors. Majority of the local franchisors ventured in food sector while others 
operated in retail, beauty, education, and optical businesses. The nature of seven franchisors‟ business was 
service dominant and six of them were product dominant. Out of two Bumiputera operators, only one franchisor 
was capable of penetrating global market. On the other hand, out of seven non Bumiputera operators, only one 
franchisor operated his business locally. In summary, based on the demographic information of the local 
franchisors, majority of the award recipients came from non Bumiputera operators compared to Bumiputera 
franchisors. Out of the thirteen cases, majority of the non Bumiputera franchisors penetrated global marketplace 
compared to Bumiputera operators. In conclusion, based upon the ethnic background, non Bumiputera 
franchisors were successful in their business operation based upon their capability to expand their businesses 
world wide compared to majority of Bumiputera franchisors, who were less ten years in operation. In addition, 
the non Bumiputera franchisors were in the business more than ten years. Table 1 summarized the demographic 
information of the cases. 
 

TABLE 1: SUMMARY OF THE CASES PROFILE 
 

Case  Bumiputera/ 
Non 
Bumiputera 

Nature of 
business 

Award/ 
Non 
Award 

Product/Service 
Dominant 

Global/ 
Local Market 

Years 
established 

Case 1 NB 
Beauty Award Service dominant 

Global, Local More than 
ten years 

Case 2 NB 
Food Award Product dominant 

Global, Local More than 
ten years 

Case 3 B 
Food Award Product dominant 

Global, Local More than 
ten years 

Case 4  NB 
Food Award Product dominant 

Global, Local More than 
ten years 

Case 5 NB 
Food 

Non 
Award 

Product dominant 
Global, Local More than 

ten years 
Case 6 B 

Beauty 
Non 
Award 

 Service dominant 
Local Less than 

ten years 
Case 7 NB 

Education 
Non 
Award 

Service dominant 
Local More than 

ten years 
Case 8 NB 

Optical Award Service dominant 
Global, Local More than 

ten years 
Case 9 B 

Retail 
Non 
Award 

Product dominant 
Local Less than 

ten years 
Case 10 B 

Optical 
Non 
Award 

Service dominant 
Local 
 

Less than 
ten years 

Case 11 NB 
Education Award Service dominant 

Global, local More than 
ten years 

Case 12  B 
Retail 

Non 
Award 

Product dominant 
Local Less than 

ten years 
Case 13 B 

Hotel Award Service dominant 
Local 
 

More than 
ten years 

 
In analyzing the cases, we had categorised them into product-service dominant and different ethnicity. 

The deliverables of the business were divided into two; product-dominant and service-dominant. Product-
dominant was more product emphasis whereas service-dominant emphasized on the way business was delivered 
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to customers. Ethnicity of the franchisors was classified into Bumiputra and non-Bumiputra. The presentation of 
case analysis was based on the research questions in the study.  
 
To what extent, the marketing based factors and the entrepreneurial based factors affect franchisors 
performance? 
 

Market orientation can be defined as a business culture and behaviour that leads to the business success 
by focusing and understanding of the market. These factors can be customer orientation or understanding of the 
psychological and social factors, that lead to consumer behaviour, competitor orientation or studying the number 
and power of competitors and finally inter-functional coordination factor, which integrates its internal function 
to ensure better flow of information across department. The entrepreneurial based factors include characteristics 
that push the franchisors to perform entrepreneurial act. These factors are achieved motivation, locus of control, 
innovativeness, and risk taker. Achieved motivation is the ability of individual to face challenges and attain the 
ultimate goal and locus of control is the ability of the individual to control him or herself to the route of success. 
 
Franchisors of different ethnic background and product dominant 
For franchisors with product dominant focus, their market orientation was more toward customer orientation as 
compared to competitor. This was true for non Bumiputra franchisors whereas the Bumiputra franchisor 
emphasized more on competitors. In terms of relationship with franchisees, for non-Bumiputera franchisors, 
they highly cooperated with the franchisee. They also had system to ensure their communication with their 
franchisees could be done if the franchisees faced problems. The Bumiputera and non Bumiputra franchisors 
demonstrated high entrepreneur characteristics. Both of the ethnicities have very high entrepreneurial traits such 
as achievement motivation, locus of control, innovation, and risk taking. This was summarized in Table 2. 

 
TABLE 2: SUMMARY OF FRANCHISORS OF DIFFERENT ETHNIC AND PRODUCT DOMINANT 

 
Case PD B/NB MO EBF 

Case 5 * NB Customer and inter 
functional coordination 
( all low) 
 

Achieve 
Motivation(L), 
Innovation(L), Locus control(H), 
risk taker(M) 

Case 2 * NB Customer, competitor, and 
inter functional coordination 

Achieve 
Motivation, 
Innovation, Locus control, risk 
taker  
(all high) 

Case 3 * B Competitor Achieve 
Motivation, 
Innovation, Locus control, risk 
taker (all high) 

Case 4 * NB Customer, Competitor, Inter 
functional 

Achieve 
Motivation, 
Innovation, Locus control, risk 
taker (all high) 

Case 9 * B Customer, Competitor, Inter 
functional 
Coordination (all high) 

Achieve 
Motivation(H), 
Innovation(H), Locus control(H), 
risk taker (H) 

Case 12 * B Customer (L), 
Competitor (H) 
inter functional coordination 
(M) 

Achieve 
Motivation(H), 
Innovation(L), Locus control(H), 
risk taker (H) 

 
Notation: 
PD – product dominant SD – service dominant B –Bumiputra NB – non Bumiputra 
MO – market orientation EBF – Entrepreneurial-based factors 

1856



4.3.3 Franchisors of different ethnic background and service dominant 
Table 3 summarized the factors that influenced business franchise performance of franchisors with service 
dominant offering. Comparing ethnicity background, the non Bumiputra franchisors scored high in the market 
orientation aspect. In other words, their marketing orientation was not only competitor based but also customer 
orientation. In addition, they were able to coordinate inter-functional in conducting businesses. However, for the 
Bumiputra franchisor, his or her focuses were more on customer and inter functional coordination. In terms of 
the entrepreneur characteristics, the non Bumiputra franchisors demonstrated high entrepreneur characteristics 
that contributed to their success in business, however, the Bumiputra franchisor was moderately achievement 
motivation and locus of control with low innovation and risk taking. 
 

TABLE 3: SUMMARY OF FRANCHISORS OF DIFFERENT ETHNIC AND SERVICE DOMINANT 
 

Case SD B/NB MO EBF 

Case 1 * NB Customer and inter functional 
coordination 

Achieve 
Motivation, 
Innovation, Locus control, risk taker 
(all high) 

Case 6 * B Customer, competitor, and 
inter functional coordination 
(all low) 

Achieve 
Motivation(M), 
Innovation(M), Locus control(M), risk taker 
(M) 

Case 7 * NB Competitor 
Customer 
Inter-functional 
Coordination 
(all high) 

Achieve 
Motivation (H), 
Innovation(H), Locus control(H), risk taker 
(M) 

 
Case 8 
 

* NB Customer, competitor, inter 
functional coordination 

Achieve 
Motivation, 
Innovation, Locus control, risk taker (all 
high) 

Case 10 * B Customer (L), 
Competitor (H) 
inter functional coordination 
(M) 

Achieve 
Motivation(H), 
Innovation(M), Locus control(M), risk taker 
(H) 

Case 11 * NB Customer, inter functional 
coordination 

Achieve 
Motivation, 
Innovation, Locus control, risk taker (all 
high) 

Case 13 * B Customer and inter-functional 
coordination 

Achieve 
Motivation 
(M), 
Innovation (L), Locus control(M), risk taker 
(L) 

Notation: 
PD – product dominant SD – service dominant B –Bumiputra NB – non Bumiputra 
MO – market orientation EBF – Entrepreneurial-based factors 

 
In summary, for product dominant sector, there are differences between ethnics in terms of marketing 

orientation as non Bumiputra operators emphasized more on customer whereas the Bumiputra franchisors 
focused on competitor. However, there was no difference in term of ethnic background among franchisors on 
entrepreneurial based factor. Both of the ethnics scored high on entrepreneurial based factors. In service 
dominant sector, non Bumiputera focused more on competitor, customer and inter functional coordination, 
whereas the Bumiputera operators stressed on customer and inter functional coordination but not competitor. In 
term of the entrepreneurial based factors, there was significant difference between the two ethnic groups, the 
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non Bumiputera operators demonstrated high entrepreneur characteristics while the Bumiputera operators scored 
moderate to low in terms of achievement motivation, locus of control, risk taking and innovation. 
 
Discussion and concluding remarks 
 
In conducting the analysis, there is limitation in terms of the extent of the case results in making generalization 
on the differences of ethnicity on the performance of the local franchisors. The number of the case studies is 
limited to thirteen companies and majority of them come from food industry. Thus, to generalize, a quantitative 
study shall be conducted and more samples are required in the future. 

For product dominant, the non Bumiputra franchisors are more customer oriented compared to the 
Bumiputra franchisors. In the context of this study, most of the non Bumiputra franchisors are very established 
in terms of their existence in business. They have strengthened their position in the market and expanded their 
operations to international market. Their emphasis on internationalization requires them to emphasis on 
customer. Franchisors are very much customer focus similar like award winning cluster however, they are very 
sensitive toward competitors strategy because of similarities in services and product offering. They focus more 
on the aggressive marketing strategy to win customers over their competitors. 

Compared to the non Bumiputra franchisors, Bumiputra franchisors are in the stage of establishing 
themselves in the market and moderately experienced in the business. For that reason, their emphasis is more on 
competitor. Businesses are fighting similar market segment whereby they have to be better or to be noticed and 
recognized by customers. They have to attract to customers by telling them, they are providing better service or 
product. In other words, they have better competitive advantage and extra added value. They have to position in 
the marketing. For them to be better, they have to come up with better products compare to their competitors, 
meaning that they have to offer for better or equal quality than their competitors. To win customers attention, 
franchisors need to focus on branding, outlet, and promotion to win customers. These local franchisors actually 
are doing the same thing like other foreign franchisors, for example, McDonald, KFC. Moreover, the range of 
product or service offering should be unique and different from other competitors. Thus, differentiation strategy 
is important for franchisors that compete in the same market 

Non Bumiputra franchisors, who emphasize on service dominant, are competitor and customer focused 
and good at inter functional coordination whereas the Bumiputra franchisors stress more on the customer and 
inter functional coordination. The reason for this is the non Bumiputra franchisors are already established in the 
business with loyal customers. They are good at inter functional coordination for example, coordinating 
important business functions such as marketing, finance, operations and human resource effectively. For the 
Bumiputra franchisors, they are struggling to establish in the market. The significance of acquiring loyal 
customers is important as this will strengthen franchisors market base and to enable them to compete and 
survive in the market. Due to this reason, customers are their focus. The nature of the service dominant itself 
requires customer orientation. 

In terms of entrepreneurial based factor among the franchisors in the product dominant sector, both of 
the ethnics demonstrated high entrepreneurial characteristics such as locus of control, achievement motivation 
and risk taking. These characteristics are essential for anybody to become an entrepreneur. Achieve motivation 
is the longest and most popular entrepreneurial traits mentioned by McClelland (1961) and most literature in the 
entrepreneurship. The current findings also reveal similar results of showing the importance of achieve 
motivation among Malaysian franchisors whereby in order to be successful in the market place, where intense 
competition takes place and various product or service offering to customers. Without achieve motivation, 
franchisors may not be able to face challenges in the business environment. Thus, by having achieved 
motivation, franchisors will be fully determined to gain success. This continuous motivation will prevent them 
from giving up easily. Besides, achieved motivation, locus of control means that the individual or in the context 
of this study, the franchisors, can control her route to success for example, where to search for fund, who to 
meet, and what obstacles they encounter. Higher locus of control means franchisors are capable of controlling 
their weaknesses internally and externally by creating a better competitive advantage or niche in the business 
operations (sources). Locus of control makes a person to be self adamant and does not fear to any threats.  

In service dominant sector, the entrepreneurial characteristics indicated that the Non Bumiputra 
franchisors are highly achievement motivation, locus of control, very innovated and risk taker. Nevertheless, the 
Bumiputra franchisors score moderate achievement motivation and locus of control as well as risk averse and 
low innovation. It is an indicator to the Bumiputra franchisors that they are not ready and confidence enough to 
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enter in the service dominant market. There are many uncertainties that may occur such as getting best price and 
consistent supply of products from suppliers especially in retailing business. The Bumiputra business 
community does not have very strong business networking among themselves compared to the non Bumiputra 
franchisors. Other than that the ‘Guanxi’ philosophy adopted by the non Bumiputra franchisors in their business 
networking has helped them to sustain in the business. 

Other studies done by researchers to examine the entrepreneurial characteristics based on ethnic 
differences were showing that the Chinese entrepreneur or the non Bumiputra entrepreneur had higher need 
achievement motivation compared to their Bumiputra counterparts (Chan, 1986). This supports the findings of 
the current study. A study by Yusof (2001) showed that high locus of control pushed the Non Bumiputra 
entrepreneurs forward to succeed in business and this is in line with this study that demonstrated the non 
Bumiputra acquired high achieved motivation, locus of control, risk taking and innovation for both product and 
service dominant sectors. However, the findings of Jaafar, Ramayah and Mohd Nasurdin (2005) was partly 
supported by this study in terms of the high internal locus of control however, the need achievement dimensions 
did not show any significant differences except dominance or leadership criteria. In contrast, this study has 
showed that in product and service sector, the non Bumiputra franchisors have high achievement motivation 
whereas the Bumiputra franchisors have high achievement motivation in the product dominant sector. 
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Abstract 
 

Recent studies on the globalization and consumer markets show that the consumer behavior is changing and 
impacting the way how companies were running their business. Demographic changes are altering customer 
needs/behaviors, global consumer population is extending to emerging markets, and consumer market reaches its 
saturation and products commoditization. These are the major features of today consumer market. The companies 
struggle when coping with these changes; however the solution is maybe surprisingly trivial: focus on customer even 
more than before. The CRM implementations can help companies to introduce changes in their organization, 
processes, data or systems that will bring the advantage for them on changed consumer market. Therefore the CRM 
implementation objectives should be aligned with this intention and thus will ensure the desired growth of the 
company even in today turbulent consumer world. 

 
Today Challenges: Changes on Consumer Market 

 
Recent studies on the globalization and consumer markets show that the consumer behavior is changing and 
impacting the way how companies were running the business.  
Demographic changes are altering customer needs/behaviors 
With the globalization and the evolution of information technologies in daily consumer life, the consumer 
behavior has changed. Customers are more diverse, with specialized needs and preferences. Understanding them 
requires more study and precision. Hence, customer expectations are rising while their sense of loyalty is falling, 
which means that satisfying their requirements demands more focus and consistency. In a recent Accenture 
survey of consumers around the world, one-third of their respondents indicated their service expectations are 
higher today than they were one year ago. Even more dramatic, 52 percent of respondents reported higher 
service expectations today compared with five years ago. (Accenture, 2008) 

Companies everywhere serve a more complex customer base: more diverse geographically, more 
varied demographically, and enriched with entirely new buyer segments. In mature economies, the consumer 
population is aging, with large numbers of baby boomers heading toward retirement. At the same time, a new 
generation of consumers grown on technology is coming to age when they become the strong buyer community. 
This new generation can be characterized by several common features: 

 Internet and mobile-oriented purchasing: the use of internet became absolutely natural for new 
generation and influenced the preferred means of purchase and thus on-line shops (e-bay.com, 
amazon.com, iTunes) or purchase via mobile phones are experiencing the growing popularity and 
increased revenues.  

 Knowledge-based purchasing: the new generation has different attitude towards the purchase, 
they first do the extensive research on the internet or other sources on the product features, 
comparison of different brands or product types and then they decide on the product they want to 
purchase based on this knowledge. 

 Social networking: young generation is literally dependent on communication within 
communities; the most frequent means of communication today is chatting with peers over skype, 
ICQ or in the virtual communities, contribution to blogs on internet, various electronic conferences 
and forums. Facebook, YouTube, LinkedIn are just few examples of this phenomena. 

Extending global consumer population to emerging markets 
USA has been traditionally the largest world economy, however in 2003 Goldman Sachs came up with a 
research report saying that if things go right, in less than 40 years, the Brazil, Russia, India and China, the 
BRICs economies together could be larger than the G6 in US dollar terms. By 2025 they could account for over 
half the size of the G6. (Goldman Sachs, 2003). Since then, these countries’ equity markets have seen a 
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remarkable increase in their value: Brazil has risen by 369%, India by 499%, Russia by 630%, and China by 
201% (Goldman Sachs, 2007). 

This rapid extension of the population and economies towards the emerging markets impacted the 
common values, consumer preferences and target markets for international companies. Companies started to 
focus on these markets, which diversified their customer base geographically as well as demographically.  

Serving these customers now requires different approach reflecting the cultural or language differences, 
updated company processes and also CRM systems supporting multiple time zones, different alphabets, and 
local specifics. 
Market saturation and products commoditization 
Consumer markets are today characterized by saturation, the goods are available in many variants and the 
production reached or exceeded the real consumer needs. The currently seen trend toward commoditization is 
growing due to globalization, increased information exchange, technological developments. Information 
transparency among competitors makes it difficult to maintain uniqueness. The consumers have many choices 
on product selection and they consider them very similar, thus the only differentiating factor is the price. This 
impacted not only traditional commodities (food, energy, raw materials, etc), but also goods such as phones, 
books, CDs, or consultancy work. Consumers lost their loyalty and companies either fight in the price war (and 
trying to reduce cost for products) or try to differentiate themselves. 

 
How CRM implementations can solve today challenges? 

 
The companies struggle when coping with these changes in the consumer market; however the solution is 
maybe surprisingly trivial: focus on customer even more than before. Implementing changes in the company 
which will focus on customer-driven approach can help company survive in today turbulent consumer market.  

CRM (customer relationship management) is proven marketing strategy how to identify, attract and 
retain the most profitable customers (Bartakova, 2007). The CRM implementations can help the companies to 
introduce changes in their organization, processes, data or systems that will bring the advantage for companies 
on changed consumer market. Therefore the CRM implementation objectives should be aligned with this 
intention and thus will ensure they will bring the desired growth of the company even in today changing 
consumer world. 
CRM implementation focus 
Typically, CRM implementations focus on changes within the five areas mentioned below and the same areas 
will be touched also by today successful CRM implementations: 

 Customer insight: Understand your customer better than himself. Customer insight enables 
company to understand its most valuable customers and prospect customers and consequently 
define the strategies to maximize his value. Customer insight building starts with ongoing data 
collection. The analysis and data modeling provide fact-based understanding of customer needs 
and his future preferences. Such information is then used for differentiating customer offers, 
preparation of campaign content and personalization if customer interactions. 

 Customer Interactions: Personalize each interaction with customer. Customers contact the 
companies using various channels ranging from self-service to personal visit. The key approach is 
to consistently provide high quality service and personalized contact regardless of the 
communication channel selected by customer. In order to personalize these interactions, 
companies need integrated view on all interactions with customer from all communication 
channels.  

 Customer offers: Offer customer what he wants, not what you want to offer him. To create the 
value perceived by the customers which is higher than alternatives from the competition, the 
offered products must be tailored to the customer needs. Dynamic, innovative offers need to be 
regularly evaluated, measured and adjustable to meet the customer needs.  

 Enterprise integration: CRM is not an island in the company. Fulfillment of customer needs is 
not dependent only on perfect CRM skills of the company, but on the integration of all process 
across the company as well. For example, sales rep cannot promise to customer the service 
delivery date which cannot be accomplished by the organization. Thus integrating CRM with other 
functions in the company is crucial for the success. 
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 High performing organization: Win war for talents. Customer-centric behavior of the company 
is strongly dependent on individual employees, as they are the ones communicating with the 
customer. Customer-drive approach to behavior is much more demanding and thus company needs 
to attract and retain the people with the right talent and ensure these people are trained and 
motivated to perfume according to the company CRM strategy. 

Today focus: Strengthen focus on who is your customer and what he needs 
Today CRM implementation objectives should focus on bringing the capabilities which will help to understand 
who the customer is and what his needs are, mainly completion of customer profiles, flexible and fast 
segmentation, and mapping customer experience.  

The basic customer profiles are already available at the current CRM systems; however they need to be 
enriched with the data providing much more insight into customer, his behavior, buying habits and preferences. 
This requires sophisticated data marts and ongoing processes that allow company to collect relevant data. The 
campaigns with aim to collect data about customer in exchange for the discounts or small presents, awarding the 
customers with loyalty points in case they populate their profile on the company web site or collection of data 
based on the purchases identified by the loyalty card are only few examples of objectives for CRM 
implementations. 

The integral part of the interactions with customers should be also investigation on the customer needs 
and wishes, his feedback, opinions and other information he can provide to organization. Companies are 
dependent on decisions of potential customers (Štarchoň, 2004). 

Segmentation of the customers should change from traditional retail/business/corporate customer 
segments into new ones – smaller but numerous, which can be better targeted and are relevant from the 
costs/revenues perspective. In order to perform such segmentation, the companies need detailed data and 
completed accurate customer profiles. These can be then processed by intelligent systems including CRM 
analytical tools. Segmentation needs to be updated regularly as the market and consumers evolve and company 
must base its campaigns on the relevant segments. Creation of relevant marketing messages and offers to 
fragmented segments is much more difficult and more costly; therefore the segmentation process must be quick 
and efficient. 

Finally, very important is mapping of the customer experience and collection of his feedback on the 
products as well as the company behavior. This will enable companies to improve their performance and better 
target the customers. 
Today focus: Differentiate your company by improved customer experience 
Better customer experience is proven way how to differentiate your company. The recommended objectives for 
CRM implementation are based on the increased focus on managing customer loyalty, increased personalization 
and interactivity of contacts with customer, real-time adaptation of offers for customers, synchronization of 
marketing/sales/service activities within company,  

Today consumers’ loyalty is rapidly decreasing and cost of switching to competition is too low (for 
example see the regulations in the mobile telecommunication market, where the government forces the mobile 
operators to reduce interconnect charges, requires the number portability and limits the call prices). The 
management of customer loyalty is therefore important element of changes to CRM processes. 

Traditional offer creation based on static product portfolio offered to customer segment is outdated. 
The dynamic environment requires also dynamic creation of offers to customers based on the situation or events 
changing in real-time. Information such as current scoring of the customer based on his revenues, actual 
spending, payment discipline, number and type of complaints raised and many others define the parameters 
considered when determining the right offer for customer. Real-time offer generation requires not only access to 
information on the events, but also the capability of CRM system to evaluate these scenarios real-time and 
dynamically recommend the most suitable offer to the company employees communicating with the customer. 

 The customer experience is significantly impacted by the interactions. Only consistently good 
experience with any company activity – marketing, sales or service – will ensure the differentiation of company 
from the competition. The CRM processes must be setup to instruct the employees always continue in the 
previous communication conducted using any channel or with any employee of the company, so that customer 
feels the company cares for them and understands him. There is nothing more frustrating than to repeat what 
problem customer has each time he contacts the company. With the increasing number of the communication 
channels (and introducing new channels such as website, web collaboration, on-line ordering, ordering via SMS, 
purchasing of products in exchange for loyalty points …etc.), the requirements on the channel integration is 
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rapidly increased as well. This can be supported by multimedia contact centers supported by the technology and 
systems sharing the single customer database with all contacts and interaction with customer. 

Hence, the marketing, sales and service activities need to be synchronized. Any campaign need to be 
supported by the personnel ready to order and deliver the products, or provide service to it. As the campaigns 
become more frequent and fragmented by the multiple customer segments, also this communication among 
different organization units must be accelerated. This can be supported by consolidated planning, trained 
personnel equipped by integrated set of systems. 
Today focus: Improve effectiveness 

The changes in the consumer behavior in fact increased the requirements on the company flexibility, 
responsiveness, and at the same time invoked the pressure on the price reduction. The only way how to survive 
is to operate more effectively and thus keep the desired margin. 

The major impact is that the companies should perform only activities which will bring them benefits. 
New products should be launched only based on the positive business case confirming that the expenditures 
spent on new product are invested with the acceptable return. The product success needs to be measured and 
evaluated to provide sufficient information on decision whether and how to adjust the activities to support its 
sale. Such information must be collected and valuated, which requires setup the business processes and equip 
the employees with the system able to calculate revenue from sold products based on the executed campaigns, 
sales representatives or other parameters. 

 
Successful CRM Implementation Focus on Business Objectives 
 
In order to ensure that the company gains the benefits from the implementing CRM-based strategy, it is 
necessary to introduce new or adjust existing business processes in organization, change organization itself, 
change the employees’ behavior and support them with appropriate data and tools frequently requiring new 
CRM system or change of the existing one. Thus, CRM implementation means complex change in the 
organization, not only CRM system integration, as it is very frequently simplified by company executives or 
software vendors. Rather it should be considered as business integration, i.e. integration of changes in 
organization, processes and systems. Only implementation considering all theses aspects have potential to be 
successful.  
Determine the objectives and expected benefits before decision to start CRM implementation 
CRM implementation projects are very costly and thus require thorough calculation of business case, i.e. 
financial calculations confirming that the expected benefits will exceed the cost of implementation in the given 
time frame. Decision to start CRM implementation project should be based only on positive result of business 
case thus the first and crucial step for starting any implementation is definition of the expected objectives of 
such project and expected benefits that the CRM implementation shall bring. Unfortunately, not all projects start 
with these steps and thus many CRM implementations do not bring benefits for the company or there is no basis 
for evaluating the success or failure. 

CRM implementation objectives (both financial and non-financial) should lead to the company growth 
and are based on the expected benefits the CRM implementation shall bring. The recommended approach is to 
base the business case of planned CRM investment only on financial benefits, as they can be easily evaluated 
and seen if they were gained. Non-financial benefits can be used as well; however its valuation and recognition 
can be vague. Financial benefits are derived from so called “value tree”, the elements that increase the company 

profit. As illustrated in the FIG.1 below, the profit is increased when revenues will increase, or costs will 
decrease. Each of these elements is further broken down to sub-elements that can be then formulated to clear 
objectives for CRM implementation. 

The objectives for CRM implementations are typically defined around the three CRM processes 
integrated into CRM strategy - marketing, sales and service (Bartakova, 2005), for example: 

 Marketing: increase campaign response, reduce cost of new product introduction, reduce cost 
for customer acquisition, improve forecasts, accelerate product maturity and revenues; 

 Sales: increase revenue per sales rep, increase revenue per customer, shorten sales cycle, 
increase order value average, increase number of closed orders, increase churn from 
competition; 
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 Service: improve customer service, reduce cost to serve customer, reduce the need of 
customer service, increase customer loyalty, reduce waiting time on phone, reduce time to 
resolve customer request 

 

 

 
Objectives must be tangible, measurable and should be achieved by changes implemented by CRM 

project.  
Objectives of CRM implementation should be communicated also to the vendors so that they clearly 

understand the expectations on the solution and can drive their efforts towards the defined objectives. The 
reality however shows that organization either do not define the objectives or do not share them with the 
vendors as they consider it sensitive or just simply do not consider it relevant. The knowledge of objectives is 
very relevant, as during the course of project there are many situations where there are multiple options. Vendor 
will of course decide for the option which is least risky, least costly and still within the contracted scope of 
solution. However knowing what are the objectives, vendor will decide for option also leading towards the 
defined objectives. 

In order to ensure that these objectives will be really considered by the external vendor, they should be 
incorporated into the pricing for CRM vendor services. The recommended approach is to agree with CRM 
vendor to share benefits gained from the CRM implementation. This variable part of the price for 
implementation will motivate the vendor to adjust its efforts to meet these objectives and thus contribute to real 
project success.  

CRM implementation objectives must be set in accordance with the overall marketing strategy of the 
company, its business objectives and plans for the future. Otherwise the implementation will not help the 
company to become more successful in the changing consumer market and will bear only cost without desired 
benefits.  
 
Many CRM projects fail. Why? 
CRM implementation projects are very complex, they span across multiple areas, which provides a large space 
for failure. The statistics published by the research agencies alarmed the market. Some projects fail already 
during the course of implementation, however many of them are said to be finished “successfully”, which means 

completed on time, on budget and including stated requirements, however the failures shows up when the 

FIG. 1: CRM IMPLEMENTATION BENEFITS “VALUE TREE” EXAMPLE 
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implemented solution is operated in real life or when the expected benefits should be realized. All such projects 
are considered as failed as well. 

Why CRM projects fail? Reputable research agency Forrester surveyed executives from 111 large 
companies in North America about their experiences with CRM and one of its finding pointed out that “Driving 

adoption” of CRM was the most often cited difficulty that they ran into with their CRM implementation (an 
obvious correlation with the “resistance to process change”). Other top difficulties included setting objectives, 

defining strategy, and defining new processes. A surprisingly low 10.8 percent reported implementing the 
technology as a leading difficulty, and only 2.7 percent reported difficulty selecting the technology to 
implement. (Zimmerman, 2004) 

AMR in its research “How You Define CRM Success Depends On Who You Are” found a great deal 

of variation in perceptions of value: It varied from user to user, vendor to vendor, and role to role. It found that 
the differences in perception of value led to four possible outcomes of a CRM strategy (Zimmerman, 2004): 

 Project failure: 12 percent of CRM projects fail to go live. 
 System implementation: 47 percent of CRM projects go live, and the technology aspects of the 

project are considered a success, but business change and adoption fail. 
 Process and system adoption: 25 percent of CRM projects succeed in adoption and systems but 

still cannot quantify a specific quantified business benefit. 
 Performance improvement: 16 percent of projects reach the Promised Land and measurably 

influence business performance. 
The numbers show that the major reason of CRM implementation failures lied in missed 

accomplishment of business change expected and not achieved business benefits. Thus, definition of the CRM 
implementation objectives is the most crucial step and at the same time majority of project failures are attributed 
to not meeting them.  
 
Defined business objectives of CRM implementation must react to company business challenges 
Successful CRM implementations define their business objectives, which respond to business challenges the 
company is facing resulting from the current situation on the market, current problems the company is having as 
well as the target state company top management executives envision and formulated in the company strategy. 

Nowadays, the consumer market is changing and this means the biggest challenge for company and 
requires different approach and strategy. Appropriate definition of the objectives for CRM implementation 
aimed to better focus and understand the customers can help companies to succeed even in today market. 
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Abstract 
 
This contribution deals with the analysis and comparison of existing approaches to the measurement of performance 
of clusters and cluster initiatives and with a proposal of a model with differentiation of varied dimensions of 
evaluation of clusters and their performance. It explains why it is necessary to study given problems and which 
factors affect the performance of clusters and cluster initiatives. The relatively short time of existence of clusters and 
often their uniqueness and varied specifics have not allowed up to now to develop and create an unambiguous and 
generally accepted method of measurement and managing of clusters and cluster initiatives. The authors of the 
contribution proceed from the analysis of existing models, define individual dimensions of evaluation of clusters and 
cluster initiatives and propose a multi-dimensional model of evaluation that can be utilized in practice. This model 
based on the interconnection of performance of individual subjects (company-cluster-region/country) as it affects 
their competitiveness and this way it grasps comprehensibly problems  involved in the evaluation of performance of 
clusters, cluster initiatives and cluster policies. 
 
Introduction 
 
Many books, studies or specialized articles have been written about the problems pertaining to the performance 
of companies. There are many approaches, concepts, criteria and opinions as to how to measure and manage the 
performance of companies. However, in the process of globalization many particularly small and mid-size 
companies cannot keep up with the large, often multinational corporations. Unlike large companies they do not 
take advantage of economy of scale, the „dictate“ of the customer or supplier. Therefore, under certain 
circumstances, it may be advantageous for them to join other small or mid-size companies or with large 
companies, and/or with educational or scientific research institutions. In this context reference is made to 
clusters as possible means of increasing the ability of companies to be competitive.  

Porter (1990, 1998) defines cluster as “geographic concentrations of inter-connected companies and 
institutions in a particular field”.  

The definition of a cluster initiative according to „Greenbook of Cluster Initiatives“
i is: „Cluster initiatives 

are organised efforts to increase growth and competitiveness of clusters within a region, involving cluster firms, 
government and/or the research community.“  

The concept of a cluster initiative is also used for designation of a project of a cluster or a cluster 
organization development. Cluster initiatives may have a form of different organizational assemblage including 
leaders of the companies within the cluster, regional and local administrative authorities, representatives of the 
scientific and research community and of universities. Activities and programs that should lead to the growth of 
the ability of a cluster and companies that are cluster members to compete, cluster initiatives directly create 
them and participate in their implementation. A cluster initiative may have the goal to develop a single cluster or 
carry out its policy to enhance the ability to compete by applying it in the framework of a wider national, 
regional or even  international strategy thus supporting more clusters at the same time.   

Companies, which participate in cluster activities, usually want to see if they benefit from the participation 
in the cluster. The management of a cluster should at least know if it is effective in managing the cluster, if the 
strategy and goals of the cluster are correctly formulated and implemented in a proper manner. A good 
government wants usually to know among other things if the support it provides to clusters is beneficial and 
contributes to its goals (e.g. to support the economic growth of a state or a region.), if the cluster policy is 
defined correctly and if the programs used for the implementation of this policy are adequate for the needs and 
bring about desirable effects. Last but not least, it is also necessary to determine if the effects were attained by 
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applying reasonable resources. For different interested parties it is good to know if the cluster is effective and 
which factors influence its effectiveness. 

Currently, the research and the development of methods used for the measurement of cluster performance 
are relatively in their initial stages. The relatively short time of existence of clusters, often their uniqueness and 
different specifics have not helped so far to develop and create an unambiguous and a generally acceptable way 
to measure and manage clusters. On the other hand, it cannot be said that there are no activities dedicated to the 
solution of the given set of problems. 

Within the scope of the questionnaire survey that was part of the project „Measurement and Management of 

Clusters“ financed by the Czech Science Foundation and which was carried out by a research team from the 
Faculty of Management and Economics at the Thomas Bata University in Zlín (2006-2008), clusters and 
supporting agencies were questioned about the assessment of the cluster performance. Here are some of the 
key findings: 

As for the foreign clusters, more than one half of the examined sample gather data about the performance of 
their members in the form of financial data, number of employees, amounts of investments, information about 
products, services, technologies, their market positions.  These are obtained primarily from annual reports and 
project reports. Only one third of the clusters analyze the performance of their members. For the evaluation they 
use rather their own performance standards or standards prescribed by the provider of support. Only two thirds 
of the clusters analyze the performance of a cluster as a whole using own standards or the standards of the 
provider of support. 

In the Czech Republic, two thirds of clusters indicate that they collect data regarding the performance of 
their members mainly in the form of basic financial criteria required by the grant provider. Only one quarter of 
the clusters analyze the performance of their members mainly by means of own performance standards. Less 
than  half of the clusters analyze the cluster as a whole, usually according to the criteria prescribed by the 
agency that provides financial support. Only one third of clusters evaluate the performance of the cluster 
management.  

Less than half of the institutions (agencies) supporting clusters does a certain evaluation of the cluster 
performance, namely most frequently once a year or in connection with the implementation of the specific 
projects. They evaluate different criteria, for example, the sales volume, number of employees, percentage of 
export, percentage of expenses with regard to research and development, number of projects and participating 
members, number of training courses and the number of participants, number of press releases, visits of internet 
pages, the total value of acquired projects during the year. Many belong to the so-called „monitoring criteria“, 

negotiated for the monitoring of grant and supported projects. Other agencies do not evaluate the cluster 
performance for the reason that they do not know what they should measure.  
 
1. Performance of Clusters and Cluster Initiatives  
 
It is difficult to define what exactly is understood under the performance of clusters and cluster initiatives. 
Besides the notion of „performance of clusters (cluster initiatives)“ in various publications and in many 

presentations and events dedicated to the problems of clusters also notions such as „success of clusters (cluster 

initiatives) or „competitiveness of clusters (cluster initiatives)“ etc. appear. 
What can be understood under the notion of a successful cluster? Is that the one that meets its set goals? Or 

is it the one that contributes to the improvement of the economy of the region? Or is it successful because it 
succeeds in implementing many common activities?  

Is it possible, for example, to understand under the notion cluster performance the number of newly 
created jobs or spin-off companies, the image of the cluster or attained market share? Or are we talking about an 
efficient cluster management, which is capable of organizing a large number of joint meetings, training 
programs, projects or lobbying effectively? Do we evaluate cluster performance or effectiveness of the cluster 
initiative? 

Is the cluster competitive, as long as it has competitive companies involved in its activities, or can it be 
judged as such as long as it contributes to the competitiveness of the region? Then, how can we measure the 
competitiveness of companies or of the region? 

The main problem in measurement and management of cluster performance is the practical impossibility to 
separate specific contributions of the companies in the cluster from effects, which would arise without the 
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existence of such cluster, i.e. by independent activity without their cooperation within the scope of forming, 
foundation and existence of a cluster. 
 
2. Existing models and approaches to the performance evaluation of clusters and 

cluster initiatives 
In the last several years a number of models, which attempt to capture the performance of clusters and cluster 
initiatives, was proposed. Here is an overview of the most significant models and concepts, which have been 
published and are accepted by the professional community. 
 
2.1 Porter’s Diamond 
Probably the best known model used for the evaluation of the competitiveness of a company, region or economy 
is the Porter’s Diamond (Porter, 1990), shown in Figure 1. His disadvantages include particularly the absence 
of performance criteria; the model also includes „variables“, which are defined very broadly. However, it has to 

be said that a number of models for the evaluation of clusters, with which different authors work is based 
precisely on the Porter’s diamond.  
 

 
FIGURE 1: PORTER’S DIAMOND (SOURCE: PORTER, 1990) 

 
2.2 Performance model of cluster initiatives 
The Cluster Initiative Performance Model – CIPM was published in 2003 in „The Cluster Initiative 
Greenbook.“ (see Figure 2).  
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FIGURE 2: THE PERFORMANCE MODEL OF CLUSTER INITIATIVES. SOURCE: SÖLVELL, Ö. LINDQVIST, G., 

KETELS, C., 2003) 
 

The performance of a cluster initiative according to this model is affected by the following three basic 
driving factors: 
 Social, political and economic environment of the country 
 Goals of the cluster initiative 
 The process of development of the cluster initiative  
Worldwide research of cluster initiatives published in „The Cluster Initiative Greenbook“ had identified the 

factors affecting the success of the initiatives by means of this model. From the standpoint of the external 
environment the influence on the performance of cluster initiatives has been primarily the trust between the 
public and private sectors, then important decisions on the local (regional) level. It is also positive as long the 
initiative serves the strong and important clusters and clusters with a long history. The competitiveness of a 
cluster is strongly influenced by the selection of goals; it is also appropriate to support innovations and new 
technologies, support export within the cluster, creation of a trademark for the region and providing professional 
training. From the standpoint of the internal processes no distinct influence was found in dependence on the 
selection of an initiator of the cluster and of the provider of financial resources. On the contrary, the 
performance is affected positively by a narrower concentration of the initiative on a specific subgroup of 
participants within the framework of the cluster. To be successful, it is very important to have available a 
suitable set of resources: a sufficient budget, own office and the exchange of experience with other initiatives in 
the same line of business.  Facilitators, as long as they are respected, know the cluster well and have good 
contact network also represent a great asset. Clearly formulated visions and quantified goals are other important 
factors enhancing the performance of the cluster initiative.  

Unsuccessful clusters are characterized by the following features: failure to achieve consensus, their vision 
is not formulated clearly, no quantified goals, the framework does not result from own strength, the facilitator 
has not a strong contact network; not enough resources (insufficient budget, nonexistent office); the cluster 
limits on large companies; one level of value chain, and domestic companies only; absence of building of a 
trademark for the region. The problem of the dependence of a cluster on only few key persons, sometimes even 
on only one person is also pointed out.  
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2.3 Benchmarking of cluster initiatives 
The initiative of Cluster Linked Over Europe (CLOE)ii states the indices proposed by this initiative for the 
benchmarking of cluster iniciatives: 

 Key figures 
o Number of partner companies in the cluster initiative 
o Cumulative turnover of partner companies of cluster initiative 
o Cumulative number of employees of partner companies in the cluster initiative 

 Qualification 
o Number of cooperation projects in the  cluster initiative 
o Number of companies participating in these cooperation projects in the cluster initiative 
o Leverage of cluster initiative (grant compared to investment costs) 

 Joint projects 
o Number of joint projects  
o Number of companies involved in cooperation in the framework of these projects 
o Financial strength of the cluster initiative (comparison of the amount of grants with regard to 

capital expenditures) 
 Other indices 

o Proportion of SMEs  in the cluster 
o Number of visits of companies within the framework of the cluster initiative 
o Number of the institutions engaged in the cluster initiative 
o Proportion of public financing of joint projects 
o Proportion of public financing of the cluster initiative 
o Number of analyses performed with the concentration on customer satisfaction within the 

framework of the cluster initiative 
These indices should be evaluated regularly, namely at least once a year. Monitoring should be carried out 

by the use of a questionnaire. 
Indices from the project CLOE represent a reasonable compromise of rather quantitative evaluation of 

assumptions and driving forces; however, it does not go too much deep, i.e. tracking of impacts of joint 
activities, such as innovations, strengthening of export and the like. 
 
2.4 Projects of mapping and investigation of cluster development implemented by the group of M. Porter  
One of the most significant initiatives, which investigates clusters and their development is the „Institute for 

Strategy and Competitiveness“ at the Harvard Business School (HBS). The group, lead by Michael Porter, 

carried out an extensive research mapping clusters operating in the USA and also in the rest of the world with 
the titles „The Cluster Mapping Project“ and „The Cluster Meta-Study“. 

In The Cluster Mapping Projectiii detailed data were pertaining to the geographic location and performance 
of individual lines of business in the USA. The data were analyzed on several geographic levels and divided into 
three basic groups – overall economic performance of the region, composition of the regional economy, and 
cluster competitiveness. It is possible to utilize the data for the identification of the most prominent clusters in 
the region; for the comparison of position of clusters in different regions; for understanding of the key factors 
that affect the competitiveness of clusters and regions expressed, for example, by the level of incomes in the 
region, growth of employment, number of patents and the like. 
 The goal of The Cluster Meta-Studyiv was to arrange data from existing publications, which deal with clusters 
with the orientation on geographic location, economical characteristics of clusters, the reasons for their 
competitiveness (or lack of it) and the regularity of their development in the course of time.  
 
2.5 Evaluation of clusters according to the Canadian NCR 
Another model dealing with the cluster performance was introduced by the Canadian National Research 
Council (NRC).  

The NRC approach consists of two main parts - curent conditions and current performance. Current 
conditions break down into three main areas measuring the strength of the organizations handling the support 
of clusters (including NRC), competitive environment of customers and competitors and the competitive 
environment of the cluster itself, which influences all areas (availability of a highly qualified labor force, 
entrepreneurial environment,...). Current performance also breaks down into three areas, which measure the 
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cluster significance and takes into consideration the number and size of key companies in the cluster; spreads 
their responsibilities and their grasp of distant markets, interaction of subjects within the cluster and with other 
subjects outside the cluster;  and cluster dynamics tied in with innovations and growth.  

Even here, it is important to realize that in this model there is a temporal disproportion between the 
conditions and performance because current conditions affect future performance and current performance 
results from past conditions.  

 
FIGURE 3:  CLUSTER MODEL (SOURCE: CASSIDY, DAVIS, ARTHURS AWOLFE, 2005) 

 
2.6  British approach to the evaluation of clusters 
Another model for the evaluation of clusters was introduced by the British Department of Trade and Industry in 
the study titled „A Practical Guide to Cluster Development“

v. Successful clusters according to this study are 
those, which: 

 Have strongly anchored networks and relationships, trust and interpersonal relationships are greatly 
developed and the social capital of the cluster is on a high level. 

 They are innovative and their managers know how to support innovation process by means of  the 
stimulation of networking and sharing of ideas, utilizing  the cooperation with research institutions and 
universities. 

 They are capable to generate a strong skills base.  
The tree factors are supplemented by additional four factors that contribute to a successful growth of a 

cluster:  
- An adequate physical infrastructure, 
- The presence of large firms, 
- A strong entrepreneurial culture, 
- Access to financial resources. 
The study states that there are great many factors, which are complementary in a successful growth of 

clusters. These are factors, which can help individual companies, but are not unequivocally oriented towards 
clusters.  

By that it is recommended which areas should be measured, which means it focuses on the critical factors 
for the success of clusters; to that belong areas and partnership, research development and innovations, human 
resources and of course it is important to monitor their effect on the performance of the economy.  

The selection of criteria for performance should depend not only on the nature of the cluster and 
implemented interventions, but also on the overall purpose of the policy. An important point here is setting the 
target values of individual criteria. The targets should be specific, measurable, attainable, realistic and timewise 
defined. 
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The specific framework for the measuring of cluster performance proposed in this study is shown in 
Figure 4. This approach is certainly not exhaustive but it contains a proposal for standards that could be utilized 
for the measurement of cluster performance.  

 
 
FIGURE 4: THE FRAMEWORK SUITABLE FOR THE EVALUATION OF CLUSTER PERFORMANCE (SOURCE: A 

PRACTICAL GUIDE TO CLUSTER DEVELOPMENT, DTI, 2003) 
 
2.7 The approach of Scottish Enterprise (SE) to the evaluation of cluster performance 
 
A model of the evaluation of clusters is also being formed in Scotland, where it reacts to the priorities of the 
governmental economic strategy. Innovation support is often focusing on individual or groups of companies and 
helps them to improve their internal capabilities – technologies, financing, ... However, the companies do not 
exist in isolation, but also the external entrepreneurial environment significantly affects the growth of 
companies. For their growth, it is necessary for them to exist in a good quality entrepreneurial environment. SE 
identified the following external factorsvi: 

 money(financial capital), 
 people (human capital), 
 things (physical capital), 
 know how (intellectual capital), 
 global positioning (market capital), 
 growth of networks (social capital). 

 
2.8  Cluster benchmarking model 
Another possible approach to measuring cluster performance  represents the project dubbed „The Cluster 
Benchmarking Project“vii, implemented by Nordic Innovation Centre in Norway. Its goal was to develop an 
internationally standardized tool for the analysis of cluster development and of success of specific policies for 
the support of cluster growth in individual countries.  

The authors of the project ask the following questions: 
 What clusters do I have in my region/country? And which of these clusters drive signifi cant 

wealth creation and innovation? 
 How do these clusters perform relative to other clusters in the country – and leading clusters 

in other countries? 
 What drives the different performance of clusters? 
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 Are there specific actions that my region/country can take in order to positively aff ect the 
performance of the clusters?  

The logic of the cluster benchmarking model is clearly outlined in Figure 5. It monitors three types of  
performance indices: 
 data pertaining to the results of the cluster, in the sense of the importance of its influence on the 
national or regional economy, 

 data pertaining to the performance of clusters, which focus on the measures of internal growth of the 
cluster, 

 data pertaining to specific external conditions of a cluster.  

 
FIGURE 5: CLUSTER BENCHMARKING MODEL INCLUDING EXAMPLES OF CRITERIA (SOURCE: ANDERSEN, 

BJERRE A HANSSON, 2006) 
 
2.9 Report on the cluster competitiveness 
The attempt of the Clusters and Competitiveness Foundation (Fundació Clusters i Competitivitat) – an 
independent foundation utilizing the cooperation of Michael E Porter and Government of Catalonia is also 
interesting. This foundation published  The Cluster Competitiveness Reportviii.  The report was produced with 
the aim to reduce the lack of information about the cluster performance. It is a tool for the measurement of 
performance and competitiveness of clusters. It should help the representatives of governments and to 
companies to understand their position, and serve as a guide for the appraisal of the strategy and provide an 
extensive source of information for researches of this subject. Information about clusters is obtained by means 
of an on-line questionnaire, which is completed for individual companies and institutions within the cluster. 
Then the information is analyzed and used for the preparation of a report, which is sent to each client. 

What does this report provide? 
For the regional government, development agencies, cluster and industrial associations: 
 complex understanding of a cluster, 
 rigorous evaluation of strong and weak points of a cluster, 
 objective assessment of areas, which could lead to improvement, 
 guideline for the determination of specific and measurable targets for the introduction of new cluster 

programs and verifications, if they were attained, 
 objective instrument for the evaluation and measurement of cluster policy. 

For individual companies: 
 A neutral assessment of a cluster, which help to understand the areas that help improving not only the 

performance of the individual company, but also of the cluster. 
 guidelines for the change of their strategy, 
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 an improved entrepreneurial environment, 
 objective sources of data, which support a constructive communication with regional institutions; this 

makes an improvement of mutual relationship possible, 
 within a long-term horizon, a comparison of clusters in the same line of business. 

 
2.10 Global initiative of cluster mapping  by MONITOR Group  
Monitor Group is a private company in the founding of which in 1983 also participated Prof. Michael Porter. 
The company gathers microeconomic data from more than 50 national classification systems and covers more 
than 93% of world economies from the point of view worldwide creation of GNP.  

Thanks to the data files collected globally over a long period of time, on the basis of statistical data and 
questionnaire research the company, within the scope of its global cluster mapping initiative, it is capable to 
react on analytical and benchmarking needs of clients on national, regional and cluster levels. The analyses and 
benchmarking are then utilized by the clients of Monitor Group as entries for the definition of policies and 
measuring of progressix. 

 
3. Proposal of a multidimensional model for complex evaluation of clusters and cluster 

initiatives 
 
When we recap the most important facts from the research among clusters and from the analysis of existing 
models, the following statement can be made: 

- As yet, there is not too extensive experience with measuring of cluster performance and neither is there 
a generally accepted standard model for the measurement of cluster performance. However, from the 
history of development of different models and concepts it follows that it is not possible to „prescribe“ 

a standard, and that models, tools and methodologies in a way compete for utilization and reference on 
the part of those, who apply them. 

- Porter’s model is very often accepted for the proposal of models; it is further adapted to conditions, for 
example to knowledge economics, emphasizing the relationship between knowledge, innovations and 
economical results. 

- There is a strong effort to establish an international cooperation, which would contribute to the 
development of a model suitable for the evaluation of the performance of clusters and of entry 
conditions (and would also deal with relationships between them). A standardized approach to the 
evaluation of performance should be defined in such a way that an international benchmarking would 
be possible.  

- The most frequent problem of models is that they attempt to link together the influence of many 
different factors of and views on the performance evaluation of clusters. This sometimes causes that 
these models have a problematic practical utility.  
In this part of the contribution our own systematic view on the measurement and management of 

cluster performance will be introduced and an effort will be made to distinguish different dimensions of the 
performance evaluation.  Several dimensions, which mutually correlate and which have to be considered from 
the standpoint of evaluation of clusters are distinctly illustrated in Figure 6.  

1874



 

FIGURE 6: INTERCONNECTION OF PERFORMANCE OF INDIVIDUAL SUBJECTS COMPANY-CLUSTER-
REGION) IN  IMPACTS ON COMPETITIVENESS (SOURCE: OWN TREATMENT) 

 
From the illustration it follows that it is necessary to focus on the following areas of evaluation:  

1. Evaluation of performance of individual subjects involved in the cluster activities (particularly member 
companies), 

2. evaluation of effectiveness of individual activities implemented in the cluster, 
3. evaluation of the performance of the cluster as a whole, 
4. evaluation of the effectiveness of the management of the cluster (cluster initiative), 
5. evaluation of the cluster policy of a  region/state (and its „performance“). 
The concept of measurement of cluster performance (cluster initiative) in a complex interpretation is 

depicted by Figure 7. 
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FIGURE  7:  CONCEPT OF MEASURING THE CLUSTER PERFORMANCE  (SOURCE: OWN TREATMENT) 
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Data necessary for the measurement of cluster performance 
In order to evaluate the cluster performance, it is necessary to have necessary data available. For the analysis, 
official statistics, qualitative interviews with individual subjects from the clusters and also questionnaires 
designed for the purpose may serve the purpose. All these means are on the one hand valuable, on the other 
hand they contain some limiting components. 
Internal data from the individual companies in the cluster 
For (particularly economic) evaluation of performance of individual subjects in the cluster or evaluation of the 
effectiveness of its individual activities, it is appropriate to have accounting data from individual companies 
available. Here it can happen that the accounting data do not correspond fully to the actual state, for example the 
economic result can be influenced by the heterogeneity of accepted accounting policy, it can contain returns and 
expenses, which are not produced by the main activity of the company or result from extraordinary events and 
the like.  
Official statistics  
Statistics are relevant to the evaluation of the cluster performance (for example data pertaining to investments to 
research and development and innovations, human resources, patents, ...), but these indices alone do not lead to 
the understanding of processes, which are essential for understanding the state and performance of a cluster.   
Interview 
Clusters can be studied by the use of the opinion of experts, self-identification or other qualitative techniques, 
including detailed interviews of cluster members. The completed interviews can provide a rich view of the way 
cluster function. Unfortunately they rest on opinions, which are subjective; neither do they generate quantitative 
results.  
Questionnaires 
Questionnaires are often used for the analysis of clusters. They cannot be complex; they only contain a certain 
fraction of information. The lack of standardization of questionnaires means that questionnaires cannot be 
compared to the results from other studies, which certainly is their disadvantage.  

Each of the above-mentioned approaches (official statistics, interview, questionnaires) has its own 
strengths and weaknesses. The selection of suitable criteria for the measurement and management can be 
influenced by the ease of the type of information that can be obtained from it. The combination of all resources 
can help obtaining a complex picture of the state and development of a cluster. However other methods of 
research could be used; depending on the selection done by the researcher or the research team.  
 
Conclusion 
 
Research and development of the methods dealing with the measuring of cluster performance is still in its initial 
stages. The relatively short time of the existence of clusters, often their uniqueness and varied specifics are some 
of the reasons why it has not been possible to develop and create an unambiguous and generally accepted way to 
measure and manage the performance of clusters. There are number of models for the evaluation, which 
emphasize different conditions for the development and increase of the performance of clusters or cluster 
initiatives. The authors of this contribution have paid particular attention to the definition of all dimensions, 
which have to be considered and measured and proposed a complex, multidimensional model for the 
measurement of cluster performance. The model contains: 1. evaluation of performance of individual subjects 
involved in the cluster activities (particularly member companies); 2. evaluation of the effectiveness of 
individual activities, implemented in the cluster; 3. evaluation of the cluster as a whole; 4. evaluation of the 
effectiveness of the management of the cluster (cluster initiative); 5. evaluation of the cluster policy of 
region/state (and its „effectiveness“). This model proceeds from the interconnection of performance of 

individual subjects (company-cluster-region/state) in the impact on competitiveness and by that it approaches 
the problems of performance evaluation of clusters, cluster initiatives and cluster policies in a complex way. 
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Abstract 
 
This paper describes the influence of industrial cluster that facilitates a firm to expand and enhance its level of 
performance by accelerating the regional development. It shows that cluster strategies have the potential to pick up 
the pace of regional economic growth. In today’s global economy cluster strategies play a vibrant role to meet the 

global challenges by boosting the human capital. An industry cluster is a group of firms, related economic actors, and 
institutions that are located near one another and that draw productive advantage from their mutual proximity and 
connections. It is the key to understand the performance of regional economies and the competitiveness of individual 
firms. Research shows how small enterprises are enhancing their competitiveness by joining cluster in order to 
convene global trend, to gain competitive advantages and to achieve better performance than earlier. This paper tries 
to focus that how industrial clusters speed up the regional economic growth and performance of a firm by 
heightening the human capital. 
 
Introduction 
 
Today‟s economic environment is focused by inter-firms networks, which has become the powerful instruments 
to build the economic capacity for regions in turn to compete in the global market place. In this day and age, 
industry clusters are renowned for playing a substantial role both in regional economic development and in 
improvements to quality of life over and above to improve human capital. The aim of this paper is to investigate 
how the influence of industrial cluster heighten human capital to tackle the issues of de-localization, 
decentralization and cluster development as a strategy for urban regeneration. In short, clusters are a common 
certainty in all economies and have conventionally been equated with cities. As a result of economic reforms 
and globalization it has been pragmatic that there is a growing specialization and concentration on clustering of 
industries, in response to increase the competition and outsourcing. Therefore industry clusters comprise groups 
of firms that share common suppliers, distributors and know-how and find advantage in a specific geographic 
location. On the basis of such insights, this paper suggests theoretical proposal, supported by practical evidence.  

Industrial clusters have become a very important topic in international economic and business studies. 
Research on clusters of small and medium industrial enterprises in developing countries is increasingly focused 
on the determinants of long-run competitiveness. This paper develops a conceptual framework to analyze this 
issue. It builds upon, and links up, research about collective efficiency in small-industry clusters and literature 
about achievement of technological competence in development. It identifies the different agglomeration 
advantages that commonly occur in industrial clusters and then examines the ways in which these advantages 
may boost up human capital within firms in a cluster. In this paper to make the assessment the theoretical 
approach from literature about clustering, agglomeration advantages and technological development from 
developing and advanced economies are combined [1, 2]. 
 This study tries to focus on how the different factors of industrial cluster can boost up the human 
capital and hasten the regional growth, which is crucial in determining national and industrial competitive 
advantage. Through literature review it demonstrates that industrial cluster has a great effect and impact to enter 
in a global business environment, not only for competition between individual companies and supply chains, but 
also among companies in regional clusters. This study considers four important interactive dimensions of 
industrial competitiveness: manpower, technology, chance and Government. Where all these factors are inter-
related and have a positive effect on that enable companies to be competitive and also a region to be 
competitive.  
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The Emergence of Industry Cluster 
  
To analyse what is meant by industry cluster? The first notion that capture our mind is the recent study of 
regional economic development has largely depict on two theoretical assembles. Out of them one is “industry 

cluster” and the other one is “systems of innovation”. The literature on industry cluster may be traced back to 

Alfred Marshall‟s identification of external economies in “localised industries”. According to Marshall, external 

economies attract firms to an area where resources are easily accessed and better information is readily 
available. On the other hand Porter, identified two important characteristics of clusters are as follows: (1) 
Clusters do not take the same forms across nations and (2) Clusters tend to develop at a regional level [3]. 
 Hence, business networks, or „Industry Clusters‟ are groups of parallel or related businesses who set up 

arrangements or association to increase competitiveness, accelerate business growth, economic growth of a 
region and work closely to identify common issues, new market opportunities and develop new opportunities to 
boosts up the human capital and come across solutions to common problems such as a lack of skilled manpower, 
lack of market opportunities for small and medium enterprises, lack of technological upgradation and gaining 
better access to global markets. „Industry Clusters‟ are being clinched by companies to compete collaboratively, 
to gain competitiveness to enter in to the global market [4]. 
  The main aspire of cluster are as follows: 
(i) To bring together the similar companies located in geographical regions, 
(ii) To develop initiatives,  
(iii) To promote growth. 
 According to Porter [5-7], an industrial cluster is a geographic cooperative group that includes 
suppliers, consumers, peripheral industries, governments, and supporting institutions such as universities. Porter 
argued that cluster strength is based on several interacting factors that are grouped into four headings, and 
arranged in a four dimensional diamond metaphor: firm strategy, structure and rivalry; demand conditions; 
related and supporting industries; and factor conditions. This industry cluster concept has evolved over more 
than four decades and become enormously successful in New Zealand, Europe, India and the United States, 
where industry cluster took the initiatives to demonstrate a significant result in developing skills, knowledge 
among the existing members within the companies, establishing new markets and attracting investment and 
other business prospects to the region. 
 
The Influence of Industrial Cluster on Regional Growth 
 
Prior entering in to the topic of how industry cluster can enhance the economic development of a region, we can 
have a look of different researcher‟s views and statements about industrial cluster and its effects on regional 
development. Nevertheless, Hill and Brennan [8], define an industrial cluster as a system that causes component 
firms and institutes to generate higher unit earnings and more efficient operations owing to innovations 
stimulated by intense competition and cooperation within clusters. Beside theses, Hill and Brennan also propose 
another composition for an industrial cluster grounded in five elements such as: driver industries, technology, 
labor, consumer industries and, supplier industries [9].  
 On the basis of aforementioned discussion, it can be said that cluster come into sights to accomplish 
two important functions that has great influence to escalate the human capital as well as to accelerate the 
regional growth are as follows[10]: 
(a) Through cluster- competence is built over time in the course of interactive learning demanding proximity 
and there are increasing returns in the production and use of knowledge 
(b) Through cluster - competence is localized – some of the knowledge is tacit and cannot easily be separate 
from the cluster - it is embodied in people, organizations and networks. Therefore the key way to understand the 
emergence of cluster is to understand the importance of learning and knowledge creation in the economy, which 
is relevant for what we call low level as well as high level technology areas. Clusters develop regional proximity 
among firms and promote learning and competence building. They will attract similar and related firms because 
they want to exploit the common knowledge base and take part in the interactive learning that takes place.  
 From the below mentioned Fig.1 we can see how high quality human resources, technological 
knowledgement, the infrastructure of transit and communication, government‟s guidance and the chances 

available has a great influence to strengthen the competitive advantage and to increase the regional development 
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FIG.1: THE INFLUENCE OF INDUSTRIAL CLUSTER [11] 
 

 In relevance to the above reference Fig. 1 and also to enter in to the competitive environment 
companies realizes the significance of cluster. In this consequence it is important to view what Carrie [12] notes 
- that the emergence of cluster is a new form of competition that could contribute to companies to be in the 
competition between regional firms, to achieve the global activities as firms relied primarily on time-to-market 
advantages to maintain competitive advantage. Carrie, defines clusters as networks of companies, their 
customers and suppliers of all the relevant factors, including materials and components, equipment, training, 
finance, etc. He also mentioned that clusters are a form of virtual enterprise, and, furthermore, some components 
of clusters can serve several industries and be members of several clusters; therefore, the field of industrial 
clusters is generally larger than that of industry, and it can seize the connect point among factories and 
industries, complement, spillover effect of technology, technological competence, information, marketing and 
demands of customer. Gary [13] makes a note of the following species of industrial clusters such as: relations 
between buyer and supplier, competitor and co-operator, sharing resources jointly. At last one of the prime 
conditions of industrial cluster formation include picking up the pace of human resource quality, technological 
knowledge, capital, faultless infrastructure and foundation of technique and speed up the regional growth [11]. 
 
Industrial Cluster and Competitiveness  
  
In association with our earlier discussion it is to be noted down that Competitive advantage is a frequently used 
phrase in the age of industrialization. In today‟s dynamic business world, competitive advantage become 
remarkably important to a firm, as Porter mentioned that competitive advantage lies at the heart of a company‟s 
performance in competitive markets. While a company‟s competitive advantage can derive from numerous 
sources, like lower cost, superior services or products. On the contrary, to achieve competitiveness companies 
must require certain distinct activities that can facilitate a company to create a sustained competitive advantage. 
To accomplish a more explicit thought about competitive advantage and inter- relationship between industrial 
clusters can be observed through numerous researchers note. 
 Regarding this burning topic numerous researcher‟s has different point of view of industrial cluster as 
we can outline that, according to Bruun and Bennett [14], companies are extending the application of their 
knowledge through technology transfer and technology upgradation. In another way Lin B-W [15], also pointed 
out that firms in developing countries with limited R&D resources achieve sustainable competitive advantage 
through technology transfer, i.e. through networking and clustering. Technology transfers make possible 
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companies, to build up a strong relationship between corresponding companies that facilitates the formation of 
industrial clusters and improves competitiveness. Beside these, Dayasindhu [16] illustrates, that the actual 
purpose of industrial clusters is to achieve global leadership vis-à-vis competitors, and make their constituent 
organizations globally competitive. Other than the above mentioned all researcher‟s point of view Porter [6]  
raised a very vital summit that companies can achieved competitiveness, in three ways: (a) increasing 
organization productivity; (b) driving the direction and pace of innovation; and, (c) stimulating new 
organizational institutional growth. 
 Porter developed the notion that innovative industrial clusters are integral to export earnings and the 
generation of national competitive advantage. Porter‟s Industrial Cluster Theory (ICT) [17] argues that regional 
growth and a nation‟s industry will be internationally competitive if there exists a synergistic interrelationship 
between the four important variables that are collectively known as the Diamond Factor Model: „Factor 

Conditions‟; „Local Demand Conditions‟; „Related and Supporting Industries‟; „Firm Strategy, Structure and 

Rivalry‟; and the two influencing roles of „Chance Events‟ and „Government‟.  
 

 
 

FIG.2: PORTER‟S DIAMOND FACTOR MODEL [17] 
 
 From the above mentioned fig.2. it shows that within the clustered network of firms, there exists some 
types of scale or scope of economies through which the industrial cluster can develop an internationally 
competitive advantage. The role of government knowingly enabled the awareness of the synergies of both scale 
and scope that are inherent to the region‟s natural industry. Where this government role facilitate to advance the 
diamond factors by developing the „firm strategy, structure and rivalry‟ and the „Factor Conditions‟ enjoyed by 

the cluster firms. As a result of close geographic proximity, the individual firms were better able to 
communicate and coordinate their interrelated production and training activities, as well as can allow them to 
access the advanced and specialised infrastructure that were developed by clustering.  
 Alternatively from the below mentioned, fig.3, we can take a glimpse and make it more clear about the 
role of „government‟ and „chance events‟. As demonstrated in the fig.3, the key to an effective government role 
centers on the timing of its policy initiatives and the changing life cycle needs of the industry cluster. Similarly, 
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„chance events‟ are incorporated into the adapted model, and although they are represented here as an important 
variable, their occurrence is not considered essential to the development of internationally competitive industrial 
clusters.  In its place, „chance events‟ are characterized as occurrences that serve to initiate industrial clustering 
activities. On the other hand, the region‟s store of social capital is also incorporated with all the five factors of 
diamond model. In this model the variable represents the set of intangible economic assets that are possessed by 
a region‟s labour market, which may also serve as a basis for the formation of the regional economy‟s 

internationally competitive industrial clusters.  
 

 
 

FIG.3: PORTER‟S DIAMOND MODEL FOR REGIONAL GROWTH [17] 
 
Influence of Industrial Cluster facilitate the flow of Human Capital 
  
In association to our earlier discussion, it has been overviewed that the economy of today is increasingly 
deemed the knowledge-based economy, i.e. the skills and abilities of human capital which can be considered as 
one of the most important resource and learning process. According to researcher Baptista and Swann [18], 
Bergeron [19], companies within the industrial clusters or regions are more likely to innovate than other 
companies, as the chances of brim over of technological knowledge is more. Additionally, Porter [6] says that 
industrial clusters facilitates organizations in making more informed decisions about location selection, fostering 
productive social relation ships in those locations, and working with other constituents to nurture the cluster. 
 Currently in our later part of this paper we will perceive the way manpower, i.e., human capital flows 
with the influence and effect of industrial clusters. Where it is has been noticed that human resources are an 
important factor of forming industrial clusters. Numerous professionals have undoubtedly been gathered for 
knowledge resources within clusters. Therefore, R&D institutions like universities and public and private 
research centres play significant roles in providing multi-ways of personnel training, thus satisfying the 
requirements of specialized training, education, information and technology support. By improving human 
resource quality and advances in entrepreneurial innovation ability, the competitive advantage of industry is 
promoted, opportunities are created for new industries, and the attraction of industrial clusters is increased.  
 Thus to analyze the several factors in fig.4, of how the positive reactions of human capital flows 
continuously by the influence and effect of the industrial cluster, at first we need to explain the factors such as: 
demand of professional persons, number and quality of research institution, knowledge resources, need and way 
for professional training, quality of human resource, chances of getting high quality human resources, raise 
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entrepreneurial technological level, develop entrepreneurial innovative capability, Competitive advantage, all 
these factors can enhance the scope of new business opportunity that has a great impact in today‟s business.  
 

 
FIG.4: THE INFLUENCE OF INDUSTRIAL CLUSTER BOOST HUMAN CAPITAL 

 
 Regarding the demand of professional person in fig.4, we can say that present situation in the 
enterprises raise the demand of specialised professional employees in order to get a better performance that can 
facilitate the growth of a new form. Simultaneously this factor lifts up to induce another factor, i.e. 
establishment of research institutions to enhance the number of specialised personnel‟s to meet the global 

challenges. As in order to meet the global challenges companies need knowledgeable people. Where as within 
the cluster the chances of knowledge spill over is more. In another way knowledge may flows in two ways 
either inflows or outflows. Inflows mean when the knowledge of an employee is sharing within the company or 
a firm, where as outflow of knowledge mean when the knowledge of an employee is sharing outside the owner 
company. But both have its positive and negative effects. But the probability of positive effect is higher than the 
negative effect to raise the sustainability and competitiveness of a company. Now the question arises how a 
company can have such knowledgeable people. And there occurs the need for giving professional training to the 
employees who needs professional training. In this process the possibility of having a quality human resource, 
chances of getting better highly qualified people within the company that may lead a firm to increase its 
technological level. As technology is also another essential key factor influenced by industrial clusters. Within 
the cluster technological progress reduces costs and benefits both competitiveness and profitability. 
Opportunities for cooperation increase among firms so as to expand the scale of production.  
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 It is to be noted that effect of industrial cluster raised the demand of professionals. To fulfil the demand 
there arise the requirement of opening number of research institution. Though professional demand is restricted 
on personnel training speed and the number of research institution is also limited by restriction on government's 
resources, still the „event of chance‟ factor of Porter‟s diamond plays a vital role along with government. In 
short, it can be said that the above mentioned fig.4 will give us a more vivid illustration of how manpower 
flows. Consequently manpower flows like: It begins with the industrial cluster effect and uses human resources 
as the main field, such as professional demand, channel and speed of personnel training, number of high quality 
human resources, etc. and thus expands the industrial cluster effect. 
 
Conclusion 
 
In this economic map of the world sustaining and surviving is depending on different strategies that keep on 
moving rapidly to be in track of global competitive trend. Therefore it can be said that clustering can also be 
considered as one of the strategy and a new form of competition to become a global competitive leader. Where 
as industrial clusters result from the geographic locations of industries. Additionally, the technology spillover 
effects and knowledge within clusters benefit the formation of new technology and knowledge of firms. 
However, the industrial cluster effect is affected by various factors. This study demonstrated the discussion of 
the influence factors of industrial cluster effect based on the dynamic manpower, technology spill out, role of 
government and chance.  Hence, the prime contribution of this study is to highlight the importance and 
influence of industrial cluster that has been elaborated through various models and diagrams. Precisely it is to be 
note down that though in this study the main emphasis is given on the importance of human capital and regional 
development, still we cannot ignore the other related important factors that enable a nation for economic 
development. This study mainly tries to focus that sustaining innovation and strengthening knowledge 
management may cause the enterprises maintain competitive advantage by boosting up human resources and 
accelerating the regional growth. On the other hand it can be recommended that clustering could be a very 
lubricating and sophisticated phenomenon for small and medium enterprises to enter in the competitive world as 
well as to be in the competition. 

Though there are several factors existing to gain the competitive advantage, here in this paper it has 
been showed that today‟s competitive pressure realizes the importance of intangible asset, i.e. human capital as 
one of the prime object and as a result of it demand of professionals arise that enable companies to achieve 
competitiveness and enable a nation to uplift its regional growth. So at last but not the least it is recommended 
that, “Companies wish to join cluster, if they wish to achieve competitive advantage faster”. 
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Abstract 
 
Clusters are becoming a modern way of cooperation of both profit and non-profit organizations. Successful clusters 
enhance the efficiency of individual companies and drive the economic development in many countries. However, 
successful development of the cluster depends on its effective management. Each cluster, as well as each company and 
institution, has to be managed in a appropriate manner. This paper deals with “good practices” which can be used on 

management of clusters. Identification of good practices is based on results obtained from a survey among cluster 
managers using questionnaires and interviews from clusters in the Czech Republic and abroad.  

 
Introduction 
 
Clusters have become the focal point of many new policy initiatives in the last few years, in Europe as well as 
elsewhere around the globe. Michael E. Porter [9] defines clusters as “geographically proximate groups of 

interconnected companies and associated institutions in a particular field, linked by commonalities and 
complementarities”. Successful clusters offer to the participating companies many concrete benefits in the form 
of economies of scale and reduced costs, increased speed of transfer of information and technologies, and 
enhanced innovation potential. Additional potential benefits are increased power and voice of participating 
smaller companies, and stimulation of the government to invest into the specialized infrastructure as well as the 
possibility of an effective interconnection and partnership [4], [7], [8]. 

Worldwide, there are many clusters; each of them is unique and differently successful. Clusters have 
different characteristics as to their own history, participants, relationships, personalities, goals, activities, strong 
and weak points, ambient conditions etc. However, functional clusters exhibit certain common characteristics 
and it is possible to discover the key factors, which greatly affect the process of their development. Yet the 
degree of impact is always depending on the specific conditions for a given cluster; these conditions can be 
external and/or internal. 

The Faculty of Management and Economics at the Tomas Bata University in Zlín, Czech Republic in 

cooperation with a number of other organizations in the Czech Republic and abroad was actively engaged in the 
project that has studied the subject of measuring and management of cluster performance. The financial support 
for the project was provided by the Grant Agency of the Czech Republic (Project No. 402/06/1526: “Clusters 
Performance Measurement and Management”). The time span allotted for this project was from 2006 to 2008.  

During the work on this project, an extensive research of clusters and cluster initiatives was carried out.  
This research was done principally by means of enquiry using questionnaires and by structured interviews with 
managers of selected clusters in the Czech Republic (CR) and abroad. The questionnaires were sent to contact 
addresses of approximately 530 clusters worldwide in March 2007. Each questionnaire contained questions 
pertaining to the basic characteristics of a cluster, its history, structure, managerial groups, carried out activities, 
methods of managing, financing etc. A total of 46 completed questionnaires were received from foreign clusters 
and 20 from clusters in CR. Within the scope of the research 15 structured interviews of managers of Czech 
clusters and 5 interviews of foreign managers were carried out. Detailed information about founding and gradual 
development of clusters, cluster financing, current experience with cluster management, upcoming projects and 
opinions about the possibilities of increasing the performance of clusters were obtained. 

 
1. What affects the successful development of a cluster?  

 
The results from the research have shown that the most significant aspects of decision-making and 
management leading to a success of a cluster perceived by foreign cluster managers is a high-quality 
management with clearly defined goals, clear cluster vision and strategic plan; additionally mutual trust of 
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members, willingness to cooperate and member involvement are additional factors mentioned. At the same time 
they add that the quality of established relationship and regular communication are important. The opinions of 
Czech cluster managers are very similar. They also consider a high-quality management, active involvement, 
enthusiasm, trust and willingness to cooperate to be important aspects of the cluster success. In addition, they 
point out the importance of the personality of the manager or chairman of the cluster and personal contacts 
between the management and cluster members. It is evident that the personal dimensions of a cluster play 
definitely a very important role in its successful growth.  

Another area of decisions, which according to their opinions affect the success of a cluster, is the way 
how it is financed. The importance of securing financial means for the growth of a cluster is stressed by 
managers in general; in the case of Czech clusters this being in the form of promise of receiving grants from 
public resources (OPPP Klastry). For that, building good relations with the public sector is critical. 

It is interesting that a number of Czech clusters consider the presence of a dominant (strong) company 
as one of the key factors. They value its role mainly in the possibility of financing mutual projects and as a 
natural leader of the cluster. For some Czech clusters the leading role of a university particularly for initiation of 
a cluster is typical. The successful finishing of the mapping phase of a cluster, that is, recruitment and 
motivation of future cluster members is also an asset.  

The results that the clusters have already achieved are also closely connected with the aspects of 
management and decision-making and are considered to be their success. Besides the individual implemented 
mutual projects the cluster managers consider primarily the creation of functional environment of cooperation 
and mutual trust among members as the cluster success. Another positive result is building up of an 
informational and communicational platform, which improves the access of the companies to information and 
supports the exchange of experience and know-how. The acquisition of financial resources for projects, e.g. in 
the form of grants or risk capital (mainly in foreign countries) is also counted as a success of the cluster. 

For the Czech clusters, which are currently in the initial phases of their growth, it is typical that they 
regard above all the first results associated with the founding of the cluster, its formalization and with the 
adjustment of the principles for its function. Furthermore, they highly regard the interest of other companies to 
become cluster members. The Czech clusters also attain the first successes with the implementation of mutual 
projects, such as joint purchases, joint production and common activities in the area of the development of 
human resources or marketing activities. 

On the other hand identified key factors for the successful growth of a cluster are tied in with problems 
listed by cluster managers. The key factors, which the individual clusters cannot control to their own advantage 
become logically evident as distinctive problems obstructing the successful development of a cluster. The most 
significant restraint of the growth of a cluster turned out to be a shortage of financial resources combined with 
the problem of advance financing of joint activities. This problem is amplified by bad experience of some Czech 
clusters with acquisition of grants from public resources for cluster mapping and development (OPPP Klastry). 
Specifically this concerns poor clarification of conditions and their changes, the methodology of eligible costs 
prolonged administration of submitted projects and requests for payment of grants and lack of experience of 
project managers of the grant providers. Similar problems plague even some foreign clusters; they complain 
mainly about bureaucracy connected with the financing of projects from the EU resources. 

Problems may be also caused by a personnel staffing in the cluster, such as shortage of qualified 
employees, for example. Major issues causing such limitations are passivity of the member companies, their 
distrust, and unwillingness to cooperate and/or to find time for cluster activities. Some clusters mentioned also 
problems caused by poorly defined goals and poor implementation of strategy. An obstacle to the growth of a 
cluster can also be the search for common interest and spheres of mutual activities for the reason of large 
diversity of the companies in the cluster. 

 
2. Good practices suitable for cluster management 
 
In the subsequent part of this paper tips are given for good practices that proved to be successful in many 
clusters in the investigated sample and which contributed to the cluster development. Individual 
recommendations and suggestions are divided into thematically interrelated areas. Because of diversity of the 
clusters it is necessary to note that not all recommendations can be suitable for all clusters in general. 
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2.1 Formation of an independent cluster organization 
The development of clusters is often stimulated by different initiatives of the public sector. In the later phases of 
development the main emphasis is on an independent function of the cluster, often in the form of developing an 
independent organization financed from private resources. Such an organization calls for its own management 
structure. 

As emerged from the performed research, cluster can be (and in the majority of cases are) 
institutionalized, i.e. having its own managing organization. It can be a industry association, federation, 
economic chamber, service center and special cluster organization carrying out and coordinating joint activities 
of the member companies in the cluster (in some publications referred to as IFC – Institution for Collaboration.. 
As reported by the study CEE-Cluster Network [10], there are different tiers of partnership within a cluster. A 
cluster may exist even without its own legal definition. The actual questionnaire enquiry has shown that 
approximately one fourth of the clusters does not have any formal structure.  

An independent view at the organizational structure of a cluster also represents the choice of a suitable 
legal form. Foreign clusters, according to the enquiry, may have diverse formal structures most frequently in the 
form of an association or nonprofit organization. All analyzed Czech clusters have their own legal form; this 
results from the setting of conditions for public support of clusters by means of grant programs. The most 
widely used legal forms are civic society (almost a half of the cases) and cooperative. Other used legal forms are 
an interest association of legal entities and even the form of a joint stock company (in one case). 
The case of Clusterland Oberösterreich (Austria), www.clusterland.at  

Upper Austrian clusters have an interesting structure - all are the part of so-called Clusterland. 
Clusterland was founded in 1991 as a limited liability company (non-stock corporation) with the goal to 
establish a subject responsible for the support and organization of clusters on the territory of Upper Austria. 
Currently, there are approximately 1,300 companies, scientific research institutions and educational 
institutions. This number proves the realization of the necessity of close mutual cooperation of the organizations 
in this region. 
The case of cluster Nanomedic (Czech Republic), www.nanomedic.cz 

This cluster is the only one in CR that has chosen the legal form of joint-stock company. This form was 
chosen due to the fact that it suits the most to the goals of the cluster. Members of the Nanomedic cluster are 
thus also stock-holders. The chosen legal form makes the communication more effective, provides a better 
possibility to participate on important plans and to make decisions about specific projects including their 
financing. Other reasons for the choice of this legal form was also the perception of a better “image” of this 

form abroad, simplified administration of members joining or leaving the cluster (it is sufficient to settle the 
proportion in the form of stock). The decision-making processes are not connected with the size of the share in 
the joint-stock company. Each shareholder has one vote. 
 
2.2 Formation of a capable management group of a cluster 
The problem emerging after the formation of an independent cluster organization is the formation of a 
controlling group - the cluster management. This includes the selection of a cluster facilitator, putting together 
the project team lead by a cluster manager; assemble the executive board and the supervisory board of the 
cluster. Each cluster is different; therefore it is impossible to give exact guidelines as to what should be the 
composition of the given leading group. However, it is important to include in it representatives of all groups of 
participants in the cluster, that is, representatives of the leading companies, representatives of small and mid-
size companies, representatives of academia, representatives of regional institutions etc. The leading group 
should be put together in such a way that it would comprise all competencies necessary for a successful 
development of the cluster in its individual phases and sufficiently qualified and also very strong, active and 
proactive in order to be able to motivate the participants in the cluster. 

In the initial phases of the cluster, a capable facilitator plays an important role, mainly to help building 
mutual trust among the participants and creation of relationships. It is important that the facilitator be first and 
foremost a neutral and trustworthy person. He should excel in communication with individual participants. 
Therefore, he should be very creative and communicative, should be a good negotiator and tactician and be 
capable of activate and motivate individual cluster participants. 

The composition of the leading group in Czech clusters may be according to completed questionnaires 
very diverse and individual in different clusters. The main leading function in a cluster is usually in the hands of 
an executive board (management council, managing board) of that cluster. The executive board should be 
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comprised of the representatives of the member organizations of the cluster (typically 5 to 7 persons). It is 
appropriate to nominate to this board representatives of those companies and organizations, which are very 
active and are “leaders” of the cluster. In an ideal case the executive board should be composed in such a way 
that it would contain always one representative of each individual branch. The representatives of universities 
can also be members of the board provided that they have a significant involvement in the cluster as well as the 
cluster manager being a neutral representative of all participants. 

In the lead of the executive board (managing board) is its chairman (president). The selection of the 
executive board is critical for the development of the cluster. The chairman is the leader of the entire managing 
group and has to be accepted by all its members. It is appropriate to appoint to this function generally reputable 
and respected personality, which has significantly contributed to the establishment and subsequent development 
of the cluster. 

All knowingly managed and organized clusters should have a business-like group of employees, which 
would handle day-to-day managing of the cluster, so-called project team. It size depends on the size of the 
cluster, although it should include minimum of 3 - 5 people.  

The project team is usually lead by a cluster manager. Its selection is critical for the future 
development of the cluster. The manager should have certain skills necessary for managing the cluster. From the 
performed analyses it was evident that the success of a cluster is often directly dependent on the quality, 
commitment and qualifications of its manager. As to the preferred traits an ideal cluster manager should be a 
respected expert in a given field (best is if he worked in it for a long time); capable manager and leader; 
respected and reputable personality; knowledgeable about local entrepreneurial community; should have good 
contacts to individual participants; trained expert on the subject of clusters and on the process of development of 
entrepreneurial groupings; good negotiator and tactician; capable of motivation and activation of other 
participants, active and full of enthusiasm etc. 

The project team should include persons responsible for concrete areas of activities of the cluster. In 
case that clusters already implement a large number of joint activities, the managing of the cluster should be 
provided by an additional group of project managers responsible for specific activities of the cluster, who report 
to the cluster manager. The project team is usually augmented by technical workers, such as assistants, 
accountant and economists. 

It is useful to appoint a control authority, namely supervisory board of the cluster, which is charged 
by the supervision of strategic goals of the cluster, by supporting the project team during the orientation of the 
cluster activities and evaluation of already finished activities from the point of view of benefits for the cluster 
members. The supervisory board should have 3 to 10 members (depending on the cluster size) and should 
convene, if possible, several times a year (e.g. each quarter). 
The case of HolzCluster Tirol (Austria), www.holzcluster-tirol.at 

HolzCluster Tirol is a common initiative of the association proHolz Tirol and of the provincial 
government supported by the agency Tiroler Zukunftsstiftung. Organizationally the cluster is business oriented 
part of the association proHolz Tirol, which is a legal entity of the cluster. In this Austrian cluster the decision-
making processes are carried out by only a two-member management of the cluster and by the advisory body of 
which is the so-called “executive board of the cluster” (Beirat). The board consists of 12 representatives from 

individual member companies; there is one representative from each timber line of business (sawmills, joiners, 
cabinet-makers, carpenters, furniture makers,…). Thus the activities of the cluster can be influenced to a degree 

by each interest group. 
 
2.3 Recruitment of “leaders” of a cluster 
It is common that a large majority of participants in a cluster plays only a passive role in the initial phases 
because they are not sufficiently convinced about possible benefits. Therefore it is absolutely essential for a 
continuous growth of a cluster to recruit members that drive the cluster forward by their involvement and 
enthusiasm. Such leaders of a cluster can become for example key companies in the region that have an 
abundance of resources, enough personnel and high innovation potential. Another possible leader can be a 
representative of a university, who in some cases brings the idea of forming a cluster. It also can be one of the 
representatives of local companies who is   an experienced eminent specialist. These leading personalities then 
transfer their energy and creativity on the other, more passive members of the cluster and drive them in 
additional activities. However it is always essential to pay attention to keep the structure of the cluster in balance 
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and watch for a situation, where the process of the growth of a cluster would be dominated by only a few of elite 
individuals, or a single company, which would shape the events in the cluster for its own advantage. 
 
2.4 Utilization of work groups 
In the practice of managing clusters in other countries the formation of so-called work groups has proved 
successful. A work group should be established for a specific purpose as a temporary measure with the effort to 
meet a certain goal (e.g. a group for human resource development, a group for marketing, a group concentrating 
on research and development etc.).This allows a distribution of the workload and involvement of individual 
workers with concrete activities. Each group should have its own leader (project manager); the best would be a 
specialist in the given field, and other supporting members. A close interconnection of work groups with the 
leading group (project team) of the cluster is very important. This is often implemented in such a way, where the 
leaders of the work groups are members of the project team at the same time. This approach has been already 
utilized by several Czech clusters. 
The case of Cluster of Czech Furniture Manufacturers (Czech Republic), www.furniturecluster.cz 

This cluster, which concentrates primarily on the support of export activities of the members, formed 
independent work groups for individual territories abroad, which the cluster members are interested to penetrate 
(group Russia and Ukraine, group Canada and USA). An independent group is left for research and development, 
which concerns itself with securing of innovation processes, research and development of new programs, testing 
and certification etc.. The last work group is the marketing group, which performs marketing activities including 
creation of a joint catalogue and of marketing strategy. 
 
2.5 Establishing a joint information system 
In clusters with a little developed structure of cooperation many companies have very little information about the 
rest of the companies. Thus the creation of a joint information system can be an asset. Such system very often 
includes the data base of relevant information about all members. The data base is accessible on-line on internet 
for all those, who are interested.  

From the experience of foreign clusters an information system of a cluster should include its own web 
page, news program in the form of newsletters, mails and magazines and also a regular personal contact of 
participants (workshops, general meetings of the cluster, personal visits in member companies, informal actions 
etc.). 

Czech cluster are very active in this direction. It turned out that for the purpose of external presentation, 
for the needs of internal communication and sharing information it is convenient to set up own web page (all 
analyzed Czech clusters have done that). From the completed research it is clear that in the practice of the Czech 
clusters the electronic communication has proved successful for the contact between members and management. 
E-mail and internal section of web pages have been the media used. However, electronic contact should be 
supplemented by personal meetings, both formal and informal.  
The case of HolzCluster Tirol (Austria), www.holzcluster-tirol.at 

Members of this cluster do not meet regularly because of their great number. The necessary 
communication and dissemination of information is done by regularly published newsletters. These are 
supplemented by occasional visits of individual companies by the cluster manager. The opportunity for the 
meeting of cluster members is provided by a joint publicity event, so-called “Cluster Day”, which takes place 

annually. 
The case of cluster Omnipack (Czech Republic), www.klastromnipack.cz 

The cluster launched its own marketing and business system, which operates on web pages 
http://euroobaly,cz/, The main goal is the arrangement of contacts between users and suppliers of packings and 
packaging materials, The portal service is free of charge, the cluster members have preferential treatment by 
highlighting.  
 
2.6 Achieving first quick successes 
It is always necessary to prepare an initial portfolio of initiatives for each cluster. These initiatives should 
provide benefits to a large number of participants in the cluster and assure spreading of risk. Not all initiative 
bears fruits; at the beginning it is necessary to focus on initiatives with small risk and fast return. 

Therefore the cluster management, when planning joint activities has to consider, if it is capable to 
secure sufficient resources for their implementation. In case these initiatives are to be financed from private 
resources, it depends only on the cluster members how much they are willing to contribute to the joint activity. 
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The willingness usually grows gradually with the expansion of the cluster and the meeting of its partial goals. In 
the initial phases of the growth it is therefore appropriate to attend to rather simple and less demanding projects. 

As emerged from the research of questionnaires, Czech clusters due to their current life cycle build at 
this point a platform for common communication and other, more complex projects are only being only 
prepared at this point.  Czech clusters are often actively engaged in activities in the area of promotion. These 
projects are often very simple, such as preparation of common promotional materials, joint logo and advertising, 
joint catalogue. It can be also joint attendance of fairs and expositions or marketing research; these are very 
popular activities of Czech clusters. 
The case of Plastic Cluster (Czech Republic), www.plastr.cz 

The first project of this cluster put into practice was joint purchase of electric power. About one half of 
the companies took part. The main principle of this project was the organization of procedures for the selection 
of power suppliers. Then concrete pricing of electric energy was negotiated for cluster members for the year 
2007 depending on the amount consumed. This successful project generated total savings of CZK 1.7 million in 
comparison to original pricing. The negotiated prices are also available to the remaining cluster members.  
 
2.7 Utilization of support programs (governmental and regional) and securing the transition from public to private 
sources of financing 
Some regions support the growth of clusters in different ways. In some cases a cluster can secure a substantial 
part of the resources earmarked for the development of the given region. Public institutions important for the 
initial an development phases of a cluster are governmental and regional organizations, institutions for the 
technology transfer and regional development agencies. Their participation and sense of responsibility are 
necessary for the role of initiator and moderator in the first phases of formation and development of a cluster, 
when they help to identify regional competencies and key subjects. Besides the financial support the public 
institutions should provide the clusters additional services and activities. This may be for example a support for 
the establishment of the cluster strategy, of identification and initiation of projects, mediation of contacts to 
additional partners, support for transfer of knowledge between clusters in the region, integration of regional 
clusters into national and multinational networks, projects and programs, joint marketing activity for the benefit 
of the region etc [11]. 

In CR the clusters can utilize public support primarily from the programs financed by the Structural 
Funds of EU and the government budget. In the previous period this was the program OPPP Klastry, currently it 
is the program OPPI Spolupráce, both implemented by the CzechInvest agency. Some clusters also utilize the 
possibility of obtaining grants from regional resources for financing their activities. 
The case of Pannon Mechatronics Cluster (Hungary), www.pfa.org.hu/panel 

The mechatronic cluster was originally established as an electronic cluster in 2002. The first impulse 
for the formation of the cluster came from the regional agency, called West Pannon Regional Development 
Agency. This agency was the originator of the idea to form of a cluster, supported the cluster in the period of its 
founding as part of Pannon Business Initiative. The West Pannon Regional Development Agency was founded 
by the region as a nonprofit organization in 1999 and one of its activities is also securing of the project Pannon 
Business Initiative. Its goal is the support of mutual cooperation of organizations on the territory of the region 
including the support of formation of regional clusters. 
The Case of Kunststoff Cluster (Austria), www.kunststoff-cluster.at. 

Policies of supporting clusters started to appear in Austria at the beginning of 1990s. Today each 
cluster can count on a public support in the form of management and financing of the cluster. The activities for 
the support of clusters in Upper Austria started to develop in 1997 at which point the clusters started to be 
founded in the most important economical sectors in Upper Austria. Upper Austria has already created two 
grant programs for the support of clusters. The first of them “Upper Austria 2000+ Strategic Programme” was 

active in the period from 1998 to 2003 and the subsequent one, “Strategic Programme Innovative Upper 

Austria 2010” was launched for the period from 2005 to 2010. The Kunststoff Cluster (plastics industry) 
currently includes more than 400 partner organizations active in the following fields: plastics processing, 
manufacture of equipment for processing of plastics, manufacture of molds and tooling for the plastics industry, 
processing of scrap materials and their sales, technical services for the plastics industry and research 
institutions. 
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Clusters should be capable of financing also from private resources. However, it happens often, 
particularly in clusters with a high proportion of SMEs that own resources of member companies were not 
sufficient for the implementation of ambitious goals of the cluster. In such cases it is necessary to find other 
solutions, such as the possibility to secure a loan from a banking institutions or recruitment of a strong cluster 
member or of an investor. However, in Czech conditions it turned out that getting credit form a bank institution 
can be a major problem since a cluster organization may not appear as a stable and solvent partner.  The possible 
solution then is that the financial guaranty is assumed by one of the strong cluster partners. 

Czech clusters most frequently utilize private sources of financing in the form of membership dues. 
Membership dues of a cluster can have a different form: from dues paid in regular intervals to fees for services, 
license fees all the way to loans from member loans or shares of the base capital of the business company. 
Clusters usually collect regular membership dues. From experience it follows that with regard to financial 
strength of individual members it is appropriate to set the amount of charges individually for each group of 
cluster members. Smaller companies often are not capable of participating on the cluster activities with equal 
proportion as large multinational companies. During initial phases it is also possible to collect only symbolic 
fees or none at all. This strategy is tied in with the initial motivation and involvement of individual members. 
The policy of membership dues is therefore possible set up in such a way that the members should start paying 
for the cluster activity only at the point when they will clearly benefit from them. 

A base membership due is not the only income from the member companies, however. In particular, in 
Czech clusters a substantial proportion of financing is secured by the fees for the cluster management. The 
collection of fees for services is appropriate to utilize particularly in situations, where it is necessary to prepay 
joint activities. This situation occurs also then, when the public support by means of grants is paid retroactively. 
In the practice of Czech companies a method, where the management keeps a certain proportion of the advance 
payment from the member for joint activities as his contribution to the activities of the cluster management. 

Additional source of income of the Czech clusters are moneys coming from the structural funds EU 
and government budget.  The existence of the grant program for the development of Czech clusters is of 
cardinal significance. Some clusters state that exactly the possibility of obtaining the grant was the background 
of the formation of the cluster. Some cluster representatives consider the awarding of the grant as one of the 
main successes of clusters so far. 
The case of IT Cluster (Czech Republic), www.itcluster.cz 

IT Cluster is one of the few Czech clusters, which purposely did not apply for a grant from public 
resources (OPPP Klastry) for its own development. The reasons for that were superficial conditions of the 
program, unclear legislation, requirement for the obligation of cluster members to operate the cluster for five 
years. The cluster does not need the grant even for the reason that it does not have high investment costs (IT 
field). The cluster management as well as joint projects of this cluster are financed by membership dues, grants 
from the region and by own activity. 
 
2.8 Connection of a cluster to the existing scientific research network and educational institutions. 
Connection of a cluster to the existing scientific and research infrastructure in the region represents an important 
contribution to its development. In this way members of cluster have access to the network of research 
institutions, universities and technical centers in the region and can utilize their resources and knowledge. 

Clusters should also develop goal-directed activities to deepen the relationship between the industry 
and universities. According to the data from questionnaires university and other educational institution in a 
cluster play an important role. Universities are members of 80 % of Czech clusters. Research institutes are 
members of only 45 % of Czech clusters; in foreign clusters this percentage is higher (about 60 %). Cooperation 
with educational institution is considered to be a significant factor for successful development by 75 % cluster 
managers. Also a joint research and cooperation with a research institution are identified as one of the key 
factors for successful development of a cluster.   

Study CEE-Cluster Network [10] come to a similar conclusion. Respondents of the research confirmed 
in the majority of cases a direct contact of the companies in the cluster with one or more universities. The 
greater part of them also stays also in contacts with research institutions. 
The case of Cluster CEITEC (Czech Republic), www.ceitec-cluster.cz 

Project CEITEC, i.e. project of Central European Technological institute of Technology is being 
prepared by university and scientific research organizations in Brno. The goal of this project of volume 
approximately CZK 10 to 15 billion is to build a modern center of excellent science, which will integrate 
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sciences pertaining to living nature and material sciences and boost significantly the innovation potential of the 
region. The link of a variety of fields will be central laboratories and unified information technology including a 
top computer technology including supercomputer center. The cooperation of a cluster on the implementation of 
this project will be based on coordination of consultation between different companies in the cluster and 
persons charged with the coordination of the infrastructure of individual centers/programs of CEITEC. The 
consultations should serve the projection specific requirements of companies into the design of the 
infrastructure. 
The case of Plastic Cluster (Czech Republic), www.plastr.cz 

In the scope of the project “Education for Plastr” a new program of bachelor degree program called 

“Special Technology-Plastics Technology” was accredited in cooperation with the Faculty of Technology of the 
Tomas Bata University in Zlin. This program starts in the academic year 2008/2009.  
 
2.9 Supporting the mutual cooperation of clusters 
Mutual cooperation of clusters with other clusters represents an important cluster activity. It often comes out 
that regional clusters are not mutually interconnected. Representatives of regional institutions often do not 
utilize existing and potential connections between differently developed clusters in the given region.  

Majority of clusters from the questionnaire research confirmed such cooperation, in foreign clusters 
this proportion was more than 90 %. Czech clusters work together mainly in the area of sharing knowledge 
about the function of clusters, their management legislation and conditions for the utilization of grant programs. 
As for the clusters in related fields, they cooperate also in the area of research and development or application of 
innovative technologies (e.g. nanotechnology). Foreign clusters show cooperation in the following areas: 
information, good practices, benchmarking, joint research, information technology; joint marketing and 
advertising; joint purchase. 
The case of Pannon Mechatronics Cluster (Hungary), www.pfa.org.hu/panel 

Mechatronic cluster cooperates with all clusters in the region of West Pannon. These clusters formed a 
common platform named Pannon Business Network. This common cluster platform and industrial parks was 
founded in 2006. The goal of this initiative is to support joint projects among clusters, assure financing of these 
projects and expand the spectrum of services for companies. 

 
Conclusion 

 
The starting point of processing this contribution became the fact that in spite of extensive variety of clusters it 
is possible to find some common characteristics and discover key factors, which affect significantly the process 
of their development. The goal of this contribution was therefore to identify those factors, which affect the 
process of cluster development and based on that to define recommendations and good practices usable for the 
development of Czech and foreign clusters. 

Key factors and aspects affecting a successful development of clusters were identified on the basis of 
questionnaire research and structured interviews of managers of selected Czech and foreign clusters. Then, in 
view of these critical factors, some procedures and good practices resulting from experience of individual 
clusters supplemented by some specific examples from Czech and foreign clusters were described. 

 It needs to be added, however, that individual recommendations cannot be regarded to be universal, 
because of differences between clusters. The study ACENET [5] states: “However, that there are no two clusters 
with exactly the same conditions for development. Consequently recommendations, no matter how wise they 
are, run the risk of being too generic and of peripheral, academic interest only.“ 
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Abstract 
 
This paper presents an overview of existing clusters in Poland and the Czech Republic and conditions for their 
establishment and development. A detailed analysis is conducted on the cooperation between Small and Medium 
Enterprises (SME’s), which comprises the largest entrepreneur group. Support structures like National Innovation 

System in Poland and National Innovation Policy in the Czech Republic, and national and international institutions 
which support cluster development are scrutinized. Finally, the comparison between policy towards clusters in 
Poland and the Czech Republic is presented.  
 
Introduction 

Cluster’s structure growth in popularity has recently been widely viewed. However, their phenomenon is very 
complex. We can define clusters as a group of spatially concentrated entrepreneurships, which simultaneously 
compete and cooperate in specific areas, interconnected with supporting organizations such as educational and 
research institutions, government and public agencies, trade associations and others. Cluster is an example of 
mezzo-economic system, which can be placed between national (macro-system) and entrepreneurship (micro-
system) [1]. 

Companies within the cluster do the business in a common field and their production is often mutually 
complementary. Together they are able to respond faster to market changes and meet more demanding 
requirements of their customers. Besides, sharing marketing activities, better and faster access to the information 
and new technologies gives better opportunities to the companies’ rapid development. Furthermore, mutual 
cooperation inside the cluster brings costs reduction and benefits from economies of scale.  In addition to that, 
cluster as a group of companies posses stronger negotiating power in sales and purchasing and greater potential 
to receive support from governments and EU funds.  

According to Sőlvell, Lindiqvist and Ketels [2], clusters consists of five sets of actors, among which we 
distinguish companies, Government, Financial institutions, Research community and Institutions for 
collaboration.  

 

 
FIG 1: CLUSTERS ACTORS [2] 
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The results of cluster’s structure dynamics depends on interrelations between the above mentioned 

parties. Each element may bring advantages and help the cluster to develop rapidly. Through the companies’ 
pressure for improvement, the government may look for positive results in promoting the region in which cluster 
structure is based, research community e.g. universities may broaden their science-industry cooperation levels, 
and financial institutions and institutions for collaboration may hope to find result in trust and recognition. 
Through promotion, the IFCs spread spatially the idea of clusters initiatives.  

The companies which act in a group may be able to attract resources and services that would not be 
available for them as separate firms [3]. The cluster’s policy based on ‘triple helix’ relationship, between 

industry, research and government agencies figured below (Fig. 2), shows optimal relations among clusters’ 

partners [4].  
 

 

FIG 2: OPTIMAL RELATIONS BETWEEN CLUSTERS [4] 
 

The support of different partners, such as educational and research institutions, government and public 
agencies, trade associations and others, is crucial for successful cluster initiative in a specific region. On the 
other hand, effective clusters structures in that area have positive influence on the regional development itself. 
They boost progress and attract foreign investors to the particular region. That is why, the balanced cooperation 
between above mentioned partners is so important for a successful cluster structure. 

 
Clusters in Poland 
 
Small and Medium Enterprises and their cooperation  
 
As an enterprise in Poland, we understand the following economic entities: state-owned and foreign enterprises, 
enterprises which are under the ownership of society organizations and foundations, cooperatives, partnerships 
(joint-stock company, limited liability company, general partnership, limited partnership) and natural person 
leading economic activities. The size of enterprise in Poland is defined by the number of people employed in it. 
Small enterprises are specified as enterprises employing up to 49 people (micro-enterprises employing 0-9 
people) and medium enterprises employing from 50 to 249 people [5].  

In Poland, the biggest group of entrepreneurships are Small and Medium Enterprises (over 90% of all 
enterprises). SMEs are flexible, and characterized by quick reaction to changes in their environment and lack of 
complicated structures. However, in today’s world of globalisation it is harder and harder to survive as an 

independent SME, which usually also characterize low income, limited equipment in resources and skills [6]. 
SMEs reject many possibilities e.g. seminars, meetings, conferences organized by National Institutions where 
they can gain knowledge about cooperation and its benefits. Besides, lack of time, awareness about clusters and 
cooperation leads to loosing opportunities for their own development [7]. In addition to that, they do not realize 
that weak points such as financial, human resources and knowledge limitations unfavourable for enterprise’s 

development can be reduced by their common cooperation within a cluster. Majority of SMEs in Poland has 
limited knowledge about their own competitiveness and competitiveness of their surroundings. It relates the fact 
that enterprises especially those who operate locally or regionally have contact with limited number of business 
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partners and also do not analyse their market. Moreover, it is common for Polish SMEs to obtain information 
about the market from their customers, suppliers and competition, or from open sources such as research 
magazines or expositions. On the other hand, higher education institutes and research and development 
institutions are not considered as a source of high quality information (more than 50% of SMEs) [5]. 
Cooperation between enterprises and those institutions began relatively late in 2004 [7].  

In order to provide wide-ranging support for SMEs in Poland, the Polish Foundation for SME 
Development and Promotion (Fundacja Małych i Średnich Przedsiębiorstw) was created in 1992. The 

Foundation helps SMEs to apply for financial support from EU and the Government, and to develop their 
competitiveness. Moreover, it cooperates with business surrounding institutions, and entrepreneurships and 
employers’ organizations. The Foundation leads certain activities. As a Regional Financial Institution (RIF-
Regionalna Instytucja Finansująca), it is regional partner for Polish Agency for Enterprise Development. It 
cooperates in introducing ‘sector’ policy for SMEs in a region and is a source of information for them 
concerning supporting instruments and programs.  As a Polish-wide Economy Forum for SMEs (Ogólnopolskie 
Forum Gospodarcze Małych i Średnich Przedsiębiorstw) it is a platform where experiences between participants 
from craft, trade and small industry area are exchanged. Furthermore, it leads the consultative function as a 
Mazowieckie Meetings of Entrepreneurs (Mazowieckie Spotkania Przedsiębiorców) and Consultancy for 

Entrepreneurs (Doradztwo dla Przedsiębiorców) [8].  
It is very crucial for SMEs in Poland to develop their activities in order to be able to keep their position 

in the market. However, there are many challenges to confront for them especially those connected with 
European integration and continuously increasing innovativeness. That is why Small and Medium Enterprises 
are pushed to look for new development opportunities and competition strategies [6]. One of the strategies is to 
enter cooperation network such as cluster structure. Cooperation within cluster gives particular participants 
possibility to exchange information, knowledge and ideas in they work field. Moreover, it brings a lot of 
benefits for companies such as higher effectiveness of research, better access to innovation technologies; 
broaden their market possibilities from local or regional, through national, to international.  
 
The role of the government in cluster structure creation 
 
Currently, over 50 clusters and cluster initiatives exist in Poland. However, the concept of clusters as a policy 
tool is relatively new there. The policy to support SMEs conducted since 1995 has been having influence on 
networking and clustering in Poland (SME Clustering and Networking Programme) [9]. First research in 
cluster’s topic took place in 1989. During 2004 and 2005, certain analyses of industry concentration were 

scrutinized and an endeavour on mapping clusters was undertaken. In 2006 ‘The Strategy for Increasing the 
Innovativeness of the Economy for 2007-2013’ highlighted the importance of clusters structures. In addition to 

that, in 2006 new projects for clusters’ development were undertaken such as BSR InnoNET - the Baltic Sea 
Region Innovation Network (Sieć Innowacji Regionu Morza Bałtyckiego), CEE-ClusterNetwork - Central and 
Eastern European Cluster and Network Area (Sieć Klastrów Europy Środkowej i Wschodniej) and INNET - 
Networking of national/regional funding and innovation organisations for the involvement of SMEs in 
technology-based innovation clusters in Europe [10]. All three projects started in September 2006 and will 
continue till August 2009. At present, the new Operational Program Innovative Economy (Program Operacyjny 
Innowacyjna Gospodarka-PO IG) for the years 2007-2013 with specified priority Diffusion of Innovation is 
being realized by the Polish Agency for Enterprise Development. As the priority concerns clusters and 
cooperation, its main goal is to assure high quality of service and infrastructure for entrepreneurships helpful for 
straightening their potential for innovation, and to assure entrepreneurships’ competitiveness position by 

development of co-operational connections. Moreover, the importance of supporting cooperation and 
cooperation connections in Poland is also articulated in ‘Kierunki zwiększania innowacyjności gospodarki na 
lata 2007-2013’ (Directions for economy innovation increase for the years 2007-2013) accepted by the 
government in 2007. Its chapter, ‘Infrastructure for Innovation’, underlines the importance of common activities 
of entrepreneurs’ support [11]. 

The National Innovation System plays an important role on clusters initiative development. Both, 
national and regional policies can have a significant impact on joining activities within entrepreneurships. 
Nowadays, more and more institutions in Poland deal with clusters. Among them we can distinguish:  

 Polską Agencję Rozwoju Przedsiębiorczości (Polish Agency for Enterprise Development);  
 Instytut Badań nad Gospodarką Rynkową (The Gdańsk Institute for Market Economics);  
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 Centrum Analiz Społeczno-Ekonomicznych (Center for Social and Economic Research);  
 Ministerstwo Gospodarki oraz Ministerstwo Nauki i Szkolnictwa Wyższego (The Ministry of 

Economy and The Ministry of Science and Higher Education);  
 Fundacja Małych i Średnich Przedsiębiorstw (The Polish Foundation for SME Development 

and Promotion);  
 Narodowe Centrum Badań i Rozwoju (The national Centre for Research and Development).  

The leading institution in clusters’ supporting in Poland is the Polish Agency for Enterprise Development 
(PAED). PAED is a government agency subjected to the Minister of Economy in Poland. Its main goal is to aid 
Polish entrepreneurship through implementing supporting programs in usage of innovation solutions and 
technology, human resource, export and regional development with special attention to SMEs. Through 
organizing information meetings and conferences, PAED actively supports clusters and cluster initiatives in 
Poland. Besides, the Agency is helpful in creating business-friendly environment for the enterprises. It 
cooperates with business surrounding institutions, entrepreneurships’ organizations, governmental offices and 

local government entities. Since 2007, PAED takes part in implementation of the following programs:   

 Program Operacyjny Innowacyjna Gospodarka (PO IG) (Operational Program Innovative 
Economy for the years 2007-2013);  

 Sektorowy Program Operacyjny Wzrost Konkurencyjności Przedsiębiorstw - SPO WKP 
(Improvement of the Competitiveness of Enterprises);  

 Program Ramowy na Rzecz Konkurencyjności i Innowacji-CIP (The Competitiveness and 
Innovation Framework Programme).  

All above mentioned programs directly or indirectly concern clusters and cluster initiatives development. 
Government’s active cooperation with private sector may result in advantages for companies which 

want to participate in building cluster structure. Participation in a cluster may help to strengthen competitiveness 
of particular firms inside the structure. Even though, the government actions within economic policy may be 
useful, they are not always fully accomplished [1].  

In Poland, the majority of initiatives are undertaken thanks to support from the government including 
European Union resources. Common governmental and entrepreneurships resources are also very often utilized. 
So far, mostly used alternative for clusters development were recourses from Structural Funds such as ZPORR 
(Zintegrowany Program Operacyjny Rozwoju Regionalnego-The Integrated Regional Operational Programme), 
INTERREG, EQUAL initiative, and scientific and research grants [7]. Despite the availability of those 
recourses, many interested enterprises had problems with their usage due to the formality requirements barrier 
and problems with counting up the subsidy. Priorities and programmes non-adaption towards initiatives also 
pose as a hampering factor.  

However, public or/and private funding may play an important role in building cluster’s structures, 

especially for Small and Medium Enterprises which are often not able to pay the required contribution to enter 
the cluster. Clusters can be funded by national or regional authorities through certain period of time, usually 18 
months, after which cluster should be self sufficient [12]. Government and self-government involvement in 
cluster’s building process definitely should not be longer than 3-4 years [13].  

European Union, national, regional and local authorities may provide financial or/and information 
exchange support for clusters. Good framework conditions such as strengthening cluster management, 
networking, research and innovation, competition, access to finance and infrastructure has an impact on 
successful clusters’ development. However, it has to be taken into consideration that clusters cannot be created 

artificially as they appear spontaneously, and they are formed in a process over a long period of time [14]. 
Forceful stimulation of cluster initiatives by government may result in accelerated destruction of this structure 
after a reduction in funding. Therefore, the catalytic role of public sector should be limited. Following the M. 
Porter teaching, we have to remember that market is the one who decides on successful cluster structure, not the 
government [15].  
 
An overview of existing clusters and cluster initiatives 
 
Even though the interest in clusters’ structures is slightly fresh in Poland, more and more clusters and cluster 

initiatives emerge every year. The process of clustering occurs in majority of Polish regions. Particular branches 
of Polish clusters and cluster initiatives are shown in Fig. 3. 
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FIG 3: AN OVERVIEW ON EXISTING CLUSTERS AND CLUSTER INITIATIVES IN POLAND ACCORDING TO 

THE VOIVODSHIPS 
 
Clusters in Poland are characterized by an early stage of development. Majority of the clusters and 

cluster initiatives emerged in 2006 and 2007. Strong cluster’s structures are observed in traditional and high-
technology branches. Moreover, strong potential for competitive cluster development can be distinguished. 
Versatility of branches in which polish clusters exist is recognized. The majority of clusters exist in high-tech 
industry (e.g. aviation and automotive industry, automation, space technologies), informatics and 
communication technologies (e.g. information systems, media, advertising), biotechnology, and also in 
traditional branches such as food industry (e.g. ecological food, food-processing and brewery industry), 
chemical and wood industries (e.g. furniture production). 

Poland is divided into 16 voivodships with different levels of development. Due to the regional 
discrepancy, we can distinguish various, both positive and negative factors influencing cluster structures. They 
occur due to the differences in level of infrastructure development, in innovation potential, in people’s skills and 

qualifications etc. On one hand, many opportunities for clusters development appear in Poland. Among them 
exists visible diversification of technical and telecommunication infrastructure, and numerous business 
incubators. Moreover, we can also distinguish large markets’ proximity and closeness of both domestic and 

foreign markets (as Poland is situated in the heart of Europe). Furthermore, industrial traditions and access to 
qualified employees pose another benefit for clusters [16]. On the other hand, the major barriers for clusters 
development in Poland are connected with lack of trust and fear of being betrayed among entrepreneurs. Poor 
management skills and lack of understanding of the meaning of the word ‘cooperation’ has resulted in the fact 

that both cooperation among entrepreneurships and between enterprises and national and regional institutions is 
low [7]. Besides, the limited confidence of entrepreneurs in the government’s initiatives in Poland is also 
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observed [13]. Bureaucracy difficulties and distrust to external investors and foreign capital pose as hampering 
factor for clusters development in Poland [16]. 

 
Clusters in the Czech Republic 
 
Small and Medium Enterprises and their cooperation  
 
The Small and Medium Sized Enterprises in the Czech Republic are defined in a similar way to those in Poland. 
According to the number of people employed in the enterprise we can distinguish: micro-firms with up to 10 
employees (with sales or total balance up to 2 mil. EUR), small firms with up to 50 employees (with sales or 
total balance up to 10 mil. EUR) and medium-sized firms with up to 250 employees (with sales up to 50 mil. 
EUR or total balance up to 43 mil. EUR) [17]. 
 Position of Small and Medium Enterprises in the Czech Republic has been relatively stable for the last 
seven years. SMEs pose the biggest group of all enterprises, approximately 99 %. They employ more than 60 % 
of whole employees. So far, they are able to keep the pace with big enterprises in efficiency and effectiveness of 
development [18]. 
 Czech SMEs are sensitive to enterprise’s environment quality. On one hand, they are knowledgeable 
about the market and are flexible towards its changes. Moreover, enterprises characterize high motivation for 
performance development and versatility of their work force. SMEs are open to cooperation among themselves, 
and between them and research institutions. In addition to that, they are interested in clusters and networking as 
a chance for their rapid development. On the other hand, Czech SMEs characterize limited level of management 
skills and experience. Besides, narrow capital equipment, old-fashioned technical accessories and technological 
backwardness constitute enterprises’ weak points.     
 In the Czech Republic, the main support for SMEs is led by the Ministry of Industry and Trade. 
Through National SME Support Programmes such as Market, Certification, Design, Alliance and Development, 
the government patronage enterprises and meets with their actual needs. Thanks to different programs creating a 
favourable environment, the possibilities to accelerate companies’ development appears.  
 
The role of the government in cluster structure creation 
 
According to the CzechInvest, more that 50 clusters or potential clusters initiatives exist in the Czech Republic. 
Active support for clusters development has lasted for several years. In 2001, the Ministry of Industry and Trade 
elaborated COOPERATION Programme for the years 2001-2004. Its aim was to support the policy for Small 
and Medium Enterprises and to link cluster development. After that, the new explicit cluster program 
KLASTRY (clusters) commenced for the years 2004-2006 [9]. The Klastry programme was lead by 
CzechInvest Agency under the Czech Ministry of Industry and Trade. Its goal was to support competitiveness 
through cluster initiatives and to patronage national growth. Held during the same time period, the Operational 
Programme Industry and Enterprise Clusters Programme was devoted to communication and cooperation 
development between business and science and research spheres. The Programme was divided into two phases. 
First one characterized the focus on seeking out companies which would be potential cluster’s participants. The 

second phase concentrated on establishment of clusters and their further development [19]. The Klastry 
programme put emphasis on clusters as a tool for competitiveness and on stronger vertical linkages among 
enterprises [20]. Furthermore, during the years 2005 — 2008 the National Cluster Strategy was implemented in 
the Czech Republic. The importance of competitiveness, cooperation and innovation was again underlined; 
support for SMEs development was highlighted as well.  At present, in the Czech Republic is being held the 
Operational Programme Enterprise and Innovation 2007-2013 – OPEI (Operační program Podnikání a inovace - 
OPPI) with Priority 5th Axis ‘Environment for Enterprise and Innovation’. Inside this priority, the Programme of 
support: COOPERATION – Clusters is undertaken. Its aim is to continue with the creation a favourable 
environment for enterprises and better conditions for companies’ innovation and competitiveness development. 

OPEI supports new business establishments and the development of existing enterprises. It focuses on 
innovative potential improvements and new technologies usage. Moreover, it assists the cooperation between 
firms and research institutions [21].  
 Cluster policy in the Czech Republic is coordinated by the Ministry of Industry and Trade. However, 
the majority of activities concerning clusters are in CzechInvest - the Investment and Business Development 
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Agency responsibility. Established in 1992, the agency contributes to domestic companies’ development and 

foreign investment attracting. It is providing comprehensive services for both domestic and foreign investors 
(promotes the Czech Republic abroad). Furthermore, it offers full information assistance through providing for 
potential investors’ current data and information on business climate, investment environment and investment 
opportunities in the Czech Republic [19].  
 Even though, the majority of Czech clusters are defined as structures established on companies own 
initiatives and interest, the government’s support seems to be very crucial for their development. The Czech 
cluster’s representatives underline the importance of financial support from the government and regional 
agencies, without which clusters existence and activities would be limited. As several policies and frameworks 
have been developed in conjunction with European Union Programs and Structural Funds, the importance of EU 
financial resources must be also underlined (the EU provides 85 % of funding; while state budget only 15 %). 
 
An overview of existing clusters and cluster initiatives 
 
Even though, the history of Czech clusters is rather new and clusters as a tool are not yet wide-range used, the 
Czech Republic can be praised with cluster policy existence. More and more organized clusters appear every 
year. They exist in almost every Czech region. The multiplicity of clusters and cluster initiatives is shown on 
Fig. 4 below.  
 

 
FIG 4: AN OVERVIEW ON EXISTING CLUSTERS AND CLUSTER INITIATIVES IN CZECH REPUBLIC 

ACCORDING TO THE REGIONS [20] 
 
 Clusters in the Czech Republic are very young. Most of them (75 %) were established in the year 2006 
or after. They are in their first stage of development. Wide range of cluster’s sectors is being observed, from 

traditional such as shoemaking or wine-making to high technology such as automotive or aircraft sectors. 55 % 
of clusters exist in processing industry, 30 % belongs to science and development in new branches such as 
biotechnology, nanotechnology and environmental technology.  
  There are many advantages for clusters development in the Czech Republic. First of all, Czech 
enterprises are open to cooperate in different fields. Cooperation with service organizations, research institutes 
and universities is being noticed among Czech clusters. Moreover, common research activities and information 
sharing between cluster participants is prosperous for whole structure’s progress. Among important activities 
such as contacts building, organizing common meetings for information and knowledge exchange, the most 
crucial is trust-building.  Trust as a fundamental characteristic is being built during the cluster start-up period. 
Furthermore, the country characterizes upgraded transportation infrastructure and open approach to foreign 
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investment. Besides, as the Czech Republic is situated in the centre of Europe, close proximity of markets is 
assured. In addition to that, the strategic location poses a good opportunity for development of cross border 
clusters e.g. Textile cluster in Bohemia (in the Czech Republic) and Lower Austria.   
 
Comparison between Poland and the Czech Republic - clusters policy 
 
The following Table 1 sums up the differences and similarities towards cluster policy between Poland and the 
Czech Republic. 
 

TABLE 1: DIFFERENCES AND SIMILARITIES TOWARDS CLUSTER POLICY BETWEEN POLAND AND THE 
CZECH REPUBLIC 

Differences and similarities  
No Poland Czech Republic 

Cluster policy 
1. Under innovation policy Yes 

Major supporting authority 
2. Polish Agency for Enterprise Development CzechInvest - the Investment and Business 

Development Agency 
Identified clusters and cluster initiatives 

3. 56 over 50 
Cluster creation 

4. Top-down initiative (majority) Bottom-up initiative (majority) 
Clusters age/stage of development 

5. Young/embryonic stage (majority) Young/embryonic stage (majority) 
Percentage of Small and Medium Enterprises of all enterprises   

6. over 90 % approximately 99 % 
Government support for clusters 

7. - SME Clustering and Networking Programme 
(1998); 
- The Strategy for Increasing the Innovativeness 
of the Economy for 2007-2013 (2006); 
- cluster development projects for 2006-2009: 
BSR InnoNET, CEE-ClusterNetwork, INNET; 
- Improvement of the Competitiveness of 
Enterprises (2007); 
- The Competitiveness and Innovation 
Framework Programme – CIP (2007); 
- The Operational Programme Innovative 
Economy 2007-2013 

-COOPERATION Programme for the years 2001-
2004; 
- KLASTRY (clusters) for the years 2004-2006; 
- National Cluster Strategy 2005 – 2008; 
- The Competitiveness and Innovation Framework 
Programme – CIP (2007); 
- The Operational Programme Enterprise and 
Innovation 2007-2013 

 
The main difference between Poland and the Czech Republic appears in defining of the cluster policy 

existence. In Poland, unofficial cluster policy is defined, which poses an element of innovation policy. While in 
the Czech Republic, cluster-based policy officially exists. As soon as more and more cluster initiatives started to 
appear, Czech government focused its activities towards them through implementing convenient supporting 
programmes such as COOPERATION Programme, KLASTRY Programme and putting into action National 
Cluster Strategy. In Poland the situation was slightly different. Originally there were no programmes strictly 
connected with clusters, in return cluster topic appeared in connection with innovation development. Nowadays, 
both countries enlarge the policy towards cluster through the Competitiveness and Innovation Framework 
Programme – CIP and the operational programs for innovative economy for the years 2007-2013.  

In both countries, flourishing clusters and cluster initiatives development is being observed. Even 
though there are a lot of cluster initiatives in Poland, very few ‘model’ clusters actually exist there. 
Characteristic for Polish clusters is the fact that they are very often established by associations (41 %), 
universities (23,5 %), technology parks (17,6 %) and other institutions [7]. In Poland, top-down initiative for 
cluster structure creation dominates, while in the Czech Republic the majority of companies declare their own 
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interest and initiative in the establishment of clusters (bottom-up initiative). Personnel structure in Polish 
clusters is very different and distinctive in individual clusters. The cluster is usually led by executive board 
(committee, council) which may include: president, vice-president, members, representatives of universities and 
companies, general manager and managing director.  

Common characteristic poses the fact that the majority of clusters are in their first stage of 
development. Another important feature is the big percentage of Small and Medium-sized Enterprises among all 
enterprises in both countries. Through their flexibility, SMEs can quickly adjust to market and business-
environment changes. However, there is also a disparity between Polish and Czech SMEs. Polish enterprises are 
unaware about clusters and cooperation, while significant part of the Czech enterprises realizes how important it 
is. In addition to that, Polish companies characterize poor level of cooperation with R&D institutions. On the 
contrary, Czech firms are willing to cooperate with them as they provide high quality information.   

Disparities between Polish and Czech cluster policies lead to conclusion that it is necessary to provide 
adequate support and information for the enterprises through different types of policies and programmes.  
 
Conclusion 
 
Clusters could play a role of an engine of regional competitiveness and economic development. In order to 
stimulate cooperation of potential companies within clusters, it is recommended to undertake such actions 
within an economic policy, which may result in dynamic entrepreneurship and provoke innovations. It is also 
necessary for enterprises to gain the ability to address all types of barriers into competitiveness. Government and 
non-government institutions activity should focus on supporting cooperation between Small and Medium 
Enterprises, since they pose the majority of enterprises in both Poland and the Czech Republic. However, 
institutional support should not impose cooperation within cluster structure but play a stimulating role for its 
development. Institutions and projects inside the country devoted to cooperation and networking process can be 
very valuable and can give new possibilities for enterprises. Through cooperation the companies may improve 
their position in the market. However, the crucial point appears in fact that only the companies themselves can 
decide if they want to take advantage from cooperation within a cluster or not. The sooner the enterprises will 
realize how important cooperation is and how much easier is to conquer barriers for a group than for an 
individual company; the faster they will gain the ability to compete and survive for a long time period in today’s 

market. 
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Abstract 
 
This paper analyses the ownership implications of the transformation in Mexican governance since 1982. The turning 
point for the implementation of a new model of development came with the Mexican financial crisis of 1982, which 
followed a period of steady economic growth. Since then the entrepreneurial state has been under steady attack by 
members of a new business elite, who are direct beneficiaries of the massive transfer of public assets as part of the 
change in ownership from public to private property. The Mexican State is now captive to the interests of private 
entrepreneurial rule and governance. This paper looks at some specific cases related to the change in ownership in 
land property, the banking and financial system, the telecom company TELMEX, airlines, etc. The effects of this 
change in ownership are evident. A weak system of regulatory agencies and mismanagement of privatisation 
programmes has ended in private monopolies, low economic growth, uneven social development, political instability, 
alarming increase in insecurity, social unrest, etc. 
 
Key words: Entrepreneurial state, state of entrepreneurs, ownership implications, Mexican governance. 
JEL: E65,G32,G34,G38 
 
Introduction: Ownership of the Mexican entrepreneurial, presidential State2 

 
Mexican economic nationalism emerged as a result of promoting public and private Mexican capital to avoid 
foreign investment, mainly by the United States. The Mexican 'Entrepreneurial State' was characterised by an 
historical distrust of capitalism and a belief in the ability of the government to intervene and regulate economic 
affairs through its explicit constitutional mandate (Grier and Grier, 2000: 245). However, from the 1930s until 
the 1970s, a model of import substitution industrialisation (ISI) favored private Mexican investments and was 
also believed to benefit the people. The Mexican public sector enlarged the number of publicly owned 
corporations. In 1982 state-owned enterprises produced 14% of gross national product (GNP), received net 
transfers and equalisation subsidies of 12.7% of GNP and represented 38% of investment in fixed capital. 

The crash of the Mexican economy in 1982 left the country defaulting on foreign-debt payments, 
investors fled Mexico, and companies traded for cents on the peso. Hundred of thousands of micro-, small- and 
medium-sized firms went bankrupt in the 1980s because of stagnant domestic demand, rising inflation, greater 
foreign competition, and higher credit costs (Davis, 1992; Vega Cánovas, 1991). The entrepreneurs established 
the Consejo Coordinador Empresarial (Entrepreneurial Coordinating Council: ECC) to defend their interests 
from state intervention, though at first it operated in an uneasy alliance with the State. Mexican businesses that 
served foreign markets were more financially healthy than the domestically-oriented ones in the 1980s. In 1982 
in the middle of a general economic crisis caused by a fall in oil prices, President López Portillo (1982-88: see 
Table 1 for list of Presidents) nationalised the banking system, devalued the peso, and increased interest rates. 
The country defaulted on practically all payments causing a fracture in the pact between the State and the ECC. 
The crisis of 1982 was also meaningful as the 'crisis of hegemony' which was present in the old link between the 
State and ECC who represented national capital and were the direct beneficiaries of economic policies based on 
the import substitution model. 
 

TABLE 1: PRESIDENTS OF MÉXICO, SUPPORTING POLITICAL PARTY AND PRESIDENTIAL TERMS 
 

President Political party Presidential term 
José  José López Portillo RevoPRI 19761976-1982 
Migu Miguel de la Madrid Hurtado RevoPRI 19821982-1988 
Carlo Carlos Salinas de Gortari RevoPRI 19881988-1994 
Erne Ernesto Zedillo Ponce de León RevoPRI 19941994-2000 
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President Political party Presidential term 
Vice Vincente Fox Quezada Nati PAN 20002000-2006 
Felip Filipe Calderón Hinojosa Nati PAN 20062006-expected 2012 

 Parties: Institutional Revolutionary Party = PRI 
  National Action Party = PAN 
 
Ownership transition of the Mexican State: Presidentialist neoliberal restructuring  
 
After the 1982 crisis, Mexico entered into a painful, distressful, and controversial period of State restructuring. 
Beginning in 1982, and led by President Miguel de la Madrid, Mexico began to withdraw the State from direct 
involvement in economic affairs adopting economic policies of privatisation of State assets and reduction in 
State provisions for social security. Under the influence of the Institutional Revolutionary Party (PRI), the 
Mexican State initiated economic modernisation and participation in the globalisation processes, as a response 
to trends in the economic globalisation of markets and the technological revolution that began during the last 
two decades of the 20th century.  

The new Mexican State was initiated under the impulse of an intervening government with a strong 
neoliberal technocrat orientation, to the benefit the owners of capital. The process was based on neocorporatist 
negotiation between entrepreneurs and government, and built on mutual interests and compromise. The changes 
included: economic reorganisation; national market openness; elimination of commercial barriers; elimination of 
price controls and subsidies; privatisation of public enterprises and state property; reduction of social policy 
expenses; free money exchange, and also wide political reforms and administrative modernisation. It abandoned 
the import substitution model and called economic intervention by the State into question.  

Under the pretext of cleaning up the economy, the Mexican State privatised strategic public sector 
enterprises, most of them acquired by foreign investors who had already penetrated all economic sectors. The 
high concentration of capital in a few corporations through the privatisation process unleashed the phenomenon 
of political privatisation. The privatisation process marked a new turn in the relationships of co-operation and 
conflict between the State/government/PRI on the one hand and business on the other. Relationships between 
the State and firms have taken a new turn since the 1980s, as a result of an aggressive economic policy of 
privatising economic sectors such as banking and finance, telecommunications, airlines, etc. The overall 
package of stabilisation and structural adjustment reforms transformed inter-governmental relationships and the 
relationships between firms, communities, new social movements and the three levels of government (federal, 
state and local).  

The privatisation of state-owned enterprises and banks was an important part of the new economic 
policies of structural adjustment reform. The programme began with the divestiture of state-owned companies, 
starting with small- and medium-sized ones and later turning to companies that required internal reorganisation 
before being offered to the public. State-owned enterprises were sold to private investors, who expanded and 
upgraded services (Savitsky and Burki, 1999); the buyers were mostly large domestic and foreign business 
conglomerates. This economic liberalisation attracted a great deal of foreign capital, precipitating a massive 
private lending boom. In the 1990s, with the role of the Mexican State being scaled back through privatisation 
and liberalisation processes that eased the fiscal pressures, the private sector was playing a larger role in driving 
the capital markets. Privatisation attracted large inflows of foreign direct investment (FDI) in expanding the 
economy; while established enterprises were bought up, a growing share of FDI flows to Mexico was invested 
in new assets. 

It is possible to establish with certainty the extent to which political considerations drove the 
government’s approach to privatisation. The change in ownership of large-scale public enterprises was 
commenced after internal evaluations and under the management of commercial banks acting as the 
government's agents. The World Bank (WBM, 2007) had documented the pernicious presence of special 
interests within the older economic arena, and many Mexicans hoped privatisation would create competition and 
drive prices down drastically. But it hasn’t happened.  

The main thrust of the reforms was to encourage the development of a competitive, broad-based export 
sector of nontraditional goods. Mexico joined the General Agreement on Trade and Tariffs (GATT) in 1986 and 
became an exporter of manufactured goods. The strategy now adopted for the design of the Mexican State, as it 
was for other states, was reduction of state structures and facilities, privatisation of state-owned enterprises, and 
economic deregulation. Private ownership, as opposed to public ownership, was considered more conducive to 
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improving the scope for competition, although the privatisation of public assets does not necessarily increase 
efficiency and innovation. 

With the introduction of these reforms the Mexican State began to loose its capacity to function as a 
nation, although the State maintained that there were high indicators showing that the reforms benefited the 
owners of capital. These reforms to the structure of the Mexican State reflect a transition from the welfare state 
model toward a neoliberal state model, this transition designed to change political behaviour in important ways: 
loss of centrality in politics, loss of the ability to build a sense of citizenship, transformation of politics into one 
electoral technique, and an increase in market problems. Also a loss of ethics and principles in the work of 
politicians and political institutions appeared progressively through a succession of governments, evident in that 
of Miguel de la Madrid (1982-88), of Salinas de Gortari (1988-94), of Zedillo (1994-2000), and of Fox (2000-
2006); it continues with Calderón (2006-2012). The new business elites which represent a new generation of 
private sector leadership took an active part in the auctioning off of the many state-owned enterprises, 
particularly during the Salinas administration. 

The PRI responded to allegations of electoral fraud in 1988 by moving toward a very limited form of 
shared power with PAN and accentuating the dependence on private investment in the domestic economy by 
promoting the export-oriented interests and attracting coalition partners. Salinas deepened neoliberal reforms 
and most of the public enterprises were liquidated, economic openness was accelerated, and several free 
commerce agreements were signed. Under the North America Free Trade Agreement (NAFTA), the Mexican 
government adopted the philosophy that foreign ownership brings economic growth and social development.  

The factors that shifted the internal structure of the private sector in Mexico against protectionist and 
towards free trade interests were the international context, the domestic economy, and government policy. The 
NAFTA represents the incorporation of big business and private sector interests into the trade policy-making 
apparatus through the Coordinating Council of Foreign Trade Business Organizations (COECE). The Mexican 
government was extremely concerned to attract the mobile investment resources of large firms (Arriola, 1994; 
Blanco, 1994), and so welcomed the private sector’s participation through organisations eager to play more 

active roles in trade policy making (Thacker, 1998). The activism of the Mexican State during Salinas’ mandate 

allowed the transfer of public enterprises to financial groups which were determined to maintain links of 
political complicity. 

There are differences of detail in reports indicating the extent of this movement in ownership, 
explained at least in part by small differences in the periods being measured. But there can be no doubt that 
movement through the 1980s and '90s was massive: in 1982 alone, 934 state-owned companies were divested. 
With some rounding to avoid confusions, it is clear that, between 1983 and 1993, the Mexican state sold off 
another 215 state-owned enterprises, and nearly 600 were either closed or merged or transferred (Bazdresch and 
Elizondo, 1993: 51). Mexico ranked second after Argentina in privatisation in Latin America during the decade 
of the '90s, when the government transferred to private corporations assets that amounted to US$31,458 million, 
which represented 20.4 percent of the total sales of state-owned enterprises in Latin America. Mexican 
privatization receipts reached US$3,160 million in 1990, increased to US$11,289 million in 1991, and totaled 
US$6,924 million in 1992. By June 1992, only 361 remained out of approximately 1,200 enterprises owned by 
the state before the privatisation plan started. By 1993 only 213 remained in state hands (Garrido, 1993: 36).  

Randolph (1994) reported privatisation sales until the year 1994 had netted the government $20.9 
billion. A report from the World Bank states that between 1990 and 1998 privatisation of Mexican public 
enterprises reached a total amount of US$154,225 million, an amount only slightly less than the balance of the 
total external debt of Mexico which in 1998 was US$159,959 million. 

Since 1989, and until 1994, the private development of public infrastructure, as a variation of 
privatisation, launched 32 build-operate-transfer projects with 28 more on the drawing boards, in areas such as 
highways, ports, power generation, airports and water projects (Randolph, 1994). In 1993 legislation was 
enacted authorising the private management of ports. Concessions granted for construction of toll roads through 
private resources covered 2,400 miles of roadway (Corona, 1993). 
 
The transition of the regime of the Mexican State: From the Entrepreneurial State to 
a State of Entrepreneurs 
 
The changing nature of the political party in power within the same regime represented a rupture in the old 
Mexican political system described as an 'imperial presidency' (Krauze 1997), it being replaced by a leadership 
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committed to processes of development according to the neoliberal pattern imposed by the interests of 
transnational capital. Salinas and Zedillo (1988-2000) now truly represented the two big powerful local groups 
of officials and entrepreneurs. These two technocratic presidents had as a common governing characteristic a 
personal focus on social and power relationships. Both fostered the emergence of complicity between the 
technocrats and entrepreneurs: they enlarged the relationship between the government and the men that held 
economic power, failing to respect the rules of the system or the correlation between social forces and politics, 
and this came with a greater readiness to admit the opposition party into the policy-making process. 

The strategy they used to implement the neoliberal model consisted of maintaining a reduced group of 
technocrat economists in a network of alliances in collusion with capitalist groups. From this time the 
institutional configuration of the Mexican State reflected the preparedness of the presidency to cede greater 
autonomy to policy-makers forging winning political alliances with members of the private sector. These 
capitalist groups, those whom Ortíz Pinchetti (2000) named 'the nomenklatura', had insatiable financial interests 

and were the main beneficiaries of the model. In Salinas’ strategy, through the support of PAN political leverage 
was given to the group of entrepreneurs and financiers.  
 
Change of the party in power: The Mexican State of Entrepreneurs in the new PAN–

presidentialist period 
 
The 21st century began in Mexico with the new paradigm of the entrepreneur-manager government. PAN’s 

charismatic leader, Vincente Fox, won the election for the presidency in the year 2000, and the pattern of 
neoliberalism increased with Fox’s rise to power. He represented a third stage of the neoliberal economy begun 
by Salinas, with the technocrats largely replaced by the entrepreneurs and managers. The new political class, 
which mainly emerged from the local organisations of small and medium entrepreneurs in the North, wanted to 
liberate the country from the corruption and clientelism of the old State party. The 'Entrepreneurial State' had 
been dismantled in the rise to power of the technocratic economists. Now, with a manager-president, the 
Mexican State became a 'State of Entrepreneurs and Managers' that treated democracy like a good business. 
This change process came to be called 'the Coca-cola-ification' of Mexico in reference to the managerial 
antecedents of Fox’s transnational government. Fox knew that the governing of Mexico was not the same as 

managing Coca Cola, but believed his managerial experience could help him to make decisions. His rise to 
power coincided with the consolidation of a concentration process, an economic oligopolitation, and political 
centralisation of decision-making (Fazio, 2000a). As Krauze put it (mentioned by Fazio, 2000b), his ascendancy 
resulted in 
a direct, immediate switch to managerial power. Wines of new marketing in old wineskins of caudillism…a 

caudillism plebiscitary with messianic edges, very dangerous in a country like ours that finds the separation 
between the church and the State difficult. 

Fox was the first manager president to arise out of the local elite from the center of the country. He 
represented the 'electoralist stream' of the entrepreneurial and managerial elite in PAN and especially the stream 
dominated by the faction from the northern states (the 'Monterrey Group'). The large outward-oriented, northern 
business groups housed in Monterrey had adapted a new corporate culture marked by an orientation towards 
external markets, and multinationally linked through alliances and joint ventures. They were supported by the 
ideology of the new Mexican right, opposed to traditional orthodoxy and expressed in current pragmatism or 
neopanism.3 

The arrival of the entrepreneurs and managers meant the displacement of politicians with formal power, 
ie what changed was formal power, because the real power remained unalterable. The Mexican Council of 
Businessmen stopped being a pressure group confronting the power of the State and became instead the voice of 
the entrepreneurs in the federal government who make national economic and political decisions. That is to say, 
the old political power was subordinated to the interests of transnational capitalism exercising a new governance 
strategy. This strategy allowed them to dominate and directly control the means for achieving their maximum 
benefit (efficiency), without needing the mediation of a political class paid to control production factors. This is 
the classic distinction between capital and work; in humanity's history, however, the achievement of efficiency 
has not brought social justice. 

In its entrepreneurial focus, the State regards citizens as clients whom it must satisfy with services of 
absolute quality. President Fox substituted the word 'client' for 'citizen', with an associated conviction that it was 
inappropriate to promote the policy of indigenous community development. Disrespectfully, he called the 
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indigenous people 'vocho, changarro and tele'4 in response to their centuries of rebelling against the capitalist 
system because of the injustices perpetrated against them. In the view of neoliberalism centered in the forces of 
the market, the indigenous peoples are not consumers. Therefore they are disposable and, in the best-case 
scenario, a population to be integrated or assimilated into the lowest ranks of the work force without rights and 
subordinate to capital, as exemplified by the proposal made during Fox’s campaign to train them to be 'the 

foreigners' gardeners'. 
The new State of Entrepreneurs administers the existing order efficiently so as to guarantee to 

transnational global capital that the best investment conditions exist in Mexico. The general coordinator of 
economic affairs in the transition team guaranteed 'zero discrimination' for Mexican entrepreneurs. With a clear 
vision of the needs of a company, he wanted to create wealth and more work sources; the entrepreneurs declared 
they were convinced that the new government would be 'friendlier' (Becerril, 2000).  
 
Changes in ownership: from state-owned enterprises to private monopolies 
 
Under the old Salinas administration, though the economic reforms were more aggressive, they did not always 
result in a structure of more competitive economic sectors or a more equitable distribution of economic benefits. 
The privatisation programme was conceived originally to balance the fiscal budget by generating income and 
reducing subsidies, but the necessity to improve economic competitiveness soon was evident. The change in 
leadership created high expectancies for privatisation of more state-owned industries. However, as an economic 
policy, Mexican privatisation meant a mere change of ownership from public monopolies to private ones, 
without an effective regulatory framework in place and strong regulatory agencies capable of enforcing more 
competitive conditions (WBM, 2007).State-owned industries that had changed ownership under the Salinas 
privatisation programme covered all the financial and banking system, the two main airlines (Aeromexico and 
Mexicana), the telephone company (Teléfonos de México, which became Telmex), steel, insurance, hotels, 
mines, shipbuilding, gas stations, movie studios, manufacturing, airports, railways, etc. With the advent of the 
Fox government, there were further plans to privatise the energy, oil and electrical industries. 
 
Change in ownership in the telecommunications sector  
 
The privatization of the telecommunications sector merely replaced public monopolies with private monopolies, 
as in the case of Telmex and Televisión Azteca, one of the two larger television broadcasters. Telmex went 

under unclear procedure to Carlos Slim, who bought 20% of the company’s stock and 51% of its voting options 

(Bazdresch and Elizondo, 1993: 59). Clouding the deal was the fact that Slim was a huge contributor to Salinas's 
PRI party and thus in an extremely close and advantageous relationship with the Salinas government. When the 
government put it up for sale, Slim partnered with AT&T and France Télécom to buy the company in late 1990 
for about US$2 billion. The newly privatised company got a seven-year guarantee of monopoly status, but the 
political dimension of the deal was emphasised when Salinas favoured the inclusion of a continuing Mexican 
control clause in the concession because of his interest in developing strong Mexican business groups. Also, to 
accommodate labour interests following a classic corporatist style of 'back door' negotiations, the government 
agreed to give away some ownership concessions to a friendly labour union -- among other benefits, 
government and management promised not to dismiss any existing employee due to privatisation (Murillo, 
2001; WBM, 2007). 

The economic effects of the 'liberalisation' of the telecommunications sector and, more specifically, 
privatisation of the state-owned Telmex have created legal barriers to entry in the concession title and 'retained 
the company as a vertically integrated monopoly, in the place of the former public monopoly' (WBM, 2007). 
Nowadays, Slim's Teléfonos de México controls 92% of the country's phone lines, and his América Móvil 
wireless service has a 70% market share. Rates for monthly service and residential phone hookups are among 
the highest in the developing world. As reported by Fortune magazine (Mehta, 2007), with nearly US$60b 
Mexican telecoms tycoon Carlos Slim is heading the Forbes list of the world’s wealthiest, overtaking Microsoft 

founder Bill Gates for the title of the world’s richest person. His family's holdings represent more than 5% of 

Mexico's 2006 gross domestic product.  
George W Grayson coined the term 'Slimlandia' to describe the entrenchment of the Slim family's 

companies in the daily life of Mexicans. Slim-controlled companies make up one-third of the $422 billion 
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Mexican Bolsa, or stock exchange (Mehta, 2007). Family ownership tends to be even more prevalent in other 
large business groups in México, where the interests of the owners and the firm are indistinguishable, financial 

accounts are frequently intermingled and there is not any need to be accountable to outsider shareholders.  
The stock restrictions of Mexican companies keep the ownership with those that are directly involved 

in the success of the business. To protect against dilution and decreasing the ownership percentage of 
stockholders when the company issues stock, investors require the company to give them structural anti-dilution 
protection, and pre-emptive rights. To maintain control over the company’s ownership, it is necessary to keep 

the mechanism of a pre-emptive right (derecho de preferencia) that the Mexican law grants to all stockholders 
of a company to purchase their pro-rata portion of any new stock issues. This mechanism is designed to protect 
stockholders from having their ownership percentage in the company diluted or decreased. 

 
Change in ownership of the banking sector 
 
The banking sector illustrates well the symbiotic development of close relations between the government and 
the economic elite of Mexico. Nationalization of the banks in 1982 temporarily restricted national capital 
markets, and was the main event that provoked the rupture between the political and entrepreneurial hegemonic 
blocks and their representatives, the politicians and government officials from PRI, the long-standing party of 
the State, on the one hand, and the factions that controlled capital on the other (Maxfield 1990). The Mexican 
capitalists, who felt betrayed, broke their alliance with the political bureaucracy and designed a strategy for their 
own re-constitution. 

The banking policies implemented by de la Madrid, Salinas and Zedillo (from 1982 to 2000) provoked 
re-privatisation of the nationalised banks. They were purchased by the emerging elite group of owners of 
business conglomerates financially linked to foreign investors and tied to private financial institutions, people 
who had made fortunes on the parallel financial markets and were more amenable to free trade. According to 
Fazio (2000a), they were living in one tortuous lover relationship of subterranean blurred tides, intense shady 
deals, and complicity networking. 

 
The old owners of the banks were indemnified by 1986. One third of the bank stocks were sold to the 

private sector, and non-bank financial operations such as stock brokerages, insurance, guarantee and mortgage 
companies were re-privatised (Hernández Rodríguez, 1986). The policy of limited competition allowed the 

banks to engage in non-competitive behavior and erected entry barriers to the holding of stock. Private financial 
operations grew rapidly in a volatile market environment accessible only to the largest corporations on the 
Mexican stock exchange (Maxfield, 1989). Many of the new entrepreneurs arose from the securities business 
(WBM, 2007). 

In 1991, when bank re-privatisation began, four banks controlled 70% of total bank assets (Haber, 
2005). Private capital markets were strengthened, and control of the largest banks moved into the hands of a 
small group of owners who made their fortunes in the parallel markets of the 1980s (Elizondo, 1993). In the 
lending boom that followed, bank credit to the private sector soared up to 40% of GDP in 1994 from less than 
10% five years, and banks were allowed to disguise some poorly performing loans, cultivating the ground for 
the eventual collapse of December 1994 when the peso devalued massively (Savitsky and Burki, 1999; WBM, 
2007). 

This financial crisis hammered the Mexican banks, pushing them to accept foreign investments to 
bolster their equity position. The accompanying meltdown of the Mexican stock exchanges resulted in the loss 
of half of the value of stocks, and share prices for major Mexican companies quoted on Wall Street dropped 
75% within a few months. The crisis has been studied widely in order to understand the way in which financial 
markets, governments and multilateral institutions respond to new questions of governance. This crisis raised 
the problem of sustaining fixed exchange rates in an environment of high mobility of international capital; 
Mexico's weak financial system was now strengthened through the intervention of the International Monetary 
Fund (IMF). The pack of credits IMF gave to Mexico in 1995 was a reward for banking with more risk: whereas 
better prudential control of domestic banks may be prone to inefficient rents demanded by powerful local 
constituencies, when more governments of other countries lend to Mexico their banks have more security to 
cover their own loans (Agénor, 2001). 

In reality, the privatisation of the Mexican banking system into financial groups emerged from 'steam' 
and complicity among investors and politicians who took advantage of available international organisational 
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finances, and inevitably the old order which valued Mexican ownership and Mexican initiative suffered. The 
liberalisation of the foreign investment rules – the Congress approved the financial reform in December 1998 -- 
was a clear indication that, in the new investment environment, the government had taken a very favorable 
attitude towards foreign investment. By December 1998 the three largest Mexican banks merged into larger 
foreign financial institutions or had large portions of their stock acquired by foreign banks. Thus, in 2000 and 
2001 Serfín and Bancomer were sold respectively to Santander and Banco Bilbao Vizcaya (BBV), while 

Citigroup took over Banamex – announcing a layoff of 7800 workers four months later. 
The item that stood out as the single most important measure of financial liberalisation to ease further 

constitutional barriers to foreign ownership in the Mexican financial system was that which allowed foreign 
investors, commercial banks and financial holding companies to own up to 100% of common stock. Previously 
foreign ownership of Mexican companies was limited to 49%. Today, under the new regulations, foreign 
investors can own up to 100% of any kind of enterprise or business, without prior authorisation from the 
Foreign Investment Commission and without requirement to engage a Mexican investment partner. 

Analysts such as Dymski (2002) and Crystal, Dages, and Goldberg (2002) argue that the acquisition of 
Mexican domestic banks by megabanks provides another path to better governance, since implicitly megabanks 
are more efficient, more market-oriented, and regulated by more experienced national banking authorities. So 
providing maximum scope for the global expansion of first-world megabanks could, in this view, ensure 
universally higher welfare levels. But this has not proved to be the case. With 90 of the local banks under 
process of acquisition, banking services are quite expensive, interest rates for deposits have decreased, and 
credit is scarce with higher interest rates than before. The financial crises and economic liberalisation supported 
by the Mexican government have paved the way for foreign penetration into the Mexican banking and financial 
market, which is one of the most profitable for foreign banks because of the expensive price for customer 
services. 
 
Change in land ownership 
 
An ejido (collective landholding) is a community with a unique system of land ownership, land jointly owned 
by its members, the ejidatarios. The ejido system was created by government decree as a basic feature of 
agrarian reform policies in response to the demand for land ownership, and was entrenched to protect peasants' 
rights following the 1910-17 Mexican Revolution.5 

Land ownership reform was fully implemented during the 1930s during the regime of a socialist 
president, Lázaro Cárdenas, in order to recover the land ownership which was originally vested in aboriginal 
people but later concentrated in the hacendados of the rich. The land was now re-assigned in small parcels to 
indigenous communities under the ejido system. An ejido was legally vested in the communities of townships 
adapted from the Indian tradition of communal farming and was responsible for allocating cropland to 
individual ejidatarios. It was thus a form of communal property for indigenous land, and some 28,000 ejidos 
came to embrace about half of Mexico's arable land; however plot sizes were shrinking and the system suffered 
from lack of credit. 

A new set of legal, economic, and institutional reforms enacted as part of Mexico's 'Reform of the 
Countryside' began in the late 1980s. The policy of modernisation aimed at integrating rural Mexico into the 
global economy not only allowed up to 100% foreign ownership of Mexican industries but also introduced 
changes that led to the transfer of ownership and management of lands throughout the region from the ejido 
system back to the private sector (Lewis, 2002; Luers, 2003). Foreigners were now able to acquire land 
ownership through the title held by a Mexican nominee, and in late 1991 Salinas began a process that attacked 
the system and so challenged entrenched constituencies. 

The main argument for freeing up land sales was that economic and commercial modernisation of 
agriculture was necessary if Mexican producers were to compete with cheap food imports entering under 
NAFTA, which established free trade in agricultural products including the staples corn and beans. But 
modernisation policies on energy and land ownership had provoked opposition, marked particularly by the battle 
cry tierra y libertad (land and liberty) which was the backdrop to the 1994 Zapatista army's denunciation of 
NAFTA, seen as locking in a policy of agricultural commercialisation favourable to and benefiting the large 
agricultural producers and not the smaller land-owner producers.  

A new Agrarian Law passed in 1992 as an amendment to Article 27 of the Mexican Constitution grants 
Mexican ownership of the land and water within its territory and stipulates that Mexico shall oversee the transfer 
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of ownership rights to individuals, by creating private property and legalising the rental and sale of previously 
inalienable ejido land. The change in land ownership under the reforms allowed ejidatarios and communal 
farmers to sell and rent farm land to both domestic and foreign investors. While there was an attempt to protect 
their interests within the new processes, they had to cope with other changes that drastically weakened their 
position. The effect of the neoliberal macroeconomic reforms in rural Mexico was also to eliminate not only 
subsidies for agricultural inputs and most food, credit and technical assistance for agriculture, but also price 
support for basic grains: there was a significant reduction in income earned from harvested products.  

The renting and sale of ejido land had significant ownership effects. There was much more 
landlessness, with rural inequalities becoming much worse. There was also much out-migration as millions of 
farmers and peasants were forced off the land. The real estate market in Mexico has taken huge strides during 
the last 10 years, under new real-estate ownership tools that provide a high level of confidence for out-of-
country buyers; with earlier restrictions removed, thousands of miles of coastline have been offered for the 
development of beachfront properties. Here too President Fox worked to make affordable financing available as 
a tool for foreign investment. The result is clear: what is emerging is a dual agricultural economy. Poor peasants 
do not own the land, have to sharecrop with the land-owners, and live at subsistence level; owners of small plots 
of land who work their land also live at subsistence level (Schulz and Wager, 1995; Crummet, 2001). 

But the owners of large parcels of land have the resources to be able to produce export-oriented crops. 
The concentration of land ownership in irrigation districts and most productive dry-land agricultural regions in 
the hands of large agro-industrial groups is contributing to the impoverishment of peasantry. In order words, this 
dual agricultural economy is creating more poverty in the countryside while the owners of large land plots are 
becoming wealthier. The 'inefficient' subsistence farmers become 'surplus' faster, and have been forced off the 
land either to immigrate to the US, to enter into illegal activities related to drug production and distribution, or 
to swell the ranks of the poor in already overcrowded and polluted large cities. 

An analysis of reactions and responses to the 1992 amendment to Article 27 using the findings of a 
1999 case study of ejidos in the Yaqui Valley, Sonora, a prominent agricultural region of northwest Mexico, 
concludes (Lewis, 2002: 401) that 'the complex of economic and legal reforms – combined with the specificities 
of Sonoran agriculture – has generated a visible change in ejidos with respect to land operation, setting the stage 
for an accelerated shift towards the privatization of agricultural land in northern Mexico'. The resulting 
insecurity and confusion after the ejido land reforms fuelled discontent throughout rural Mexico and provided 
the Zapatistas with the base of support from which they launched their rebellion (Schulz and Wager, 1995).  
 
Change in ownership in other important economic sectors 
 
There is no space to deal with all the other important sectors that have experienced privatising activity. However 
the effects of ownership change in two 'jewels of the crown' deserve some attention. 

Business groups were privileged in obtaining more influence in the policy-making process during the 
Fox presidency, and they particularly requested options for participation in investment decisions relating to the 
energy sector (electricity and secondary petrochemical). Continuing with a programme to attract private and 
foreign investors, Fox was clearly governing in a New Public Management (NPM) style, as if Mexico was a 
corporation, and with the likely outcome of delivering the petrochemical and electrical sectors to transnational 
global capital.  

PRI legislators refused to support the privatisation of the Mexican oil company Petróleos Mexicanos 

(PEMEX), and this refusal was a factor contributing to Fox’s failure to advance needed legislative reforms 

associated with electricity, natural gas and other energy issues when Calderon, now presidential successor to 
Fox, was Minister of Energy. The Fox administration became embroiled in an ideological debate between 
privatisation advocates and proponents of Mexican state control over the energy sector, seen as embracing 
PEMEX and the state electrical companies (Shields, 2005). Lopez Obrador, the leftist (PRD) candidate for the 
presidency who was defeated by Calderon under serious allegations of fraud in the 2006 elections, had promised 
that, if he became president, he would modernise Mexico's energy sector by boosting spending on PEMEX and 
reducing Mexico’s dependency on technological assistance from foreigners. Mexican voters were unsure 

whether privatization of the energy sector was good for the patrimony of Mexico: to win passage in congress, 
any reforms in this sector needed to comply with demands for continued sovereign ownership and control over 
crude oil and gas. 
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But, though they are considered as very sensitive strategic industries for development and are therefore 
protected by Mexico's Constitution, the denationalisation and privatisation of PEMEX and the Federal 
Electricity Comission (Comisión Federal de Electricidad or CFE) is proceeding rapidly with the support of 
administrative procedures. The government agreed in 1989 to open 'secondary' petrochemicals to private sector 
investments under a cooperative programme with PEMEX, thus introducing a measure of de facto privatisation. 
And now oil officials are awarding more 'integral service contracts' over almost every aspect of a project except 
for ownership of the underlying resources, although laws against foreign ownership of oil and gas resources are 
still in enforce. These actions explain the deregulation and privatisation programmes in the strategic energy 
sector.  

 
Re-assessing ownership change in México  
 
Defenders of privatisation try to demonstrate that the process has brought benefit to the Mexican people, but it is 
not yet evident that that is so. According to data provided by Salinas as former president and advocator and 
implementer of the privatisation programme, privatization reduced budget expenditures to finance social 
programmes, thus preventing a fiscal deficit. However, while on the one hand the privatisation programmes 
have increased production by 54.3% with a significant reduction in investment, on the other they have reduced 
employment by half. This is consistent with a study by Galal et al (1992) which analysed the after-privatisation 
performance of twelve companies in different countries including Mexico, and documented an increase of 26% 
in profits in eleven cases but an increase of benefits to workers in only three cases.  

When the economic development pattern that has been followed up to this point in Mexico is able to 
generate growth, it will be accompanied by a growing concentration of income and an increase in poverty 
among the poorest strata of the population. In a period in which the Mexican economy reached a peak over 18 
consecutive trimesters of growth, the benefits went to a very reduced group of people: as analysts González 

Amador and Castellanos put it (2000), 'only the crumbs fall down'. The result is a society with big contrasts in 
income distribution, where 20 million Mexicans (20% of the total population) live under conditions of extreme 
poverty, and more than 40 millions (40% of the total population) live below the line of poverty.  

More than half of Mexicans old enough to work are employed in the informal sector of the economy. 
World Bank figures show that 42 million Mexicans have salary levels below twenty pesos daily, the equivalent 
of less than US$2 a day. Data from the United Nations show that 64.5% of the population received insufficient 
wages to sustain minimum nutritional requirements; 40% of Mexican women live in homes with low income 
compared to 20% of Mexican men (Jiménez, 2000). During the period 1964-1981, the gross internal product per 
inhabitant rose to US$7,776 a year, with an average annual growth of 3.4%. However, after l982 with the 
implementation of the neoliberal State model in Mexico, the growth of the gross internal product fell. For the 
period of the neoliberal State, which has lasted from 1982 to 2007, the gross internal product per inhabitant only 
grew on the average of 0.3% yearly.  

The National Survey of Income-Expense in the Households, carried out by the National Institute of 
Statistics, Geography and Informatics (INEGI) in the year 2000, reported that the generation of wealth increased 
in the previous six years, but that the distribution of the wealth became more inequitable, with alarming levels of 
deterioration. Some 38.11% of national income was concentrated in 10% of the homes. At the other end, 10% of 
the poorest hardly received 1.50% of the total, when in 1996 it was 1.79%. The income available monthly to 
10% of the poorest homes was 26% less than in 1994, while for 10% of the homes the reduction was 20% 
(González Amador and Castellanos, 2000). 

Quick economic growth has thus not resulted in an improvement in the population's standard of living, 
due to the inequitable distribution of income that impedes the transfer of macroeconomic benefits. The higher 
rates of growth that reached 4% of gross internal product between 1996 and 2000 on the average have not 
contributed to improvements in the well-being and standard of living of the family, because they contribute 
2.4% (real) of the product per layer. According to an analysis of El Financiero (2000), for each peso (Mexican 
currency) that was generated in the economy in the first trimester of the year 2000, 0.07 cents went the 
population with low levels of revenue (38.11%), while 50 cents went to the population with high levels of 
revenue (10%). 

The political transition came harnessed to economic reform but there was no matching social advance. 
Cutting social expenditure in education and public health reduced the weight of bureaucracy gradually by 
transferring these functions from the State to the private sector. The governments’ years in power leave behind 

1914



  

'open wounds in the national conscience' coming from the indigenous conflicts in Chiapas. Social conflicts were 
sharply on the rise. The result being: increasing levels of poverty, the growth of the informal economy, increase 
in violence and public insecurity, corruption with impunity, the precarious conditions of micro, small and large 
enterprises and the deterioration of the countryside and farming sector. In sum, the current problem in Mexico is 
good macroeconomics but bad microeconomics. 

The trend has been to concentrate economic – and by extension political – power in the relatively small 
group of industrial/commercial entrepreneurs who have gained so much from the privatising/liberalising policies 
of the neoliberal governments of the last generation, and who are so closely connected with the world of 
international capital. Productive efficiency may have benefited, but the social consequences have been dire. The 
big firms are protected against the introduction of mass shareholdings as understood in the listed 'public' (but 
still private!) companies of the Anglo-Saxon countries, and in this and other ways the cause of commercial 
democratisation is defeated. And, through their strong focus on attracting foreign investment, the neoliberal 
governments have shown their inability to reduce the pain of integration processes through more favorable 
negotiations that would allow comparative and competitive advantages for Mexico. The results of the 
globalisation processes confirmed that movement had gone in only one direction: the entrance of transnational 
and multinational enterprises, now called global enterprises or contemporary business, which in essence are 
foreign, have taken legal ownership of the natural resources, land, etc., and returned few benefits. Could it have 
been different? The World Bank (WBM, 2007) has argued that 'in several key moments when government 
policies could have turned the structures of these sectors more open and thus competitive, the government’s 

choice has tended to be to favor market concentration'. The result has been a bigger reproduction of capital and a 
deepening of the dominant instruments so as to markedly increase differences and social injustices. 

The losers are the immense numbers of urban poor people, peasants, landless rural and small 
proprietors of land, workers, general consumers, owners of micro, small and medium size firms, all of whom 
have had to absorb higher prices and higher input costs. Privatisation has failed to meet the objectives of 
achieving an economy with more efficient use of resources mainly because the lack of a set of incentives and 
regulatory frameworks to prevent the establishment of private monopolies in place of public monopolies. 
Nowadays, the Mexican economy is dominated by a network of private monopolies with a governance linked 
trough cross-shareholdings.  

The way that the privatisation and trade liberalisation reforms were conducted in Mexico, according to 
the World Bank (WBM, 2007: 68), suggests that strong business influence on politics continues, albeit with 
some changes in the identities of the elites involved and the form of the interactions between the state and 
businesses. The clear tendency of wealth concentration and unequal distribution of economic benefits (and of 
the corresponding political influence) has created a highly unequal political playing field where a small number 
of well-endowed and well-connected business elites manage to obtain preferential concessions from the 
government (typically in the form of market protection). 

The main challenge for Calderón’s government will be to build new institutional structures to solve the 
problems of the new reality that faces the entrepreneurial and managerial group in power. For example, there 
remain some institutions that impede the practice of monopoly and that sustain governance of the Mexican 
society. The proposed democratic capitalist model for a market economy needs to be adapted so that the 
outcome of its operations is expressed in progressive reductions in poverty levels. For the remainder of its term, 
Calderón’s administration must aim at recovering the government’s credibility and genuineness by creating 

1,200,000 new jobs per year while maintaining economic growth and development. Correction of social 
inequalities is required, starting with the reorientation of economic policies. An inevitable topic is: how to draft 
public policies that will combat inequality in education, health, infrastructure, and housing? 

It is necessary that the State must govern and act to rectify inequality, create a social economy that is a 
humane economy, and follow humanistic policies in the economic sense with a high emphasis on combating 
inequality. Economic policies should be drafted so as to make the State responsible for combating inequality. 
They have to become unified to reduce poverty through such measures as the establishment of Social Banking to 
support families and associated companies, as well as to create a government salary pact between employer and 
worker, that allows workers to recover their purchasing power. 

A political system is required that will produce a public administration that is accountable to the people 
in such a way that rulers are brought closer to those they govern and which will permit social participation in the 
design and implementation of public policy. However, the conservative panista speech manages only to 
recognise the social participation of private philanthropic non-governmental organisations. Nevertheless this 
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[phrase: joint alteration???] of party power, the civil society that had always maintained a relationship in 
conflict with a government that sought corporate control, now has the opportunity to participate in the design of 
the country in a new relationship with government. 

In the movement from the now-traditional 'Entrepreneurial State' to the modern neoliberal 'State of 
Entrepreneurs', Mexico has drifted far from a situation in which the general population identified with a State 
which, whatever its imperfections, stood for and protected them and their main interests in the world; that was a 
State which, to a considerable degree, they could feel they 'owned'.  

Governments from that of Selinas on have come to associate themselves closely with the increasingly 
powerful industrial/commercial elite, motivated of course by a conviction that Mexico's very solvency in the 
world depended on integrating with evolving global capitalism. But the social consequence has been a 
significant deterioration in the social condition of the masses, so that the older identification with an owned 
State has been much weakened. Hence today's major challenge: can the sense of identification with that State be 
recovered without a reversal to the older and more isolationist paradigm which would surely result in the loss of 
the very real economic gains that have come with the 'state of entrepreneurs'? 
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End Notes 
 
1. This paper is a further development, with some up-dating (written fairly soon after the advent of the Calderón 

government), of an article by the same author (Vargas Hernandez, 2005) included in our earlier symposium on 
Public Ownership and Enterprise Management and (Editors). 
 
2. 'State' is capitalised where it refers to the Mexican State as a concrete whole centred on the federal 
government but incorporating in an inclusive way three levels of government, one of which is the sub-national 
state within the federation, and the general community. 
 
3. Neopanism means the new political principles of the Partido Acción National (PAN) or National Action 
Party, which are more pragmatic and business-oriented, against the old panism and related panista that are more 
oriented towards a domain sustained by a conservative Catholic social democracy. 
 
4. Vocho is a popular term that stands for the Volkswagen beetle-model car. Changarro is another popular term, 
standing for any kind of familiar micro business. Tele stands for television set. 
 
5. Communal land ownership is related to the land that was originally owned by the indigenous people, small 
parts of which were legally recognised by the Spanish Crown and given back to indigenous communities. The 
ejido land created in the last century is also considered as communal land, but not all communal land is ejido.  
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Abstract 
 
In this paper, the evolving field of entrepreneurship and higher education is examined. Focusing on a representative 
case of an American University (the Babson College), we underline the critical role that business and entrepreneurial 
higher education programs can play in the process of new business creation by supporting potential entrepreneurs in 
developing personal capabilities, skills and competences and by stimulating the ‘awareness’ of entrepreneurship.  
We propose an application of an interpretive model (MAIR Model- Motivation and Confidence, Abilities & Skills 
Development, Ideas and Resources) to carry out an analysis of the impact of the business and entrepreneurial 
activities promoted by Babson College on vocation, motivation, capabilities, and performance of potential 
entrepreneurs. 
 
1. Business and entrepreneurial education programs and new entrepreneurship creation 
 
This paper is the carrying on of a doctoral research project pertaining to the evolving field of entrepreneurship 
and higher education. The purpose is to examine, explain and discuss the critical role that business and 
entrepreneurial education programs promoted by universities can play in the process of new business creation by 
stimulating and supporting the potential entrepreneurs in developing personal capabilities, entrepreneurial skills 
and competences. 

In recent years, the relationship linking universities to new entrepreneurship has become a topic that 
has encouraged a large number of researchers to examine it from different perspectives and with various aims in 
mind. As a result, findings from several interesting research projects are currently available. In addition to a 
significant number of theoretical and more conceptual studies, there is also a large amount of empirical works 
dealing with a wide diversity of issues within the field of entrepreneurship. Most of the time, in such researches, 
two key questions are typically addressed: 

1. Could higher business education programs promoted by universities play a crucial role in the process of 
new business creation? 

2. And, could a positive relationship which links universities to new entrepreneurship be found? 
Moreover, most of the researches that investigate new entrepreneurship concentrate on both internal 

and external factors that seem to influence the success of a start-up. In fact, the creation of a new firm is the 
result of a complex process involving the personal characteristics of the potential entrepreneur and an adequate 
combination of vocation, capabilities, resources and knowledge. Another relevant factor is the large percentage 
of new ventures that fail for absence of entrepreneurial culture and professional competences necessary to cope 
with the increased complexity of a new firm. Therefore, during the start-up process it is necessary to pay 
particular attention to the creation, setting-up and integration of the different skills, knowledge and know-how 
necessary in order to successfully start a new venture. Recently, the studies that investigate new business start-
ups are focusing on the role that Universities and entrepreneurial centers can and should play in sustaining and 
stimulating the development of entrepreneurship through their research and education services (Carlsson, 2005). 

In particular we stress the role that Universities can play in supporting and stimulating both internal and 
external factors (Sorrentino, 2003) (that seem to influence the success of a start up) offering business education 
programs, transferring technology, and providing services to start-up companies. 

In this paper “business and entrepreneurial higher education program” is intended as the process, or 
series of activities promoted by universities, that allows an individual to develop knowledge, skills and 
capabilities essential to evaluate and solve specific entrepreneurial problems (Hynes, 1996). 

Recently, more and more universities have been integrating into their courses and programs 
entrepreneurial and business activities, which stimulate „awareness‟ of entrepreneurship and which allow 

students to develop the basic skills and abilities needed for any entrepreneurial process (Hynes, 1996; Garavan 
and ÒCinneide, 2003; Katz, 2003; Frank, 2005; Vallini and Simoni, 2007). In the USA this phenomenon is 
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firmly established, beginning in the early 30s at Harvard University and then spreading substantially to other 
campuses in the early 60s (Ivancevich 1991). At present, business activities in American Universities generally 
include orientation meetings with students, internships and work experiences within companies to facilitate and 
reinforce the student‟s knowledge and capabilities. Besides, there are a large number of partnerships with 
incubators and science parks for transferring the results of the scientific research and facilitating the high tech 
start-ups. 

Stemming from the aforementioned observations, we believe the Universities with high quality 
teaching and business education programs can: 

educate potential entrepreneurs to transfer more codified knowledge into marketing, administrative, 
financial, technological, and other areas thus aiding the process of new ventures creation 

stimulate the entrepreneurial aspirations of young students and support potential entrepreneurs in 
developing personal capabilities, skills and competences (Fiet 2001, Vallini and Simoni, 2007). 

Specifically, we discuss the case of Babson College (Wellesley Massachusetts), that offers one of the 
most well-rounded programs in the field of entrepreneurship and general management teaching with a large 
combination of both undergraduate and graduate programs. 

In this paper, we take a closer look at some critical issues associated with the evolving field of 
entrepreneurship and higher education programs (par. 1). Next, we present the research questions and the 
methodology adopted (par. 2). The following section starts with a brief observation on some representative 
examples of American Universities that can be critical centers for the diffusion of entrepreneurship having 
implemented in the last years entrepreneurial activities and innovative business programs (par. 3). Then, we 
discuss a specific case study (Babson College) and we propose an application of an interpretive model (MAIR 
Model) (par. 4 and par. 5). Finally, we draw some conclusions and we offer some suggestions for future 
research. 

 
2. Theoretical framework, assumptions and methodology 
 

At present, business and entrepreneurial education programs are becoming more strictly related to the 
need to spread knowledge and know-how as a means for training new entrepreneurs and, consequently, for 
creating new entrepreneurship. It is precisely from this standpoint that business programs promoted by 
universities may become a strategic factor for generating new entrepreneurship, for the qualification and 
competitiveness of new ventures and for the development of human resources at the highest level. 

In the American universities the management and organization of these business programs is carried 
out by Entrepreneurial Centers, which are considered the hub for entrepreneurial activities and the main starting 
point for all the other business activities promoted by the universities. Moreover, these centers enable potential 
entrepreneurs to be exposed to a global network and a system of alliances made up of relations, contacts, 
exchanges of ideas as well as research and study activities. We may then point out that the promotion and 
setting-up of business and entrepreneurial programs allows future entrepreneurs to find themselves within a 
system of networks which: 

 legitimates and supports their entrepreneurial decisions (legitimation networks) creating a climate of 
shared values and an entrepreneurial culture  

 increases the possibility to evaluate and choose market opportunities (opportunity networks)  
 provides access to information and material and intangible resources (resource networks) 

The access to such networks can therefore be positively linked to the creation of new firms and to the 
possibility to achieve good performance in their first years of life (Naphiet and Ghoshal, 1998; Liao and Welsch, 
2005). On one hand, the networks legitimate, encourage and stimulate the processes of new business creation, 
and, on the other hand, they facilitate the access to pivotal resources and information needed for a successful 
start-up. 

In terms of content, we argue that universities can activate and stimulate the above-mentioned system 
of networks 

 offering education and training activities and scientific production; 
 promoting stable relationships and fruitful partnerships with entrepreneurs and capitalists; 
 supporting spin-offs and incubation activities transferring technology and patenting. 
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In fact, Universities with high quality teaching and scientific production can, first of all, be potential 
engines for the economic and entrepreneurial development of a country. Second, Universities can educate 
potential entrepreneurs transferring more codified knowledge into marketing, administrative, financial, 
technological and other areas. Finally, spin off and incubation activities can aid future entrepreneurs in the 
creation of a start-up facilitating the access to material, financial and relational resources. 

On the basis of those considerations our work is based on three assumptions: 
1. universities, with high quality teaching and scientific production, are potential engines for the 

economic and entrepreneurial development of a country  
2. higher education activities and business programs can support collaboration between universities and 

entrepreneurship and aid future entrepreneurs in the creation of a start-up 
3. higher education programs are strictly related to entrepreneurial competencies and to the consequential 

success rate of start-up companies. 
The purpose of our study is to analyze the business education programs promoted by one of the most 

representative Entrepreneurial College in USA (Babson College) focusing on the following research questions: 
1. How can promoted business and entrepreneurial programs enhance and encourage an entrepreneurial 

thinking to be applied by students in start-ups? 
2. How can business education programs educate potential entrepreneurs to transfer skills and 

competences into marketing, administrative, financial, technological, and other areas aiding the process 
of new ventures creation? 

3. Can higher education activities support collaboration between universities and entrepreneurship aiding 
future entrepreneurs in the creation of a start-up? 
We assume the research perspective of potential entrepreneurs interested in relationships, resources and 

abilities developed through business and entrepreneurial higher education programs. To evaluate our research 
questions and interpret, which an exploratory approach, the phenomenon under study, we adopt a descriptive 
case study methodology (Yin, 1993). 

We selected Babson College as it widely considered as an exemplary case and we used multiple 
sources of evidence, such as interviews, direct observations, physical evidence, analysis of corporate balance 
sheets, documents, web sites and secondary data collected from newspapers, magazines and trade journals. 

The unit of analysis is the entrepreneurial activities and business programs promoted and their 
relationship with the new business creation process. For the selection of the specific activities we used a 
theoretical model: the MAIR model (Motivation, Abilities and Skills, Ideas, and Resources) (Hartshon, 2004). It 
was previously applied both in 1998 and 2004 by NCGE (National Council for Graduate Entrepreneurship) to 
monitor the support offered to students at the affiliated universities (Table 1). As result of the application of this 
model, we carried out an analysis on the impact of business and entrepreneurial higher education programs on 
motivation, knowledge, opportunities, resources, and performance and we tried to underline the role of higher 
education in an entrepreneurial process. 

 
TABLE 1: MAIR MODEL AND ENTREPRENEURIAL ACTIVITIES 

MOTIVATION and     
CONFIDENCE

ABILITIES and SKILLS 
DEVELOPMENT

IDEAS RESOURCES

Role Model and Case studies Courses and classes Idea Workshops Enterprise learning
Networking opportunities Conferences, worksops and talks Networking opportunities Techonology Transfer Activity

Enterprise forum and clubs Works Experiences and stages Idea concept banks Incubation
Enterprise Events and Awards Entrepreneurial Summer School Research idea prototyping Funding
Mentoring Business Plan Competition Business Concept Competition Central support union

Idea Workshops Spin off activities

Source: authors‟ adaptation from NCGE (2004) 
 
3. American Universities and the challenge of new entrepreneurship creation  
 
Every year, many specialized journals ranke college programs in business, education, engineering, law and 
medicine to outline the best schools in the USA (see for example US News and World Report, The Princeton 
Review, Financial Times and BusinessWeek). Stemming from the 2006 data in the United States there are 1926 
colleges (about 100 outside the USA territories). In regards to business and entrepreneurial schools, at present, 
there are 1354 colleges that promote programs in business, management, marketing and related support services 
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and 75 colleges that promote programs about entrepreneurship and entrepreneurial studies. In 2008, the top 5 
schools that demonstrated leadership in preparing and supporting students in the field of management are: 
Harvard University, Stanford University, Northwestern University, University of Michigan-Ann Arbor, and 
University of Pennsylvania (Warton College). In the field of entrepreneurship, for the 15th straight year, Babson 
College was chosen by the US News and World Report as the “best US college in the entrepreneurship field” 

and ranked among the top executive education schools worldwide by both the Financial Times and 
BusinessWeek. To identify and rank the schools on the list, were collected in the fall of 2007 both statistical 
indicators and survey results from more than 1.200 programs. 

The common mission of these universities is to lead the global advancement of business education and 
practice through the promotion of business and entrepreneurial programs carried out by Business School and 
Entrepreneurial Centers. Typically, the higher education activities are set up in different programs: 
undergraduate programs, graduate programs (MBA), post graduate programs and executive and co-curricula 
programs based on classes in accounting, management, marketing and finance. For example, Northeastern 
University College of business administration - ranked 34th by BusinessWeek in its “Best Undergraduate 

Business Schools” and 1th in internship - was established in 1922 and at present provides its students with the 
education programs, tools, and experience necessary to launch and accelerate successful business careers. The 
College offers a comprehensive range of programs (6 undergraduate colleges, 8 graduate schools, and 2 part-
time divisions) characterized by lessons on theory, case studies, simulations and integrative and supplementary 
projects. In 2008 NU programs were distinguished by Princeton Review and Entrepreneurial magazine as one of 
the U.S. top 25 entrepreneurial programs. The Kellog School of Management (Northwestern University) 
awarded its first doctoral degree in 1927 to deveolp useful frameworks and insights for the business enviroment, 
and a culture of business management.  

Furthermore, a fundamental part of the higher education process is the array of extra-curricula activities 
(Abilities and Skills variable of the MAIR model) offered by organizations and clubs aimed to connect, support 
and aid all students in their studies. For instance, in order to stimulate the creative process for new ideas, at 
Babson College, the Babson Alumni Association in cooperation with the Entrepreneurial Club organizes 
monthly meetings and workshops for students to draw up business plans to be assessed by business angels and 
venture capitalists (Ideas e Resources variables of the MAIR model). One of the most well advanced university 
in this activity is Massachussets Institute of Technology (MIT) with 390 registred organizations that represent 
the engine for the creation of network, relationships and contacts which allow students to develop varied skills, 
and be able to adapt to an ever-changing business environment. They also favor the spreading of entrepreneurial 
initiatives by legitimizing and providing support to students. 

Business organizations and clubs have the objective to steer students into a business career establishing 
a close collaboration within universities and firms which is needed to provide further benefits, including the 
possibility of planning and promoting significant extra curricula activities (e.g. meeting with venture capitalists 
and business angels, brainstorming to find new business ideas, business plan competition). Indeed the students 
who join become members of a community, which helps them to build contacts and to interact directly with 
their professors and the other entrepreneurs.  

Students may also take part in co-curricula programs offered by the entrepreneurial organizations for 
students as well (e.g Babson Entrepreneurial Exchange at Babson College, Venture Mentoring Service and MIT 
Enterprise at MIT, Kellogg Alumni Entrepreneurs at Northwestern University) that provide the needed link 
between people, ideas and resources that all entrepreneurial processes require. 

The approach adopted by American Universities for the creation of entrepreneurial figures also 
involves a consistent and continual commitment in further studies, research and conference activities, 
organization of international events and the setting up of partnerships, all specifically aimed at 

 disseminating research outcomes dealing with entrepreneurship (Motivation and Confidence variable), 
 the exchange, sharing and pin-pointing of new potential business ideas (Ideas variable) and 
 the creation of international networks and relationships (Resources variable) which allow potential 

entrepreneurs to establish contacts with potential financers and work world. 
The University of Pennsylvania Wharton College carries out a consistent and committed dedication to 

developing research and conference activities dealing with business management and entrepreneurship that are 
specifically aimed at the cultural, entrepreneurial and managerial shaping of the students and potential 
entrepreneurs. Harvard University organizes frequent lectures, meetings and symposia about management and 
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business issues. In addition, they publish the Harvard Business Review that is recognized as the most diffuse 
journal of management in the USA with more than 250.000 copies sold. 

Alongside their academic and research programs, American College have been involved in intensive 
technology transfer and spin off activities in order to provide incentives for new entrepreneurship. In fact, they 
adopt an approach that include specific offices for the transfer of technology (OTT) or incubation facilities, to 
facilitate a possible development of new entrepreneurship and new enterprises. For instance, Stanford University 
could be considered, more than any other institution, the catalyst in the development and growth of the new high 
tech business in California. Professors and students started more than 2400 new firms such as Sun 
Microsystems, Cisco System, HP and, Google. The MIT is another example. Since 1990, every year it creates 
more than 150 new firms, with a total of more than 4000 spin offs created, more than 1 million people employed 
and, with an annual revenue of 232 billion dollars. To better understand the relationship between business 
activities promoted by American Universities and new entrepreneurship, we can categorize and divide the 
activities cited above applying the MAIR Model and its four variables (Table 2).  
 

TABLE 2: AN APPLICATION OF MAIR MODEL AT THE AMERICAN UNIVERSITIES 
MOTIVATION and     CONFIDENCE ABILITIES and SKILLS DEVELOPMENT IDEAS RESOURCES

Post graduate programs, PhD and MBA Education and training activities Conferences and workshops Incubator

Extracurricula activities Post graduate programs, PhD and MBA Entrepreneurial Club activities Spin offs activities

Entrepreneurial Club Activities Conferences and workshops Post graduate programs, PhD and MBA Liason office (OTT)

Alumni Association Activities Outreach activities Outreach activities Work experiences and stages

Possibility to enter into the incubator 
system

Alumni Association Activities Enterprise Events and Awards Outreach activities
 

 
As result of the application of the MAIR model we can underline 5 different activities for each 

variables that can: 
 motivate potential entrepreneurs by influencing personal and motivational variables (variable MAIR: 

motivation and confidence) (e.g. meetings, conferences, study and work groups, spin off activities)  
 create networks of relationships that connects students, professors and the business world, motivating 

and legitimating entrepreneurial activity (variable MAIR: motivation and confidence) 
 increase and develop an entrepreneurial climate and culture where students can work and mature 

academically and professionally  
 share entrepreneurial competences, skills and capabilities (variable MAIR: Abilities & Skills 

Development) 
 assist and facilitate the start and development of new entrepreneurial ideas (variable MAIR: Ideas)  
 facilitate the access to material and financial resources (variable MAIR: Resources) (Incubator, spin off 

activities, technology transfer, work experience, and stages)  
 

4. The challenge of new entrepreneurship at Babson College 
 
At Babson College entrepreneurship is not only an academic discipline but is also a way of life. The Babson‟s 

mission is to lead the global advancement of entrepreneurship education and practice through the development 
of academic, research, and outreach initiatives that inspire entrepreneurial thinking and cultivate entrepreneurial 
leadership in all organizations and society. 

In order to support entrepreneurship, Babson implemented finalized education activities and programs. 
Moreover, the close collaboration with the local government and with a large number of firms can provide 
further benefits for the potential entrepreneur, including the possibility of  

 attending and enrolling on significant extra curricula activities (e.g. special programs, meetings and 
workshops), 
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 building networks and contacts with these institutions that can enable the potential entrepreneurs to 
interact directly with other entrepreneurs, and, consequently, to acquire the needed link between 
people, ideas and resources and,  

 exposing them to a global network and a system of alliances made up of relations, contacts, and 
exchanges of ideas to bring students closer to entrepreneurs. 
Also referring to Babson College we applied the MAIR Model categorizing and dividing the critical 

business and entrepreneurial activities promoted on the basis of the 4 MAIR variables. As result we underlined 5 
different activities for each variable (Table 3) 
 

TABLE 3: MAIR MODEL AND BABSON COLLEGE 
MOTIVATION and     CONFIDENCE ABILITIES and SKILLS DEVELOPMENT IDEAS RESOURCES

Entrepreneurial Club Activities Education and training activities Entrepreneurial Club activities Angel and Venture Capital Relationship

Extracurricula activities Conferences, workshops and talks Idea Workshops Babson Seed Fund

Babson Entrepreneurial Exchange
Babson Entrepreneurship research 
Conference 

Business Plan Competition
Babson Alumni Resource Network 
(BARN) 

Babson Alumni Association Babson Entrepreneurial Exchange Babson Alumni Affinity Group Babson Entrepreneurial Finance Group

Enterprise Events and Awards Babson Entrepreneurial Teaching alliance
NFTE university at Babson Colege 
External Incubator

Babson Technolgy Venture Group
 

 
At Babson the main centers for the promotion of business and entrepreneurial programs are the Arthur 

M. Blank Center for Entrepreneurship, the Alumni Association and the five Entrepreneurial Organizations. 
These organizations provide and assure a network of relations and contacts (the “Babson Business Community”) 
which allows students to develop varied skills, and to be better able to adapt to an ever-changing business 
environment.  

Nowadays the Center for Entrepreneurship with more than 45 faculty members enrolled (12 dedicates 
academics, 22 adjunct entrepreneurs, 8 shared faculty members, and 3 visiting international scholars) promotes 
three different categories of activities: Academic activities, research initiatives and other entrepreneurial 
activities. 
 
Academic Activities 
The offering of interdisciplinary curricula and co-curricula focusing on the development of entrepreneurial 
competence, skills and capabilities (highest level of innovation in entrepreneurship education) is considered the 
crucial factor in the higher education process at Babson College. Both programs for undergraduate and graduate 
students are accredited by the AACSB International -The Association to Advance Collegiate Schools of 
Business-, and the New England Association of Schools and Colleges. Additionally, Babson offers distinct 
executive education programs to help companies reach their strategic goals: Custom Degree and Credit 
Programs, Consortium Programs, and Open-Enrollment Programs. The education and training activities are set 
up in 4 different programs: Undergraduate Programs, Graduate Programs (MBA), Executive Education 
Programs and Co-curricular Programs.  

The programs for graduate students are carried out in cooperation with the Entrepreneurial Faculty of 
Babson College and the F.W. Olin Graduate School of Business, Faculty of Engineering. Thus Babson creates 
an interdisciplinary and modular approach characterized by lessons on theory, case studies, simulations and 
integrative and supplementary projects. 

The undergraduate curriculum (Figure 1) integrates core competencies, key business disciplines, and 
the liberal arts into foundation, intermediate, and advanced-level courses. It is structured in 3 sub-programs 
(Introduction, Intermediate Level and Advanced Level) based on courses in accounting, management, marketing 
and finance. 

Awareness in entrepreneurial issues is introduced starting from year one of study. In fact, all first year 
students participate in the Foundations of Management and Entrepreneurship (FME), a yearlong immersion into 
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the world of business where student teams create their own for-profit ventures. Subsequently, at the end of their 
university studies, these enterprises are then liquidated and any earnings is donated to charity.  

 
Source: Data processing within Babson College (2007) 
 

FIG 1: THE UNDERGRADUATE PROGRAMS AT BABSON COLLEGE 
 

The graduate programs (Figure 2) cultivate entrepreneurial thinking that students can apply in start-up 
ventures and the corporate environment. Four degree programs are available (One year program, Core 
Curriculum, Elective Curriculum and Specialty Programs) to prepare students to become superior managers and 
able to meet the needs of progressive organizations. 
Today, the college offers 22 elective courses for its MBA program and a similar number of undergraduate 
student programs. 
 

 
Source: Data processing within Babson College (2007) 
 

FIG 2: MBA ENTREPRENEURSHIP CURRICULUM AT BABSON COLLEGE 
 

The university programs for undergraduate and graduate students are also supplemented by Executive 
Education Programs made up of „open programs‟ (such as Entrepreneurial Strategies for Innovation and 
Growth) and „personalized programs‟ (Custom Programs) as well as by the participation in activities promoted 
by the Innovation and Corporate Entrepreneurship Center. 

The innovative integration of diversified teaching methods and learning models is particularly evident 
in this program, providing a series of seminars with entrepreneurs, marketing managers, communication 
consultants to pass to the students a system of knowledge and competencies related to all of the phases of the 
process of new business creation. Besides the further application of the competencies developed through the 
lessons and the laboratory activities takes place during the internships. The educational strategy is based on a 
learning process that take the students from frontal lessons to technical-operative teaching through laboratory 
activities, to a final experimentation of the acquired competencies into firms (Vallini and Simoni, 2007). 

Finally, students may also take part in co-curricular programs offered by the 5 entrepreneurial 
organizations for students (Babson Entrepreneurial Exchange - BEE) and by the entrepreneurial clubs that 
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provide further benefits, including the possibility of planning and promoting significant extra curricula activities 
(e.g. meetings with venture capitalists and business angels, brainstorming to find new business ideas, business 
plan competitions). It also favors the spreading of entrepreneurial initiatives by legitimizing them and providing 
support. Indeed, the students who join it become member of a community, which helps theme to build contacts 
and to interact directly with their professors and the other entrepreneurs. This community provides the needed 
link between people, ideas and resources that all entrepreneurial processes require. 

 
Research initiatives 
An integral part of education process at Babson College is the promotion of research and conference activities 
needed for the communication of newly developed know-how or innovative ideas through the organization of 
conferences, workshops and seminars for the discussion of studies and researches of scientific interest. This type 
of commitment is a fundamental source of new ideas (MAIR Ideas variable) and a direct result of the exchange 
of projects, study results and research. Moreover, it offers an opportunity for reciprocal learning-teaching, and 
for the adoption and use of innovations so that the result is a virtuous circle of ideas and learning. 

For years Babson College has been involved in intensive research activity dealing in entrepreneurship 
(Research Publications and Conferences). For over 25 years, every year academic leaders from around the 
world are invited to participate in the research conference for entrepreneurship, the Babson Kauffman 
Entrepreneurship Research Conference. The best papers from the conference are published annually in Frontiers 
of Entrepreneurship. 

 
Other entrepreneurial activities 
Further, in order to establish a series of relationships and contacts between universities, companies and other 
institutions and to create and proliferate an entrepreneurial climate and culture (essential element to stimulate 
the creation and starting of the process of new entrepreneurship) Babson College is one of the most active 
universities in the promotion of outreach programs and events (Abilities and Skills variable of the MAIR model) 
offering the possibility to join special programs to support actions in the fields of mobility (period of study or 
placement abroad), giving the chance to live and study in a foreign country, and increasing placements in 
enterprises by the end of the program. 

At present 64 organizations and clubs (aimed to connect, support and aid all students in their studies) 
are promoted. In particular the Babson Alumni Association in cooperation with the Entrepreneurial Club, in 
order to stimulate the creative process for new ideas, regularly organizes meetings and workshops for students to 
draw up business projects and business plans to be assessed by business angels and venture capitalists at 
organized monthly meetings (Ideas e Resources variables). These activities may be considered the conclusive 
step in entrepreneurial training as it is intended at Babson College, indeed, it can be said that they are also the 
College‟s distinguishing feature.  

Referring to the MAIR model variable Resource, Babson College did not sustain the creation of any 
incubator inside the campus for transferring the results of the scientific research and facilitating high-tech start-
ups. In fact, as opposed to other American universities, it adopts an approach which does not include specific 
technology transfer and spin off activities in order to provide incentives for new entrepreneurship. Babson 
carries out a consistent and committed dedication to developing higher education programs that are more and 
more innovative and comprehensive and are specifically aimed at the cultural, entrepreneurial and managerial 
shaping of the student/potential entrepreneur. In spite of the absence of an office for the transfer of technology 
(OTT) or incubation facilities, it is still possible to develop new entrepreneurship and new enterprises. However, 
the results obtained from the statistics and reports illustrate the advantage of this philosophy and related 
methodology: new entrepreneurial figures have been created which are not only dedicated to the setting-up of 
new enterprises but also to the running and managing of new business units in multinational companies and in 
family businesses (figure 3).  

As we can see in figure 3, the approach adopted by Babson College for the creation of entrepreneurial 
figures involves also a consistent and continual commitment in further studies, research and conference 
activities, organization of international events and the setting up of partnerships, all specifically aimed at 

 the dissemination of research outcomes dealing with entrepreneurship (Motivation and Confidence 
variable), 

 the exchange, sharing and pin-pointing of new potential business ideas (Ideas variable) and 
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 the creation of international networks and relationships (Resources variable) which allow potential 
entrepreneurs to establish contacts with potential financers and with the business and work world. 
 

 
 

FIG 3: BABSON COLLEGE: ENTREPRENEURIAL OPPORTUNITIES, NETWORK AND RELATIONS 
 
5. Some specific lessons from Babson College case 
 
Could higher education programs and entrepreneurial activities provided by Babson College become strategic 
factors for generating new entrepreneurship? And, could business higher education programs support 
collaboration between universities and entrepreneurship and aid future entrepreneurs in the creation of a start-
up? 

At present, on the one hand, there is a significant amount of entrepreneurial potential among students 
that universities can exploit; on the other hand, however, there is still room for improvement in some areas, such 
as education and training activities and further education, at different levels (Fueglistaller et al. 2006). 

Referring to the relation between education and training activities and intentions of students to become 
entrepreneur, there is quite a significant difference between students undertaking business-related studies and 
those who do not. In fact, having compared the American universities in relation to business and entrepreneurial 
activities and programs promoted, we could see that a high percentage of business students, during their 
academic career, had at one time or another considered the possibility to establish their own business. For 
example, approximately 3 out of 5 students who joined a MBA at Babson College indicate that they had already 
made a firm decision to become entrepreneurs or had already seriously considered to establish a business. 
Students undertaking business-related studies also indicated that they wanted to receive more information on 
initial financial support, as well as additional courses. Besides, the conditions and entrepreneurial climate at 
universities that provide business programs are on average valued as ‟rather good‟, or better (Fueglistaller et al. 

2006). 
Our analysis has clearly revealed how the business and entrepreneurial education programs offered by 

Babson College (exemplified by their innovation, methodological quality and content) make for the structuring 
of a learning process that creates the conditions for future entrepreneurs 

 to acquire managerial competence and technological knowledge, skills, expertise and abilities which 
would otherwise not be obtainable and which are useful for deciding on entrepreneurial projects and 
business ideas as well as for the subsequent managing of a firm 

 to operate in a culture and climate of entrepreneurship which easily shares and exchanges ideas, 
projects and business plans 

 to be able to exploit important opportunities and resource networks thus having greater inclination for 
innovation (of a technological/productive, commercial and organizational nature) and to acquire 
strategy, management, relational and co-operational skills that are indispensable for the solution to 
problems that all entrepreneurs must face in the start up phase 

 to network individuals and institutions such as investors, potential partners, business angels and venture 
capitalists 
An integral part of the education process is the promotion of research and conference activity needed 

for the communication of newly developed know-how or innovative ideas through the organization of 
conferences, workshops and seminars for the discussion of studies and research of scientific interest. This type 
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of commitment should come out of the belief that the carrying out of conferences and research is also a 
fundamental source of new ideas (Ideas variable of the MAIR Model) and a direct result of the exchanging and 
contrasting of projects, study results and research. Moreover, the sharing of experiences and ideas offers an 
opportunity for reciprocal learning-teaching, and for the adoption and use of innovations so that a virtuous circle 
of ideas and learning is the result. 

At Babson College the way such activity is promoted is showing a gradual shift from one way of 
thinking based on education and training of the sole individual to a new way of thinking concentrated on 
reaching results by way of groups and teams of students. As a result, abilities are put to better use and results 
achieved and experience matured are exploited more productively, producing changes and new influences that 
impact on the entire system (Resource variable). Moreover, interactivity and cooperation allow individuals to 
obtain feedback, to take part in extensive collaboration, to share experiences, and to learn from each other, 
guaranteeing a systematic approach to entrepreneurial training. The fact that all the students are involved 
facilitates the promotion of the entrepreneurial process and helps to spread results more evenly while 
cooperation with partners becomes easier and more flexible. 

In addition, the sharing of experiences and ideas during the many projects carried out offers an 
opportunity for reciprocal learning-teaching, and for the adoption and use of innovations so that a virtuous circle 
of ideas and learning is the result. The new learning practices Babson College has been adopting for its MBA 
and open courses can influence the process of creating new ideas and, consequently, potential entrepreneurship. 
This, in turn, can have a significant impact on the economy, via both the creation of new start-up and the 
development of innovative ways to do business and compete. In addition the success of a new entrepreneurial 
process will inevitably depend on the ability to recognize, evaluate and exploit opportunities that a potential 
entrepreneur may be exposed to. In this sense, the ability of education programs to create new entrepreneurship 
can be measured by the propensity and capability of the programs to facilitate a potential entrepreneur to process 
and evaluate new entrepreneurial ideas, to exploit and interpret a possible technological finding or research 
results, and to recognize a potential market demand. Then, a potential entrepreneur can exploit the relationship 
and opportunities opened by higher education programs in the subsequently steps of the start up process (figure 
4). 

In this sense, the ability of entrepreneurial activities to create new entrepreneurship can be measured by 
the propensity and capability of the programs: 

 to facilitate a potential entrepreneur to process and evaluate new entrepreneurial ideas, 
 to exploit and interpret a possible technological finding or research results, 
 to recognize a potential market demand 
 to promote stable relationship and fruitful partnership, and consequently 
 to develop confidence towards the possible option of becoming entrepreneurs. 
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The scheme shows that business and entrepreneurial education programs play a crucial role during all 

steps in a start-up process  
 affecting motivational, behavioral and personal variables (Peterman and Kennedy 2004) of the “will-

be” entrepreneur and his success potential, and 
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 helping to develop managerial competences and technological knowledge. 
For instance, with reference to entrepreneurial taxonomy (Vallini and Simoni, 2007) effected on the 

basis of two variables, „entrepreneurial capabilities‟ and „state of action‟, it is understandable how higher 
education programs promoted by universities contribute to the acquiring of a series of capabilities able to 
transform a “non entrepreneur for absence of capabilities” into a “real entrepreneur” (Figure 5). 

In parallel, considering the taxonomy effected on the basis of the two variables „vocation‟ and 

„entrepreneurial capabilities‟ it can be seen how the acquiring and subsequent possession of entrepreneurial 
capabilities allows the passage from a mere “wish of entrepreneurship” to an “entrepreneur with success 
potential”. 

Lastly, all other activities connected to higher education programs (alumni programs, extracurricular 
activities) and related services supplied to entrepreneurs offer the possibility for the „‟entrepreneur with success 

potential” to render this success potential real, effective and concrete. The chart below (figure 5) illustrates this 

point. 
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FIG 5: HIGHER EDUCATION PROGRAMS AND TAXONOMY OF ENTREPRENEURS 
 
But, if, on one hand, higher education programs can facilitate the development of entrepreneurial 

processes, the programs by themselves may not be sufficient. In fact, we believe that the commitment of 
university institutions to produce beneficial effects on the increase of new entrepreneurship should go beyond 
the mere education and training of the individual. A constant and consistent commitment should also be made 
on the creation of networks for local cooperation and development of entrepreneurial services (e.g. in terms of 
activity for technology transfer or spin off activities). 

This different approach (as opposed to the approach referred to as push innovation approach which 
characterizes other American entrepreneurial universities above-mentioned such as MIT and Stanford 
University) has always set the mission of Babson College apart, starting from the first years of its foundation, 
and represents its key entrepreneurial feature. In fact, Babson does not dedicate resources to the creation and 
marketing of innovations and research results dedicating itself almost exclusively to the creation of 
„entrepreneurial figures‟ through a detailed and complete training activity. 

It is recommendable, therefore, to promote a holistic approach in the managing entrepreneurial 
activities (exemplified and discussed here with the MAIR Model) by the promotion of activities (including 
incubation, spin off, technology transfer) that can and should be carried out in addition to education and training 
programs to supplement and integrate know-how.  
Adopting and following this integrative holistic approach a potential entrepreneur could be able to fully exploit 
the knowledge powered by universities and take advantage of: 

 the acquisition of the competences needed to exploit the research result, 
 the policies and tools offered to make entrepreneurial initiatives more appealing thus attracting 

university researchers to start new businesses, 
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 the infrastructures, possibly following an incubation model, which on one hand can stimulate both 
researchers and educators to became entrepreneurs and, on the other hand can facilitate access to 
specific resources that could favor the success of different ideas on the market. 
Therefore, Babson College is an example of an institution that has achieved excellence in promoting 

business and entrepreneurial education programs with results that have great potential to distinguish themselves 
in terms of entrepreneurial opportunity. However, and in addition to this, it can also be concluded that a greater 
commitment may be developed in other activities that stimulate and facilitate new entrepreneurship that Babson 
in coherence with its mission, does not currently promote . These activities are strictly related to the process of 
higher education and could allow the community to benefit from technologies developed in academic 
institutions.  

In conclusion, entrepreneurial potential that is revealed in significant findings of our research gives us 
cause for optimism, but it is also clear that there is still room for improvement in various areas, such as research, 
technology transfer and encouragement. We can only hope that students, professors and teachers as well as 
authorities and local government will be able to contribute to develop and increase the entrepreneurial spirit 
amongst academics. This may facilitate the opening of new entrepreneurship which can evolve into successful 
new business and thereby new job opportunities and supporting economic development. In fact, students 
establishing business provide an important contribution to national economic growth and should therefore be 
supported as much as possible.  
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Abstract 
 
For contemporary higher education, traditional notions of internationalisation have been supplanted by 
globalisation. This process of globalisation has so far driven and been driven by the application of neo-liberal policies 
at the national level. This paper examines recent trends and driving forces of the internationalisation of Australian 
higher education through the theoretical lens of frame analysis. To undertake the analysis, rhetorical frames and 
policy frames are employed. It is argued in this paper that in Australia, the higher education system has been 
‘framed’ within the prevailing neo-liberal policy reform agenda. The emerging Australian university is 
internationalised only so far as it remains confined within its national context and hampered by a policy framing that 
focuses on the imperatives of the global higher education market, prioritising the economic over all else. An 
alternative ‘global-national-local’ (glonacal) framing is proposed that broadens the focus of higher education to 
include broader global social, cultural and political development aims.  

 
Introduction 
 
Although internationalisation has for a long time been an important characteristic of universities, in the 
contemporary global knowledge economy, it has recently taken on particular relevance. Van der Wende (2001) 
separates ‘internationalisation’ and ‘globalisation’, arguing that globalisation is an external process referring to 
cross-border trade in educational services whereas internationalisation alludes to institutional change in which 
individual universities attempt to integrate international dimensions to their teaching, research and service 
functions. However, Teichler (2004) argues that this distinction is less relevant for the future because while 
internationalisation is a key issue, its nature and characteristics have changed from ‘internationalisation’ (ie 
border crossing activities between national systems) to ‘globalisation’ (ie border-crossing activities through the 
blurring of national systems). It is now becoming increasingly difficult to distinguish between 
internationalisation and globalisation. Perhaps Altbach and Knight (2007) provide a useful perspective arguing 
that the process of globalisation may be unalterable, but the way universities respond (internationalisation) 
involves many choices. Scott (1998, p. 122) points out ‘not all universities are (particularly) international, but all 
universities are subject to globalisation’. Thus, it can be argued that it is relevant now to talk of 
internationalisation being subordinate to globalisation.  

The internationalisation of higher education has been well-researched over the past decade. Kehm and 
Teichler (2007, p. 263) identify a number of significant shifts in the leading themes over that time: 

 From internationalisation to globalisation. 
 From the information society to the knowledge society. 
 From recognition as an estimate of equivalence to a detailed measurement of quality and 

validation. 
 From structural variety to homogeneity and convergence. 
 From administration of mobility to strategic action and systems of steering. 

These themes reflect the growing influence of neo-liberalism on higher education and the engagement 
of universities in the global economy to the extent that they may now be seen as occupying one of the ‘spaces of 

global capitalism’ (Harvey, 2006). As Teichler (2004) points out, this has had significant negative effects in that 
higher education institutions around the world have a narrow focus on managerialism and resource allocation 
centred on marketisation, competition and management rather than social cohesion, the knowledge society, 
global understanding and global learning. 

This change is reflected in the approach taken to internationalisation by Australian universities which 
has for two decades pursued international education as an export industry to the extent that higher education is 
now one of Australia’s largest export industries. This has been supported and reinforced by successive 
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Australian governments that have adopted a particular vision of globalisation set out in the ‘Washington 

Consensus’ (Harvey, 2005). This consensus developed during the mid-1990s based on the US and UK models 
of neo-liberalism focussing on introducing the principles of free-market ideologies, competition, deregulation 
and privatisation. The Washington Consensus was subsequently accepted by OECD nations and major global 
financial institutions as providing the answer to global economic, social and political problems (Held and 
McGrew, 2007). Now neo-liberalism is the ‘high politics of globalisation’ that is supported by a range of 
transnational institutions such as the World Bank, IMF, and WTO that prescribe a policy basis in which 
‘everyone and everything … should be subordinated to the primacy of the economic’ (Beck, 2000 p. 122). 

The largely unquestioned rise of neo-liberalism as the only alternative direction for higher education 
led Teichler (2004) to call for the subjecting of internationalisation of higher education to critical attention in a 
way that goes some way towards developing alternative visions that do not necessarily conform to the neo-
liberal template. In this paper frame analysis is used as a basis for going some way to responding to this call. 
This approach has been widely used to analyse issues of public policy generally, most noticeably by Rein (1993) 
and Schön and Rein (1994), and more specifically to the analysis of higher education policy (Pick, 2006; 2008; 
Pick and Taylor, 2009). The importance of frames lies in the idea that to fully participate in a culture, people 
must learn and apply particular frames that have broad social acceptance (Fisher, 1997). Frames are thus 
composed of ideas and perspectives that have wide social and cultural resonance, constituting schemata of 
interpretation that organise experiences and guide action, providing coherence to a set of idea elements (Fiss and 
Hirsch, 2005). Within the policy literature a primary aim of frame analysis is to make complex and sometimes 
controversial issues accessible to and understood by a broad range of interested practitioners and researchers. Its 
strength comes from the idea that while particular frames can become dominant, disputes are common as 
proponents of competing interpretations of reality jostle for discursive supremacy. Framing therefore has 
significant implications in that it calls attention to politics and policy as contested terrain. 

This analysis employs two types of frames: rhetorical frames and policy frames each of which take on 
particular significance at different levels of analysis. Rhetorical frames underlie the policy process (Schön and 

Rein, 1994). Such frames refer to broad interpretations of an issue, referring to the general story, value system, 
and political ideas within which actions take place representing a point from which people interpret and 
understand issues. Policy frames on the other hand are used to construct the issues relating to a specific policy 
situation, referring to an explicit commitment to a particular policy or course of action, and underlie and inform 
discussions about a policy problem (Fisher, 1997). As such, they connect to specific interpretations of an issue 
and thus can be mapped onto broader rhetorical frames (Schön and Rein, 1994). 

 
Current trends and issues (Framing)  
 
The framing of internationalisation in Australian higher education reflects deeply held cultural values of nation 
building. This notion of nation building finds its expression in an approach to internationalisation that the future 
of the nation depends on it being globally competitive (to be a lean, mean competitor in the global market 
place).` This rhetorical vision is in turn reflected in strategic policy frames that shape the specific terms of 
debate and institutional action. In this respect, Australian universities have set themselves to be self-reliant, 
economically efficient ‘businesses’ competing in local, national and international markets. What follows is a 

critical examination of the rhetorical and policy frames that underpin the internationalisation of Australian 
universities today and a discussion of a possible alternative. 

 
Rhetorical frames 
 
The rhetorical frame that has shaped internationalisation of Australian higher education articulates in specific 
ways underlying cultural values and the familiar constellation of ideas associated with nation building. 
However, these are deployed in such a way as to promote, justify and maintain the neo-liberal perspective as the 
only alternative. Fisher (1997) argues that particular discursive structures or domains are used by people to 
make sense of events and information in their environment. In this respect, neo-liberalism has become such a 
dominant force in Australian higher education that it seems to be ‘sweeping all before it’ (Bell, 1997, p. 360). In 
the key policy area of higher education, discourse and therefore understandings of these issues has been largely 
limited to neo-liberal conceptions of what constitutes ‘internationalisation’.  
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Australian higher education has been subject to two major policy reviews since 2000. The first resulted 
in the Nelson Report (2003) and the second is currently underway with a consultation paper being published late 
in 2008 (the Bradley Report, 2008). In both documents though, the main rhetorical thrust is that of competition. 
The Bradley Report (2008) refers to Australia having ‘an internationally competitive higher education system’ 
and that universities have an important role in ensuring ‘Australia’s long-term competitive position’. This is a 
continuation of the earlier Nelson (2003) reforms that heralded an intensification of competition and the further 
exposing of universities to competition through significant reductions in government support. In the past this 
perspective from government has forced universities to seek private sources of funding mainly through 
internationalisation activities characterised by more aggressive recruitment of foreign students and the 
development of campuses in overseas locations (mainly South East Asia). The Bradley Report (2008) is no 
different, devoting a whole section to international education and global engagement that focuses on higher 
education as an export ‘industry’, privileging commercial considerations over others. 

Australia has been a world leader in international education. It has also been extremely 
successful in developing education as an important export industry and Australia’s 

universities have been central to the development of this industry (Bradley, 2008, p. 87). 
The Bradley Report (2008) also indicates that a new (‘third’) phase in the internationalisation of 

Australian higher education has begun characterised by a broadening of the agenda. Whilst the rhetoric is that of 
‘broadening’ it remains narrowly grounded in the economic and in many respects represents an intensification of 
the neo-liberal policy agenda in that the report refers to a ‘trade agenda’, ‘work readiness in the global 

environment’, and ‘supporting industry development’. Whilst the report does bring a focus on the development 
of international research collaboration, this is also couched in the rhetoric of competition (ie ‘cooperating to 
compete’). These trends are reflected in the findings reported by Altbach and Knight (2007), Marginson (2006) 
and Harman (2005). Altbach and Knight (2007) claim that higher education is currently understood as a 
commodity to be freely traded with commercial interests having a dominant place therefore prioritising 
competition. Marginson (2006) points to how Australian universities have engaged with the global trade agenda 
in that they have become more like autonomous, self-serving corporations competing in the global higher 
education market and Harman (2005) illustrates how academics in Australian universities tend to pursue their 
research work collaboratively with others in local and international universities. However, Harman (2005) 
points out that this cooperation is largely non-hierarchical and in informal small team. The Bradley Review 
suggests that this should be ‘managed’, conforming to the neo-liberal inspired model of the university-as-
corporation. 

Continuing the themes of competition, The Bradley Report (2008) contains a detailed discussion of 
‘global engagement’ of higher education. Once again higher education is framed using mainly neo-liberal 
rhetoric in that it is portrayed as an ‘export industry’. This reveals how the report attempts to create a particular 
interpretation of reality. It includes a statement that Australian higher education is a very successful exporter as 
it is the fifth largest performer globally and is the nations third largest export industry by value. Whilst the first 
statement may well be true, the second is not. In response to national newspaper reports in February 2008 that 
education had overtaken tourism as the nations third largest export industry, The Australian Bureau of Statistics 
(2008) released a statement that the media reports were based on erroneous calculations that significantly 
underestimated tourism exports and that this sector remained larger than education. There are around 200,000 
international students enrolled in Australian universities (IDP, 2006), contributing over A$13.7 billion overall 
annually in export revenue to the local economy (IDP, 2008) and A$ 7.5 billion in direct export revenue (DEST, 
2005). This however is not more than the export revenue from tourism. This error in the Bradley Report was 
based on a report by IDP (2008) that was taken up by newspapers and subsequently by the Australian 
Government. It seems that the Bradley Report (2008) authors were somewhat selective in their use of ‘facts’ to 

support their rhetorical stance. 
 
Policy framing 
Turning to specific policy framing that informs discourse and action with regard to internationalisation, two 
major themes are evident. The first is one of ranking universities and encouraging diversity and the second is 
marketisation. With regard to the first, Marginson (2007) argues that ranking and diversity (segmentation) are 
related mechanisms favoured by policy makers. There are a number of national and international system of 
ranking universities according to teaching, research, reputation, etc. (eg The THES - QS World University 
Rankings and Shanghai Jiao Tong University Ranking). These are seen as providing publicly available 
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indicators of the relative national and international performance of individual institutions that give ‘market 

signals’ to potential ‘consumers’ of higher education. The Bradley Review follows the Nelson Report (2003) in 
having institutional ranking and diversity as key themes through recommending teaching and research 
assessment exercises (with published rankings) and the encouraging of diversity of missions. Universities are 
already responding. The University of Melbourne has already marked itself out as being different from other 
Australian universities. It has introduced ‘The Melbourne Model’ that is based on six broad undergraduate 
programmes followed by a professional graduate degree. Other universities are following suit. The University of 
Western Australia recently announced its own initiative similarly based on broad undergraduate programmes. 

The policy emphasis on diversity conforms to the segmentation trend identified by Marginson (2006) 
in both national and international higher education. This reflects the rhetorical framing of neo-liberalism that 
presents a Darwinian struggle for survival. According to neo-liberals allowing the market to operate relatively 
unencumbered would be the best way to organise a higher education system as it will create a ‘natural 
hierarchy’ of institutions that reflects the relative quality of universities. The future consequences of this trend 
are uncertain. However, it may well be that the trend to diversity will lead to increased inequality as the existing 
national and global hierarchies of universities are reinforced through the privileging the elite research intensive 
universities in North America and Europe in the race for funding resources, faculty staff and students. As 
Marginson (2006, p. 36) concludes, ‘competition in higher education will always produce globally stratified 

outcomes unless modified by policy action that is coordinated across borders’. 
The importance of marketisation is evidenced in the policy directions of successive governments since 

the late 1980s that have involved the application of a number of strategies and techniques with the aim of 
reinforcing this commitment. One of the major policy tools applied by governments in this respect has been 
funding. In Australia, governments have forced marketisation through gradually reducing the amount of support 
provided to universities from the public purse. Since the mid-1990s, the level of government funding support for 
universities has change little. In 1995 and 2004 federal government support for higher education was A$4.3 
billion and A$5.9 billion respectively and by 2006 it was A$6.5 billion (DEST, 1997; 2005; 2007). This 
represents a gradual decline in real terms of government support for universities. Between 1995 and 2005 the 
proportion of total operating revenue provided by government to universities fell from 57% to 42% and total 
spending per student remained unchanged over that decade (OECD, 2008). This reduction in funding pushed 
universities into pursuing market-based approaches that had the potential to yield profits that would fill a 
steadily widening funding gap. As Altbach and Knight (2007) point out, earning money is the primary motive to 
internationalisation projects for non-profit universities facing financial constraints. As a consequence, Australian 
universities have sought new (private) funding sources. This has been mainly in the form of full-fee-paying 
overseas students. On average, the proportion of total revenue provided by overseas fee-paying students now 
stands at 15% but for some it is as high as 40% (Central Queensland University), 31% (University of Ballarat), 
28% (Macquarie University) and 26% (RMIT University) (DEST, 2007).  

As these commitments to this particular brand of internationalisation by Australian universities takes 
shape, Marginson (2002) points out that they are becoming increasingly required to re-invent themselves as self-
supporting global corporations. However, unlike their American counterparts that they are being encouraged to 
emulate, Australian universities do not have the unique levels of private wealth and economic, technological and 
cultural power that supports American universities. According to Marginson (2006, p. 34) Australian 
universities have positioned themselves as high volume providers of mainly business-based education at a cost 
competitive with the USA and the UK, the consequence of which carries with it the danger that they become 
‘boxed … into a narrow market niche, that of global polytechnic’.  

The question then arises, if the current neo-liberal trajectory of internationalisation and globalisation 
has the potential to negatively impact on Australian higher education, what are the alternatives? The next section 
will outline one possible ‘re-framing’ of internationalisation based on Marginson’s (2002, p. 420) call for 
universities to ‘develop successful strategies powered by their own self-determining identity’ and creating a 
broader vision of global engagement than that alluded to in the Bradley Report. 
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Re-framing internationalisation 
 

Over a decade ago Readings (1996, p. 2) argued that,  
The wider social role of the university is up for grabs. It is no longer clear what the place of the 
university is within society nor what the exact nature of that society is, and the changing 
institutional form of the university is something [we] cannot afford to ignore.  

This sentiment still rings true today. Coady (2000) argues that universities, their employees and other 
stakeholders are in the grip of a debate about the nature and future of higher education in Australia and 
Marginson (2007) refers to a search for the contemporary idea of the university. 

It is clear that the neo-liberal vision of the university is currently ascendant. However, to suggest that 
there is no alternative is a dangerous oversimplification because as Harvey (2005) claims it produces a fatalistic 
acceptance of neo-liberalism as a way of governing as necessary and wholly ‘natural’ – what one might term 
‘common sense’. However, Davies et al, (2006, p. 317) argue that neo-liberalism can be shown to be, ‘less than 

rational, less than necessary, less than inevitable’ and Marginson (2007, p. 118) calls attention to the possible 
emergence of the ‘post-public university’ characterised by, 

renewed concern about public purpose and conditions, often with universities themselves 
defining the public interest. Framed by markers of market competition, such as university 
rankings, and also by self-regulating specialist missions that are publicly responsible and 
accountable. 

This depends on universities themselves creating new development trajectories that break away from 
and go beyond neo-liberalism. As Sharrok (2007) argues, what he calls the ‘post-Copernican University’ must 

re-invent itself from within rather than having changed forced on it from the outside. Such alternative futures are 
outlined by van der Wende (2007), namely: 

 Open networking – international harmonisation based on the Bologna process; 
 Serving local communities – a backlash against globalisation. Universities re-focus on national and 

local dimensions; 
 New pubic management – defined by competition and the application of market forces. A university’s 

research reputation defines its abilities to attract international students and the level of fees it can 
charge.  

 Higher Education Inc – driven by trade liberalisation. Universities compete globally on a commercial 
basis for students and academics with many opening overseas campuses and franchises. 
The Bradley Report (2008) places Australian higher education on a path somewhere between the ‘new 

public management’ and ‘higher education inc.’ scenarios. According to van der Wende (2007) this may lead to 

institutions or whole systems becoming specialised in particular missions with some earning a reputation for 
high quality undergraduate teaching and others for postgraduate studies and research. According to the OECD 
(2008), Australia is strongest in the undergraduate sector having the highest proportion of international students 
at that level (20% of total enrolments). This compares to research postgraduate enrolments where Australia is 7 th 
in the OECD at 20% of total enrolments (OECD, 2008). This suggests that Australia is heading down the path to 
specialising in undergraduate teaching which carries with it a number of threats particularly as Bradley (2008) 
points out:  

 over 80 per cent of international students in Australian higher education are from Asia, including 
21 per cent from mainland China; 

 over half of total international students are studying in the management and commerce 
disciplines, with 67 per cent of the Chinese student cohort of 58,588 students undertaking 
degrees in these subject areas; and 

 59 per cent of the international student population is studying at the undergraduate level and a 
further 28 per cent is studying masters by coursework. Only 3.6 per cent is undertaking a 
research higher degree. 
These trends indicate a system focused on a very narrow set of subjects (business) at 

undergraduate level and a narrow population of students (mainland China). This has significant 
implications in terms of sustainability, reputation and participation in the emerging globalisation of 
higher education. Australian universities will be vulnerable to shifting preferences for higher education in 
China and are at risk of being locked into status as a nation providing taught masters, undergraduate and 
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vocational education where institutional ‘brands’ are less important than national ‘brand’ (Marginson, 
2006).  

In response to this threat it is possible to employ the four dimensional grid proposed by van der Wende 
(2007, p. 282) as a way of conceptualising the alternatives (Fig. 1). Australia currently sits in the top right 
square. However, as can be seen there are alternatives that involve different mixtures of perspectives. 

FIG.1: ALTERNATIVE OPTIONS FOR INTERNATIONALISATION (AFTER VAN DER WENDE, 2007, p. 
282) 

 
Perhaps one of the most attractive propositions is that based on a ‘glonacal’ approach (Marginson and 

Rhoades, 2002; Marginson, 2004). As the name suggests it involves adopting ‘global’ (glo), national (na) and 

local (cal) perspectives at the same time. In addition, van der Wende (2007) dimensions of competition and 
cooperation can be included to take into account the emerging funding pressures on higher education. Using 
these ideas, universities are not simply primarily economic actors occupying one of the spaces of global 
capitalism, they are something more complex, with subtle contours and modes of behaviour requiring wider 
perspectives. 

At the global level the challenge for higher education generally is one of recasting the current hierarchy 
to even-out the gap between developed and developing nations thus spreading and opening universities to a 
broad range of people globally. This will provide wider global availability and access to high-quality 
universities and creating a more globally balanced map of high quality institutions (Marginson, 2004). This 
would have a significant social and economic impact because as Sen (1999) argues, education is one of the key 
elements in development through the expansion of both constitutive and instrumental freedoms. However, 
education on its own is not enough as nations also need to have an outward orientation (Bhagwati, 2004) and 
policies that encourage positive trade (Collier, 2007). The importance of the existence of strong and vibrant 
higher education institutions with a global dimension as described by Marginson (2004) will help train and 
retain highly qualified people in developing nations thus expanding possibilities of social and economic 
development and thus higher education. 

The above discussion of the global level also implies a strong national focus because for a system to 
have a sound international dimension, it must be supported by a robust national educational infrastructure. If 
there is a need to encourage greater internationalisation of universities of the developing world then as 
Marginson (2004) argues national polices are required that prioritise the public good aspects of higher education 
over the private goods aspect. The more negative aspects of competition alluded to above would be reduced. 
Degrees would still provide positional advantages but access would be broadened as students would not be 
required pay levels of fees that are now evident in many national systems such as Australia, UK, and the USA. 
This perhaps would be accompanied by a de-marketisation from the idea of degrees-as-credentials (specialised 
vocational degrees such as those found in Australia) to generic degrees. 

Cooperation Competition 

National/local 

International 

Australia 

UK 

Netherlands 

Korea Germany 

1935



 

At the local level universities have a significant role to play in regional development. Puukka and 
Marmolejo (2008) identify the regional development role of higher education around the world. The point to: 
knowledge creation through research and technology transfer, knowledge transfer through human resources 
development, and cultural and sustainable community development. There is a positive link between the role 
universities have in regional development and strengthening the local social, cultural; and economic institutions 
and therefore the ability of nations to trade effectively. It seems that internationalisation paradoxically depends 
on localisation. 

In terms of competition and cooperation in a glonacal approach, the uneasy relationship between them 
is acknowledged and reconceptualised. Wächter (2004) identifies a fundamental contradiction between 
cooperation and competition in that the former assumes higher education is primarily a ‘public good’ and a 

‘public responsibility’ whereas competition implies that higher education is primarily a ‘private good’ and thus a 

‘private responsibility’. Thus the argument that universities can ‘cooperate to compete’ must assume the private 
goods argument. Marginson (2007) however, contends that there are both private and public elements to higher 
education. When one considers the international dimension Marginson (2007) points out that higher education 
as a global private good is well understood but is not understood as a global public good. Perhaps it is time to 
redefine the idea of cooperation to compete in that building national capacity in the developing world (as a 
public good) will enhance the production and circulation of knowledge which in turn will produce a better 
global balance and thus enhance productive competition that will act to improve higher education systems 
around the world.  

Globalisation and internationalisation are inevitable but they are not uncontrollable. In terms of van der 
Wende’s grid (Fig. 1) the glonacal university would be cooperative and competitive as well as global and local. 
They in effect would be in all segments of the grid simultaneously. This would require a change of the way 
higher education is framed by policy makers at the governmental and institutional levels. Perhaps neo-liberal 
conceptions of higher education should now be consigned to the past and a new rhetorical framing of higher 
education be developed based on the idea of higher education as contributing to social inclusion and 
development. This way, the internationalisation /globalisation of higher education will be seen as a key element 
in a global development project. 

 
Conclusion 

 
Internationalisation of higher education has undergone a number of changes over the past decade particularly 
with regard to a shift from ‘internationalisation’ to ‘globalisation’. What is important for the future of Australian 
higher education though is subjecting to critical attention the neo-liberal framing that emphasises markets and 
competition between institutions and nations. This situation may suit Australia (and the developed world 
generally) as it tends to reinforce the existing gradient of status and funding that privileges universities located 
in wealthy Western nations, particularly those that use English as their medium of instruction where the 
strongest institutions employ their existing wealth and reputation to attract the best academics and students from 
around the world. While this sits well with these nations and those in Asia and Europe that aspire to such status, 
it does little to enhance higher education around the world. 

An alternative framing, based on a ‘glonacal’ perspective may provide pointers to a future where 

internationalisation of higher education loses its emphasis on universities becoming global profit-making 
corporations to become more about higher education as a means of enhancing global development through 
cooperation. The future of the internationalisation of Australian universities may lie in promoting higher 
education as a global public good that is funded internationally through cooperative arrangements within and 
between nations. It would mean universities unlocking themselves from their national context to become truly 
global institutions. Drawing on researchers from as diverse backgrounds as education policy (eg Marginson, 
2004), international trade (eg Bhagwati, 2004) and development (eg Sen, 1999; Collier, 2007) such a re-framing 
of internationalisation/globalisation may benefit Australia and could also be a force for creating greater global 
equality. 
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Abstract 
 
The global economy requires companies to integrate the specialist training of their workforces, formulate and execute 
strategy centrally and nurture their economic vitality. The educational implications for business students in learning 
about the global business environment can be adjudged differently from that of business in a purely domestic context; 
i.e., students need to learn about globalisation, national and international business environments and how companies 
manage their international operations. The current paper interprets the teaching and learning implications of the 
development of a multi-disciplinary international business unit; specifically in terms of evidenced pedagogical and 
political issues. The outcome suggests that, in institutional settings, the political voice of an intransigent minority can 
be more influential than successful resolution of pedagogical issues that have resulted in the establishment of a 
‘quality’, inknowvative unit.  
 
Introduction 
 
Despite localism being deeply ingrained in many medium and small enterprises bounded by domestic, municipal 
and provincial boundaries (Meyer 2008), an increasing number of medium and larger organisations are ignoring 
the shackles of size and competing nationally, regionally and globally. The transition to competing in the global 
economy requires companies capable of integrating the specialist training of their workforce, formulating and 
executing strategy centrally and nurturing their economic vitality to meet the demands of cultural challenges and 
international trade in a world where national security continues to be a motif, economic fragmentation persists 
and financial uncertainty is accelerating.  

Globalisation is described as the “trend toward greater economic, cultural, political, and technological 

interdependence among national institutions and economies” (Wild et al. 2008 p.6). Naim‟s (n.d.) view is that it 

“provides a conduit not only for ideas but also processes of co-ordination and co-operation used by terrorists, 
politicians, religious leaders, anti-globalisation activists, and bureaucrats alike”. By adding „students‟ to this list, 

the educational implications for business students in learning about the global business environment can be 
adjudged differently from that of business in a purely domestic context; i.e., students need to learn about 
globalisation, national and international business environments and how companies manage their international 
operations. Moreover, students need to learn about personal, professional and multi-disciplinary co-operation in 
organisations; skills that lead to integrative workplace behaviours that can result in sustainable personal 
development and competitive corporate advantage.  

Schoemaker (2008 p.119) has argued that “business education should be based on a curriculum for 
managing emerging technologies in a fast-changing world and maintaining a balance between business and 
society”. Nevertheless, despite there being virtually no argument against that viewpoint and no lack of 
curriculum developments regarding business education, there are valid, consistent demonstrations that 
constituents regularly “criticize business schools for failing to provide students with a comprehensive 
understanding of how business organizations function” (Athavale et al. 2008 p. 295). 

The potential benefits and transformational nature of an integrative curriculum have resulted in 
considerable attention in scholarly literature; e.g., focus has been directed to 

 more than 60 publications that have reported on 20 different methods to  
 integrate the business curriculum at 35 universities (Hamilton et al. 2000), 
 descriptions of the external forces that create the demand for integration (Stover et al. 1997),  
 examination of techniques used in curriculum integration (Young & Murphy 2003), and 
 global mobility that has impacted upon both the workplace and the tertiary classroom (Unesco 2005). 

As a consequence of the globalisation of business and the commercialisation of tertiary education, 
universities have turned to a three-pronged approach of changing, modernising and promoting the context of 
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international business through their tertiary business education programmes. One such approach is presented in 
the current paper. 
 
The Challenge 
 
The task of assisting tertiary students inexperienced in the world of business to exit the university and become 
integrated, knowledgeable business employees capable of establishing a substantial international career is one 
which equally challenges both types of institution. Nevertheless, the chasm between the two extremes provides 
an essential stage of growth which institutions can use to capture and exercise personal and organisational 
intellect to provide opportunities and examples of converting tertiary teaching into dynamic learning that can be 
transferred into life-long learning. 

In the current case, undergraduate business students were enrolled in a business degree programme 
which had two major features;  

 a „core‟ programme of six common units studied by all first-year commerce students. 
 a third-year compulsory „capstone‟ business unit designed to provide a realistic experience of strategy 

implementation for an organization operating within a competitive environment. 
What was evident to students and academics alike was that there was a gap between the two 

programme features. Missing was a unit in international business targeted at a second-year level to reinforce the 
learning in the generic 1st-year studies, extend the study of international business and provide a developmental 
link to the 3rd-year „capstone‟ unit which required established teamwork and multi-disciplinary skills.  

The challenge was to develop an innovative unit in relation to teaching and learning, one that was 
multi-disciplinary and would bridge the gap between the first and final year units and be integrating across 
disciplines to make a world of difference to the skills of students.  

 
The Answer – In Theory 
 
Initially, the understanding of university staff was that the second year unit would be a multi-disciplinary, multi-
cultural, multi-skilling unit to develop emphasis on the „co-operation‟ of professionals within a company to 

establish and maintain „competitiveness‟ with its external environment. As the eighth common core unit for all 
business undergraduates, it was designed to align with three major educational objectives for students; to  

 obtain a foundation of applied business knowledge, 
 develop and enhance professional skills, and 
 expand their capacity to operate in an international, multi-disciplinary environment. 

The unit was required to provide a combination of discipline-specific language, theoretical 
understandings, principles and models during lecture sessions with tutorial sessions based on a series of 
experiential activities to enable the development and practice of realistic business skills relevant to the 
international business environment. A pre-requisite for admission was that students would have completed all 
requirements of their first year programme. 

Unit delivery was based on a three-part course: 
 Part A – Introduction – the nature of international business – Our Context. 
 Part B – Functional Skills – operating in international/global settings – Our Actions. 
 Part C – Discipline Perspectives – issues in international business – Our Challenges. 

A team of discipline-based lecturers was drawn from sub-schools within the business faculty to prepare 
and present lectures, conduct tutorials, facilitate group discussions with appropriate illustrations of current 
international business practices, discuss case studies, clarify business language and other specialist issues. To 
provide continuity across the twelve different lecturers and weekly topics, a unit co-ordinator attended each 
lecture and tutorial to be a learning resource to students. 

 
The Answer – In Reality: 
 
Developing and presenting a new unit is fraught with unintended consequences as well as anticipated and 
unanticipated opportunities which are welcomed as a significant part of the development. In the current case, 
despite the students‟ reported overall success of the trial process, collective input from involved staff indicated a 
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number of areas where they wanted to make changes to ensure that the unit was not simply unique, but 
appropriately inknowvative. 

The greatest danger in presenting the „multi-disciplinary‟ approach with 10-12 different lecturers was 
to ensure that each weekly portion of the unit was not seen as a „stand-alone‟ topic. Not only were students 
required to develop multi-disciplinary, multi-cultural teamwork skills, but so were staff members. By conveying 
a sense of teamwork among the staff, a positive role model was provided for students. Furthermore, the 
commitment, talent and collaborative nature of the staff involved extended to them developing co-operative 
research involving different disciplines. 

Similarly, the dedication of staff to their own discipline and international business was more than 
satisfactory, with delivery of lectures appropriate. In addition, their selection of relevant pedagogical techniques 
to involve students in their learning tasks was closely allied to the lecture material and the needs of students to 
develop multi-disciplinary, multi-cultural teamwork skills.  

For students, the greatest difficulty was related to the imbalance between students who had completed 
their first year units in the home university and those who, having completed the first year of their programme 
overseas, were studying and living in unfamiliar surroundings for the first time. Nevertheless, the intention of 
having each study team comprised of a broad representation of gender, nationality and academic discipline 
options was achieved and the team members provided additional social support for „new‟ students.  

Similarly, Part A of the unit, with its introduction to international business in the lectures and 
international teamwork skills in tutorials proved an ideal way to assist new students adjust to the topic, the 
learning expectations and in meeting new associates.  

Part B, with its emphasis on the language and cultural aspects of business, was a valuable addition to 
the unit content, but even more so in that tutorials enabled students to recognize, practice and learn a range of 
functional skills that could be developed in the current unit and used in other undergraduate units. With the 
experiential learning activities in Part B pitched at an ideal level and guided by experienced staff with „teaching 

and learning‟ competencies, student workgroups/teams began to function positively and without constant 
supervision.  

In Part C of the unit, it was apparent that students made more effort to attend classes in „disciplines‟ 

with which they were familiar and to hear staff that belonged to the sub-school in which they were enrolled 
and/or most interested.  

Initially, the assessment of student progress was to be made in two ways; formally and informally. 
Each week, during tutorial sessions the lecturer took advantage of the student work-group sessions to visit each 
team individually in an informal manner to ensure that appropriate learning was taking place. Formally, there 
were three assessment activities. Individually, each student was required to present an emailed communication 
of their weekly reflective learning journal (worth 20%) to the unit co-ordinator, as well as write a paper on 
research and comparative evaluation of two journal articles/texts (30%). A group research project (worth 50%), 
with both an oral and written presentation, required the input of each team member‟s „discipline‟ understanding 

and group decision-making leading to group consensus about a purpose-written case study. 
 

Learning from the Trial 
 
At the conclusion of an initial trial semester, a number of issues were identified for re-consideration: 

1. Textbook – although there are a number of available textbooks that have been written specifically for 
supporting the teaching of international business in a multi-disciplinary way, including Australian texts (Wild et 
al. 2007; Fisher et al. 2006), there was not a single book that specifically covered the goals, directions and 
content of the current unit. In another situation, an Australian university (Kennedy & Stoney 2007) has a text 
that covers the teaching of four undergraduate units; although having an ideal content, it is an extensive and 
expensive book available only to persons enrolled in the specific programme at that university. Consequently, 
the authoring of a purpose-written text was considered a possible, future, co-operative activity for involved staff. 

2. Student Handbook – in the absence of a specific textbook, a unit handbook was provided as a central 
repository for staff input, student collation of learning materials and a record of unit progress. The loose-leaf, 
shrink-wrapped handbook was distributed with holes punched for ready placement in an A4 file. The advantage 
of the Handbook was that it could be up-graded formally each semester, and weekly insets added during the 
semester. 

1940



  

3. Student assessment – the task of having students email their reflective writing journal to the co-
ordinator was successful; however, students new to the university after completing their first year units overseas 
were adapting to a new lifestyle, study regimen and computer system so it took longer to complete the task than 
expected. The recommendation was that, in future, journals be marked in class to enable more immediate 
individual and group feedback.  

- 80% of students selected and evaluated journal articles directly referred to during lectures and/or 
associated with the tutorial work; consequently, their research, writing and learning involved strongly supported 
the lecture materials and unit goals.  

- The case study was written in two parts, specifically for the unit. Part 1 was used for the team to 
prepare and present an oral report to the whole tutorial class. Once oral presentations were concluded, teams 
were able to use Part 2 to prepare a written report – the crux of the written report was to examine, with the case 
organization, the interaction of staff members with various „discipline‟ specialties.  

4. Use of Technology – Following the trial, the multi-disciplinary unit was to be extended to all 
business school students, including those studying overseas. As a consequence, students were encouraged to use 
the established „Blackboard‟ technology. The trial experience was that students, and staff, were somewhat 

reluctant to use the technology at the start of the new unit. However, as the semester progressed, the number of 
users increased quite dramatically and, by the end of the semester, Blackboard was the preferred method of 
contact.  

5. Finally, the early emphasis in tutorials on international teamwork benefited students; they developed 
into close knit groups and established continuing relationships with students from other „disciplines‟. The 

benefits were exhibited in the increased interaction among group members, more confidence in personal and 
group member contributions and the broadening of ideas beyond those of individual disciplines. In large part, 
the success of the tutorials was related to the selection by staff of material geared to the needs and abilities of 
second-year students AND to the level of „connection‟ each staff member was able to achieve with class 

members during their interaction. 
 

 
Polishing the Pedagogy 
 
The second stage of implementation of the new unit was to extend its availability to all 2nd-year business 
students. Consequently, changes were made as result of learning from the trial semester and in order to adapt the 
unit to cater for a cohort of up to 1,000 students.  

1. Unit Delivery – Although the content of lectures remained largely the same, some changes were made 
to suit the delivery in large lecture theatres. In addition, with the prospect of the unit being taught in overseas 
partner programmes, an I-Lecture format was investigated and trialled. 

2. Team Member Handbook – In order to ensure that all students had a comparable background in 
learning skills, more guide sheets on „learning-to-learn‟ were included. The emphasis was on creating quality 
unit experiences and developing a work-integrated learning (WIL) that suggested potential learning activities 
related to integrating university and industry experiences. 

The handbook was designed to be a W-O-R-K-B-O-O-K. It was brought to each class and tutorial, written 
in and material added, when necessary. A substantial section at the beginning of the workbook was designed to 
assist students learn how to be a constructive team member. Included were ideas on learning in tutorials, team 
roles and development, a how-to-study guide, with tips on learning topics such as how to use the university 
library, undertake the required oral and written presentation tasks, referencing skills and planning a personal 
learning timetable. 

3. Tutorial Experiences – With the advent of a large enrolment of students, it was not possible for topic 
lecturers to meet with every tutorial group. However, lecturers did develop a standard format for providing 
weekly materials to assist learning and generate ideas to assist team understanding and experiences: 

 
  Unit objectives  Readings  Lecture handouts 
  Active learning tasks Personal tasks  Case study 
  Unit questions  Discussion questions References 
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 - In addition, the unit co-ordinator was charged with locating and employing the requisite number of 
tutors, and provided a 2-day training programme to induct them into the challenges of tutorial management, the 
uniqueness of the multi-disciplinary approach and strategies available for use with individuals, teams or the 
tutorial class as a whole to assist in the maximizing of learning. 
 - Unit lecturers were available to interact with students during and after lectures, and available to tutors 
to clarify specific matters arising from the tutorial experiences. 
 4. Learning Journal – Based on Kolb‟s (1984) four-stage learning cycle of experience, reflection, 
generalization and experience, together with the four learning styles of diverging, assimilating, converging and 
accommodating, students in the trial reported favourably on the value of using a journal to record their personal 
learning. Consequently, it was determined to use the E.R.G.A. as the format for students to provide an end-of-
unit summary on the value of their learning during the unit.  
 5. Writing Task – For a variety of reasons, ranging from a concern about enrolling students‟ writing 

and language skills to the need for tutors to learn quickly about their student group, a simple writing task was 
required of all students. In addition to nominating their name, student ID, major study discipline, gender and 
university background (local or overseas), students were asked, in their first class, to write an A4 page response 
to one of the following questions; 

 What have you learned in your first year at university? 
 How do consider your current studies will help your future career? 
 How useful is intercultural knowledge in the conduct of international business? 

The advantage for tutors was that they were able to structure the tutorial classes to meet the identified, 
individual needs of students; for students with limited writing/language skills, the tutor was able to refer them to 
specialist skill development seminars. 

6. Case Study – As a variation to the „international business‟ case written specifically for the trial period of 

the new unit, the case in the second semester was based on a purpose-designed and filmed DVD. The lecturer in 
each topic developed a set of questions related to the content of their lecture. The questions, then, were 
presented to three former students of the university‟s business progamme: one was a business owner in Zhuhai, 
China with links to Northern Asia, Japan and across the Pacific to North America; a second was employed in an 
international business based in Singapore with links from South-Asia through Sri Lanka, India and the Far East; 
the third was based in Casablanca, Morocco with dealings in North Africa and Europe. Interviews were 
conducted „in-situ‟ and a set of four disks was produced. DVDs were made available in the university library 
and an oral presentation on aspects of the material was required of each „team‟ as a group project and an 

individually prepared written „report‟ was required on a student selected topic which combined DVD and related 
research information. 

7. Use of Clickers – Classroom Response Systems, Student Response Systems or Audience Response 
Systems, whereby each student uses a device (Clicker) like a TV remote, have been used in universities for over 
a decade to allow instructors to ask questions and gather immediate student responses during a lecture. At the 
end of the second stage of implementation of the multi-disciplinary approach to the teaching and learning of 
International Business, it was considered that the use of Clickers would facilitate class discussion, enable 
lecturers to fine-tune their instruction to student responses, encourage peer interaction, collect data as formative 
assessment and, overall, encourage the integration of the teaching and learning. Because of the diverse academic 
experiences, talents and discipline specialties of students, engagement of students with the topics and their 
fellow team-members was to be promoted. It was considered that the initial expense of purchasing the 
technology would be well worthwhile, provided lecturers asked the right questions so that large-group 
instruction could be transformed into an active learning experience. 
 
Propriety Issues 
 
In academia, it is not uncommon for the development of teaching and learning practices simply to follow 
previous decisions or use former procedures with minor modifications; thus, only a modicum of thought goes in 
to examining potential alternatives and their consequences. However, this is not the case when a „new‟ unit is 

proposed, planned, developed and implemented. In the case of designing and managing the tactics/strategy of a 
multi-disciplinary international business unit with twelve different lecturers, it was a challenge for staff to 
“persistently practice procedural propriety and to exclusively execute ethical excellence” (Sikula & Sikula 

2008).  
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All staff members were required to be a model for the unit with its international and multi-disciplinary 
aspects, as well as demonstrate to students appropriate and correct teaching and learning behaviours and morals 
which avoided all forms of discrimination. In the face of the diversity and uniqueness of students and their study 
specialties, staff members were required to interpret and practice fair and equitable treatment; this extended to 
their presentation of common „discrete and substantive meanings‟ (Kill, 2008). Staff members were required to 
demonstrate collaborative and collegial teaching, conform to the provision of a set format of tutorial materials 
and ensure that their lecture topic was an integral part of the whole programme and linked specifically to the 
work of other academic and workplace disciplines. Another challenge was related to dealing with the 
unexpected uncertainties arising from their unfamiliarity with being only one of a team of twelve lecturers. In 
effect, the „new‟ unit required staff to learn „new‟ strategies to deal with their employer regarding workload, and 
establish different professional relationships than had proved successful in the past with lecturers, tutors and 
students.  

Adapting the concepts of Sikula and Sikula (2008 p.10), management of new units “takes time, tenacity 

and transparency to implement, but with practice over time, individuals and institutions can learn to replace 
defective decisions with successful selections”. In addition to human communication problems and limitations, 
it was found that developing a unit that is not only new but idiosyncratic to the needs of an institution cannot be 
implemented very quickly or changed continuously. Thought, reflection and observation of the teaching and 
learning of the unit was an on-going activity that extended from months to years to warrant deliberative action. 
Appropriate benchmark standards of propriety were set by following processes such as: 

Learned knowledge  Correct consultation   Meritorious mentoring 
Positive role modeling  Pooled judgement  360 degree feedback. 

 
Proprietary Issues 
 
Stakeholder management theory and practice is well established in business (Bourne 2008), with a concomitant 
“practice epistemology” that requires reflective practice and “communicative action” in the form of 

conversations with colleagues that result in a “participatory structure” (Raelin 2007 p.505). Thus, in the current 
case, a dozen academics from different disciplines were required to contextualize the study of international 
business by establishing a community of practice. The demand was for a method of co-production of knowledge 
(Ospina et al. 2001), a participatory approach to which all parties were considered partners in bridging the gap 
between theory and practice. The challenge of designing and implementing the multi-disciplinary approach 
raised a number of issues about the proprietary nature of each discipline‟s content, each individual academic and 
the capacity building required for inknowvative teaching and learning to be applied consistently.  

Bengtsson and Kock (2003) have described co-opetition as a situation where competitors 
simultaneously co-operated and competed with each other. Co-opetition could be seen as a new business model 
(Walley 2007) that was useful as a hybrid activity enabling academics to resolve their different approaches to 
competition and co-operation. Developing a professional alliance to identify and improve multi-disciplinary 
outcomes for the unit lead to a better product and services for students, although not without a number of 
challenges.  

A major challenge was to build enough trust so that staff members could work as partners. The 
radically different disciplines and experiences of academics who often speak different languages, together with 
divergent views of the world and international business, let alone those related to the teaching and learning of 
the subject made trust-building difficult.  

Moreover, academics are busy people deeply committed to their „subjects‟ and, although they were 

highly enthusiastic and reflective, co-production of the new unit was time-consuming, more ambitious and 
demanded a deeper participation than was expected. An embedded and compounding problem was that each 
staff member‟s contribution to the design and implementation of the new unit was not counted as part of their 

normal workload. Consequently, there was little support for their work from discipline peers and executives.  
Another proprietary issue was related to that of flexibility. Some academics were used to and wanted a 

fixed plan and design for each staff member and students to follow; others preferred a flexible process of co-
production with a modicum of formal planning. Striking the balance so that students could learn to value the co-
operative, multi-disciplinary nature of work in an international business was difficult; without that balance, the 
danger was that students would consider some staff members as being indifferent to the unit and multi-
disciplinary co-operation as not being genuine.  
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Despite the initial challenges, a more market-oriented approach to understanding the knowledge 
economy, international business and the mediating role of academics in creating, delivering and evaluating 
students‟ learning was achieved. The trial process of presenting the new unit allowed the contributions of 
individual academics to become more integrated as their understanding of the problems and opportunities of the 
pedagogy lead to increased collaboration, involvement and accountability. 
 
Political Issues 
 
Lloyd (2002), a management consultant and speaker, has emphasized that there is a difference between good 
and bad political behaviour; in the case of the design, implementation and promulgation of the multi-
disciplinary approach to international business, there was evidence of both types of behaviour. In effect, 
experiences demonstrated Lloyd‟s (2002) concept of the shades of grey between being politically aware, 
politically correct or being too political, in a negative sense.  

Pedagogical, propriety and proprietary issues were refined and resolved during the „trial‟ 
implementation process, and the unit had a strong „futures‟ orientation which emphasized continuous 
improvement to ensure a quality performance by students. Staff members developed a strong rapport with each 
other and excelled in integrating student genders, disciplines, teamwork and assessments. Within the group of 
twelve lecturing academics there was both ethical and professional leadership. The demonstration of 
transparency, competence and integrity resulted in a sound level of credibility among staff members and was 
recognized by students. Also, students recognized the professionalism, collaboration and caring of staff; the 
result was an appreciation and respect of the role of each staff and student member of the class. Finally, because 
of the emphasis on „teamwork‟, the components of equity, impartiality and justice were recognized as 

demonstrating a fairness that was critical to the teaching of the unit and the operation of international business. 
Thus, internally, the practicing of influence tactics had a positive effect on the development of the unit. 

What the lecturing staff were not able to control were tactical politics exercised by senior managers 
operating with a strategic perspective and authority. External to the new unit, there were two political tactics that 
had a less than positive effect. The „upward appeal‟ tactic was used by individuals to influence the decisions of 
senior managers and the „three-legged race‟ tactic was used to suggest that the progress of the unit was subject 
to comical spills and running a unit in international business could not reach more important goals. 

The „upward appeal‟ used a number of actions such as alternative reason/logic, aggression, reasoned 

aggression, understatement and nonchalance to influence senior managers to consider that the multi-disciplinary 
approach to international business did not solve the „English as a second language‟ challenges in the institution; 
moreover, particular senior managers allowed the consistent barrage of appeals to continue unabated.  

A „three-legged race‟ linking possibly incompatible people can be amusing at picnics, but in an 
institution can lead to exploitation of conflict, leadership ambiguity, organizational tensions and even project 
sabotage. The outcomes can be exacerbated further if, when corporate decisions are made, members of the 
decision-making group do not abide by the group decision; i.e., there is a lack of acceptance of group decisions 
in relation to corporate responsibility. 
 
Conclusion 
 
Teaching and learning in respect to international business is a complex matter made even more difficult in 
institutions which require a multi-disciplinary approach for students with multi-cultural living and educational 
backgrounds and expectations. In the current case of developing a unit to link the first-year degree units to that 
of a final-year unit, it was considered that the expected outcomes would far outweigh the anticipated challenges 
in the development of a unit that integrated various academic business fields. However, despite the successful 
design, implementation and progressive improvement in the unit, a number of issues have been identified as 
serious and one, viz., political issues, as fatal!  

Firstly, grass roots curriculum developers cannot develop a new unit successfully when senior 
managers do not have consistent, consensus and supporting behaviours regarding their vision, goals and 
strategies for the unit. 

Secondly, putting more hubs in a wheel doesn‟t make it go round more effectively or efficiently. Thus, 
there was a need for the use of „one‟ person to manage the development of the new unit, co-ordinate lecturing 
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staff and be held accountable for the whole programme. Widely-based, professional input into the process is 
essential for an appropriate multi-disciplinary unit to be developed, but it is up to a project manager to determine 
which input is most relevant to the consistent integration of the academic interests. 

Thirdly, pedagogical, propriety and proprietary issues are resolved relatively easily when the 
stakeholders in the task of unit development are prepared to meet collegially and professionally; i.e., internal 
consistency of curriculum developers is easier to manage than external environmental factors. 
 Fourthly, there is no automatic „right‟ or „wrong‟ in curriculum development. Judgements about the 

value of a new unit can only be made in retrospect, in the light of feedback by lecturing staff and learning 
students.  

Finally, political issues in an institution have the potential to be fatal, despite the proven successful 
implementation of inknowvative pedagogical, propriety and proprietary teaching and learning. Political realities 
can interfere with curriculum development and implementation processes in relation to; 

 Professionalism - when some staff are considered more equal than others, are more vocal in discussions 
and have greater voting or sanctioning power.  

 Consensus – when the democratically determined decisions by a curriculum design team are not 
supported outside the team environment.  

 Rational Decision Making – when the development team does not have agreed decision-making rules 
based on rational argument. 

 Group Procedures – when individual preferences are promoted for personal purposes by relevant 
stakeholders such as senior managers, curriculum developers, lecturers or students. 

 Priorities – when there is a lack of agreement on the nature of the problem to be solved by the 
curriculum developers. 

 Needs of Learners – when the needs of students are subordinated to those of other institutional 
interests. 

Thus, in the current case, there was an inability or unwillingness to tackle the political issues related to new 
unit development and implementation. This resulted in the cancellation of the international business unit and a 
new priority being established that required a realignment of a less contentious, existing unit. 

1945



  

References: 
 

[1] Athavale, M., Davis, R. & Myring, M. (2008). The Integrated Business Curriculum: An Examination of 
Perceptions and Practice. Journal of Education for Business, Washington, May/June, 83 (5), 295-301.  
[2] Bengtsson, M. & Kock, S. (2003) Tension in Co-opetition. A paper presented at the Academy of Marketing 
Science Annual Conference, May 28-31, Washington, DC. 
[3] Bourne, L. (2008) Advancing theory and practice for successful implementation of stakeholder management 
in organizations. International Journal of Managing Projects in Business, 1 (4), pp. 587-601. 
[4] Hamilton, D., McFarland, D. & Mirchandani, D. (2000) A decision model for integration across the business 
curriculum in the 21st century. Journal of Management Education, 24 (1), 102-126. 
[5] Kennedy, S. & Stoney, S. (2007) Business Edge Student Text. Thomson; South Melbourne. 
[6] Kill, T, (2008) Don‟t cross the streams: Past and present overstatement of customary international law in 
connection with conventional fair and equitable treatment of obligations. Michigan Law Review, 106 (5), Ann 
Arbor, March, 853-880.  
[7] Kolb, D. (1984) Experiential learning: experience as the source of learning and development.  
Englewood Cliffs, New Jersey: Prentice Hall.  
[8] Lloyd, J. (2002) Remember difference between good and bad political behavior. Minneapolis St Paul 
Business Journal, Friday, November 15th, 2 pages. 
www..bizjournals.com/twincities/stories/2002/11/18/smallb2.html [26th January, 2009]. 
[9] Meyer, M.W. (2008). China‟s Second Economic Transition: Building National Markets. Management and 
Organization Review, 4 (1), March, 3-15. 
[10] Naim, M. n.d. Post-Terror Surprises. Foreign Policy (www.foreignpolicy.com) in Wild et al. (2008), 6. 
[11] Ospina, S., Godsoe, B, & Schall, E. (2001) Co-producing Knowledge: Practitioners and Scholars  
Working Together to Understand Leadership. A paper presented at the 2001International Leadership 
Association Conference, November 1-4. Miami, FL, 9 pages. 
[12] Schoemaker, P.J.H. (2008). The Future Challenges of Business: Rethinking Management Education. 
California Management Review, 50 (3), 119-139. 
[13] Sikula, A. & Sikula, J. (2008) How to make unethical decisions. SuperVision, 69 (5), Burlington, May, 7-
10.  
[14] Stover, D., Morris, J.S., Pharr, S., Reyes, M.G. & Byers, C.R. (1997). Breaking down the silos:  
Attaining an integrated business common core. American Business Review, 15 (2), 1-11.  
[15] Wild, J.J., Wild, K.L. & Han, J.C.Y. (2008). International Business: the Challenges of Globalization (4th 

ed.). Pearson Prentice-Hall; Upper Saddle River, N.J.  
[16] Young, M.R. & Murphy, J.W. (2003). Integrating communication skills into the marketing curriculum: A 
case study. Journal of Marketing Education, 25 (1), 57-70. 
[17] Unesco, (2005) Guidelines for quality provision in cross-border higher education. United Nations  
Educational, Scientific and Cultural Organization, available at:  
www.unesco.org/education/hed/guidelines.   

1946

http://www.foreignpolicy.com/


 

International Students and Management Education: Findings from Latvia 
 

Brent McKenzie,bmckenzi@uoguelph.ca 
Saba SAfdar,ssafdar@uoguelph.ca 
Brenda Uhm, buhm@uoguelph.ca 

Kim Chuong, hchoung@uoguelph.ca 
 
 

Abstract 
 
In order to advance the understanding of the issues and experiences that international students studying 
business/economics face in emerging markets, this research presents the finding of four focus group sessions 
conducted with undergraduate students studying at the Stockholm School of Economics, Riga (SSER), in the former 
Soviet Union republic of Latvia. The students were asked about their decision making processes in selecting to study 
business/economics, as well as their thought process in choosing to study at SSER. Additional questions focussed on 
being an international student, and how these issues have, or have not, affected them in terms of both academic and 
personal growth. The concept of acculturation was also explored, as well as the key factors for future success that 
these students see as resulting from studying business/economics in a foreign country. In comparison to international 
students in general, our findings indicate that international students studying business appear to have a more 
focussed outlook on future goals and a greater degree of confidence in terms of knowledge acquisition and 
application. 
 
Introduction 
 
Within the management literature there is a belief that the internationalization of business should lead to value 
creation that benefits both domestic and international students and faculty. This fact may help to explain why a 
growing number of students are opting to study abroad and experience learning in a foreign country. To this 
end, universities must ensure that they continue to take a global perspective, while still being cognisant of 
cultural and ethical sensitivities that international students bring to the learning environment. Furthermore, these 
challenges can be even greater when the universities are located in the newly emerging markets of Central and 
Eastern Europe where management education has a limited past and an even shorter history in terms enrolling 
international students. 

This research is laid out as follows. The first section looks at the literature on international education in 
general, and then specifically on the study of business/management for international students. Next, a case study 
of the findings of focus groups conducted with international students studying at the Stockholm School of 
Economics in Riga (SSER). These findings are analyzed in the context of the extant literature in the field. The 
remainder of the paper provides a discussion of the findings in the context of factors that influence how an 
international student adjusts to location of study, as was as policy discussions about how to better manage 
international student retention. Implications to higher education policy makers and university administrators are 
also discussed. 

 
Research Literature 
 
Globalization and the internationalization of business 
Economic globalization is more apparent today as local economies transcend borders through commerce, trade 
and foreign investment (Intriligator, 2004). The world‟s existing economies have become more tightly bound to 
each other, fuelling the seemingly inevitable transformation of the world‟s autarkic economies into a single 

cohesive global economy. This movement towards an increasingly international business landscape has many 
implications for both businesses and academic institutions. In order to accommodate the changing face of 
today‟s global business environment, businesses are continually modifying their business practices and 

strategies in an effort to internationalize their business processes and maintain competitiveness (Elenurm, 2007). 
At the same time, business schools across the globe are taking on the challenge of seamlessly integrating an 
international dimension to an already existing curriculum in hopes of providing a better and more suitable 
platform for the future international mangers and leaders of commerce (Elkin, Farnsworth and Templer, 2008; 
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Townsend and Wan, 2007; Stuart, 2007). 
 
The internationalization of universities 
With the proliferation of globalization, universities and other post secondary institutions, have taken necessary 
steps to internationalize their institutions, particularly its business schools. The Organizationa for Economic 
Cooperation and Development (OECD) defines the term “internationalization of the curriculum” as: “curricula 

with an international orientation in content, aimed at preparing students for performing in an international and 
multicultural context, and designed for domestic as well as foreign students” (IDP, 1995). More recent 
definitions of internationalization in education have extended this definition to include all realms of an 
international educational experience, such as cultural adaptation and support services offered by universities for 
international students (Knight, 1999; Elkin and Devjee, 2003). 

In order to successfully achieve internationalization these institutions require a strategic focus on 
internationalization from its strategic mission; its strategic objective; and strategic planning process (Conway, 
Mackay, and Yorke, 1994). In a recent study using data collected for business schools and business facilities, it 
was discovered that universities with a complete strategic focus on internationalization were generally more 
internationalized with a greater desire for further internationalization compared to universities without a 
complete strategic focus (Elkin et al., 2008). In this study, the level of strategic focus on internationalization was 
established through five „yes or no‟ questions concerning the university‟s strategy and international orientation. 
The extent of a university‟s internationalization was determined using the Elkin, Devjee model. This model 
consists of nine factors measured on a ten point scale including: (1) undergraduate international students; (2) 
postgraduate international students; (3) student exchange programs; (4) staff exchange programs; (5) staff 
interaction in international context/attendance at international conferences; (6) internationally focused program 
of study; (7) international research collaboration; (8) support for international students; and (9) international 
institutional links. 
 
International students and business education 
Elkin and Devjee (2003, p.11) propose that the internationalization of business should “aim to create values, 

beliefs and intellectual insights in which both domestic and international students and faculty participates and 
benefits equally. [Universities] should develop global perspectives, international and cultural and ethical 
sensitivity along with useful knowledge, skills and attitudes for the globalized market place.” Although some 
believe this can be achieved through education in the home country others believe that an education abroad 
offers more value and according to Cheney (2001. P.92) “is probably the best way to fully appreciate the issues 
and complexities of intercultural business communication”. 

The experience of living and learning abroad teaches international students important lessons and 
intangible skills that cannot be replicated in a classroom setting or taught using a text book as when teaching the 
basic concepts and strategies of business in a global market place. The opportunity to immerse oneself entirely 
in the customs and culture of a foreign country and live the process of acculturation can help foreign students 
achieve international, cultural and ethical sensitivity (Stuart, 2007). 

In a recent exploratory study, Yu et al. (2005) found that there are several important skills in 
international business management. More specifically, from a survey of 108 executives seven skills were 
identified as most important for international managers including: communications skills, initiative, business 
ethics, foreign language ability, overall learning ability, adaptive ability, and self-control (Yu, Guan, Yang and 
Chiao, 2005). Many of these key skills can be achieved and refined through study abroad programs. As a result, 
more multinational corporations are showing preference for students with international experience. Mark 
McKeen, the talent acquisition manager for General Motors expressed a similar attitude towards international 
education, saying that the experience is “distinctly an advantage for a student. The global perspective is 
important. It shows the student has an appreciation for different cultures and can build good, strong relationships 
with other people in other parts of the world” (Stuart, 2007, p.17). 

This may help explain why a growing number of students are opting to study abroad and experience 
learning in a foreign country. Currently, international students represent a growing and formidable body in 
universities around the globe (Chirkov, Vansteenkiste, Tao, and Lynch, 2007). According to Lanham and Zhou 
(2003), the number of international students enrolled in Australian schools is reported to have increased more 
than twofold over the past ten years. Similarly, the “Open Doors” report by the Institute of International 

Education (IIE) reported a 114% increase in the number of American students enrolled in a study abroad 

1948



 

program in the 2004-2005 school year compared to 1994-1995 (Stuart, 2007). It was also reported that the 
number of international students studying in the United States has increased from 343,777 in 1985-1986 to 
564,766 in 2005-2006 (Stuart, 2007). 

Furthermore, in 2001 it was reported that more than one-fifth of international students studying in the 
United States studied business and management; the most popular program amongst international students 
studying in the US (IIE, 2001). Similarly, in Canada for instance, at the University of Guelph international 
students represented 1.7% of full-time undergraduate students and 2.7% of part-time undergraduate students in 
2006-2007, respectively a 0.2% and 1.3% increase since 2000-2001. Of these international students, Guelph‟s 

Bachelor of Commerce program is reported as having the second greatest increase in international student 
enrolment of full-time and part-time undergraduate students since 2000-2001. This trend of international 
students studying business resonates with universities across the globe and has incited a great deal of interest in 
the study of international students and business education. 

 
Education and learning perspective of international business students  
Current literature on international students studying business has focused on educational management objectives 
and improving the quality of business education for international students. Intercultural communication is 
described as an integral part of business education. Cheney (2001) proposes that a structured approach to 
experiential learning between American and international students is an effective method of teaching 
intercultural business communication that is beneficial to American students, international students studying in 
the United States and American universities. Without intercultural communication an international orientation in 
business education is not possible. 

Furthermore, many studies have investigated the different educational needs of students from different 
countries and its implications on the student learning experience. In a recent exploratory study of American and 
Chinese management students, Parnell et al. (2003) found that Chinese students studying in the United States 
were more partial to participative decision-making compared to American students and Chinese students 
studying in Mainland China displayed a higher level of entrepreneurial orientation. Such differences in 
entrepreneurial and managerial orientations demonstrate the need to re-evaluate current management education 
approaches and develop teaching strategies that are more appropriate for a multicultural audience. Cultural 
differences in learning practices have also been investigated from an online learning perspective. Similar to the 
in-class learning environment, cultural differences were discovered to have an effect on the learning experience 
of international students. More specifically, international students as a whole were less satisfied with the 
organizational and technological issues surrounding online education. 

Although many differences in learning styles have been identified as a disadvantage to international 
students studying outside their home country, this is not always the case. Information skills are essential for 
academic success, particularly in an independent learning environment. In order to determine whether 
international students are negatively impacted by their information skills, Varga-Atkins and Ashcroft (2004) 
compared the information skills of local and international undergraduate business students in the UK. 
Surprisingly, it was discovered that there was no significant difference between the two groups and that most 
students shared a negative or neutral attitude towards library and information skills. Likewise, in another study 
conducted by Cho et al. (2006) Chinese students in US accounting and business PhD programs were found to 
adapt well and succeed in a Western educational setting despite the differences between Chinese learner and 
Western learner characteristics. 

For the most part, the existing literature on education and the learning process for international students 
studying business focuses on the effect and outcome of studying in or out of one‟s national home culture. It 
identifies educational differences in teaching styles and methods across cultures; the impact of these differences 
on the learning experience of international students; and offers possible teaching methods that are more 
appropriate for an international learning environment. 
 
A psychological perspective of international students 
Aside from educational differences, international students studying business face several other non-academic 
challenges when studying abroad. Most notably, international students struggle with intercultural adjustment 
and culture shock (although this often improves with time). The stages of cross-cultural adaptation of 
sojourners, like international students, can be described by Lysgaard‟s (1955) U curve hypothesis. According to 
this model, international students will experience a „honeymoon period‟, then a period of „feeling bad‟, followed 
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by a period of „recovery‟ and finally adjustment. In order to minimize the initial culture shock experienced by 
international students upon first arrival and ease transition into a new academic and social environment, several 
universities offer international students an optional cultural orientation session. Such orientation courses provide 
international students with information on living in the host country and studying in a new environment as well 
as information of support services provided by the institution. Literature has suggested that cultural orientation 
courses are beneficial for new international students and can help students adjust better to a new academic and 
cultural environment (Kinnell, 1990). However, in an exploratory investigation of the effects of a cultural 
orientation program on the psychological well-being of post-graduate students at a British university, McKinlay 
et al. (1996) found that students enrolled in the optional course exhibited higher levels of homesickness and 
psychological difficulty compared to those who did not participate. It was suggested that this could be attributed 
to a false sense of security cultivated by the cultural orientation course; however, this is simply speculation. 

Finally, intercultural adjustment has become an interesting and important research issue with the 
escalation of people crossing borders for personal, academic, or job-related reasons. International students 
constitute a large portion of student bodies in many universities around the globe (Chirkov, Vansteenkiste, Tao, 
& Lynch, 2007). Hence, their adjustment in the receiving society, and their academic success, has become 
important topics for researchers to study. 

 
Research Study 
 
Business Education in Latvia - The Stockholm School of Economics Riga 
In terms of business/management post secondary education, as in the majority of the former Soviet Republics, 
business and management education in Latvia began to emerge during the end of the Soviet period in the late 
1980‟s and early 1990‟s. The first business school in Latvia was the Riga Business School, which was 
established in 1991. It was a cooperative effort with the State University of New York at Buffalo, in the United 
States, and the University of Ottawa, in Canada. Business education steadily grew in popularity in Latvia, and 
by 2000 the percentage of students studying business was over 20% (Latvian Council of Higher Education, 
2006). With the prolific growth of business education institutions, concerns as to the quality of the schools were 
raised, and therefore the Latvian government created a series of accreditation programs and procedures (Latvian 
Council of Higher Education, 2006). 

Although higher education in Latvia was originally the sole domain of public institutions, by 2000 the 
percentage of students studying at private business schools was 20%, and by 2005 the percentage had increased 
to 55% (Sennikova, & Kalnina, 2006). As noted by Vanegs and Hanson (2005) Latvian institutions saw a need 
for more practical courses, and also shorter courses which they believed would be better taught by entrepreneurs 
and practicing professionals rather than professors (this could also be attributed to the fact that the public 
institutions did not have an adequate supply of professors versed in the free market business model). 
Arguably, one of the most successful business education institutions in Latvia has been the Stockholm School of 
Economics Riga (SSER). SSER is classified as a State Institution of Higher Education, which is similar to a 
University, both of which have programs accredited by the government of Latvia, but only Universities can 
confer Doctoral degrees (Academic Information Centre, 2006). SSER, founded in 1993, (with an initial 
incoming class in 1994), as the name implies, was derived from the Stockholm School of Economics in 
Stockholm Sweden, with a stated mandate to help in the development of educated young professionals to assist 
in the economic growth of the Baltic countries of Estonia, Latvia, and Lithuania (www.sserriga.edu). 

SSER, is incorporated with the Stockholm School of Economics holding 51 per cent of the shares and 
the Latvian Government through the Ministry of Education holding 49 per cent of the shares, but also receives 
financial support from corporate sponsorship, currently led by such large benefactors such as the George Soros 
Open Society Institute, and TeliaSonera a telecommunications company operating in Nordic and Baltic region. 
SSER began as a purely undergraduate institution, offering a Bachelor of Science degree in Business and 
Economics, taught in English. The program had a very stringent acceptance process, with generally less than 
10% of applicants being accepted. Many rejected students would reapply in subsequent years in order to gain 
one of the approximately 115 annual openings (personal interview, A. Paalzow, 2005). Although the mandate of 
SSER is to focus on the students from all three Baltic States, approximately two-thirds are from Latvia, and the 
other third from Estonia and Lithuania (there is also a small percentage of exchange students who study for one 
or two terms on an ongoing basis). The faculty of SSER consists of both a core group of resident professors as 
well as a large network of international faculty, the largest group of which come from Sweden. The curriculum 
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of the SSER BSc program mirrors that of many other undergraduate business programs, with the exception that 
the course load is condensed into a two-and a half year period, with the remaining half year spent working on a 
Bachelor thesis. 
 
International Students at SSER – Focus Group Study 
For this study, the purpose of the focus group sessions was two-fold. The first was to highlight the thoughts and 
experiences of international students in general, and second to explore the experiences of international students 
enrolled in a business/management program. The expectation was that the findings of the focus group sessions 
would aid in the collection of descriptions of, and insight into, student acculturation, future orientation, and 
country/city acculturation. 

As described by Stewart, and Shamdasani (1990), information gained from focus groups improves 
understanding of the phenomena of interest, particularly individual behaviour. Furthermore, focus groups within 
the exploratory and development stages of research are effective in uncovering phenomena of interest where 
little information is previously known (Morgan, 1997; Sudman & Blair, 1999; Zikmund, 2003). A number of 
frameworks for conducting focus groups have been discussed in the literature (Stewart & Shamdasani, 1990; 
Krueger, 1994; Chrzanowka, 2002). For this research the focus group process followed the methodology 
recommended by Carson et al. (2001). 

The majority of the topics covered in the focus group sessions were centred on the concept of 
acculturation. Acculturation in this context is derived from the original anthropological definition of changes 
that may occur in “either or both groups” from different cultures when they come into contact (Redfield, Linton, 
and Herskovits, 1936, p. 149). The questions also introduced culture and location specific inferences (activities, 
friendship, personal and academic experiences) that were hypothesised to have an influence on acculturation, 
and more specifically to education in Latvia, the potential impact of economic and social change (Inglehart, 
1997). Finally, the sessions were structured to allow for the uncovering of unknown experiences, and thus be 
phenomenological in nature (Dabholkar et al. 1996). The author(s) acted as moderators and followed a general 
protocol, including a list of open and closed questions (see Appendix 1) that guided the sessions (Zikmund, 
2003). 
There were a total of four sessions. The make up of the groups are found in Table 1. 
 

TABLE 1: SSER FOCUS GROUP SESSIONS 

Session
Riga - Latvia 1 2 3 4
Number of Participants 5 7 6 5
Gender Female/Male 2/3 4/3 3/3 1/5
Program Year 2 2 2 3  

 
The sessions were audio recorded and then transcribed. The analysis process involved the review of 

participant quotations in order to interpret the indicators of being an international student at SSER. Furthermore, 
although the focus group information presented here is detailed, it has been included as it is the first known 
empirical investigation into the issue of international students studying business/management in this context. 
Comments judged to be relevant to each of the four factors of (1) University/program choice (2) City/Country 
experiences (3) Acculturation; (4) Future Orientation; are reviewed in turn. 

There was a general consensus in the answers to questions on university/program choice, but it was not 
universal. The majority of the comments focused on the quality of the SSER program specifically, but additional 
comments linked the choice of the program to the fact it was not too distance from one‟s homeland; 
“I want to get the best education that we could get in the area. But I didn‟t want to move from the Baltic because 

I plan to live here in my life. I didn‟t want to emigrate. So this is a good middle point between moving 
somewhere else and staying at home and it offers a good education.” (Session 2, year 2 female) 
This finding was also echoed in comments such as; 

“At first I was reluctant to go further abroad, and thought of what I had heard as the best school. And 
so I came here, and the main thing is that Latvia is abroad, and I thought „oh I am going somewhere else‟. But 

it‟s still not that much abroad. I mean, it‟s beyond a journey from home.” (Session 4, year 3 male) 
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There appeared to be a clear focus on the choice to study at SSER for the program itself, but there was 
also a conscious belief that an additional benefit, such as exposure to some degree of “foreigness” would also be 

achieved. 
With respect to studying in Riga/Latvia, one of the most informative questions centred on the most 

exciting/disappointing experiences of living in Riga/Latvia; 
“Um, well of course it‟s exciting because for most of us it‟s the beginning of an independent life. It‟s a 

new city; it‟s the biggest city in the Baltic‟s so you feel like you are living in the capital but at the same time, 
coming from Estonia it was a bit difficult to come because of the language. Because I am very bad at Russian 
and I don‟t speak Latvian at all. Uh so it causes sometimes some misunderstandings and you get…get used to 

adjusting very much. I try to read body language and things like that but still at the same time it makes me feel 
uncomfortable like an immigrant. (Session 1, year 2, female) 

This positive aspect of living independently may be extended from studying away from home at 
university in general, as it highlights additional challenges of being an international student. It was of interest to 
see that this greater challenge was still viewed as a positive experience. 

In terms of disappointing experiences, a common thread seemed to be that although you were living in 
a foreign city/country, you could, and often did, spend most of your time in the student “bubble”. This fact 
limited the extent that you really felt yourself being foreign; 

“For me the most disappointing thing is that although we have great people in Riga but after two 
months maybe I get to know everybody and I‟d like to have new acquaintances because we don‟t have so many 

students in here. So I understood there are no parties for the Latvian University students that I‟m just going to 

the bar and there are no like those University bars there seem to be. I am not getting new acquaintances I am just 
getting to know my classmates better.” (Session 1, year 2, female) 

The questions on acculturation demonstrated a lack of focus on being “international” as it related to be 

a student; 
“At school I think its one thing, uh in a sense, its international students, I understand. So uh our school 

is kind of special in that sense. We don‟t feel like international students, I don‟t feel like um treated on a 
different basis than students from Latvia or Lithuania. Therefore, I don‟t see any academic difficulty uh 

regarding the fact that I am international student. So I mean, I don‟t really feel like an international student in 

that sense”. (Session 4, year 3, male)  
Additional acculturation questions elicited some interesting comments, particularly as they related to 

discrimination. The general belief seemed to be that acts that may be considered discriminatory, such as paying 
higher fees for taxis and apartments, were because they were international students, but that if there were, then 
they could afford to pay more; 

“As an international student you think that um for example paying for taxes isn‟t fair. It will cost more 
if you don‟t speak either Russian or Latvian…that was the problem (Session 1, year 2, female) 

“Ah there was the taxi thing…if you ask in English they simply just charge you on triple tariff or 
something…because you are a foreigner…you should earn more and you are able to pay more” (Session 1, year 
2 male). 

The students do seem to have been able to work around these issues, as one student noted that they just 
ask one of their Latvian colleagues to order the taxi for them. In general the position appeared to be that from an 
academic standpoint, due to the fact that the program was taught in English, that there was little in the way of 
difficulties in terms of school work. 

The final area of interest, future orientation, demonstrated an acute sense that these students had spent 
some time on this thought. There was though, a number of the comments that indicated that the students had a 
desire to continue their academic careers but not unlike many undergraduate students, the possibilities were of 
greatest interest as opposed to the specifics; 

“maybe I will go to try and get the master degree, and uh after the graduation, graduating from SSE 
Riga, I am not sure about this”. (Session 2, year 2, male) 

“I would like to get the master degree, but I don‟t know if I will do it, like straight after graduation or 
make, actually make a couple of years break, don‟t know yet”.(Session 2, year 2, female) 

“Yeah, I am also thinking about the master degree, but uh if I know exactly what I want to study, then I 

will start straight away. But probably I won‟t yet. So I will work maybe in different institutes to find out what is 
best for me, then I will take a master degree”. (Session 1, year 2, male) 
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“I think that I will try to work for a year or two, I don‟t know which field exactly but something related 

to economics. And then maybe after some work experience and getting to know the business and stuff I would 
try and continue graduate studies somewhere”. (Session 3, year 2, male) 

A secondary question about the students‟ future orientation related to the expectation of remaining in 
Latvia after graduation or returning to one‟s homeland. This question was assumed to be of interest to academic 
administrators and education policy makers, particularly in a country such as Latvia which has a stated aim to 
use higher education to build the future economy; 

“I probably, work after studies but I‟m not actually quite sure anymore. For a while I was really 
thinking about like to go somewhere away for a while but uh lately being already here for two years, I‟m really 

homesick but I kind of start to look at Estonia with another view like have another look at it. I mean before I 
wasn‟t really fond of my hometown, but now the fact that it‟s in Estonia this home feeling has become so much 

stronger. Being away for awhile, so even though I think last year I had a really strong plan to go away for I don‟t 

know a year or two or two or three years after graduating but now I think after I graduate I want to be back 
home for a while”. (Session 3, year 2, female) 

“My vision is that I will either reside somewhere in the Baltic or go somewhere in Europe because the 
time when you are young is the only time when you can explore, feeling up any serious commitment”. (Session 
2, year 2, male) 

“I will definitely go somewhere abroad, uh and to work, maybe for a couple of years I can stay abroad, 
but later on I plan to come back”. (Session 2, year 2, female) 

In brief, the purpose and findings of the focus groups was to provide an initial step in supporting the 
need for both accepting international students into a business/management program, and also providing some 
insight as to what the long term expectations/benefits will be for the host institution and country. These 
comments not surprisingly tend to support the position that the quality of the business/management program is 
what will drive the top students to one‟s institution, but there appears to be little support, that in this case, the 

institution will have any significant impact on future residency of its students. This finding will have relevance 
to higher education policy makers in terms of predicting the long term benefits of encouraging/discouraging the 
growth of the international student body. Furthermore, these findings will be of interest in terms of comparative 
findings to similar studies in non-emerging markets. 

 
Conclusions 
 
The findings of this research, although preliminary in nature, and although there were multiple focus group 
sessions, will be enhanced by future studies of this kind. It is suggested that by limiting the study to international 
students, studying in one discipline, helps to provide a greater understanding of the specific issues that 
international business/management students face, and additional studies in additional countries will help to 
identify those similarities and differences that are country versus program specific. 

Based on the findings of this study, it appears that the adjustment of international students to the 
receiving society, and their intention to stay or return to their home country, are important issues for many 
researchers. It would seem that based on the focus group findings, that an adjustment at initial entry can be met 
with great difficulties followed by better coping over time (i.e. the non-trivial differences in comments by the 
third versus the second year students). Furthermore, cultural and individual factors, as well as various factors 
originated from the receiving society, all have an impact on the international students‟ adjustment and their 

intention to stay or return. Future studies could also examine more extreme differences in host versus visiting 
culture, as well as comparing undergraduate versus graduate business/management students. 

Finally, these findings will be of value to both administrators at institutes of higher education, but also 
governmental and policy makers. Depending upon the aim of increasing international students in one‟s 

universities (i.e. funding, future employment etc.), then the findings of this study indicate that there is a greater 
need to provide ongoing programs for acculturation and integration. Furthermore, if the aim is to better prepare 
domestic students for an increasingly global marketplace, then there are opportunities to learn from international 
students by encouraging greater integration in both inside and outside classroom activities. 
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Appendix 1 – Selected Focus Group Questions 
(1) Background Questions 
(a) Please share with us the reasons why you decided to attend SSE Riga and study the program that you 
are in.  
(b) Of the reasons you mentioned, what would you consider to be the most important/main reason you 
enrolled in this program? 
 
(2) City/Country Questions 
(c) Could you please share with us some of your most exciting/disappointing experiences living in 
Riga/Latvia? 
(d) What types of day to day activities have you found to be the most similar/different from your home 
country? What were your expectations in terms of these types of activities prior to coming to Riga/Latvia? 
 
(3) Acculturation Questions 
(e) Could you share with us some experiences that you have had while studying at SSER that were 
different that what you have expected if you were studying business/management/economics in your home 
country? 
(f) What types of leisure activities have you experienced in Riga/Latvia? How would these activities 
compare/contrast with leisure activities you would participate in, in your home country? 
(g) Could you list your top five academic or non-academic difficulties as an international student? 
(h) During your stay here as an international student, did you feel lonely or experienced any 
hassles/discrimination? 
 
(4) Future Orientation Questions 

(i) What are your plans when you graduate from SSER? 
(j) How do your future plans compare/contrast to what your plans were prior to arriving in Riga? 
(k) What are the expectations of your family/friends in terms of your studying 

business/management/economics at SSER? 
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Abstract 
 
Education and especially higher education is defined as one of the key areas in increasing the competitiveness of a 
country. The modern role of higher education in economic growth and competitiveness is characterized by two 
processes: increasing collaboration of schools with enterprises and internationalization. The both processes were 
specified in the Lisbon strategy on the EU level and express the European response to globalisation in higher 
education. Evaluation of these processes in the Czech Republic with the specialization on the VSB-Technical 
University of Ostrava is the aim of this paper. The first part results from the statistics about collaboration 
with foreign universities referring to students and academic mobility, but also to unification of 
curriculum and students programs and other more formal forms of collaboration. The second part of 
analysis is based on the authors´ research including 96 enterprises employing 74 326 persons which 
corresponds to 17,8 % of all employed people in the Moravian-Silesian region.  
 
Introduction 
 
Education and especially higher education has ever before been considered  as one of the crucial factors of 
economic development and competitiveness of a country. However, the instruments that are used by higher 
education institutions in order to be supportive for economic development and competitiveness has been 
changing according to social development and economic structure. Globalization and knowledge-based 
economy have been the main characteristics of social and economic development for recent decades and thus 
the main aspects that influence the higher education, too.  

Internationalization of higher education is the natural response to the process of globalization that 
supports the increase of higher education quality by means of cooperation among universities. Literature has 
distinguished three essential forms of internationalization. The first and the oldest one is a student and academic 
staff mobility. Cross-border mobility of students, teachers and researchers brings people from diverse cultures 
into exchange with each other in the field of learning. Common research and study programs present other 
forms of internationalization that have been on great interest in the recent years. At the beginning, the 
international research collaboration mainly involved individual faculty members travelling to another country. 
The visiting foreign faculty member delivered lectures or seminars at the host university but the main purpose 
was to collaborate in research. Although individual research collaborations among academics from different 
countries remain important, formal collaboration among universities involving research, curriculum and 
program development has been emerging and is likely to expand in the following years. The institutions of 
higher education are expected to prepare students who are able to work in a global economy in which most 
organizations operate internationally. Common and international study programs should facilitate student 
mobility and support learning of foreign languages. Such students will be equipped with human capital usable in 
companies and institutions that have transnational operations. This aspect belongs to main reasons for 
internationalization in higher education in the globalizing world. 

Europenization is a special approach of the European Union to internationalization of tertiary education 
and is connected with the process of integration. Europenization concentrated the internationalization of higher 
education on the internal internationalization within the EU among the EU member countries. However, the 
need to compete globally forced the European Union to widen the internationalization of tertiary education 
towards the whole world. The most important initiative dealing with the global European competitiveness is the 
Lisbon Strategy which in its origin version from 2000 declared the aim for the European Union to become by 
2010 the most competitive and dynamic knowledge based economy in the world. Education was determined as 
one of the crucial areas in achieving this aim. Following the Lisbon Strategy, a detailed work programme on the 
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future objectives of education and training systems in the EU, was developed. Several EC reports evaluating the 
realization of the stated objectives during the following years showed several problems. Under-funding of 
European higher education institutions which may negatively influence teaching and research capacities and 
thus deteriorate the international position of universities. Lower R D investment in the EU compared to the 
United States or the brain drain out of Europe particularly to the USA are the signals of a lack of investment in 
higher education. Among the other problems to reach the Lisbon Strategy goals the European Commission 
emphasized an insulation of universities from industry. The industry/university cooperation is considered as 
essential factor of flexible higher education which is important for the production and accumulation of human 
capital reflecting the requirements and structure of economy and thus supporting the global competitiveness of 
the European Union. 

The modern role of higher education in economic growth and competitiveness especially in Europe is 
then characterized by two processes: internationalization of higher education and increasing collaboration of 
education institutions with enterprises. This paper wants to shed light on these processes in the Czech Republic 
with respect to VSB - Technical University of Ostrava. The aim of this paper is to evaluate the ability of Czech 
universities with special attention to VSB-Technical University of Ostrava to meet the demand of dynamic 
economic structure for adequate labour force and the level of internationalization. The first chapter deals with 
and evaluates in general the processes of internationalization of university education in Europe and in developed 
OECD countries. The following chapter covers these processes, using TUO as an example, and demonstrates 
them with practical examples along with the related achievements and difficulties. This is followed by chapters 
dealing in detail with university cooperation with private bodies and institutions. This cooperation is crucial for 
the technical university with economic courses in its efforts not only to maintain its status within the Czech 
Republic and the EU, but also to enhance it. All this requires a detailed knowledge of the current situation on the 
labour market which is the subject of the final chapter.  

 
Internationalization and Europenization of higher education, definitions, forms, 
political decisions and recommendations 

 
Internationalization of higher education presents the natural response to globalization and instrument for the 
support of competitiveness in a global world. Internationalization involves the delivery of higher education 
services in two or more countries. Various organizations use various definitions of higher education 
internationalization but the sense is the same. OECD uses the concept that internationalization is „the complex 

of processes whose combined effect, whether planned or not, is to enhance the international dimension of the 
experience of higher education in universities and similar educational institutions“. European Association for 
Inaternational Education (EAIE) defined also another but similar term to the previous one which is called 
internationalization at home and refers to „any internationally related activity with the exception of outbound 

student and staff mobility“. OECD and UNESCO use also another term for internationalization of higher 

education. This term is cross-border higher education. In 2005 UNESCO and OECD elaborated Guidelines for 
Quality Provision in Cross-Border Higher Education and defined the cross-border higher education as „higher 

education that takes place in situations where the teacher, student, programme, institution/provider or course 
materials cross national jurisdictional borders. Cross-border education may include higher education by 
public/private and not-for-profit providers. It encompasses a wide range of modalities in a continuum from face-
to-face (taking various forms from students travelling abroad and campuses abroad) to distance learning (using a 
range of technologies and including e-learning)“. A statement called Sharing Quality Higher Education Across 
Borders: A Statement on Behalf of Higher Education Institutions Worldwide which was issued in 2004 by ACE, 
AUCC, CHEA, and IAU1 outlines principles for cross-border higher education. 

The traditional form of internationalization is student and academic staff mobility. Student mobility 
is motivated by economic and social factors such as better education, better possibilities to get a job not only in 
domestic country but also in a foreign country, knowledge of new language, culture etc. (OECD, 2004a). The 
governments of countries that send or receive foreign students have also their different motivation to support 
this international student mobility. Governments of particularly developed countries which are usually receivers 
of foreign students supported the inflow of foreign students in the 1960s and 1970s as the help to developing 
countries. These better educated foreigners were believed to serve as engine for economic development in the 
poor country after come back home. However, this strategy was not successful because it led to a “brain drain” 
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for sending countries. Another motivation for the governments to support international student mobility survives 
until today and lies in a diffusion of different cultures, customs etc. A lot of receiving countries see in foreign 
students means of enhancing their international status and relations with other countries. (Kritz, 2006). Last but 
not least the foreign students become substitutes for domestic students in the developed countries where the 
school-age population declines.  

Academic staff mobility is motivated by the possibility to gain experience of teaching in foreign 
university with different teaching customs. Governments of less developed countries support both, inflow even 
outflow of academic staff. Academic staff sent to a more developed country can learn new methods and contents 
of study programmes, can arrange contacts for future partnerships between universities or strengthen 
international position of domestic university. On the other hand, host foreign academic staff can bring new 
methods and contents of lecturing to a less developed country.  

Second form of internationalization of higher education is common research. In the past, research 
collaboration was predominantly realized more informally between individual researchers collaborating on some 
research. Individual research collaboration between academic professionals from different countries is now 
more and more replaced by formal research collaborations between universities.  

The third and youngest form of internationalization in higher education is common and international 
study programs to facilitate student mobility and to support learning of foreign languages. Such students will 
be equipped with human capital usable in companies and institutions that have transnational operations. Today 
institutions of higher education are expected to prepare students who are able to work in global economy in 
which most organizations operate internationally. This aspect of internationalization in higher education is more 
and more important in the globalizing world. This form of internationalization distinguishes six types of cross-
border higher education services (Kritz, 2006). These are Study Abroad programs, Program Partnerships, 
Branch or Offshore Campuses, Distance Learning, Corporate Training, and Outward-Bound training. 

Study Abroad programs are typically operated by collaborating directly with universities in another 
country. The largest Study Abroad program is the Erasmus in Europe which supports not only student but also 
teacher mobility.  

Program Partnerships serve as international institutional collaborations and each of the participating 
institutions awards course credit. However, the collaboration is more informal concentrated on collaboration on 
program content rather than on accreditation. On the other hand, Branch or Offshore Campuses represent formal 
collaboration with the aim to award student with a joint degree. Branch of Offshore Campuses can be 
established by a foreign university in another country. Program Partnerships and Branch Campuses are 
expanding now and enable the nationals of countries where the programs are located to decide whether to study 
abroad or to stay at home at the campus.  

Distance Learning services enable students to do at least a part of their study program at home. Online 
education is growing with the improvements in information and communication technologies. Another form of 
cross-border education services is Corporate Training which means corporate collaborations with the 
universities particularly in less developed countries. Multinational corporations operating in countries with low 
human capital need to develop corporate training programs to gain skilled workers. These programs are usually 
provided in collaboration with universities. The last mentioned example of cross-border education services is 
Outward-Bound program offering nationals and foreign students to study in the field in which some other 
country has a shortage of professionals. Universities providing such programs need to use the same curricula as 
the universities of a country that is going to accept graduates with such diploma. It brings the university the 
foreign exchange in the case of foreign students or remittances in the case of nationals.  

Estimates (Kritz, 2006) about population and tertiary enrolment in the world suggest that students 
enrolments will not increase so much in OECD countries by 2025m (from 46 to 51 million), but enrolments in 
non-OECD countries should rise from 69 to 255 million. Non-OECD countries will hardly be able to meet such 
growing demand for tertiary education in their countries, on the other hand, many tertiary institutions in 
advanced countries (Europe, North America) will have surplus supply of tertiary education due to demographic 
changes. Foreign students may be potential substitutes for domestic students.  

And data produced by OECD and UNESCO about foreign students proves this trend since the number 
of foreign tertiary enrolments have increased particularly in developed countries in recent years. The main 
receivers of foreign students (70 % of them) are the USA, the United Kingdom, Germany, France, Australia. 
The rest of them were studying in other countries of the European Union. Especially the European Union started 
to recruit foreign students at more extent in order to increase the stock of high skilled labour force. Foreign 
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students are also a source of foreign exchange and university revenue. Many European countries are changing 
immigration policies to make it easier for highly skilled foreign graduates to stay after completion of their 
studies. The main senders of foreign students are, with the exceptions of China and India, also high or middle 
income countries.  

International student flows usually depend on geographical, historical and culture closeness between 
sending and receiving countries and on the GDP difference. That is why the flows to most European countries 
include the flows from other European countries. Germany and Austria are more likely than other European 
countries to receive foreign students from Eastern Europe.  

 
Europenization of higher education 
 
The approach of the European Union to internationalization of tertiary education is labelled as Europenization. 
The process of integration in Europe involved all sectors of economy and areas of society. The first initiatives in 
the field of tertiary education were focused on cooperation and mobility of students and academic staff. Such 
initiatives were successfully extended across levels and countries especially in the 1990s with prepared 
significant geographical expansion of ten new central and eastern European member states. However, Europe 
concentrated especially on intra-European mobility and in the late 1990s started to realize growing global 
competition in the tertiary education. “Europe had lost its position as the number one destination for foreign 
students to the United States, was losing too many of its own graduates and researchers to R D positions in the 
United States, and had substantially less efficient degree structures than the United States” (EDU/WKP 2007). 

This situation led to initiatives that have been determining tertiary education development in the European 
Union. The first initiative has been focusing on the harmonisation of degree structures and is called Bologna 
Process grounded in the Bologna Declaration in 1999. The Bologna Process consists in the change of degree 
structure into a two-cycle system and since 2005 into a three-cycle system (by addition of doctoral/PhD level) 
and the implementation of ECTS (European Credit Transfer System) with the aim to increase the readability of 
degrees and to facilitate the students and academic staff mobility. This process is aimed at system convergence 
that should contribute to higher participation rates of students and higher cross-border mobility within Europe. 
These facts should increase the potential of each country as a knowledge economy and thus enhance its 
competitiveness.  

The second initiative is the Lisbon Strategy which in its origin version from 2000 declared the aim for 
the European Union to become by 2010 the most competitive and dynamic knowledge based economy in the 
world. Education was determined as one of the crucial areas in achieving this aim. The Lisbon Strategy plays an 
important role in the internationalization of the European higher education since it has more top-down character 
enabling more unified educational policy. Following the Lisbon Strategy a detailed work programme on the 
future objectives of education and training systems in the EU (EC, 2002) was developed. The main stated 
objectives were to improve quality, to enhance access and to open up the education and training systems to the 
wider world. Several EC reports in 2003 (EC 2003a, 2003b) showed several problems to reach the goals. Under-
funding of European higher education institutions which may negatively influence teaching and research 
capacities and thus deteriorate the international position of universities. Lower R D investment in the EU 
compared to the United States or the brain drain out of Europe particularly to the USA are the signals of a lack 
of investment in higher education.  

In 2005 the Lisbon Strategy was modified to better respond to the situation of the EU in a global world. 
In new report (EC, 2005) the European Commission outlined the main problems referring to the higher 
education. The first problem lies in the consideration of the higher education as a public good in the most part of 
Europe despite the evidence showing that tertiary enrolments are higher in the parts of the world where the 
private funding of tertiary education is more common. It is connected with the European idea that university 
should meet social and cultural objectives rather than economic ones. Other problems are seen in an insulation 
of universities from industry, over-regulation or dependence on the state. As the response the new instruments 
and initiatives were added to the Lisbon Strategy related to the higher education governance and funding 
towards greater institutional autonomy of universities, deregulation and professionalized management, output 
and competition-oriented research and education funding, higher cooperation with industry and last but not least 
the students tuition fees. For example, the European Research Council established in 2007 serves as a fund of 
innovative basic research based on competitive approach. The possible establishment of the European Institute 
of Technology was critised and therefore modified to a network of knowledge communities that should create so 

1959



called centres of excelence. This competitive approach in research will lead to specialisation and concentration 
and majority of these types of universities with the centres of excelence is supposed to be concentrated in the 
North-West of Europe (CHEPS, 2005). On the other hand, the existence of the European Research Area and the 
European Higher Education Area present the effort to coordinate the cooperation as the instrument to increase 
global competitiveness of the EU as a whole.  

Internationalization of higher education and research in the European Union is therefore characterised 
by two antagonistic effects: competitiveness and cooperation. Cooperation leads to convergence of universities 
especially in study programs but competitiveness to divergence of universities with respect to research. That is 
why the European Union does not have a unified conception of internationalization process in higher education 
yet.  

The other important aspect of Europenization of higher education which is also emphasized as the 
crucial key to global competitiveness of Europe is the university/industry cooperation. There are two main parts 
of this cooperation. The first is devoted to the shared research infrastructure and common research. The second 
part presents the collaboration referring to study programs. Both parts are essential for ensurance of flexible 
higher education that would be able to react adequately on the structural changes in economy. Flexible higher 
educational system is necessary for the production and accumulation of human capital that responds to the 
economy requirements and structure. Such human capital belongs to the main determinants of economic 
development and global competitiveness. The basic forms of university/industry collaboration can be divided 
into two groups as follows: 

 Research collaboration: 
 Shared research infrastructure and common research 
 Commercial use of the research results 

 Collaboration in study programs: 
 Participation of firms in university management 
 Participation of firms in creation of study programs and graduate’s profile 
 Interships and work experience of students in the firms 
 Supervision of student thesis 
 Further education and training for the employess of the firm 

 
Internationalization of higher education in the Czech Republic and VSB-Tecnical 
University of Ostrava: cross-border higher education 
 
Student and academic staff mobility 

 
The countries participating in the Bologna Process are working on the establishment of European Higher 
Education Area without boundaries of staff and student mobility. This can be achieved by supporting the cross-
border cooperation in education and research. That is why the cooperation in education and research is of much 
interest now and the various used ways of cooperation were characterized in the first chapter and forms used in 
the Czech Republic and especially at VSB-TU Ostrava are described later in this chapter. 

Most policy or analytical documents do not offer the exact definition of student mobility. Mobility 
statistics that could be used for evaluation and comparison of student mobility among countries are based on 
available rather than appropriate data. Frequently used data measure the number of foreign students and students 
of a certain nationality that study abroad. Using nationality brings several problems, for example emigrants 
living and studying in a country different from their nationality or emigrants returning to home country just for 
study.  

The Bologna Process Working Group suggests in the Report on Social Dimension and Data on 
Mobility of Staff and Students in Participating Countries (2007) the most precise definition of mobility for 
students and academic staff. However, for this definition data does not exist so far.  

Mobility of students: Refers to a study period in a country other than that of prior permanent residence 
or prior education (completed or ongoing) for a period of study or a full degree. 

Mobility of staff: Refers to a working period in a country other than that of prior permanent residence 
or prior employment (terminated or ongoing) for a limited or extended period. 

Student mobility 
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There is no other possibility for our comparison of student mobility between the Czech Republic and 
other chosen countries than to use the available data about foreign students according to nationality. Fig. 1 
shows the Czech Republic as one of the countries with low mobility of Czech students (2% of all students in 
2006) in terms of the category Students studying in another EU-27, EEA or Candidate country. The Slovak 
Republic is among searched countries on the second place after Ireland because lot of students from Slovakia 
study in the Czech Republic (see table 1). One of the reasons of this situation is language similarity. 

 
FIG.1: STUDENTS (ISCED 5-6) STUDYING IN ANOTHER EU-27, EEA OR CANDIDATE COUNTRY - AS % OF 

ALL STUDENTS IN 2006 
SOURCE: EUROSTAT 

 
In the category Inflow of students from EU-27, EEA or Candidate country (fig. 2) the Czech Republic 

reached better position, fourth place among searched countries. This favourable situation is caused particularly 
as written before and seen in the table 1 by the inflow of Slovak students. 

 
FIG. 2: INFLOW OF STUDENTS (ISCED 5-6) FROM EU-27, EEA OR CANDIDATE COUNTRY - AS % OF ALL 

STUDENTS IN THE COUNTRY IN 2006 
SOURCE: EUROSTAT 
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TABLE 1: FOREIGN STUDENTS IN THE CZECH REPUBLIC ACCORDING TO NATIONALITY AS % OF 
ALL FOREIGN STUDENTS IN CZ, 2006 

 

Continent % Country % 
Europe 85,2 Slovak Republic 67,5 
Asia 

8,3 

Russian Federation 

3,6 
Africa 1,9 Ukraine 3,2 
North America 

0,8 

Vietnam 

1,7 
South America 0,8 United Kingdom 1,7 
Australia 0,0 Belarus 1,2 

  Poland 1,1 
    SOURCE: EUROSTAT 
 

Academic staff mobility 
 
General statistics about academic staff mobility are very rare, too. (Cradden, 2007) says that statistics 
concentrates on the mobility of researchers rather than academic staff. The reason is seen in the imbalance in 
mobility itself, mobility for teaching purposes is much less common than mobility for research. The author 
further characterized four types of academic staff mobility: 

 traditional academic exchange 
 early career training and experience 
 importing cheap academic labour 
 targeting the international labour market 

 
(Cradden, 2007) used a combination of economic and political indicators to create an indicator of the 

ability of countries to organise and finance a stable and effective higher education system that is attractive to 
mobile staff and students. Author divided countries into four zones according to mentioned indicator. This 
division presents the table 2.  

 
TABLE 2: DIVISION OF COUNTRIES INTO ZONES BASED ON ABILITY TO ORGANISE AND FINANCE 

A STABLE AND  EFFECTIVE HIGHER EDUCATION SYSTEM 
 

Zone A Zone B Zone C Zone D 
Austria Bulgaria Albania Russian Federation 
Belgium Croatia Armenia Ukraine 
Denmark Cyprus Azerbaijan  
Finland Czech Republic Bosna-Herzegovina  
France Estonia Georgia  
Germany Greece Serbia & ontenegro  
Ireland Hungary FYR Macedonia  
Iceland Latia Republic of Moldova  
Italy Lithuania Turkey  
Luxemburg Malta   
The Netherlands Poland   
Norway Portugal   
Spain Romania   
Sweden Slovak Republic   
Switzerland Slovenia   
UK    

SOURCE: CRADDEN (2007) 
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The study indicated that almost 35 % of grant holders were from Zone B countries and institutions from 
Zone A hosted 70 % of grant holders. Almost 80 % of Zone B grant holders visited an institution in Zone A 
country.  

(Cradden, 2007) also ranked the higher education systems according to the propensity of staff to move 
and according to the propensity of institutions to host academic staff from foreign countries participating in the 
Erasmus. Countries are ranked on the basis of the ratio that is equal to 1 if the proportion of grant holders in 
some country on the total number of grant holders in all participating systems is the same as the proportion of 
total number of staff in one country on the total number of staff in all systems. A ratio higher than 1 says that 
there is higher than average propensity of the country to use the Erasmus teacher exchange programme.  

Table 4 presents absolute numbers of staff sent or hosted in 2004/2005. Cradden evaluated results in 
the tables 3 and 4 with the statement that Finland closely followed by the Czech Republic are the best 
participants in the Erasmus. 

 
TABLE 3: ERASMUS TEACHER MOBILITY MOVERS AND HOSTS BY PROPENSITY TO UNDERTAKE 

OR HOST VISITS 2004/05 
 

Top 10 Movers Top 10 Hosts 
Malta 5,65 Malta 5,85 
Slovenia 4,13 Finland 3,86 
Finland 3,15 Slovenia 3,32 
Czech Republic 2,94 Cyprus 2,17 
Lithuania 2,50 Belgium 1,88 
Estonia 2,15 Latvia 1,75 
Latvia 2,11 Czech Republic 1,72 
Belgium 2,03 Iceland 1,64 
Iceland 1,88 Portugal 1,53 
Cyprus 1,57 Lithuania 1,52 
SOURCE: CRADDEN (2007) 
 

TABLE 4: ERASMUS TEACHER MOBILITY MOVERS AND HOSTS BY ABSOLUTE NUMBERS OF 
VISITS UNDERTAKEN OR HOSTED 2004/05 

Top 10 Movers Top 10 Hosts 
Germany 2573 Germany 2621 
Spain 2109 France 2260 
France 2091 Italy 1897 
Poland 1394 Spain 1852 
United Kingdom 1308 United Kingdom 1339 
Czech Republic 1226 Finland 1216 
Italy 1086 Poland 1026 
Finland 992 Portugal 945 
Belgium 884 Belgium 818 
Romania 796 Czech Republic 720 
SOURCE: CRADDEN (2007) 
 

 
Mobility at the VSB-Technical university of Ostrava 
 
Fig. 3 shows the increasing trend in the number of mobile students and academic staff studying or working at 
the VSB-Technical University of Ostrava.  
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FIG. 3: NUMBER OF MOBILE STUDENTS AND ACADEMIC STAFF WITHIN THE ERASMUS PROGRAMME 

 
Nevertheless, increase in mobility of students has slowed down and when considering its ratio in terms 

of the total number of university students, it is at a standstill or even decreasing in certain years. This is due to 
the fact that there is inadequate growth in the required financial sources for the support of mobility of students 
and academics while interest on the part of students has also weakened. There are vacancies at a number of 
universities that are not filled due to the unwillingness of certain students to work hard on their personal 
development, fears of high demands of studying abroad, insufficient knowledge of foreign languages, 
unwillingness to travel, incompatibility of their subjects and fields of study with those abroad, limited selection 
of universities and countries. Consequently, the number of the students received is, quite surprisingly, higher 
than the number of the students sent abroad. 

 
Cooperation of universities in research and study programs  
 
Statistical evaluation of our cooperation with foreign universities in research and study programs is complicated. 
Systematic evidence of data and indicators for evaluation of mentioned cooperation is not developed yet. 
Cooperation of universities in research and study programs was rather the case of individual efforts than 
strategic and coordinated activity of university. Therefore, our evaluation of these processes is limited on the 
general description of situation. 

In 2007 we established cooperation with RES (School for Renewable Energy Science) of the 
University of Akureyri, Iceland focused on renewable energy sources and hydrogen technology. There are also 
additional cooperation activities in progress with the universities of Trondheim, Bergen and Stavanger 
(Norway). 

The future project of the 7th Framework Programme, field of “Capacity”, should also include the newly 

established cooperation with  the Catholic University of America (USA). A work team comprised of the staff of 
VŠB-TUO, CUA and NASA was created focused on developing a special telescope to be made use of in space 
research. 

We are also preparing the grounds for future research and development cooperation with other 
institutions in Great Britain, France and Germany, where we will organise presentations of VSB TU Ostrava. In 
addition, we are creating information materials on all the significant workplaces of VSB TU Ostrava and their 
research and development capacities. Three Chinese universities have expressed their interest in postgraduate 
studies of PhD students who will also be engaged in research and development activities within the R&D 
projects. 
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Generally speaking, there has been an increase in the amount of funds assigned for research projects. In 
2006 the increase was by 20 % and in 2007 by actually 25 %; deducting the capital expenditure the increase 
amounts to 14 % in 2007 (the year 2008 has not been closed as yet). As the increase in the funds intended for 
education and other activities was not as progressive in these years, there has been an increase in the rate of 
funds for R&D in the overall budget of VSB TUO. While in 2005 it was only 14.9 %, in the following years it 
amounted to 16.2 % in 1996 and almost 19 % in 1997. The structure of the increase indicates the development 
of VSB TUO towards a modern technology oriented university with a favourable, well-balanced background for 
the vital disciplines of fundamental research and economic sciences. 

The demanding conditions of project development and the low success rate in R&D  projects financed 
from EU funds are perhaps the main reasons for the low amount of R&D funds obtained from foreign sources at 
VSB TU Ostrava. The current situation should be improved by the newly established department, the Centre for 
Operational Programmes, which will develop and coordinate, along with the university administration, primarily 
major projects 

Reforms to the research and development system in the Czech Republic are now being prepared which 
would result in a higher emphasis placed on the increased efficiency of all R&D activities. Future financing of 
research and development activities will be performed by means of specific financing mainly provided by two 
agencies: GA CR, which will cover only fundamental research and the newly established Technological Agency 
oriented on applied research, development and innovation. These changes will require a number of system 
changes to be carried out at VSB TUO. VSB TU Ostrava must take an active approach in raising funds intended 
for specific financing of fundamental but especially applied research. A system of recording and periodical 
assessment of how well these sources are acquired and used will be a necessity. 

 
Europenization of higher education in the Czech Republic and at VSB-Tecnical 
University of Ostrava: university/firm collaboration  
 
One of the essential prerequisites for increasing the quality of university education is close cooperation between 
universities and companies and institutions. According to the OECD assessment report on higher education in 
the Czech Republic, there are a number of hindrances which serve to explain the low level of cooperation 
between institutions providing higher education and companies. Insufficient cooperation between universities 
and enterprises leads to the lack of information on the part of both the employers and the employees, which can 
result in wrong decisions on both parts and improper allocation of work power. The information gap on the part 
of employee as well as employer may be spanned or at least reduced by getting the employers involved in the 
training and research process. 

One of the barriers limiting cooperation between the institutions providing higher education and 
enterprises is the high level of autonomy of universities and individual faculties. Even though the participation 
of external players in the internal management structures has been provided for on the institutional level 
(administrative boards, academic council), their powers are very limited. In comparison with other European 
systems, the influence of external players is very low. 

Other barriers in cooperation between universities and companies are a result of fear and unwillingness 
on the part of many employees to confront their performance and teaching content with current demands. Low 
ambitiousness of young university employees who accept an average but comfortable financial and creative 
background. Universities also overestimate (mostly in connection with accreditation) the significance of the 
formal qualifications of their employees. What should be important are the actual activities, realized projects, 
publications as well as patents. Such an attitude on the part of the universities limits the possibilities of 
employing people with new impulses, courage and genuine qualifications, who would not fear cooperation with 
businesses, i.e. confrontation with reality and competition.  

Another obstacle limiting cooperation between universities and companies is a certain excess of 
demand over supply for university education. Public universities have never experienced a lack of students. As 
the number of new private schools providing higher education increases, the  competition between the schools 
trying to attract new students will began to get stiffer. Such a competitive pressure is a natural stimulus for 
universities to cooperate with companies in an effort to build up the prestige of the respective university as an 
institution capable of meeting the changing requirements of employers concerning employees’ knowledge and 

skills, in other words, to provide their graduates with qualifications exercisable on the labour market. 
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University/firm collaboration at VSB-Tecnical University of Ostrava 
 

The involvement of universities in the processes leading to implementation of research and development has 
resulted in economic practice becoming increasingly significant for the future development of this country's 
economy. VŠB-TUO has been consciously trying to play the role of a technical university in a traditionally 
industrial region and to accomplish its current efforts in this respect – so as to become the basis for an 
innovative pole within the Moravian-Silesian Region. From this point of view the university has taken an active 
part supporting technology transfer, applied research and development and development of an innovative 
infrastructure. The key issue in this field is the project of the Centre for Advanced Innovation Technologies 
(CPIT) which has been running for five years. Success depends on ensuring qualified human resources, a 
modern research and development infrastructure and high efficiency in raising funds specifically in public 
tenders in the area of research and development.  

In 2007, VŠB-TUO focused in the field of innovation on the launch of the Centre for Advanced 
Innovation Technologies and on the development of human resources making use of the tools of the operational 
programme “Human Resources Development”. Activation of the innovation potential of the university staff is 

essential for university development, the active application of R&D results in industrial practice and, 
consequently, the economic growth in the region. In cooperation with two other regional universities we have 
started the SYSVAV  project – “The System of Further Education for Research and Development Staff in the 

Moravian-Silesian Region and its Implementation”. The main purpose of the project was to develop a 
comprehensive series of educational modules for distance education providing the knowledge and abilities 
required for successful orientation in the field of research and development projects. These e-learning courses 
are primarily intended for research staff in the Moravian-Silesian Region, above all for helping academic staff 
and university graduates in presenting and effective implementation of the research and development results 
within the projects submitted in both national and international tenders.  

The project “Education for the Development of Cooperation between Research and Development Staff 

and Industrial Enterprises” is being implemented with the aim of removing all barriers between the academic 

community and the user community. In cooperation with Brno International Business School (BIBS), over a 
hundred  university employees were trained and e-learning modules were created focused on current topics of 
mutual cooperation in the follow-up project “E-learning Education for the Development of Cooperation between 
Research and Development Staff and Industrial Enterprises”. 

Implementation of the CPIT project mainly resulted in the construction of “the CPIT Technology 

Pavilion – Technology Laboratory 2 and Technology Laboratory 1 and, subsequently, the completion of the 
project ”Start-up RCTT, Regional Centre for Technology Transfer“. Other significant activities were the 

development and approval of the status of the CPIT Business Incubator and the successful implementation of 
legislative documents protecting intellectual property at VŠB-TUO. The CPIT project was accompanied by a 
feasibility study worked out in cooperation with Ernst&Young, an external advisory company. 

The project KARIERA 2008+ and 2009+ (the project will also be run in the years to follow) present 
another form of cooperation between firms and VSB-TUO. The focus is to establish a tradition of the most 
significant annual international conference held in the field of labour market, education and employment, 
initially within the Moravian-Silesian Region, later within the Czech Republic and eventually the Czech-Polish-
Slovak territory outlined by the major cities of Ostrava-Katowice-Krakow-Žilina. The entire project is based on 

the idea that there are barriers, as described above, limiting cooperation between schools of all kinds, 
educational establishments and employers. These barriers cannot be removed by schools or employers alone. It 
would also be unrealistic to expect that the problem will be solved centrally and nationwide.  

The aim of KARIERA project is to organise meetings between university representatives and 
employers and enable the exchange of information on “what worries them”, “what problems they have”, “what 

they expect from the other side” and what barriers there are in the relationship of an educational establishment-
graduate-employer. The mere repetition of the same conclusions concerning university graduates’ weaknesses, 

for instance in their language skills, without concrete suggestions is fruitless. KARIERA project stresses the 
necessity of starting new joint projects aimed at schools and companies (employers), cooperation and current 
examples of such cooperation in progress both at home and abroad. The newly gained knowledge should lead to 
changes in the current state of affairs with the unsatisfied demand for the labour force also resulting from often 
inadequate offers on the part of the university graduates’ profiles.    
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University research regarding the requirements of companies and profiles of graduates 
 

Together with the original idea of establishing KARIERA 2008+ project there was the need to make use of 
relevant data providing sufficient information on how companies and institutions perceive graduates of schools 
of different levels and types, what are their weaknesses and strengths, what competences they have or what 
competences they lack. In contrast there was an interest in seeing how the graduates perceive themselves and 
their prospective employment in companies, with all of this consequently compared with the views of 
employers. A questionnaire survey was carried out in regional companies from November 2007 to January 
2008. The authors of the survey tried to cover the highest possible number of major regional employers in a 
sufficient period of time. Consequently, the term graduate means an employee of a company or organisation 
who graduated from university and was employed over the period of 2004 to December 2007. We have also 
defined key competences quite specifically as a collection of knowledge, skills and attitudes exercised on the 
labour market enabling employees to take full advantage of their potential. The companies were given a list of 
14 key competences chosen on the basis of a survey conducted by RPIC-ViP s.r.o. in recent years, which also 
involved scoring. 

The overall results obtained when evaluating employers’ satisfaction with professional competence of 
university graduates at the time of their employment reveal that the system of higher education is efficient, as 
employers expressed positive experience with 91.2 % of the graduates in question, while a negative assessment 
was only given to 3.5 %, which in the total sample of 594 graduates consists of 21 people. In most cases, 
employers assessed the expert competence as “good” (49.0 %), “satisfactory”, (34.8 %) or “excellent” (7.4 %). 

Specialised competence was assessed as “poor” or “very bad” in only 2 cases which points rather to individual 

failure than system deficiency. Although theses results may be interpreted as indicating an efficient university 
education, the high number of “satisfactory” assessments reveals that there is still the possibility for further 
improvement. 

The graduates’ competence in terms of general and expert language skills at the time of employment 

was assessed even less favourably by employers, compared with the assessment of expert competence, as the 
general language skills were classified in a positive sense in the case of 66.9 % of graduates and expert language 
skills in the case of 54.4 % of graduates, while a negative assessment of general language skills was recorded 
with 20.2 % of graduates and expert language skills with 32.5 % of graduates. The most frequent response was a 
“satisfactory” assessment, which employers attributed to 38.4 % of graduates for the classification of general 

language skills and 31.8 % of graduates for the classification of expert language skills. “Good” and “excellent” 

language skills were attributed to only 28.5 % of graduates for general skills and 22.6 % of graduates for expert 
skills. In contrast, “poor” and “very bad” general and expert language skills were attributed to only 3.2 % and 
12.5 % of graduates, which amounts to 19 and 74 people in absolute expression. 

Apart from the knowledge and skills which graduates need in order to do their jobs and which they 
acquire through their university studies, their success also depends on their level of soft skills, which are 
sometimes referred to as “key competences”. The key competences are the collection of knowledge, skills and 

attitudes to be exercised, among other things, also in the labour market enabling employees to take full 
advantage of their potential. The higher the minimum requirements concerning the level of these competencies 
the more demanding the respective job. Within the survey, employers were asked to comment on the 
significance of the key competences for the job performance of the individual university graduates. For this 
reason, they were presented with a list of 14 key competences which they were asked to classify using values 
from 0 to 6, with the value 0 indicating the competences that were absolutely insignificant for a graduate's job 
performance and a value 6 indicating the key competences for proper job performance on the part of the 
graduate.  

Considering the documented responses, the competences of self-activity, problem solving and 
cooperation were identified as the competences attributed the highest significance by employers, while 
entrepreneurship, and communication in foreign languages are the competences that employers attribute the 
lowest significance.  

It may be assumed that the extent and level of competences required for job performance will vary 
significantly with respect to individual occupations as well as to individual economic branches. However, the 
low number of observations after disaggregation would lead to the high risk of result distortion in our research.  
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Conclusion 
 
The internationalization of higher education in the Czech Republic follows the strategy of the European Union 
which is called the Europeanization. The Europeanization of university education was initiated by the Bologna 
Declaration from 1999 and consequent steps taken with the aim of advancing effectively the internationalization 
process. Apart from the traditional form of internationalization, mobility of both students and academics, there 
is also joint research as a higher stage. The earliest form of cooperation is joint teaching within joint study 
programmes. 

Mobility statistics that could be used for evaluation of student and academic staff mobility are 
dependent on available rather than appropriate data. Data about the Czech Republic shows that Czech students 
do not prefer to study abroad compared to other EU countries. On the other hand, the Czech Republic receives 
quite a lot of foreign students especially from the Slovak Republic. Data about VSB-TUO indicates the same 
results. Regarding academic staff mobility, according to Cradden results Finland closely followed by the Czech 
Republic are the best participants in the Erasmus. 

Statistical evaluation of cooperation between the Czech universities and foreign universities in research 
and study programs is complicated. Systematic evidence of data and indicators for evaluation of the cooperation 
is not developed yet. Cooperation of universities in research and study programs was rather the case of 
individual efforts than strategic and coordinated activity of university until recently. Therefore, we were limited 
only to general description of situation at VSB-TUO. 

Another important aspect of the Europenization of higher education which is also emphasized as the 
crucial key to global competitiveness of Europe is the university/industry cooperation. According to the OECD 
report on higher education, the Czech Republic is characterized by the low level of cooperation between 
institutions providing higher education and companies. The Czech government is now trying to support the 
cooperation by specialized tenders and projects. VSB-TUO plays the role of a technical university in an 
industrial region with the aim to become the basis for an innovative pole within the Moravian-Silesian Region. 
The key result of this effort is the project of the Centre for Advanced Innovation Technologies (CPIT) which 
has been running for five years. Another form of university/industry cooperation at VSB-TUO presents the new 
project KARIERA with the aim to establish a tradition of the most significant annual international conference 
where university representatives and employers can exchange information about their requirements.  

This project is a strategic part of university modernisation in terms of its Europeanization, aiming at 
developing an institution training a qualified labour force adapted to the transforming structure of the labour 
market and the needs of the current economy, a university supporting the competitiveness of the Moravian-
Silesian Region and the entire territory of the Czech Republic. Not only for the needs of the first conference a 
questionnaire survey was carried out in regional companies with the aim to find out whether the university 
graduates in our region meet the requirements of employers in the field of professional, language and soft skills. 
The results showed that employers were more satisfied with the professional skills of graduates compared to 
their language skills. In terms of the soft skills, self-activity, problem solving and cooperation are considered to 
be the most desired by employers.  
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End Notes 
 

1 ACE (American Council on Education), AUCC (Association of Universities and Colleges of Canada), CHEA 
(Council for Higher Education Accreditation), IAU (International Association of Universities) 
2  If a reader is interested in  having his or her key competences assessed, go to www.mamenato.cz. 

1969



Quality of Education as the Main International Agenda in Higher Education.  
Institutional Policies and Social Damage. 

 
César Correa Arias. cesarh@cucea.udg.mx; cesarca@hotmail.com  

University of Guadalajara, México. 
 
 

Abstract  
 
Relevant International agencies all over the world have considered the Quality of Education within the past three 
decades, as the core of the contemporary educational discourse. Besides that, the implementation of an over-
evaluation in the name of  the efficiency and the reach of the excellence have been pointed out as the paramount goal 
every institution must reach in order to fulfill the presumed needs of our international and global society. However, 
serious studies have shown the diverse social implications of the official discourse of the Quality of education and the 
cultural impacts among the institutions of higher education, remarking the tension between Efficiency and Equity. 
These implications have a long range such: social damage in faculty members, radical tensions between institutional 
discourses and social reality, over evaluation, erosions of employment conditions of the academics of the universities 
and crisis and mutations of universities identity. 

This paper shows some qualitative data analysis of a research at the University of Guadalajara, in Jalisco 
México, 2005 – 2009, about how faculty members at this University, have been configured social and education reality 
around the policies and practices of the quality of education. This research points out the imaginaries of successful 
and excellence as the heaven and hell of the social conditions of the faculty members at this university and how 
nowadays, these implications are commonly find at the institutions of higher education all over the world. 
 
Key words: Higher education, quality of education, teachers, imaginaries, social impacts. 

 
Introduction 
 
As a general fact, contemporary education has become one of the main strategies for the social, economical, 
political and cultural transformation of our global society. However, this idea has come from the official 
discourses of international organizations such the World Bank and International Monetary Fund and even from 
agencies of United Nation as UNESCO, and not from the education system itself, and neither from the people 
(teachers, students and managers) that integrate the institutions of education.    

As for United Nations, this organization was founded in relationship to four general principles as 
follows:  1. To maintain international peace and security, and to that end: to take effective collective measures 
for the prevention and removal of threats to the peace, and for the suppression of acts of aggression or other 
breaches of the peace, and to bring about by peaceful means, and in conformity with the principles of justice and 
international law, adjustment or settlement of international disputes or situations which might lead to a breach of 
the peace; 2. To develop friendly relations among nations based on respect for the principle of equal rights and 
self-determination of peoples, and to take other appropriate measures to strengthen universal peace; 3. To 
achieve international cooperation in solving international problems of an economic, social, cultural, or 
humanitarian character, and in promoting and encouraging respect for human rights and for fundamental 
freedoms for all without distinction as to race, sex, language, or religion; and 4. To be a center for harmonizing 
the actions of nations in the attainment of these common ends[i]. 

In addition, it is important to remember the main purpose of UNESCO that can be read in the principles 
of its foundation: “Since wars begin in the minds of men, it is in the minds of men that the defense of peace 
must be constructed”. The main goals of UNESCO is the development of human potential, the promotion of 
universal values of freedom, dignity and justice throughout an education in the open pursuit of the objective 
true, and in the free exchanges of ideas and knowledge. 

Therefore, education as the main strategy of social transformation, as UNESCO has pointed out, must 
conduct it efforts towards: 

 The free access to the basic education in the perspective of the permanent education of all and to renew its 
content, its methods and their processes so that they adjust to the necessities of the individual and social 
development. 
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 To renew, to diversify and to extend the educative systems, programs and processes with a view to the 
permanent education and to give more sensitivity to the social transformations and to the perspective of century 
XXI. 

 To fortify the capacities of the States Members of the Organization in order to reorient the education of all the 
levels towards a sustainable future and to promote the taking of conscience and the formation, as well as the 
inter institutional cooperation and the joint activities in this scope. 

This landscape can make clear to us the huge pressure and the enormous social responsibility that all 
international organizations, as the one we mentioned before, have conferred to the education system and to 
theirs institutions all over the world. That is the reason nowadays, to consider education as the most important 
strategy capable to solve almost all the major problems –if not all of them- of the global agenda such:  violence, 
starvation, unemployment and different social asymmetries.  

As well it is clear that this arbitrary center granted specially, to higher education as an hinge agent 
between the education trajectories of particular individuals and the possible entrance of them to the job markets, 
is a political fact that involves the same redefinition and identity of the university and its social and historical 
role play for diverse sectors of the society for near thousand years. 

Besides, many social transformations cannot be forgotten, as those which we have seen worldwide in 
over the last three decades. The collapse of the socialism was related closely to the consolidation of a new 
productive paradigm, which binds the accelerated development of the knowledge in the field of sciences, the 
technological development in the information and communications, microelectronics, the biotechnology and the 
production of new materials.    These elements are strongly united to the “opening of a world-wide economy, the 
radical delocalization of the companies and changes in the practices and labor markets” (Hopenhayn, 1999, 
p.16). [ii]. 

Alain Touraine (1997, p.53) assures that these transformations have generated a type of contemporary 
society which is characterized,  
“in the first place, the increasing dissociation of instrumental universe and the symbolic universe, of economies and cultures 
and, secondly, the ever more widespread power- in a social and political vacuum that is increasing- of a strategic actions 
whose goal is not to create social order but to accelerate change, movement and the circulation of capital, goods and 
services, and information”.  

In spite of the doubtless advances in science and technology and to the important but still fragmentary 
actions of the different States all over the world, related to educational actions, Norberto Bobbio (1998, pp. 
285,286) affirm confronting the broad motivated and confidently declarations of the international organizations 
specially of UNESCO that,  
“The new world-wide ethos of the human rights shine only in the solemn global declarations in the international congresses 
that celebrate them and so expertly discuses them, but to these solemn celebrations, to these learned commentaries it opposes 
in the reality its systematic violation in almost all the countries of the world (perhaps we could say all of them without fear to 
be wrong), in the relations between those who possesses all and others who does not, between rich and poor, between those 
who know and the others who does not know”. 

In general, we could say that this central role awarded to education divides individuals of the 
universities between a dual reality: By one side, the encounter with an official discourse that promises a better 
welfare for all the people and an open participation in the construction of a better future for everyone; and by the 
other side, new social asymmetries in higher education related with the neurosis for the excellence and efficacy 
are more closely identified and studied. (Sacks, 1999; Dubet, 2002; Correa, 2006; Meuret, 2007; Musseline, 
2008). Despite of the presence of the educational actions it persist deep social problems inside and outside the 
universities. 

At this point, it is clear that higher education by itself cannot be a relevant agent of social 
transformation, if there is not a deep transformation inside of the university. But these changes do not consist in 
the fulfilled of the declarations, promises and slogans that comes from UNESCO, the Ministries of Education, 
the Secretaries of Education, or those people who command the government of the institutions of higher 
education all over the world. Rather than this, the real change is related with the possibility that the policies and 
the future of higher education could be a wide participative construction where all the agents of the institutions 
of education are able to take part of. That means that the people from universities, scholars, students and 
administrative personnel can have the possibility to debate inside the university about the new governmental 
policies and restructuration in course, and specially the new educational techniques that responds to the logic of 
the policy makers in education, such the new meanings of evaluation and valorization of the educational 
activities.  
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As matter of fact, it is true that teachers and students are distant from the actions of policy makers, as 
well as policy makers are distant to educational activities. This division is changing the way managers of 
education are interpreting the educational reality. 

At this point, we are forced to meet the logic and the implications of the concept and the discourse of 
the Quality of Education, as well as the impacts of the Quality in the trajectories of the members of the 
institutions of higher education. 

It is important to realize that in changing the university through official policies, they are changing not 
only the education itself, but transforming the social and professional trajectories of the people inside of the 
university, consider it as institution of life (Enriquez, 1993). That means the way people are, think, and feel 
inside the institutions of higher education. 
 
Quality of Education as the main paradigm in the contemporary Higher Education  
Consequently, although we thought that at the end of the Eighties the acquisition and production of knowledge 
happened through the logic of reengineer and the well-known strategic planning under the administration wave 
of institutional restructuration, named modernization; as well as the fact that knowledge was transformed by the 
new developments of the science and technology at the end of the XX century,  in the first decade of the XXI 
century is clear that the general  and hegemonic policies of the production, acquisition, transformation and 
distribution of the knowledge in the totality of the educative institutions all over the world it is forced to cross 
through the processes and the controls of the Quality. 

Nevertheless, still the complexity and generous polysemy of the concept of Quality, -same which it has 
excused it from the academic debates and critics- there are scarcely scopes of the human existence where quality 
is not present with the pretensions to guarantee what it is desired for the societies, in a perfectible form and in 
the terms of trustworthiness. Therefore, Marchesi and Martin (1998) has affirmed that Quality is related with 
recognition, value and excellence, and that is the reason why in all contemporary utopias, the purposes of the 
Quality are presented as a relevant, necessary and urgent issue to be included. But at the same time many 
researchers in United States and in Europe, Gaulejac, 1992 and Enriquez, 1993, among others, have identified at 
the end of the Eighties a sort of a social neurosis related with the respond of the individuals in the different 
enterprises, as the most important and bigger corporations in the world, such general electric, Xerox, etc, to the 
commands of the quality. These situations are pointed out different states of sorrow, anguish, discrimination, 
deception and isolation.   

The previous mentioned issues give us the possibility to analyze the Quality of education, not form the 
official and well known vision we are familiar with. That familiar version we are used to hear that promises 
everybody the benefits of a paradise of success and excellence.  On the contrary we faced a socio-critical 
approach of the processes of Quality of Education, taking into account that nobody would be in discord in the 
enterprise of making a great deal of efforts in order to obtain an educative improvement and to achieve an 
education of quality.  We don’t intent here to assure that teachers, researchers or even students of the 
universities all over the world do not want the quality of education, nor that exists a great one and sinister hand 
that under a noticeable neoliberalism has unfortunate ambassadors coordinated in each one of the institutions of 
higher education all over the world to implement the quality of education. But, precisely of what we remark 
here, is that it does not exist a deep, a properly and a participative debate inside of the universities about the 
philosophical, axiological and epistemic contents, of the quality of education.  

It is therefore important to affirm, that the quality in the context of higher education around the social 
and educative analysis, is to our understanding, an object of study in construction and in structuring. Although, 
different organizational theoretical approaches analyzed and reproduce the managerial paradigm and control of 
the Total Quality that comes from the pragmatism of the enterprise sector, the studies of the repercussion of the 
policies of the Quality of Education can only be identified from the social sciences at the end of the last decade 
of the XX century[iii]. 

At the same time, it is important to point out that it exist a clear path of the Quality discourse from the 
world-wide Conference of UNESCO in 1990 in Jomtien, Thailand named: “Education for all” up to the last 

world Declaration of the last Global Conference of UNESCO in October 1998 in Paris, France.  It is undeniable 
that in the last world Conference in Paris, UNESCO has launched and supported the inclusion of the quality in 
the educational. It was this organism who initiates the circulation of a global grammar of the quality of 
education. That fact can be demonstrated not only in the world Declarations, but as well in the books and 
documents uncharged for UNESCO to Jacques Delors (1993): “Learning: The treasure within” and to Edgar 
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Morin (1999): “Seven complex lessons in education for the future”, both books published by UNESCO to 
prepare the initiation and the continuation of the Conference in Paris.  

As we can imagine, quality of education has become as the more powerful organizer of the life of the 
members of the institutions of higher education, tiding up the processes of teaching, learning, research and the 
productive link with all social communities (Correa & Bernache, 2006). 
 
Structure of the research 
 
The Object of study 
The analysis of how the institutional devices of the quality of education can impact the social, professional and 
disciplinary trajectories of the university teachers and researchers. 
 
Research Questions 
What type of social configurations built the professors related with the Quality of Education? 

As complementary questions:  How the institutional devices of the control of the quality of education 
work inside of the universities? And, how the professors reshape the meaning and the sense of the concept of 
Quality of Education from their own trajectories and experiences? 

 
Methodology 
 
The thematic life stories (autobiographical processes) of the professors constitute the methodological support. 
The research aim is the analysis of the social trajectories social, study of academic background and professional 
trajectories of the professors of the University of Guadalajara, in Jalisco, Mexico.  

The analysis of the life stories of the professors related to the process of control of the quality gave to 
this research the possibility to identify important issues that are involve in many institutional situations, as 
relation between power and symbolic and physic subsistence at the university, symbolic territories, etc.   

This research took place in two Campus of the University of Guadalajara, in Jalisco, Mexico: Centro 
Universitario de Ciencias Económico-Administrativas, which is devoted to the study and development of the 
Economic and Management disciplines and the Centro Universitario de Ciencias Sociales y Humanidades 
devote to Social Sciences. 
1. Criteria of selection of the informants 
The criteria for the selection of the informants are referred to three aspects, as follows:  a) Generational aspect, 
b) Disciplines of adscription: Economic and Management Sciences and Social Sciences and Humanities; c) 
Professors with responsibilities in teaching and research; and d) Permanence in the institution for a period of 15 
to 20 years.  
2. Dimensions considered in this research 
a) Institutional analysis: Global policies in Higher Education and Education policies at the University 
of Guadalajara.   
b) Academic culture: Traditions and legitimating. Academic institutional and personal social prestige. 
c) Trajectories social and professionals: Disciplines of adscription, employee, social and cultural 
conditions. 
3. Recollection of the information 
This research uses the “In depth interview based in a phenomenological dimension.” The characteristics of this 

type of interview are the following ones: 
a) Its aim is not strictly to obtain answer to questions, either proving hypotheses previously designed, 
or evaluating some type of situation. (Patton, 1989). 
b) Every narrative process has a temporary and literary nature, which means that every human text 
(oral or written) is built with a determined temporary space and deliberate meaning or sense, where the 
narrative, the story is the relevant element. (Ricoeur, 1997). 
c) The in depth interview requires a triangulation between the trajectories socio-professionals of the 
persons involved in the research, the object of study and the sense and meaning of the interrelation between the 
previous aspects. (Seidman, 1991). 
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d) Its centre of analysis is located in the interpretation of the temporal experiences of the existence of 
each individual, which allows us to do the differentiation between the institutionalized official story and stories 
related by the own voice of particular individuals. (Correa, 2006).  
4. Software for ordering the data 
Atlas T. version 5.20 
5. Tools of analysis 
The Categorial Analysis. Subjective- Objective Analysis 

We can see the distribution of the informants of this research in the following Tables. 
 

TABLE 1: DISCRIPTION OF THE INFORMANTS. 
CAMPUS OF ECONOMICAL AND MANAGERIAL SCIENCES. DEPARTMENT OF ADMINISTRATION 

Department 
 

Full time 
teachers 

Men Academic background Women Academic 
background 

17 Managers (6).Public Managers 
(2).Social Workers (2). 

Engineers (4). 
Psychologies (3). 

11 Managers (4). 
Public Managers 

(1). 
Social Workers 

(3). 
Psychologies (3). 

Administration 28     
Source: Department of Administration. University of Guadalajara. 2007 

 
TABLE 2: DISCRIPTION OF THE INFORMANTS. 

CAMPUS OF ECONOMICAL AND MANAGERIAL SCIENCES. DEPARTMENT OF ADMINISTRATION 

Range of 
Ages 

Classification by groups of 
ages 

General Age 
Average. 

General age average according to 
gender 

36-60 years 1. 31-40   years 
2. 41-50 
3. 51-60 

49.5 years Men         51.3 
Women    47.9 

Source: Department of Administration. Universidad de Guadalajara. 2007 
 

TABLE 3: DISCRIPTION OF THE INFORMANTS. 
CAMPUS OF SOCIAL SCIENCES AND HUMANITIES 

Academic 
Department 

Full time 
Teachers 

 

Men Academic 
Background 

Women Academic Background 

15 Sociologies (5). 
Philosophers 

(1). 
Economists (3). 
Historians (1). 
Engineers (3). 
Psychologies 

(1). 
Doctors (1). 

9 Sociologies (6). 
Degreed in Literature - 

Letters (1). 
Historians (1). 

Psychologies (1) 

Sociology 24     
Source: Department of Sociology. Universidad de Guadalajara. 2007 
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TABLE 4: DISCRIPTION OF THE INFORMANTS. 

CAMPUS OF SOCIAL SCIENCES AND HUMANITIES 
Range of 
Ages 

Classification by groups of 
ages 

General Age 
Average. 

General age average according to 
gender 

36-64 años 1. 39-47  years 
 
2. 48-56 
 
3. 57-64 

 52.1 years 
 

Men  57.3 
Women    46.9 
 

Source: Department of Sociology. Universidad de Guadalajara. 2007 
 
Research Categories 
The research point out four categories as follows: Imaginaries of the Institution, Imaginary of the Quality of 
Education, Sense of the trajectories, and Institutional Culture. 

The entire structure of the research it is shown in the Chart 1 as follows: 
 

Chart 1. 

 
         Source: César Correa Arias. 2009 

 
Results and discussion 
 
As we have analyzed the impacts of the quality of education, we can thus affirm an evident and worrisome fact: 
the content and the inclusion of the policies and the practices of the quality in the scope of the superior 
education, correspond not to investigations in the field of sciences of the education, neither to the debate of the 
academic ones, nor of the students, nor of the parents, not even a debate of the administrators of the education. 
Our research demonstrated that the quality of education discourse is an official issue; it means that it comes 
from the administrators and education policy makers. In synthesis the debates of the university around the 
quality of education are oriented more than to the philosophical, sociological and epistemic content of the 
policies of educative quality, to “when and how to implement these policies”. 

Different researches in France (Jorro, 2002; Musselin, 2008) and in United States (Willis, 1999; Sacks, 
2000) show that the quality is not a central subject for the teachers and researchers, or for the students. On the 
contrary, of what these studies shows are the worries of these individuals to the repercussions of the 
implementation of these policies in their social and professional trajectories. 
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Therefore the research has pointed out the main repercussions of the implementation of the Quality of 

Education at the universities in a scarcely one decade of implementation, as follows: 
a) The restoration of a homogenous and simple global grammar of the educative quality like a self-instrument 

of legitimating of the actions performed by the people in power, the people that administrate the educative 
system and the institutions of superior education. It is evident that when a Principal of one public or private 
university in any place in the planet offer a speech about the Quality of Education, he/she most probably say 
all the possible things we can find in any speech or discourse of any other Principal anywhere in the world, 
no matter the differences in the language, historical and cultural tradition or even the preexisting social-
political and economic differences.  

b) The world-wide processes of accreditation and certification of academic programs, institutions of education 
and institutes of investigation, under the criteria of indicators of quality defined, not in few occasions, 
outside the academic debate and aside of the university spaces of participation.  

c) The construction of an institutional axiological system that promotes the imaginary of the success, the 
effectiveness, the efficiency and the excellence like the greater values of all university, while damage and 
breaks the fundamental principles and identity that the university has built for almost a millennium. 

d) The restitution of the institutional control - discredited by the failure of reengineer of the years eighty, for 
opened practices of self-control and self-evaluation of the individuals, at the same time that continue 
operating the methods of institutional coercion of little public visibility. 

e) The institution transmission of the imaginary that the individuals are their own and guarantor of their own 
destiny and that they act as agents of transformation in the institution, and as they change themselves they 
can change the institutions. The institution appears like a space where the individuals can self-determine 
their own destiny and in which the institution appears as an agent to facilitate this process. 

f) The return of the norm, not particularly means throughout coercion, but like a symbolic communal property 
that it allows the restoration of an institutional moral directed “to the quality and the well-being of all”; in 
this way, the breach of a norm by and individual will not be as a distinguishing characteristic of a political 
act, instead of it, the institution will judge it as a amoral act. The one who are against the system are not in 
disagreeing, but the/she is considered as an enemy. The Quality of education can hide acts of violence and 
discriminations in the name of the quality. 

g) The prestige like the distinguishing value of the quality that supposedly will assure the accumulation of 
social, cultural and economic capitals and the self realization of the individuals. Consequently, quality will 
not necessarily mean the improvement of the educative conditions of the different social communities, but 
not in few opportunities, the sum of excellent cases.  

h) The displacement of the evaluation as an agent capable to generate significant curricular experiences, to an 
aim that assures the evidence of the process of learning. To the motivated declarations of one constrictive 
pedagogy within the logic and ideology of the quality of education, (as we can see in the definition and 
homogenization of competences) in the reality, it can be identified inside the institutions of higher education, 
a gradual return to a conductive pedagogy center in the evidence and in the deterministic analysis of the 
education. The competence that replaced knowledge appears as a solid and evident fact, just as the concept 
of assurance of quality that comes from the organizational theories, and that affirms as the identifiable 
characteristic that make an object, a product or a service offered to a customer the merit to obtain the 
Quality. 

i)   A substantial change in the division of the university academic work in the passage of intellectuals to 
generators of education assets that can be measured, accumulated, and putting in the knowledge market. 

j)   The pretension to replace the complexity of the expressions of the own culture of the institutions of 
education by the reduction and simplification of the culture of the quality. This situation constitutes deep and 
serious challenges to democracy, to the individual rights and the social participation of all members of the 
institutions of higher education. 
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[i] Cf. Chart of constitution of the United Nations, Chapter 1, Article 1. 
[ii] The translation from Spanish into English is ours.  
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educación. Rosa Martha Romo Beltrán.  Coord. Guadalajara. Ed. Universidad de Guadalajara. See as well 

Santos, 2003; Bustamante, 2004; Remedi, 2007; among others.   
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Abstract 
 
This paper is based on authors’ previous research work as well as Howard Stevenson’s theory and model of 

entrepreneurship. The aim is to identify the entrepreneurial traits in university vision and mission statement, and 
differences between universities’ strategic management. A specific notion is introduced: “opportunity-oriented 
strategy”. 
The authors’ assumption is that entrepreneurial character of the university, which defines the so-called 
“entrepreneurial university”, has positive impact on the university performance, in the currently changing world. 
Burton Clark’s theory on entrepreneurial university is also considered. 
A model to analyze the universities’ vision and mission statements is proposed. Several current mission and vision 
statements, which were developed by European and American universities are considered and analyzed. 
The paper conclusions are aimed at improving the current human resource management and performance of the 
universities, giving directions to stimulate their entrepreneurial behavior. Some directions to continue, extend and 
deepen the research are suggested as well. 
 
Keywords: higher education; university strategy; opportunity; vision and mission statement; strategic 
management; entrepreneurial university; entrepreneurial management vs. administrative management 
 
Introduction 
 
Universities are among the oldest modern institutions. The first reason of their stability seems to be … their 

rigid organizational structure. Conservative structures, the universities have overcome wars, epidemics, natural 
disasters, and crisis. The traditional academia is resistant to perturbations; paradoxically, the most advanced 
nuclei of knowledge are resistant to change themselves! 1 

Nowadays, the universities are under multiple pressure factors, besides the exponential growth of 
knowledge and technology: business community is asking for more university graduates, better prepared and 
skilled – in more disciplines and specializations; students themselves are more demanding; the whole society 
has more needs and expects solutions from universities; government has increased expectations that universities 
will solve the growing number of society problems; and government has less money to spend for education and 
research – in spite of booming needs of universities for funding! 

How will universities play against all these challenges? Is the universities’ answer stability or change? 
Short- or long-term orientation? Administration or management? 2 Public administration or public management? 
3 New public management? 4 e-administration? 5 

This paper is based on authors’ previous research work on entrepreneurship and entrepreneurial 

management vs. administrative management (Brustureanu, 2002; Scarlat, 2003; Scarlat and Simion, 2003; 
Scarlat, Tone, Simion, and Brustureanu, 2005) – as well as Howard Stevenson’s already classical theory and 

model of entrepreneurship (Stevenson, 1983; Stevenson and Gumpert, 1985; Stevenson and Jarillo, 1986,1990).  
The aim is to identify the entrepreneurial traits in university mission and vision statements, identify 

differences between universities and propose entrepreneurial statements. A specific notion is introduced: 
“opportunity-oriented strategy”. The authors’ assumption is that entrepreneurial character of the university, 
which defines the so-called “entrepreneurial university”, has positive impact on the university performance, in 

the currently changing world. Burton Clark’s more recent theory on entrepreneurial university is also considered 
(Clark, 1998). 

The university mission and vision statements reflect the general thinking and the approach to 
management of its leaders. Several current vision and mission statements, which were developed by European 
and American universities are considered and analyzed. Two criteria for selecting the universities were taken 
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into consideration: dimension (small vs. large universities) and tradition (new vs. old universities). A model to 
analyze the universities’ vision and mission statements is proposed. As the human resources are the most 
important asset of the universities, a management/manager typology are in the background of the analysis as 
well as some elements to identify better performing management – good use of human resource.  

The paper is aimed at improving the current human resource management and performance of the 
university, identifying directions to stimulate entrepreneurship through vision, mission, and strategic objectives, 
as universities are more and more active in the global environment. Some directions to continue, extend and 
deepen the research are suggested as well: there exists the possibility of developing a specific holistic approach 
for university management and, possibly and a mathematical model. 

The paper displays the background of the Stevenson’s entrepreneurship theory and Clark’s concept of 

entrepreneurial university, then describes the authors’ investigation on vision and mission statements of ten 

European and American universities as well as the research results; conclusions and further research are 
suggested. 
 
Entrepreneurial Management - Orientation toward Opportunity 
 
It is worthy to note that entrepreneurship seems to be a modern concept but a number of theories on this concept 
are older. There were developed economy-, psycho-sociology- or management-based theories on 
entrepreneurship, both at individual and social level.6 Some authors (as Hisrich and Peters, 2002) are focusing 
on the individual entrepreneur while others are organization oriented. Stevenson and Jarillo (1986) conclude that 
entrepreneurial process is correlated with the company size: the entrepreneur is successful as his company 
grows. In other words, the company growth is a measure of the entrepreneur’s success. 

After Stevenson, the entrepreneurship is defined as “a process by which individuals – either on their 
own or inside organizations – pursue opportunities without regard to the resources they currently control” 

(Stevenson and Jarillo, 1990, pp.23).7 The entrepreneurial paradigm is constructed on six propositions: 
i. An entrepreneurial organization is that which pursues opportunity, regardless of resources currently 

controlled (op.cit. pp.23) 
ii. The level of entrepreneurship within the firm (i.e. the pursuit of opportunities) is critically 

dependent on the attitude of individuals within the firm, below the ranks of top management 
iii. The entrepreneurial behavior exhibited by a firm will be positively correlated with its efforts to put 

individuals in a position to detect opportunities; to train them to be able to do so and to reward them 
for doing so 

iv. Firms which make a conscious effort to lessen negative consequences of failure when opportunity is 
pursued will exhibit a higher degree of entrepreneurial behavior 

v. Not only the success rate, but the very amount of entrepreneurial behavior will be a function of the 
employees’ (subjective) ability to exploit opportunities (op.cit. pp.24) 

vi. Organizations which facilitate the emergence of informal internal and external networks, and allow 
the gradual allocation and sharing of resources, will exhibit a higher degree of entrepreneurial 
behavior (op.cit. pp.25). 

It is essential to emphasize that the propositions 2-6 are developed under the gravity force of 
opportunity. 
This definition has the advantage to include not only individuals but also organizations, and even large 

organizations (as corporations) among subjects for entrepreneurial studies. The authors’ approach is to apply 

the concept of entrepreneurial organization to universities – focused on the concept  of opportunity. 
 
The concept of opportunity 
Definition of the concept of opportunity 
A prospect becomes an entrepreneurial opportunity if it meets two conditions:  
- it must represent a desirable future state, which involves growth or at least change and, 
- the individual must believe it is possible to reach that state. 
A supplementary condition can be added: it must not be a usual (common) situation. An example 

clarifies the statement. The majority of companies have at this moment certified quality management systems. 
The fact that a company invests at this moment to obtain such a certification system is rather a necessity – in 
many cases the existence of this type of certification represents a mandatory, selective condition when 
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competing  for a contract in a public procurement procedure. On the other hand, when these certifications 
regarding quality where at their beginning, and few companies had them, they were an opportunity, a possibility 
to obtain a competitive advantage. Moreover, not all companies were able to implement such a system. In short, 
this supplementary condition sets aside an entrepreneurial opportunity from a necessity. 

H. Stevenson has defined the concept of opportunity in the world of business, but this concept is also a 
key element in the field of research. We can think about opportunity in research and also about academic 
opportunity. These definitions can be adapted to the characteristics of the university system. They are 
sufficiently generalized so that there can be avoided the discussions about business concepts, profit etc. that 
many times determine the university people to have at least reservations, possibly rejecting the idea of 
entrepreneurship when thinking about university.   

Research is in essence opportunity-oriented (applied research that eventually is transferred into the 
market is even more opportunity-oriented). The pursue of a scientific idea with the prospect of completing a 
scientific paper can be viewed as pursue of opportunity in the sense defined by H. Stevenson, it is representing a 
step further in the academic carrier i.e.“involves growth”. The author of the paper believes possible to reach that 
state.  The publication of a scientific paper in a specialty journal is an “entrepreneurial action” with certain 

positive effects on the academic carrier of the author. In fact, some academics have become very skillful in 
“manufacturing” articles – probably it can be said that they are more entrepreneurial (opportunity-oriented) than 
others. 

In the spirit they were animated with, the great scientific schools’ founders were in fact great 
entrepreneurs. A corollary to this: laying the foundations of research team is an entrepreneurial act. A parallel 
between the founders of school of thought and the founders of companies would be an interesting study.  

Through entrepreneurial acting a university can set itself aside from other universities, for example by 
approaching a new scientific domain or by choosing a new – different approach in a scientific domain.  

Let us consider a new domain in modern science – bionics,  which is the application of biological 
methods and systems found in nature to the study and design of engineering systems and modern technology 
(definition from Wikipedia). The scientific results obtained in this domain will have great influence on the 
technologies of the future, but there are also important results at present. There was an interesting remark in a 
presentation document printed by a company from the auto industry that has incorporated in his products results 
of research in the bionics domain: only one German university had developed a specialization dedicated to 
bionics and the number of people wanting to become students there was much larger than the number of places 
available. Bionics is a scientific domain that offers a great number of opportunities, and just this potential of 
development makes it interesting to our analysis. The way universities identify the opportunities presented by 
this domain and the way they are pursuing these opportunities of development (in research and teaching) will 
give the measure of their success. Will they attract specialists in the field? Will these teach others to develop a 
new generation of specialists? Will they form productive research teams? Will the university be able to attract 
students in this domain?  

Besides the advantage of being permissive enough to consider the large organizations, Stevenson’s 

definition has also the advantage to be reasonably restrictive to allow making a difference between different 
types of management.  

It is rather difficult to say which type of management is better; but one type fits better than others in 
certain circumstances (industry, functional area, situation, period, environment). Just to support the models of 
management that were presented, it is important to mention other authors considering the entrepreneurship as “a 

style of management” (Wickham, 2006, pp.15-17). 
For practical reasons, it is useful to assess the entrepreneurial profile of managers. In 2002, such an 

instrument, questionnaire-based, was developed to evaluate the entrepreneurial vs. administrative components 
(around Stevenson’s dimensions of entrepreneurship, Stevenson, 1983; Stevenson and Gumpert, 1985). The 
questionnaire was administered in July 2002 to a sample of 40 university managers (Scarlat, Tone, Simion, and 
Brustureanu, 2005, pp.25-29). The answers revealed “real manager” typology: university managers behave 
administratively when making decisions related to resources; and present an “entrepreneurial face” while 

dealing with opportunities, university strategy, and compensation. 
The major conclusion was that entrepreneurial management models are applicable to universities and 

university managers. 
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Entrepreneurial university 
 
There are many ways to define the organization strategy. Mintzberg has produced a set of ten such “schools” 

(Mintzberg, Ahlstrand, and Lampel, 1998), the “entrepreneurial school” being just one of them: the strategy is a 
result of a visionary process. “In the entrepreneurial mode, strategy making is dominated by the active search 
for new opportunities” (op.cit. pp.133). 

Lassen (2007) promotes the concept of strategic entrepreneurship: strategic management and 
entrepreneurship are increasingly becoming interlinked. A model of strategic entrepreneurship is suggested 
based on the evidences provided by seven case studies evolving around development of technological 
innovations. The conclusion is that organizations need to become more innovative, in order to perform and 
grow. The role of innovation is underlined by other authors as well (Casson, Yeung, Basu, and Wadeson, 2006). 

Clark has conducted a comprehensive research over a period of three years (1994-1997) on five 
European universities, aiming to identify their entrepreneurial characteristics: what specific factors made them 
to actively behave and succeed on the turbulently developing higher education market (Clark, 1998). There are 
five such factors: (i) strong decision center; (ii) extended and dynamic base units; (iii) diversified funding; (iv) 
fairly-compensated academic nucleus; and (v) integrated entrepreneurial culture. 

It is crucial to understand the critical role played by the entrepreneurial culture – on one hand – and, on 
the other, the significance of the entrepreneurship as a management typology, in its cultural sense (not ad 
literam). As presented previously, the entrepreneurial management is a type of management; it applies to 
universities as well as other organizations (not-for-profit or profit oriented, equally), as presented in Table 1.  
 

TABLE 1: UNDERSTANDING ENTREPRENEURIAL UNIVERSITY 

Typology 
Management type 

Administrative management Entrepreneurial management 

Type of 
organizations 

Profit oriented 
organizations 

Less entrepreneurial 
(traditional/conservative) 

companies 
Entrepreneurial companies 

Not-for-profit 
organizations 

Less entrepreneurial 
(traditional/conservative) not-for-

profit organizations – as: 
TRADITIONAL UNIVERSITIES 

Entrepreneurial not-for-profit 
organizations - as: 

 
ENTREPRENEURIAL 

UNIVERSITIES 

 
It is plainly naive to understand entrepreneurial university as “University Ltd.”! 
The entrepreneurial university is a more complex phenomenon that includes not only the university 

management but the whole curricular structure and even teaching methods. Teaching Entrepreneurship itself is 
part of it. Research work conducted in Slovenia and Romania has demonstrated that the quality of the 
entrepreneurship education impacts the decision to continue the education (Antoncic, Scarlat, and Erzetic, 
2005). The reform of the higher education system in Romania – which signed up for Bologna Process – has lots 
of lessons to offer in this respect (Scarlat, 2007).8 

The entrepreneurial university represents a new approach for the model of university but not very 
different from the classical university – it does not represent a structural going away from the traditional values. 
We are saying that an entrepreneurial university pursues managerial and scientific opportunities in order to 
fulfill its mission. In this respect, any study has to take into account the capacity, the size, the status of the 
university – old with great tradition university vs new relatively unknown university; relatively large university 
vs. relatively small university – in the sense that each institution will have its own level of impact on society. 

There is need for an entrepreneurial approach in the management of universities as the scientific 
domains, the specialties are getting narrower, more specialized on a greater number of directions of scientific 
development. University people have to define very well the domains where they are acting, where they have 
something to say. 

This paper has as background the Stevenson’s entrepreneurship model and Clark’s concept about 

entrepreneurial university. Amid visible qualitative similarities between the two theories, it is beyond the goal of 
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this paper to identify correlations or interdependence between the above theories. This might be subject for 
further research work. 
 
Surveying the universities’ entrepreneurial traits 
 
The authors’ assumption is that entrepreneurial character of the university, which defines the so-called 
“entrepreneurial university”, has positive impact on the university performance, in the currently changing world. 
 
Survey objectives 
The main survey objective is to identify the entrepreneurial traits in university strategic documents, in order to 
observe differences between universities, identify gaps between university real behavior and its strategic 
declaration. A further step would be to develop a set of recommendations regarding the enhancement of the 
opportunity-orientation of the university strategy. 
A secondary objective is to identify possible correlations between entrepreneurial features and other common 
characteristics (as age or size of the university). 
 
Data 
A set of ten universities was chosen (Table 2) – well-balanced as oldness (new universities vs. old ones), 
geographic location (American as well as European universities), and size (relatively large vs. relatively small 
universities). 
For five European universities identified and declared as highly entrepreneurial by Clark we expected that their 
strategic documents to mirror this status. Four prestigious North-American (U.S.A.) universities were selected 
as they were known to be strongly involved in research and technology transfer. The French university was 
chosen for its rapid evolvement from a university meant to facilitate the continuation of studies for the high-
school graduates from the region into an institution open at international level. 
We can say that for all these universities there existed previous benchmarks that lead us to consider them as 
exhibiting elements of entrepreneurial management.  
 

TABLE 2: LIST OF SURVEYED UNIVERSITIES 

No. University Established 
Number of 

students 
(headcount) 

University website 

1. 
Chalmers University of 
Technology 

1829 10,000 http://www.chalmers.se/en/sections/about_chalmers 

2. University of Joensuu 1969 8,500 http://www.joensuu.fi/englishindex.html 

3. 
University of Strathclyde 
Glasgow 

1796 25,105 http://www.strath.ac.uk/careers/missionstatement/ 

4. University of Twente 1961 8,477 
http://www.utwente.nl/corporate/en/informatie/ 
mission_statement.doc/ 

5. Warwick University 1965 30,380 http://www2.warwick.ac.uk/about/vision2015/ 

6. 
University of La Rochelle, 
France 

1993 7,000 
http://www.univ-larochelle.fr/Projet-d-
etablissement-et-Contrat-Quadriennal.html 

7. Harvard University 1636 29,900  http://w ww.harvard.edu 

8. 
Massachusetts Institute of 
Technology  (MIT) 

1865 10,220 http://web.mit.edu/facts/mission.html 

9. Princeton University 1783 6,708 http://www.princeton.edu/campuslife/mission/ 

10. 
University of California 
(UC) (all nine campuses) 

1869 220,000 
http://www.universityofcalifornia.edu/ 
aboutuc/mission.html 

Under the column “University website” it is given the location of the strategic documents used for the 

survey. 
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The size of the university was assessed simply in number of students - headcount. The data were 
collected from QS Top Universities (http://www.topuniversities.com/schools/) and corroborated with 
information from universities’ websites.  

The oldness was assessed according to the year of the university establishment. The borderline between 
old and new universities is considered the period of the 2nd World War. 

The structure of the surveyed universities is depicted in Table 3. 
Only public data were collected, available on the university website. 
 

TABLE 3: STRUCTURE OF THE SURVEYED UNIVERSITIES 

Typology 
Size of the university 

Relatively Small Relatively Large 

Age of the 
university 

Old 

Chalmers University of 
Technology 

Princeton University 
Massachusetts Institute of 

Technology  (MIT) 

Harvard University  
University of California (UC) 

University of Strathclyde Glasgow 

New 
University of Joensuu  

University of La Rochelle, France 
University of Twente 

Warwick University 

 
The differences between universities – in terms of dimension and degree of entrepreneuriality (pursue of opportunities) and 
the connection between them - are subject of challenging further studies if we take into consideration that a successful 
entrepreneurial company grows and suffers a transition toward a well managed business often accompanied by a decreased 
ability to identify and pursue opportunity (Stevenson and Jarillo, 1986). We can observe that some of the universities 
exhibiting entrepreneurial behaviour have grown into relatively large institutions and others have remained relatively small, 
but nonetheless they were all successful in their entrepreneurial actions and none of them suffered a transition toward an 
administrative type of institution.  
 
Survey model 
The university mission and vision statements are analyzed (Table 4) – aiming at identifying entrepreneurial 
elements – as entrepreneurial keywords, key-groups-of-words, and/or entrepreneurial ideas. These 
entrepreneurial elements are grouped in eight entrepreneurial traits, all connected to the concept of opportunity: 

i. Focus on a few scientific domains in which to achieve important results (the focus on specific 
scientific domain enables university to transmit a clear message to potential students and academic staff; if a 
university has chosen a number of scientific domain in which to strive for excellence it means that it has 
identified a number o opportunities for development – they represent a desirable future scientific level and 
position (recognition) in the university world and in society as a whole, involving scientific growth; the 
university representatives believe it is possible to reach that status).  

ii. Constant interaction with the world outside the university. The economy and society is the place 
where the opportunities lie for universities. In the world of business the entrepreneur has “the ability to perceive 
opportunity..often founded upon deep personal knowledge and experience in products and markets. Success 
comes form perceiving the reality accurately…”  (H. Stevenson). The university professor is at the top in its 
speciality, he is the best qualified to know the domain; he has the experience to identify a research opportunity 
and to know how a new technology can influence the domain. He could  be able to predict the impact of a 
scientific brakethrough on the particular market and the companies that acting in that market. 

iii. Technology transfer - creation of start-up companies: transforming research results into market 
products.  

iv. Personal involvement of university people. There is need for university people to understand the 
mission of their institution, its core values and its objectives.  The level of entrepreneurship within the firm (i.e. 
the pursuit of opportunities) is critically dependent on the attitude of individuals within the firm, below the ranks 
of top management (Stevenson, Jarillo 1990) 

v. Rapid commitment: when an opportunity is identified the entrepreneur acts quickly in its pursue -  
another dimension of entrepreneurial behaviour “commitment to opportunity” (Stevenson, 1983; Stevenson and 
Gumpert, 1985). 
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vi. Focus on students’ (potential students’) needs in terms of career development: when one thinks 
about what a student might need to quickly enter a good path in his career, he / she is thinking in terms of 
opportunity for a line of study, a faculty and ultimately the university – an academic institution will attract more 
students if the curriculum is adapted to the stage of development in economy and society as a whole.  

vii. Focus on companies needs in terms of changes constantly appearing in labor market trends and 
graduate requirements. 

viii. Internationalization: universities are trying to find a larger pool of opportunities outside their own 
country. 

 
The concluding inventory of the identified elements may confirm or not the university’s well-known 

title (either “Entrepreneurial University” or “Administrative University”- “non-opportunity-oriented”). Actually, 
the strategy declaration is compared to the factual situation. 

The data were collected between November 2008 – January 2009. 
 
Results and discussion 
 
The results of surveying the universities’ strategy (vision and mission statements) are summarized in Table 4. 
 

TABLE 4: SUMMARIZED RESULTS OF THE SURVEY 

No. 
University Entrepreneurial traits identified in the university 

mission statement 
Comments 

1. 

Chalmers University of 
Technology 

“opening doors to the outside world and thinking 

innovatively” in order to “reinforce our own 

development, at the same time as we contribute to the 
growth of society” 
“recognized role model for education research and 
collaboration with the engineering sciences, 
architecture and shipping of the future” 
“we wish in particular to strengthen our research in 

the fields of bioscience, information technology, 
environmental science and nanotechnology” 
“has build up an efficient system of innovation in 

order to find applications in research into the 
formation of companies” 

Constant interaction with 
the world outside the 
university 
Focus on a few scientific 
domain 
Technology transfer – 
creation of start-up 
companies 

2. 

University of Joensuu “carries out research and education that are socially 

relevant” 
“seeks to specialize in its chosen areas of strength and 
expertise” 
“the University is committed to promoting … cultural 

diversity and internationalization” 
“the University of Joensuu has a strong international 

mission” 

Constant interaction with 
the world outside the 
university 
Focus on a few scientific 
domain 
Internationalization 

3. 

University of Strathclyde 
Glasgow 

“to make effective use of labor market intelligence in 
their academic planning and work with students” 
“providing  a quality, comprehensive careers 

education, information, guidance and job search 
consultancy for students, appropriate to their needs” 
“providing a consultancy service to the university on 

guidance and recruitments issues and to academics on 
changing labor market trends and graduate 
destinations” 
“promoting a proactive, informed, professional 
consultancy service to employers on the benefits of 
partnership with Strathclyde and effective means of 
recruiting graduates” 
“adding value to employers’ contact with the Careers 

Constant interaction with 
the world outside the 
university 
Focus on students’ needs in 

terms of career development 
Focus on companies needs 
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Service by linking them to students and academics 
appropriate to their recruitment needs” 

4. 

University of Twente “an explicit and continuous orientation towards the 

requirements of the labor market” 
“Bachelor’s programmes that are broad-based, with 
ample opportunity for excellent students to be put on 
the international honours track, and to adapt their 
study programme to fit their personal profiles” 
“ensuring that the research Master’s programmes, 

whenever possible and desirable, lead to fast-track 
PhD programme” 
“conducts world class research that is carried out in a 

context of intensive interaction with the public and 
private sectors” 
“providing a limited number of selective Master’s 

profiles that reflect the University’s core research 

activities” 
“the application of internationally agreed quality 

norms” 

Focus on students’ needs in 

terms of career development 
Focus on companies needs 
Constant interaction with 
the world outside the 
university 
Focus on a few scientific 
domain 
Internationalization 

5. 

University of Warwick “consultation process” that showed “a real appetite for 

involvement” 
“ moving ahead quickly to realize our ambitions” 
“intensive interaction with the public and the private 

sectors” 
“to focus activity and drive so as to attain greater 
international pre-eminance” 

Personal involvement of 
university people  
Rapid commitment 
Constant interaction with 
the world outside the 
university 
Internationalization 

6. 

University of La 
Rochelle, France 

“the established priority is to reinforce the attractivity 

of the University, both for students and staff” 
“participation at the structuring of teaching and 

research in the region” 
“development and reinforcement of cooperation with 

organisms” 
“internationalization of formations from L to D” (L 

(“Licence”=bachelor degree; D=doctoral degree) 
“to reinforce the connection Employment/Formation” 
“to favor the expression, the engagement, the 
openness and the health of great part of students and 
staff in the university and in the region” 
“accompany in a individualized manner the 
professional project of the student”  

Constant interaction with 
the world outside the 
university 
Focus on students’ needs in 

terms of career development 
Focus on companies needs 
Internationalization 
Personal involvement of 
university people  

7. 
Harvard University “to enable students to take best advantage of their 

educational opportunities” 
Focus on students’ needs in 

terms of career development 

8. 
 Massachusetts  Institute 
of Technology  (MIT) 

“teaching and research – with relevance to the 
practical world as a guiding principle – continue to be 
its primary purpose” 

Constant interaction with 
the world outside the 
university 

9.  Princeton University - - 

10. 

University of California 
(UC) 

“economic growth through the creation of new 
products, technologies, jobs companies and even new 
industries, agricultural productivity, advances in 
health care improvements in the quality of life” 
“UC disseminates research results and translates 

scientific discoveries into practical knowledge and 
technological innovations that benefit California and 
the nation” 

Technology transfer 
Constant interaction with 
the world outside the 
university 

The survey results expose a few notable aspects (Table 5): 
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All five European universities identified and declared as highly entrepreneurial by Clark are exhibiting 
entrepreneurial traits connected to the concept of opportunity, as well as University of La Rochelle, France.  

There is no influence of the university oldness, size or geographic location on its entrepreneurial 
character (opportunity-oriented strategy). 
 

TABLE 5: ANALYZING THE STRATEGIES OF THE UNIVERSITIES 

To compare: 
How the university appears in its strategic documents 

Entrepreneurial Non-Entrepreneurial  
(non-opportunity-oriented) 

How the 
university actually 

is 

Entrepreneurial 

Cases of confirmation: 
Chalmers University of Technology  
University of Joensuu 
University of Strathclyde Glasgow 
University of Twente 
University of Warwick 
University of La Rochelle, France 

Cases of exception: 
Harvard University 

Massachusetts  Institute of Technology  
(MIT) 

Princeton University 
University of California (UC) 

Non-
entrepreneurial 

Cases of exception: 
- 

Cases of confirmation: 
- 

 
All four important American universities chosen for this study do not have opportunity-oriented 

strategies even though they are all doing research with many applications into the markets. Even though in the 
mission of University of California (UC) there can be identified entrepreneurial elements as the interaction with 
the world outside the university, the focus is on what the university is offering to the economy and the society as 
a whole and less on the other way around. It can be said that these universities are not looking for 
entrepreneurial opportunities. Moreover, some of them (Massachusetts Institute of Technology (MIT), Princeton 
University) are choosing to have a relatively small number of students in order to enhance the quality of their 
admissions.  

Nonetheless, these universities are entrepreneurial in the sense that they are doing applied research 
oriented toward economic growth and general development of society. In this respect, an interesting article 
entitled “The Entrepreneurial University” by Nelsen L. presents the issues facing the the Technology Licensing 
Office at the Massachusetts Institute of Technology (MIT) regarding “university/industry collaboration from the 

view point of a large, private, research-oriented university”.  
Another point of interest about this article comes from the following remark: “perhaps the biggest 

cultural difference is the hierarchical orientation of the university and the teamwork orientation of the industry”. 
One of six entrepreneurship dimensions identified by Stevenson H. (Stevenson and Gumpert, 1985) is 
“Management structure”. An entrepreneurial company exhibits a flat structure, with multiple informal networks, 
while the adminitrator views relationships more formally – “rights, responsibilities and authority are conferred 
on different people and segments of an organization”. Hierarchy inhibits the search for and commitment to 

opportunity, as well as communication and decision making. 
Overall, the survey method confirms the harmony between the way a university is and the way it 

appears in its strategic documents. Consequently, this method can be used as diagnosis tool for rapid 
investigation of the entrepreneurial (opportunity-oriented) character of the university management. 
 
Limitations and further research 
 
The paper has as background the Stevenson’s entrepreneurship model and Clark’s concept about entrepreneurial 

university. Amid visible qualitative similarities between the two theories, it is beyond the goal of this paper to 
identify correlations or interdependence between the above theories. This might be subject for further research 
work. 
Also there are a few other lines of research that were suggested in the paper. 
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Conclusions 
 
The analysis of the university strategic documents (vision and mission statement) can be used as diagnosis tool 
for rapid investigation of the entrepreneurial or non-entrepreneurial (in terms of orientation toward opportunity) 
character of the university management. 

The model of entrepreneurial university is not putting aside the older purposes of university. The 
university is still preparing the state elite, the specialists that are required in the administration. 
The university is still doing research and its results should be taught to students in class – in fact this should be a 
must so that the institution is in constant interaction with the world outside the university, focusing on students’ 

needs in terms of career development and on companies needs in terms of changes constantly appearing in labor 
market trends and graduate knowledge and abilities requirements. There should be a thread between research 
and its applications, but sometimes that thread is broken and a connection is needed. 

The entrepreneurial university is adapted to the modern society – the university should remain the 
advancing engine of society, the spring of new ideas that can shape the development of markets and give new 
directions to the market place through its actions. 
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End Notes 
 
                                                           
1 According to Robert L. Tolar: “An Analysis of the Major Problems of Academic Consortia in Higher 

Education” (Doctoral Dissertation, University of Oregon, U.S.A., March 1980). Based on it, Dr. Tolar has 
developed a more focused report (“Small Business Strategies: Why Working with Universities in Emerging 

Democracies Makes Sense”), which was presented during a series of meetings with Romanian higher education 

decision makers (1994-1997). The major points of this report are presented by Cezar Scarlat – with author’s 

agreement - in “Initierea, dezvoltarea si managementul afacerilor mici si mijlocii. Studii si cercetari despre 

intreprinzatori, antreprenoriat, managementul afacerilor si asistenta pentru intreprinzatori” (“Small business 

start-up, development, and management. Studies on entrepreneurs, entrepreneurship, business management, and 
entrepreneurship assistance”), Rm. Valcea: Ed. Conphys, 2001 (pp.113-115). 
2 Studies published by prestigious scholars emphasize significant conceptual differences between administration 
and management. Both words are close in meaning but the terms “administration” and “management” are 

different: administration essentially involves following prescribed rules, instructions and service; management 
means supervision and control success oriented, the achievement of results and personal responsibility by the 
manager for the results being achieved. Management does include administration, but also involves organization 
to achieve objectives with maximum efficiency, as well as responsibility for the results. In the 1990s, the 
changes in titles of positions – from “administrators” to “managers” – were not only superficial or a matter of 
fashion, but they reflect a change in expectations of the person occupying the position, expressing the 
differences between administration and management (Pollitt, C. Managerialism and the public services: Cuts or 
cultural change in the 1990s. Second Edition. Oxford: Basil Blackwell, 1993). 
3 The topic is not only a matter of scientific debate but also a subject of practical importance, mostly for public 
administration of universities. According to O.E. Hughes (Public Management & Administration. An 
Introduction. Second Edition. New York: Palgrave, 1998), the two terms are not synonymous, neither is their 
application to the public sector. Public administration is an activity serving the public, and public servants carry 
out policies derived from others; it is concerned with: translating policies into action; procedures; office 
management. Public administration deals with the process, focuses on procedures, while public management 
involves much more: instead of merely following instructions, a public manager focuses on achieving results 
and takes responsibility for the decisions made (Hughes, O.E., op. cit.). As Hughes notes, the term “public 

management” is used more and more, while “public administration” seems to be old-fashioned and even 
obsolete. 
4 The traditional model of public administration is replaced by the modern and dynamic concept of new public 
management. During the decade of 1990s, a new model of public sector management has occurred in most 
advanced countries. Its name varied: managerialism, entrepreneurial government, new public management. In 
U.S.A., the National Performance Review, conducted by Vice-President Al Gore, has concluded on four basic 
principles of new public management (The Gore Report on Reinventing the Government: Creating a 
government that works better and costs less. Report of the National Performance Review. New York: Times 
Books, 1993). These principles are the following: (i) Shifting from systems in which people are accountable for 
following rules to systems in which they are accountable for achieving results; (ii) Putting the customers 
(citizens’ needs) first; (iii) Empowering people to get results; (iv) Efficiency principle: producing better for less. 

In United Kingdom, new public management is based on “the 3 Es”: Economy, Effectiveness; Efficiency. 
5 To note that during our decade (2000s), new concepts such as e-administration or e-governance have spread. 
They are not a new model of public management/administration but a new manner of new public management, 
being ITC-based. The transition from old public administration to the new public management – usually called 
“the reform of public administration” – means a set of measures (see Scarlat, C., Popescu, D., and Warner, M. 
“An overview of the implications of EU accession for Romanian public sector institutions”. European Institute 

of Romania, 2002, pp.78-81): less controlled and more performance/result targeted activities; professional 
managers; higher involvement of the staff in decision making process; continuing improvement of human 
resources (training and fair compensation, performance-based); higher quality public services; promoting the 
public-private partnerships; contracting-out, efficiency-based; IT&C support. 
6 There were developed economy-, psycho-sociology- or management-based theories on entrepreneurship, both 
at individual and social level. Joseph Schumpeter (1934) considered that entrepreneurship is intimately linked to 
various types of innovation (product, process, organization, market). Meredith has identified the entrepreneurial 
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spirit as the first among the six individual characteristics that generate the success in business (Meredith, G.G. 
“The practice of entrepreneurship”. International Labor Office, 1982). The newest, most provocative and most 
fascinating theory on entrepreneurship is announced by the former biologist and current corporate CEO Thomas 
Harrison in his book “Instinct. Tapping your entrepreneurial DNA to achieve your business goals” (Warner 

Books, New York, 2005): the entrepreneurial success is encoded in the human genome! 
7 It is interesting to note that project management is by definition entrepreneurial because the project 
implementation is preceded by the project design, which starts with problem (opportunity) identification; the 
estimation of the resources needed ends up the project design process (Scarlat, C. “Managementul proiectelor si 

resurselor umane”. Bucuresti: Ed. Printech, 2003). 
8 More information about the reform of the higher education system in other Central and Eastern European 
countries are provided in the book “Real-Time Systems. Reflections on Higher Education in the Czech 
Republic, Hungary, Poland and Slovenia”, edited by Jon File and Leo Goedegebuure at CHEPS - Center for 
Higher Education Policy Studies – University of Twente, Enschede, the Netherlands, in 2003. 
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Abstract 
 
A study on analysis the general competences, specific skills and competences with social awareness  took place in 
March - April 2008 at the Engineering Faculty  at  the University "Lucian Blaga" of Sibiu, in consultation with a 
sample of Economical Engineering specialization’ graduates. In this paper, we will present the frequencies analysis 

and the statistical analysis on categories of competences. We have used the Pearson chi-square tests, the hypothesis 
that the row and column are independent variables, and Cramer's test to see the strength of the relationship. 
Key-words: Evaluation, statistical analysis, chi-square test, Cramer’s V test, graduate’s opinion, educational 

efficiency. 
 

Introduction 
 
How can we assess the quality of education offered by a college or university? How can we know reliably 
whether or when learning is taking place? How can a faculty assess the strengths and weaknesses of the 
educational program it offers?[Datculescu, 2006] 

The university “Lucian Blaga” from Sibiu, Romania has carried out a study to evaluate an array of 
capabilities that students have acquired  during faculty. This research is part of a national program PN II 
contract no. 91-047/18.09.2007. “Benchmarking techniques of academic qualification in Romania”. The second 

part of this project was carried out in spring 2008. 
That "value added" is the only valid approach for assessing quality in higher education. By value added 

we mean what is improved about students' capabilities or knowledge as a consequence of their education at a 
particular college or university. Measuring value requires having assessments of students' development or 
attainments as they begin college, and assessments of those same students after they have had the full benefit of 
their education at the university. Value added is the difference between their attainments when they have 
completed their education and what they had already attained by the time they began. Value added is the 
difference a college makes in their education. Value has many dimensions. No university is trying to develop 
only a single capability in students; all are trying to develop an array of capabilities [Catoiu, 2002].  

In our study we followed three  categories of competences: 
a) The instrumental competences that include:- Cognitive skills, ability to understand and manipulate 

ideas and concepts; capacity for the organization of time, learning, making decisions, solving practical 
problems; use the skills of computing and information; skills for the use of foreign languages. 

b) Interpersonal Competences:- The ability to express an opinion, a critical and self-analysis; skills of 
teamwork (interdisciplinary teams); working with the international teams (knowledge multicultural 
issues).  

c) Systemic competences:- Competencies related to systems analysis (understanding own specialization 
as part of a system, etc.), the capacity of project management; the ability to innovate and adapt to new 
situations;ability to work independently. 

So our strategy for assessing quality was to measure the outcomes of a college education: evaluate students 
as they graduate (or shortly after) on the skills and capabilities they have acquired or the recognition they gain in 
further competition [Savescu, Rotaru, 2005]. 
 
1. The Presentation of the respondants' characteristics 
 
The population of which was calculated the sample, was represented by students in the final years,  IV and V of 
Economical Engineering specialization within the Mechanic Field present to the seminaires of Operational 
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Research and Project management. This fact did not lead to an equal repartization of the people who were 
questionned taking into account the grades of admission to the university and the general grades up to the final 
year.The frequency distribution is illlustrated in the figures 1 and 2. 

 
FIG. 1  THE STUDENTS' DISTRIBUTION TAKING 
INTO ACCOUNT THE ADMISSION GRADES 

FIG. 2 THE  STUDENTS' DISTRIBUTION TAKING 
INTO ACCOUNT THE GRADES UP TO THE FINAL 
YEAR 

 
2. Statistical analysis of quality, dinamics and interest in the Economical Engineering 
specialization within the Mechanic Field (IEDM) 
 
2.1. A point of view on the quality of teaching  
In the questionnaire at item 18 the students were asked to select a global appreciation on the quality of teaching 
different disciplines on years of study. The scale of appreciation is made of 5 quality steps, namely: 1. very bad, 
2. bad, 3. mediocre, 4. good, 5. excellent.  

 
FIG. 3. THE GLOBAL APPRECIATION ON THE QUALITY OF TEACHING ON YEARS OF STUDY  

In figure 3 we have the  percentual distribution of the absolute frequencies. As the questionnaires have been 
distributed to the IVth and Vth year students, 44,9% without any answer represent the IV year students who 
could not evaluate the way of teaching in the Vth year of study. In general, we can notice a positive evaluation 
of the quality of teaching. More than 50 % of the students have qualified the quality of teaching as "good" and 
"excellent".  
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FIG. 4 THE ILLUSTRATION OF THE QUALITY OF TEACHING (MEAN - VARIACE COEFFICIENT) 

In figure 4 we can notice that the evaluation of the quality of teaching is in the upper part of the chart. We take 
the average as representative, as the variace coefficient is lower than 0, 35.  One can also notice an appreciation 
of the quality of teaching towards the end of the study years.  
 
2.2.  Identifying the dinamics character of this specialization 
This matter is relevant from the students' answers to questions no. 19 and 20. The frequency distribution is 
presented in figures 5 and 6. 

 
FIG.5 OBSERVING THE DINAMICS OF SPECIALIZATION FROM THE POINT OF VIEW OF THE LAST YEAR 

STUDENTS  
A no. of 90% of students consider the Economic Engineering specialization as dinamic and extremely dinamic 
and only 10 % consider it as relatively stable. 

Year I 

Year II 

Year III 

Year IV 

Year V 
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FIG.6 THE DINAMICS OF SPECIALIZATION BY ACHIEVING NEW TECHNIQUES AND PROCEDURES  

 
All the students questioned consider that following this specialization  requires certain  techniques or procedures 
but 7 out of 10 students think that  following this specialization  requires the achievement of a great deal of new 
methods, techniques and procedures. (figure 6) (item 20).  

The students did not consider as a decissive factor the achievement of new methods, techniques and 
procedures , 80% of those who consider the specialization relatively stable accept the fact that they have 
achieved new methods, and procedures during their university years. The hi square test  has a value of 0.201, 
which confirms the independence between the two questions, 19 and 20. So other factors have been taken into 
consideration in evaluating the dinamics of this specialization.  
 
2.3. Demonstrating the fidelity towards the specialization (question 21, 22) 
The satisfaction of skill develepment is tested in the question 21 " If you were to start again your studies, would 
you still choose your faculty?" and 22 "Will you continue your universitary studies? If Yes, in what field?" 
The answers are presented in figures 7 and 8. 
 

 
FIG. 7 THE FIDELITY TOWARDS THE SPECIALIZATION 
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FIG. 8 STUDENTS WHO CONTINUE THEIR UNIVERSITY STUDIES 

 
A quarter of the  students would not want to follow the same specialization and a third of them, in March, were 
not determined to continue their studies (figure 9). As we notice 10.2% of the students who would not follow the 
same specialization will continue the universities study and only 2.1% said that they would not continue their 
studies. 

 

 
Fig. 9 THE CORELATION BETWEEN "CHOOSE AGAIN YOUR FACULTY" AND "CONTINUE YOUR STUDIES" 

 
In table 1 we notice that 58,3% of those who would not follow this specialization again did not want or they 
were indecided whether they would continue their studies or not, but if they did, they would choose a 
completely different field. (75%).  

 

NO, 24.5% 

Yes, 75.5% 

Indecided 12.2% 
 

NO 2.1% 
 YES, 10.2% 
 

Indecided 20.4% 
 

NO,  0.0% 
 

YES, 55.1% 
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TABLE 1. THE CORELATION BETWEEN THE QUESTION 21 " IF YOU WERE TO START AGAIN YOUR 
STUDIES, WOULD YOU STILL CHOOSE YOUR FACULTY?" AND 22 "WILL YOU CONTINUE YOUR 

UNIVERSITARY STUDIES? IF YES, IN WHAT FIELD?" 

      Continue the university studies 

      
YES NO 

I have not 
decided yet Total 

Choose 
again your 
faculty 

Without any 
doubt, YES 

% Choose again your faculty 72.7% .0% 27.3% 100.0% 
% Continue the university studies 25.0% .0% 18.8% 22.4% 

Probably YES % Choose again your faculty 73.1% .0% 26.9% 100.0% 
% Continue the university studies 59.4% .0% 43.8% 53.1% 

Probably NO % Choose again your faculty 41.7% 8.3% 50.0% 100.0% 
% Continue the university studies 15.6% 100.0% 37.5% 24.5% 

Total % Choose again your faculty 65.3% 2.0% 32.7% 100.0% 
% Continue the university studies 100.0% 100.0% 100.0% 100.0% 

 
The correlation table no 2 presents the distribution of the answers and of frequency on each category. A percent 
of 75 % of the students who would continue their post university studies . A no of 75% of the students who 
would continue their post university studies in a totally different field would not choose this specialization 
again. The square-hi test is significant from a statistical point of view and it has the value of 0, 001. The Cramer 
test, which identifies the strong connection between the analized variables, shows a value of 0, 478 
(strong/medium connection). 
 
TABLE 2.  THE CORELATION BETWEEN THE QUESTION 21 AND 22 "WILL YOU … ? IF YES, IN WHAT FIELD?” 

      The field which they continue to study 

      The 
same Similar 

A totally 
different one Total 

Choose 
again 
your 
faculty 

Without any 
doubt, YES 

% Choose again your faculty 44.4% 44.4% 11.1% 100.0% 
%The field which they continue to study 80.0% 12.1% 25.0% 21.4% 

Probably YES % Choose again your faculty 4.3% 95.7% .0% 100.0% 
%The field which they continue to study 20.0% 66.7% .0% 54.8% 

Probably NO % Choose again your faculty .0% 70.0% 30.0% 100.0% 
%The field which they continue to study .0% 21.2% 75.0% 23.8% 

Total % Choose again your faculty 11.9% 78.6% 9.5% 100.0% 
%The field which they continue to study 100.0% 100.0% 100.0% 100.0% 

 
3. The statistic analysis concerning the achievement of instrumental skills (question 3 - 
9) 
 
This section shows students' opinion about the importance of competence for their studies and the level it exists 
at in the educational program from their point of view [Rotaru, Kifor, 2008].  
The skills have been characterized thorough the evaluation of the folllowing abilities: 

 The analysis and synthesis ability (item 3) 

 The ability to organize and plan different activities (item 4) 

 The capacity of achieving fundamental knowledge ( item 5) 

 The use of a foreign language in the studies (item 6) 

 The use of computer and other IT devices (item 7) 

 The use of alternative information sources (item 8) 
The quantitative answers from the first part of the questions were put on a scale from 1 to 6, as follows: 1-
extremely important; 2-important; 3- so and so; 4- mediocre; 5 not at all important; 6-cannot appreciate.  
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Within the second part of the questions, the scale was the same, from 1 to 6, meaning: 1- very high; 2- high; 3- 
medium; 4- low; 5-very low; 6-unable to tell. 

After the data processing the distribution of answer frequency has been realized. Then, the data have 
been analyzed in order to determine the significant connections from a statistical point of view, with the help of 
the chi square test.  In the end, a resume of the whole analysis is done, conclusions are drawn and 
reccomandations are made concerning the improvement of the educational offer efficiency. 

 
 Item 3- The analysis and synthesis ability 

The average mean for "The analysis and synthesis ability" is 1,90. 
We notice that great importance is given to this capacity, 71,4% of the students considering it as important. The 
mean for the "level at which is..." is of 2,67 and almost half of the people interviewed consider that they have 
found this skill at a medium level in the educational program. (figure 10). 
 
 

 
FIG. 10 THE FREQUENCY DISTRIBUTION FOR THE EVALUATION OF THE ANALYSIS AND SYNTHESIS 

ABILITY 
 

 Item 4- The ability to organize and plan different activities  
The mean for The ability to organize and plan different activities is 1,96. We notice that the attributes 
"important' and "very important" are given to this capacity, 49% of the people interviewed considering it as 
important and 30, 6% as extremely important. The mean for the "level in the syllabus" is 2,57. 42,9% of the 
people interviewe think that they found this capacity at an important level and 44,9%- at a medium level in the 
education program (syllabus). (figure 11) 
 

 
FIG. 11 THE FREQUENCY DISTRIBUTION FOR THE EVALUATION OF THE ORGANIZING/PLANNING ABILITY 

 Item 5- The capacity of achieving fundamental knowledge 
The capacity of achieving fundamental knowledge is considered as extremely important by 46,9% of people, 
and it is at a high level in the educational program. The mean for “The capacity of achieving fundamental 
knowledge" is 1,67 and the mean for the level it has in the educational program is 2,31 (figure 12). 

Mean for the importance of  “ Analysis and synthesis 

ability” 1,90 
Mean for the level found in the syllabus for “ Analysis 

and synthesis ability” 2,67 
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FIG. 12. THE FREQUENCY DISTRIBUTION FOR THE EVALUATION OF THE CAPACITY OF ACHIEVING 

FUNDAMENTAL KNOWLEDGE 
 

 Item 6- The use of a foreign language in the studies 
The mean for “The use of a foreign language in the studies” is 1,71. We notice that the attribute "important' and 
"very important" are given to this capacity, 22,4 % of the respondents considering it as important and 59,2% as 
extremely important. The mean for "The level..." is 3,1. Only 2% of the people interviewed think that they 
found this capacity at an important level, 36,7%- at a medium level and 24,5% at a low level in the education 
program (figure 13). 

 
FIG. 13. THE FREQUENCY DISTRIBUTION FOR THE EVALUATION OF THE CAPACITY OF USING FOREIGN 

LANGUAGES 
 Item 7- The use of computer and other IT devices 

The ability to use computers and other IT devices is considered as extremely important by a future graduate of 
the IEDM specialization. The answer average is 1,35. The level in the education program is 2,45. The mean for 
“The use of computer and other IT devices” is 1,35. We notice that the attribute "important' and very important" 
are given to this capacity, 67,3% of the people interviewed considering it as extremely  important and 30, 6% as 
important. 10,2% of the students interviewed consider that they have found this ability at a high level in the 
educational program and 44.9% at a high level (figure 14). 
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FIG. 14. THE FREQUENCY DISTRIBUTION FOR THE EVALUATION OF THE CAPACITY OF USING IT DEVICES 
 Item 8- The use of alternative information sources( library, Internet) during the studies  

In figure 15 we notice that 83,7 of the students consider this ablity as extremely important and important The 
answer’s mean is of 1,73. The level in the syllabus is a high one according to 44,9% of the students, the answer 
mean beeing one of 2,51. 

 
FIG. 15. THE FREQUENCY DISTRIBUTION FOR THE EVALUATION OF THE CAPACITY OF USING 

ALTERNATIVE SOURCES 

 
4. The statistic results concerning the achievement of interpesonal skills (questions 10, 
11) 
 
The quantitative answers were put on a scale from 1 to 6, as it follows: 1-extremely important, 2-important, 3-so 
and so, 4-mediocre, 5-not at all important, 6- unable to say. Within the second part of the questions, the scale 
was the same, from 1 to 6, meaning: 1- very high; 2- high; 3- medium; 4- low; 5-very low; 6-unable to tell. 
The evaluated skills are "Q10. The ability to work in a team"and Q11"The ability to work in interdisciplinary 
teams” 

 
FIG. 17. THE FREQUENCY DISTRIBUTION FOR THE EVALUATION OF THE CAPACITY OF 

INTERDISCIPLINARY WORK 
This ability has been evaluated at an "important" level by 57,1% of the students.The answer average for the 
importance of this capacity is 2.08 and for the level found is 2,10.So, the level of satisfaction is covered by the 
level of importance. 
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FIG.18. THE FREQUENCY DISTRIBUTION FOR THE EVALUATION OF THE CAPACITY OF TEAM WORK 

 
We notice in figure18 that 92,9% of the students (almost all of them) consider team work as important and 
extremely important. 61,2 found it at a  high level in the education program. 
 
 
5. The presentation of the statistic results concerning the achievement of systemic skills 
(items 12-17) 
 
These skills have been characterized through the evaluation of the following abilities [Rotaru, oprea, Tuturea, 
2008].  

 The ability to apply the theoretical knowledge achieved during seminaires and projects (question 12) 

 The ability to study and do the research work independently( question 13) 

 The capacity of facing new situations (question 14) 

 The ability to work independently using the knowledge achieved (question 15) 

 The ability of doing quality work(within the specialization) (question 16) 

 The ability to elaborate and manage projects (question 17). 
The students' answers from the first part of the questions were put on a scale from 1 to 6, as follows: 1-
extremely important; 2-important; 3- so and so; 4- mediocre; 5 not at all important; 6-cannot appreciate.  

Within the second part of the questions, the scale was the same, from 1 to 6, meaning: 1- very high; 2- 
high; 3- medium; 4- low; 5-very low; 6-unable to tell. After the data processing the distribution of answer 
frequency has been realized. 

 Item 12 The ability to apply the theoretical knowledge achieved during seminaires and projects 
The mean of their answers regarding their capacity to apply the theoretical knowledge achieved during 
seminaires and projects is 2,04 and the satisfaction average concerning the level at which it is situated in the 
syllabus is 2,31. In figure 19 we can notice this central tendency towards a higher level and the importance of 
practice. More than half of the students consider this ability as important (61,2%). 
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FIG. 19. THE FREQUENCY DISTRIBUTION FOR THE EVALUATION OF THE ABILITY TO APPLY THE 
THEORETICAL KNOWLEDGE ACHIEVED DURING SEMINAIRES AND PROJECTS 

 
 Item 13- The ability to study and do the research work independently  

The average of their answers regarding their capacity to study and do the research work independently is 2,63. 
51 % of the students considered this ability as important and 32,7% give a medium satisfaction  level at which it 
is situated in the education program.(figure 20). 

 
FIG. 20. THE FREQUENCY DISTRIBUTION FOR THE EVALUATION OF THE ABILITY TO STUDY AND DO THE 

RESEARCH WORK INDEPENDENTLY 
 Item 14 –The capacity of facing new situations  

The mean of their answers regarding their capacity of facing new situations is 1,51 and the satisfaction average 
concerning the level at which it is situated in the education program is 2,81, with a tendency towards a medium 
level. We notice a significant difference of 1,3 between the two, as 96% of the students considered this ability as 
important and very important and 42,9% consider that they found it in the educational program at a medium 
level, whereas 30,6% found it at a high level (figure 21). 

 
FIG. 21. THE FREQUENCY DISTRIBUTION FOR THE EVALUATION OF THE CAPACITY OF FACING NEW 

SITUATIONS 
 Item 15- The ability to work independently using the knowledge achieved 

The mean of their answers regarding their capacity ability to work independently using the knowledge achieved 
is 1,71 and the satisfaction average concerning the level at which it is situated in the education program is 2,59, 
with a tendency towards a medium level. 
 89,8% of the students considered this ability as important and very important and 42,9% consider that they 
found it in the educational program at a high level, whereas 30,6% found it at a medium level (figure 22). 
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FIG. 22. THE FREQUENCY DISTRIBUTION FOR THE EVALUATION OF THE ABILITY TO WORK 

INDEPENDENTLY USING THE KNOWLEDGE ACHIEVED 
 Item 16- The ability of doing quality work(within the specialization) 

The mean of the students' answers regarding their ability of doing quality work(within the specialization)  is 
1,35 and the satisfaction average concerning the level at which it is situated in the education program is 2,71, 
with a tendency towards a medium level. 97,9% of the students considered this ability as important and very 
important and 40,8% consider that they found it in the educational program at a medium level, whereas 36,7% 
found it at a  highlevel (figure 23). 

 
FIG 23. THE FREQUENCY DISTRIBUTION FOR THE EVALUATION OF THE ABILITY OF DOING QUALITY 

WORK (WITHIN THE SPECIALIZATION) 
 Item 17- The ability to elaborate and manage projects 

The average of their answers regarding their ability to elaborate and manage projects is 1,51 and the satisfaction 
average concerning the level at which it is situated in the education program is 2,53, with a tendency towards a 
high- medium level. 95,9% of the students considered this ability as important and very important and 20,4% 
consider that they found it in the educational program at a very high level, whereas 24,5% found it at a high 
level (figure 24). 
 

 
FIG. 24. THE FREQUENCY DISTRIBUTION FOR THE EVALUATION OF THE ABILITY TO ELABORATE AND 

MANAGE PROJECTS 
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6. The bivariate analysis of the satisfaction level and the importance of the skills 
achieved 
 
We have tried in this paragraph to follow the correlations between the importance level of the ability analysed 
and the satisfaction level regarding its presence in the syllabus. To begin with, we tested the correlations 
between the two categories. We obtained a statistic dependency through the chi square test for the variables 
7,8,10,11,and 12, the rest of them being independent.Even if only one third of variable test was validated the 
graphic representation was realised to notice the position of the dependent variables in comparison with the 
independent ones. The variation coefficient of all the variable average was validated for all the abilities analysed 
[Hair, 1995]. 

In figure 25 we can notice the intercorrelations between the ability importance level and the level of 
student's satisfaction. As, according to the variance coefficients  the mean calculated for items 3 to 17 are 
representatives and they are situated below the limit of 0,35, we can conclude that the averages represent the 
analysed students' opinion. 

 
FIG. 25. THE SATISFACTION/ IMPORTANCE MATRIX 

We can notice that we do not have resources that are used in a wrong way, as none of the analysed 
abilities is on the IIIrd or IVth chart. The abilities 5,7,10 and 12 are situated in section I, therefore the 
specialization should maintain the same effort to cover the disciplines which develop these skills. 

The abilities 5,7,10 and 12 are situated in section I, therefore the specialization should maintain the 
same effort to cover the disciplines which develop these skills [Tuturea, Dumitrascu, Rotaru, 2005]. 
 
7. Conclusions 
 
We will note the importance of competence EI (extremely important) and I (important) and the level at which is 
found in the syllabus with VH (very high) and H (high). 
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TABLE 3: SYNTHESIS OF STATISTICAL DATA 

No. 
item 

Item (competence) The importance of 
competence EI şi I (%) 

Level of competence 
VH and H  in syllabus 
(%) 

0 1 2 3 

3 The analysis and synthesis ability  91,8 40,8 
4 The ability to organize and plan different 

activities 
79,6 47,0 

5 The capacity of achieving fundamental 
knowledge (within the specialization) 

89,6 81,6 

6 The use of a foreign language (within the 
specialization) 

81,6 28,5 

7 The use of computer and other IT devices 97,9 55,1 
8 The use of alternative information sources 

(lybrary, internet) during the studies  
83,7 57,1 

9 The ability to make decisions independently  92,9 53,0 
10 The ability to work in a team (within the 

specialization) 
93,8 77,5 

11 The ability to work in interdisciplinary teams 75,5 39,6 
12 The ability to apply the theoretical knowledge 

achieved during seminaires and projects 
79,6 61,2 

13 The ability to study and do the reasearch work 
independently 

78,6 44,9 

14 The capacity of facing new situations 96,0 37,4 
15 The ability to work independently using the 

knowledge achieved 
91,6 51,1 

16 The ability of doing quality work (within the 
specialization) 

97,6 42,8 

17 The ability to elaborate and manage projects 95,9 44,9 
 
Significant differences between the level of importance and level of competence that is reflected in the syllabus 
show to items: 3 - Capacity analysis and synthesis; 4 - The ability to organize and plan different activities; 6 - 
The use of a foreign language (within the specialization) 9 - The ability to make decisions independently, 11 - 
The ability to work in interdisciplinary teams; 14 - The capacity of facing new situations; 17 - The ability to 
elaborate and manage projects.  
It also noted that respondents consider the field and Engineering Management, specialization in Economic Field 
Engineering Mechanical as dynamic and highly dynamic in a share of 89.7% (item 19) and that specialization is 
attractive (item 21 and 22 ). 
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Abstract 
 

The current situation of volatile labor market asks for revisiting of graduate’s profiles in managerial studies. The 

obvious novelty of the managerial positions asks for thorough analyses of the roles and tasks executed at different 

managerial roles. Emerging new tendencies document the shift towards the need for soft skills. 

The paper compares the current graduate’s profiles of benchmarks in managerial studies with current and future 

requirements of the practice. 

 

I. Introduction 

 
The society of the 21

st
 century is characterized as a knowledge society because the competitive position of an 

organization or economic status of a country becomes more and more knowledge-based. The current 

development suggests that in the near future knowledge will become the sole basic economic resource and 

production means. 

Drucker in his book Age of Discontinuity already argued that the further economic growth cannot be 

ensured solely by the increase of human resources for ever. That the change in every individual’s productivity is 

necessary – this change shall result in the knowledge worker. 

The above mentioned leads to the conclusion that the only competitive advantage of an organization 

will soon lie in the employees abundant in knowledge and able to utilize it to its full capacity. This is the basis 

for the newest trend in management – in knowledge management. The knowledge acquisition is however 

continuous never-ending process both at individual’s and organizational’s levels. 

In the learning organization, development and knowledge acquisition are not taken for a special 

function, but the organization as a whole turns to become a system where the individuals learn from the 

organizational action and the organization as such learns from the active cooperation of individuals. Learning 

becomes one of the core activities and the pace of its progress can become the core element of the competitive 

advantage. It results in the increase of human resources’ quality through knowledge and skills, in other words, 

the intellectual capital of the organization. 

Currently, the shift in knowledge perception has become more and more evident: 

1. The traditional knowledge has been revisited and it is substituted by the new knowledge, the 

innovation of knowledge has been on its way; 

2. The knowledge of narrowly specialized employees has widened; 

3. The knowledge of the given domain has deepened. 

These trends outline the future developments. It is obvious that the priority for the future top managers 

will not be domain-specific knowledge any more, but widely conceived creativity, conceptual thinking and 

contextual perception of the managerial role. 

All these characteristics of the new trends as well as understanding of the changes in the manager’s 

profile must be reflected in managerial studies at higher education institutions, primarily universities. The 

profile must respect the vision of the future developments on the one hand, but prepare “ready-made” managers 

for the present. 

 

II. Knowledge management and knowledge-based society 

 
The practice in management has been changing due to the changes in society at large. To react adequately to the 

changes it is important to understand the labor market fully because it provides the external human resources. In 
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spite of the fact that the term labor market is frequently used by managers, politicians and experts in human 

resources and its concept seems to be generally accepted, from the methodological perspective it shall be 

defined at this point. In literature there are presented numerous perspectives referring to the content and 

structure of labor market. To instantiate the situation, we present the explicit definition of the Slovak Statistical 

Office used in the Statistical Yearbook of the SR that takes for the core indicators of the labor market the 

following: 

1. Economic activity of the nation including number of citizens, economically active persons, 

economically inactive persons and the rate of economic activity (% of economically inactive persons 

out of the total) 

2. Average gross nominal monthly pay 

3. Number of the unemployed or some other criteria, such as the position at workplace etc. 

To summarize, labor market can be perceived (defined) as a point where, on the one hand, the 

applicants for paid jobs looking for the job offer their labor and thus represent the supply of labor and, on the 

other hand, the employers looking for the adequate labor for the free positions represent the demand for labor. 

As the concept of labor market differs, also the indicators used to characterize one differ. To identify the labor 

market in Slovakia, the data of the Slovak Statistical Office (Table 1) and the results of the Denki Rengo 

research are used. 
TABLE 1 SELECTED INDICATORS OF THE SLOVAK LABOR MARKETi (YEAR 2005) 

 

Population 5,379,700.0 

Economically active persons 2,658,600.0 

Economically inactive persons 2,721,100.0 

Rate of economically active persons (in %) 60.2 

Workers by education  

   Tertiary 312,000.0 

      Women out of total 147,500.0 

   Secondary 746,700.0 

      Women out of total 391,700.0 

   Vocational 728,100.0 

      Women out of total 245,000.0 

Average gross nominal pay (in EURO)  525.3 

Average yearly rate of unemployment (in %) 14.3 

Rate of unemployment (in %) 18.1 

Permanent work 2,058,000.0 

   Women out of total 928,500.0 

Temporary, occasional, seasonal work 111,400.0 

 

From the perspective of knowledge society, the rate of economically active population with the tertiary 

education is distinctive. The presented data show that less than 12% of the economically actively persons belong 

to the category. 

To characterize the Slovak labor market, another indicator such as structure of the market by the position 

can be used. The data presented
ii
 lead to interesting findings (Table 2), primarily: 

1. Number of blue-collar workers in Slovakia exceeds significantly the average of 14 countries surveyed 

2. Analogous situation is identified in comparison of the EU countries, the USA and Japan 
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TABLE 2: STRUCTURE OF THE EMPLOYED BY EMPLOYEE CATEGORIES IN SELECTED CONTRIES (%) 

 

Country Blue-

collars 

White-collars Technical 

Employees 

Managers Others No Response Total 

Czech republic 57  19  14  7  2  0 100  

Finland 34  14  31  17  2  2  100  

France 66  -  29  3 0 2  100  

Hungary 69  7  8  8  6  l  100  

Italy 44  5  46  1  -  3  100  

Japan 18  28  46  4  4  0  100  

Poland 24  36  21  10  3  5  100  

Slovakia 64  12  11  7  6  -  100  

Slovenia 39  8  35  15  3  0  100  

Spain 59  11  22  7  -  1  100  

USA  19  22  26  28  5  0  100  

Average  38  17  28  11  3  2  100  

 

In other categories, i.e. white-collar workers, technical employees
iii
 and managers, Slovakia together 

with Hungary and the Czech Republic belongs to those below the average. Only Poland copies the structure of 

the USA with higher rates of persons in the relevant categories. 

If the USA and Japan are taken for the economies close to the knowledge societies, then the 

restructuring of the EU market (and Slovak in this context) is necessary. High representation of blue-collar 

positions documents the low level of requirements set on knowledge. 

 

III. Knowledge management and universities 

 
Theory in the context of knowledge society pays increased attention to the role of higher education institutions. 

The theorists unisono agree upon the fact that universities among others have ever been managed by knowledge. 

However, knowledge management at universities is perceived in wider sense: not only does it include 

acquisition of knowledge, its storing, retrieval, dissemination and the like, but also its generation. 

Reid argues that “universities employ researchers and teachers to generate and disseminate knowledge; 

they sponsor libraries to preserve knowledge and educate students so that they could recognize values of 

individual disciplines
iv
”. Oosterlink claims that “universities from the very beginning have been dealing with the 

core elements of what we call ‘knowledge management” nowadays: generation, acquisition, preservation and 

dissemination of knowledge
v
.” 

He characterizes the modern university by the coexistence of several basic elements: 

1. The most important objective – and the overall grounds for functioning – is knowledge 

generation. It constitutes the academic world. 

2. The other objective, however not less important, is knowledge dissemination, i.e. the 

knowledge generated by research is disseminated among university students together with 

modernized approaches compared with the classic. Knowledge dissemination cannot be 

perceived in its narrow sense – i.e. dissemination in regular lectures, but also through the 

package of attitude forming, value transfer, skill training etc., in other words via education. 

3. The third component of the modern university profile lies in the academic service for the 

society at large. The former elements (knowledge generation and dissemination) constitute the 

service for society as well; however, here a specific service is taken into account. Scientific 

service for the society refers to the university knowledge transfer among all the members of 

the society including the world of economy
vi
. 

 

Out of a number of Oosterlink’s propositions related to the universities’ role it is worth to mention one: 

Knowledge is immaterial in its essence and, thus, it cannot be confined with any physical or political barriers. 

Universities thus are predisposed to increase their immaterial openness. If the university students are the key 

players in today’s as well as tomorrow’s knowledge society, it is crucial to prepare them for immaterial as well 

as material requirements of the knowledge society. 
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This is an important premise for managerial studies as well. The manager in the current context of 

knowledge and multicultural society reflects all the changes in the environment and it results in the changes in 

the profile of the manager. Today, the role of the manager does not lie in a concrete product materialization and 

provision, but to enhance and preserve the system enabling the others in the organization to contribute to 

pursuing the objective. In the recent years, organizations have started utilizing the competence model to identify 

their needs in managerial profile. Competence can be defined as a combination of motifs, characteristics, skills, 

image of self and one’s role in the society as well as relevant knowledge. In Boyatzis
1
’ perception the 

competence is a characteristic of an individual related to the successful performance. Defining the manager’s 

profile in terms of competences helps interlink the organization’s competence with individual activities of 

human resource management. It allows for setting and understanding the criteria applicable in various HRM 

functions. In other words, defining the manager’s profile in competences enables the organization to cover all 

the expectations projected towards the manager, not only his/her main tasks. 

The reliable profile ensures that the right people will be selected for the right positions. In contrast to 

the formerly used job description (that is highly problematic in case of managerial positions) it does not describe 

the activities to be performed, but focuses on the competences necessary for objective achievement. Moreover, 

the profile defines explicitly what skills, behavior; competences must be achieved or developed to pertain 

satisfactory level of performance. Thus, the profile itself supports the development plans. It provides the tools to 

plan and measure self-development in the perspective of moving towards the defined standards. The profile 

becomes the grounds for succession planning. 

In performance appraisal, the profile introduces the transparent standards to be achieved, and thus it 

functions as a tool for assessing the performance against the standards. In addition, the profile supports 

consistency in applying identical standards at various job sites, in departments, subsidiaries etc. 

The competences constituting the profile reflect the values and vision of the organization and thus, via the 

profile, are communicated to the organization’s members. What really constitutes the current manager’s profile? 

The research of Majercak, Farkasova
vii
 deals not only in identification of the manager’s profile in Slovakia, but 

also provides its comparison with the generalized profile of the European manager. 

 

 
FIG. 1:  MANAGERS IN SLOVAKIA AND EUROPEAN UNIONviii 

                                                 
1
 Boyatzis, R. E. (1992). The Competent Manager: A Model for Effective Performance. Wiley. p. 308 

Characteristics 

 

of high importance of low importance 

Systematic development   

Domain-specific knowledge   

Ability to Communicate   

Empathy   

Ability to motivate and delegate   

Self-confidence in dealing with others   

Team work   

Focus, ability to make decisions   

Knowledge of markets and cultural differences   

Origin   

Study field   

Languages   

International experience   

Physical condition, stress resistance   

Social sensitivity   

Psychological balance   

Fantasy, creativity, originality   

Mobility, flexibility   

 

 

Manager in the EU 

 

 

 

Manager in Slovakia 
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Based on the weight attached to individual competences in the above survey, it is obvious that the 

Slovak managers do not perceive those directly linked with the knowledge society, i.e. systematic development, 

ability to communicate, team work or flexibility as important as the managers of other European countries and 

assess them differently. 

The research
ix
 in 84 Slovak organizations identified as the most important, however, least developed the 

following managerial competences: 

1. Effective interpersonal communication 

2. Creative problem solving 

3. Team work 

4. Ability to learn and develop continuously 

5. Cultural sensitivity 

6. Self-management 

 

IV. Profile of a graduate in managerial studies (Major in HRM) 

 
The theorists in the 20

th
 century really thoroughly analyzed the manager’s profile and identified manager’s 

competences in detail. They classified them into hard (measurable and quantifiable) and soft (qualitative) ones. 

The weight was attached to the hard ones. From the perspective of the competence acquisition, their 

development was ensured in a short-term process within narrowly specialized trainings. 

Barlett and Ghoshala
x
 identify different competences for individual managerial echelons. The authors 

present the change of line managers from operations implementers towards aggressive entrepreneurs 

characterized by creativity, intuition, persuasiveness, commitment, competitiveness, perseverance, knowledge of 

company technical characteristics as well as that of competitors and clients, internal and external resources 

and company operations. In their views, middle managers change from administrative controllers towards 

supportive coaches. Here, the competences of people-oriented integrator include knowing people, ability to 

delegate, develop, empower, enhance relationships, build teams, diminish and resolve conflicts. Top managers 

are gradually changing from the resource allocators to institutional leaders. Their qualities should include 

primarily those of an institutionally thinking visioner, i.e. ability to create interesting (demanding) work 

environment, enhance trust and belief in the organization, ability to combine conceptual perception with 

motivational challenges. 

Another stream in management theories is represented by the idea of learning organization. Garatt
xi
 

takes joint thinking for the core competence. This means that managers cannot exercise individualized thinking 

at the top of the pyramid any more. The new phenomenon could be called a processor of the organization where 

the information from external and internal sources is processed and becomes part of an efficient information 

network accessible to all employees. Thus, efficient learning can take place as a basis for strategic decision-

making. Employees, participating in the decision-making via contributing and processing information identify 

with it much more readily. The strategic horizon is shifted towards long-term. The responsibility of individuals 

is growing and is based on permanent employee development through learning. To be competent under the 

above conditions, the manager must be equipped with knowledge, skills and other personal qualities, such as 

ability to attract, educate and retain highly qualified employees, abundancy in expert knowledge and skills in 

the area of his/her field, competences to establish and develop the learning organization (cognitive and 

behavioral phase followed by results), competences in knowledge management (knowledge as the core 

competitive advantage) and intercultural managerial competences (communication, listening, empathy, creating 

atmosphere of trust, efficient feedback and the like). 

The profile based on the functional-situational analysis of social interactions identifies two principal levels 

of the managerial role. The weight shifts up or down the continuum depending upon the hierarchical level the 

manager occupies. 
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Responsibility ► Policy Setting 

▲ 
 

Joint Thinking ▼ 

Controlling ◄ Strategic Thinking 

FIG. 2:  MODEL OF THE LEARNING TOP MANAGERxii 

 

The Graduate as a Generalist – higher echelon 

1. Competences enabling him/her to find information and utilize information sources to 

their full capacity  

2. Competences enabling cooperation with different audiences outside the profession 

(within the organization as well outside the organization) 

 

The Graduate as a Specialist – lower echelon 

3. Competences enabling negotiations with partners within the organization and outside the 

organization 

4. Competences enabling study and production of documents within a rather narrow field of 

expertise  

5. Competences enabling study and production of documents in a wider context  

FIG. 3:  MANAGER’S PROFILE
xiii
 

 

If these are the components of the manager’s profile, these competences must be developed in the to-be 

managers. The graduate’s profile in managerial studies must correspond with the current and foreseen 

managerial profile. 

 

Managerial studies and the graduate’s profile - practice 

 
Based on the research findings in organizations within the former research projects the following components of 

the manager’s profile were identified: 

1. The flexibility and ‘generalism’ of the manager becomes more and more outstanding, i.e. the 

manager is expected to be familiar with wider range of domains in management. Mostly the 

manager is presented as a generalist disposing of wide-scale knowledge. 

2. Language competences are directly linked to permanent learning and development on the one 

hand, to communication as the most important managerial tool on the other hand. 

3. Systematic and strategic thinking proves to be one of the core qualities in the manager. 

4. Leadership becomes more valued than management.  

5. Any managerial post requires competences in human resource management. Line managers 

are ever deeper involved in team work and the human resources manager becomes their 

consultant. 

6. Orientation towards customers. 

7. Ability and readiness to develop. 

 

Methodology 

 
At the Faculty of Management CU we permanently check the adequacy of the graduate’s profile with the 

findings of the researchers as well as those of our own. For comparison, in HRM major, we analyzed the current 

curriculum in terms of (Fig. 4/Fig. 7): 

1. Domain-specific courses (developing expertness) 
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2. Humanities including language courses (developing social competences) 

 
Science

3%
Humanities
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FIG. 4: THE STRUCTURE OF CURRICULUM IN STUDIES FOR BACHELOR’S AND MASTER’S DEGREES  

(all available courses, i.e. core and electives) 
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FIG. 5: CORE COURSES IN THE STUDIES FOR BACHELOR’S DEGREE 

 

 
 

FIG. 6 CORE COURSES IN THE STUDIES FOR MASTER’S DEGREE 
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FIG. 7 CORE COURSES DIVIDED INTO THEORY AND PRACTICE 

 

As comes from the above analysis, the domain-specific knowledge comes from 58% of courses, social 

competences from 22% of courses and the rest (20%) is accounted for by the current IT tools. 

While the courses in undergraduate studies follow the trends identified in needs analyses of knowledge 

society, i.e. shift towards the social competences (domain-specific courses account for 52%, social competence 

courses account for 39% and the rest – 9% - is represented by linking competences, i.e. IT courses), the situation 

at postgraduate level focuses just on domain-specific courses. 

Of course, the above analysis generalizes the content of individual courses as if they were simply 

domain-specific or social competence acquisition-specific that is pure simplification, however, for curriculum 

design such a comparison suffices. 

It seems that the complaints of the business communities that the profile must include also the practical 

experiences reflects the specific situation of the Slovak labor market as introduced in Part II. The relatively 

obsolete structure with high levels of blue-collar positions requires traditional managerial approaches and the 

manager’s profile with hard competences prevailing reflects the need. 

The curriculum of the Faculty of Management, Comenius University, especially at undergraduate level creates 

the reliable grounds for the success of the Slovak managers in the knowledge society, the reality of the 21
st
 

century. 

 

V. Conclusion 

 
Currently, the manager must be able to gain information, process it and transform it to visions and further 

developments; he/she must dispose of strategic thinking based on intuition and creativity. It results then not only 

in a specific vision, but also in tactics how to achieve the set objectives. The manager not only creates, but 

simultaneously also implements the strategy, however, without people even the best ever strategist cannot 

achieve anything. The manager must be a skillful communicator, planner, he/she must master delegating 

assignments a support the development of the employees. The one with well-developed interpersonal skills will 

be fairly more successful than the one without. 

The manager needs conceptual competences to be able to recognize context, causes and consequences 

in their organization, to understand how individual facets are interlinked and be able to perceive the organization 

as a whole. 

Analytical skills complete diagnostic skills and enhance the manager in ability to identify key factors in 

the given situation, understand them in the context and be able to decide which one/s to attach more attention. 

Thanks to the competence, the manager can set strategies and decide for the best one under the given conditions. 

Within the hierarchy, managers in organization at higher echelons need domain-specific competences 

less. The objective of the manager lies more and more in the ability to influence positively and effectively 

people’s performance, stimulate their professional competence as part of intellectual capital and enhance the 

mutual relationships aimed at establishment of a learning organization. This role is performed via 

communication. 
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All the above-mentioned components of the manager’s profile must be reflected in the profile of the 

graduate in managerial studies. To match the profile with the long- as well as short- and medium-term 

objectives, the permanent dialogue between the higher-education institutions and business communities must 

take place and the permanent research and comparison of the profiles must be carried out. The FM CU approach 

represents the way how to be successful on educational market, i.e. to satisfy current needs, but, at the same 

time, to develop the potential in graduates for mastering new demands of the real life. 
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Abstract 
 

Nowadays, it is visible growing demand from organizations toward so-called „global managers“. Global managers 

are managers who are able to be effective in culturally diverse work environment. But such type of managers is 
necessary first to educate and develop. One of the possibilities is to enrich the education process of managers with the 
various workshops based on participative methods focusing on personal abilities and skills.  

 
Goal and Methods 
 
The goal of this paper is to show a necessity of new approaches for preparation of young managers for effective 
performance in multicultural work environment. In addition, the paper stresses a necessity of development of 
managers’ personal abilities and skills, starting already in the education process. Analyzes and synthesis from 
exerting literature was used in order to accomplish this paper. 

 
Diverse Work Environment 

 
While it is not possible that effective global manager in multicultural organizational environment is born, he 
should be educated and trained properly. One of the possibilities how to prepare this type of managers is to 
utilize the development programs which provide organizations to their employees, their managers. Such 
programs are based on job analyses of managers and requirements of the organizations as well as of individuals. 

Other possibilities how to prepare multicultural managers is to enrich the education process through 
such workshops that would developed required personal abilities and skills. 

Usage of participative methods in workshops is a necessary precondition. These methods provide 
effective remembering process of all newly learned information and skills. Moreover, they also enable effective 
transfer of new knowledge and skills into praxis. From this point of view, workshops are effective form of 
education methods, and may serve as a basis for adoption of new forms of behavior necessary for “global” 

managers. 
There are two forms in which managers are acting when they are in multicultural environment. In one 

case managers work in multinational organization in homeland, in second case they are sent abroad. But in both 
cases they need special training in order to be successful.  

Research of Guirdham M. (1999) showed that 70% of US expatriates who are not successful abroad did 
not have any special preparation or any special training for their new role. Also J. Heller in 1980 pointed out 
that the most important criteria necessary to have in mind during a selection process for the position of 
multicultural managers are: 
 knowledge about local conditions 
 understanding of local conditions 
 high proficiency 
 cultural sensitivity 
 adaptability and tolerance 
 emotional mature and stability 
 flexibility 
 effective communication skills in international work environment 
 social competence 

Outcomes of researches in 84 Slovak organizations (Uni 2010, 2007) also show that most important but 
the least developed abilities of young managers are: 
 effective interpersonal communication 
 creative problem solving 
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 abilities to work in and with teams  
 willingness and abilities to learn continuously 
 cultural sensitivity 
 self-management 

Nowadays, many organizations start with complex training programs for expatriates, for global 
managers. Content of these programs differs according to the time when they occur. These programs may 
include trainings before managers leave abroad, during they work in abroad or after they come back. Training 
programs might be realized through organizations and their managers or through training centers. 

 
Training before leaving 
 
The goal of this training for expatriates is to prepare them for common situations and problems, which can occur 
in foreign countries. Most often the content of this training comprise: 
 information about foreign country, about its culture, etc. 
 information about organization, job, project, clients, etc. 
 intercultural training – aimed at development of tolerance, cultural sensitivity, acceptance of diversity, etc. 
 motivation 
 development of language skills 

It is possible to make conclusion that when creating training programs for effective multicultural 
managers it is necessary to pay attention to such area as: 
 development of self-perception and perception of others 
 development of way of interpersonal interaction – communication, conflict resolution, active listening, 

negotiation, etc.. 
 presentation skills 
 abilities to cope with stress 
 cultural sensitivity 
 understanding of cultural differences and their influence on the values, attitudes, all behavior 
 willingness to modify own attitudes toward cultural differences  through influence of their cognitive, 

affective and behavioral side 
Above described directivity of the personal development is also possible to include into education 

process of the future young managers at universities or high schools. 
 

Methodic of the Development Program for Managers 
 

Subject of the development program 
 
Human capital becomes competition advantage of organizations. Its development and effective using of human 
potential is one of the preconditions to the success of organizations. Successfulness of managers at any 
organizational level is determined by many factors including managerial competences - knowledge, abilities, 
skills, attitudes, values, and attributes. As it is documented in many researches made into organization in foreign 
countries, as well as in Slovakia, it is needed to pay more attention not only to the development of the 
professional knowledge of managers but also to the development of the high level of their emotional 
intelligence, to the high level of their social interaction. 

In forefront are the requirements on the managers including their abilities to be effective in creating 
positive work atmosphere, in creating an effective teamwork, in interpersonal communication and conflict 
resolutions. 

It is important that the subject of the development programs for “global” managers take respect to these 

demands. 
 

Object of the development program 
 
Managers are the objects of the development program. They may come from different organizations, from 
different posts in organization. The group of managers can be homogenous or heterogeneous according to the 
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age, gender, status or cultural background. Each type off the group has its own positive and negative side. 
Examples for positive factors in more heterogeneous group are more extensive experiences, knowledge, 
attitudes or forms of the behavior. On the other hand, big differences can become problem mainly in the first 
stadium of group development, in group collaboration. However, competent lector should be able to eliminate 
these obstacles. 

The optimal number of group members in the training focused on development of interpersonal skills 
or modification of behavior should be only 10 - 12 participants. 

 
The goal and content of the development program 
 
The goal and content of the development program has to come out from the goals, demands and future aims of 
organization, from the needs and aims of the participants, from their level of knowledge, their motivation and 
ability to learn. The goal of development programs may lie in the developing of a new kind of attitudes, in 
developing some particular skills or behavior, or in learning completely new competences. 

It is desirable that the main goal of the program should be divided into smaller partial goals, which are 
more motivating for the participants. 

Methods how to reach the information about needed changes in participants’ behavior are different - 
through an interview, questioner, list of critical events, job analyze, tests, etc. 

 
Methods of the development program 
 
Methods of the development program have to respect the defined aims, capability of participants, financial and 
time limits and conditions of the organizations as well as managers/participants. For the practice of the new 
ways of behavior, interpersonal skills or attitudes participative methods such as role-play, simulation, 
discussion, feedback should be used.  

Direct experience from practicing of new role, direct feedback and observation of others are important 
factors that not only stimulate the learning process but also make the transfer of new habits into work 
environment easier. Short theoretical entrances of the lector into the learning process are also important. 

By the selection of the methods for changes in behavior should keep in the mind that it is more 
effective to use participative methods that stimulate cognitive, affective and behavioral part of the personality at 
the same time. 

 
Arrangement of the development program 
 
Program arrangement of the development program is dependent on its content and on the potential and 
possibilities of the participants. Shorter but more frequent meetings are recommended in order to achieve 
effective change or modification of the behavior.  

Participants can meet together for 60 or 90 minutes during several weeks (depending on the content of 
the training) or participants may get the training in a one-batch session lasting 2 or 3 days. Schedule of the 
program and also selection of the place is determined by the demands of organization, participants, by the goal 
and content of the program. 

The best place where to practice interpersonal skills or new forms of behavior is outside the 
organization where participants won’t be disturbed. 

 
Content of the development program 
 
The first meeting of the development program is devoted to get to know each other, to familiarize with the rules, 
goals, methods and order of the program. All the next meetings follow up pervious ones. Meetings begin with a 
short summary from pervious meeting and then proceed with the evaluation of the contribution for the 
participants. Program then follows with next activity according to the program. Every meeting has to be finished 
with the conclusion by the lector and the discussion about the problems and participant’s feelings.  

Common steps at meetings are: 
 to obtain theoretical knowledge of particular problems 
 to become aware of own way how to cope with this problem 
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 practice new way of behavior / skills 
 reinforcement of new way of behavior / skills 
 theoretical generalization 

 
Evaluation of the program 

 
The evaluation of whether the goal was achieved or not may be done in two basic ways - through evaluation by 
participants, supervisor, co-workers, second approach to evaluation is objective method - through comparison of 
the level of knowledge or skills of the participants before they had taken part in the development program and 
after they finished it. Both types of the evaluations can be quantitative as well as qualitative.  

From the time viewpoint, evaluation of goal achievement can be made after every meeting or when the 
overall program is finished. Methods used include interview, questionnaire or test. Impact of the changes in the 
behavior cannot be seen immediately. But in long term these changes are reflected in higher productivity and 
quality of the work, in higher employees satisfaction, in less conflicts in work groups, in more effective way of 
communication, in decreasing fluctuation or absence of employees as well as other aspects. The overall 
effectiveness of the development program is also determined by the relationship that the participants had toward 
the program. 
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Abstract 
 
Service quality has become an important issue in South African Higher Education, and has aroused considerable 
interest in how students perceive the service quality of service delivery by tertiary institutions in Gauteng. Evaluating 
the service quality of student advisory services has become critical in order to deliver effective and efficient services 
to students as consumers of higher education in South Africa. It is necessary that higher education organisations 
(HEOs) must be aware of students’ expectations at the point of arrival; before enrolment; from enrolment to 
graduation; and even after gradation as an alumnus. The purpose of this paper is to present the importance of how 
students perceive service quality during their contact with staff in the department of student services, and the 
implications of their perceived quality of services on the management of the tertiary institution. Empirical research 
was done to compare the expectations and perceptions of students concerning services delivered by the department of 
student services.  
 
Introduction 
 
Managing services is of paramount importance for HEOs who wants to establish themselves as quality service 
providers in a competitive higher education market. Keeping in mind that a student can not evaluate a service 
experience until having an actual service experience, it is of utmost importance to ensure services are correctly 
positioned and accurately managed. Managing customer services is all about maintaining lasting relationships 
with students. Establishing long term relationships with students ensure loyalty from students and the result is 
repeated quality services by students’ services department. Both a HEO and its students will benefit from 
maintaining these relationships. Managing service delivery is vital in today’s ever changing environment, and 
that require that the service staff assure quality services. In the first part of the paper aspects of service delivery 
to students at a HEO by student advisory services and student satisfaction is discussed with the focus on the one-
stop registration process and the students as consumers of higher education in South Africa. The second part of 
this article discusses the results of a study that monitored a group of students’. expectations and perceptions of 
service quality delivered by the department of student services. 
 
Importance of Customer Satisfaction 
 
Higher education institutions are increasingly recognizing higher education as a service industry and are placing 
greater emphasis on meeting the expectations and needs of their participating customers, namely the students. 
According to DeShields, Kara and Kaynak (2005:129) the importance of satisfying customers is important to 
profit-making institutions, as satisfying students is to higher education institutions. Satisfying admitted students 
is also important for student retention. Service quality and customer satisfaction are inarguably the two core 
concepts that are the crux of the marketing theory and practice. In today’s world of intense competition, the key 

to a sustainable competitive advantage lies in delivering high quality service that will in turn result in satisfied 
customers (Sureshchandar, Rajendran & Anantharaman, 2002: 363).  

According to Hansemark and Albinsson (2004:40) customer satisfaction directly affects customer 
retention and ultimately the organisations’ market share. Satisfaction is an overall customer attitude towards a 

service provider or an emotional reaction to the difference between what customers anticipate and what they 
receive regarding the fulfilment of some need, goal, or desire. Caruana and Malta (2000:811) view service 
quality, customer satisfaction, and service loyalty as concepts which are related to one another. It is important to 
further pay attention to the various elements which are relevant to customer satisfaction.  
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Customer Satisfaction 
 
Raisbeck (1994:13) points out that the importance of customer satisfaction is the key understanding of the 
implications of service delivery towards every aspect of delivering a service. Being customer orientated a higher 
education organisation has to be concerned with customer satisfaction as an organisational focus. Customer 
loyalty is particularly true for service firms where increased loyalty can substantially increase profits. Service 
firms focus on achieving customer satisfaction and loyalty by delivering superior value, an underlying source of 
having a competitive advantage.  

For service firms the challenge lies in identifying the critical factors that determine customer 
satisfaction and loyalty (McDougall & Levesque, 2000: 392). Achieving customer satisfaction is the primary 
goal for most service firms. Increasing customer satisfaction and customer retention leads to improved profits, 
positive word-of-mouth, and lower marketing expenditures. Research has shown that the more intensely a 
customer complains the greater the increases in satisfaction (Hansemark & Albisson; 2004: 41). 

There has been considerable debate on whether customer satisfaction is an attitude or a relatively 
momentary consumption-specific construct, or an outcome or an evaluation. Further debate is the consideration 
whether service quality is a cause of satisfaction or a consequence of satisfaction. It is also not clear whether 
future intentions and customer satisfaction are driven by the same set of factors. This stems from the basic 
notion that customer satisfaction is a necessary but not a sufficient condition for future purchase intentions 
(McDougall & Levesque; 2000: 395). Muffatto and Panizzolo (2007:157) have identified factors used in 
analyzing the achievement of customer satisfaction, they are:  

 Customer focus – when services are judged only by the customer.  
 Product and process design – all product and service attributes that contribute value to the customer and lead 
to customer satisfaction and preference must be dealt with in the design activity.  

 Continuous improvement cycles – design activity requires a well-defined and well-executed approach to 
continuous improvement. This process must include regular cycles of planning, execution, and evaluation. 

 Organizational changes – the commitment of well-trained, fully committed and involved workforce. 
 Top management commitment – to obtain total participation of human resources, top management must 
commit the organization to customer satisfaction. 

 Monitoring – meeting the quality and performance goals of the company requires reliable information, data 
and analyses regarding customers product and service performance, operations, suppliers and competitive 
comparisons.  

 Process orientation – for customer satisfaction orientation to be successfully introduced there must be a 
change in management’s culture. 
The preceding factors are what customers deem important in developing a model for analyzing the 

customer satisfaction process.  
 
Characteristics of Services  
 
Kerin, Hartley and Rudelius (2004:212) point out that services are “intangible, activities, benefits or 

satisfactions offered for sale, such as marketing research, health care and education”. Kotler and Keller 
(2006:200) state that services are any act or performance that one party offers to another which is essentially 
intangible and does not result in the ownership of anything. Services therefore represent intangible products 
which comprise of activities, benefits or satisfactions that are not embodied in a physical product and are 
therefore relevant for the purpose of this study in measuring students’ satisfaction with service delivery by 

student services administration at a Higher Education Organisation. Kotler and Keller (2009:389) have 
identified the following characteristics that distinguish services from products; they are intangible, inseparable, 
perishable, variability and inconsistency. For the purpose of this paper, the following aspects pertaining to 
service characteristics will be highlighted. 
Intangible 

Intangibility is the dominant characteristic of services because it is often not possible to feel, see, taste 
or smell a service, services are an experience or a performance and not a physical object (Clemes, Mollenkopf & 
Burn, 2000:576). Services can not be touched, seen tasted, heard or felt. They can therefore not be stored or 
duplicated (Lamb, Hair & McDaniel, 2004a: 345). This poses a challenge for those delivering services seeing 
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there is nothing physical to focus on. Focus then is moved towards the benefit the customer will achieve when 
making use of the service.  
Inseparable 

Services are produced and consumed at the same time. Employees and clients must interact with each 
other in the service delivery process and this has a strong physical and psychological impact on the service 
experience process. The quality of a service is assumed to be the function of employee-customer interaction 
according to Luk (1997:13). This implies that the customer has to be involved in the production processes of a 
service. Focus is given to the distribution component of the service. According to customers Kerin et al. 
(2004:212) mention that the customer does not separate the deliverer of the service from the service provider 
itself. Relating to this study, students associate their service experience with a HEO. 
Perishable 

Services can not be created and stored to be used in the future. As suggested by Brassington and Pettittt 
(1997:923) services can not be manufactured and stored either before or after the experience. Kasper, van 
Helsdingen & Gabbott (2006:61) point out that when services become more and more intangible; the 
opportunities to store the service decrease, and therefore services are perishable. 
Inconsistent 

In addition to the above mentioned service characteristics intangible, inseparable and perishable 
services according to Kerin et al. (2004:212) mentions the inconsistency of services, services and the delivery 
thereof are irregular. That implies that the developing of pricing, promoting, and service delivery is a 
challenging process due to the quality of the service being inconsistent. The delivery of services is reliant on 
people delivering them and the service quality is determined by the person delivering the services capabilities on 
a day-to-day performance. 

 
Quality of Services 
 
The quality of the service depends on who provides the service, when the service is provided, where the service 
is provided and to whom it is provided. It is highly variable to each customer (Kotler & Keller, 2006:390). 
Lamb et al., (2004:346) indicate that services have greater variability of inputs and outputs, they are less 
standardized and uniform compared to products. This makes it more important for companies to ensure greater 
service delivery and ensure their customers ensure a pleasant service experience. 

According to Modise (2006:20) students react differently to what appears to be the same service. 
Students will therefore also react differently to services rendered by a HEO. Also according to Modise 
(2006:21) two customers can easily react differently to a service that appears to be the same. The perception of 
service (good or bad) could be affected by factors such as the customers’ mood, culture, timing, environment, as 

well as their previous experience. Given that services are labour intensive, dependant on man power as opposed 
to capital intensive, usually reliant on machinery. The result being the degree of labour intensity influences the 
quality of a service delivered. The more people needed to deliver a service, the greater the risk of service 
quality. Maintaining consistently high levels of service quality is therefore more difficult in a labour intensive 
environment. Service delivery during the registration process at a HEO is labour intensive. 

 
Registration process of a HEO 
 
The HEO adopted a one-stop registration process, which comprises of the following processes and procedures 
as provided by Mushaathoni (2007: Personal Interview). Student registration as depicted below in Figure 2.1 
and discussed throughout the following paragraphs. Registration takes place at a central point where the 
complete service is delivered to the student. Registration fees are paid, students course of study and subject 
information is captured and student cards are issued at the central point. Upon completion of the registration 
process students are issued with diaries and faculty prospectus’ containing relevant rules and regulations of the 

university. Once the registration process has been completed the registered students are required to keep all 
relevant documentation on his/her possession. The registration process according to Figure 2.1 below has to do 
with the commencing and registration schedule, maintenance of academic qualifications and the fee structures of 
a HEO. 

Mushaathoni (2007: Personal Interview) state that recruitment and training of staff as well as meetings 
with all relevant role-players take place before the registration process. The tangible registration process 
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comprises of a predetermined procedure that will be briefly referred to. Registration forms are distributed to the 
different academic departments; from where the forms are then distributed to the students, who then report to 
the registration point as per registration schedule. Line managers are responsible to check for any incorrect and 
incomplete forms and to assist students. Students’ then report to the registration cubicle where payment of fees 
are made, and where the students subject information is captured onto the ITS system. Student cards, diaries, 
and faculty prospectuses are then issued. 

 

 
SOURCE: Mushaathoni (2007: Personal Interview) 

FIGURE 2.1 - REGISTRATION PROCESS OF A HEO 
 
According to Mushaathoni (2007: Personal Interview) registration forms of registered students are 

forwarded to a data centre for a second verification of his/her biographical information, correctness of registered 
courses and subjects are confirmed. Once all forms are checked for relevant signatures and stamps the forms are 
sent to the filing department for safekeeping.  

Given that students’ satisfaction is connected to services, it is of utmost importance that students’ 

satisfaction as consumers of higher education in South Africa be discussed and explained in the following 
section. 

 
Students’ satisfaction as consumers of Higher Education in South Africa 
 
In the discussion of this section the expression consumers and students will be used as synonyms. Customer 
satisfaction according to Kelsey and Bond (2001:359) has been an industry focus for some time as a measure of 
managerial strength and company profitability. Customer satisfaction can be viewed as the key factor in 
determining how successful an organization will be in customer relationships (Fečiková, 2004:57). Cant, 
Strydom, Jooste and du Plessis (2006:315) point out that customer service is viewed as the outcome of a 
consumption activity or experience. Chu (2002:285) regard customer satisfaction as an emotional response to 
the use of a product or service and it is also a complex human process, which involves cognitive and affective 
processes as well as psychological and physiological aspects. Customer satisfaction addresses the analysis of the 
consumers’ satisfaction towards products or services offered (Lovaglio, 2004:33). Higher education institutions 
ultimately achieve customer satisfaction through the effective management of customer perceptions and 
expectations, when the perceived service is better than or equal to the expected service, then customer 
satisfaction is achieved.  

Baran, Galka and Strunk (2008:319) state that customer satisfaction is an evaluation based on a total 
purchase and consumption experience with a superior service over time. Kellogg, Youngdahl and Bowen 
(1997:206) point out that customer satisfaction is directly related to a customers’ contribution to the service 

process. As mentioned by Masterson and Pickton (2004:47) and supported by Kotler and Armstrong (2004:9) 
customer satisfaction is a key contributor to loyalty, although not all satisfied customers will become loyal 

Registration preparations 

Client services Actual Registration 

Registration Audit 
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customers. Students as customers are the reason why a higher education institution exists, and therefore 
perceptions and actions of the students are of paramount importance to an higher education institution (Kerin et 
al, 2004:27). According to Lamb, Hair and McDaniel (2004:11) students’ satisfaction is a feeling that a service 
has met or exceeded a students’ expectation. Hoffman and Bateson (2006:304) share the view of Lamb et al., in 
that customer satisfaction is a comparison of students’ expectations to perceptions regarding an actual service 
encounter. According to Berndt, Chipp, Klopper, (2006:7) as supported by Jamal and Naser (2002:147) student 
satisfaction is the measure of a successful service offering.  

Customer satisfaction is dependant upon its perceived performance compared to a buyer’s expectation. 

Pizam and Ellis (1999:326) view customer satisfaction as an outcome or a process. Students’ satisfaction is 
characterized as the end-state result of a consumption or service experience (Gilbert & Veloutsou, 2006:300). 
Expectations are formed through post buying experiences, discussions with other people, and suppliers 
marketing activities (Jobber, 2004:15). Put in its simplest form customer satisfaction according Perreault and 
McCarthy (2005:5) is the extent to which a higher education institution fulfils customers’ needs, desires, and 

expectations. According to Pizam and Ellis (1999:326) students’ satisfaction is the leading criterion for 
determining the quality that is actually delivered to students through the product/service and by the 
accompanying servicing; therefore students’ satisfaction is essential for higher education institutions’ survival. 

Customer satisfaction is an essential component for any business or higher education institution who wants to 
survive and make a success in today’s’ competitive environment. The essence of students’ satisfaction is a 
higher education institutions’ ability to meet and exceed its students’ expectations. Taking into consideration the 

above explanation of customer satisfaction, it is important to further discuss and elaborate on aspects of service 
delivery to students at a HEO and student satisfaction.  
 
Service delivery to students at a HEO by Student Advisory Services  
 
According to James (2007: Personal Interview) the student advisory service at a HEO delivers different services 
to students as discussed below. 
Exemptions 

The responsibilities of student advisory services are to manage and audit the administrative process of 
subject exemption and provision for subject status. Also being responsible for exemptions and recognitions to be 
finalized in term of rules and policies as set out by a HEO. Student advisory services also identify exceptions or 
exemptions and refer them to Faculty Executive Committee Meetings (EXCO) when necessary. This section 
also applies quality control in standard correspondence/communication to students and ensures that applications 
are processed and completed in the appropriate time duration (James 2007: Personal Interview).  
 
Enquiries 
Student enquiries are responsible to advise academic staff, parents, employers, and students on a daily basis 
telephonically and personally regarding courses, subject choices, examinations, experiential learning, selection, 
rules and regulations, graduations, exemptions, simultaneous registrations and other relevant information (James 
2007: Personal Interview). 
 
Correspondence/Communication 
The responsibilities for this department are, providing letters and relevant memorandum to students who request 
them, keeping of minutes during meetings and to engage in electronic communication with customers and 
relevant role players. They have to reply to general enquiries/letters in writing and other relevant enquiries 
regarding the functions of the section and department. They issue Certificates of conduct to students who 
request them and assist in simultaneous registrations (James 2007: Personal Interview). 
 
Application of Information Technology 
The technology department facilitates the efficient use of all technologies, e.g. Email, ITS programmes, and 
software packages by relevant service staff. The application of software programmes that relate to operational 
processes of a HEO (James 2007: Personal Interview).  
 
Graduation Ceremonies  
The task of this department is to support staff of the Graduation Ceremonies in matters relating to students 
identified for the issuing of their qualifications. The responsibilities are also involved in solving problems and 
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supplying information with regard to outstanding examination marks and to update academic records of 
students. The graduation department also provides assistance in the Calendar selection task of a HEO as well as 
the compilation of the faculty prospectus. Communication with heads of departments regarding service related 
issues and verify changes made to the core calendar and their approval as well as the incorporation thereof into 
the calendar (James 2007: Personal Interview).  
 
Examination Publications 
The responsibilities of student advisory services, examination publications are to deal with problems and 
enquiries of students and academic staff, and to attend to special exam applications. Their task is to supervise 
the distribution of and receiving of examination scripts to and from examiners and moderators from all the 
campuses; to channel, control, and supervise changes of predicate and examination marks; provide support to 
the data centre as well as support to the monitoring of and submissions of examination marks and publications; 
provide support to the capturing of examination marks and to supervise the re-mark and inspection of 
examination scripts. Evident in the previous discussion, it is vital to make mention of the responsibilities of the 
registrations department at a HEO (James 2007: Personal Interview). 
 
Student Advisory Services’ responsibilities at a HEO 
 
The following discussion is an outline of the responsibilities of staff at student services and the functions and 
tasks performed by student advisory services at a HEO (James 2007: Personal Interview) in delivering services 
to is students. For the purpose of this paper it is important to have an understanding of the various service 
responsibilities of student services of a HEO. 
 
Registration 
The registration department is responsible to advise students on a higher level when subordinates can not 
resolve a problem. This department also has to ensure correct policy application and interpretation during 
student enrolment and assist with and coordinate the management of the registration process of students in the 
various faculties at a HEO. Further, advice is provided on academic structures and all other aspects on student 
registrations to various committees, i.e.: Calendar, Registrations, and Faculty level. The department is also 
involved in and organise the audit process on the curriculum of student registrations, and to manage the process 
of simultaneous registrations and to issues certificates of conduct to those who require them. Lastly assistance is 
provided for late registrations, and the management of applications relating to the exclusion clause, (this applies 
to students who do not adhere to the pass requirements) (James 2007: Personal Interview). 
 
Managerial 
The management department is responsible to maintain the infrastructure for student advisory and other related 
services. The department also provides assistance as well as guide staff with regard to operational processes 
tasks and controls, and provides leadership to reach operational goals. They inform other sections and faculties 
to ensure standardized interpretations of rules and regulations and interpret activities to maintain a general HEO 
image. Lastly, student advisory services provide guidance in ensuring appropriate distribution of functions and 
tasks, and ensure proper relations of staff, as well as being responsible for the corporate client image (James 
2007: Personal Interview).  
 
Management 
The management department of student advisory services is involved in and promotes the empowerment of 
staff, write personal reports as requested by students’ and maintain general office management. To implement 

and maintain process development which includes quality control and also facilitate training of staff. Lastly the 
student advisory services ensure appropriate application and interpretation of statutory and HEO policy and 
qualification structure policies, as well as general rules and regulations (James 2007: Personal Interview). 

 
Aim of the paper 
 
The purpose of this paper is to determine the students service quality expectations and perceptions at a HEO that 
make use of student advisory services.  
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Research Method 
 
Zikmund (2003:4) points out that the type of research methodology is important because the validity and 
reliability of the outcomes of a study depend on the research methodology applied. 
 
Research Problem 
The research problem for this paper is concerned with determining a Higher Education Organisation students’ 

satisfaction with academic service delivery. Etzel, Walker and Stanton (2004:301) suggest that service providers 
must understand two attributes of service quality. In the first instance quality must be defined by the customer, 
not by the producer-seller. In the second instance customers assess service quality by comparing their 
expectations and perceptions of how the service is performed. Regarding this, there are no guarantees that 
expectations will be reasonable or assurance that customer’s perception of performance will be based on 

numerous experiences. 
 
Research Design 
In this study the descriptive research design was used because it is typically guided by an initial hypothesis 
(Churchill, 2001:104), and according to Kinnear & Taylor (1996:132) the descriptive research design represents 
a carefully planned and structured research design. Further, it provides a clear statement of the decision 
problem, specific research objectives and detailed information needs (McDaniel & Gates, 2002:63). A further 
reason for using a descriptive research design in this study is for the reason that it supplies answers to whom, 
what, when, where, and why questions (Hair, Bush & Ortinau; 2000:38).  

A literature review, Internet searches and personal interviews was conducted to investigate the nature of 
service quality and its impact on customer satisfaction. The expectations and perceptions of students regarding 
service quality delivered by student advisory services of a HEO were researched. The secondary data used in the 
study was evaluated to specify the information that was required to answer the research objectives and to enable 
the researchers to assess data quality and its relationship to the research objectives (Hair, et al. 2000:93-95). 
 
Research objective 
The objective of this study is to determine a Higher Education Organisation student’s satisfaction with service 
quality rendered by academic administration services. 
 
Sample Size 
For the purpose of this study registered first, second, third and fourth year students from two campuses were 
selected in the sample to complete the questionnaire. A total of 550 questionnaires were distributed and 380 
questionnaires were received back. Twenty two of the questionnaires were rejected due to incompleteness. A 
total of 364 questionnaires of the 380 questionnaires could be used after editing, giving a 66% response rate. 
 
Measuring Service Quality 
The first section of the measuring instrument obtains information on the demographic information of the 
students. The second section determine students overall satisfaction with regard to services delivered by students 
service department. In the third section the Service Quality Gap Model (SERVQUAL) as develop by 
Parasuraman, Zeithaml and Berry (1998: 14-40) was applied to measure students expectations and perceived 
service quality. Each statement was expressed as an opinion and respondents were asked to indicate the degree 
of expectations and perceived service quality with each statement between very high or very low on a 5-point 
scale (Malhorta, 2004:258; Zikmund, 2003:343 & Churchill, 2001:390). A Cronbach Alpha coefficient was 
determined to measure the internal consistency of the questionnaire (Malhorta, 2004:268). A Cronbach Alpha 
coefficient of 0.869 was obtained that confirm that the measuring instrument is reliable.  
 
Reliability and Assurance 
 
Services marketing excellence is to perform a service consistently and accurately (Berry & Parasuraman, 1991). 
According to studies done on how customers make service quality evaluations have concluded that service 
reliability is the most critical dimension (Berry & Parasuraman, 1991; Berry Zeithaml & Parasuraman; 1988; 
Youssef, Nel & Bovaird, 1996; Sewell, 1997; Jabnoun & Chaker, 2003). Unlike pure goods, pure services are 
co-produced with customers and the production involves more human involvement, it adds greater inherent 
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variability to the service production process. Thus the reliability construct should be treated as very important 
(Grönroos, 1990). Consistent, reliable service quality offers an important benefit to students in as much it limits 
their expectations by reducing the need for and occurrence of service recovery (Berry & Parasuraman, 1991). 

The assurance dimension in SERVQUAL refers to the knowledge and courtesy of employees and their 
ability to inspire trust and confidence when servicing students (Parasuraman et al., 1988:40). The inseparability 
of production and consumption and the co-production of services (Grönroos, 1990:101) imply that the people 

providing the service play a significant role and therefore the perceptions of the assurance dimension will 
influence the overall perceived service quality. Higher Education is a high-involvement service and all contact 
between student service advisory and the students is important and complex (Bansal, 2004:186). This 
interpersonal aspect of Higher Education is also noted by several other authors (Orava & Tuominen, 2002:680). 
The assurance perceived by students can enhance this interpersonal relationship with student service advisory at 
Higher Education Organisations. 
 
Data Analysis 
 
The edited returned questionnaires’ data was captured on a Excel spreadsheet and transformed and analysed by 
using the SPSS (Statistical Package for the Social Sciences, Version 16) statistical software package. Both 
descriptive and inferential statistics was applied in this study. The objective of this study is to determine 
students’ satisfaction regarding service delivery by student services administration with reference to reliability 
and assurance. To best evaluate students’ expectations and perceived performance the Gap Analysis was used as 
presented in Table 1 below.  

In Table 1 the mean scores of expectations and perceived performance for the 7 attributes of reliability 
and assurance of service quality were listed. The mean rating of the students overall expectations score were 
2.24 (on a five-point-scale), indicating that students’ were in agreement on their service quality expectations 
when visiting student services administration. However there was a distinction between the 7 service items and a 
priority of service quality expectations was evident.  

The overall mean score for perceived performances was 3.00 (on a five-point-scale), indicating that 
students have high to very high expectations. Students gave the highest expectations score, also the most 
important where the 5 > M ≥ 2.5, and identify, “Providing service on time”; “Competency in service 

delivery”;  
 

TABLE 1 – THE GAP ANALYSIS BETWEEN STUDENTS EXPECTATIONS AND PERCEIVED PERFORMANCES 
Service dimension 
(Questionnaire item) 

Expectations Perceived 
Performances 

Gap 
Score 

Priority 
Rank 

T-value P-Value 

MEAN (SD) MEAN (SD) 
Reliability 
Providing service on time 
Sincere in problem solving 
Competency in service delivery 
Providing solutions as promised 
Assurance 
Confidence of service staff 
Politeness of service staff 
Knowledge of administrative staff 
  
TOTAL 

2.28 
2.36 (.998) 
2.25 (1.099) 
2.32 (1.072) 
2.20 (1.095) 
2.19 
2.20 (1.106) 
2.26 (1.132) 
2.12 (1.084) 
 
2.24 

3.02 
3.00 (.965) 
3.08 (1.141) 
2.99 (1.092) 
3.02 (1.133) 
2.98 
3.04 (1.084) 
3.02 (1.206) 
2.89 (1.160) 
 
3.00 

 
-0.64 
-0.83 
-0.67 
-0.82 
 
-0.84 
-0.76 
-0.77 
 
 

7 
2 
6 
3 

 
1 
5 
4 
 

 
-.586 
-.670 
-.443 
-.457 

 
-.315 
-.477 
.302 
 

 
.560 
.504 
.658 
.519 

 
.428 
.465 
.372 
 

 
On the other hand students’ gave the midst expectations score of (2.5 >M ≥ 2.2) for “Sincere in 

problem solving”; “Confidence of service staff”; “Providing solutions as promised”; Politeness of service staff. 

Lastly, the students gave the lowest score (2.2 >M ≥ 2.12) for “Knowledge of administrative staff”. From the 
formula Q = E – P, the lower the customer expectations the higher the possibility that service quality will be 
better perceived and vice versa.  

In contrast to expectations of quality service, the mean rating of customers overall perceived 
performance score was 3.00 indicating that in general students perceive the performance by student services 
administration as neither excellent nor bad. There was however a distinction between the 7 perceived services 
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performance items, and a priority of service quality perceptions was evident. Students gave the highest 
perceived performance score (5.0 >M ≥ 3.0) for “Sincere in problem solving”; “Confidence of service staff”; 

“Providing solutions as promised”; “Politeness of service staff”. 
In contrast, students gave the lowest perceived performance score (3.0 > M ≥ 2.8) for “Providing 

service on time”, “Competency in service delivery”, “Prompt response of service encounter”. From the formula 

Q = E – P, the higher a customers perceived performance, the higher the possibility that service quality will be 
better perceived and the higher the customer will be satisfied, and vice versa.  
 
EXAMPLE OF FIVE-POINT SCALE 

EXPECTATIONS PERCEIVED PERFORMANCE 
Very 
high  

High  Neither 
high nor 
low 

Low  Very 
low  

Excellent Good Neither 
excellent 
nor bad 

Bad Very 
bad 

1 2 3 4 5 1 2 3 4 5 
 
TABLE 2 - THE FREQUENCY OF SERVICE RESPONSES FOR THE VARIOUS SERVICE DIMENSIONS 
Service dimension 
(Questionnaire item) 

EXPECTATIONS 
1 2 3 4 5 

Reliable 
Providing service on time 
Sincere in problem solving 
Competency in service delivery 
Providing solutions as promised 

 
72 (20%) 
106 (29%) 
89 (24%) 
118 (32%) 

 
143 (39%) 
123 (34%) 
131 (36%) 
111 (30%) 

 
108 (30%) 
88 (24%) 
102(28%)  
91 (25%) 

 
28 (8%) 
31 (9%) 
23 (6%) 
31 (9%) 

 
13 (4%) 
47 13%) 
19 (5%) 
13(4% 

Assurance 
Confidence of service staff 
Politeness of service staff 
Knowledge of administrative staff 

 
116 (32%) 
108 (30%) 
135 (37%) 

 
120 (33%) 
125 (34%) 
100 (27%) 

 
85 (23%) 
81 (22%) 
88 (24%) 

 
26 (7%) 
30 (8%) 
32 (8%) 

 
17 (5%) 
20 (5%) 
9 (2%) 

 PERCEIVED PERFORMANCE 
1 2 3 5 5 

Reliable 
Providing service on time 
Sincere in problem solving 
Competency in service delivery 
Providing solutions as promised 

 
23 (6%) 
33 (9%) 
33 (9%) 
83 (23%) 

 
79 (21%) 
77 (21%) 
122 (34%) 
78 (21%) 

 
158 (43%) 
129 35%) 
95 (26%) 
153 (42%) 

 
83 (23%) 
21 (78%) 
24 (7%) 
59 (16%) 

 
21 (6%) 
13(47%) 
12(3%) 
41 (11%) 

Assurance 
Confidence of service staff 
Politeness of service staff 
Knowledge of administrative staff 

 
33 (9%) 
47 (13%) 
50 (14%) 

 
71 (20%) 
69 (19%) 
83 (23%) 

 
147 (40%) 
130 36%) 
123 34%) 

 
76 (21%) 
67 (18%) 
74 (20%) 

 
37 (10%) 
51 (14%) 
34 (9%) 

 
Table 2 above reflects the frequencies of service responses of expectations and perceived performance by 

students. The majority of students have high expectations on the topic of “Providing service on time”; “Sincere in 
problem solving”; “Competency in service delivery”; “Providing solutions as promised”; “Confidence of service staff”; 

“Politeness of service staff”, while they have very high expectations concerning “Knowledge of administrative staff” as 

scored on the five-point scale. This is an indication of the importance of the different items of the service dimension to them.  
Contrary to this, the majority students indicate that they perceive the performance of service staff as neither excellent 

nor bad on the topic of “Providing service on time”; “Sincere in problem solving”; “Providing solutions as promised”; 

“Confidence of service staff”; “Politeness of service staff”; “Knowledge of administrative staff”, while they observe 
“Competency in service delivery” as good. 
 

TABLE 3: RANK ORDER MEAN GAP SCORES FOR THE DIMENSIONS OF EXPECTATIONS AND PERCEIVED 
PERFORMANCE. 

Dimension Expectations (E) Perceived Performance (P) Gap Score Rank Cronbach Alpha 
Reliability  2.28  3.02  -0.74  2  .794 
Assurance  2.19  2.98  -0.79  1  .752 
OVERALL  2.24  3.00    
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By comparing expectations and perceived performance to the overall rank order of the Mean Gap 
Scores for the Dimensions of Expectations and Perceived Performance in Table 3 it is clear that expectations 
are higher than perceived performances and that confirms the above discussions. 

From the expectation viewpoint (E), the overall ranking, in descending order of the mean scores, 
relating to the dimensions of expectations of service quality by students visiting the various student services 
departments on different campuses as reflected in Column 2, Table 3 were “Reliability”: “Assurance”.  From 
the perceived performance viewpoint (P) the students scores in descending order, as reflected in Column 3, 
Table 3, were “Reliability”, “Assurance.  

Findings on the assurance service quality in terms of importance and perceive performance varies from 
study to study. In this study it was found that of the two dimensions, reliability and assurance, students have 
relatively high expectations for all the items and it is important to note that “Knowledge of administrative staff” was 
the most important item of the assurance dimension. Similar high expectations for the assurance dimension were 
measured in a study done by Youssef, Nel and Bovaird (1996:17) for NHS hospitals in the West Midlands 
region, UK. It was found that the overall highest expectation was in the assurance dimension.  

 
Conclusion 
 
The Gap score clearly indicate that services on all the dimensions are not up to standard and that there are room 
for improvement. The service expectation rated the highest are “Knowledge of administrative staff”, and the 

other services attributes such as “Attentiveness of service staff”, “Prompt response at service encounter”, 

“Address customers in a pleasant manner”, “Neat appearance of employees”, and “Helpfulness of administrative 
staff” are rated high and is therefore important to students in a HEO. The services rated as the worst are 
“Providing service on time”, “Competency in service delivery”, “Prompt response of service encounter” which 
needs to be addressed by a HEO..  
 
Recommendations 
 
It is recommended that the HEO put training programs in place to improve the service quality to assure prompt 
service to the students.  

The management of higher education organisations must take note of the importance of the reliability 
and assurance dimension in delivering quality service that meet the expectations of students. 
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Abstract 
 
Over the last decades the tertiary sector has developed from a predominantly inwards focussed industry serving 
public interest to an internationalised and commercially competitive industry. Resulting from this fundamental 
change is amongst others a drive to better understand the most prominent dimensions that impact on 
internationalisation, more particularly the expectations and experiences of students.  Although some of these can be 
argued to be country specific and thus differentiate between markets, others are universal and impact on the overall 
industry. One of the latter is a pressure to consider and treat students as clients introducing all the dynamics of 
service delivery and management. This paper considers the service delivery performance of academic institutions in 
South African and Singapore with a particular focus on the marketing and reputation related variables when 
choosing an institution of higher education. The study revealed that the most important consideration for the South 
African sample regarding marketing and reputation related variables when choosing an institution of higher 
education is the academic reputation of the institution, while the marketing activities were regarded as priority by the 
Singaporean sample.  
  
Introduction 
 
Various studies emphasize the tendency of universities referring to their students as customers (Eagle & 
Brennan, 2007; Comm & Mathaisel, 2007; Ho & Hung, 2008).  
Michael (2004) emphasises the vital role of higher education management based on a solid understanding of the 
vital role of higher education and on management thoughts and practices prevalent currently in higher education 
systems in democratised and market environments. The increased level of competition in the education 
environment has led to institutions of higher education employing managerial techniques to improve the 
efficiency and quality of their provisions (Eagle & Brennan, 2007; Palihawadana, 1999) and switch from a 
passive to a more active market approach (Ivy, 2008). Hemsley-Brown and Oplatka (2006:316) emphasizes that 
in the context of increasing competition for home-based and overseas students, higher educational institutions 
now recognizes the need to market themselves in a climate of international competition.   

If universities are to satisfy student's requirements they should be aware of their own offerings and how 
these are perceived in the market place. It is important for institutional policy makers to be aware of the 
influential factors and the associated impact on potential students (Eagle & Brennan, 2007; Moogan and Baron, 
2001:197). This impact also refers to the influence of the product offerings on the overall reputation that a 
institution of higher education build over a period of time (Gotsi & Wilson, 2001). 

In order to maintain students as loyal customers a marketing orientation approach should be followed. 
Various aspects should be taken into consideration. This study will mainly investigate the level of importance of 
some elements of the product offering of two universities, one in South Africa and one in Singapore, to their 
students. The influence of these elements on the overall reputation of the universities will also be investigated.  

 
Marketing practices and reputation in the higher education sector 
 
Flavian, Torres and Guinaliu (2004:366) argue that large numbers of competitors in a global environment are 
constantly attempting to offer something different in their services to distinguish them from competition. Da 
Silva and Batisda (2007:588) are of the opinion that relationships building with customers are crucial for 
surviving. This also includes public organisations. The author points out that the building of corporate reputation 
has become a strategic issue for organisations and it requires a series of organisation changes. The building of 
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reputation requires a strong customer-focused orientation, better performance of an organisations day-to-day 
management and operating activities, more efficient and effective communication with its publics and a greater 
emphasis on recognition. As a result the author emphasized the importance of increasing an organisations image 
that is transmitted to consumers.  Alsop (2004:23) explains that the top managements own reputation affects 
corporate reputation and states that high profile CEO’s like Bill Gates still affects their companies’ image and 

ultimately accountable for reputation.  
The terminology, image and reputation are sometimes confusing and as a result Gotsi and Wilson 

(2001) attempt to define the concept of corporate reputation and identify its relationship with corporate image. It 
is argued that some schools of thoughts however views corporate reputation as synonymous with corporate 
image. It is further pointed out that the reason for the lack of a single common definition for corporate 
reputation (and image) mainly derives from the diversity of relevant studies which explore the construct from 
different disciplinary perspectives. After a long discussion they however supported the idea of a separate but 
interrelated view.  
Gotsi and Wilson (2001:29) came to the conclusion that a corporate reputation is a stakeholders overall 
evaluation of a company over time. The evaluations is based on the stakeholders direct experiences with the 
company and any other form of communications and symbolism that provides information about a companies 
actions and or a comparison with the actions of other leading rivals. The abovementioned clarifies the 
interrelationship between the creation and maintenance of an acceptable corporate reputation and an effective 
corporate communication system with its publics.  

Higher Education Institutions should understand their own offerings and how these are perceived in the 
market place, because it could have important marketing and management implications. Various factors 
influence the choice of potential scholars to study at a specific tertiary institution, including location (Ford, 
Joseph & Joseph, 1999; Roberts & Allen, 1997), reputation of academic quality (Chen & Zimitat, 2006; 
Landrum, Turrisi & Harless, 1998; Ivy, 2001), course specifics, (Ford, Joseph & Joseph, 1999), career 
opportunities (Ford, Joseph & Joseph, 1999; Krone, Gilly, Zeithaml & Lamb, 1981) a safe environment and 
state of the art facilities and offerings (Comm & Mathaisl, 2005). A recent study (2003) by the Human Sciences 
Research Council (HSRC) in South Africa has found that the most important influence upon choice of 
institution is its reputation followed by the geographical location.  The findings on the factors of Higher 
Education Service Quality diverge-such as the factor structure identified by Ford, Joseph and Joseph (1999) 
including academic reputation, career opportunities, programme issues, physical aspects, location, and other. 
Oldfield and Baron (2000) suggest that there are three underlying factors of higher education service quality that 
may appeal to stakeholders namely, requisite elements (encounters which are essential to enable students to 
fulfil their study obligations), acceptable elements (which are desirable but not essential to students) and 
functional elements (which are of a practical or utilitarian nature).  Al these should be communicated with the 
relevant stakeholders in an acceptable manner.   

Bearing in mind all the abovementioned possible attributes that higher education can contribute to 
various stakeholders, Balmer and Greyser (2006:732) state that a key attribute of corporate level-marketing is its 
concern with multiple exchange relationships with multiple stakeholder groups and networks. In addition is the 
importance related to the temporal dimension with there being fidelity not only to present relationships but those 
of the past and those prospective relationships of the future. This includes building societies, co operatives, and 
partnerships.   
 
The Singaporean tertiary education environment 
 
Despite historically having inherited a poorly educated workforce upon independence, the Singapore 
government acknowledged and committed to the potential and development of human resources as main 
foundation of the economy. This translated to an investment in education and vocational trading that has 
consistently been expanded since the 1960s (Sanderson, 2002). Over time the focus has shifted to tertiary 
education with recognition that an educated and skilled workforce is imperative to meet human resource need, 
enforce sound moral values and align Singapore in the face of rapid progress and change (Ministry of 
Information and the Arts, 1998). Traditionally the Singapore government has had a high level of involvement in 
education driven by the strong conviction that education enhances productivity of the labour force.  The 
Singaporean Ministry of Education (2007) reports that the return on tertiary education is higher compared to 
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non-tertiary education. This provides a further drive to meet the shift of the Singaporean economy to higher 
value-added and knowledge activities. 

Singapore, both by necessity as a small, open economy and by design from an outcomes driven 
government has emerged as a unique hub of international education which is likely to challenge the traditional 
western models that have been dominant over the past decades (Sanderson, 2002). The emergence of Singapore 
as an education hub takes place against the backdrop of being conscious to develop a system that is flexible 
enough to cater for different students.  In view of this, the Singaporean education sector is anticipating the 
establishment of up to ten specialised institutions by 2010 (Li, 2006). 

Overall, in a globalised small and open economy like Singapore, sustainable growth pivots around the 
growth potential of human capital.  A conscious positioning in the knowledge and service based industries 
further enhances the role of tertiary education and subsequent interest and investment throughout Singapore 
(Ministry of Education, 2007).  In the international education context, Singapore reflects the traditional stages of 
development.  Under the ‘education as aid’ initiative amongst Commonwealth nations in the 1970s and 1980s 
Singaporean students received scholarships to study inter alia in Australia and the United Kingdom.  In addition 
limited local capacity enhanced the outflow of Singaporean students, Sanderson, 2002).  Over time, the trend of 
Singaporeans study abroad has maintained momentum due to low capacity, high entry requirements and 
government restrictions.  Simultaneously Singapore has developed a market for overseas institutions and foreign 
students to the extent that in 2002 an estimated 11,000 foreign students were enrolled in tertiary education of 
some sort. The attraction for foreign students is that fees are subsidised by the Singaporean government in a 
tuition grant that bonds students to stay and work in Singapore for three years after completing their studies 
(Ministry of Education, 2000).  

International education in Singapore is delivered by local universities or foreign universities through 
either branch campuses or twinning programs with local institutions such as professional bodies.  In 2000 there 
were more than 50 institutions offering tertiary education of which the vast majority was UK and Australian 
based. Interestingly non-Singaporean universities do not require approval to operate in Singapore or to issue 
their qualifications.  The Singaporean government does however issue licenses to local partner institutions to 
retain an involvement with foreign universities (Ziguras, 2003).  More recently the Singapore government has 
targeted high end providers such as INSEAD and the Chicago School of Business to establish a local presence. 
In addition, Curtin University has transformed its presence from an agreement with professional bodies to a full 
blown presence (Curtin University of Technology, 2008). In reaction to this and in line with Singapore’s 

tradition of allowing market forces to dictate sectors, Singaporean institutions are corporatized and operate 
autonomously as not-for-profit public companies predominantly owned by the Singapore government (Li, 
2006).  
 
South African universities 
 
Universities in South Africa have experienced stagnating and declining budgets and simultaneous pressures to 
increase enrolments (Samoff, 2001).  Since the late nineties South African universities have experienced a 
gradual decline in student numbers translating in more choice and increased pressures on service delivery by 
students. Pressures also build up in respect of technological advances and skills with some institutions and staff 
delivering and using sub-standard computer technology (Miji, 2002; Zaaiman, Van der Flier & Thijs, 1998). 

An assessment of the South African education system indicates that individual universities display 
unique sets of characteristics with regard to historical origins, faculty and departmental organisation, human 
resources and student numbers (Cloete & Bunting, 2000).  Each of these in turn contributes to the image and 
reputation of the university.  At the same time all universities are governed by common national regulations 
which imply a level of homogeneity across all players. 

South African Universities like other universities in countries such as the United Kingdom and Australia 
(that have similar educational systems to South Africa) has experienced a dramatic decline in government 
subsidies and an increase in student fees (Palihawadana, 1999; Soutar & Turner, 2002). This is due to various 
changes in the respective environments. In South Africa the decline in funding from subsidies is a direct 
consequence of the trend of falling pass rates (Naidoo, 2003) and subsequently earns less government subsidy.  It 
appears as if tertiary institutions across the globe experiencing increasing market and financial pressures. The 
result has caused institutions of higher education to engage in more competitive educational practices.  
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Given the above background, the effects of competition on institutions of higher education, especially in 
the South African context, can be seen as having far-reaching implications for these institutions. Traditionally, 
Technikons and Universities have competed indirectly, whereas they now compete directly, ostensibly for the 
same market. The impact of technology and the demand for a technologically literate workforce has also created 
a third stream of private educational institutions that not only compete for school-leavers, but also on post-
graduate level. Private providers meeting a specialised demand are often highly responsive and provide 
credentials in areas that the public sector does not (Kruss, 2002). This increased level of competition in the 
education environment has led to institutions of higher education employing managerial techniques to improve 
the efficiency and quality of services (Palihawadana, 1999) and switch from a passive to a more active market 
approach (Naudé & Ivy, 1999). If universities are to satisfy student requirements they must be aware of their 
own offerings and how these are perceived in the market place. Being aware of the influential factors and the 
associated impact on potential students is important for institutional policy makers (Moogan et al., 2001). 
 
Problem statement 
 
Higher education is facing increasingly more challenges on the global arena. As institutions of higher education 
compete for human and financial capital it is equally important to understand and address the demands of 
students and industry. This is even more so as universities increasingly develop an international presence and 
seek to attract international students.  Overall the problem is a lack of information to enable institutions of 
higher education to identify and adhere to students needs in order to attract them from the global market.  
 
Objective of study 
 
The primary objective of this study is to identify the most important service quality variables related to 
marketing and reputation issues when selecting a university in South-Africa and then to compare the outcome 
with Singapore students who are facing similar challenges as emerging economies. A secondary objective is to 
determine whether there are significant differences between South-African and Singaporean students related to 
marketing and reputation issues when deciding on an educational service provider.   
 
Research Methodology 
Conceptualising the purpose of the investigation 
 
In order to achieve the primary objective of the research, the service quality variables related to marketing and 
reputation of higher education when choosing an institution of higher education is investigated.   
 
The following secondary objectives were formulated: 
 To evaluate the expressed levels of importance of South-African and Singaporean students with regard 

to these selected higher education challenges; 
 To determine the existence of significant differences between the South-African and Singaporean 

students with regard to their expressed levels of importance with these variables related to higher 
education.  

Research hypotheses 
 
With regards to the objectives the researchers formulated the following hypotheses: 
 Ho: There exist no significant differences with regard to the importance of the service variables related 

to marketing and reputation of higher education between the South-African and the Singaporean 
samples. 

 Ha: There exist significant differences with regard to the importance of marketing and reputation of 
higher education related service variables between the South-African and Singaporean students. 

 
The sample framework 
A sample of 406 students at the management faculties of a university in South-Africa and a university in 
Singapore were chosen at random. Two hundred and twenty one of the respondents were students from a large 

2032



South-African University while one hundred and eighty five of the respondents were student from a University 
in Singapore. The sample comprised of 42% male and 58% female students. The attitudes of the two student 
samples were tested regarding the importance of pre-identified service quality issues related to marketing and 
reputation of higher education institutions when selecting a specific institution. The list of variables was based 
on extensive literature research and the findings of focus groups consisting of students and lecturers. A summary 
of the composition of the sample is provided in table 1. 
 

TABLE 1: SUMMARY OF SAMPLE CHARACTERISTICS 
 Frequency % 
University   

South Africa 221 54 
Singapore 185 46 

Age   
16-17 years 0 0 
18-19 years 95 23 
20-21 years 96 24 
21-22 years 154 38 

Over 22 years 61 15 
Gender   

Male 171 42 
Female 233 58 

Missing 2 1 
Current Year of Study   

Pre-degree (bridging course/short course) 67 17 
First year 112 28 

Second year 43 11 
Third year 143 35 

Fourth year 37 9 
No. of years enrolled   

1 year 129 32 
2 years 76 19 
3 years 120 30 
4 years 48 9 

5 years and more 26 6 
Missing 7  

 
The measuring instrument and reliability measures 
A structured questionnaire was developed to measure the preferences of students when deciding on a specific 
institution of higher education. For the purpose of this paper only the variables related to marketing and 
reputation are included in the study.  The questionnaire addressed the following issues. 
 

(1) Section A: Biographical information of the students including their location and methods of 
awareness of institutions of higher education.  

(2) Section B: Service quality variables related to marketing and reputation of higher education 
institutions were included to determine the level of importance of these aspects.  

Section A utilised nominal scales whilst a five-point Likert-type scale was used for Section B to 
measure the levels of importance with regards to various higher education related services at two institutions of 
higher education in South-Africa and Singapore. The scales were categorised as 1=very important, 2=important, 
3=not important nor unimportant, 4=not important and 5=not important at all. The inputs for section B was 
gathered through an intensive literature study on the topic as well as focus group discussions with students 
enrolled at institutions of higher education. Only marketing and reputation related issues were selected for the 
purpose of this study. 
 
Data collection and analysis 
The data was gathered and captured by trained field workers over a period of six months during the second 
semester of 2006 and the first semester of 2007. The SPSS version 15.0 statistical package was utilised to 
analyse the data.  For this analysis the Kolmogorov-Smirnov Test was employed based on the assumption that if 

2033



the significant values exceeded 0.5, normality could not be assumed and the researchers had to rely on 
employing non-parametric analysis techniques. As normality could not be assumed after applying the 
Kolmogorov-Smirnov Test the researchers employed the Kruskall Wallis test to test the null hypothesis and the 
alternative hypothesis that there exists no significant difference between the levels of importance between the 
two groups and there exists significant differences between the groups (South-African & Singaporean students).  

An item analysis was carried out to test the validity and the reliability of the questionnaire and an 
overall Cronbach’s alpha of a 0,89 and 0.95 were obtained for the South African sample and Singaporean 
sample respectively.  
 
Findings of the study 
 
Table 2 and 3 provides some interesting results about sources of information relating to institutions of higher 
education of the two sample groups.  

TABLE 2: METHODS OF AWARENESS OF EDUCATIONAL INSTITUTION 

 
How did you become aware of the 
Educational Institution? (You may choose more 
than one option) 

South Africa Singapore 

Frequency % Frequency % 
 Friends 114 51 66 35 

 Media, press, radio, TV 44 
20 

41 22 
 Family member 82 37 25 14 

 The institution it self 56 
25 

39 21 

 Teachers 53 
24 

21 11 

 Other 4 2 14 8 
 

Both sample groups has indicated that the biggest source of information related to institutions of higher 
education is their friends. Family members are also an important source of information by the South African 
sample while the media and press tend to be second most important source of information for the Singaporean 
sample. 

 
TABLE 3: PERSONS KNOWN THAT ENROLLED AT AN INSTITUTION OF HIGHER EDUCATION 

 

Indicate who of the following people (familiar 
to you) has enrolled at a Higher Education 
Institution. (You may choose more than one 
option) 

South Africa Singapore 

Frequency % Frequency % 
 No one 19 9 56 30 

 Parent / Guardian 59 27 27 15 

 Brothers or sisters  115 52 39 21 

 Close friend 128 58 67 36 

 Other 25 11 6 3 
 
Table three indicates that the majority of both sample groups has indicated that a close friend has enrolled at a 
institution of higher education prior to their enrolment.  
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TABLE 4: LEVEL OF IMPORTANCE OF REPUTATION AND MARKETING WHEN CHOOSING AN 
EDUCATIONAL INSTITUTION 

Image and marketing of institution Singapore South Africa  
Item Item wording Mean SD Mean SD Results of hypothesis test 

V88 
Academic reputation of 
institution 

1.76 
3 

 
1.98 

1.54 
1 

0.92 
df = 1 
p-value = 0.1280 
Conclusions: Ho accepted  

V89 
Sport reputation of 
institution 

3.20 
9 

1.32 
2.83 

9 
1.26 

df = 1 
p-value = 0.0188 
Conclusions: Ho rejected  

V91 
Academic reputation of 
faculty 

1.84 
5 

1.97 
1.63 

2 
1.01 

df = 1 
p-value = 0.0069 
Conclusions: Ho accepted  

V92 
Reputation of lecturers at 
institution 

1.77 
4 

1.87 
1.74 

4 
0.94 

df = 1 
p-value = 0.9230 
Conclusions: Ho accepted  

v93 
Availability of 
information about 
faculty 

1.81 
4 

1.74 
1.77 

5 
1.01 

df = 1 
p-value = 0.1595 
Conclusions: Ho accepted  

v94 
Marketing activities of 
Institution 

1.64 
1 

1.84 
2.02 

8 
1.14 

df = 1 
p-value = 0.0001 
Conclusions: Ho rejected  

v95 Scholarships available 
2.39 

7 
1.15 

1.97 
7 

1.22 
df = 1 
p-value = 0.0073 
Conclusions: Ho rejected  

v103 
Reputation of study 
program 

1.75 
2 

1.72 
1.73 

3 
0.91 

df = 1 
p-value = 0.8227 
Conclusions: Ho accepted  

v112 
Career Advisors (of 
institution) accessible 
and informed 

 
2.14 

6 
 

0.82 
1.89 

6 
1.07 

df = 1 
p-value = 0.0024 
Conclusions: Ho accepted  

 
According to table 4 the most important variable in the image and marketing category for South 

African respondents when choosing an educational institution was the academic reputation of the institution. 
This variable was rated third by the Singaporean sample. Although no significant differences between the two 
samples were measured, the South African sample regarded this variable as more important compared to the 
Singaporean sample and a higher level of consensus was also measured for the latter sample.  

The academic reputation of the faculty was rated as second most important variable by the South 
African sample and in fifth position by the Singaporean sample. Significant differences were measured between 
the two sample groups. The South African sample  rated it significantly more important compared to their 
Singaporean counterparts.   The reputation of the study program was rated third most important variable in this 
category by the South African sample. Although the Singaporean sample rated it second most important 
position, no significant differences were measured between the two sample groups.  

The variable that was rated in last position in terms of importance in the image and marketing category 
is the sport reputation of the institution. Both samples rated it in ninth position and no significant differences 
were measured between the two groups.  
 
Conclusions and recommendations 
 
It is clear from the findings that the reputation and marketing activities of the two respective institutions are 
relatively important in the reputation and marketing category with a few exceptions related to some variables 
such as the sport reputation of the institution. The two samples showed remarkable resemblance and will be 
treated in general. The Ho is accepted as no significant differences between the two sample groups were 
detected. It is important that both institutions should pay special attention to attending to its institutional 
reputation and establish it to an acceptable level. This includes involvement in a variety of community service 
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projects and assuring its effectiveness. This may include ensuring that partnerships between the institution and 
the industry exist. This relationship should include responding to the training needs of the industry and offer 
courses in line with the needs. Institutional partnerships with the industry are also of importance where joint 
attempts are attempted to solve problems of mutual interest. Cross department integration should be facilitated 
in order to contribute to the enhancement of an acceptable reputation of the institution in general. Seamless 
capabilities should be developed in order to engage in public opportunities and to improve satisfaction with 
regards to services offered. According to Da Silva and Batisda (2007:604) the greatest challenge of a customer 
relationship management system in order to enhance a company’s reputation (through satisfied stakeholders) is 

the integration of technological resources across all sorts of media and channels of interaction. This should 
however be preceded by sound and well thought business perspectives that addresses all activities that may have 
an impact on overall satisfaction.  
Faculty related reputation challenges that include the reputation of the lecturers and the reputation of the 
academic programs offered were also rated relatively important providing an indication that maintaining the 
overall reputation of the institution should be prioritised and displayed to all the key stakeholders particularly 
students and end-users of graduates. The overall reputation of the institution is consequently regarded as high 
priority area to be addressed in the management strategy. This will ensure that the most promising 
students/employers are attracted. Building and maintaining a good reputation could be done by implementing 
high quality training of international acceptable standards. International partnerships in training should be high 
on the agenda and should be emphasised in internal and external communications with employees and alumni. 
The importance and power of word of mouth communication should not be under estimated as the findings 
revealed that friends and family were regarded as the biggest source of academic information. Academic 
institutions’ active involvement in research of highly acceptable standard will ensure a good national and 

international academic standing and hence facilitate these countries developments and competitiveness 
regionally and beyond. 

It is clear that these finding should be followed up by a study investigating the perceived performance 
of the institutions. The findings of such a study should be incorporated into a strategy to address issues of 
concern and to take corrective action in order to enhance satisfaction levels of customers (students). It is clear 
that friends, family and the media have been regarded as main sources of information that that needs to be taken 
in account when making decisions regarding corporate affairs.  

The recreational amenities of the institutions have been rated least important and significant differences 
exist between the two sample groups with Singaporeans rated it significantly less important compared to the 
South African sample. Because a significant number of senior students were involved in the survey it may be 
concluded that at this phase of their academic career, it is agreed upon that academic issues are more important 
than the extramural activities although a balance should be maintained in life in general. 
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Abstract 
 
This paper analyzes the impact of ethnic background among U. S. women on their selection of technical studies at the 
tertiary level. The 1979 National Longitudinal Survey of Youth provided the data for this analysis. Results suggest 
that ethnic background as determined by household language spoken is unrelated to women’s choice of technical 
studies at university level. 
 

1. Introduction 
 
It is well known that there are significant gender disparities in enrollment in scientific and technical 
undergraduate programs in the United States. The evidence for this is available through statistics collected by 
the U.S. Department of Education for undergraduate degrees conferred in 2005-2006. While the overall 
female/male ratio of degrees conferred is 1.35: 1, clearly favoring females, the ratio flips dramatically when it 
comes to engineering. Males got engineering degrees in the ratio of 4.15:1 compared to females. To be fair, the 
United States is not unique in this regard as gender plays a role in occupational distributions throughout the 
world, even in advanced liberal economies such as Sweden’s. These occupations are of course not the only 
instances where there is a disparity between the two sexes in terms of their employment. For example, in the 
construction and maintenance trades most occupations include just a small percent of women. There are many 
explanations for why occupations are not equally populated by males and females, ranging from outright 
invidious discrimination to more benign causes such as women’s roles in child bearing and rearing. This project 
does not aim to offer a general explanation for why the distribution of women in occupations differs from that of 
men. But, aside from employer discrimination it is possible that family background variables and personality 
differences between young men and women play a role in making scientific/technical education and careers less 
attractive to women. We explore this in the current research. 

What we also know for sure is that certain ethnic groups seem to be particularly prone to seeking 
scientific and technical occupations. Again, the Department of Education 2005-2006 provides data on several 
broad ethnicity categories and the rates at which they receive undergraduate degrees in specific fields. These 
data show that Asia-Pacific ethnicity is associated with a disproportionate enrollment in education programs 
leading to scientific and engineering professions. While 4.2 percent of white Americans getting degrees received 
them in engineering, some 8.9 percent of Asia-Pacific students received them, more than twice the rate of white 
peers. Data such as these raise a question about what there is in Asian cultures that leads to this propensity to 
acquire engineering skills. It needs to be added that the U.S. is not the only country where scientific and 
technical education choices vary with ethnic backgrounds. Similar findings have been reported for the UK 
(Kukhareva, et al.) 

What has been studied rather less than gender and ethnic choices in education is the possible 
interaction between these factors. We are interested in investigating whether the ethnic backgrounds of young 
men and women predispose them to enter into scientific/technical occupations at different rates. The statistical 
evidence for an interaction is clear, again using the Department of Education compilation of undergraduate 
degrees. These data show a significant empirical correlation between gender and ethnicity on the choice of 
technical and scientific studies. While only 1.3 percent of white American women obtain engineering degrees 
and 8.1 percent of white American males 3.9% of Asia-Pacific women received engineering degrees and almost 
15% of Asia-Pacific males got them. Looking at the data from a different perspective we find that white females 
were about 17.1% of the engineering degrees obtained by whites, but females accounted for almost 25% of 
Asia-Pacific engineering degrees. Asia-Pacific women are more likely than their Anglo peers to pursue technical 
careers. To the extent that ethnic background is important in determining occupational choices it is possible that 
some portion of the overall deficit might be due to family background as opposed to employer discrimination. 
This background might or might not be related to child rearing practices or to some other factor such as self-
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control and self-esteem that comes with certain ethnic groups. Why is there an interaction? This paper is 
devoted to exploring variables that seem relevant to explaining the observed differences in majors. 

The work cited above by Kukhareva and her colleagues with immigrant populations in East Anglia 
suggest that some Asian populations actively discourage college attendance by their young women, although 
there is no evidence that they present suggesting that particular majors be selectively targeted. However, since 
science and technical programs often require greater durations of commitment, it is a plausible hypothesis that 
they would be prone to more parental disfavor than programs of shorter duration. It is also plausible that in 
cultures where contact between young men and women is frowned upon, that majors such as education that 
were strongly female sex-typed would be more popular. 

We are not aware of a large significant body of previous research that has addressed specifically the 
motivations of young people in education program choices and the role of family background variables, 
although there have been some investigations of immigrants to the UK that are relevant. Hernandez-Martinez 
and colleagues (Hernandez-Martinez, et al) conducted some ethnographic work on motivations among these 
populations in the UK and itemizes four motivation constellations. These included: (1) Instrumental motives, 
meaning money, reputation, etc., (2) Satisfying personal interests in the field, (3) fantasies about future 
employment in exotic or unusual activities, and (4) linkages with other interests in which the target educational 
program supported some other aspiration. In discussing these motives, these researchers suggest that behind 
several of the motives stood a family whose approbation was a major consideration in modulating the strength 
of the motive. Many of the students they interviewed referred often to ―mum’‖ or ―dad’s‖ happiness or 

disappointment at the choices they made. It seems a short step from this to hypothesize that if parents have 
different aspirations for their children depending on gender they will reward their children accordingly. If sub-
group ethnic cultural norms prevail, then we should expect to see differences in college attendance and possibly, 
at a finer grained level, differences among genders in their choice of education programs. 

In the research reported here, we start by asking whether or not there are differences between genders 
in the aspirations of for a higher education. We look for differences that are correlated with languages spoken in 
the home when the young person was a child. We use language differences as a measure of the ethnicity of the 
respondent. We then investigate whether young people actually enroll in a higher education program and 
whether gender and ethnicity are related to enrollment. We show that there is a strong correlation between 
expectations of receiving tertiary education and actually enrolling in these programs. Finally, we look to see 
whether or not there is a relationship between enrollment rates in scientific and technical programs and the 
student’s gender and ethnicity.  

 
2. The National Longitudinal Surveys of Youth 
 
For a number of years now the U. S. Department of Labor has sponsored a series of longitudinal surveys of 
Americans. Two of these surveys are relevant to our research: The 1979 NLSY and the 1997 NLSY. This report 
will focus on the 1979 data set, with a subsequent addendum that will cover findings from the 1997 project. The 
1979 survey consisted of a probability sample of 12,686 American students whose average age put them in the 
10th grade. The sample is still being followed, although attrition from various causes has reduced the group to 
about half its original size. The period we focus on is the period from 1979 to 1988, the period over which the 
preponderance of the sample completed high school and, if so choosing, enrolling in and completing a four year 
program.  
 
3. Data Analysis Methods  
Our analysis of the NLSY79 followed the pattern described above. 
1.  Variables. 
a.  Controls. 
We included the following control variables taken from the NLSY file. 
-Father’s highest grade achieved 
-Mother’s highest grade achieved 
-Armed Forces Qualification Test (AFQT) results. 
-Family income in 1979 
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Family income and parent’s academic achievements control for socioeconomic status. This is known to 
be an important determinant of academic aspirations. The AFQT was administered as a set of ten achievement 
tests (Armed Services Vocational Aptitude Battery) in specific skills such as word knowledge and arithmetic 
reasoning to virtually all the 1979 sample respondents. The AFQT was constructed as a summary score of the 10 
ASVAB scales. These data are not self-reports; they are the results of taking the AFQT test itself at the time the 
respondent entered the sample in 1979. It is an excellent predictor of a variety of intellectual skills and thus 
controls for raw talent independent of motivational and personality attributes. We used the AFQT as a predictor 
in several of the regressions reported below, and we also cross-checked some of our findings using the 
individual ASVAB scales. 

 
b. Independent variables 

The main independent variables we investigated included (1) the student’s gender as reported to the 

interviewer, (2) the student’s race (as assessed by the interviewer during the student interview) and (3) the 
student’s reports of the language spoken in the household when they were a child, and (4) two personality 
variables plus a family attitude variable we discuss next.  

We used the students’ reports of another language being spoken in the household during childhood as 
the indicator for ethnicity. There are clear limitations to this variable as an indicator. For one, we do not know 
what the relationship of the child was to the speaker, nor for that matter, how pervasive the use of another 
language was, or for how long. Another serious limitation is the specificity of the 1979 dataset as to which 
languages were spoken. Spanish was the predominant language, followed by French, German, and then a catch-
all called ―Other‖ and not further classified. To further reduce the statistical power of our analyses, the sample 
size was small for all categories except Spanish. Precise numbers were these: Spanish, 1873; French, 117; 
German, 108; Other, 565; and the remainder, 9894, were classified as English-speaking.  

The personality variables we extracted were Rotter’s measures of locus of control. These consisted of a 
set of statements that purport to measure the extent to which each student respondent felt that he or she was in 
control of their destiny rather than their selves. The second measure was a measure of self esteem created 
originally by Rosenberg. We factored analyzed the self esteem data using Principal Components and Varimax 
rotation and extracted two factors—F1 and F2 as additional predictor variables. The raw self esteem items are 
Likert-style agreement/disagreement scales with statements such as ―I feel I do not have much to be proud of‖, 

or ―I am a person of worth‖. The final battery of items dealt with an interesting hypothetical situation, namely, 
how the most influential person in their lives would view certain behaviors. Those behaviors had to do with 
choosing actions that were loyal to the family or pursued self interests. We also factor analyzed these data and 
created and identified two very clear dimensions, PF1 and PF2. High scores on PF1 indicate that the young 
person thought that their influential relative would approve of them pursuing an education; PF2 high scores 
meant that the young person thought that approval would be won by having children and remaining close to 
parents. 

 
c. Dependent variables. 

We extracted the choice of college major that the subset of students attending college chose from the 
NLSY files was. The 1979 interview contains 25 summary major groups, each containing detailed 
classifications of seven to more than fifty-five college major disciplines. For example, within the engineering 
category there are 26 sub-disciplines listed and for physical sciences there are 23. Because of the fine-grained 
nature of the major categories and the number of respondents (approximately 2400) who attended college, our 
analysis was conducted on the students’ data as aggregated at the summary level. We combined the categories 
for engineering, architecture, biology, physical science, and mathematics, into a single category (―tech‖) and this 

became the focus of the analysis of gender and ethnicity. We view this as a major deficiency in the study 
because Census data indicate that gender disparities in college major enrollment tend to be clustered in fairly 
restricted categories, We will say more about this later in the paper. For now, we simply point out that the 
broad-brush categories we used tend to blur and reduce the differences in gender enrollments. 

A deficiency of the NLSY79 data is that not all those who chose to matriculate were measured at the 
same point in time or the same number of times. Further complicating this measure was the fact that some 
students changed their majors and not all changes were recorded for every student. We settled for a much cruder 
measure. If a student indicated they had chosen a major on at least one occasion over the period from 1979 to 
1998, we used that major as the single defining major. Further work could improve the precision of this variable. 
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We also extracted information on the remaining two dependent variables reported here. These 
extractions were more straightforward: the number of years of education the student expected to attain as 
reported in 1979 and also, beginning in 1979 and through 1988 we tracked whether the student had ever enrolled 
in a course of higher education. Out of about 8300 students who were in the sample frame, 4800 did attend 
college or university. 

 
2. Statistical Procedures. 

Expectations for the highest grade to be achieved can be treated as ordinal data and the univariate 
analysis of variance is an appropriate statistical method. Actual enrollment in college and enrollment 
specifically in technical fields are both multinomial variables and hence more appropriately analyzed using a 
method such as logits or probits that is tailored to discrete response data. For reasons of convenience we treated 
the two discrete data sets as if they were continuous variates and applied univariate analysis of variance to them 
as well. The analysis package we used was Version 16 of SPSS. 

 
4. Results 
We discuss our findings in the same sequence as the questions motivating them were presented earlier. The 
sequence tracks the logical sequence in which students would make their matriculation decisions. This model 
sequence envisions students in 1979 first deciding on the level of education they would like to achieve and in 
which they are prepared to invest time and effort. The enrollment decision itself comes next; some who aspired 
to higher education in 1979 may not actually follow through and commit themselves to a university or college. 
Predictors of expectations may not turn out to be predictors of matriculation. Matriculation gives way to a 
particular choice of major, which, as we know from the data as well as personal experience, may not be stable as 
students change interests during the course of their educations. One missing piece of information in the NLSY79 
survey is the 1979 expectation students had of which majors they might actually choose. With this in mind, we 
turn next to our findings. 
 
1. What factors are significant in determining level of education aspiration? In particular, is ethnic background 

a correlate of level of aspiration? 
We performed a univariate analysis of variance on the highest grade the NLSY79 students expected to 

attain. These results are shown in Table 4. Examination of the table shows that our socioeconomic controls for 
parents’ educations, family income, and the AFQT scores were all highly significant predictors of education 

level aspirations. None of the relationships is at all out of keeping with usual findings. Children from homes 
with more educated parents tend to have higher level aspirations, as do those with greater family incomes, and 
higher academic achievement scores (AFQT). 

Controls for race showed the expected (because frequently observed) results that children of color were 
likely to think they would complete fewer grades than others. However, young women believed that they would 
go as far in school as sampled young men did.  

More interesting are the target variables motivating the study. First, there are no differences between 
young women and young men in education level aspirations. This is consonant with known enrollment data for 
the 1979 period. Second, the Rotter locus of control—labeled ExtCntl—and the two measures of self esteem are 
also significantly related to expectations of attainment and in directions one might expect. Greater internal locus 
and greater positive feelings about the self are significant predictors of attainment expectations. The two 
measures of family loyalty/academic achievement are not related. This suggests that considerations of family 
impacts in terms of staying close to parents and having children of their own are not related to what influential 
family members say to students as far as aspirations are concerned. 

We examined the relationship between language spoken at home—ethnicity—and attainment 
expectations in a bit more detail. The results of a series of post-hoc statistical comparisons were quite clear. 
Spanish spoken at home was a significant predictor of lowered educational aspirations compared to all the other 
four ethnic groups. French ethnics had higher aspirations than Spanish ethnics and also English-speakers, but 
did not differ from German or ―Other‖ ethnics, and all the rest were not distinguishable from each other but 

were significantly higher than the Spanish ethnics. 
As indicated in Table 1, household language did not interact with the gender of the young person in 

affecting educational attainment expectations. 
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2. Are education aspiration levels related to enrollment in higher education? Again, the more specific question 
of interest in this paper is whether ethnic background translates systematically into enrollment. 

We checked to see if education aspiration level was a good predictor of actual college enrollment, and 
the answer is that it is indeed. Those who aspired to higher grades than high school actually did enroll in college 
in greater numbers than those with lower attainment expectations. We performed a number of exploratory 
univariate models of college enrollment using various combinations of our independent variables and controls. 
In the finish, however, the most parsimonious model we created had just four predictors of college enrollment: 
The highest grade expected, family income in 1979, the AFQT score, and the race of the respondent. More 
complicated models that included the ethnicity of the family, mothers’ and fathers’ highest grades, and the three 

personality variables were no better at predicting college attendance. The r-square for the simple model was 
.412 with 5242 degrees of freedom. We show the regression coefficients for this model in Table 2. 

The results of this portion of the analysis were disappointing. Family ethnicity proved not to be a 
predictor of college enrollment beyond its explanatory power in determining the expectation of attending 
college. The previous analysis showed that students from Spanish speaking backgrounds expected to go through 
less formal education than those from other ethnic backgrounds. Once this effect is embedded in their 
expectations it turns out not to have any additional impact on actual enrollment.  

Gender did not have any impact on college enrollment either. This is actually consistent with known 
enrollment data at that time—men and women in 1979 were enrolling at approximately equal rates. So, our 
finding here is consistent with reality. There was not any interaction between ethnicity and gender in the 
enrollment data, not surprising since there was no main effect for either of the variables. 

 
3. Is the choice of a technical college major related to ethnic background? What other factors besides ethnic 

background appear to be related to the choice of a technical major rather than some other major? 
The short answer to the first question is ―no, there is no relationship between gender and ethnicity on 

the choice of a technical major‖ in our 1979 data set. The answer to the second question is that of all the controls 
and independent variables only AFQT was a significant predictor of choosing a technical major. We performed 
a number of analyses to make sure we had not overlooked any relationships between technical major choice and 
our other variables and found nothing. 

 
5. Conclusion 
 
When the young men and women of the NLSY79 were asked to estimate how many grades they would attain in 
their education their answers were affected by their race and socioeconomic circumstances, with white children 
having expectations of more years in school than blacks, and kids in families with higher socioeconomic status 
similarly sharing expectations of longer schooling. Achievement test scores were also significant predictors of 
schooling, and in the way one would expect. Higher achievement on the AFQT went hand-in-hand with elevated 
expectations of how many grades a student expected to complete. Our personality variables and beliefs about 
what is expected of them by influential relatives also were significant predictors of expected schooling duration.  

Most of these variables fall away as important predictors of enrollment. What we observed was that 
only the highest grade expected, family income, AFQT, and race were significant predictors, among the 
independent variables we selected for study, of actual enrollment. Ethnicity no longer played any role as a 
predictor.  

Going a step further, our results indicate that the ethnicity of U.S. women is not related to their choice 
of a technical education at the university level. We measured ethnicity by the language spoken in the household 
of children appearing in the 1979 NLSY. We used data on college majors collected in the NLSY to assign 
sample members to technical studies. These included physical sciences, architecture, engineering, computer 
science, mathematics, and physical sciences such as chemistry. A limitation of these data is the relatively small 
number of women who came from a family in which some other language than English was spoken when they 
were children. A second limitation of the sample was the small number languages we could identify specifically, 
Spanish being the predominant language, followed by French and German. A group of ―other languages‖ was 

not broken into smaller categories.  
The fact that non-Anglo backgrounds did not figure in the choice of an education in the ―hard 

sciences‖, and engineering, or math is at odds with popular stereotypes is interesting and begs an explanation. 
One possibility is that many of the ethnic women who are observed studying in technical fields are actually 
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international students destined to return to their homelands after acquiring a U. S. education. Another possibility 
that is testable is that there is a ―first generation American‖ effect. This means that it is generally only the 
children of immigrants who choose technical fields. Children whose grandparents or collateral relatives speak 
non-Anglo languages may not be disposed to technical studies in greater numbers than American women from 
homes whose ethnic roots are in a much more distant past. 

The analysis also showed that 1979 NLSY women, regardless of ethnic background, were no less likely 
to study technical fields than men. This is in striking disagreement with occupational data from the U. S. 
employed adult population. The only explanation for this disparity between employment and university 
enrollment is that women in technical fields tend to drop out with much greater frequency than men. Those who 
are concerned with women’s place in the workforce need to be aware that programs aimed at pushing women 

towards technical studies as a method for increasing women’s occupational participation in technical fields are 

probably not applying their energies efficiently. The more direct approach to increasing women’s labor force 

participation in technical occupations is to deal with entry and retention of women in these fields following an 
education in these fields. 
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Appendix 
 

TABLE 1: TESTS OF BETWEEN-SUBJECTS EFFECTS 

Source Type III Sum of Squares df 
Mean 

Square F Sig. 

Corrected Model 5748.86 34 169.084 52.098 0 

Intercept 2519.402 1 2519.402 776.269 0 

MomHGrd 123.623 1 123.623 38.09 0 

DadHGrd 147.547 1 147.547 45.462 0 

FamInc79 50.761 1 50.761 15.64 0 

AFQT 1761.681 1 1761.681 542.802 0 

ExtCntrl 40.959 1 40.959 12.62 0 

selfE80F1 48.72 1 48.72 15.011 0 

selfE80F2 30.711 1 30.711 9.463 0.002 

InfluPF1 1.27 1 1.27 0.391 0.532 

influPF2 3.984 1 3.984 1.228 0.268 

Sex 3.869 1 3.869 1.192 0.275 

HHLang 210.868 4 52.717 16.243 0 

Race 102.736 2 51.368 15.827 0 

Sex * HHLang 3.681 4 0.92 0.284 0.889 

Sex * Race 11.126 2 5.563 1.714 0.18 

HHLang * Race 60.073 6 10.012 3.085 0.005 

Sex * HHLang * Race 14.429 6 2.405 0.741 0.617 

Error 10096.843 3111 3.246 
  Total 614396 3146 

   Corrected Total 15845.702 3145 
   R Squared = .363 (Adjusted R Squared = .356) 

     
 

TABLE 2: TESTS OF BETWEEN-SUBJECTS EFFECTS 

Source Type III Sum of Squares df 
Mean 

Square F Sig. 

Corrected Model 539.956 5 107.991 733.917 0 

Intercept 121.23 1 121.23 823.887 0 

HGrdEx79 156.93 1 156.93 1066.507 0 

FamInc79 4.788 1 4.788 32.537 0 

AFQT 66.243 1 66.243 450.191 0 

Race 7.453 2 3.726 25.324 0 

Error 770.592 5237 0.147 
  Total 2589 5243 

   Corrected Total 1310.549 5242 
   R Squared = .412 (Adjusted R Squared = .411) 
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Abstract 
 

The industry is an important component of the regional economy and it is a pillar of the national economy. The 
shift-share regards the regional economies change as a dynamic process. Because the Xinjiang province has the rich 
natural resource, its industry's development will play the important role in the national industry. In this paper we 
uses shift - share analysis to evaluate the development of some total output value big profession of industry in 
Xinjiang and compares them with the development of the national. And we analysis the internal problems of the 
industry in Xinjiang province from the structure and competitiveness to determine which one is important in 
Xinjiang province. Then we put forward some feasible suggestions for Xinjiang industry health, fast and Sustainable 
development with a view of reality. 
Key words: industry; shift - share analysis; structure; competitiveness 
 
Breaking the thought of regarding the Xinjiang province as the region on the brink of China's economy in the 
long-term, we will build a economy circle taking Xinjiang as centre area. From the perspective of Xinjiang's 
strategic position and function of building area, the Xinjiang strategic position and the area place function have 
deep significance to China's economy. From this visual angle, Xinjiang will be the centre of Xinjiang's 
economic circle and encircled by the Xinjiang economy circle, which area location is very important. 

Industry is not only the basis of the national economy, but also the country strength and international 
competitiveness embodies. So, all countries in the world are pushing forward development of industry 
unceasingly. In recent years, Xinjiang based on self-condition, exploiting and making use of advantage resource, 
developing industry, had achieved marked result which was the formation of industry system such as 
petrochemical, food, textile, metallurgy, non-ferrous metal and so on. However, at present as the center in 
Xinjiang's economic circle, how is its industrial structure of Xinjiang? How competitive is it? At this point, 
using “shift-share Analysis”(SSA) in this paper, on the basis of Xinjiang industry current situation, we will make 
scientific evaluation in order to determine the industries department which having the most potential and the 
most competitive advantage in the future of Xinjiang. 
 
1. SSA law economy measures the model mechanism 
 
1.1 The basic principle 
Applying the Shift-Share Analysis (Shift-Share Analysis), we take the regional economies change as a dynamic 
process, where the country’s economic development as frame of reference. We divide the economic outputs in 
the observing period into three components, namely, the share of weight, weight deviation of the industrial 
structure and weight deviation of the competitiveness. From this we can explain the reasons that regional 
economies develops and declines, evaluate regional economies structure strong or weak and superior or inferior 
with oneself competition, find out some areas having the branches which have the relative competitive 
advantage and then we can ascertain future economic growth of area rational direction and the industrial 
restructuring principle.  
 
1.2 The model 
 
The fundamental studying thought of SSA is that compare the region’s industrial structure to the national’s 

during the period of the plan in order to find out the advantages and problems in the industrial structure of 
regional economic development. It is assumed that, after time [t, T] the region i and the country's total economic 
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output and structure were changed. Assume that bi,t in case that base period area the General scale of i area , the 
total economic size of the reporting period for bi,T, at the same time, according to some certain rules, we classify 
regional economies into n industries department, respectively bi,j, t, bi,j, T (j = 1,2,3 ---- n) said the first i-j-based 
industries in the sector and the size of the reporting period.  

And Bt, BT said the region's or country in the region during the base period with the corresponding 
period the total economic scale, with Bj,t and Bj,T said in the national or regional base period with a view to the 
first report of the j industrial scale. 
I is any industry department in the region, in the period the change rate:  

 

J departments of the country in the period of [t, T], the change rate: 

 
After using the whole nation share taken up by every departments to area i any departments j scale sector sector, 
we get the size of the available indicators: 

 
In this way, in the period of [t, T]the growth Gi,j of area i departments j can be broken down into Ni,j, Pi,j, Di,j of 
the three components which can be expressed as: 
Gij = Nij + Pij + Dij (4) 
Nij = bij * Rij (5) 
Pij =(bij，t - bij)* Rj (6) 
Dij = bij，t *(rij - Rj) (7) 

Among them, The share component Ni,j who represents the whole nation balanced growth effect, 
referring to the standardization of the region's industrial sector come into being changes in accordance with the 
national average growth rate of development; Weight deviation of the industrial structure Pi,j represents the 
effect of the industrial structure, referring to the difference between the proportion of area industrial department 
and the whole nation’s arouses the deviation that the relative growth compare to the whole nation’s standard. It 
is assumed that growth rate in the region is consistent with average increment speed of the whole nation, 
separately analyzing the impact and contribution of structure of the sector over economic growth. The value of 
Pi,j is greater, the contribution by branch structure is greater; Weight deviation of the Competitiveness Di,j on 
behalf of the effect that national and regional departments of the same growth rate caused by different bias, 
reflecting the having reflected area relative competitiveness to the whole nation .The value of Di,j is greater, the 
effect caused by the competitiveness of regional department is greater. 

 
2. Analysis of industrial development in Xinjiang 
 
2.1 Xinjiang-related industry standards for data collection and processing 
In accordance with industry standards promulgated by the State, Xinjiang has almost all the industrial sectors. In 
order to make the focal points stand out, we in this article have been selected more than 14 industries which 
output value in 2001 Beyond one billion in Xinjiang, including: Coal exploits and washing industry, oil and 
natural gas exploiting industry, Agricultural and sideline products processing industry, Food manufacturing, 
Beverage manufacturing industry, Textile Industry, Oil processing and coking industry, Chemical materials and 
chemical products industry, Plastic products industry, Non-metallic mineral products industry, Ferrous metal 
smelting and rolling processing industry, Non-ferrous metal smelting and rolling processing industry, Electrical 
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machinery and equipment manufacturing industry, Electricity, heat production and supply industry and so on. 
This study takes gross output value as Positive target, takes the whole nation as background, which choosing the 
period for analyzing is a fixed number of years is that the span is 5 years from 2001 to 2005. This article used 
data from the China Statistics Press in 2002 and Xinjiang Statistical Yearbook published in 2006 and the China 
Statistical Yearbook. 

TABLE 1: XINJIANG AND THE WHOLE NATION INDUSTRY REACH AND THE RELATED TOTAL INDEX 
UNIT: (HUNDRED MILLION ARE BASIC) 

 Analysis of index 
Industry department bij，t bij，T Bj，t Bj，T 
Total  1313.50 3104.41 95448.98 251619.50 
Coal exploiting and washing industry 15.16 26.93 1531.28 5722.77 
Oil and natural gas exploiting industry 258.05 783.68 2780.05 6286.27 
Agricultural and sideline products processing industry 42.25 74.81 4097.88 10614.95 
Food manufacturing 11.76 30.88 1627.7 3779.39 
Beverage manufacturing industry 15.02 20.29 1824.34 3089.27 
Textile Industry 55.01 63.92 5621.56 12671.65 
Oil processing and coking industry 215.14 498.3 4587.76 12000.49 
Chemical materials and chemical products industry 19.76 60.72 6303.66 16359.66 
Plastic products industry 17.17 41.52 2136.6 5067.89 
Non-metallic mineral products industry 37.28 53.36 4026.02 9195.24 
Ferrous metal smelting and rolling processing industry 51.07 143.64 5707.31 21470.98 
Non-ferrous metal smelting and rolling processing industry 11.64 19.59 2369.17 7937.95 
Electrical machinery and equipment manufacturing industry 14.69 26.02 5481.07 13901.29 
Electricity, heat production and supply industry 44.27 117.59 5087.70 17785.93 
Note: National and Xinjiang in 2001 (base period) and 2005 (period) of the total industrial output value that year adopted the 
present value. 

TABLE 2: THE ANALYSES TABLE BY SHIFT-SHARE ANALYSIS OF XINJIANG INDUSTRY DEVELOPS UNIT: 
(100 MILLION) 

 Analyse an index 
 

Industry department rij Rj bij Nij Pij Dij Pij+Dij 
Coal exploiting and washing industry 0.78 2.74 0.24 0.67 5.45 -29.73 -24.28 

Oil and natural gas exploiting industry 2.04 1.26 7.51 9.48 198.65 200.18 398.82 

Agricultural and sideline products 
processing industry 

0.77 1.59 1.81 2.88 25.42 -34.63 -9.21 

Food manufacturing 1.63 1.32 0.20 0.26 8.74 3.57 12.32 

Beverage manufacturing industry 0.35 0.69 0.28 0.19 21.25 -5.57 16.10 

Textile Industry 0.16 1.25 3.23 4.06 41.28 -60.08 -18.80 

Oil processing and coking industry 1.32 1.62 10.34 16.71 126.75 -64.46 62.30 

Chemical materials and chemical 
products industry 

2.07 1.60 1.30 2.08 11.56 9.46 21.01 

Plastic products industry 1.42 1.37 0.38 0.53 12.23 0.79 13.03 

Non-metallic mineral products industry 0.43 1.28 1.57 2.02 27.82 -31.79 -3.99 

Ferrous metal smelting and rolling 
processing industry 

1.81 2.76 3.05 8.43 17.38 -48.49 -31.10 

Non-ferrous metal smelting and rolling 
processing industry 

0.68 2.35 0.28 0.68 4.83 -19.41 -14.58 

Electrical machinery and equipment 0.77 1.54 0.84 1.29 9.01 -11.24 -2.22 
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Industry department rij Rj bij Nij Pij Dij Pij+Dij 
manufacturing industry 
Electricity, heat production and supply 
industry 

1.66 2.49 2.36 5.89 16.79 -37.17 -20.38 

Total 17.45 25.51 33.45 55.19 527.19 -128.17 399.02 

 
2.2 Discussion of results 
From data of the table, we can see: 

(1) The total deviation of the Xinjiang Industry (Pij + Dij) is 39.902 billions Yuan, in which Weight 
deviation of the industrial structure (Pij) is 52.719 billions Yuan and Weight deviation of the Competitiveness 
(Dij) to -12.817 billions. That is to say, relative to the whole nation, the growth of Xinjiang Industrial output is 
quicker. Among them, the share component of and industrial structure have brought about industry output value 
increase indeed, the amounts of increase is 92.621 billions Yuan, but because of competitive disadvantages 
having brought about the loss of 12.817 billions Yuan, so the growth of the total industrial output value is 
79.804 billions Yuan. Overall, Xinjiang's industrial structure is better, which does not require extensive 
adjustments, but the industry's region Competitiveness of Xinjiang is weaker, needing to develop. 

(2) From the share component of the National Nij = bij * Rij, this research refer to the share of industrial 
components Nij>0, so all the departments chosen are national growth sector. This means that the overall 
industrial growth rate of Xinjiang higher than the national average growth rate, and due to the share of industry 
in weight advantage of Xinjiang make its industrial output increased by 5.519 billions Yuan. 

(3)From the Weight deviation of the industrial structure Pij = (bij, t - bij) * Rj, the research of Xinjiang's 
industrial department Pij are greater than 0, in which oil and natural gas exploiting industry is the largest one (Pij 
= 198.65), following the oil processing and coking industry, textiles industry, non-metallic mineral products 
industry, agricultural and sideline products processing industry and so on. It suggests that the basis of production 
in these sectors is better, and the contribution of existing economic structure on the economy's total is larger. 
From 2001 to 2005, since the advantage of industrial structure makes Xinjiang output value increase by 52.719 
billions Yuan, therefore, Xinjiang's industrial structure is better, without the need for large-scale adjustments. 

(4) From Table 2, we can see that for the regional competitiveness of the amount of deviation Dij = bij, t 
*(rij - Rj), oil processing and coking industry, textile industry, ferrous metal smelting and rolling processing 
industry, electricity, heat production And supply industry, the agricultural processing industry, non-metallic 
mineral products industry, coal exploiting and washing industry, beverage manufacturing industry, electric 
machinery and equipment manufacturing industry, non-ferrous metal smelting and rolling processing industry 
and so on are less than 0. These suggest that the Competitiveness of these industries is on decline; except 
competitiveness of the amount of deviation of oil and natural gas exploiting industry, food manufacturing, 
chemical materials and chemical products manufacturing industry, plastic products industry is greater than 0, 
which means the competitiveness not has been increased, but higher than the average national level. Actually, 
these industries’ increase competitiveness partially offset the serious consequences by the decline of several 
former industries, however, the level of increase is far smaller than previous industry drop, the result is that on 
the whole the Xinjiang's industrial competitiveness is still severe decline, and the Competitive disadvantage 
makes Xinjiang's industrial output loss 12.817 billions Yuan. 

 
5) From Xinjiang's industrial relative growth rate L, Xinjiang's total industrial relative growth rate IS 1.12, 
that is to say, Xinjiang's overall industrial growth keep balance with development of the country, and 
competitive advantage is not obvious. The competitiveness of the total weight for the deviation is -128.17, 
which means that the development of all the industrial sectors in Xinjiang is more slowly than the average 
national level, and their competitiveness need to be improved in going a step further. 

Through the above analysis we can see that there is a problem about the competitiveness of 
industry in Xinjiang, which is the advantage of share of the weight and structure of the deviation is 
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partially offset by the drop of some sectors’ competitiveness. 
3. The conclusions and suggestions: 
 
From the analysis of Xinjiang industry by Shift- share Analysis, we can get the following conclusion: 

(1)Overall, industry in Xinjiang contains a larger proportion of the dynamic Sector, and the 
contribution of economic structure is great and industry development tendency is fine, but the overall is short of 
competitiveness; (2)In all industrial sectors, only the oil and gas exploiting industry, food manufacturing, 
chemical materials and chemical products manufacturing industry, plastic products industry and so on of which 
Weight deviation of the Competitiveness Dij is greater than zero shows that the majority of Xinjiang industry 
lack of competitiveness and develop its industries with the existing structure scale. 

Therefore, in the light of the results of the analysis in this article, for some time to come, in order to 
further enhance the competitiveness of the industry in Xinjiang, promote development of Xinjiang industry 
more well, we must strive to do the following: 

First of all, Xinjiang should rely on resources to enhance industrial competitiveness. Xinjiang is rich in 
natural resources, among them oil and the gas forecast reserves to account for more than 25% of the whole 
nation’s; The coal reserves are forecast total forecast of 37% of total reserves; As a major agricultural province, 
Xinjiang is rich in agricultural resources. To make use of these advantages in natural resources for the high limit, 
Xinjiang needs to take advance of science and technology as driving force and relying on existing resources, 
develop oil industry, coal industry, chemical materials and chemical products manufacturing industry, ferrous 
metals, non-ferrous Metal smelting and rolling processing industry, agricultural product processing industry and 
the textile industry of Xinjiang to strive for new breakthroughs. 

Second, increasing the technological content of industries and developing high and new technology 
industries. As we can seen from Table 1, the industry output more than 1 billion in Xinjiang, none of which is 
high and new technology industries, therefore Xinjiang needs to have developing high and new technology 
industries alternatively, by selecting the best lean on strong, concentrating on moving forward. Taking high and 
new technology garden area as base, electronics and communications equipment manufacturing industry, office 
equipment manufacturing industry , medical equipment and instrument manufacturing industry, modern 
biotechnology, new energy, new medicine and highly efficient energy-saving, environmental protection and so 
on, as soon as possible to form a group of high-technology enterprise groups and enterprise cluster with 
intellectual property rights, technology starting point height, and products are more competitive, the same 
promoting the competitiveness by the development of science and technology industry. 

Finally, the Government must step up efforts to help promote the competitiveness of the industry. The 
government should reinforce macro-control, strengthen policy interfering with dynamics to create a good 
environment for development of the industry. The government should work out corresponding preferential 
policies, many ways priority such as complying with the capital, technology, policy and service supports and so 
on. At the same time, it is necessary to increase the government's industrial development policy support, 
including a special tax policy, financial investment, science and technology, preferential policies for exports and 
so on. In short, in order to make the industry of Xinjiang be developed rapidly and healthy, the government 
should use economic, legal and administrative means to control and improve the competitiveness of Xinjiang's 
industries. 
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Abstract 
 
A rapid global economic recession which might have been triggered by financial crisis is impacting emerging 
economies such as South Africa. The strengthening economic cooperation and trade relations among the developed 
and developing countries, as well as the plea of world economies for globalization is at risk amid the worlds financial 
crisis. South Africa is a developing country and an economic gateway to the rest of Africa. This makes its financial 
system central in facilitating trade, investment, and finance between the first world and Africa. The need to build a 
sustainable growth; economy coupled with the cyclical nature of business; crest and recession makes it complex how 
economic policies will balance out the effect of this meltdown. The trade and investment requisite of global financial 
market players has contributed to a relaxation of banking rules in the recent years. Underlining the importance of 
the issue above, this article is prepared in following discussion points; the world financial crisis, South African 
financial market and the economy, and the role of the South African reserve bank’s regulatory service in containing 

the possible effect of world financial crisis in the South African financial market. 
 
Keywords: Financial Crisis, Financial Market, Globalization, Sustainable Growth, Regulatory Services, South 
Africa, South African Reserve Bank. 
 
Introduction  
 
Technological change, market liberalization, and institutional change have combined to expand access to credit 
and risk sharing opportunities. While many of these changes are most pronounced in the developed countries 
such as United States, they are making their way to other countries (Rajan, 2005). The extent that both goods 
and financial markets are increasingly interlinked across the world, no country will be immune from the 
consequences of these changes. Deregulation of the South African financial market for instance has opened the 
door for international financial markets players and vice versa. This in turn means that the South African 
economy is exposed to the benefits and risks that come along in global financial markets. The effect of the 
recent global financial crisis in the South African market can therefore be linked to the American and European 
corporations that have been hit hard by the financial crisis. Many of these corporations own substantial shares in 
the corporations that are listed on South Africa's Johannesburg Stock Exchange (JSE).  For example, the biggest 
traders on the JSE are JP Morgan, Merrill Lynch, Morgan Stanley, the Deutsche Bank, Citibank and the 
Northern Trust Company -- all of which have been severely affected by the crisis. These companies, reeling 
from the crisis, have been withdrawing their money rapidly from the JSE to move it into safer havens, such as 
gold and US Treasury Bonds.  This has seen the average share value of JSE-listed companies decline by almost 
30 percent since the beginning of the year 2008.  The massive outflows of money have also caused the value of 
the South African currency to plummet.  With so much money flowing out of its borders, the country could 
begin to have trouble covering the cost of its trade deficit (Hattingh, 2008).  
 
The World Financial Crisis 
 
The current financial crisis is more global than any other period of financial turmoil in the past 60 years (IMF 
2009:1). A housing market bubble began in the late 1990s and accelerated in the early-mid 2000s in the United 
States. Banks and mortgage brokers pushed mortgage sales because they earned fees in proportion to the volume 
of mortgages they wrote. Banks earned large fees securitizing mortgages, selling them to capital markets in the 
form of mortgage backed securities (MBSs) and collateralized debt obligations (CDOs), and servicing them 
after they were sold. Since, it was generally believed that banks distributed most of these mortgages to capital 
markets as asset-backed securities; it was expected that little if any bank risk was involved in the process. 
Institutional investors such as hedge funds and insurance companies demanded these complex, risky products 
because they were given high ratings by credit ratings agencies, yet they had higher returns than equivalently 
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rated corporate bonds whose yield was constrained by the low interest rates of the era. Demand for high yield 
products based on mortgages was so great and bank fees so large that banks and brokers began to sell mortgages 
to those who could not afford them under terms that were bound to trigger large defaults when the housing price 
bubble evaporated and/or interest rates rose (Crotty. 2008).   

The global financial crisis is already causing a considerable slowdown in most developed countries. 
Governments around the world are trying to contain the crisis, but many suggest the worst is not yet over. Stock 
markets are down more than 40% from their recent highs. Investment banks have collapsed, rescue packages are 
drawn up involving more than a trillion US dollars, and interest rates have been cut around the world in what 
looks like a coordinated response (Velde, 2008). As a result of the financial crisis, the world economy is facing 
a deep downturn. The January 2009 update of the World Economic Outlook projects global growth to slow from 
just under 3½ percent in 2008 to about ½ percent in 2009 before recovering somewhat in 2010. However, risks 

to this outlook remain on the downside. Risk can never be reduced to zero, nor should it be. We should be 
prepared for the low probability but highly costly downturn. In such an eventuality, it is possible the losses that 
emanate from a financial catastrophe cannot be entirely borne by current generations and are best shared with 
future generations (Rajan, 2005). 

Over the past half year global financial market turmoil has continued to shake consumer and investor 
confidence worldwide. This, combined with rising inflationary pressures, weak consumer demand, low business 
sentiment, deterioration in global manufacturing activity and tight funding conditions in financial markets, 
points to further moderation in world economic growth and increasing risks for global financial stability 
(Financial Stability Review 2008:ii). The global financial crisis initially affected advanced economies, emerging 
markets, and low-income countries in very different ways. Advanced economies were first hit mainly by the 
systemic banking crisis in the United States and Europe. Emerging markets with well-developed financial 
systems were initially mostly affected by cross-border financial linkages through capital flows, stock market 
investors, and exchange rates. In financially less-developed countries the growth and trade effects dominated, 
with lags. Now, however, growth and trade effects are crucial for all countries. In Africa, frontier and emerging 
markets were hit first; by now indirect channels are fully at work in all countries, and risks are mounting that 
other channels may gain in importance, especially in the financial sector. The impact of the global financial 
crisis has manifested in both the South African financial market and the real economy. Agriculture, mining and 
manufacturing declined while the trade and current account deficit widened. Household indebtedness reached 
worrying levels in a low-interest rate environment and inflationary pressures mounted. 
 
The impact of World Financial Crisis in South African Financial Market and the 
Economy  
 
Financial instability could manifest through banking failures, intense asset price volatility or a collapse in 
market liquidity, and ultimately in a disruption in payments and settlements. Financial instability has the 
potential to affect the real sector through significant macroeconomic costs. It interferes with production, 
consumption and investment, and therefore defeats national goals of broader economic growth and development 
(SARB, 2008). The reality is that every single economy in the world will be affected in some way or another.  
This is due to the fact that economies of every single country are now interconnected -- through the spread of 
neo-liberal globalisation.  Linked to this, all economies in the world, including South Africa's, have been 
restructured through a process that has become known as financialisation.  It is the financialisation of the global 
economy that has made the current global crisis possible, and it is the financialisation of the South African 
economy that makes it almost impossible for the country to escape the fallout of the current global crisis 
(Hattingh, 2008). 

What does the turmoil mean for developing countries such as South Africa? Many developing country 
economies are still growing strongly, but forecasts have been downgraded substantially in the space of a few 
months. And for how much longer can growth persist? What are the channels through which the crisis could 
spread to developing countries and how are the effects being felt in developing countries? Which developing 
countries will be able to withstand the international macroeconomic challenges created by the downturn in 
developed economies, and which are most at risk? What is the role for development policy and what do 
developing country policy-makers need to know? These are some of the most important questions policy makers 
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need to give thorough focus. These some of the most pertinent enquiries academics and businesses have 
currently delved in.  
 
Impact of the current financial crisis on developing countries such as South Africa 
The current financial crisis affects developing countries in two possible ways. First, there could be financial 
contagion and spillovers for stock markets in emerging markets. Second, the economic downturn in developed 
countries may also have significant impact on developing countries (Velde, 2008). Velde (2008) further 
elaborated that the channels of impact on developing countries include: 
 Trade and trade prices. Growth in China and India has increased imports and pushed up the demand for 

copper, oil and other natural resources, which has led to greater exports and higher prices, including from 
African countries. Eventually, growth in China and India is likely to slow down, which will have knock-on 
effects on other poorer countries.  
 Remittances. Remittances to developing countries will decline. There will be fewer economic migrants 

coming to developed countries when they are in a recession, so fewer remittances and also probably lower 
volumes of remittances per migrant.  
 Foreign direct investment (FDI) and equity investment. These will come under pressure. While 2007 

was a record year for FDI to developing countries, equity finance is under pressure and corporate and project 
finance is already weakening. The proposed Xstrata takeover of a South African mining conglomerate was put 
on hold as the financing was harder due to the credit crunch. There are several other examples e.g. in India. 
 Commercial lending. Banks under pressure in developed countries may not be able to lend as much as 

they have done in the past. Investors are, increasingly, factoring in the risk of some emerging market countries 
defaulting on their debt, following the financial collapse of Iceland. This would limit investment in such 
countries as Argentina, Iceland, Pakistan and Ukraine. 
 Aid. Aid budgets are under pressure because of debt problems and weak fiscal positions, e.g. in the UK 

and other European countries and in the USA. While the promises of increased aid at the Gleneagles summit in 
2005 were already off track just three years later, aid budgets are now likely to be under increased pressure. 
 Other official flows. Capital adequacy ratios of development finance institutions will be under pressure. 

However these have been relatively high recently, so there is scope for taking on more risks. 
 
While the effects will vary from country to country, according to Velde (2008) the economic impacts could 
include:  
 Weaker export revenues;  
 Further pressures on current accounts and balance of payment; 
 Lower investment and growth rates;  
 Lost employment.  
 Lower growth translating into higher poverty;  
 More crime, weaker health systems and even more difficulties meeting the Millennium Development 

Goals.  
 
Possible policy responses 
The current macro economic and social challenges posed by the global financial crisis require a much better 
understanding of appropriate policy responses (Velde 2008):  
 There needs to be a better understanding of what can provide financial stability, how cross-border 

cooperation can help to provide the public good of international financial rules and systems, and what the most 
appropriate rules are with respect to development; 
 There needs to be an understanding of whether and how developing countries can minimise financial 

contagion; 
 Developing countries will also need to manage the implications of the current economic slowdown – 

after a period of strong and continued growth in developing countries, which has promoted interest in structural 
factors of growth, international macroeconomic management will now move up the policy agenda. Do countries 
have room to use fiscal and monetary policies? 
 Developing countries need to understand the social outcomes and provide appropriate social protection 

schemes;  
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 There will also be implications for development policy:  
 There will be limits to financial solutions if the problems lie in the real economy, but development 
finance institutions may be able to take some risks and support investment flows to developing countries, 
counteracting reductions in other financial flows. Whether DFIs can take higher risks might be informed by past 
experience, for example by looking at what happened during the Asian financial crisis of the late 1990s. During 
this period DFI portfolios were riskier, loan losses higher and returns lower than they are at present. And yet this 
poorer financial performance has not had an adverse affect on institutional credit ratings. The EBRD argued in 
2007 that is able to withstand the impact of a major shock with an impact equivalent to 3.5 times the magnitude 
of the financial crisis in 1998, without a need to call capital; 
 Aid volumes will come under pressure

 
but there may also be implications for the composition of aid. 

Should aid be provided to countries with high risks, and how should this is channelled? Are existing IMF and 
World Bank schemes sufficient for this, as they already need to address balance of payment problems in 
countries due to high food and oil prices? 
 
The Role of South African Reserve Bank in Containing Possible Effects of the Global 
Financial Crisis 
 
The South African Reserve Bank is the central bank of the Republic of South Africa. The primary objective of 
this bank is to protect the value of the currency in the interest of balanced and sustainable economic growth in 
the republic (Fourie, Falkena, & Kok, 1999). One among its main functions is that formulating and 
implementing monetary and exchange rate policies in co-operation with the Minister of Finance. The South 
African financial system has been largely protected against the global financial market turmoil. The South 
African regulatory and credit environment is viewed as very conservative, and the “originate and distribute” 

model has not really taken off. There is also no separate “investment bank” regulatory format as in the US, with 

its particular incentives and risk appetite (SARB, 2008). As a result, South African financial institutions have 
very little direct exposure to sub-prime-related assets and their balance sheets are likely to remain healthy. To 
date there has been no indication that South African financial institutions would require any capital injection or 
government assistance as has been applied in the US and elsewhere in recent weeks. This does not mean that the 
South African economy cannot be affected by the prolonged global financial turmoil. The financial markets are 
highly integrated and contagion risks are clearly more of a reality now than before the US financial crisis. 

Increasing volatility in markets, further reprising of risks and financial assets, increasing cost of 
funding and possibly reduced flows to emerging markets are clear threats to the local economy and financial 
system. Ongoing developments in the financial infrastructure and regulatory environment that are likely to 
contribute to further strengthening of the financial system include the release of new legislation to address 
outdated company and financial laws, and the provision of more enforcement powers for regulators. A 
significant event in this period was the Financial Sector Assessment Program (FSAP) update process. Although 
the final report has yet to be approved, exit discussions with the joint International Monetary Fund (IMF) and 
World Bank mission team indicated broad satisfaction with the financial system‟s inherent design and adherence 

to current international best practice standards. 
In South Africa higher lending rates, and increases in food and fuel prices contributed to increased risks 

to financial stability as corporate and household budgets became more strained. Although nominal disposable 
income continued to grow at around its medium term average rate, real disposable income growth slowed 
considerably in recent quarters. The annual growth rate of credit to the corporate sector decelerated further and 
business confidence declined significantly. However, the annual growth rate of credit to the household sector 
remained relatively high. The ratio of household debt to disposable income seems to have peaked, however, and 
as a percentage of financial assets, household debt has decreased. The annual growth rate of nominal house 
prices decelerated further to reach the lowest rate recorded since January 1993 (SARB, 2008). 

Ongoing developments in the financial infrastructure and regulatory environment that are likely to 
contribute to further strengthening of the financial system include the release of new legislation to address 
outdated company and financial laws, and the provision of more enforcement powers for regulators. A 
significant event in this period was the Financial Sector Assessment Program (FSAP) update process. Although 
the final report has yet to be approved, exit discussions with the joint International Monetary Fund (IMF) and 
World Bank mission team indicated broad satisfaction with the financial system‟s inherent design and adherence 
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to current international best practice standards. The achievement of financial stability is dependent on a legal 
infrastructure that provides a framework within which financial institutions operate. Steps introduced to make 
financial systems less crisis-prone often entail changes to regulatory measures and legislation. A high-level 
overview is provided of relevant issues relating to several Acts and Bills that Parliament has recently 
considered, and recent developments in co-operative banking. The South African Reserve Bank has put new 
rules, and/or amended some of the existing rules in conjunction with government ministries. These legislations 
are meant to give guidance and protection to ethical and more responsible banking practices.  These legislations 
include: 
 
 Companies Bill 
 Financial Intelligence Centre Amendment Act  
 Insurance Laws Amendment Bill 
 Companies Act.61 
 Financial Services Laws General Amendment Act 
 Developments in co-operative banking 

 
Conclusion 
 
There is a need to strengthen supervision and enhance contingency planning. South Africa has not faced a 
systemic financial crisis in recent months and its banks have few direct linkages with the toxic assets affecting 
major financial centers. However, as the slowdown continues South African Reserve Bank need to safeguard 
against financial vulnerabilities like rising credit risk and possible cross-border contagion. Moreover, 
supervisory and regulatory oversight should be extended to encompass the entire financial sector. 
Macroeconomic stability and steady progress toward medium-term development goals are both vital for 
sustaining growth in South Africa. Thus, in responding to the crisis South African Reserve Bank should strive to 
maintain stability and consolidate its hard-won gains while being mindful of general development goals. The 
bank should also seize the opportunity to advance its structural reform agendas in order to boost prospects for 
growth. To support growth and create fiscal space, South Africa would be well-advised to persevere with 
structural fiscal reforms.  
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Abstract 
 
It has become unthinkable for businesses of a certain size or with a well-established name to not have an Internet 
presence of their own – a so-called website. In order to reduce transaction costs, increase quality of service and allow 
customers to access essential information whenever and wherever necessary - an Extranet is needed. Also, the 
company itself needs a communication platform within the organization – supporting collaboration between different 
locations, employees working remotely, publication of news, documents, internal information and operational 
processes to increase productivity and employee retention – a medium well-known as the Intranet assists with those 
tasks. Websites, Extranets and Intranets support day-to-day business activities and build the company’s electronic 

commerce base – e-commerce. This study attempts to define e-commerce systems of the first and second generation, 
to identify specific e-commerce project risks, to find a method for a comparable cost calculation and based on this 
method to compare costs between e-commerce systems of the first and second generation.  
 
Introduction 
 
In the late 90s during the culmination of the first Internet boom phase, the first e-commerce solutions, based 
mainly on a proprietary and an (as yet) immature technology, were started. The non-existence of standardized 
well-established e-commerce products forced the first adaptors to apply a make strategy – they developed almost 
all the parts of the system themselves. Organizational and technical challenges, lack of project management 
know-how, poor understanding of customer requirements and underestimation of transactional and security 
complexity of e-commerce resulted in the failure of many projects around 2000. As the “dot-com bubble” burst, 

many companies decided to stop running projects and move investments to other areas. Know-how gathered in 
this pioneering phase, together with experience from successful projects, allowing ICT companies to build a 
second generation of e-commerce technology, which enabled companies to benefit from a buy strategy. The 
entire e-commerce system could be integrated out of mature, well-established components linked together. Good 
understanding of e-commerce project risks and stakeholder expectations minimize a possible investment loss 
and allow applying standard project management methods. However, additional complexity of e-commerce 
projects is still present and can be explained by two factors: accessibility of the system from anywhere in the 
world via a public network and by the advertising of an organization’s products and services. 
 
World Wide Web – public accessibility 
 
The accessibility of all e-commerce systems over the World Wide Web is an advantage for customers and 
business partners, but a huge challenge for the company itself. Even the Intranet as an internal communication 
platform is accessible via the Internet for staff working externally nowadays. For an e-commerce project, the 
following topics should be considered: 

1. Security 
2. Accessibility 
3. Support organization 
4. Framework 
5. Integration 
 

Security 
If a company uses applications internally only, the risk of security threats can be managed relatively simply as 
all parts of the system are under its control. A public network access, on the other hand, means that anyone with 
hardware and software installed can reach the company’s infrastructure – clients are outside the organization’s 

2055

mailto:branislav.siarsky@fm.uniba.sk
mailto:michal.gregus@fm.uniba.sk


control. Additionally, data between the client and the organization pass through third-party systems, which are 
also out of its control. The weakest link in the security chain is the customer’s computer. Thus, new methods of 

protection, regular information campaigns, regular independent security health checks, an up-to-date security 
infrastructure, properly configured routers and firewalls are combined to reach a proper level of security.  

Management of this quite complex area can be reduced by the implementation of standard security 
solutions with best practice scenarios. Even if many services are outsourced, a company should still have full 
control and a thorough understanding of security components.  
 
Accessibility 
The average time a customer is willing to wait for a single web page is 2.33 seconds i with a trend towards less. 
If the site is not fast enough the customer simply breaks the connection and tries something else – maybe the site 
of the company’s competitor. Therefore techniques like caching, external hosting of web content according to 

the client’s geographic location and high-speed Internet access are used for achieving a fast web presence.  
Additionally, customers travel a lot, companies work globally in different time zones – the general 

expectation is to have access to information 24 hours/day and 7 days/week (24x7).  
Mirrored sites, hot stand by systemsii and on the fly updateiii procedures help to keep the 24x7 service in 

place. Even if a company’s main ordering system, which delivers product data and accepts online orders, is 

down, the e-commerce system is expected to work properly by accepting all customers’ web orders, leaving 

them in a “Delivery pending” status and resending them once the main ordering system is up and running again. 
 
Support organization 
If a customer needs assistance due to a system failure, a locked account, a new feature classified as a bug, 
various software configuration issues etc., he or she expects a 24x7 hotline. A standard support model has three 
levels – first, second and third-level support. First level support is direct contact with a customer over the phone, 
chat, mail etc., can answer basic questions about the service and can carry out all well-documented standard 
operations (unlocking, password initialization etc.). Second level support is responsible for infrastructure 
failures, can be contacted by first level support only and works on an “on call” basis. Second level support has 

direct access to a system and can execute system tasks such as restarting services, rebooting systems, hardware 
replacement or a deeper problem system analysis. In the case that second level support is unable to solve a 
problem within a defined timeframe and the problem is classified as a blocker, second level support contacts 
third level support. Third level support consists of specialists who have developed and/or integrated the system, 
knows all subsystems, can activate and interpret system-internal debugging information, can make changes to 
software or make non-trivial data updates etc.  

Customer support and its organization are not unique to e-commerce services. What makes it different 
is the number of technical elements involved, differences in understanding of technical topics by customers and 
different clients software and hardware configurations outside the control of the organization.   
 
Framework 
The e-commerce system is expected to work exactly the same way in the office, in a hotel, at home or in an 
Internet café. Every customer should have exactly the same experience, but there is a pitfall. The set of possible 

client software configurations is huge: customers use different operating systems, different versions of different 
web browsers with different plug-ins. The implementation of Internet standards differs from one browser to 
another. What works properly on one browser, does not work on another one. Additionally, different 
accessibility restrictions in companiesiv limit full usage of some technologies. 

In general, different e-commerce systems have a lot of functionality in common. Very often a new 
system can be developed on an existing technology. Modern frameworks are standardized, well documented, 
solve common problems and address the usual integration requirements. An e-commerce system based on a 
high-quality framework reduces costs and project risk and allows concentration on how business processes 
could be integrated. 
Integration  
It is not enough to just be in the Internet, the next step is to noticeably reduce costs.  

A) Costs reduction by integrating e-commerce systems into internal corporate systems over a read, 
write and read/write access. 
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A read integration means that data is regularly exported from a main ordering system to an e-
commerce system or that an e-commerce system has a direct read access to a main ordering system. This type of 
integration ensures data is always up-to-date. Clients can access it over the network, data is the same quality as 
data stored in the main ordering system – the number of clients’ calls/email requests decrease, the volume of 

paper documents sent to clients can be reduced to a legal minimum and effort to keep data on the Web up-to-
date is reduced as well. 

A write integration is an integration where an e-commerce system can synchronously or 
asynchronously write data to the main ordering system. A client can enter an order over the web page, the order 
is automatically processed by a main ordering system and confirmation is sent back to an e-commerce system. 
Once the transaction is closed, the main ordering system and the e-commerce system have the same data. A 
write integration reduces errors and costs, increases the transaction volume and delivers a better quality of 
service to clients. 

A read/write integration is a combination of read and write approaches described above. 
In general, read and write integrations are the most critical tasks in every project and represent as such 

the most significant part of the budget. Data interfaces and data migrations are not “out of a box” solutions. A 

company cannot buy a technology, apply it and the integration works. Even well-standardized data interfaces 
almost always need client-specific customization, which ensures that the internal processes, infrastructure-
relevant parameters and new data work together. 

B) Costs reduction by integration of user authentication databases into a central one. 
If a company decides to integrate all user authentication databases into one instance, costs of user 

management and licenses can be reduced. Additionally compliance with audit requirements could be very easily 
reached, because questions like “What rights has a specific user?” can be answered immediately. A proper 
business case covering initial integration costs versus costs reduction for this approach can be very helpful due 
to a very technical nature of this task.  

C) Costs reduction by building web pages, Intranets and Extranets on the same platform  
A MESIv concept reduces license, upgrade, training and running costs but increases a complexity of the 

e-commerce system. The MESI concept cannot be always applied in a globally operating enterprise due to 
different strategic goals, organizational issues and budget responsibilities. In such cases a MEMIvi concept is the 
best approach. 
 
World Wide Web – advertising on products and services 
 
According to various studies, customers search for products mostly on the Internet. The information and first 
impression of a web page play an important role in a client’s purchasing decision. From a marketing point of 

view the following topics are specific to e-commerce projects compared to standard ITC projects:  
1. Look & feel  
2. Usability 
3. Domain names 
4. Search engines 
5. Legal issues 
6. Content shifting and updating 

 
Look & feel 
E-commerce services represent an organization and therefore colors, logos, structuring of published information 
should fulfill corporate branding requirements. A transformation of a look & feel into the final e-commerce 
service usually consists of following phases: 

a) Creation of two or three paper-based look & feel proposals based on corporate branding and the 
customer’s requirements. A company then chooses one proposal for a detailed graphical design.  

b) Creation of a design guide where all visual elements are specified including color, size, position and 
design. 

c) Transformation of a design guide into a HyperText Markup Language (HTML).  
d) Integration of an HTML code into an e-commerce service. 
For every phase some constraints exist. Not everything that a company publishes in other media can be 

transferred into graphical design. The Internet is a different medium; company’s proposals are usually based on 
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“paper experience” and cannot be converted one to one to a graphical web design. The same applies to a 
transformation of a graphical design into HTML language: not all elements of a graphical design can be 
effectively transformed into HTML. Limitations of color space, web resolution and sizevii of a final web page 
lead to compromises during the conversion to HTML. Finally the HTML code needs to be integrated into an e-
commerce framework and some constraints exist here as well. Not all HTML features are 100% transformable 
into the final e-commerce service. Some limitations exist mostly by an integration of third-party web services, 
where a integration of all HTML features would lead to overrun on time and budget. Thus management of 
stakeholders’ expectations is very important for this project phase. 
 
Usability 
The idea is simple: imagine what customers expect, publish well-structured and easily understandable 
information and create a sustainable process, which makes sure information is always well structured and easily 
accessible. The reality: companies do not even know basic customers’ expectations and therefore it is not 

unusual to see some of the following issues:  
a) A web page displays more or less the internal organization structure of a company – the customer needs 

more time to find the required information. 
b) The text is written in a very small font without resizing options and therefore illegible to people with 

sight disabilities. 
c) Navigation has four and more navigation levels and completely confuses a customer. 
d) Registration forms are protected by very badly legible captchasviii, which make registration for people 

with various disabilities and the elderly impossible. 
Every client lost means fewer sales. Thus the key point of a successful e-commerce system is an 

understanding of customers’ expectations. But how can we measure them? Very helpful are usability studies 
where randomly selected test persons answer specific questions, visit several web pages, including the 
company’s one and give their feedback without knowing which company organized the study. During the 

interview answers and the behavior on the web pages are recorded. This data is statistically analyzed and the top 
and flop areas identified.  

Due to fact that the selection of test persons is very difficult and expensive, usability studies are 
organized mainly to answer strategic questions in the design phase of the project and just before going live. 
After the system goes into production, less cost-intensive methods help to understand clients’ expectations - like 
a site traffic analyses. 

Regular site traffic analyses reveal a common navigation behavior of the regular client. Understanding 
of this behavior helps the company to optimize and improve information architecture of the web page. If a 
significant number of customers have to make three clicks to get a product price list, the price list should be 
moved to the main page. If there is evident correlation between two products, they should be offered in a set. 
What sounds like an easy task could become an organizational challenge in a global enterprise with many 
business units. 
 
Domain names 
All e-commerce services are reachable over a unique numeric combination of a network address and a port – 
communication between a browser and an e-commerce system is based purely on numbers. For usability, 
maintainability and (now) marketing reasons, these communication numbers are wrapped up in a hierarchical 
combination of words. Thus organizations do not advertise in numbers: 
 

“More information about our services under 158.195.4.151:80” 
but in words: 

“More information about our services under www.fm.uniba.sk” 
The transformation of words into numbers is done by a domain name service (DNS). If a DNS does not 

work properly, the transformation of words into numbers never happens or even worse it results in a wrong 
number, customers cannot access any e-commerce service or get connected to the wrong one. Therefore the 
DNS is as important as the web server or a physical connection to the Internet. 

A mail service, which is linked to a domain name as well, has become an inevitable part of modern 
Internet communication. Increase in spam and security threads lead to an implementation of new protective 

2058



techniquesix. Due to fact, that a modern working place is based on a properly working mail communication, 
investments in mail infrastructure almost doubled in the last few years.  

Thanks to a search engine, the domain name does not play such an important role as some years ago. 
Additionally global companies tend to use one domain strategy for all e-commerce services. Nevertheless the 
local country domain name is still used primarily as an entry point after which a redirect to a primary global 
domain is carried out. Thus local domains are still interesting and additional effort is invested in early domain 
registration for the most important markets. 

Reservation of domain names differs for every country/region. Legal issues such as a company’s local 

subsidiary, a local administrative contact or various specific technical aspects, such as DNS requirements, 
increase the costs of a global domain registration enormously. In addition, new domain endings are continuously 
created (.eu, .asia, etc.) and a new type of Spam exists - buy this domain before another company applies for it – 
so a clear domain registration process must exist within the company to be able to react efficiently and fast 
enough to respond to new chances and risks. 
 
Search engines 
Costs linked to search engines can be analyzed from the following points of view: 

A) Company ranking in the most important global search engines is very important. Due to the fact that 
the indexing algorithms and the way they evaluate web content is not known, companies rely on well-
structured, properly-formatted, titled web pages and links from other web pages. A unique product 
name also helps to find a company’s marketing page easily. 

B) Customers expect a company’s search engine to work like Google. It must be fast, deliver proper 
results and customers do not have to use the second page of search results, because the first one brings 
exactly what they were looking for. But corporate e-commerce systems need additional indexing 
features. Companies need to search subsets of web content – for instance product section only, need to 
hide information found in closed user groups – which are accessible only by authorized clients and 
want a cost effective solution. 

C) Traffic resulting from a good ranking must be considered in capacity infrastructure management. A 
higher ranking means more pages will be requested and more capacity is needed. 

D) Traffic resulting from search engine spiders makes almost 27% of all page impressionsx. So techniques 
to identify and redirect search spiders to less cost intensive infrastructure minimize additional costs and 
improve customer experience. 

 
Legal issues 
The Internet brings new opportunities, but new questions need to be answered before a company offers products 
on the Internet. Which law is applicable to a company’s offer in the Internet?  
 
Is it the law of the country/region where the domain is registered?  
Is it the law of the country where the infrastructure is hosted?  
Is it the law of the product origin country?  
Is it the law of the product distribution country?  
Is it the law of the country where the client comes from?  

Which law applies on a .com domain registered over a Swiss company, if a DNS server infrastructure is 
hosted in the UK, the server itself is in Hong Kong and web pages offer Spanish products, which can be ordered 
via Singapore and are distributed from China directly to customers? 

In the example above, who can make legal steps again a company web page? Can a US Internet 
organization block your .com domain, can a UK Internet organization block your DNS queries, can a Swiss 
Internet organization request some legal changes to your web page, can Hong Kong shut down your server 
because your web page is not compliant with local law and what about Spain, Singapore and China, is their 
jurisdiction relevant for the Internet offering? 

Legal requirements can be analyzed only if the company knows which laws the web page has to 
comply with and which clients can order its products. Afterwards a set of different disclaimer types, page 
copyrights and legal texts are integrated into the e-commerce system. 
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Content shifting and updating 
A globally operative company needs to manage a very intensive phase of an initial content shifting, where texts 
and other content elements are migrated from old paper/electronic sources to the new e-commerce system. 
Coordination of quality assurance with (very often) external agencies, translators, change management in 
already translated texts and transformation of electronic information into the content management system leads 
very often to a project extension. A project manager might consider a time and cost reserve of 30% for this 
project phase.  

Once the e-commerce system is in production, a never-ending flow of change requests regarding content 
and navigation will be realized. Usually the initiator of a change is not the person who translates this change into 
the e-commerce system. There are content owner and content editor roles. From an organizational point of view, 
we distinguish three approaches: 

1. Decentralized content management  
2. Decentralized content management with a central content editing 
3. Centralized content management 
If a company uses a decentralized content management approach, different organizational units are 

responsible for their own content area – both content ownership and content editing are decentralized.  
The advantages are  
- a high level of independency for each unit 
- fast changes to the web page.  

The disadvantages are  
- no centralized responsibility for the web page as a wholexi 
- a company cannot estimate how much content management really costs 
- content tends to reflect the organizational structure 
- areas with mixed content from different organizational units cannot be effectively kept up-to-date due 

to shared ownership 
- in areas where just a few changes per year are made, know-how gets lost and additional training costs 

are needed. 
If a company applies decentralized content management with a central content editing approach, a 

central team is in charge of content editing and output quality but the content ownership is kept decentralized. 
Due to know-how concentration in one team, quality of web content in general can be improved and even areas 
with shared ownership can be kept up-to-date through communication via a central content team. Costs of 
content editing can be easily analyzed; costs of external services such as translation, graphical design, etc. are 
decentralized budgeted and non-transparent. 
 

If a company applies a centralized content management approach, the content ownership and content 
editing are centralized in one web team. Such a team needs core competencies and must be placed in a higher 
organizational level to fulfill defined responsibilities. Organizational units deliver rough proposals on what they 
would like to publish and a web team delivers a web-optimized solution with a cost proposal involving textual, 
graphical and translation services. Total costs of ownership can be easily calculated. The disadvantages of this 
approach are less freedom for each organizational unit and usually longer release cycles.   
 
Calculation method 
 

In this study we have analyzed a set of e-commerce projects, which were successfully completed from 
1998 to 2008. In order to protect sensitive data, we have asked companies to:  

1. Categorize e-commerce projects as a first or a second-generation project. Use the following criteria: all 
projects successfully completed before and during the year 2002 are projects of first generation, all 
projects successfully completed in the year 2003 and later are classified as second-generation projects. 

2. A company can take part in the study only if it has at least one project in each category. 
3. Identify subprojects with approximately the same scope in order to compare projects of the same size. 

Such subprojects are called linked subprojects. 
4. Calculate the running costs for the last year in production of linked subprojects. 
5. Classify costs for each linked subproject according to categories 1.-11. 
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6. Remove withholding tax from all costs. 
7. Convert costs of linked subprojects to the same currency. 
8. Adjust costs of linked subprojects using inflation indexes of a currency selected in point 5 above. 
9. Adjust costs of linked subprojects using FTExii indexxiii. 
10. Calculate the percentage that every category represents of total project costsxiv. 
11. Calculate the cost index for every category. 
 
We are aware of possible sources of inaccuracy: 
A) The dataset is statistically too small. 
B) The FTE indexing is just an approximation which allows us to compare data of very fast growing 

companies. We believe that sizing projects depends on the numbers of employees working for the 
company. 

C) In global projects, different companies from different countries are involved, so the inflation 
adjustment is difficult. 

D) The cost classification should be guided by a comprehensive and detailed classification, which was not 
the case. The structure represents a personal opinion of the person who carried out the classification. 

 
Case Study 
 
In the following table we have summarized the data of our study. The table has four main sections (first column 
of the table): 
 

A) World Wide Web – public accessibility 
B) World Wide Web – advertising on products and services 
C) Total project costs 
D) Running costs 
First two sections were introduced in first paragraphs of this paper. "Total project costs" section is a sum of 

all costs and has therefore 100% allocation. Running costs are calculated per annum and their asset allocation 
compared to total project costs represents an approximation, which could be used in a project initialization 
phase. 

The allocation of a specific area (second column of the table) is an indicator how important is an individual 
subcategory compared to a total project budget. Upwards and downwards arrows represent a sign of the last 
column – change in costs for every subcategory. 

 
TABLE 1: SUMMARIZED DATA OF 8 PROJECTS (4 LINKED PROJECT PAIRS) 

 
Project cost allocation Allocation of a 

specific area in % 
of  total project 
costs 

Trend 
 - Costs 

lower 
 - Costs 

higher 
 

Cost index: increase 
(+) / decrease (-) in % 
for 2nd generation 
compared to 1st 
generation e-
commerce projects 

A) World Wide Web – public accessibility 
1. Security 8.0%  +5.9% 
2. Accessibility 15.8%  +21.8% 
3. Support organization 1.5%  -31.7% 
4. Framework 22.1%  -13.3% 
5. Integration 43.3%  -53.3% 
B) World Wide Web – advertising on products and services 
6. Look & feel 2.2%  +28.7% 
7. Usability 1.0%  +241.4% 
8. Domain name management 0.3%  +38.6% 
9. Search engines 1.9%  +173.1% 
10. Legal issues 1.2%  +89.3% 
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Project cost allocation Allocation of a 
specific area in % 
of  total project 
costs 

Trend 
 - Costs 

lower 
 - Costs 

higher 
 

Cost index: increase 
(+) / decrease (-) in % 
for 2nd generation 
compared to 1st 
generation e-
commerce projects 

11. Content shifting and updating 2.5%  +124.0% 
C) Total project costs 100 %  -35.0% 
D) Running costs 13.3 %  +14.4% 

 
Discussion 
 
Security costs increase (1), but not as drastically as was expected. This is a consequence of very strong 
competition among security providers. Security hardware and software cost less, but protection against new 
threats generates additional costs. 

The increase in the number of people accessing the Internet regularly, 24x7 requirements and hot stand 
by updates result in an increase of accessibility (2) costs. 

Every new e-commerce system is based on well-known best practices, which help customers to find 
what they are looking for. Clearly structured content and user-friendly navigation help to reduce the number of 
customer contacts via the help desk (3). 

Frameworks become cheaper (4) and deliver an increasing number of “out of the box” functionalities. 

Additionally, standardization of framework interfaces simplified the integration complexity. The integration 
itself costs less as well (5) because more companies offer e-commerce integration services which increase 
market competition. 

Look & feel (6) and usability questions (7) do not play such an important role in first generation 
projects as they play in projects today and therefore there is an enormous increase in their costs. 

The setup of domain name management (8) plays less of an important role from a cost point of view. 
The difference between first and second-generation project is substantial and we believe the trend will continue. 

Search engine technology (9) plays a very important role in current e-commerce projects. First 
generation projects used database queries for searching, second generation e-commerce systems integrate search 
spiders to get better results. The cost of this technology and highly-sophisticated integration increase total costs. 

Legal and compliance services (10) are increasingly necessary. Every time a new product is launched 
or a new service is offered, all legal texts have to be reviewed. The disclaimer module, which handles “who 

should get which legal text according to a selected area”, is becoming more and more complex. 
In order to deliver a natural language on a local e-commerce system, text and translation costs have 

greatly increased (11.) in the last few years. This shows that high quality information accessible over the 
Internet is crucial for an successful global organization. 
According to our study the total project costs decrease (C) compared to 1st generation projects. Technologies are 
well established and free market forces support a competition - consequently prices have dropped by 35%. 

On the other hand, an increase in running costs (D) shows that companies invest more resources into 
quality of their web presence. Additionally technological companies charge higher yearly license fees for their 
mature e-commerce technologies. 
 
Conclusion and comments 
 
The e-commerce area took a giant leap in increasing productivity and decreasing potential investment lost for 
global operating companies. We believe that the failure of e-commerce projects can be nowadays reduced to 
almost zero, if experienced e-commerce project managers are in charge of a project initialization phase, during 
which a technology and an integration partner are selected. A global operating enterprise can apply standard 
project management tools and methodologies for all e-commerce projects, but should be aware of some specific 
areas described in this paper, which might increase potential project risks. 
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End Notes 
 

                                                 
i http://www.websiteoptimization.com/speed/tweak/average-web-page/ 
ii Automatically take over a function of a primary system in the case of failure 
iii A new software version can be installed without taking the service down. 
iv Java and active scripts are disabled, communication over proxy only, content filtering 
v Multiple Entities, Single Instance: more entities – web pages, intranets, and extranets – run on the same 
physical system using the same software. 
vi Multiple Entities, Multiple Instance: more entities – web pages, intranets, and extranets – run on several 
physical systems using different software. 
vii Data size – how many bytes is needed to download a web page 
viii Captchas are images, which are used for the identification of a human user in order to make automatic 
registration impossible. 
ix Grey listing, reverse DNS checks, hiding of mail addresses and communication over web contact forms only 
x A page view 
xi If a company is not satisfied with a web presence, no department feels really responsible for it. 
xii Full time equivalent. 
xiii If a company has 30 employees and now has 300, in order to compare old and new project costs, older costs 
are multiplied by 10 
xiv Allocation 
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Abstract 
 
Our research purports to analyze the field of local public services in Italy, focusing in particular on the aspects of 
strategic and economic development, in the context of the main steps towards privatization and liberalization. 
In recent years modalities of competition on the market and for the market have been introduced in this sector. 
Although the theoretical principles were universally agreed upon, the concrete modalities to achieve such aims did 
not prove always suitable and this caused a diffused tendency towards a return to a public dimension for some 
services, or however a decrease in the liberalizing trend.   
Moreover, the latest reform law proposed by the Italian government leaves unresolved some critical aspects for the 
management of public services. 
This research aims at understanding how these and other important issues affect the re-definition of the structure of 
the sector and the level of attraction for potential investors in order to balance the competitive relationships inside 
the sector. 
 
 
1. The Premise: The Evolution from Public to Private and from Monopoly to 
Competition in Italy 
 
In Italy, the utility companies were originally reserved to the public for a number of economic and social order 
reasons.  
 In regard to the social levels they were to serve and collectively meet those new needs in which the 
individual could not perform and where there was not the support from the organizations of the economically 
weaker strata of society in order to redistribute resources and improve living conditions. The role of the state 
was a supplementary and corrective action with the aim to eliminate or reduce the risk that a particular activity, 
if left to the private sector, could be overlooked or to which could have a combined cost (collective price) that is 
too high.  
 Referring instead to economic reasons it was responding to the need to invest large sums to build the 
infrastructure of the country (investments with a slow return of capital, but with a major impact on the public) to 
resolve structural crises in the fields of large mature Italian industries, to implement economic development 
processes in all areas of the country, not forgetting reasons related to specific management and production of 
virtually all public services, such as the need for a design production capacity at peak demand, compliance with 
constraints related to natural resource scarcity and the technical difficulties of managing multiple networks.  
 The public has characterized the economic and social history over the last century, in many 
countries, including Italy, making possible the enjoyment of natural monopolies (which characterize the 
distribution networks), in which there is a phenomena of market failure attributable mainly to the existence of 
economies of scale, the emerging economies of vertical integration, the emergence of technical problems 
inherent in the coordination of networks and the presence of transition costs which would arise in situations of 
competition in switching from one operator to another (Testa, 2001)  
 After years of operation with such a delivery system of public services, that has been able to exploit 
success factors (especially for municipalities) and support the growth of the territory, the great interplay with the 
local reality and the perception by the institutional community resulting in total delegation in the field of local 
public services, a number of changes have emerged from them and a number of failure factors. This has 
recorded a general dissatisfaction of citizens regarding the quality of the services taken in relation to services 
that are purchased on the market, a network management can also be a variety of subjects due largely to 
technological innovation and likely diseconomies generated by the admixture between production and service 
activities in the community.  
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 As a result of these changes, not forgetting the legislative thrusts that initiated processes of 
privatization and/or the market liberalization processes2.  
 The budget today is not what is called for: 
- the number of local companies for which they initiated the actual privatization process is at best small, with 
very few “original” business leaders concerned in larger cities, but in most cases the public remains the majority 

shareholder in absolute; 
- competition in the market3 has begun to take off, so far only for business customers, electric energy and gas 
(where there has also been the opening of the market to families for more than 2 years), although the upstream 
tie-up in the production of electricity, in procurement and distribution of primary gas make it possible to operate 
in a market of real competition where there are only a few large players;  
- competition for the market4 (where the conditions of service make it economically more convenient than the 
single operator, selected by tender for a predetermined period) is not substantially matched yet, because of the 
succession of extensions granted to the operators prior. In any case, more and more popular, even on the basis of 
practical experience-are the concerns regarding the concept “saving” of a “means race”, especially where there 
is sensitive information asymmetries between those who contribute and who advertise (that is the reality 
overwhelming the majority of local Italians)5.  
 It can be said in summary that the desired processes of privatization and liberalization are proceeding 
more slowly than expected and in different ways depending on the size of enterprise and business.  
 Before discussing the reason for these “disappointing” performances it is better to proceed with a 
summary discussion about the main characteristics and current situations of different sectors.  
 
2. The Current Situation in the Areas of Public Services of the Industrial Type 
 
Beyond statements of principle, often universally shared, the procedures actually traveled to pursue the aims to 
introduce competitive mechanisms have been shown that they are not always appropriate and that ultimately 
they lead to a widespread tendency to re-disclosure of certain services, or an alleviation thrust in liberalization.  
To justify this assertion you only need to look at, for example, the growth rate of semi-public companies 
operating in the services market between the decades 1985-1995 and 1996-2006.  
 

 
FIG. 1: THE GROWTH RATE OF SEMI-PUBLIC COMPANIES6 

 
 To rebalance the competitive relationships within the individual areas of public services to industrial, 
it is necessary first to understand the influence of changes and those in place, and then identify the degree of 
attractiveness to potential investors.  
 A more analytical vision can be obtained through a brief discussion of the principal characteristics in 
the individual sectors of public services to industrial; energy (particularly electricity and gas), water, waste 
collection (within the broader field public health) and local public transport. 
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2.1. The Energy Sector  
2.1.1. Electricity  
 
The activity distribution rule has a thirty-year duration.  
 The Bersani Decree7 provides that only one license is issued for distribution in the municipality. 
Today there are 149 distributors.  
 Despite the completion of the transactions relating to the dismissal of portions of the distribution 
network by the Enel group to the municipalities concerned, the Enel group in 2007 continues to be the largest 
operator with 86% of the distributed volume.  
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FIG. 2: DISTRIBUTION OF ELECTRICITY FOR CORPORATE GROUP, 2007 
 
Situations are rather different to other stages of the terminal sector.  
 For the production, there is indeed a constant contraction of the market share of the Enel Group and 
an increase for the groups Edison and Eni.  
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FIG. 3: PRODUCTION, MARKET SHARE OF THE PRINCIPAL OPERATORS (DATA YEARS 2006-2007) 
 
 As for the end market, with 1st July 2007 the opening was completed, all customers can choose their 
supplier. In 2007 on a volume of 301,066 GWh (total sales), 181,678 GWh have been sold through the free 
market (60,648 GWh restrained before 1 July, 49,243 GWh market with major protection and 9497 GWh of the 
market safeguarded).  
 The market shares of major operators in three different forms of current market (Table 1) have in 
first place Enel in all cases, but protection and the preservation of posting with the other operators is strong 
(from 77.9% to 11.1% Enel second on the list and 88.6% of Enel at 3.4% in the second), regarding the free 
market shares which are much more equally distributed.  
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TABLE 1: MAJOR OPERATORS IN THE VARIOUS FORMS OF MARKET FOR SALES 
 

 
GROUP 

Market 
with Major 
Protection 
SHARE 

  
GROUP 

Market 
Safeguarded 

SHARE 

  
GROUP 

Free 
Market 
SHARE 

Enel Distribuzione 77.9%  Enel Distribuzione 88.6%  Enel 24.6% 
AceaElectrabel 
Elettricità 

11.1%  AceaElectrabel 
Elettricità 

3.4%  Edison  11.5% 

Aem Distribuzione 
Energia Elettrica 

3.3%  Aem Distribuzione 
Energia Elettrica 

3.0%  Eni 6.6% 

Iride Mercato 1.4%  Iride Mercato 1.1%  Axpo Group 5.9% 
Asm Energia e 
Ambiente 

1.2%  Trenta 0.8%  Electrabel/Ace
a 

5.3% 

Hera Comm  0.8%  Hera Comm 0.5%  CIR 4.5% 
Trenta 0.7%  Azienda Energetica 

– Etschwerke AG 
0.3%  Ergon Energia 4.2% 

Agsm Verona 0.5%  Acegas-APS Service 0.3%  Others 37.4% 
Enia energia (ex 
Amps Energie) 

0.4%  Others 2.0%  TOTAL 100% 

Acegas-Aps 
Service 

0.3%  TOTAL 100%    

Aziende Industriali 
Municipali Vicenza 
Energia 

0.2%       

Others 2.2%       
TOTAL 100% 

 
      

 
2.1.2. Gas  
 
Thanks to the Decree Letta8, with regard to the distribution there has been a gradual process of rationalization: a 
decline in distribution companies, increased distribution volume and increased end-customers served.  
 

TABLE 2: CONCENTRATION OF THE GAS DISTRIBUTION 
Year N° distribution 

compagnie 
Distribution volume 

(Gmc) 
End-customer served 

(millions) 
1996 798 22,518 15,0 
2005 393 34,762 17,2 
2006 308 34,584 20,2 
2007 296 31,398 20,7 

  
 The number of enterprises is still fairly high if we compare with data from other European countries. 
Indeed, apart from the German case, which has 719 distribution companies, in France there are 23, Spain 22 and 
finally there are only 4 in the United Kingdom.  
 The grants were mainly direct (48%), with the exception of cases relating to the benefits for methane 
in Southern Italy, to tender (15%), direct to companies with public participation (12%) and procedures for 
public administration (4%).  
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FIG 4: GRANTS OR ENTRUSTINGS OF SERVICES OF GAS DISTRIBUTION 

TABLE 3: DESIGNATION OF THE SERVICE OF DISTRIBUTION BY REGION, 2007 
 

Region To tender 
(pre-Letta) 

Procedures for  
public 
administration  
(post-Letta) 

Direct 

Direct to 
companies  
with public 
participation 

Others (A) 

Cases relating to 
the benefits for 
methane in  
Southern Italy 

Val D'Aosta 24 0 0 0 0 0 

Piemonte 205 11 646 102 11 0 

Liguria 12 0 94 43 3 0 

Lombardia 206 106 897 217 41 0 

Trentino AA 0 1 103 77 4 0 

Veneto 114 13 238 169 46 0 

Friuli Venezia Giulia 66 2 81 14 5 0 

Emilia Romagna 43 5 144 151 6 0 

Toscana 12 4 115 77 40 0 

Lazio 46 7 246 0 2 105 

Marche 60 8 108 64 6 12 

Umbria 6 1 67 14 1 0 

Abruzzo 44 25 134 26 2 159 

Molise 43 17 67 0 0 80 

Campania 60 41 214 2 3 305 

Puglia 98 1 128 3 5 222 

Basilicata 28 7 80 1 0 90 

Calabria 69 21 166 3 2 245 

Sicilia 79 5 194 4 19 252 

ITALY 1.215 275 3.722 967 196 1.470 
 
(A) The entry includes cases in which the distributor serves customers located in areas adjacent or bordering 
the territory of a municipality for which is not in receipt of grant or entrusting, as well as cases of ownership of 
the service is not clearly attributable to other items. 
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 The activity distribution should be assigned by tender, competition for the market should be for a 
period not exceeding 12 years (Legislative Decree No 164 of 2000, Letta Decree). This short duration would be 
offset by the anticipation that the new operator would be required to succeed in financing contracts in place and 
to match the outgoing management with a sum equal to the remainder of depreciation. This expectation was, 
however, transformed with the paragraph 10 of ddl 112, connected to the 2009 Budget, with which the duration 
of designation in proportion to the recovery of the investment has been established. This prediction is certainly 
not conducive to a liberalization process it is more likely to take a leap back to the de facto monopoly situation.  
 Then, the act.35 in the 2002 financial year, states the separation between the activities of 
distribution, that is a natural monopoly and the sales activity, that is potentially competitive.  
 Ultimately, the issues which today could raise observations are few and regard public ownership of 
the networks or not, the appropriate size of enterprise and the expiry of the concessions. The strongest need is to 
proceed with an orderly reform if possible to avoid aggravating the already excessive volatility and instability of 
the regulatory framework, resulting from the succession of changes, sometimes worse, in recent years.  
 The principles that should guide this further step should be:  
- consistency in the system,  
- rigor in designing the change that must be gradually followed.  
As a prerequisite there should be less use of fees for granting entry as for common local authorities (Testa, 
2009).  
 
2.2. The Water Sector  
 
One of the main points to be highlighted regarding the water sector is that of the reorganization, with act. 
No:36/1994 Law Galli, there was a modification of the method for calculating the rates after 5 years on the basis 
of experience. This update has not yet been done.  
 After suffering a series of legislative changes, today there is still a clear predominance of loans in-
house or to mixed public-private partnerships.  
 92 ATO (Optimum Territorial Areas), 91 are operational and 67 have proceeded to give the water 
service to a management company, of which:  
- 31 loans in-house to public,  
- 12 loans to companies of mixed public and private,  
- 6 to tender with loans to companies limited by shares,  
- loans to 13 companies listed on stock exchange,  
- 5 loans or a similar transient.  

24

31

13

12

6

5

67

ATO without loans

in house to public

to companies listed on
stock exchange

to companies of mixed
public and private

to tender with loans to
companies limited by
shares

loans or a similar
transient

 
FIGURE 5: WATER - KEY PLAYERS IN THE DISTRIBUTION 

 
 The reason for the failure of private investment is the lack of profitability on the investment, due to 
the methods for calculating tariffs, profitability has been on average equal to 2.78%, that is below the return on 
investments in other utility levels.  
 The standard method for calculating the tariffs could be corrected through:  
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- the same mode of calculation of the tariff,  
- the introduction of mechanisms for risk reduction volumes,  
- recognition of the possibility of amending the fee schedule.  
 In conclusion, the water sector needs to record a significant delay in the investments (the facts were 
only 50% of those provided), resulting in a largely inadequate state of water supply, with average losses of 30%.  
 
2.3. The Urban Waste Sector 
 
The municipal waste area of collection has strong characteristics of complex management and integrated cycle 
of technology, which from an industrial point of view divides the market forms and regulations into three 
distinct phases: collection, treatment and disposal and waste recycling.  
 After the Ronchi Decree of 1997, the economy gradually declined from 34% in 1996 to 11% in 
2005, in terms of population supplied.  
 The preponderant role is a predominantly public owned company, controlled by local authorities, in 
fact 58.5% are public companies compared to the 30.4% that are private operators.  
In the north there are widespread groups that operate on multi-sectors and organize services for a number of 
municipalities. 60% of firms perform activities only closely related to waste management, water purification and 
protection of the public green, the remaining 40% is also involved in other local public services, such as 
management of water services and the production and supply of electricity and gas.  
 The companies are multi characterized by higher profitability and a level of debt slightly below 
average.  
 You still see large differences in spatial terms of effectiveness of regional policies and efficiency of 
operators in the management of the service.  
 Containment of waste, waste recycling and reduction of the use of landfill have been pursued 
adequately in northern Italy, but tend to be ignored in the south. Although, with reference to waste even northern 
legislation has not proved very effective and would require an incentives and obligations analysis on producers 
and consumers.  
 

TABLE 4: PERFORMANCE INDICATORS FOR THE REGION IN 2006 
(Italy=100) 
Production of urban waste (%) Waste recycling (%) Use of landfill (%) 
Trentino Alto Adige 81,4 Trentino Alto Adige 49,1 Lombardia 16,5 
Lombardia 83,8 Veneto 48,7 Veneto 35,6 
Friuli Venezia Giulia 84,1 Lombardia 43,6 Friuli Venezia Giulia 37,4 
Veneto 84,2 Piemonte 40,8 Emilia Romagna 38,2 
Molise 85,7 Emilia Romagna 33,4 Trentino Alto Adige 39,2 
Basilicata 87,0 Friuli Venezia Giulia 33,3 Toscana 50,2 
Piemonte 90,9 Valle d’Aosta 31,3 Piemonte 50,8 
Valle d’Aosta 96,3 Toscana 30,9 Umbria 58,2 
Marche 102,4 Umbria 24,5 Campania 59,1 
Lazio 104,6 Sardegna 19,8 Basilicata 59,5 
Sardegna 106,9 Marche 19,5 Sardegna 65,3 
Abruzzo 107,6 Abruzzo 16,9 Valle d’Aosta 65,3 
Liguria 109,0 Liguria 16,7 Marche 65,7 
Calabria 109,2 Campania 11,3 Calabria 66,8 
Emilia Romagna 112,0 Lazio 11,1 Abruzzo 80,7 
Campania  114,2 Puglia 8,8 Lazio 85,1 
Puglia 116,4 Calabria 8,0 Liguria 90,0 
Toscana 122,6 Basilicata 7,8 Puglia 91,0 
Sicilia 123,3 Sicilia 6,6 Molise 93,0 
Umbria 123,6 Molise 5,0 Sicilia 93,7 
 

2071



  

 The Environmental Code of 2006 (Dlgs 152/2006) recognized the above problems and provides for 
the custody of the integrated collection and disposal with a Optimal Territorial Area level. In fact the decree, 
currently suspended, recognizes facilities for the disposal and treatment as an essential infrastructure not copied 
locally, with the entire chain management to a single subject. Where an owner operator of landfills or treatment 
plants is not the service contractor, it should make available the facilities of the contractor to the new integrated 
service.  
 The implementation of this plan seems far from easy.  
 Therefore, a national delegate to the task of providing guidelines on how to conduct the races, the 
contents of contracts, the incentives for investment and ultimately the formation of prices.  
 
2.4. The Local Public Transport Sector 
 
The field of local public transport in Italy is regulated by complex regulations and is decisively fragmented. 
From an initial analysis of the main problems of this sector there is a systematic over-demand, excessive public 
presence and a high-pressure union.  
 Compared to the first point it is to say that the effort required by an operator of local public transport 
is mainly to increase the filling factor of the means used (currently very low). But this is not the exclusive result 
of the skills and choices of the operator, but also and perhaps more in the policy at various levels: planning and 
scheduling of mobility restrictions of individual private transport, encouragement of public collective pricing 
commensurate with service features and pro-competitive regulation of the market.  
 

TABLE 5: SUPPLY AND DEMAND FOR URBAN TRANSPORT, 1990-2007 

  Year 
  1990 1995 2000 2003 2004 2005 2006 2007 
Demand (millions of 
passengers-km) 15.844 15.643 16.794 17.558 17.637 17.713 17.849 18.104 
Supply  (millions of seats-
km) 87.561 84.884 87.965 93.777 94.904 95.702 99.301 99.964 
Load factor (%) 18,1 18,4 19,1 18,7 18,6 18,5 18,0 18,1 
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FIG. 6: SUPPLY AND DEMAND FOR URBAN TRANSPORT, 1990-2007 
 
In a comparison between semi-public companies and private companies, it is clear what has happened, namely a 
transfer of control by the public that is a fact of minor importance from the economic and employment point of 
view.  
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TABLE 6: COMPANIES AND EMPLOYEES OF LOCAL PUBLIC TRANSPORT IN ITALY, 2005 
 

  Semi-public companies Private 
Companies 

Total 
  Controlled Not controlled Totale 

Companies 302 85 387 1.645 2.032 
Employee 91.062 5.438 96.500 22.894 119.394 
Employee/companies  301,5 64,0 249,4 13,9 58,8 

 
 The tenders so far have not helped to reduce the visible state of the overall inefficiency of the local 
public transport.  
 To improve the service we must address the main structural nodes:  
- fragmentation and paucity of operators (according to available data, in the area in the year 2003 there were 
approximately 1230 companies, ie: on average more than 60 per region. In Italy there is a lower degree of 
market concentration in relation to other European countries with only 27% managed by the top 5 players),  
- use of public funds is often poorly linked to the goals of management efficiency and user satisfaction.   
 
3. Measures that Regard the Competitive Relationship?  
 
The result that has been received in the system of public services in Italy is very different among the different 
sectors and within in the various stages of the terminal sector process.  
 You could say that there are some common denominators that characterize and are a little critical in 
all sectors. In summary, with the latest legislation, DL 112/2008, art. 23 a number of problems have emerged, of 
which (at least) at a glance:  
- a substantial in-house re-introduction of custody,  
- estimates of public ownership of networks,  
- the possibility of custody with a simultaneous tender of a number of local public services when it is shown that 
this choice is economically viable,  
- allocation to the regions and other local authorities with the task of defining the basics of competition for the 
different services.  
 Compared to the first point, the rule does not provide directly and openly in house custody, but 
recognizing an exception to the procedure at a public competitive tender where there are specific economic, 
social, environmental and geomorphological contexts of territorial reference the result is certainly heading in the 
opposite direction to a liberalization stimulus. If, in addition, the attempt to consider a joint public-private 
partnership the ordinary direct practice, provided that the private partner has been identified through the 
competitive process9, the framework in terms of the market is not comforting.  
 But to achieve a publicly owned network is not simple intuition. The reasons brought to support the 
separation of property management have quite a different significance when placed on a national or local basis, 
in other words, if you are thinking of the transmission or distribution network. In the first case, the tertiary needs 
and independence in fact seem to present a specific relief, where instead at a local level there are the technical 
and operational reasons for the coincidence of ownership and management pro tempore for more sharable 
profiles. And in any case it is the need to strengthen the framework for independent regulation.   
 The third point, concerning the possibility of custody with simultaneous tender of a number of local 
public services when it is shown that this choice is economically viable, it should be on the way to potentially 
block the push liberalization in the sector as it limits the possibilities of those expectations that companies have 
chosen to focus specific business on.  
 The fourth point, the definition of the basins to tender for the various services can certainly respond 
to the need to overcome the existing fragmentation and gain economies of scale and scope. However, it should 
be placed carefully in the identification of criteria and procedures for defining the basins themselves10, and some 
concern to this effect may also be raised about the attribution to the power on regions and local bodies: it is 
indeed a subject that until now had every incentive not to define pools of economic size such as to exploit 
economies of scale and economies of scope, the power to decide whether to do or not do the docks. It is clear 
that, in all likelihood, these basins will not be made or will be made in a way that does not meet the criteria of 
economic efficiency that we want to pursue but with a completely different logic.  
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 In this context, what may be the level of attractiveness, from an economic point of view, for potential 
investors?  
 The drivers that drive the choices of investment until now can be attributed and so far considered in 
two aspects:  
- governance of the company “target”,  
- the expected profitability of investment.  
 Giving acquired for the assessment for the second driver (the expected profitability of investment), 
which are not, in itself an investment of similar content, is the theme of governance worth devoting some 
synthetic thinking. It should first be pointed out how this appears, in light of the events that have marked the 
evolution of the sector, one of the themes that over the years has proved more difficult to face: not a case now, 
the “taking” of Local Administration concerned is still steadfast, and down below the 50.1% share of possession 
is considered across a sort of taboo. The consequences of this situation are easily intuitable, and can be traced to 
two problems:  
- the lack of contestability, with consequences in terms of attracting more investors were needed to finance 
business plans designed to address growing markets’ high rate of competition. Consequently, it would prejudice 
the same chance of survival and/or development of the company, which would in some way to “self” rather than 
questioning the structures of power control;  
- the possibility that the choice of unduly influenced industrial policy priorities and consensus of the members of 
reference, with a negative impact on profitability and thus the creation and the attraction of resources needed for 
investment.  
 In summary, to deal with these companies and especially for their members’ reference, the Local 
Body, theme of governance is about the nature and the perspective role that one wishes to take to the local 
multiutilities. In response to this question are also the reasons to or not, investment long-term in these 
enterprises. 
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End notes 
 

                                                 
1 Even if the paper was discussed together, in writing down the different parts Federico Testa contributed to 
paragraphs 1 and 3, Francesca Simeoni to paragraphs 2. 
2 On the positive and negative processes of the advance of privatization on the processes of liberalization see. 
Testa, 2001, p. 27th. 
3 The 1990s therefore led to a reconsideration of the operating modality of the public sector in the field of the 
provision of public services. On the one hand, competition mechanisms were taken into account again, although 
accompanied by the institution of important forms of regulation and surveillance, whose functioning is based, 
where possible, on the presence of multiple operators – competition in the market.  
4 On the other hand, in the case in which the production of a specific service by many operators is not 
economically advantageous because of the possible generation of cost inefficiencies (situations of natural 
monopoly), forms of competition for the market were established, in order to acquire the concession of the 
service. 
5 Other conditions are the competition among the companies participating auction and minimization of 
transaction costs required for the operation of the contract. These different conditions lead to substantial 
differences in sectoral and spatial. For this it is difficult to make “recipes” universally valid (Grandinetti R., 

Massarutto A., 2000). 
6 Companies operating with public participation in the services market in the period 1985-2006 constituted.  
7 Decree. No 79, 1999, Bersani Decree- special, with variations from No DL 112, 2008 - general (which is not 
applied to the electricity sector, for which please refer to specific rules, although in the case of incompatibility 
between the two disciplines that generally prevails). 
8 Decree. No 164, 2000, Letta Decree- special, with variations from No DL 112, 2008 - general (which is not 
applied to the gas sector, for which please refer to specific rules, although in the case of incompatibility between 
the two disciplines that generally prevails). 
9 The difference-for the objectives that the processes of reform of local public services are placed in purpose-is, 
quite different, are with this case than they would like to pursue with the expectation the granting by invitation: 
In the first case, you point at the robust and financial skills of the public through the provision by the private 
shareholder in the second we want to achieve the increase in benefits for customers and consumers through ' 
accepted that presents the highest standards of efficiency and quality in service. And the theme, of course, is not 
small.  
10 It is important not to confuse the minimum efficient scale level of territorial distribution of the minimum 
efficient size of a business, forgetting (???) that the first is necessarily linked to physical and technical measures 
such as the geographic scope, the roads, the density of users, while the second suffers from economies of scale 
relating to access to particular factors of production (eg computer systems and remote control) that do not 
require any territorial contiguity and for which the minimization of the impact of affected the overall cost of 
company size. For further insight see Testa, 2008.  
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Abstract 
 
In this paper we present a generic approach to modeling and optimizing customer response to direct mail campaigns 
using the Decision list algorithm in SPSS Clementine Data Mining Suite.   
Campaigns ran throught direct mailing have usually a very low response rate and a relatively high total costs 
associated to those activities. By building a customer response model based on historic data on the interaction with 
the consumers, we can estimate which consumers have a higher or lower likelihood of responding to a specific 
campaign campaign, thus lowering costs and increasing the response rate.  
Keywords: direct mail, campaign, decision list algorithm, data mining, model 
 
Business Use of Predictive Analytics 
 
Predictive analytics is of high value for many businesses. The leading players in telecommunication, banking, 
insurance are starting to use predicitve analytics on weekly or even daily bases to optimize existing processes, 
better understand customer behavior, identify unexpected opportunities, and anticipate problems before they 
happen. 

Even though most companies see great value in using predictive analytics, according to a TDWI 
research conducted in August 2006, only 21% of organizations have fully or partially implemented predictive 
analytics, while 19% have a project under development and a whopping 61% are still exploring the issue or have 
no plans (Eckerson, 2007).  

Although it may seem that predictive analytics is still in an early-adopter phase, the leading companies 
are striving towards several goals – more accurate models that act on near-real time date (as it is loaded in the 
companies Data Warehouse), creating a greater number of models and enabling business analysts to create and 
interpret them without a great deal of involvement of BI, or without a need for a PhD in the field of advanced 
statistics although most of data miners hold a PhD (32%) or a Master‟s degree (36%) (Rexer, 2008).  

Continuous advances in computer processing power and database technology and the development of 
advanced integrated analytical workbenches like SPSS Clementine Data Mining Suite with its client/server 
architecture have made it possible (mostly to enterprize size companies) to employ a broader class of predictive 
techniques, such as decision trees, neural networks, genetic algorithms, decision list algorithms and other 
mathematical algorithms.  These new techniques take advantage of increased computing power to perform 
complex calculations that often require multiple passes through the data. They are designed to run against large 
volumes of data with lots of variables (i.e., fields or columns.) They also are equipped to handle “noisy” data 

with various anomalies (missing values etc.) that traditional models may have difficulties to work with. 
 
Direct marketing integrated part of marketing 
 
Direct marketing is a discipline, a subset of marketing, which permits us to carry out certain marketing tasks 
more efficiently. It does this by gathering, analysing and using information about individual customers and 
prospects. This information enables us to identify which of the people on our customer and prospect files are 
likely to be interested in a particular product, service or offer (Thomas & Housden, 2002). 

Traditionally, direct marketing has not been considered an element of the promotional  mix. However, because it 
has become such an integral part of the IMC program of  many organizations and often involves separate objectives, 
budgets, and strategies,  we view direct marketing as a component of the promotional mix (Belch, 2004). 

According to Peter Drucker  (Drucker, 1993), the aim of marketing is „to make selling superfluous; to 

know and understand the customer so well that the product or service fits . . . and sells itself‟. This statement, 

written in 1973, is also a fairly accurate definition of the objective of direct marketing.  
Collecting and applying customer and prospect data enables us to: 
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 identify customer needs and wants more precisely 
 communicate our proposed solutions more cost-efficiently.  

Marketers have always used market research and published information sources with the intention of 
gaining a greater understanding of customer needs, wants and motivations. And today companies have much 
more availbol data, this data company today can find in company data warehouse. What is different about direct 
marketing is the ability to take this difference down to the level of the individual. This ability enables us to 
become customer focused in a much truer sense.  

To make marketing work cost-efficiently, we have to say the right things to the right people at the right 
time. What do we mean by this? 

 Saying the right things 
 Reaching the right people 
 Selecting the right time 

Direct marketing most to be part of integrated marketing communication plan. Only on this way 
communication with key consumer segments can be effective.  Today is not a problem in data capacity; today 
we have a problem to extract usable information. 
 
Data Mining Infrastructure 
 
To successfully handle predictive analytics (data mining) tasks, a company most posses a data mining 
infrastructure although slight differences may occur depending on the size of the company, vendors etc but 
mainly it consists of a built and tested Data Warehouse (where available, in other cases the use of different 
source systems), a Data Mining Data Mart or sometimes reffered to as Analytical Data Set (ADS) and in the 
case that we are presenting – SPSS Clementine Data Mining Suite with its client-server architecuture (FIG. 1.).  
 

DATAMART
Clementine

Server

Datamining
Analyst

Source Systems Oracle Data Warehouse

KPI’s

Detailed 
Data

Operational Data 
Store

Oracle Warehouse 
builder  

FIG. 1 : DATA MINING INFRASTRUCTURE 

Building a dedicated Analytical Data Set inside the Data Warehouse is a crucial step, as it helps data 
mining analysts to have a preformated set of variables to work with during the building of models. Building the 
ADS is an iterative process and data mining analysts may strive to expand the ADS are more detailed data 
(including history of customer interaxction) is captured and becomes available.  
 
Modeling customer response 
 
In this paper we present a generic approach to modeling and optimizing customer response to direct mail 
campaigns using the Decision list algorithm in SPSS Clementine Data Mining Suite. Campaigns ran throught 
direct mailing have usually a very low response rate and a relatively high total costs associated to those 
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activities. By building a customer response model based on historic data on the interaction with the consumers, 
we can estimate which consumers have a higher or lower likelihood of responding to a specific campaign, thus 
lowering costs and increasing the response rate.  

The objective of decision lists is to find a group of individuals with a distinct behavior pattern; for 
example, a high probability of buying a product. A decision list model consists of a set of decision rules. A 
decision rule is an if-then rule, which has two parts: antecedent and consequent. The antecedent is a Boolean 
expression of predictors, and the consequent is the predicted value of the target field when the antecedent is true. 
The simplest construct of a decision rule is a segment based on one predictor; for example, Gender = „Male‟. A 

record is covered by a rule if the rule antecedent is true. If a case is covered by one of the rules in a decision list, 
then it is considered to be covered by the list. In a decision list, order of rules is significant; if a case is covered 
by a rule, it will be ignored by subsequent rules (Integral Solutions Limited, 2007). 

In our example, a fictional bank has had four different campaigns over the last year targeting 16,108 
unique customers with 21,927 direct mails (some customer have reveived multiple offers). The most successfull 
and the broadest offer was for a Premium service which was sent out to 13504 customers with a response rate of 
13.95% which is still above average for most cases (please note that responding to the offer doesn‟t mean that 

they  evetually took up on the offer, although most did / FIG. 2.). 
 

 
FIG. 2 : CAMPAIGNS LAUNCHED WITH RECORDED RESPONSES 

Diving deeper into the Premium campaign and a detailed customer interation history, demographic and 
transactional data with the Decision list algorithm in SPSS Clementine we can launch an interactive session. In 
FIG. 3. we can see for the working model – initially with all segments included we cover 13,504 customers with 
a frequency of response of 1,884 (probability of 13.95%). Using the algorth to find high responsive segments 
using specific rules in the first iteration the model found a few segments with a response rate of even 95.38%, 
but the biggest issue is that those rules cover only a small part of the population (2.4%).  
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FIG. 3 : INTERACTIVE SESSION USING DECISIONS LIST ALGORITHM IS SPSS CLEMENTINE 12.0 

The other way to optimize the campaign is to see who is less likely to respond and exclude them from 
the campaign and in the second iteration the model found a large set of customers with 0% probability to 
responding to this offer and those segments have been exluded. To increase the cover of the model we do a 
second run on high responsive segments and found over the average rules that cover only 26.4% (3,557) 
customers but capturing 81.63% of respondents with an overall probability of 43.24% of response.  So by 
sending only ¼ of direct mails we shall caputor 4/5 of respondents (FIG. 4.). 
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FIG. 4 : GAINS CHART OF WORKING MODEL VS. NAIVE MODEL 

Using a gains chart we can see the difference between the working model implemented and a naive one 
depending on included segments (rules). We can see that with there is still room for optimization bincluding 
some excluded (not modeled set of respondents) but the highest gain (including the cost of sending out the 
mailing etc.) is around covering 70% respondents.  

The decision list algorith can also autoatically calculate profit and ROI in these segments using a linked 
excel spreadsheet with a predetermined but customizable ROI model (costs, revenue etc.). 
When we have a model in place we have to test it in real world conditions and this can be done using test and 
control groups for the offer. As the offer for Premium service is to be supported by ATL campaign (TV and 
internet advertisements) we can even evaluate the model versus the effect of the communication of the 
campaign. We sample 4 sets of 5000 customers and measure resnponse rate.  
 

TABLE 1 - TEST/CONTROL GROUP 

Test Group 1 Control Group 1 

5,000 customers the model chose that have a high 
likelyhood of responding to offer and were sent direct mails. 
 
(Measure effect of ATL+BTL+Model) 

5,000 customers the model chose that have a high 
likelyhood of responding to offer and weren‟t sent direct 

mails. 
 
(Measure effect of ATL+Model) 

Test Group 2 Control Group 2 

5,000 randomly sampled customers that were sent direct 
mails. 
 
(Measure effect of ATL+BTL) 

5,000 randomly sampled customers that weren‟t sent direct 

mails. 
 
(Measure effect of ATL) 

 
When we measure result we should, if the model is axcurate, see that the highest take rate is within 

Test Group 1 and the lowest in Control Group 2. With this approach we can measure the different effects of the 
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communication channels (direct mail BTL and ATL advertisements) and of the decision list model versus a 
„naive“ model.  

To statistically measure if the differences in the take rate is due to common random/stochastic reasons 
we use the Two-Proportion Population Test (formula 1). 
 

 (1) 

Where   

 
 

 
FIG. 5 – TWO PROPORTION POPULATION TEST TOOL CREATED IN EXCEL 

Looking up pj in the normal distribution table, we can impose a rule of thumb that if Z < -1.96 than the 
hypothesis that the take rate in case 1 is significantly higher than in case 2 (FIG. 5.). This approach can be done 
for all target and control groups.  
 
Conclusion 
 
We can conclude that by using advanced analytical workbenches like SPSS Clementine Data Mining Suite in 
line with specified campaign management appraches we can optimize direct mail campaigns by lowering cost 
and increasing the take rate. We can also conclude that by using a set of target and control groups and statistical 
testing, we can accurately measure the effects of different communication channels and the model itself for 
further optimization not only of the offer but also of the channels used to contact customers.    
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Abstract 
 
While Sub-Sahara Africa’s (SSA) rate of economic growth has outpaced the average of the developing world over the 
last two years, large and growing trade deficits remain a serious threat to the long term viability of these economies. 
This is despite the fact that these countries have employed a variety of exchange rate arrangements ranging from the 
neo currency board arrangement of the Francophone countries to the truly flexible exchange systems of several of the 
southern African countries such as South Africa. This paper examines the relationship between the trade balance and 
the real exchange rate for nineteen SSA countries. This is a bilateral approach between a panel of these nineteen 
countries from the region and each of four industrialized countries; The US, Britain, France and Japan. In a static 
Monetary/Keynesian two-country equilibrium model of international trade, the estimable form of the trade balance is 
expressed as variable that depends on the bilateral real exchange rate with the targeted industrialized country, the 
panel’s income level and the targeted industrialized country’s income level. These variables are modeled as 

integrated processes. After Unit Root Tests establish the non-stationarity of almost all of these variables for the entire 
panel, the paper employs the Johansen-Fisher Panel Cointegration technique, to investigate the existence of a stable 
long term relationship between bilateral currency depreciations and the trade balance for the panel, and the major 
industrial nations. The results are generally mixed, with cointegration being confirmed in most cases. 

 
Introduction 
 
Between 2003 and 2008 economic growth in Africa slowed noticeably. This development has left many experts 
questioning whether this represents the start of a  reversal of the significant gains of the previous decade. After 
two decades of  poor economic performance from 1970 to the early 1990’s, several African countries  enjoyed 

almost one full decade of strong economic recovery. There were several indicators of this revival. African 
equity markets and consumer goods exports while being smaller than those of any other continent, experienced a 
significant revival in the last four years.  Emerging Market Fund managers were attracted by the relatively low 
risk vs. significantly above average stock market performance in selected countries such as Botswana, Zambia 
and Ghana in recent years.  At the same time, during the second half of the 1990’s, the indefatigable efforts of  

the South African government and the mass invasion of private South African and Chinese companies into Sub-
Saharan Africa, resulted in some of the fastest rates of growth in consumer goods industries anywhere in the 
developing world. Finally, after shrinking for all of the decade of the 1980’s and most of the 1990’s, US-Africa 
trade had climbed to record levels. 

The reasons for this reversal of fortune from the previous two decades were reasonably clear: The 
acceptance of the concept of privatization of public companies; the relaxing of restrictions on imports; the 
creation of export processing zones; the award of 10-year tax holidays to foreign owned firms; a more robust 
legal system; the right of repatriation of profits for foreign firms; the liberalization of agricultural marketing 
boards; and perhaps most important the move to a regime of flexible exchange rates. 

For a panel of  21 Sub-Sahara  countries, this study investigates whether devaluations significantly alter 
the real exchange rate,  and then examines the relationship between the real exchange rate and the trade balance. 

While economic theory generally accepts the view that a devaluation improves a nation’s trade balance 
there is a considerable difference of opinion as to the process involved. The Elasticities approach suggests that a 
nominal devaluation by exerting a negative impact on the real exchange value of a nation’s currency will 

improve the global competitiveness of that nation’s tradable goods. In the Monetary approach, a devaluation 
leads to a reduction in real balances, a fall in expenditures and hence to an improvement in the trade balance. 
The obvious disagreement is on the role accorded relative prices in the adjustment process. 1 

The model that is initially employed is essentially monetarist, with the trade balance dependent on 
domestic and foreign income levels and the real exchange rate. The domestic and foreign readings on these 
variables would reflect the ―one world‖ assumption that is so basic to Monetarism. However, the presence of the 

real exchange rate as a determinant of the trade balance, endows the model with a Keynesian flavor. 2 
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This study uses the bilateral exchange rate between each panel member and each of four developed 
countries [the US, the UK, France and Japan] as well as the SDR exchange rate between the panel and a 
composite Developed Country variable representing these four countries.  The disadvantage of using an 
aggregate exchange rate such as the SDR for each panel member is that a rise in the bilateral exchange rate 
against one developed country can be negated by a fall against another country.  This would cancel effective rate 
fluctuations and perhaps lead to an otherwise unwarranted finding of inefficacy of the exchange rate as a 
potential tool for influencing the trade balance. 

Many studies done on the trade balance prior to the last decade used level data, with notable exceptions 
being Miles (1979) who used first differenced data, and Bahmani and Oskooee and Alse (1994) who used a Unit 
Root test to ascertain that the data was in fact non-stationary.  Unfortunately both used aggregate data.  
Meanwhile Marwah and Klein (1996) did use level disaggregated data.  It is now generally accepted that most 
macroeconomic variables are non-stattionary, carrying the risk that Ordinary Least Squares (OLS) estimates 
performed on them can unearth potentially spurious relationships. 

The next section develops the traditional exchange rate/ trade balance model complete with an 
estimable OLS framework (even though this is not the empirical method used in this paper).  This is followed by 
an initial examination of data used in this study, especially the trade balance, and both the nominal and real 
exchange rates of the panel countries.  After a brief look at panel Unit Root and Cointegration test constructs, 
the main empirical findings of the paper are presented.  This is followed by a concluding section. 

The Traditional Trade Balance Equation Formulation 
A devaluation of the nominal exchange rate will improve the trade balance if two conditions are met. 

First, that the nominal devaluation results in a lasting real depreciation of the nation’s currency. The fear here is 

not merely that a given devaluation would induce a proportionate offsetting increase in inflation, but also that 
repeat devaluations could involve the economy in a devaluation-inflation spiral3.  

The second condition is that the nation’s foreign trade flows must be sufficiently responsive to changes 

in the real prices of imports and exports. Several studies have established that for most countries that have 
devalued, the real depreciation lasts for six or more quarters (see Himarios, 1989). This is a period long enough 
for a policy package (including a devaluation component) to have a significant impact on the problem.  

To pursue this we advance a model to provide the framework for analysis. Following Kruger (1983), 
the simple Keynesian equation for the trade balance equation may be written as: 

B = B ( Y, RN / P ) ……………………………………………… Equation 1 
where: B is the trade balance 
Y is real income 
RN  is the nominal exchange rate (here measured as the domestic currency price of the  numeraire 

currency) 
P is the domestic price level. 
Such a model can be broadened to take account of the Monetarist view of the open economy. 

Following Branson (1983) the two following assumptions are made. First, that the neoclassical assumption of 
price and wage flexibility assures full employment. Second, that there is a global market, so that all goods are 
perfect substitutes. This is the so-called ―law of one price‖ whereby the domestic price and the foreign currency 

price of each good is equal. Third, that domestic and foreign financial instruments are perfect substitutes; thus 
domestic and foreign interest rates would be equal except for any expected changes in the exchange rate. 

The simple Keynesian trade balance equation can be rewritten as: 
B = B (R, Y, Y*,) ……………………..…………………………..……….…… Equation 2 

where: Y, Y* are the domestic and foreign real income levels 
   R is the real exchange rate that conforms to the relative version of the Purchasing  
                    Power Parity Theory or: 
   R = RnP* ……………………………………………………………… Equation 3 
           P 
where: P,P* represent the domestic and foreign price levels. 

It has long been accepted that devaluations take several quarters to exert the greater part of their 
eventual effect upon the trade balance. Junz and Rhomberg (1973) and others have analyzed the lags in decision, 
replacement, delivery and production (see Salvatore 2007) that intervene to delay to expected increase and 
decrease in the volume of exports and imports respectively. 4 
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In fact, these delays are often sufficient to give rise to a temporary worsening of the trade balance 
before there is improvement. This is known as the J-curve phenomenon. To take account of this delayed effect 
of a devaluation, an Almon distributed lag process is sometimes employed and thus the actual equation 
estimated may be written as: 
 Bi = ao + a1 (L) R +  a4Y + a5Y* + ei ………………………………………... Equation 4  
where the variables are previously defined and L represent the unconstrained Almon polynomial distributed lag. 

In this empirical study, the sign on the real exchange rate coefficient is important in determining 
whether a devaluation is successful in improving the trade balance. Assuming that a devaluation effects a real 
devaluation of a nations’ currency, then the Marshall-Lerner condition suggests an improvement in the trade 
balance.5 Since R measures the home currency price of a unit of foreign currency, the sign on a1 would have to 
be positive to suggest that a devaluation has improved the trade balance.  
  
Preliminary Data Analysis 
 
This study uses annual data for 24 African nations from 1960 to 2006. The trade balance variable used is the 
ratio of exports to imports. This is employed to avoid the need to choose a price index to deflate the difference 
between exports and imports, and also to facilitate the use of a log form model. The real exchange rate used is 
the nominal exchange rate (measured as the individual panel member’s currency per unit of the developed 

country’s currency) multiplied by the ratio of the developed country to the individual panel country’s consumer 

price index. Finally we note that these nominal exchange rates and the price indices, as well as an index of real 
GDP levels for both panel and developed countries, are obtained from the International Financial Statistics from 
the IMF. 

As the exchange rate and the trade balance are the focal points of this paper, we now take a cursory 
look at their behavior over the relevant time period.  Table 1 shows the ratio of exports to imports, for the 
earliest and latest year for which it is available, the highest and lowest level, and finally the average over the 
entire period as  well as the average over the last 10 years.  A ratio of 1 indicates that exports equal imports.  A 
value of 2 says that exports are twice imports and 0.5 means that exports are half the value of imports. 
Several patterns are easily discernible.  First, for two thirds of these countries, the ratio of exports to imports 
turned less favorable over the period.  Second, in six of the 24 countries, the ratio declined by more than fifty 
percent, with the worst case being the Ethiopia where the decline was 76%.  Another disturbing observation is 
that the entire time series for this ratio shows that for more than half of these countries, a significant part of the 
deterioration occurred within the last 10 years. 

Another way of observing this fact is to note that the end of period ratio was just above the lowest 
value recorded over the sample period for seven countries and was exactly at the lowest value recorded for five 
countries, Burundi, the Gambia, Madagascar, Malawi and Zimbabwe. At the same time just about every 
country’s highest value is significantly above the beginning year’s value, the exceptions being Sierra Leone, 
Tanzania and Zimbabwe, where the highest recorded value occurred in the first  year noted in the table.  While 
only one country  began and ended with a ratio of less fifty percent (Burkina Faso) , four others had an overall 
average of less than fifty percent. On the positive side, seven countries, (Cameroon, Congo, Democratic 
Republic, Congo, republic of, Gabon, Nigeria, South Africa and Zambia) managed on average to maintain a 
trade surplus overall, with Botswana, the Central African Republic, Ghana and Zimbabwe narrowly failing to do 
so. 

These are the bare facts to be gleamed from Table 1, but several explanations of this dismal trade 
performance are relevant at this point.  First, over almost five decades, unlike what happened in the Latin 
America and Asia, most of these countries still continued to see primary products as the chief foreign exchange 
earning sector. for these two other developing continents most countries over this same period moved more 
aggressively to a mix of light manufacturing with tourism and other services. In Sub-Saharan Africa meanwhile 
the latter half of the sample period witnessed an even broader range of consumer imports, ranging from 
electronics to entertainment, that was spurred on by ubiquitous media over-exposure. 
One major factor determining the performance of the trade balance was whether the primary export was 
petroleum, some other extracted mineral or agricultural products. Those countries that depended largely on 
agricultural output such as Kenya, Ethiopia, Malawi and Tanzania experienced a noticeable worsening of their 
trade position over the forty year span covered in this study. By contrast the vast increase in global petroleum 
price over the four decades covered produced a serendipitous improvement for such oil exporting countries as 
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Gabon (1.49 to 3.32), Nigeria (.76 to 2.78), and the Republic of the Congo (.69 to 1.43). Meanwhile for other 
mineral extractive countries the trade performance depended on global demand and supply for the specific 
mineral. Zambia (especially in the last 10 years) saw a marked deterioration of its terms of trade as the price of 
copper, its main foreign exchange earner collapsed on world markets. In addition countries such as Botswana 
(.82 to 1.74), Ghana, South Africa  and Sierra Leone, all benefited from the significant increase in the world 
prices  of various precious metal and gem stones in the last two decades of the last century. Unfortunately a 
range of other issues prevented these last three countries from reaping the same benefit as Botswana. The 
significant decline in both prices and quantities produced of cocoa limited Ghana’s potential gains, while the 
negative impact of three decades of Apartheid hamstrung South Africa.   

More specifically political turmoil, land distribution issues, outright civil war or some combination of 
these, exacted a significant toll on the trade balance of the Democratic Republic of the Congo, Burundi, Sierra 
Leone and Zimbabwe. 

The implication of this analysis is that a host of factors other than the real exchange rate have had a 
significant bearing on the trade balance of these nations. 

Table 2 presents 22 cases of significant currency devaluations involving 21 of these countries (Ghana 
being the only country for which two cases are shown).  In every case except one a nominal devaluation effects 
a depreciation of the real exchange rate by the end of the following year, with that sole exception being the 
Democratic Republic of the Congo where the hyper inflation of the early 1990’s meant that a devaluation of as 
much as 9185 percent not only failed to induce a depreciation of the real exchange rate but instead brought 
about a 60 percent appreciation of the real exchange rate by the end of year 1 which was then followed by a 
significant depreciation over the next two years (one of only three cases where such a depreciation occurred). 
A second observation from Table 2 is that the percentage change in the real exchange rate by the end of the year 
following the nominal devaluation does not accurately mirror the latter (in fact in 11 of the 22 cases the 
percentage change in the real exchange rate the following year is less than 50 percent of the nominal 
devaluation. Further, for 14 of the cases, by the end of the second year after the initial depreciation of the real 
exchange rate, more than 50 percent of the initial real devaluation had been erased by unfavorable price 
differentials with trading partners. For six of these 22 cases in fact a real appreciation had set in by the end of 
the third year.   

In only 5 of the 22 devaluations analyzed would we say that the nominal devaluation was successful (as 
measured by the retention of most of the real devaluation (minimum slippage) into the third year;  these cases 
being Burundi, Ethiopia, Ghana (1982), Nigeria and Tanzania. Finally we note that some of the countries with 
the largest devaluations (the Democratic Republic of the Congo, Sierra Leone and Zambia) sport some of the 
largest slippages of the real exchange rate. The implication being that even when policy makers muster the 
courage to take bold action in the face of withering inflation, it does not mean that they will achieve the desired 
change in the exchange rate to underpin the improvement in the trade balances that they seek. 
 
Panel Test Constructs 
Unit Root Test 
 
For a single country series, an autoregressive process specification is set up in the form:  
Y t = ρY t-1 + δX t + εt……………………………………………………………….... Equation 5 

Where X t represent regressors such as a time trend or a constant, δ any parameter and ε….the residual.  
The basic test for stationarity consists of evaluating whether ρ takes on the value absolute 1 in which 

case we can say that the series Y has a unit root and this is non-stationary. This construct is quickly extended to 
the Augmented Dickey Fuller test to handle higher order series lag correlation. For multiple cross-sections (such 
as panel data) Equation 1 may be rewritten as: 
Y it = ρ iY it-1 + δiX it + εit………………………………………………….......…Equation 6 
Where there are now i = 1 ……. n series and periods t = 1…..Ti  
Once again if │ρi│ = 1 …., then Yi contains a unit root 
Cointegration Test 
Engle and Granger (1987) state that if two variable X and Y are shown to contain a unit root (i.e. are both 
integrated of order 1, I (1), then upon regressing Y upon X, the regression equation can be rewritten with the 
residual as the dependent variable, in a form such as:  
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µt = Yt – β0 – β1X ……………………………………………………....……… Equation 7 
 
Provided that a unit root test shows that it is stationary, i.e. integrated of order 0, we can state that the variable Y 
and X are cointegrated thus affirming that there exists a long run relationship between them. 
Pedroni (2004, 1999) and Maddala and Wu (1999) in different constructs extend Engle-Granger to panel data 
situations. For example Pedroni starts out in much the same way as Engle Granger with an equation such as 
Yit =   αi + θit + β1Xit + ……. βmtXmi,t + μit…………………………………..….Equation 8  
Where Y and X are integrated of order 1 and where αi and θ are individual country and trends effects 

respectively.  
As in the Engle-Granger case above, the residuals from this equation are then run in a second regression for 
each country as:  
μ it  = ρi μit-1 + ∑it………………………………………………………………..Equation 9 
The null hypothesis of no cointegration then becomes (ρ=1), implying that μt is I (1)  
 
Empirical Results 
Panel Unit Root Test 
Table 3 presents the level and the first difference stationarity test for each variable used in this study. The 
specific form of the test is that by Levin, Lin and Chu(2002), mostly employing the Schwartz Information 
Criterion automatic lag length where the maximum is set at 2. For all of the variables the null hypothesis in both 
level and first difference form is the existence of a unit root. For the level test the p-values are high with the sole 
exception of the World GDP, meaning that we cannot reject the null hypothesis. As the reverse is true 
universally for these variables in the first difference test, it can be definitively concluded that each variable is 
non-singular possessing one root. All of this evidence points to the possibility of a long run underlying 
relationship between the trade balance and the exchange rate and real income variables. This in turn clears the 
way for us to test for cointegration to further investigate the existence of, and to explore the nature of any such 
relationship. 
Panel Cointegration Test 
Table 4 presents the cointegration results that make use of the Johansen-Fisher construct displaying the Trace 
test followed by the Maximum Eigen Value test. These were derived from a Johansen-Fisher construct. In all 
cases a cointegration test is carried out on the panels trade balance, the exchange rate and the domestic and 
foreign income levels. In column 2 the cointegrating relationship is with the developed country composite and in 
each of the next four columns it is run bilaterally with the US, UK, France and Japan. Next to each such column 
the number of the cointegrating relations is shown based upon the p- values for the null hypotheses of the 
number of cointegrating equations shown in column1. 

In the test of our panel with the developed country composite variable, table 4 (both versions of the test 
are in agreement) reveals that there are two cointegrating relations with this composite variable. It shows that 
there are also two cointegrating relations when the bilateral trade balance and exchange rate are combined with 
the domestic and foreign income levels with the US, UK, and France. Meanwhile the Trace and Eigen Value 
tests do agree likewise that there are multiple  cointegrating relations for Japan, thought they do not agree on 
exact number. 

Having established multiple cointegrating relations for the trade balance and the three variables for the 
panel we now turn to an examination of the Johansen-Fisher cross section for individual countries that produced 
these results. Tables 5 and 6 provide a summary of the results of the Trace and MEV cointegration tests 
respectively for the individual countries in the panel with the composite variable and these developed countries 
individually. For some of the countries in the study the bilateral trade balance with each individual developed 
country was not available causing us to drop that country from the bilateral part of tables 5 and 6. The results 
overall indicate at least one cointegating relationship in more than half of the cases and in particular shows 
multiple relations being established fairly consistently in the case of Cameroon and Tanzania. As we had 
anticipated, a quick comparison of these results with outcomes of the case of selected devaluations in Table 2 
fails to establish any necessary association between the slippage of the real exchange rate two years after the 
devaluation and the likelihood of an underlying relationship between the trade balance and the real exchange 
rate. This was because Table 2 was merely showing the degree to which one episode of significant nominal 
devaluation was translating into a sustained real depreciation. 
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A more interesting exercise would be to see whether there is any link between the establishment of 
cointegration and an individual country’s experience under inflation. Table 7 sorts these countries by ascending 
order of the annualized rate of inflation over the study period, includes the average annual rate over the last 10 
years, and reports the number of cases of no observed cointegration from Tables 5 and 66. The results are mixed 
but suggestive of an association. Burkina Faso, Senegal and Burundi, three of the countries in the lower half of 
Table 7 with the lowest rates of inflation each report as many as four or five cases of no cointegration   (the sum 
of the Trace and MEV Tests) of no cointegration. On the other hand it is significant that four of the countries in 
the upper half of Table 6 with some of the higher rates of inflation (Nigeria, Tanzania and Zimbabwe) report 
one or no case of no cointegration.  

More ominously Zambia, (one of those countries without the bilateral trade balance data) which after 
Democratic Republic of the Congo carries the second highest rate of inflation, is the only country sporting 3 
cointegrating relationships with the developed country composite (both tests agree on this). Some contradictory 
evidence can be gleaned from the fact that  Mauritius with two, Kenya with four, and Madagascar with 5 
cointegrating relations, have average rates of inflation of 8.21, 10.48 and 12.56 percent respectively over the 45 
year period. It is beyond the scope of this paper but a worthwhile follow up study should well be to investigate 
more thoroughly the precise role that inflation plays (beyond utilizing the domestic and foreign price level in 
calculating the real exchange rate) in determining the success or failure of policies that manipulate the nominal 
exchange rate to determine the trade balance.  

 
Conclusion 
 
This paper examines the relationship between the real exchange rate and the trade balance by employing several 
investigative methods. The subject of this study is a panel of  21 Sub-Saharan Africa countries with the rest of 
the world and also individually with four developed countries, the US, UK, France and Japan. An initial 
examination of the trade balance of the panel countries reveals a general deterioration over the forty five year 
study period with an especially sharp drop over the final ten years from 1995 to 2005. The paper advances 
several structural changes that perhaps in addition to real exchange rate changes might have accounted for the 
worsening trade balance. We next examined selected episodes of nominal devaluation and discovered that not 
only had each translated into smaller real depreciations but that after a further two years, almost all of this 
depreciation had disappeared.  

An empirical evaluation of these variables quickly confirms that just about everyone possesses a unit 
root, providing the grounds for an investigation of the possible existence of a long term relationship between 
these variables. Finally the cointegration test using the Fisher-Johnson method shows that there are multiple 
cointegration relationship between the panel and the rest of the world but also, bilaterally with each of the 
developed countries individually. When we look at the individual country cross section of the panel, there is 
evidence of cointegrating relationships for most countries and even some slight evidence of a greater likelihood 
that countries with a higher pattern of inflation tending to exhibit such co integration. 
The clear conclusion is that manipulating the nominal exchange rate and having this successfully change the real 
exchange rate can improve a nation’s trade balance in the experience of these countries. However the brief ad 
hoc examination of these nations inability to turn these into real depreciation appears to be an additional reason 
why their trade balance has been worsening so significantly of late.      
 
NOTES 

1. It should be mentioned that while the channels of transmission appear to be diametrically opposed, 
several theoretical and empirical studies have indicated that these processes are closely integrated; see, 
for example, Frenkel, J.A.T., Gylfacon and J.F. Helliwell, ―A Synthesis of Monetary and Keynesian 

Approaches to Short Run Balance of Payments Theory.‖ Economic Journal, September 1908. 
2. The Keynesian approach to analyzing the effects of a devaluation does go beyond the relative price 

switching effects. It encompasses the deleterious impact of excessive domestic spending and income 
increases on the trade balance. 

3. Using correlation analysis, Himarios (1989) has shown that for both the Bretton Woods and the post 
Bretton Woods period, changes in nominal exchange rate did appear to be correlated with changes in 
real exchange rates, thus contradicting one of the principal conclusions of the strict Purchasing Power 
Parity Theory. 
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4. See Salvatore (1987) for a discussion of the issues attendant to these lags and an analysis of the manner 
in which they produce a J-curve. 

5. The Marshall-Lerner condition states that the trade balance will improve following a devaluation if the 
sum of the elasticity of demand for exports and the elasticity of demand for imports (facing a gives 
country) exceeds unity. Given this condition, we are accepting the considerable weight of evidence that 
in practice the sum of these demand elasticities exceeds one. 

6. The number reported in Table 6 is the number of times an individual country had a finding of no 
cointegration with either the developed country variable or each of the four developed countries. The 
actual number reported is the sum for the Trace and Maximum Eigen Value Tests. 
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Abstract  
 
Questions of the Good and the Evil have been a subject of people’s attention since the beginnings human civilization. 
Nowadays, when our society undergoes difficult changes, the questions of ethics and problems become one of the 
central issues of the whole society. The relations between ethics and economics and ethics and business also 
increasingly begin to be the main topics as well. 
The main aim of the paper is to show, that a long-term success of a company, but also of the whole economics, is to 
implement the ethics in business environment, which is absolutely necessary. The ethics affects all and each of human 
activities and in case the companies want to be competitively successful, they should pay a due attention to this issue. 

 

What Business ethics means?  
 

Our personal life is always connected with making our best decision. Sometimes we decide right sometimes 
wrong. Even it is wrong on the other side it is good for us, because we can learn from our mistakes. But how it 
is with decision making in businesses? Can we afford to make wrong decision which can be wrong not for us, 
but also for other side. Every person should take responsibility for his own decision, but first he should start 
thinking if it is right. There should be presenting some rules which are named as business ethics. These rules try 
to support people to behave responsible to his stakeholders – owners and partners, employee, suppliers and 
customers, public and governmental institutions, non-profit organizations and environment. We can say to 
whole society. Business ethics try to solve conflict between our own interest and interests of others. On the other 
side it is new discipline which try to find theoretical concepts and models for companies‟ behaviour and their 
responsibilities in globalize and fast changing business environment. 

Business ethics has long history, developed in 1950s up to the present time and spread fast through USA first 
and then in Europe. Ethics is taught at many universities and business schools. First signal, why ethics have 
started implemented into business life is because of corporate scandals, bribing, flight of taxes, presume on 
information, environment pollution and many others All these aspect evoke negative reaction from publicity 
which required more morale in business. In many countries are established associations which try to spread 
basic information about ethics, help to companies implement code of conduct into their everyday activities, 
organize seminars for private companies and try them to become corporate responsible.  

There exist many definitions for business ethics. Essence for ethics is in general and moral regulations in 
society and that ethics react on changing society and cultural tradition in country. Ethics is complex of standards 
and rules, express opinions of society on behaving and acting in good or wrong way, behaving propriety or 
impropriety.  

 

Ethics vs. Moral  
 

Most of us think that these two words have the same meaning. Is it really right? These two concepts can‟t exist 

without each others. They influence each other. Moral without ethics and ethics without moral is impossible and 
purposeless. Moral is related to human behaviour and values, while ethics is related to studying these areas. 
Values are important for each of us. According to them we are making our decision, behaving in that way and 
not in other. Our values lead us to achieve our goals, not just personal but also business goals. Ethics is science. 
It is science about our moral acting, evolution of our behaving, consciousness and conscience. Moral say: “How 

we should behave, how we should act.” Ethics is set of rules – rules for moral. Important for ethics are values, 
which should be implemented in our economy. It is especially latitude, fairness, responsibility, trust, loyalty, 
honesty, progress, prosperity and rationality. It is impossible to create market economy without them.  

Before we start writing about implementation ethics into business life, is important to mention reasons, why 
people in organizations are behaving unethical. These reasons we consider as factors, which finally threaten as 
inner integrity as whole company. Companies are in ethical risk when managers: 

- prefer short-term profit against long-term profit, 
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- regularly encroach inner or professional code of conduct, 
- always try to make fast decisions or simple solutions of their ethical problems, 
- lost own ethical will when it is related to financial costs, 
- see ethics just like tool for improve corporate image, 
- deal differently with employees and differently with customers, 
- don‟t have concepts and methods for problem solving, 
- don‟t define communication canals inside of the company, 
- are disregardful to needs and requirements of their stakeholders, 
- make differences between personal values of their employees and corporate values. 
Various combinations of these factors can contribute to ethical risks. They are first signal to unethical 

employee‟s behaving. It can look like main problem for organizations are financial issues, but according to 
global research, that important objective for organizations is find way how to solve problem in human recourses 
– create better conditions in interpersonal relationship at the workplaces. Communication, fairness and trust are 
basic steps which have to be generated between managers and employees. These purposes can be achieved 
through paying attention to ethical values, employees educating, implementing communication canals, admitting 
and evaluating best performance, innovations and involve employees to make decision in important tasks. 

   
The link between our and corporate values 

 
As we have mentioned before, essence for ethics are values. Values are drivers which lead us through our 

lives. They really matter to each of us. They are our ideas and beliefs. From our childhood we create our own 
values, according to them we behaving and making decision. And when we start working for the company, 
which has defined its corporate values, we try to align our own and corporate values together. It should be 
important goal for the companies to motivate people to do that. Management should be consisted of the people 
who are leaders and role model for their employees. Good leader can support and share his ideas among the 
employees. Then they start do their job more willingly and achieve better results.  

Corporate values often include such traditional virtues as trust, loyalty and commitment, honesty and respect 
for one another, and avoiding conflicts of interest. Values may also include newer elements such as innovation, 
teamwork, customer focus and continuous improvement. The values of the organization are clarified not only in 
the overall corporation, but also within each part of the company. The critical element is, to have the managers 
who connect everyone with these values. Through communicating the values, the company creates methods to 
integrate these values. Values represent the core priorities in the corporate culture, including what drives 
members‟ priorities and how they truly act in the organization, etc. Values are increasingly important in 
strategic planning. They often drive the intent and direction for “organic” planners. 

 
Implementing Ethics into business life 

 
In this part of article we will write about implementation of ethics into everyday business. As we mentioned 
before, first important point about implementation are beliefs and values. Create relationship between personal 
and corporate values, is especially hard process. It requires strong corporate culture with values where everyone 
will behave according to them. Every person in company has to believe, that behaving according to standards 
and rules will bring to the company more than if company break the rules and legal requirements. The culture 
inside of the company is important for people to feel comfortable and satisfied with the company and then is 
easy for them to achieve company‟s goals. Also important is communication inside of the organization. People 
should share their ideas and should not afraid to say their opinions. If employees can mention their own ideas it 
will help to better atmosphere and effective problem solving.   

But it is enough if company defines standards and rules, code of conduct, values, vision and mission and 
then don‟t try to fulfil them? What companies should do to implement ethics into the corporate culture? 

Ethics has to be a part of every single transaction and communication, from the job interview to the 
performance evaluation and pay and bonuses. Although formal ethics programmes alone may help some 
employees make the right decisions, they only address the symptoms and not the real problem – that people are 
rewarded for short-sighted decisions that seem to improve short-term, bottom-line results. Therefore, ethics 
programmes, while important, must be merely a part of bigger strategy. Perhaps most importantly, ethics can 
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truly be communicated by example. It is clear it takes more than simply implementing an ethics programme to 
instil ethics in the workplace. Improving ethics in business requires living the spirit through whole organization, 
doing job with passion and pleasure.  

There also exist many ways how to implement ethics into corporate culture. In this article we will use model 
which consists from important elements. This model was introduced by Kirk O. Hanson, executive director of 
the Markkula Center for Applied Ethics in 1984. Important elements for implementation ethics into company: 

1. Value statements 
Ideally, values statements need to grow out of the experience of the company. An organization can‟t just 

have single words. It needs to have concepts to go with them. Often values statements go wrong when 
they are unrelated to the company‟s decisions and actions. Important is establishing about four to six 
core values from which the organization would like to operate. Company should consider values which 
are focused on customers, shareholders, employees and the community. 

2. Codes of conduct 
The ideal code of conduct is organized, comprehensive, and applies to all employees. While a typical 
values statement runs about a page, a code of conduct is usually a booklet that includes a background on 
policies, gives details needed to apply the policies to different departments, and includes instructive 
questions and answers. “If you‟re able to help interpret the code, you‟re able to help explicate and 
answer questions,” Hanson says. 
Code of conduct is tool which helps to employees with everyday‟s activities and decision making 
according to rules. There is set up concrete rules which come from values and principles and define 
standard of professional behaving. It improves inside and outside corporate culture. Every employee 
should has it and read it before he starts working for the company. Sometimes we hear that codes are 
useless – just for increasing image of the company and masking corruption in the company. Sometimes 
we hear that codes are great - a crucial step on the way to achieve corporate productivity, credibility and 
profitability.  

3. Executive Modelling 
CEO and the management team are a walking embodiment of values, day and night, in public and in 
private. But they need to not only walk the walk, but also talk the talk. “The CEO tells stories about 

putting values into work. They‟ll be sharing stories about „how I faced last week.‟ Or „Here‟s a problem 

our head of Asian operations faced, and here‟s how it was resolved. That was a good way of handling 

the problem,‟” Hanson said. 
This can go wrong if an executive‟s private behaviour is inconsistent with the values or if he “pleasures” 

himself with corporate funds, as one executive put it. Another potential stumbling block can be if the 
executives never mention values or show disdain for their employees. 
Today is important to CEO and management being role models for their employees. They have to show 
them how they are working, their results and lead them by examples. They are creating and delivering 
new business models. They look outside their comfort zones – see the strategic risks and on the other 
side look for opportunities that exist outside of traditional business role.    

4. Training, Education and Communication 
Best practices include constant communication about values, not only for new employees, but also on a 
regular basis with all employees, including regular and engaging training. Training can come up short if 
it‟s obvious that trainers and executives are only paying lip service to the values, or make snickering 
references to them. 
It is necessary for managers to realize which educational type and methods their employees need. They 
have to find way how to give the best education to whole company. They have to create educational 
circle, as for new comer as for top management. Training programs might include self-study or group 
work, simulation about solving ethical dilemmas, a video for all employees, featuring a personal 
promise to support certain values by the head of the organization, and open discussion of current issues 
with all staff. By thinking about right educational methods can managers create their own code of 
conduct, code of conduct for individuals and also code of conduct for whole organization. Definition of 
the ethical rules, style of communication and informational network can be essence for ethical ways hot 
to create educational and developing platforms.    

5. Systems that embody values 
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Creating systems that embody values requires having a performance evaluation system that has explicit 
references to values, having values integrated into operating systems, and examining key decisions in 
light of values. But if the systems are ignored or if performance pressure or financial criteria trump 
values, the ethics get lost. 
When Hanson studied Johnson & Johnson, he noticed that employees from throughout the organization 
commented on the company‟s credo. “That‟s a credo issue,” they‟d say, in a variety of different contexts 

when a problem arose. “It seems to me, that‟s best practice in action,” Hanson said. 
6. Mechanisms to discuss difficult cases 

Transparency needs to exist regarding tough cases, he stressed. “Employees need to be confident that 

they can take a tough case to the boss, even if the cost is high and they don‟t know what to do.” 

Mechanisms, such as a corporate committee, need to be in place to vet cases. Most importantly, 
employees need to be confident that they will not be penalized for implementing values. Those 
mechanisms are worthless, though, if there‟s a “don‟t ask” culture or an unwillingness of executives to 

share the burden.  
7. Hotlines and helplines 

In the best cases, hotlines and helplines have external and credible reporting. Anonymity is available 
with no possibility of retribution. And calls are followed-up effectively. 
If those are lacking, if employees don‟t understand the purpose of the hotlines, or if the people who 

answer the phones lack empathy, a hotline goes cold quickly. 
8. Audit, enforcement, and discipline 

Good rules of thumb in this category include auditing everything that is important, putting compliance 
into context, investigating thoroughly and respectfully, and disciplining appropriately and justly. 
Conversely, companies can run into problems if compliance is the whole of the values message, if 
compliance and discipline are easier on executives than on front-line staff, and if the compliance system 
merely protects the company. 

9. Governance of ethics and values 
Best practices involve having a senior executive overseeing the ethics effort, having a dedicated ethics 
officer, and having an active audit or ethics committee, with periodic reporting to the board. However, if 
ethics is assigned to a lower-level executive, if the ethics officer is not respected, if the audit committee 
is uninterested, or if reporting is merely perfunctory, the governance will be ineffective. 

10. Renewal process 
Ideally, revised values and standards should be rolled out periodically, about every three years. There 
should be a freshness of the message for each renewal and an engagement of the organization in the 
fresh message. A renewal can be unsuccessful, though, if the message remains stale and unchanged, if 
there‟s no effort to seek input from the organization, or if recent incidents are either ignored or 
overemphasized. 

11. Ongoing process 
Developing best practices in creating ethical cultures is, of course, an on-going process, Hanson 
stressed. “There‟s this whole issue of individual empowerment and how we build in our senior people 

the sense of ethical backbone, ethical courage, personal responsibility and accountability that should be 
included.” 
He said he also wants to tweak the taxonomy to somehow address the issue of getting bad news to the 
top, getting people to recognize the ethics in what they don‟t immediately think of as an ethics issue, 

and to somehow build into best practices the collegial, collaborative process.  
As we have mentioned before there exist many ways how to implement ethics into businesses. It is valuable 

if these ways define experts who have many experiences with leading organization which achieves good 
performance and creates value for all its stakeholders. Implementation ethics into company‟s life is hard and 

long term process which requires willingness, patience, hard work, motivation and passion in all employees and 
especially in top management. The former president, CEO, and chairman of Informix Corporation, Finocchio 
offered prescriptions for incorporating ethics into the organization's strategic plan. There are thirteen steps how 
to incorporate ethics into everyday business:   

1. Don't be in an unethical business in the first place (tobacco, arms, drugs and pornography may be 
examples of businesses that fit that description). 

2. Obey the law and spirit of the law everywhere you do business. 
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3. Articulate a complete strategy, including purpose. 
4. Explicitly articulate values as a key component to the strategy. Values must also be real, and must 

reflect actual behaviour, especially among the organization's leaders. 
5. Don't rely on auditors, ethics officers, compliance officers, cops, regulations, manuals, and audits as the 

vehicle to insert ethics into the strategy. 
6. Emphasize principles more than rules. (This is the best way to be more demanding of the organization.) 
7. Individual ethical responsibility and accountability are never trumped by some corporate or 

organizational imperative. There is no "my company said it was ok" defence. 
8. Be totally transparent with your constituents, and make that part of the strategy. 
9. Have a framework and process for the resolution of ethical issues. 
10. Have the right organizational structure. 
11. Have rewards based on the right metrics. 
12. Make employee development part of strategy and make ethics training part of employee development. 
13. Encourage all employees to be challenging and demanding in the ethical domain (of everyone in the 

organization, including the bosses). 
In this part of article we were dealing with business ethics, which try to find out, how companies should 

behave to their environment. When organizations decide to behave ethical they loose nothing from their natural 
function, it means – from making profit. They try to take into account society around them (social and 
environmental). But in present time there appear new concept – Corporate Social Responsibility. Is it something 
different or the main role of CSR according to business ethic is the same? These concepts have something in 
common. In their impact on the business operations and environment, they have basic goal – take into account 
economical, social and environmental aspect of businesses. 

Difference between business ethics and CSR can be described following: 
Through business ethics corporations try to eliminate unethical, inadequate and illegitimate situations, namely 
first by using internal tools like ethics committee, ethics officers, ethics trainings and code of conducts, social 
and ethics audits. Business ethics is internal oriented. Main goal of CSR concept is doing right things – bring 
corporate advantage. It means that organization is responsible and has responsibility to return adequate value 
back to the society. Ethics play reactive role and CSR plays proactive role in our society. But for us is important 
that both of these concepts have same goal – improver society in which they are operating.    

 
Time for taking responsibility and behaving ethical 

 
Global wealth has almost doubled since 1990. But more than half of the world‟s population still lives off of less 
than two USD a day. As global poverty continues to be one of the most pressing challenges of the 21st century, 
the international community heralded the Millennium Development Goals in 2000. End poverty by 2015. This is 
the historic promise 189 world leaders made at the United Nations Millennium Summit in 2000 when they 
agreed to meet these goals. They try to support and inspire people around the world to take action and reduce 
global poverty by half. This can happen if everyone – organizations and individuals through civil society, faith 
communities, trade unions, local authorities and others, contribute with small action to make our world better 
place for everyone. It is necessary to take efforts of all to build stronger and more effective global partnership 
for development. It means that countries should focus on donating developing countries and help them to 
welfare their poorest populations. But donors shouldn‟t develop developing countries – developing countries 
must develop themselves. Donors should create sources which will help and give opportunity to developing 
countries reduce poverty. But they have to establish partnership, in which they take responsibility for 
development results. It means that each participant have to become responsible for his actions. Then the result 
will be that companies and people itself are focusing their efforts on implementing an effective responsible 
business strategies and making cooperation with companies‟ stakeholders – employees, the board, communities 
and customers. All these steps can be included in CSR – Corporate Social Responsibility.  

Today, more and more companies and their leaders think that main purpose of the company is not just doing 
business but important is focus on people and environment. Companies are made up of people who are the 
drivers and heroes of business success. Attracting, motivating and developing those people are important. But 
we can‟t forget to our environment. Companies are part of the society in which they operate, develop and 
achieve goals and on the other side they pollute this environment. There occurs a question, how company can 
contribute to make better conditions for people and environment too? 
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Behaving responsible is the easiest way how to achieve it. But are companies willing to do that and focus not 
just on making profit but invest this money back to develop their environment? It is important question which 
should be answered if company wants to start with doing and especially behaving responsible. 

 
What is CSR exactly about? 

 
Though the roots of the concept that we know today as CSR have a long and wide-ranging history, it is mostly a 
product of the twentieth century, especially from the early 1950s up to the present time. In spite of its recent 
growth and popularity, one can trace for centuries evidence of business community‟s concern for society. Many 
authors insist on the importance of paying attention to social expectations regarding the firm‟s performance and 
concern for social needs. Many arguments are stressed that business has power and power requires 
responsibility. It is also emphasized that society gives license to business to operate and, consequently, business 
must serve society not only by creating wealth, but also by contributing to social needs and satisfying social 
expectations towards business. 

Most definitions of corporate social responsibility describe it as a concept where companies integrate social 
and environmental concerns in their business operations and in their interaction with their stakeholders on a 
voluntary basis. European Commission define in Green paper CSR as following: “Being socially responsible 
means not only fulfilling legal expectations, but also going beyond and investing “more” into human capital, the 

environment and the relations with stakeholders.” 
Corporate responsibility or responsible business practice is a recent concept for an old practice, and that is of 

sound business management, operated under social, environmental and ethical considerations as well as driven 
by the bottom line. 

Business leaders forum in Czech Republic, association which is focused on sharing information about CSR, 
define CSR such as: “voluntary commitment of the companies behaving responsible to the environment and 
society in which they making business.”  

There exist many different definitions what CSR is and they have something in common. They support 
companies in activities which help and develop to the whole society.  

There are some common elements of CSR: 
- CSR is about stakeholder‟s engagement. 
- CSR is about business efficiency in terms of costs and resource allocation. 
- CSR is about competitive advantage and differentiation. 
- CSR is about managing risk and reputation. 
- CSR is about business accountability, openness and transparency. 
- CSR is about long-term sustainability of the business. 

CSR refers to the core business of an enterprise – to its economic activities. These include social issues, such 
a fair trade, improvement of working conditions, control of the value-added chain, etc., as well as ecological 
issues, such as eco-friendly production processes at domestic and international production sites, etc. CSR 
activities should be planning as long term commitment for the companies and in these activities should be 
involved each stakeholder. Toyota North America said in a recent press release: “We are making responsible 

business decisions now in order to sustain our business over the long term.” One effective way to embed 
responsible business practices in a company is to engage each of the company‟s stakeholders. In order to 
effectively implement the CSR concept, the company has to understand and appreciate the value of its 
involvement with its stakeholders. This is because corporate responsibility is not just about the advocating of the 
company‟s values and principles but also about understanding the expectations of those who have an impact on 

the company and who are being impacted by the company. 
 
When should our stakeholders be engaged into CSR activities? 
 
An explanation and overview of the roles played by the stakeholders through the four stages of the CSR 
implementation process (planning, execution, evaluation and improvement) helps to better understand how 
important it is to get the stakeholders involved in the decision-making processes of one‟s business. The 
following implementation diagram is based on the well-known PDCA concept: Plan = plan ahead; Do = execute 
your plan; Check = evaluate the results; Act = act on the results by trying to improve. 
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FIG. 1: STEPS OF THE IMPLEMENTATION PROCESS 

Planning 
Without the support of top management, a CSR program would have only a small chance of success. 
A management convinced of the necessity of taking a responsible CSR approach can spread these values across 
the company, involving all of their employees. Under ideal conditions, management can even involve its 
employees in the process of selecting the CSR activities for the company. During the preparatory stage, a dialog 
with the stakeholders gives the company a detailed understanding of their needs. Such a dialog can be a rich 
source of ideas and help the company identify the particular areas on which it should focus parts of the CSR 
program.  

CSR should be based on values that are important to the company with respect to the individual key 
stakeholders. The key values are usually included in the company‟s mission statement, which is communicated 
to all of its employees, as well as to the public. In planning part is also important analysis (internal and external 
analysis) of current situation. It can uncover and understand the current conditions which company is occurring 
in. Next step is goal setting. The company will be identifying individual objectives for each area of CSR. These 
objectives should correspond to company‟s own corporate values and principles. Most businesses set out and 
review these objectives on an annual basis and regularly evaluate their fulfilment. After goal setting there 
coming an action plan creation – the selection of CSR activities that will lead to the fulfilment of the company‟s 

objectives. The following practical issues should also be clarified: the allocation of resources, the establishment 
of authority and responsibility for the work to be done and an implementation schedule. 
Execution 
During the implementation stage, the company follows the previously-created action plan and by doing so, it 
incorporates CSR into its daily activities. 
Evaluation 
During this step, the company performs the monitoring of its own performance using a group of quantitative and 
qualitative indicators. This provides management with the data required for future decision-making. The 
company‟s stakeholders actively participate in the selection and evaluation of these indicators. In the reporting 
phase of the process, the company presents a comprehensive overview of its CSR performance over the 
respective reporting period. This information is either released as part of a CSR report or it might be posted on 
the corporate website. The report should include information on the company‟s ability to meet the objectives 

that it set out for itself at the start of the year and a list of new objectives for the coming year. 
Improvement 
In the last step of the implementation cycle, the company will propose measures for further improvements to its 
CSR activities, expansion of the existing activities or perhaps revisions to the entire CSR strategy. The results of 
the evaluation of the company‟s prior performance in the area of CSR and recommendations made by its 

stakeholders should be used as sources of information for these improvements. 
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Why we should start thinking responsible? 
 
As you could read at the beginning of article part about CSR, more than half of the world‟s population lives off 

of less than two USD a day. And there are many other global problems which have to be solved if we want to 
reduce these problems. During the first decade of the new century, we have seen an accelerating tempo in the 
launch by leaders of new initiatives designed to bridge an array of global divides facing society as you can see 
in „Fig. 2“. 

FIG. 2: TEN DIVIDES AND OPPORTUNITIES 
 
As we can see there are ten areas which most influence our today world. But on the other side these 

problems which influence everyone, are opportunities for doing something new and helpful. Finding solution for 
world´s problem is challenge for everyone – governments, international organizations, non-profit organizations, 
corporations but especially for each individual. CSR activities can be much more than a cost, a constraint or a 
charitable deed – it can be source of opportunities, innovation and competitive advantages. 
CSR activities can bring many benefits to each corporation which decides to behave responsible: 

- They unable manage risk – responsible approach in human recourses, financial management, using 
strategic tools (e. g. Balanced Scorecard, Porter´s five forces analysis), quality control and 
environmental standards help to protect company against civil proceeding. 

- Help to increase profits – consumer´s behaving is changing. They support companies which behave 
responsible to their society and it is the reason why they are buying products because they aware of 
doing something good as well. 

- Help to cut costs – it is motivation for using effective sources – recycled materials, renewable sources 
and new technologies. 

- It support innovations – it stimulates innovative thinking which contribute to increase competitiveness 
of the company. Managers are driving at doing something new which can be prospective for others.  

- Help to keep legitimacy – it is based on open dialogue with company‟s stakeholders. Transparency is 
important way how to be closer to our stakeholders (transparent reporting, certification, using global 
standards). 

- Help to build image and trust – CSR promote company in long-term perspective and help to increase 
company‟s value. 

- Contribute to better human resources management – new rewarding system, trainings and education, 
better loyalty, positive presentation at the publicity, reducing turnover and raising productivity. 

- Increase attraction for new investors – new capital opportunities because CSR business guarantee 
sustainable growth and development. If company build strategy based on CSR it assures that company 
think about help to our future generations.  

There we see opportunities which can CSR activities bring to the company. It is important to design strategy 
which is based on clear values, long-term survival and concrete steps which have core purpose – sustainable 
development of the whole company. 
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End Notes 
 
Our globalization world is connected with everyone. We can cooperate with companies everywhere. There have 
been created big network of relationships and this network is still spreading. But these business operations 
require from companies to behave responsible and respect other nations about their business habits. It is hard to 
learn how to understand others, but harder is really cooperate according to rules. Cooperate in right way, which 
brings satisfaction for both sides, is important for each individual and definitely for company itself. This way is 
known as win-win and is essence of theory which we call business ethics.  
Corporate scandals became first signal for ethics. Companies realized that if they want to success they have to 
integrate ethics into their everyday transactions and communication outside and also inside of organization. 
Nowadays organizations start to implement ethical tools into their corporate culture. A values definition, code of 
conduct, trainings and education for employees, transparent reporting, strategic tools and responsible activities 
are tools how they can achieve it. They implement all of these tools into corporate strategies. They integrate 
social, environmental and ethical aspects into everyday business decision making and cooperation with 
stakeholders. It is all about responsibility which should play important role in each organization. It is not about 
doing well just for increasing corporate image but basically it should be priority of each person.  
Realised what is good and what is wrong is challenge for everyone. It is philosophy of concept CSR – Corporate 
Social Responsibility. CSR is focused on sustainable business growth and long term success not just for 
organization itself but for whole society. CSR is about involving all stakeholders in fulfilling business strategy 
based on ethical requirements. It is voluntary commitment and it is up to each person how to decide. It is about 
making partnership based on dialogue. It is about innovations and opportunities in social, environmental and 
economical spheres. It is about transparency of business activities. It is about global partnership where everyone 
can contribute to create a better society and cleaner environment.  
If we start with doing something good we can not finish. It is long term decision which will bring positive 
results which we will see at our future generations. It is challenge for each individual to take responsibility for 
his own decisions and actions. Our future depends on leaders who are not afraid of taking this responsibility to 
their own hands and influent most people around them. It is important for achieving core of CSR – contribute to 
sustainable development of our whole society. 
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Abstract 
 

Integration into the European Monetary Union (EMU) and adoption of Euro became a specific objective for Eastern 
European Countries after their accession into the European Union. This objective implies specific nominal and real 
economic convergence for these countries within a given period of time (Copenhagen criteria). Prior to adopting the 
euro, a member state has to have its currency in the European Exchange Rate Mechanism (ERM II) for two years. 
This paper is focused on a “catching-up model” used for measuring the nominal convergence of Romanian economy, 

from the perspective of adopting Euro by 2014 (timeline proposed by Romanian Central Bank). In this paper we 
tested if this goal is achievable according with the newest economic evolutions and we also determined the growth 
rate for different macroeconomic variables mandatory for EMU accession in 2014. 

 
Introduction 

 
The European Monetary Union has been conceived according to the main principles of an Optimal Currency 
Area (OCA), as they were for the first time defined by Mundell in 1961. [Eichengreen (1992), Emerson et al 
(1992), De Grauwe (2002), Mongelli (2005) provides a comprehensive review of the optimal currency area 
literature]. The OCA criteria rely on factor mobility (labour and capital), price and wage flexibility, trade 
openness, respectively production diversity. As a complementary update to these rather classical conditions, the 
Maastricht Treaty introduced four new nominal criteria of convergence on interest rate, exchange rate, price 
stability and public debt, and recommended a series of criteria of real convergence to be considered in phasing 
the adoption of the euro as single currency for each country (Zaman, 2002). The twelve new member states 
(NMS) which have joined the EU since 2004 do not have an opt-out clause like Denmark and the United 
Kingdom and have to adopt the euro acording to the Treaty provisions. The timing of the euro adoption depends 
on accomplishing the Maastricht requirements of nominal convergence. The benefits of a currency union, in 
general, and of the adoption of the euro by the EU member states, in particular, have been widely discussed in 
the literature (Darvas and Szapáry, 2008). 

The fulfilment of the above criteria should overcome the effects of giving up the two main policy 
instruments that are removed by adopting a single currency: exchange rate policy, respectively monetary policy. 
The two instruments are used, at national level, as an adjustment mechanism aimed to reconcile disturbances 
and asymmetric shocks generated by differences in economic conditions between a country and the rest of the 
world. Current conditions faced by the new member states current challenges for the approach to euro adoption. 
According to some estimates, the positive trade effects of euro adoption alone would raise GDP by some 10 to 
25% over 20 years in Central European Countries (Shadler, 2005). As regards the potential challenges of euro 
adoption, the impact of country-specific shocks or desynchronized business cycles in combination with a 
uniform monetary policy has been a major preoccupation in the policy debate. In the euro area, Member States 
are no longer able to adjust monetary policy and their exchange rate. Given the prevailing wage and price 
rigidities, this would lead to deeper and more prolonged booms or recessions. For those new Member States that 
have already made an option for fixed exchange-rate regimes, such costs will be limited as they do not actually 
have an independent monetary policy. There is also evidence of business cycles becoming more similar across 
countries with intensive trade links (Frankel and Rose, 2005). Considering these risks, member states should be 
aware of the fact that there is a need to enhance market-based mechanisms of adjustment including labour 
mobility, price and wage flexibility and financial market integration. In order to be prepared for such actions and 
to minimize the negative impact of the new entering countries, the latter must meet some fiscal criteria, essential 
to the development of the national economy and eventually, of the entire union. Since catching up implies 
reduction of the income gaps, one of the questions that would need to be addressed is whether there is some 
evidence in recent years of convergence in per capita income levels between acceding countries and EU-
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member states. There has been a wide debate in the economic literature of various aspects – theoretical as well 
as empirical – of the notion of (real) convergence and its theoretical foundation. Three main convergence 
hypotheses have been formulated (Galor, 1996): 

– the absolute (unconditional) convergence hypothesis – per capita incomes of countries converge to 
one another in the long run independently of their initial conditions [Baumol, 1986; DeLong, 
1988]. If countries in general failed to converge, this absence is then explained through institutions 
[Abramovitz, 1986; Heitger, 1987; Alam, 1992]; 

– the conditional convergence hypothesis – per capita incomes of countries that are identical in their 
fundamental structural characteristics converge to one another in the long run independently of 
their initial conditions [Dowrick and Nguyen, 1989; Barro and Sala-i-Martin, 1991, 1992; Mankiw 
et al., 1992; Levine and Renett, 1992; Barro et al., 1995]; 

– the “club convergence” hypothesis (polarization or clustering) – per capita incomes of countries 
that are identical in their fundamental structural characteristics converge to one another in the long 
run, provided their initial conditions are similar as well. 

Empirical work on testing these hypotheses largely relies on the actual measurement of the process of 
convergence between countries and nations. Two main quantitative definitions of convergence have been used 
mostly in the literature [Barro and Sala-i-Martin (1995), Sala-i-Martin (1996) Vohra (1997), Martin and Sanz 
(2003), Iancu, (2008)]: 

– β (“beta”) implies that the poor countries (regions) grow faster than the richer ones and it is 

generally tested by regressing the growth in per capita GDP on its initial level for a given cross-
section of countries (regions) 

– σ (“sigma”) covers two types of convergence: absolute and conditional (on a factor or a set of 
factors in addition to the initial level of per capita GDP), meaning the reduction of per capita GDP 
dispersion within a sample of countries (regions). 

There are also a number of problems – and policy dilemmas – that arise from the asymmetric treatment 
of the dimensions of convergence. In particular, during a catch up process there emerges an essential and 
fundamental economic link between nominal and real variables that often tends to be neglected but which is 
likely to have profound economic implications for the acceding transition economies. The fact is that real 
convergence cannot be de-coupled from nominal convergence as these are essentially the two sides of one and 
the same coin; the link between them is given by the dynamics of the real exchange rate. 

 
Research Methodology 

 
In our study we proposed a specific measure of beta convergence based on distances between cases (individual 
countries or group of countries). There are a lot of methods used to calculate the distance between two points 
from a multi-dimensional space, in order to assess the convergence between two or more individuals (countries 
in our case). The most used distances in convergence analysis are: Euclidian distance, „City Block” (Manhattan) 

distance, Cebyshev distance, Minkowski of order „m” distance, Quadratic distance, Canberra distance, Pearson 

correlation coefficient and Squared Pearson correlation coefficient. We used specific similarity distance – 
Pearson correlation based on rescaled data between 0 and 1. The formula for distances estimated with Pearson 
correlation is: 

                           (1) 
Where: 
X – value for Euro Area or Maastricht Criteria 
Y – value for individual countries (different indicators) 
N – number of observation. 

A value for r closed to 1 means a strong correlation (the country is closer to Euro Area or Maastricht 
convergence criteria). A value for r closed to 0 means a low correlation. On the other hand, an increase in the 
value of r means a higher convergence for an individual country. Each variable was rescaled with values 
between 0 and 1 by using the following formula: 
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A different perspective on the nominal convergence was obtained by using clustering methods. This 

research about nominal convergence was based on k-means clustering method. The main purpose of clusters 
based models is to reduce the quantity of required data by grouping them by similarities. This method of data 
grouping by using clustering alghorithms was initially created as an automatic instrument that could permit the 
organization of information by taking into consideration different categories or taxonomies (Jardine and Sibson 
[1971] or Sneath and Sokal [1973]). The models based on clustering alghoritms were divided into two main 
categories: hierarchical and partitional clustering methods (Anderberg [1973], Hartigan [1975], Jain and Dubes 
[1988] or Jardine and Sibson [1971]). For each category, different other clustering algorithms have been 
discovered (Tryon and Bailey [1973], Kolliopoulos and Rao [1999], Kumar and Sen [2004], Bădoiu, Har-Peled 
and Indyk [2002]). Clustering based on k-means has its roots in a model proposed by McQueen (1967) and is 
considered the simplest clustering algorithm. The procedure is relatively simple to put into practice on a set of 
data applied to a definite number of clusters (equal to k) fixed a priori. The starting point is to establish, given a 
previous analysis, a number of k centroids corresponding to the number of initially established clusters. The 
most important advantage of this clustering method consists in its simplicity and rapidity and in the fact that 
could be applied on an important volume of data.  

The main disadvantage of the method consists in the fact that initial clusters’ number is randomly 

established without a specific method that could indicat the optimal number of clusters (Har-Peled and 
Mazumdar, 2004). Another problem is related to the difficulty in giving an appropriate interpretation to the 
results (a higher relevancy has the utilisation of this method on an inter-temporal basis. This clustering method 
minimizes the standard deviation inside of each cluster but does not provide a minimum variance at the level of 
considered sample of data. The computed centroids will consequently change their position, gradually, until 
there is no move left to be made and their position is fixed on the graph. 

 
Data and variables used in the model 

 
In our model, the nominal convergence is tested on a number of EU Countries that have not joined the 16-
member Euro Zone yet: Bulgaria, Czech Republic, Denmark, Estonia, Cyprus, Latvia, Lithuania, Hungary, 
Malta, Poland, Romania, Slovakia, Sweden and United Kingdom. We estimated the nominal convergence using 
the following indicators: 

 Public balance (as % of GDP): net borrowing (+)/net lending (-) of general government is the 
difference between the revenue and the expenditure of the general government sector. The general 
government sector comprises the following subsectors: central government, state government, 
local government, and social security funds. GDP used as a denominator is the gross domestic 
product at current market prices. 

 Public debt (as % of GDP): Debt is valued at nominal (face) value, and foreign currency debt is 
converted into national currency using end-year market exchange rates (though special rules apply 
to contracts). The national data for the general government sector are consolidated between the 
sub-sectors. Basic data are expressed in national currency, converted into euro using end-year 
exchange rates for the euro provided by the European Central Bank. 

 Inflation (based on HICP): Harmonised Indices of Consumer Prices (HICPs) are designed for 
international comparisons of consumer price inflation. HICP is used for example by the European 
Central Bank for monitoring of inflation in the Economic and Monetary Union and for the 
assessment of inflation convergence as required under Article 121 of the Treaty of Amsterdam.  

 Long term interest rate: Ten year government bond yields are often used as a measure for long-
term interest rates. Yields vary according to the price of the bond. Secondary market means that 
the bond price is not an issue price (primary market) but determined by supply and demand on the 
market. 

 Exchange rate: we measured an annual variation of exchange rate (depreciation or appreciation) 
based on nominal exchange rates against Euro (excepting Euro Area and Bulgaria that has a 
currency board and a fixed exchange rate against Euro and we used an exchange rate against 
USD). 

2107



We analysed nominal convergence for 14 countries included in our study for a period of 11 years 
(between 1996 – 2007) obtaining interesting conclusions on this topic. The nominal convergence was measured 
based on Euro Area mean calculated by Eurostat. We assessed also a nominal convergence based on Maastricht 
criteria for all five variables: public balance less than 3% of GDP (as deficit), public debt less than 60% from 
GDP, inflation less than 1.5% plus the mean of the top three EU members with lowest inflation, interest rate less 
than 2% plus the mean of the top three EU members with lowest inflation and exchange rate with a variation 
less than 15% in absolute value. 

 
Results based on Pearson correlation, k-means clusters and Euclidian distances 

 
The first method of measuring the real convergence is based on Pearson correlation coefficient (rescaled with 
values in 0-1 range). An increasing value for this coefficient means an increase in the convergence level for 
assessed countries. This method is an intermediate step of the analysis method based on clusters and offer us the 
possibility to measure effectively how evolved the distance between Romania and Euro Area (16 countries) or 
between Romania and other countries included in the model. We used also this distance calculated based on the 
Pearson coefficient for the catching – up model used to test the timeline proposed by Romanian Central Bank 
for adopting Euro. The Pearson coefficients obtained for each country in correlation with Maastricht criteria are 
presented in Table 1. 

 
TABLE 1: PEARSON CORRELATION BETWEEN NON-EURO COUNTRIES AND MAASTRICHT CRITERIA 

 
Countries 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 
Bulgaria 0,713 0,335 0,983 0,984 0,715 0,921 0,972 0,993 0,986 0,891 0,890 0,953 
Czech Rep. 0,635 0,659 0,711 0,670 0,947 0,961 0,958 0,980 0,921 0,995 0,994 0,979 
Denmark 0,978 0,982 0,974 0,972 0,967 0,964 0,946 0,948 0,913 0,896 0,912 0,929 
Estonia 0,179 0,288 0,222 0,466 0,365 0,217 0,001 0,397 0,001 0,002 0,002 0,016 
Cyprus 0,979 0,980 0,977 0,977 0,975 0,972 0,961 0,969 0,948 0,953 0,963 0,965 
Latvia 0,381 0,623 0,648 0,766 0,755 0,862 0,911 0,846 0,820 0,801 0,698 0,557 
Lithuania 0,434 0,749 0,866 0,968 0,946 0,955 0,964 0,929 0,899 0,908 0,917 0,902 
Hungary 0,949 0,970 0,977 0,973 0,969 0,961 0,975 0,974 0,922 0,959 0,986 0,981 
Malta 0,980 0,988 0,974 0,984 0,993 0,978 0,968 0,983 0,945 0,954 0,965 0,975 
Poland 0,849 0,892 0,897 0,943 0,951 0,976 0,981 0,992 0,951 0,998 0,982 0,983 
Romania 0,102 0,073 0,036 0,153 0,160 0,283 0,192 0,479 0,241 0,711 0,731 0,866 
Slovakia 0,939 0,957 0,975 0,959 0,948 0,965 0,955 0,945 0,932 0,979 0,976 0,998 
Sweden 0,995 0,983 0,980 0,974 0,979 0,994 0,958 0,955 0,923 0,946 0,950 0,955 
UK 0,983 1,000 0,978 0,980 0,991 0,977 0,963 0,999 0,959 0,957 0,966 0,975 

Source: Estimations based on Eurostat data 
 
Maastricht criteria are defined according with EU Treaties, the limit value for public deficit being 3% 

from GDP, the limit value for public debt being 60% from GDP and limit value for exchange rate volatility 
being 15%. For inflation and interest rate we determined the values for each year taking into consideration the 
best three performing countries in the field of inflation (see Appendix 1). As one can see from Table 1, the most 
developed countries (United Kingdom, Sweden and Denmark) included in our analysis maintained a strong 
correlation with  Maastricht criteria. For Eastern European Countries it can be identified a group of countries 
with a strong correlation with Maastricht criteria from the beginning: Poland, Hungary, Slovakia and a group of 
countries with a significant increase in the level of convergence (mainly after 2000): Bulgaria, Czech Republic 
and Lithuania. Other countries, like Estonia, Romania or Latvia, still remained far away from Maastricht criteria 
(for the last two it can be observed an increase in the convergence level in the last years).  

We tested the nominal convergence not only with Maastricht Criteria but also with Euro Area 
Countries. The results are presented in Table 2. 
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TABLE 2: PEARSON CORRELATION BETWEEN NON-EURO COUNTRIES AND EURO AREA 
 

Countries 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 
Bulgaria 0,722 0,272 0,980 0,977 0,677 0,832 0,998 0,997 0,998 0,983 0,967 0,930 
Czech Rep. 0,678 0,633 0,733 0,678 0,929 0,947 0,888 0,963 0,956 0,945 0,978 0,991 
Denmark 1,000 0,995 1,000 0,967 0,983 0,998 0,992 0,929 0,962 0,979 0,983 0,965 
Estonia 0,240 0,268 0,268 0,411 0,336 0,265 0,072 0,328 0,109 0,245 0,209 0,060 
Cyprus 1,000 0,991 0,998 0,967 0,984 0,999 0,996 0,953 0,983 1,000 1,000 0,990 
Latvia 0,442 0,610 0,626 0,737 0,697 0,887 0,877 0,856 0,827 0,776 0,784 0,577 
Lithuania 0,478 0,710 0,889 0,950 0,914 0,951 0,962 0,901 0,932 0,980 0,971 0,920 
Hungary 0,970 0,970 0,961 0,960 0,974 0,987 0,980 0,956 0,956 0,988 0,981 0,990 
Malta 0,990 0,990 0,986 0,973 0,994 0,998 0,996 0,967 0,982 1,000 1,000 0,993 
Poland 0,879 0,884 0,908 0,919 0,944 0,961 0,984 0,990 0,970 0,952 0,993 0,995 
Romania 0,028 0,034 0,032 0,122 0,109 0,211 0,102 0,470 0,210 0,564 0,732 0,826 
Slovakia 0,950 0,961 0,936 0,942 0,941 0,984 0,971 0,925 0,965 0,987 0,976 0,982 
Sweden 0,999 0,995 0,999 0,970 0,993 0,996 0,996 0,937 0,970 0,995 0,998 0,983 
UK 0,999 0,994 1,000 0,975 0,999 1,000 0,995 0,995 0,983 0,995 0,997 0,990 

Source: Estimations based on Eurostat data 
 
Correlation with Euro Area group conducts to the same conclusion as that obtained by testing the 

convergence with Maastricht Criteria. Countries like Estonia, Latvia or Romania seem to have important gaps 
between them and performance of Euro Area countries. 

The nominal convergence is also tested by using a k-means clustering method in order to assess not 
only the evolution of the distance between individual countries and Maastricht Criteria and Euro Area countries, 
but to test the common characteristics among them. The clusters are represented in different colors. According 
to the number of countries included in our analysis we used a standard number of four clusters for entire period. 
The evolution of clusters is presented in Table 3. The conclusions that could be drawn from this analysis are the 
following:  

 Excepting 2005, Euro Area and Maastricht Criteria are placed in the same cluster (those countries 
included in Euro Area are closed to Maastricht Criteria in average); 

 Before 2000, in the cluster with Euro Area and Maastricht Criteria regularly could be found well 
developed countries like Sweden, UK and Denmark. Excepting 1996 and 1999 Malta is always 
placed in the same cluster with Maastricht Criteria and Euro Area being the closest country to this 
reference; 

 Before 2004 the clusters were homogenous and the countries were concentrated into two main 
clusters. After 2004 the heterogeneity significantly increased and countries became well 
distributed among four clusters;  

 During the last years, Cyprus, Hungary and Malta are closest to Euro Area and Maastricht 
Criteria.  

TABLE 3: EVOLUTION OF CLUSTERS REGARDING NOMINAL CONVERGENCE FOR NON-EURO COUNTRIES 
(1996 – 2007)1 

1996 1997 1998 1999 2000 2001 
Cyprus Cyprus Bulgaria Czech Rep. Euro area Euro area 

Denmark Denmark Cyprus Estonia Denmark Denmark 
Euro area Euro area Denmark Latvia Cyprus Cyprus 
Hungary Hungary Euro area Lithuania Hungary Hungary 

Maastricht Maastricht Hungary Euro area Malta Malta 
Sweden Malta Maastricht Bulgaria Slovakia Poland 

UK Poland Malta Sweden Sweden Slovakia 
Bulgaria Sweden Sweden Maastricht UK Sweden 

Czech Rep. UK Romania Romania Maastricht UK 

                                                           
1 Maastricht refers to Maastricht Criteria. 
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1996 1997 1998 1999 2000 2001 
Estonia Bulgaria Czech Rep. Denmark Bulgaria Maastricht 
Latvia Czech Rep. Estonia Cyprus Czech Rep. Bulgaria 

Lithuania Estonia Latvia Hungary Estonia Romania 
Malta Latvia Lithuania Malta Latvia Czech Rep. 
Poland Lithuania Poland Poland Lithuania Estonia 

Slovakia Slovakia Slovakia Slovakia Poland Latvia 
Romania Romania UK UK Romania Lithuania 

 
2002 2003 2004 2005 2006 2007 

Euro area Euro area Euro area Euro area Euro area Euro area 
Bulgaria Cyprus Cyprus Cyprus Cyprus Cyprus 
Cyprus Hungary Hungary Hungary Hungary Hungary 

Hungary Malta Malta Malta Malta Malta 
Malta Maastricht Maastricht Estonia Maastricht Maastricht 

Sweden Bulgaria Estonia Latvia Bulgaria Bulgaria 
Maastricht Czech Rep. Latvia Lithuania Czech Rep. Czech Rep. 
Romania Denmark Lithuania Romania Denmark Denmark 

Czech Rep. Poland Romania Poland Lithuania Lithuania 
Denmark Slovakia Bulgaria Sweden Slovakia Romania 
Poland Sweden Czech Rep. Maastricht Poland Slovakia 

Slovakia UK Denmark Bulgaria Sweden Poland 
UK Romania Poland Czech Rep. UK Sweden 

Estonia Estonia Slovakia Denmark Estonia UK 
Latvia Latvia Sweden Slovakia Latvia Estonia 

Lithuania Lithuania UK UK Romania Latvia 
 
Romania and Bulgaria started as a single-country cluster until 2001 (Bulgaria) and 2004 (Romania). 

According to this cluster analysis, Bulgaria proves a higher nominal convergence than Romania. In 2005 and 
2006 Romania presented the same characteristics with Baltic countries. In 2007 Romania had the same 
characteristics (in terms of nominal convergence indicators) with Slovakia, Czech Republic, Lithuania, 
Denmark and Bulgaria. The distance (measured by taking into consideration the nominal convergence 
indicators) between Romania and Euro Area seems to be significantly reduced after the integration of these 
countries into European Union. K-means clustering method used in this paper is based on Euclidian distances 
between individual countries included in the model.  In the Table 4 we presented the evolution of the Euclidian 
distance between the centroid of the cluster containing Romania and the centroids of the clusters containing 
Euro Area (DromEA) and Maastricht Criteria (DromMaa) (excepting 2005, Euro Area and Maastricht Criteria 
were placed in the same cluster so the distances are the same). We noted with Cluster (ROM) the number of the 
cluster including Romania, Cluster (EA) the number of the cluster including Euro Area and Cluster (Maa) the 
number of the cluster including Maastricht Criteria. 

 
TABLE 4: EVOLUTION OF EUCLIDIAN DISTANCE BETWEEN CENTROID OF ROMANIA’S CLUSTER, 

MAASTRICHT CRITERIA’S CLUSTER CENTROID AND EURO AREA’S CLUSTER CENTROID 
 

Variable 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 
DromEA 88,04 195,07 91,7 99,68 82,03 60,09 47,4 48,06 49,76 55,29 55,7 40,73 
DromMaa 88,04 195,07 91,7 99,68 82,03 60,09 47,4 48,06 49,76 40,48 55,7 40,73 
Cluster(ROM) 4 4 2 3 4 3 2 3 3 2 4 2 
Cluster(EA) 1 1 1 2 1 1 1 1 1 1 1 1 
Cluster(Maa) 1 1 1 2 1 1 1 1 1 3 1 1 

 
As one can observe, the cluster containing Romania is closer to the clusters containing Euro Area and 

Maastricht Criteria in 2007 than in 1996. One can clearly state that the nominal convergence significantly 
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increased especially between 1996 and 2002. After 2002 the nominal convergence level between the cluster 
including Romania and the cluster including Euro Area and Maastricht Criteria remain at around the same level 
(a significant increase in 2007).  

The Figure 1 represents the evolution of the distance between Romania and Maastricht Criteria based 
on Pearson Correlation (distance is equal with 1 – Pearson Correlation and decreases when Pearson Correlation 
increases). We represented also the trends associated to this evolution between 1996 and 2007.  

 

 
 

FIG.1: DISTANCE BETWEEN MAASTRICHT CRITERIA AND ROMANIA BASED ON PEARSON CORRELATION 
 
As one can see, the distance based on Pearson Correlation between Maastricht Criteria and Romania 

significantly reduced in the analyzed period. It can be associated a linear trend and a polynomial trend to this 
evolution and we tested the statistical relevance of the linear trend equation: Distance(y) = - 0,0711 * Time + 
1,1267. The main objective was to determine the period of time required to reduce this distance to 0 (the 
hypothesis of catching-up model). In the Table 5 we presented the results of the statistical test for the equation 
of the linear trend. 

 
TABLE 5: STATISTICAL TEST FOR LINEAR TREND OF THE DISTANCE BETWEEN ROMANIA AND 

MAASTRICHT CRITERIA 
Regression Statistics               
Multiple R 0,89               
R Square 0,80               
Adjusted R 
Square 0,78               
St. Error 0,14               
Obs. 12,00               

ANOVA                 
  df SS MS F Signif. F       

Regression 1 0,72 0,72 39,24 0,00       
Residual 10 0,18 0,02           
Total 11 0,91             

  Coeff. St. Error t Stat P-value Lower 95% Upper 95% Lower 95,0% Upper 95,0% 
Intercept 1,13 0,08 13,48 0,00 0,94 1,31 0,94 1,31 
Time -0,07 0,01 -6,26 0,00 -0,10 -0,05 -0,10 -0,05 
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As one can observe, the trend equation is relevant from the statistical point of view so it can be used 
this equation for future prediction. Based on this trend equation we set the distance to be equal to 0 and we 
determined that will catch-up the Maastricht Criteria after 3,84 years more beginning with 2007: the 
conclusion based on Pearson Coefficient is that Romania will catch-up the Maastricht Criteria in August 2010 
(based on the registered trend of nominal convergence between 1996 and 2007). 

 
FIG.2: DISTANCE BETWEEN EURO AREA AND ROMANIA BASED ON PEARSON CORRELATION 

 
In the Figure 2 we represented the evolution of the distance between Romania and Euro Area based on 

Pearson Correlation (distance is equal with 1 – Pearson Correlation and decreases when Pearson Correlation 
increases). Romania is placed at a higher distance from Euro Area than the Maastricht Criteria. We represented 
the trend equation (linear and polynomial) for this evolution and we tested the statistical significance for linear 
trend (see Table 6): Distance(y) = - 0,0706 * Time + 1,1723. 

 
TABLE 6: STATISTICAL TEST FOR LINEAR TREND OF THE DISTANCE BETWEEN ROMANIA EURO AREA 

 
Regression Statistics               
Multiple R 0,89               
R Square 0,79               
Adjusted R 
Square 0,77               
St. Error 0,14               
Obs. 12,00               

ANOVA                 
  df SS MS F Signif. F       

Regression 1 0,71 0,71 38,24 0,00       
Residual 10 0,19 0,02           
Total 11 0,90             

  Coeff. St. Error t Stat P-value Lower 95% Upper 95% Lower 95,0% Upper 95,0% 
Intercept 1,17 0,08 13,95 0,00 0,99 1,36 0,99 1,36 
Time -0,07 0,01 -6,18 0,00 -0,10 -0,05 -0,10 -0,05 

 
As one can observe, the trend equation is relevant from the statistical point of view so we can use this 

equation for future prediction. Based on this trend equation we set the distance to be equal to 0 and we 
determined that will catch-up the Euro Area after 4.6 years more beginning with 2007: the conclusion based 
on Pearson Coefficient is that Romania will catch-up the Euro Area countries in July 2011 (based on the 
registered trend of nominal convergence between 1996 and 2007). 

2112



For a better relevance we introduced another test based on Euclidian distance. This distance is derived 
from Pitagora distance and is equal with the distance between two points A (xi, yi) and B (xj, yj) in a space with 
n dimensions: 

                            (3) 
The evolution of the Euclidian distances between Romania and Euro Area (DromEA) and Maastricht 

Criteria (DromMaa) is represented in the Table 7. 
 

TABLE 7: EUCLIDIAN DISTANCES BETWEEN ROMANIA AND EURO AREA / MAASTRICHT CRITERIA 
 

Variable 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 
DromEA 95,86 201,35 101,22 97,75 89,21 70,37 54,93 51,07 53,52 56,04 56,51 53,71 
DromMaa 81,51 194,41 90,47 92,99 83,45 60,31 45,41 42,09 44,33 44,96 49,33 48,11 

 
It can be observed that Romania is closer to Maastricht Criteria than Euro Area, this situation being 

explained by the fact that Euro Area is distanced from Maastricht Criteria, this distance decreasing in the last 
years. Based on this evolution we determined an equation trend for both distances, in order to determine the 
required time for Romania to catch-up the Euro Area and to fulfill the Maastricht Criteria. The equation for 
linear trend and exponential trend registered in case of Euclidian distance between Romania and Maastricht 
condition is represented in Figure 3. 

 
 

FIG.3: EUCLIDIAN DISTANCE BETWEEN MAASTRICHT CRITERIA AND ROMANIA 
 
We tested the statistical significance of linear trend equation in order to determine the required time to 

catch-up the Maastricht conditions. The statistical results of the regression are presented in Table 7. 
 

TABLE 7: STATISTICAL TEST FOR LINEAR TREND OF THE EUCLIDIAN DISTANCE BETWEEN ROMANIA 
AND MAASTRICHT CRITERIA 

 
Regression Statistics               
Multiple R 0,70               
R Square 0,49               
Ad. R 
Square 0,43               
St. Error 32,31               
Obs. 12,00               
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ANOVA                 
  df SS MS F Signif. F       

Regression 1 9852,67 9852,67 9,44 0,01       
Residual 10 10439,95 1043,99           
Total 11 20292,61             

  Coeff. St. Error t Stat P-value Lower 95% Upper 95% Lower 95,0% Upper 95,0% 
Intercept 127,06 19,89 6,39 0,00 82,76 171,38 82,76 171,38 
Time -8,30 2,70 -3,07 0,01 -14,32 -2,28 -14,32 -2,28 

 
The linear trend is statistical significant and could be used to predict future values. We set the value for 

Euclidian distance to be equal with 0 and we obtained from the trend equation Distance(y) = -8,30 * Time + 
127,06 that Romania still requires 3,3 years more (beginning with 2007) to catch-up the Maastricht Criteria: the 
conclusion based on Euclidian Distances is not far away from the conclusions based on distances calculated 
using Pearson Coefficient and is that Romania will catch-up the Maastricht Criteria in April 2010 (assuming the 
nominal convergence registered between 1996 and 2007) 

The equation for linear trend and exponential trend registered in case of Euclidian distance between 
Romania and Euro Area is represented in Figure 4. 

 
 

FIG.4: EUCLIDIAN DISTANCE BETWEEN EURO AREA AND ROMANIA 
 
We tested the statistical significance of linear trend equation in order to determine the required time to 

catch-up the Euro Area. The statistical results of the regression are presented in Table 8. 
 

TABLE 7: STATISTICAL TEST FOR LINEAR TREND OF THE EUCLIDIAN DISTANCE BETWEEN ROMANIA 
AND EURO AREA 

Regression Statistics               
Multiple R 0,72               
R Square 0,52               
Adjusted R 
Square 0,47               
St. Error 30,83               
Obs. 12,00               
ANOVA                 

  df SS MS F Signif. F       
Regression 1 10362,1 10362,1 10,90 0,01       
Residual 10 9504,6 950,4           
Total 11 19866,8             
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  Coeff. St. Error t Stat P-value Lower 95% Upper 95% Lower 95,0% Upper 95,0% 
Intercept 137,12 18,97 7,23 0,00 94,85 179,40 94,85 179,40 
Time -8,512 2,58 -3,30 0,01 -14,26 -2,77 -14,26 -2,77 

 
The linear trend is statistical significant and could be used to predict future values. We set the value for 

Euclidian distance to be equal with 0 and we obtained from the trend equation Distance(y) = -8,512 * Time + 
137,12 that Romania still requires 4,1 years more (beginning with 2007) to catch-up the Euro Area: the 
conclusion based on Euclidian Distances is not far away from the conclusions based on distances calculated 
using Pearson Coefficient and is that Romania will catch-up the Euro Area in January 2010 (assuming the 
nominal convergence registered between 1996 and 2007) 

 
Conclusions 

 
This paper analyses the level and the evolution of nominal convergence of Romania’s economy with Euro Area 
and Maastricht Criteria, in order to conclude on the schedule proposed by Romanian Central Bank to adopt Euro 
before 2014. Our study based on different methods (similarity tests, dissimilarity tests and k-means clusters) 
shows the existence of an important distance between Romania and other countries in the area and an important 
distance toward Euro Area and Maastricht Criteria. The nominal convergence of Romania increased in the last 
years so the distance is submitted to be significantly reduced in the next years if Romania will continue the 
sound economic reforms.  

Our study revealed also a higher convergence of Romania with Maastricht Criteria than with Euro 
Area. The countries with similar characteristics as Romania has are Baltic countries like Estonia or Latvia. 
Initially Romania acted as a isolated country (placed single in a separated cluster), having different 
characteristics than other European countries. After the integration in EU the situation was significantly 
improved in terms of nominal convergence.  

We determined that the middle of the year 2010 is the limit for achieving the nominal convergence 
with Maastricht convergence and the end of the year 2011 is the limit for achieving the nominal convergence 
with Euro Area Countries (assuming the nominal convergence trend between 1996 and 2007). These results 
confirm the schedule proposed by Romanian Central Bank to adopt Euro around 2014. But we consider that this 
result should be correlated with similar studies made on real convergence (that takes into consideration the real 
economic growth and productivity level as main indicators). These results will be readjusted according to the 
latest evolutions at the European and international level quite well affected by the current crises.\ 
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APPENDIX 1: MAASTRICHT CRITERIA FOR INFLATION AND INTEREST RATE 
 
Inflation rate criteria 
EU Treaty definition: Price stability criteria = 1.5% more than average of 3 best performing Member 

States 
Country 1996 Country 1997 Country 1998 Country 1999 Country 2000 Country 2001 
Luxemb. 0,6 Austria 1,2 Germany 0,6 Austria 0,5 UK 0,8 UK 1,2 
Austria 0,6 Finland 1,2 France 0,7 Sweden 0,5 Sweden 1,3 France 1,8 

Belgium 0,8 Ireland 1,3 Austria 0,8 France 0,6 Germany 1,4 Germany 1,9 
Maastricht 2,10 Maastricht 2,73 Maastricht 2,20 Maastricht 2,03 Maastricht 2,67 Maastricht 3,13 
Country 2002 Country 2003 Country 2004 Country 2005 Country 2006 Country 2007 

UK 1,3 Germany 1 Finland 0,1 Finland 0,8 Poland 1,3 Malta 0,7 
Germany 1,4 Austria 1,3 Denmark 0,9 Sweden 0,8 Finland 1,3 France 1,6 
Belgium 1,6 Finland 1,3 Sweden 1 Netherlands 1,5 Sweden 1,5 Netherlands 1,6 

Maastricht 2,93 Maastricht 2,70 Maastricht 2,17 Maastricht 2,53 Maastricht 2,87 Maastricht 2,80 
Source: estimations based on Eurostat data 
 

 Inflation 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 
Maastricht 2,10 2,73 2,20 2,03 2,03 2,67 3,13 2,70 2,17 2,53 2,87 2,80 

Source: estimations based on Eurostat data 
 
Long term interest rate criteria 
 
EU Treaty definition: Interest rate criteria = 2% more than average of 3 best performing Member States 
 

Country 1996 Country 1997 Country 1998 Country 1999 Country 2000 Country 2001 
Luxemb. 6,32 Austria 5,68 Germany 4,71 Austria 4,68 UK 5,33 UK 5,01 
Austria 6,32 Finland 6,29 France 4,57 Sweden 4,98 Sweden 5,37 France 4,80 

Belgium 6,49 Ireland 5,96 Austria 4,64 France 4,61 Germany 5,26 Germany 4,94 
Maastricht 8,38 Maastricht 7,98 Maastricht 6,64 Maastricht 6,76 Maastricht 7,32 Maastricht 6,92 
Country 2002 Country 2003 Country 2004 Country 2005 Country 2006 Country 2007 

UK 4,91 Germany 4,07 Finland 4,11 Finland 3,35 Poland 5,23 Malta 4,72 
Germany 4,99 Austria 4,15 Denmark 4,30 Sweden 3,38 Finland 3,78 France 4,30 
Belgium 4,78 Finland 4,13 Sweden 4,43 Netherlands 3,37 Sweden 4,37 Netherlands 4,29 

Maastricht 6,89 Maastricht 6,12 Maastricht 6,28 Maastricht 5,37 Maastricht 6,46 Maastricht 6,44 
Source: estimations based on Eurostat data 
 

LT interest rate 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 
Maastricht 8,38 7,98 6,64 6,76 7,32 6,92 6,89 6,12 6,28 5,37 6,46 6,44 

Source: estimations based on Eurostat data 
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Abstract 
 
With increasing public awareness of environmental conservation and sustainable growth in recent years, many 
industry sectors have gradually adopted and implemented green logistics (GL). Introduction of government 
regulations, such as the Waste Electrical and Electronic Equipment (WEEE) and the Restriction of Hazardous 
Substance (RoHS) directives of the European Community (EC), have also brought the issue of GL to the corporate 
strategic planning agenda of multi-national enterprises particularly in the electronics industry. 

A review of the literature reveals that many researches in GL have focused on theories and management 
approaches. There are relatively few studies on the actual performance of GL implementation particularly in the 
home electronic appliance (HEA) industry, which generates major negative impacts on the environment during 
production and handling of end-of-life (EoL) products. To fill the gap in the literature, this paper reports the findings 
of a comparison study that utilized a questionnaire survey to examine the status quo of GL implementation in the 
HEA industry of China – a developing country – and Japan – a developed country. Based on the data collected from 
107 HEA manufacturing companies – 58 from China and 49 from Japan, performances in the current GL practices 
of the industry in the two countries were analysed and compared. The activities studied include the use of 
environment friendly raw materials, green purchasing, waste reduction, green packaging, EoL product recycling, 
and reduced transportation, etc. Chi-square and Mann-Whitney U tests were conducted to investigate the 
relationship between GL implementation and firm size as well as the similarities and differences in GL performances 
between the HEA manufacturers of the two countries. The analysis helps identify the main driver for GL 
implementation and the level of performance in the HEA industry of both China and Japan. 
 
1. Introduction 
 
Owing to growing public awareness of environmental conservation and increasing need for sustainable 
development in recent years, environmental impact has become an important concern for many business 
decision makers [17, 25, 43]. Many companies are redesigning their logistics practices to make the activities 
more energy efficient and environment friendly. Green supply chain initiatives in procurement, manufacturing, 
distribution, and recycling are rapidly emerging as major trends [23]. Consequently, GL have become important 
considerations and challenges to supply chain management around the global [28]. 

According to the definition of Reverse Logistics Executive Council [36], GL are “attempts to measure 

and minimize the ecological impact of logistics activities”. Under this definition, GL range from green 

purchasing to efficient material flows in an integrated supply chain in both directions [49]. Hervani, Helms, and 
Sarkis [17] (p. 334) extend the concept to define green supply chain management (GSCM) as the summation of 
green purchasing, green material management and manufacturing, green distribution and marketing, as well as 
reverse logistics. In this paper, GL refer to both upstream and downstream activities including purchasing, 
manufacturing, packaging, distribution, transportation, and reverse logistics. The overall objective of GL is to 
reduce impact on the environment, lower logistics cost, and improve product value. 

Environmental issues can affect many management decisions throughout the value chain. These 
include logistical decisions such as acquisition of raw materials as well as inbound and outbound logistics [48]. 
Vachon and Klassen [43] (p. 801) state that “practices related to environmental issues and performance 
encompass both internal and external activities, whether related to preventing pollution before it is generated, 
recycling waste and spent products, extracting resources and raw materials, or capturing harmful pollutants 
followed by proper disposal”. Alvarez, Jimenez, and Lorente [2] opine that there is a positive relationship 
between environmental management, such as GSCM, and an organization‟s economic performance. Study by 

Tooru [41] also suggests that environmental management systems can improve the operational performance of a 
firm. GL offers many benefits to an organization. They include streamlined inventory management, reduced 
logistics cost, better cost control and hence increased revenue, improved customer service, enriched information 
to facilitate reverse logistics, and enhanced public image [27]. In addition, Rao [34] contends that GL activities, 
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together with source reduction practices, can be used to increase competitive advantage. This aligns with the 
view of Bacallan [3] that improving environmental performance, such as complying with environmental 
regulations, addressing the environmental concerns of customers, and mitigating environmental impact of 
production and service activities, can enhance an organization‟s competitiveness. 

There are many reasons for the mounting attention on GL. They include the introduction of more 
stringent government regulations such as the WEEE and RoHS [46, 47], changing consumer preferences, and 
the development of international certification standards such as ISO9000 and ISO14000 [25]. Product recall is 
yet another reason for GL [37]. There is an increasing trend in many industries, such as automobile, food and 
beverage, battery and electronics manufacturing, to implement GL because of increased tendency of product 
recall [23]. In general, industries with intricate purchasing procedure, large amount of stock, different types of 
packaging, frequent delivery, etc. benefit most from implementation of GL. The HEA industry with both 
complex upstream and downstream operations in the supply chain is a good example. As far as environmental 
impact is concerned, fabrication of printed circuit boards leads to water pollution. The manufacturing process 
also releases air pollutants such as lead, bromide, and volatile organic compounds [21]. The industry can 
therefore gain significant benefits by properly integrating environmental management strategies into all stages 
of its logistics operation, including procurement, manufacturing, warehousing, packaging, transportation, and 
distribution [14]. 

While there are abundant researches on GL and GSCM (see for example [12, 16, 22, 26, 29, 39, 44, 48, 
50-54]), many of which have focused on theories and management approaches. There are relatively few 
empirical studies on the performance of GL implementation particularly in the HEA industry, which generates 
significant negative impacts on the environment during production and handling of EoL products. The paper 
aims to fill the gap in the literature by investigating and comparing the performances of current GL practices in 
the HEA industry in Japan – a developed country and China – a developing country. 
 
2. Research questions 
 
Two research questions are raised: 
RQ1 – What is the main driver for GL implementation in the HEA industry? 
RQ2 – Are there any differences between developing and developed countries in GL implementation in the 
HEA industry? 

To answer the above research questions, this paper reviews the literature and reports the findings from 
a questionnaire survey designed to find out the performances of current GL practices of 107 HEA 
manufacturing companies – 58 in China and 49 in Japan. The survey focuses on three major logistics activities 
in the HEA supply chain namely, purchasing, packaging, and transportation where GL can bring significant 
benefits. Using chi-square and Mann-Whitney U tests, GL practices in the HEA industry of the two countries 
such as the use of environment friendly raw materials, green purchasing, waste reduction, green packaging, EoL 
product recycling, and reduced transportation, etc. were analysed and compared. 
 
3. Background literature 
 
Environmental impacts are always present in every supply chain. If we look at supply chain activities as utility-
increasing or value-adding functions, pollution to the environment occurs almost at every stage of the process. 
This view combines process and product as an integrated activity. Wu and Dunn [48] (p. 23) state that “…as 
resources are used to create desired utilities, pollutants are implicitly produced as byproducts during each step 
of the integrated supply chain process”. From this perspective, negative environmental impacts can be reduced 
in a timely manner through better awareness of the environmental implications along the whole supply chain. If 
process and product are to be separated, Giorigiadis and Vlachos [11] suggest that total environmental impacts 
can be minimized either at each stage, process, or activity of the whole supply chain or the whole product life. In 
practice, the two are closely linked that they usually work together to lessen environmental impacts. Appropriate 
product design help reduce resources in manufacturing and distribution thereby generate less amount of 
pollutants as byproducts. To illustrate this point, Wu and Dunn [48] (pp. 23-24) give an example that highly 
concentrated detergent and rechargeable battery design require less amount of resources to manufacture and thus 
generate less pollutants. Further, highly concentrated detergent (i.e., more compact design) improves logistics 
efficiency because it minimizes transportation and saves warehouse space. Other researchers also agree with this 
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point of view. Kiesmuller and van der Laan, [20] maintain that simply lowering the amount of logistics activities 
itself reduces pollution. Guide [13] therefore concludes that logistics management decisions can be affected by 
other functional decisions made in the supply chain which impact on the environment directly. Using the 
concept of value-adding logistics and environment interface put forward by Wu and Dunn [48], logistics 
decisions that impact on the environment can be succinctly depicted in Fig. 1. While all supply chain decisions 
affect the environment in one way or the other, certain activities tend to generate greater impacts and the 
adoption of GL practices in these areas would bring relatively greater benefits. For this study, the focus is on the 
three major logistics functions, namely purchasing, packaging, and transportation. 

 
FIG. 1: LOGISTICS DECISIONS THAT IMPACT ON THE ENVIRONMENT 

Source: Wu and Dunn [48] (p. 24) 
 

3.1 Green purchasing 
Purchasing plays a central role in influencing the environmental impact of the company. It can contribute to 
design for reuse, recycling, low-density packaging, and towards waste elimination in terms of disassembly [10]. 
According to the definition of the Office of the Federal Environmental Executive [31], green purchasing 
includes “the acquisition of recycled content products, environmentally preferable products and services, 
biobased products, energy- and water-efficient products, alternate fuel vehicles, products using renewable 
energy, and alternatives to hazardous or toxic chemicals”. Environmentally conscious (green) purchasing can 

bring a lot benefits to the company, such as reducing wastes, lowering liability costs, meeting the demand for 
green products, and building a “green” image for the company [18]. 

A study in green purchasing practices of US firms by Min and Galle [26] show that larger firms with 
large buying volume involve more in green purchasing (especially recycling) practices than smaller firms. Also, 
firms that take environmental regulatory compliance more seriously tend to get involved in green purchasing 
more actively. However, it is also found that economic investment is the major obstacle to successful green 
purchasing programs. Such an economic investment includes the high cost of environmental programs, 
uneconomical recycling and uneconomical re-use. Rao and Holt [35] (p. 903) point out that “lack of 
management commitment, lack of buyer awareness, lack of supplier awareness, deficient company-wide 
environmental standards or auditing programs and lack of state and federal regulations are also important 
issues”. 

 
3.2 Green packaging 
According to the definition of Actel Corporation [1], green packaging should be free of lead, halogenated 
compounds such as bromine (Br) and chlorine (Cl), and antimony oxides and dioxins. These are also the 
common toxic substances generated by the electronics industry during manufacturing. To lessen the negative 
impacts on the environment, synthetic biodegradable polyesters derived from corn, sugar cane or switch grass 
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are increasingly utilized in packaging [40]. Green packaging not only reduces packaging cost and solid waste in 
the long run but also maximizes environment friendliness by using more efficient packaging techniques and 
recycled packaging materials [7]. Again, the major obstacle is the relatively high costs of using alternate 
packaging materials and packaging techniques. 

By altering packaging elements like size, shape, and materials, companies can realize substantial 
savings in packaging, warehousing and transport because the packaging elements affect storage and transport 
characteristics of the good [48]. Previous studies [8, 15] reveal that better packaging, along with improved pallet 
design and rearranged pallet patterns, can reduce materials usage, increase space utilization in the warehouse as 
well as in the trailer, and reduce the handling required. These lead to less packaging waste, fewer vehicles 
required, and easier handling in warehouses. The result is lower cost, higher efficiency, and less environmental 
impact. 
 
3.3 Green transportation 
Modern technological have reduced operating cost and improved efficiency as well as capability of transport 
system. Nevertheless, negative environmental impacts of transportation are still widely recognized. 
Transportation consumes large amount of fossil fuels, generate carbon dioxide, toxic chemicals and noise during 
operation, and create traffic accidents as well as congestion. It also requires much land for road networks, 
depots, ports and other infrastructure for operation. Furthermore, decommissioned vehicles pollute landfills with 
non-biodegradable parts and other toxic substances [38]. To lessen negative environmental impacts, measures 
such as minimizing the use of road transport, using energy efficient vehicles with lower emission, increasing the 
use of alternative fuel in the vehicle fleet, reducing the number of trips by balancing backhaul movements, etc. 
have been attempted. Even mere regular maintenance of the vehicle fleet and proper disposal of 
decommissioned vehicles can help. Maintaining fuel efficiency, prolonging vehicle life, and reducing accident 
rates are good ways to save operating costs and cut environmental damages [45, 48]. 

In conventional logistics, the most commonly used methods to reduce negative environmental impacts 
include freight consolidation, better network design with optimized routing and scheduling using information 
technology, and appropriate trade-off between transport and inventory. This helps reduce the number of trips 
and total trip distance thus save transportation cost and improve overall efficiency. In this regard, well-
developed information system with effective use of information is essential [24]. Other measures include 
appropriate carrier and mode selection such as choosing carriers with environmentally responsible practices and 
using rail instead of road transport. This permits the use of renewable energy sources, helps to relieve traffic 
congestion, and generates less pollution and noise [33]. These measures tie in with EC‟s recommendations of 

shifting mode from road to rail and river, reducing demand for transport through optimisation, and lessening of 
environmental impacts of transport through improved vehicle utilization [9]. 
 
4. Methodology 
 
In this study, a self-administered questionnaire survey conducted via e-mail was employed to collect data from 
107 HEA manufacturing companies – 58 in China and 49 in Japan – to investigate the current GL practices in 
the industry of these two countries. The questionnaire was designed upon a thorough GL literature review that 
helped identify the major areas of a HEA supply chain where GL implementation can bring significant benefits. 
It was e-mailed directly to the logistics managers of the companies selected for the survey with a covering letter 
explaining the purpose of the survey. A reminder was sent to encourage response two weeks after the 
questionnaire was dispatched. The data collection process – sending of survey questionnaires and reminders and 
collecting returns – was completed in October 2007. 
 
4.1 Sample 
As successful GL implementation requires resources and experiences, it is more likely that companies practicing 
GL are relatively large and well-established organizations. Therefore, for the survey, only companies operating 
for five or more years in the industry with an average annual sales volume greater than US$ 30 million and a 
minimum of 200 employees were selected. Based on these criteria, altogether 176 HEA manufacturers in China 
and 165 in Japan were identified from the industry member lists of the two countries obtained from Internet 
portals such as Alibaba.com and website like CEATEC Japan. These HEA manufacturers covered a wide range 
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of industry segments producing products such as television, refrigerator, microwave oven, washing machine, 
air-conditioner, household audio and video entertainment equipment, and communication devices. 
 
4.2 Questionnaire design 
Apart from collecting formation on company profiles in terms of number of years of operation, number of 
employees, annual sales in 2006, etc., respondents were also asked if their companies had already implemented 
GL to various extents. If affirmative, they were requested to evaluate the GL performances of their companies in 
three major areas: purchasing, packaging, and transportation. The assessment covered 26 specific activities 
including the use of environment friendly raw materials, adoption of environment friendly packaging design, 
and optimization of distribution process to reduce carbon emission, etc. To standardize replies so as to facilitate 
statistical analysis, closed-end questions with fixed-choice answers in a 5-point Likert scale ranging from 5 
(Excellent) to 1 (Poor) were used. 
 
4.3 Response Rate 
A total of 341 questionnaires – 176 to China and 165 to Japan were sent via e-mail using the e-mail addresses 
provided in the industry member lists. Apart from 10 undelivered questionnaires due to problematic addresses (4 
in China and 6 in Japan), a total of 110 completed questionnaires – 59 from the Chinese and 51 from the 
Japanese manufacturers were returned (Table 1). Among them, one questionnaire from China and two from 
Japan contain excessive missing values, yielding only 58 and 49 usable returns. The response rates are therefore 
33.0% and 29.7% respectively with a total response rate of 31.4%. Out of the 107 valid responding companies, 
69 of them have implemented GL to various extents (36 in China and 33 in Japan). The average GL adoption 
rate is 64.5% (62.1% in China and 67.3% in Japan). 
 

TABLE 1: RESPONSE RATE OF QUESTIONNAIRE SURVEY 
 China Japan Total 
Total eligible HEA manufacturers 176 165 341 
Questionnaires returned 59 51 110 
Valid returns 58 49 107 
Response rate 33.0% 29.7% 31.4% 
Manufacturers with GL adoption 36 33 69 
Manufacturers with no GL adoption 22 16 38 
GL adoption rate 62.1% 67.3% 64.5% 

 
4.4 Analysis of Data 
The 107 responding HEA manufacturing companies were divided into three groups – medium-sized (1), large-
sized (2), and very-large-sized (3) – based on their annual sales in 2006 (Table 2). Chi-square test [4] was used 
to determine if GL implementation is independent of company size in this case. Since the data collected are 
ordinal in nature, non-parametric tests were employed for analysis to avoid making imprudent assumptions of 
equal interval between scores and normal distribution of data. Single-sample sign test [5] was used to determine 
the significance of responses to the individual questions. Mann-Whitney U test for two independent samples [6] 
was used to test if there are significant differences between China and Japan in the average performances in GL 
implementation of the surveyed HEA manufacturers in the three major logistics areas: purchasing, packaging, 
and transportation. 
 

TABLE 2: CATEGORIZATION OF RESPONDING COMPANIES BASED ON ANNUAL SALES IN 2006 
Group Annual sales in 2006 Count Percent 
Medium-sized (1) < US$ 1 billion 38 35.5% 
Large-sized (2) >= US$ 1 billion and < US$ 5 billion 49 45.8% 
Very-large-sized (3) >= US$ 5 billion 20 18.7% 

Total  107 100.0% 

 
5. Findings and discussion 
 
5.1 GL implementation and firm size 
Chi-square test was used to test if GL implementation (represented by proportion of GL adoption) is 
independent of firm size (represented by annual sales in 2006). The hypotheses are as follows: 
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H0: GL implementation is independent of firm size. 
H1: GL implementation is dependent of firm size. 
The results are summarized in Table 3. 
 

TABLE 3: CHI-SQUARE TEST FOR INDEPENDENCE OF GL IMPLEMENTATION AND FIRM SIZE 
Group Medium-sized (1) Large-sized (2) Very-large-sized (3) Total 
Level of GL implementation 
GL adopted 17 35 17 69 
GL not adopted 21 14 3 38 

Total 38 49 20 107 
Chi-square test 
Calculated 2 value 11.1780  
Degree of freedom 2  
Critical 2 value at  = 0.05 5.9915  
p-value 0.0037  Reject H0 
Marascuilo procedure 
Proportions Absolute differences Critical range  
| Group 1 - Group 2 | 0.2669 0.2529  Significant 
| Group 1 - Group 3 | 0.4026 0.2778  Significant 
| Group 2 - Group 3 | 0.1357 0.2513  Not significant 
Correlation coefficients 
Contingency coefficient C 0.3075  
Cramér‟s V 0.3232  

 
The chi-square test result suggests that there is a positive association between level of GL 

implementation (represented by proportion of GL adoption) and firm size (represented by annual sales in 2006). 
The correlation coefficients C and V are both around 0.3 indicating that the association is only a moderate one. 
Results of the Marascuilo procedure, which allows a simultaneous testing of differences of all pairs of 
proportions when there are several populations under investigation, indicate that the level of GL implementation 
of medium-sized companies is significantly lower than that of the other two groups. On the other hand, there is 
not enough evidence to suggest that large-sized and very-large-sized companies are different in the level of GL 
implementation. The observed difference may be related to the ability to invest in GL and the management 
support and organization structure of the companies. As GL requires additional resources for planning and 
implementation, large companies are more capable to invest in the area and use GL as a competitive edge. This 
finding aligns with the literature that many big companies and organizations are incorporating GL or GSCM as 
part of their corporate strategies [30, 32]. However, investment in environmental program may be a heavy 
economic burden to small companies. Therefore, support from top management may not be readily available. 
The organization structure of small companies may also not be able to provide proper management to support 
GL. Last but not least, economies of scale can also play an important role. Large companies invest more in GL 
and can therefore benefit more from economies of scale than their smaller counterparts. This in turn can provide 
additional incentive for large companies to further invest in GL practices. 
 
5.2 Performances in green purchasing, packaging, and transportation 
To compare the GL performances of HEA manufacturing companies in China and Japan, Mann-Whitney U test 
was used to determine if there is any significant difference in average performances (represented by the median 
score of self-assessment) of the two independent samples. The hypotheses are as follows: 
H0: There is no difference in the performance of the HEA manufacturing companies in China and Japan. 
H1: There is a difference in the performance of the HEA manufacturing companies in China and Japan. 
 
5.2.1 Green purchasing 
Respondents were asked to evaluate the performances of their companies in nine specific activities relating to 
green purchasing. Single-sample sign test is used to determine if the median score is significantly different from 
the conjectured value of 3 (i.e., average performance). The results are summarized in Table 4 below: 
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TABLE 4: PERFORMANCES ON SPECIFIC ACTIVITIES IN GREEN PURCHASING 
 
Specific activity 

China Japan 
Mea

n 
S.D. Median Mode Mean S.D. Median Mode 

1. Purchase of environmental friendly raw materials 2.4 1.2 2** 2 3.7 1.2 4** 4 
2. Substitution of environmental harmful raw materials 
with friendly ones 

2.8 1.2 3 3 3.4 1.2 4** 4 

3. Purchase of recycled raw materials 3.3 1.4 3.5 4 3.3 1.3 3 4 
4. Using suppliers that meet stipulated environmental 
criteria 

2.6 1.3 3 1 3.5 1.3 4* 4 

5. Urging suppliers to take actions in reducing 
environmental impacts 

2.7 1.1 3 3 3.6 1.0 4** 4 

6. Emphasizing on environmental considerations in 
purchasing  

2.7 1.3 3 4 3.5 1.0 4** 4 

7. Compliance with local environmental regulations in 
purchasing 

2.8 1.2 3 3 3.6 1.1 4** 4 

8. Compliance with international environmental 
regulations in purchasing 

2.9 1.2 3 4 3.5 1.1 4** 3 

9. Acquisition of ISO 14001 certificate 3.0 1.3 3 4 3.4 0.9 3** 4 
Performance score: 5 – Excellent; 4 – Good; 3 – Average; 2 – Bad; 1 – Poor 
* Significant at  = 0.1, ** Significant at  = 0.05 
 
The results of the Mann-Whitney U test are summarized in Table 5. 

TABLE 5: MANN-WHITNEY U TEST FOR DIFFERENCE IN PERFORMANCE IN GREEN 
PURCHASING 

 
Specific activity 

China Japan  
U 

Normal approximation 
R1 R2 z* p-value Reject H0? 

1. Purchase of environmental friendly raw 
materials 

935 1462 287 -3.77 0.000 Yes 

2. Substitution of environmental harmful raw 
materials with friendly ones 

1092 1323 426 -2.07 0.038 Yes 

3. Purchase of recycled raw materials 1271.5 1143.5 582.5 -0.14 0.888 No 
4. Using suppliers that meet stipulated 
environmental criteria 

1023.5 1391.5 357.5 -2.90 0.004 Yes 

5. Urging suppliers to take actions in reducing 
environmental impacts 

1001 1414 335 -3.22 0.001 Yes 

6. Emphasizing on environmental considerations in 
purchasing  

1047 1368 381 -2.64 0.008 Yes 

7. Compliance with local environmental 
regulations in purchasing 

1034.5 1380.5 368.5 -2.78 0.005 Yes 

8. Compliance with international environmental 
regulations in purchasing 

1093 1322 427 -2.07 0.039 Yes 

9. Acquisition of ISO 14001 certificate 1150 1265 484 -1.37 0.170 No 
Note: Sample size of China n1 = 36, sample size of Japan n2 = 33, N = n1 + n2, t = number of tied ranks 
 U1 = n1n2 + {n1(n1 + 1)}/2 - R1, U2 = n1n2 + {n2(n2 + 1)}/2 - R2, U = min(U1, U2) 
 U = n1n2/2, U = [n1n2/{N(N - 1)}]{(N3 – N)/12 - (t3 – t)/12}, z = (U - U)/U  * Corrected for tied ranks 
  = 0.05, lower critical z value = -1.96, upper critical z value = 1.96 
 

The findings reveal that in general HEA manufacturers in Japan perform better in green purchasing 
(with majority of the median scores being 4 – Good) than their counterparts in China (with majority of the 
median scores being 3 – Average). Apart from the purchase of recycled raw materials and the acquisition of ISO 
14001 certificate, the mean score of performance of the Japanese manufacturers in other activities is around 3.5 
whereas that of the Chinese manufacturers is about 2.6. The difference in performance is significant at  = 0.05 
suggesting that there is still room for improvement in the adoption of green purchasing in China. The use of 
recycled raw materials can help reduce purchasing costs. Also, most of the HEA products from China are 
exported overseas. Acquisition of ISO14001 certificate is therefore also mandatory in order to compete in 
overseas markets. These may account for the similarity of performance in these two activities between the 
Chinese and the Japanese HEA manufacturers. 
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5.2.2 Green packaging 
Respondents were asked to evaluate the performances of their companies in nine specific activities relating to 
green packaging. Single-sample sign test is used to determine if the median score is significantly different from 
the conjectured value of 3 (i.e., average performance). The results are summarized in Table 6 below: 

 
TABLE 6: PERFORMANCES ON SPECIFIC ACTIVITIES IN GREEN PACKAGING 

 
Specific activity 

China Japan 
Mean S.D. Median Mode Mean S.D. Median Mode 

1. Use of environmental friendly materials in 
packaging 

2.7 1.2 3 2 3.5 1.2 4** 4 

2. Use of environmental friendly design in 
packaging 

2.7 1.3 3 3 3.5 1.1 4** 4 

3. Optimization of packaging process to reduce 
solid waste 

3.3 1.3 3 3 3.2 1.3 3 4 

4. Optimization of packaging process to reduce 
waste water 

3.1 1.3 3 3 3.1 1.3 3 3 

5. Use of cleaner technology in packaging 2.7 1.2 3 3 3.5 1.0 4** 3 
6. Use of recycled packaging materials sourced 
internally 

3.1 1.3 3 4 3.5 1.1 4** 4 

7. Use of recycled packaging materials purchased 
externally 

3.0 1.2 3 3 3.5 1.1 4** 4 

8. Taking back waste packaging materials from 
customers for recycling 

3.3 1.1 3.5* 4 3.1 1.0 3 3 

9. Improving packing process to reduce 
environmental impacts 

2.9 1.3 3 4 3.2 1.0 3 3 

Performance score: 5 – Excellent; 4 – Good; 3 – Average; 2 – Bad; 1 – Poor 
* Significant at  = 0.1, ** Significant at  = 0.05 
The results of the Mann-Whitney U test are summarized in Table 7. 
 
TABLE 7: MANN-WHITNEY U TEST FOR DIFFERENCE IN PERFORMANCE IN GREEN PACKAGING 

 
Specific activity 

China Japan  
U 

Normal approximation 
R1 R2 z* p-value Reject H0? 

1. Use of environmental friendly materials in 
packaging 

1040 1375 374 -2.71 0.007 Yes 

2. Use of environmental friendly design in 
packaging 

1026.5 1388.5 360.5 -2.87 0.004 Yes 

3. Optimization of packaging process to reduce 
solid waste 

1269 1146 585 -0.11 0.912 No 

4. Optimization of packaging process to reduce 
waste water 

1262 1153 592 -0.03 0.980 No 

5. Use of cleaner technology in packaging 1045.5 1369.5 379.5 -2.66 0.008 Yes 
6. Use of recycled packaging materials sourced 
internally 

1158.5 1256.5 492.5 -1.27 0.205 No 

7. Use of recycled packaging materials purchased 
externally 

1132.5 1282.5 466.5 -1.58 0.115 No 

8. Taking back waste packaging materials from 
customers for recycling 

1331 1084 523 -0.89 0.373 No 

9. Improving packaging process to reduce 
environmental impacts 

1183 1232 517 -0.96 0.340 No 

Note: Sample size of China n1 = 36, sample size of Japan n2 = 33, N = n1 + n2, t = number of tied ranks 
 U1 = n1n2 + {n1(n1 + 1)}/2 - R1, U2 = n1n2 + {n2(n2 + 1)}/2 - R2, U = min(U1, U2) 
 U = n1n2/2, U = [n1n2/{N(N - 1)}]{(N3 – N)/12 - (t3 – t)/12}, z = (U - U)/U  * Corrected for tied ranks 
  = 0.05, lower critical z value = -1.96, upper critical z value = 1.96 
 

In contrast to the findings of green purchasing, the performances in green packaging between the 
Chinese and the Japanese HEA manufacturers are more similar as the Mann-Whitney U tests reveal no 
significant difference in performance in most of the cost-saving packaging activities. These include optimization 
of packaging process to reduce solid waste and waste water, use of recycled packaging materials sourced 
internally and externally, and taking back of used packaging materials from customers for recycling. As to the 
more expensive activities such as the use of environmental friendly packaging design/materials and cleaner 
technology in packaging, the Japanese manufacturers clearly excel in performance (with a mean score of 3.5 
versus 2.7 of their Chinese counterparts). The findings suggest that the main driver of green packaging of the 
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Chinese HEA industry is cost saving. For the Japanese HEA industry, the main driver is not sheer cost 
reduction. Other considerations such as extended produced responsibility [19, 21], improved customer service 
[48], sustainable productivity and development [42], and long-term competitive advantage and economic 
performance [35], etc. are equally important. In other words, the Chinese HEA manufacturers tend to focus 
more on the short-term cost benefits of green packaging and may not appreciate the wider long-term benefits 
arising from environmental considerations as discussed in the literature. 
 
5.2.3 Green transportation 
Respondents were asked to evaluate the performances of their companies in eight specific activities relating to 
green transportation. Single-sample sign test is used to determine if the median score is significantly different 
from the conjectured value of 3 (i.e., average performance). The results are summarized in Table 8 below: 
 

TABLE 8: PERFORMANCES ON SPECIFIC ACTIVITIES IN GREEN TRANSPORTATION 
 
Specific activity 

China Japan 
Mean S.D. Median Mode Mean S.D. Median Mode 

1. Optimization of use of energy through the use of 
more energy efficient vehicles 

2.6 1.3 2 1 3.5 1.3 4* 4 

2. Optimization of transportation through better 
routing and scheduling 

2.9 1.3 3 3 3.2 1.4 4** 4 

3. Use of integrated delivery to reduce 
transportation 

3.5 1.3 4* 4 3.2 1.3 3 4 

4. Optimization of process to reduce gas emission 2.9 1.3 3 3 3.2 1.3 3 3 
5. Optimization of process to reduce noise 
pollution 

2.9 1.1 3 3 3.3 1.2 3 3 

6. Optimization of process to reduce solid waste 3.0 1.4 3 4 3.3 1.2 4 4 
7. Use of environmental friendly technology in 
transportation 

2.6 1.2 3 3 3.1 1.3 3 4 

8. Managing reverse material flows 3.1 1.3 3 3 3.4 1.1 3** 3 
Performance score: 5 – Excellent; 4 – Good; 3 – Average; 2 – Bad; 1 – Poor 
* Significant at  = 0.1, ** Significant at  = 0.05 
 
The results of the Mann-Whitney U test are summarized in Table 9. 

TABLE 9: MANN-WHITNEY U TEST FOR DIFFERENCE IN PERFORMANCE IN GREEN 
TRANSPORTATION 

 
Specific activity 

China Japan  
U 

Normal approximation 
R1 R2 z* p-value Reject H0? 

1. Optimization of use of energy through the use of 
more energy efficient vehicles 

1026 1389 360 -2.87 0.004 Yes 

2. Optimization of transportation through better 
routing and scheduling 

1117.5 1297.5 451.5 -1.76 0.079 No 

3. Use of integrated delivery to reduce 
transportation 

1333.5 1081.5 520.5 -0.91 0.365 No 

4. Optimization of process to reduce gas emission 1196 1219 530 -0.79 0.431 No 
5. Optimization of process to reduce noise 
pollution 

1160.5 1254.5 494.5 -1.24 0.215 No 

6. Optimization of process to reduce solid waste 1178.5 1236.5 512.5 -1.00 0.314 No 
7. Use of environmental friendly technology in 
transportation 

1143.5 1271.5 477.5 -1.44 0.151 No 

8. Managing reverse material flows 1180 1235 514 -0.99 0.323 No 
Note: Sample size of China n1 = 36, sample size of Japan n2 = 33, N = n1 + n2, t = number of tied ranks 
 U1 = n1n2 + {n1(n1 + 1)}/2 - R1, U2 = n1n2 + {n2(n2 + 1)}/2 - R2, U = min(U1, U2) 
 U = n1n2/2, U = [n1n2/{N(N - 1)}]{(N3 – N)/12 - (t3 – t)/12}, z = (U - U)/U  * Corrected for tied ranks 
  = 0.05, lower critical z value = -1.96, upper critical z value = 1.96 
 

Like the findings of green packaging, the Mann-Whitney U test reveals that the practices of green 
transportation between the Chinese and the Japanese HEA manufacturers are very similar apart from 
optimization of use of energy. In this regard, the Japanese manufacturers obviously perform much better than 
their Chinese counterparts (with a mean score of 3.5 versus 2.6) probably because of its superiority in vehicle 
technology and road infrastructure. The high level of similarity suggests that manufacturers in both countries are 
placing an equal amount of effort in green transportation. Optimization of transportation and delivery can save 
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costs as well as reduce pollution and protect the environment. Compared to technological investment, 
optimization through integrated delivery and improved scheduling and routing using information and local 
knowledge is less costly to achieve. It can be seen that green transportation of the HEA industry in China, such 
as integration of transportation function, optimization of delivery times, and efficient management of returned 
goods, etc. is doing better than other upstream green practices. The performance in this regard is almost on par 
with that of developed countries. A summary of the findings is given in Table 10. 
 

TABLE 10: SUMMARY OF THE FINDINGS 
 China Japan 
Level of GL implementation and firm size Level of GL implementation is dependent of firm size. In general, larger firms tend to 

implement GL more readily. This may be because larger firms can better afford the resource 
investment required for implementing GL. 

Main driver and areas of GL 
implementation 

Implemented mainly for reason of cost 
saving. Focusing more on the downstream 
of the supply chain such as transportation 
probably because of the lower cost of 
implementation and the immediate benefits. 

Implemented for wider benefits of green 
supply chain management. Focusing on both 
the upstream (e.g., purchasing) and the 
downstream (e.g., packaging and 
transportation) of the supply chain. 

Green purchasing Good performance in utilization of recycled 
raw materials and acquisition of ISO 14001 
certification. 

Good performance in almost all activities of 
green purchasing. 

Green packaging Good performance in cost-saving activities 
such as optimization of packaging process 
to reduce waste, use of recycled packaging 
materials, and taking back of used 
packaging materials from customers, etc. 

Good performance in almost all activities of 
green packaging. 

Green transportation Performances of both countries are quite similar except that Japan excels in the optimization 
of use of energy in transportation. This may be because Japan is more advanced in vehicle 
technology and better developed in road infrastructure. 

 
6. Conclusions and further research 
 
This paper has presented and compared the GL performances of some of the HEA manufacturers in China and 
Japan. The findings reveal that as a developing country, China is still a distance behind Japan – a developed 
country – in GL implementation particularly in the upstream of the supply chain. While GL in Japan‟s HEA 

industry has been implemented throughout the whole supply chain with relatively good performances in almost 
all activities surveyed, the Chinese HEA manufacturers are focusing mainly in the downstream activities such as 
packaging and transportation which require relatively little technological investment but the cost saving from 
GL is readily achievable. The findings also suggest that the main driver for GL implementation in the HEA 
industry of China is still cost saving at this stage. The wider benefits of GL implementation to the sustainable 
competitive advantage of the company as well as to the environment have not been fully considered. While the 
Chinese HEA manufacturers are performing equally well as their Japanese counterparts in the use of recycled 
raw materials, recycled packaging materials, optimization of packaging process to reduce solid waste, and 
optimization of transportation to cut down gas emission, etc., they are far behind in the use of environment 
friendly design and cleaner technology in packaging as well as energy efficient vehicles. The study also shows 
that GL implementation is dependent of firm size. Larger firms are more readily to implement GL probably 
because they can afford the resource investment required to set up the processes and enjoy economies of scale 
due to bigger volume of transaction. 

As this study has only used a relatively simple questionnaire survey to evaluate the GL performances 
of HEA manufacturers in China and Japan, the findings are not able to disclose further details of the subject 
matter such as the various drivers and obstacles of GL implementation. Also, self-appraisal of performance may 
not be entirely objective although the bias, if any, should be self-cancelling with relatively large samples. To 
obtain a fuller picture of the situation, further research is recommended to investigate the drivers and obstacles 
of GL implementation faced by the industry in comparison with other industry sectors. In this regard, a more 
sophisticated questionnaire survey design covering a larger sample or the use of in-depth case studies can be 
considered. 
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Session 4:  CHALLENGES OF EMERGING ECONOMIES 
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Discussant: Glenville Rawlins, Montclair State University 

 

4.1 Conceptualization on the Dimensions for Halal Orientation 

Yusserie Zainuddin, Suhaiza Zailani, Zunirah Talib 

University Sains Malaysia  School of Management 

4.2 Halal Traceability and Halal Tracking Systems in Strengthening Halal Food Supply Chain 
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University Sains Malaysia  School of Management 

4.3 HIV/AIDS in Emerging Markets and Its Impact on Business 

James  P. Johnson 
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Ming Xu, Marko Ljubicic, Nikola Zivlak, Shi Huiyi, Liu Xiaofang, Jiang Min 
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Nuarrual Hilal Md. Dahlan  
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You-il Lee 

International Graduate School of Business, University of South Australia 

 

Session 5:  INTERNATIONAL FINANCE AND ACCOUNTING ISSUES 
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Discussant: Nora Hlivárová, Comenius University in Bratislava 

 

5.1 Have IFRS Improved the Information Content of Intangibles? The Case of French Listed 
Companies 

Sandrine Boulerne, Jean-Michel Sahut 

Cerege-Université de Poitiers 

5.2 Muslims and Interest-Free Financing of Real Property. A Path to Home Ownership for 
American Muslims 

Nadeem Firoz 

Montclair State University 

5.3 Views on Interest in the Jewish Faith 

Nadeem Firoz 

Montclair State University 

5.4 Knowledge Management and Competitive Intensity in Banking and Insurance Companies 

Eupsychius Kusumadmo, Juhary Ali 

University of Atmajaya, Asia e University 

5.5 Business Models in Financial Industry: Barbell Model of Asset Management Market 

Ilona Wachter 

BNP Paribas Asset Management GmbH 

5.6 Estimating the Technical and Scale Efficiency of Indonesian Rural Banks: A Non-
Parametric Approach 

Abdul Mongid, Izah Tahir 

STIE Perbanas Surabaya, Universiti Darul Iman Malaysia 



Session 6:  GLOBAL CHALLENGES 

Thursday, May 28, 2:00-3:30 pm 
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Chair: T. Keisei Tanahashi, Tokyo Keizai University 

Discussant: Andrej Viceník, Comenius University in Bratislava 

 

6.1 The Value of Enterprise in Optical Vital Systemic 

Sergio Barile, Mario Calabrese 

Universita "La Sapienza" Roma,  IRAT-CNR  Napoli 

6.2 Global Companies, Global Managers and Global Poverty: Can BOP Strategies Contribute 
to a Sustainable Future? 

Samir Chatterjee 

Curtin University of Technology 

6.3 Challenges for Promoting Growth in Australian Indigenous Employment: A Case Study 
of a Remote Mining Operation 

Samir Chatterjee, Cecil A. L. Pearson, Sandra Daff 

Curtin University of Technology, Curtin University of Technology, Rio Tinto Alcan 

6.4 International Mobility of Human Capital and the Efficiency of Romanian Recruitment 
Agencies Activities 

Dan Popescu, Iulia Chivu, Mihaela Patrasca, Alina Ciocarlan-Chitucea 

Academy for Economic Studies Bucharest 

6.5 A Survey of the Relationship between Productivity, Production and Agricultural Export 
and the Effect of Its Instability on Growth of the Agricultural Sector 

Mohsen Tabaraei 

Ferdowsi University of Mashhad 

6.6 Factors Affecting the Acceptance of Agricultural Extension Programs with Regards to 
Agricultural Development. Case Study: Wheat Farmers in Mashhad 

Mohsen Tabaraei, Maryam Hassan-Nejad 

Ferdowsi University of Mashhad 
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ISSUES 
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Chair: Juhary Ali, Asia e-University 

Discussant: Sergio Barile, Universita "La Sapienza" Roma 

 

7.1 Changes in Japanese Human Resource Management System 

Ján Rudy 

Comenius University in Bratislava 

7.2 Knowledge and Ethics - Synergetic Factors of Development of Knowledge Society and 
Economy 

Mikuláš Sedlák 

Comenius University in Bratislava 

7.3 Managing Intercultural Differences: The Relationships between Cultures, Values and 
Personality 

Vesa Routamaa, Tina M. Hautala, Yukie Tsutzuki 

University of Vaasa, University of Vaasa, Seijo University 

7.4 Key-Factors of Success for German Top Executives as Expatriate Managers in Eastern 
Europe 

Roland Geschwill 

GP Energy Project Consulting 

7.5 Vietnam´s Labour-Management Relations in Post-WTO 

Ngan Collins 

RMIT University 

7.6 Interdependence of Government Nature and Management Culture 

Rudolf Warwitz 

Comenius University in Bratislava 

 



Session 8:  INDUSTRIAL CLUSTERS, ENTREPRENEURSHIP AND DEVT. 

STRATEGIES Thursday, May 28, 3:45-5:15 pm 

Small Hall; Malá aula (capacity: 70) 

Chair: Alessio Lokar, University of Udine 

Discussant: Laura Haar, Manchester Business School 

 

8.1 Performance Contrast and Its Determinant between Male and Female Firms in the LAO 
MSMEs  

Sengaloun Inmyxai, Yoshi Takahashi 

Hiroshima University 

8.2 Differences and Similarities in Conditions for the Establishment and Development of 
Clusters in Poland and Czech Republic 

Magdalena Bialic, Drahomíra Pavelková 

Tomas Bata University in Zlin 

8.3 The Role of the NGOs in Romanian PPPs 

Attila Gyorgy 

Academy of Economic Studies Bucharest 

8.4 The Influence of Industrial Cluster Boost Up Human Capital to Accelerate the Regional 
Growth 

Nibedita Saha, Drahomíra Pavelková 

Tomas Bata University in Zlin 

8.5 Information Support of Marketing in Medium and Large Manufacturing Enterprises 

Stojan Russev, Zuzana Kovačičová 

Comenius University in Bratislava 

8.6 Does Human Resource Management Contribute to the Development of Logistics and 
Supply Chain Capabilities? An Empirical Study of Logistic Service Providers in China 

Eva Tshuridu, Ming Juan Ding, Booi Kam 

RMIT University 
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Kathryn Martell: Responding to Accreditation Challenge: Documenting Student 

Learning 

Thursday, May 28, 3:45-5:15 pm 

Lounge 1; Salónik 1 (capacity: 25) 
Chair: Cezar Scarlat, University "Politehnica" of Bucharest 

 

 

Session 10:  CHALLENGES OF EMERGING ECONOMIES  

Thursday, May 28, 3:45-5:15 pm 

Lounge 2; Salónik 2 (capacity: 25) 

 Chair: József Poór, University Pécs 

Discussant: David Pick, Curtin University of Technology  

 

10.1 Exchange Rate Fluctuations and the Trade Balance: An Empirical Analysis of Sub- 

Sahara Africa 

Glenville Rawlins 

Montclair State University 

10.2 Environmental Factors and International Expansion in Emerging Markets: A Case Study 
of Foreign Franchising Companies in China 

Zhiqiong June Wang, Andrew Terry, Mingxia Zhu 

University of New South Wales, University of New South Wales, University of International 
Business and Economics 

10.3 The Determinants of China’s Trade in Services – Country Specific and Industry Specific 
Panel Data Investigation 

Yihong Tang, Yan Zhang 

University of International Business & Economics 

10.4 Evaluation of Competition of Industry in Xinjiang Province by Using Shift- Share 
Analysis 

Yongping Liu, Qingsi Ren 

Shihezi University 



10.5 Exchange Rate Volatility and Trade : Evidence from the China- South Korea Export and 
Import Function 

Hongyu Pan 

University of International Business & Economics 

10.6 An Evaluation on China's Technology Transfer Policy: Case of Automobile and 
Telecommunication Industry 

Xiaoling Huang 

University of International Business & Economics 

 

Session 11:  INTERNATIONAL FINANCE AND ACCOUNTING ISSUES 

Thursday, May 28, 3:45-5:15 pm 

Lounge 3; Salónik 3 (capacity: 25) 

Chair: Ming Men, University of International Business & Economics 

Discussant: You-il Lee, University of South Australia 

 

11.1 Financial Services Liberalization in Transition Countries and the Role of WTO 

Ivana Prica, Marko Backović 

University of Belgrade 

11.2 Impact of Recent Global Financial Crisis on the Financial Sector of the European Union 

Jozef Komorník, František Martinec 

Comenius University in Bratislava 

11.3 The Global Financial Crisis and its Impact on the Slovak Banking Sector 

Ľudomír Šlahor, Jozef Komorník, Nora Hlivárová, Katarína Gabrišková, Andrej Viceník 

Comenius University in Bratislava 

11.4 Implementation of IAS/IFRS Financial Reporting in Small and Medium-Sized 
Enterprises in the Czech Republic 

Marie Paseková, Kateřina Struhařová, Karel Šteker 

Tomas Bata University in Zlin 



11.5 Analysis of Differences between Czech Accounting Standards and International 
Financial Reporting Standards (IAS/IFRS) Based on Practical Examples of Selected Czech 
Enterprises 

Marie Paseková, Kateřina Struhařová 

Tomas Bata University in Zlin 

11.6 Hedge Accounting in Romania -  A New Challenge for Accountants and Finance 

Mirela Nichita, Meral Kagitci 

Academy of Economic Studies Bucharest 

 

Session 12:  GLOBAL CHALLENGES 

Thursday, May 28, 3:45-5:15 pm 

Cafe; Kaviareň (capacity: 30) 

Chair: Ilari Karppi, University of Tampere 

Discussant: Suhaiza Zailani, University Sains Malaysia  School of Management 

 

12.1 Quality Standards as Precondition for Globalization? 

Roland Giller 

Comenius University in Bratislava 

12.2 Carbon Taxing Imports - Green-Washing Protectionism or Leveling the Playing Field ? 

Louise Curran 

Toulouse Business School 

12.3 Making Sense of Global Competitive Advantage 

Iris Rittenhofer 

Aarhus University 

12.4 A New Perspective for Sustainable Globalization 

T. Keisei Tanahashi 

Tokyo Keizai University 

12.5  “Sustainability”: What does it Really Mean? 

Anshuman Khare 

Athabasca University 



12.6 Internationalizing into an Unfriendly Environment: Designing a New Framework for 
Western SMEs 

Verena Majer 

UMIT University 

 

Session 13:  INTERNATIONAL MARKETING 

Thursday, May 28, 5:30 – 6:30 pm 

Large Hall; Veľká aula (capacity: 300) 

Chair: C. Jayachandran, Montclair State University  

Discussant: Pinaki Dasgupta, Indian Institute of Foreign Trade 

 

13.1 Understanding Expectations, Perceptions and Satisfaction Levels of Customers of 
Maintenance Organizations in Public Sector 

Anand Prakash, Vishnuprasad Nagadevara 

Indian Institute of Management Bangalore 

13.2 Customer Perception & Satisfaction in the Hospitality Industry in Guadalajara Mexico 

Jose  Sanchez – Gutierrez, Elsa  Georgina Gonzalez-Uribe, Oscar Alejandro Espinoza-
Mercado 

Universidad de Guadalajara  

13.3 Customer Relationship Management as Key Factor in Marketing Knowledge: Electronic 
Industry in Mexico 

Jose  Sanchez – Gutierrez, Silvio Genaro Hernandez-Coton, Karla M.  Garcia-Delgado 

Universidad de Guadalajara  

13.4 Gender Differences in the Use of Internet in Mexican Students. A Study Performed in an 
Online Music Store 

Juan Antonio Vargas- Barraza, Delia Charlotte Arias-Delgadilio, Francisco Garcia-
Gallegos 

Universidad de Guadalajara  

 



Session 14:  CHALLENGES OF HIGHER EDUCATION: INTERNATIONAL 

DIMENSIONS  

Thursday, May 28, 5:30 – 6:30  pm 

Small Hall; Malá aula (capacity: 70) 

Chair: Alan Oppenheim, Montclair State University 
Discussant: Emil Wojčák, Comenius University in Bratislava 

 

14.1 A Graduate's Profile in Managerial Studies in the 21st Century 

Ľubica Bajzíková, Elena Šajgalíková, Emil Wojčák 

Comenius University in Bratislava, University of Economics in Bratislava, Comenius 
University in Bratislava 

14.2 Ethnicity & Women's Enrollment in Technical Studies 

Mark  Allyn, Yuliya Paskaleva 

Montclair State University 

14.3 Multi-Disciplinary Teaching & Learning of International Business: A Case Study 
Highlighting Pedagogical & Political Issues 

Carolyn Dickie, Laurie Dickie 

Curtin University of Technology 

14.4  Overcoming the Challenges of Teaching Online Quantitative Business Courses 

Helen Lam, Anshuman Khare 

Athabasca University   

 

Session 15:  CHALLENGES OF EUROPEAN AND TRANSITIONAL ECONOMIES  

Thursday, May 28, 5:30 – 6:30 pm 

Lounge 1; Salónik 1 (capacity: 25) 

Chair: Vesa Routamaa, University of Vaasa 

Discussant: František Martinec, Comenius University in Bratislava 

 

15.1 Challenges of Free Movement of Labour in United Europe 

Zuzana Peterková 

Comenius University in Bratislava 



15.2 Multinational Investment in Romania’s Liberalised Energy Markets 

Laura  Haar, Nicolae Marinescu  

Manchester Business School, Transilvania University of Brasov 

15.3 Testing the Convergence of Romanian economy in Line with Economic and Monetary 
Union`s Requirements 

Dumitru Miron, Cristian Paun 

Bucharest University of Economics 

15.4 A Nonlinear Approach to Analyze the Transitional Economy of Romania 

Cezar Scarlat, Eugen I. Scarlat 

University "Politehnica" of Bucharest 

 

Session 16:  CHALLENGES OF EMERGING ECONOMIES  

Thursday, May 28, 5:30 – 6:30 pm 

Lounge 2; Salónik 2 (capacity: 25) 

Chair: Jozef Komorník, Comenius University in Bratislava 

Discussant: Xiaoling Huang, University of International Business & Economics 

 

16.1 Private Standards in International Trade and Its Inspirations on the Internationalization 
of Chinese Agricultural Produce 

Wu Hong, Zou Yu 

Management School of Wuhan University 

16.3 The Impact of Liberalization on Agricultural Import in Iran 

Mohammed Reza Kohansal, Marzieh Motallebi 

Ferdowsi University of Mashhad 

16.4 Role and Effectiveness of Local Governing Organizations in Efficient Use of Common 
Resources – Case Study of Water Users Associations in India 

Vishnuprasad Nagadevara, TV Ramanayya, Shyamal Roy 

Indian Insitute of Management Bangalore 

 



Session 17: INTERNATIONAL FINANCE AND ACCOUNTING ISSUES  

Thursday, May 28, 5:30 – 6:30 pm 

Lounge 3; Salónik 3 (capacity: 25) 
Chair: Marie Paseková, Tomas Bata University in Zlin 

Discussant: Ľudomír Šlahor, Comenius University in Bratislava 

 

17.1 Tax Systems and Tax Policy Issues of Czech Republic and Slovak Republic and Its 
Implications on the Sustainable Development 

I M S K Idirisinghe, D M D Donald P Sri Jayawardena 

Tomas Bata University in Zlin 

17.2 Derivatives on Islamic Perspective 

Nevi Danila, Ahmad Djalaludin 

Malangkucecwara School of Economics, Malang Islamic State University 

17.3 Investing in REITs: Legislation and Taxation, Problems, Requirements and Future 

Andrej Adamuscin 

Slovak University of Technology in Bratislava 

17.4 Is China's Stock Market Decoupling? New Evidence on Return and Volatility Spillover 
between China and G5 Countries Stock Markets 

Yusaku  Nishimura, Ming Men 

University of International Business & Economics 

 

Session 18:  GLOBAL CHALLENGES 

Thursday, May 28, 5:30 – 6:30  pm 

Cafe; Kaviareň (capacity: 30) 

Chair: Iris Rittenhofer, Aarhus University 

Discussant: Katarína Gabrišková, Comenius University in Bratislava 

 

18.1 This Wheel's on Fire - Ageing as a Sustainability Challenge 

Ilari Karppi 

University of Tampere 



18.2 The Pilbara Region of Western Australia: One of the “Spaces of Global Capitalism” 

Kandy Dayaram, David Pick 

Curtin University of Technology 

18.3 India’s Quest for Nuclear Power and World Respect 

John Brandon 

Ashland University 

18.4 Translation and Interpreting: Facing the Challenge of a Global Recession 

Michal Matys, Peter Filo, Daniela Magálová 

Translata, spol. s r.o., Translata, spol. s r.o., UCM Trnava 

 

Session 19:  INTERNATIONAL MANAGEMENT AND ORGANIZATIONAL 

ISSUES 

Friday, May 29, 9:00-10:30 am 

Large Hall; Veľká aula (capacity:300) 

Chair: Alan Nankervis, RMIT University 

Discussant: Jan Kuepfer, Comenius University in Bratislava 

 

19.1 Cultral Values, HRM and Performance of Italian Companies in China 

Rubens Pauluzzo 

University of Udine 

19.2 The Effectiveness of the Deployment of Human Resources 

Josef Duchoň 

Tomas Bata University in Zlin 

19.3 Life Management in the Context of Global Competences and Contradictory Behaviors 

Magdalena Platis 

University of Bucharest 

19.4 Leader Behavior and Person-Organization Value Fit as the Key Strategies in Managing 
Divers Work Force 

A.G.K.Wijesinghe, Josef Hurta 

Tomas Bata University in Zlin 



19.5 Implement the Ethics in Business Environment is Absolutely Necessary 

Zuzana Bočincová,  Lucie Tomancová 

Tomas Bata University in Zlin 

19.6 Organizational Culture Elements Leading to Business Excellence 

Maja Mesko, Zlatka Mesko 

Slovenia Control Ltd. Slovenia, University of Primorska 

 

Session 20:  INDUSTRIAL CLUSTERS, ENTREPRENEURSHIP AND DEVT. 

STRATEGIES 

Friday, May 29, 9:00-10:30 am 

Small Hall; Malá aula (capacity: 70) 

Chair: Jozef Papula, Comenius University in Bratislava 

Discussant: Gabriel S.  Fregoso, University of Guadalajara 

 

20.1 Towards Open Innovations: Technology Acquisition and Technology 
Commercialization - Case of Russia 

Maria Smirnova, Juha Vaatanen, Marina Aleksandrova, Marko Torkkeli, Daria Podmetina 

Saint-Petersburg State University, Lappeenranta University of Technology, Lappeenranta 
University of Technology, Lappeenranta University of Technology, Lappeenranta University 
of Technology 

20.2 Determinants and Performance Impact of Service Firm's Technological Strategy 

Carmen Haro-Domínguez, Antonia Ruíz-Moreno, F. Javier Lloréns-Montes, Daniel Arias-
Aranda 

University of  Granada 

20.3 Flexicurity and Innovation: The Influence of Globalization 

Angel Martínez-Sánchez, Silvia Vicente-Oliva 

University of Zaragoza 

20.4 Flexibility and Innovation in a Globalized Sector: The Case of the Spanish Automotive 
Supplier Industry 

Ma José Vela-Jiménez, Angel Martínez-Sánchez, Pilar de-Luis-Carnicer, Manuela Pérez-
Pérez 

University of Zaragoza 



20.5 Development and Design Methodologies in DWM 

James Yao, John Wang, June Lu 

Montclair State University, Montclair State University, University of Houston-Victoria 

 

Session 21:  CHALLENGES OF EUROPEAN AND TRANSITIONAL ECONOMIES  

Friday, May 29, 9:00-10:30 am 

Lounge 1; Salónik 1 (capacity: 25) 

Chair: Bernd Olma, Germany 

Discussant: Mara Del Baldo, University of Urbino 

 

21.1 Future Prospects for Foreign Investment in Lithuania: Does this Baltic Tiger Still Have 
Teeth? 

Sivakumar Venkataramany, Sean T. Miller 

Ashland University 

21.2 The Impact of Liberalization on Foreign Direct Investment in the Slovak Republic 

Sivakumar Venkataramany, Paul A. Miklovich 

Ashland University 

21.3 The Baltic States - (Dis)similarities in Hypermarket Practice 

Brent McKenzie 

University of Guelph 

21.4 Reflections of US Mortgage Crisis on Central Eastern Europe with Emphasis on 
Slovakia 

Július Golej 

Slovak University of Technology in Bratislava  

21.5 The 7FP of the EU as New Challenges for Global Research and Development 

Dušan Šoltés 

Comenius University in Bratislava 

21.6 Impacts of Dynamics in Large Enterprise in the Wood Industry in Slovenia 

Jože Kocjančič, Štefan Bojnec 

University of Primorska 

 



Session 22:  CHALLENGES OF EMERGING ECONOMIES  

Friday, May 29, 9:00-10:30 am 

Lounge 2; Salónik 2 (capacity: 25) 

Chair: Nitin Sanghavi, Manchester Business School 

Discussant: Subramaniam Ananthram, Curtin University of Technology 

 

22.1 Small Business and Exporting: The African Case 

Edward D. Bewayo 

Montclair State University 

22.2 The Effect of Trade Liberalization on Water Resources Pollution in Iran: Case Study 
Rice 

Naser Shahnoush, Marzieh Motallebi 

Ferdowsi University of Mashhad 

22.3 Privatization and Promotion of Corporate Governance in the Post Soviet Kyrgyzstan 

Jyldyz Aknazarova 

Osh State University 

22.4 German FDI in China: An Overview 

Muhammad  Mahmood 

Victoria University 

22.5 Investigating the Effects of Institutional Pressures in the Malaysian Halal Food Industry 

Zainal Ariffin Ahmad, Suhaiza Zailani , Rosly Othman 

University Sains Malaysia  School of Management 

22.6 Does Religion Play a Role in Economic Development in the Middle East? 

Lenka Filipová, Radek Bednarik 

Technical University Ostrava 

 



Session 23:  INTERNATIONAL FINANCE AND ACCOUNTING ISSUES 

Friday, May 29, 9:00-10:30 am 

Lounge 3; Salónik 3 (capacity: 25) 

Chair: Richard  Lord, Montclair State University 

Discussant: Mungila Hillamane ,  Indian Institute of Management Bangalore 

 

23.1 The Empirical Analysis of the Influence of RMB Exchange Rate on China’s Domestic 
Price-Based on ARDL Model 

Ming Men, Yujun Yang, Weiping Li 

University of International Business & Ecnomics 

23.2 Trade Liberalization, Exchange Rate and Tax Revenue in Iran 

S. Youssefzade, Marzieh Motallebi, H. Mansouri, Mahmoud Daneshvar-Kakhi 

Ferdowsi University of Mashhad 

23.3 The Use of Value at Risk as a Complementary Tool of Portfolio Management in Spot 
Positions through a Computer Decision Making Model for Mutual Fund & Hedge Fund 
Investment Portfolios in Emerging Financial Markets 

Oscar V. De La Torre Torres 

Universidad Michoacana de San Nicolás de Hidalgo 

23.4 Analysis of Bank Financial Conditions: A Malysian Case 

Faoziah Idris, Azira Abdul Adzis 

University Utara Malaysia 

23.5 Active Management versus Passive Management of Financial Resources in the 
Emerging Economies Financial Markets. A Comparative Perspective of the Sharpe Ratio of 
the Financial Risk Management with the Use of Computer Simulation 

Oscar V. De La Torre Torres 

Universidad Michoacana de San Nicolás de Hidalgo 

23.6 Path to Financial Inclusion: The Success of Self-Help Groups - Bank Linkage Program 
in India 

Sivakumar Venkataramany, Balbir B. Bhasin 

Ashland University, Sacred Heart University 

 



Session 24:  GLOBAL CHALLENGES  

Friday, May 29, 9:00-10:30 am 

Cafe; Kaviareň (capacity: 30) 

Chair: Jose Gpe Vargas Hernandez, University Center for Economic and Managerial 
Sciences, University of Guadalajara 

Discussant: Jennifer Foo, Stetson University 

 

24.1 Paradoxes of the Political Globalization: The Resurgence of Sustainable Competitive 
Advantage for Global Firms 

Oskar Kayasan 

European Research Centre 

24.2 Evaluation of the Effectiveness of Various Investment Incentive Policies 

Sang-Hoon Kim 

Montclair State University 

24.3 Managing the Drinking Water Supply of Cities: A Policy Analysis 

Harbans Singh 

Montclair State University 

24.4 Total Responsibility Management Indicators and  Sustainable Development 

Stefka Gorenak, Vito Bobek 

IRDO Slovenia  

24.5 Rising Agency Costs of Wall Street Firms - Reasons for My Faith in the Emerged 
Market on Dala Street 

Yatin Bhagwat 

Seidman College of Business 

24.6 The New Economics 

Bruce Kibler 

University of Winconsin 

 



Session 25:  INTERNATIONAL MANAGEMENT AND ORGANIZATIONAL 

ISSUES 

Friday, May 29, 10:45-12:15 am 

Large Hall; Veľká aula (capacity:300) 
 Chair: Jean-Michel Sahut, Cerege-University of Poitiers 

Discussant: Zuzana Peterková, Comenius University in Bratislava 

 

25.1 Corporate Social Responsibility and Corporate Governance in Italian SMEs: An 
Analysis of Excellent Stakeholders Relationship and Social Engagement Profile 

Mara Del Baldo 

University of Urbino 

25.2 Testing Western Developed Measures of Organizational Citizenship Behaviour as  a 
Result of Job Satisfaction, Organizational Justice and Leader-Subordinate Relationship in a 
Singapore Setting 

Subramaniam Ananthram, Mabel Yeo 

Curtin University of Technology, Changi Women´s Prison 

25.3 An Assessment of the Future Development and Sustainability of Human Capital 

Jane Coffey, Kandy Dayaram 

Curtin University of Technology 

25.4 Human Resource Flexibility and Firm Performance: An Empirical Study in Spanish 
Firms 

Ma José Vela-Jiménez, Angel Martínez-Sánchez, Pilar de-Luis-Carnicer, Manuela Pérez-
Pérez 

University of Zaragoza 

25.5 The Relationship between Managerial Values Enactment as a Construct of  Behavioural 
Integrity and Employee Trust in Management 

Tony Travaglione, Steven McShane, Grant O'Neill, Justin  Hancock 

Curtin University of Technology, University of Western Australia, Charles Stuart University, 
Curtin University of Technology 

25.6 The Role of Knowledge Transfer in Change-Management: An Australian Case Example 

Alan Nankervis 

RMIT University 

 



Session 26:  INDUSTRIAL CLUSTERS, ENTREPRENEURSHIP AND DEVT. 

STRATEGIES 

Friday, May 29, 10:45-12:15 am 

Small Hall; Malá aula (capacity: 70) 

Chair: Dušan Šoltés, Comenius University in Bratislava 

Discussant: Július Golej, Slovak University of Technology in Bratislava 

 

26.1 Clusters as a Tool for Increasing the Performance of Companies: Good Practices of 
Selected Clusters 

Eva Jircikova 

Tomas Bata University in Zlin 

26.2 Technological Innovations of Auto Component SMEs in Bangalore: Do Innovations 
Contribute to Employment and Labour Productivity Growth? 

M H Bala Subrahmanya 

Indian Institute of Science, Bangalore 

26.3 Adequacy of Financial Facilities for Small Businesses in Malaysia: Preliminary Findings 

Moha Asri Abdullah, Siti Khadijah Ab. Manan 

International Islamic University of Malaysia 

26.4 From Entrepreneurial State to State of Entrepreneurs: Ownership Implications of the 
Transformation in Mexico Governance Since 1982 

Jose Gpe Vargas Hernandez 

University Center for Economic and Managerial Sciences, University of Guadalajara 

26.5 Critical Aspects of the New Paradigm of Total Innovation Management – on a Procedure 
for the Evaluation of the Innovative Potential 

Alexandru Marin, Dan C. Bandea,  Ioan Plotog 

Alma Engeneering LtD, CCMMM Bucharest, University “Politehnica“ od Bucharest 

26.6 Quotients that Identify the Territorial Unit as a Function for the Development of 
Industrial Districts 

Gabriel S.  Fregoso, Rodolfo Radillo Ruiz 

University of Guadalajara, Institutio Politecnico Nacional 

 



Session 27:  CHALLENGES OF EUROPEAN AND TRANSITIONAL ECONOMIES  

Friday, May 29, 10:45-12:15 am 

Lounge 1; Salónik 1 (capacity: 25) 

Chair: Brent McKenzie, University of Guelph 

Discussant: Bruce Kibler, University of Winconsin 

 

27.1 5 years of CENTROPE Region – Reflections and Perspectives 

Matej Jaššo 

Slovak University of Technology in Bratislava 

27.2 The Effect of Internationalization on Emerging Multinational Companies' Performance - 
Case of Russia 

Juha Vaatanen,  Daria Podmetina 

Lappeenranta University of Technology 

27.3 Main Changes and New Trends of the Czech Agricultural Policy in the New Millennium 

Bohumila Žižková 

Tomas Bata University in Zlin 

27.4 Food Safety, Origin Declaration and New Opportunities in Food Trade in the Czech 
Republic 

Petra Šánová,  Olga Regnerová 

Czech University of Life Sciences in Prague 

27.5 Is this the End of Benchmarking in the Czech Republic? 

Petra Škodáková, Lucie Sára Závodná 

Tomas Bata University in Zlin 

27.6 Analysis of Labor Mobility in Romania in the Context of Globalization 

Sabina Irimie, Andreea Christina Ionica, Christina Osvath 

University of Petrosani 

 



Session 28:  CHALLENGES OF EMERGING ECONOMIES  

Friday, May 29, 10:45-12:15 am 

Lounge 2; Salónik 2 (capacity: 25) 

Chair: Bernard Wolf, York University 

Discussant: Balbir Bhasin, Sacred Heart University  

 

28.1 Critical Success Factors (CSF) of Franchise Business Case Studies of Malaysian 
Franchisors 

Mohd. Amy Azhar Mohd Harif, Siti Norezam Othman, Filzah Md Isa, Mohd. Salleh Din, Hoe 
Chee  Hee 

University of Utara Malaysia 

28.2 Cost and Profit Efficiency Analysis of Commercial Banks in Malaysia: Domestic vs 
Foreign Banks 

Izah Mohd. Tahir, Nor Mazlina Abu Bakar, Sudin Haron 

Universiti Darul Iman Malaysia, Universiti Darul Iman Malaysia, Kuala Lumpur Business 
School 

28.3 Growth and Development in Emerging Countries: A Four Country Review 

Gordana Pesakovic, Olivia C. Saunders 

Argosy University, The College Of The Bahamas 

28.4 Regionlisation  Potential for HRM in South East Asia 

Wemer Soontiens, Carolyn Dickie 

Curtin University of Technology 

28.5 Cross-Cultural Change Management, Transformational Leadership a Success Factor for 
European Small and Medium-Sized Enterprises in China 

Thilo Koeppe 

Comenius University in Bratislava 

28.6 The Current Situation and the Risk of a Countertrend in Italy 

Federico Testa, Francesca Simeoni 

University of Verona, Italy 

 



Session 29:  INTERNATIONAL FINANCE AND ACCOUNTING ISSUES  

Friday, May 29, 10:45-12:15 am 

Lounge 3; Salónik 3 (capacity: 25) 

Chair: Sivakumar Venkataramany, Ashland University 

Discussant: Faoziah Idris, University Utara Malaysia 

 

29.1 The Structure of Capital in the Field of Construction in Mexico 

Silvia Maria Solis Viera, Maria del Carmen Perzabal Guevara, Juan Gaytan Cortes 

Universidad de Guadalajara  

29.2 The Role of the South African Reserve Bank Amid World Financial Crisis 

Amanuel T. Yohannes 

University of Johannesburg 

29.3 Foreign Participation in the Development of the Chinese Banking System 

Jennifer Foo 

Stetson University 

29.4 A Review of the Standards on Accounting for Investments: Time for a Change? 

Shefei Chung, Ramesh Narasimhan 

Rowan University, Montclair State University 

29.5 Estimating the Risk of Mutual Fund in Indonesia by Employing Value at Risk 

Nevi Danila 

Malangkucecwara School of Economics 

29.6 Microcredit: An Opportunity for the Cooperative Credit System in Italy 

Pasquale Stefanizzi 

University of Salento 



Session 30:  GLOBAL CHALLENGES 

Friday, May 29, 10:45-12:15 am 

Cafe; Kaviareň (capacity: 30) 

Chair: Oskar Kayasan, European Research Centre 

Discussant: James P. Johnson, Rollins College  

 

30.1 The Interrelationship of Carbon Dioxide Emissions with Technological and Economic 
Development 

Richard  Lord, Zaman Zamanian 

Montclair State University 

30.2 The Strategy of Technology Licensing in Network Industries 

Pierfelice Rosato, Paolo Scorrano 

University of Salento 

30.3 Value Management and Sustainability Management – A Global Challenge  

Bernd Olma 

Germany 

30.4 Corporate Social Responsibility - An Introduction and Reflection of the Current 
Situation 

Jan Kuepfer, Jozef Papula 

Comenius University in Bratislava 

30.5 Globalization and Effective Management in Long-Term Perspective 

Jana Gašparíková 

School of Economics and Management in Public Administration in Bratislava, Slovak 
Republic 

30.6 Brownfield Redevelopment as an Impulse to Economic Development 

Dagmar Petríková 

Slovak University of Technology in Bratislava 

 



Session 31:  INTERNATIONAL MANAGEMENT AND ORGANIZATIONAL 

ISSUES 

Friday, May 29, 2:00-3:30 pm 

Large Hall; Veľká aula (capacity:300) 

Chair: Sourav  Mukherji, Indian Insitute of Management Bangalore 

Discussant: Oliver Becker, Germany 

 

31.1 The Role of the Bank in Crisis Management with Commercial Credit Customers Taking 
into Account the Supervision-Juridical Requirements (MaRisk) 

Peter Sandler 

Peter Sandler Consulting 

31.2 Japanese Recruitment Practices in the Manufacturing Industry in Malaysia 

Hooi Lai Wan 

Universiti Teknologi Malaysia 

31.3 Empowerment as Development Capabilities in the Organizations: Case in Tepic, Mexico 

Jose Sanchez – Gutierrez, Elsa  Georgina Gonzalez-Uribe, Idi Amin Silva-Jug, Dario 
Montoya, Fransisco Haro-Beas 

University of Guadalajara,  University of Autonomous of Nayarit, University of Autonomous 
of Nayarit, University of Autonomous of Nayarit 

31.4 Choices in the Design of Grievance Resolution Systems: Case Studies of Australian 
Organisations 

Penny Webster 

The University of Melbourne 

31.5 The Impact between Organizational Commitment, Job Satisfaction to Employees' 
Turnover Intention in Hotel Athlete Century Park, Jakarta 

Andreas Wahyu Gunawan Putra   

Trisakti University 

31.6 Does it Matter when Leaders Hijack Open Source Projects? 

Ram Misra, Mark Allyn 

Montclair State University 

 



Session 32:  INDUSTRIAL CLUSTERS, ENTREPRENEURSHIP AND DEVT. 

STRATEGIES 

Friday, May 29, 2:00-3:30 pm 

Small Hall; Malá aula (capacity: 70) 
Chair: Milan Fekete, Comenius University in Bratislava 

Discussant: Pierfelice Rosato, University of Salento 

 

32.1 The Role of the "Factory Outlet" in the Fashion Business: An Empirical Study in the 
Footwear Industry 

Silvio Cardinali, Gian Luca Gregori 

Marche Polytechnic University 

32.3 Striving for Advantage in the Global Network Context through Firm's Configuration 

Paolo Stampacchia, Tiziana Russo Spena, Cristina Mele 

University of Naples Federico 

32.4 Outsourcing for Value Creation and Risk Management 

Paolo Popoli 

Universita Degli Studi di Napoli "Parthenope" 

32.5 Use Value Approaches to the Management of Public Administration with the Help of 
Methods ABC/M 

Marian Miklovic 

Tomas Bata University in Zlin 

32.6 RFID-Technology: A Business Opportunity for SME 

Frank Scholz 

Comenius University in Bratislava 

 



Session 33:  CHALLENGES OF HIGHER EDUCATION: INTERNATIONAL 

DIMENSIONS  

Friday, May 29, 2:00-3:30 pm 

Lounge 1; Salónik 1 (capacity: 25) 
Chair: Johan de Jager, Tshwane University of Technology 

Discussant: Jane Coffey, Curtin University of Technology 

 

33.1 Opportunity-Oriented University Strategy 

Cezar Scarlat, Bogdan Brustureanu 

University “Politehnica” of Bucharest, Executive Agency for Higher Education and Research 
Funding from Romania 

33.2 Assessing University Qualification through Statistical Techniques: Study on the 
Competency of Graduates at the “Lucian Blaga” University 

Mihaela Rotaru, Doina Banciu 

“Lucian Blaga” University of Sibiu, Bucharest University 

33.3 Internationalization and Globalization of Australian Higher Education: New Trends and 
Shifting Perspectives 

David Pick 

Curtin University of Technology 

33.4 Competitiveness and Internationalization of Higher Education in the Czech Republic: 
The Case of VSB-Technical University of Ostrava 

Lenka Filipová, Jaromír Gottvald 

Technical University Ostrava 

33.5 On the Problematics of Intercultural Communication (Project GLOBE Student) 

Anna Remišová, Anna Lašáková 

Comenius University in Bratislava 

33.6 International Students and Management Education: Findings from Latvia 

Brent McKenzie, Saba Safdar, Brenda Uhm, Kim Chuong 

University of Guelph 

 



Session 34:  ICT - ENABLED BUSINESSES  

Friday, May 29, 2:00-3:30 pm 

Lounge 2; Salónik 2 (capacity: 25) 

Chair: Vishnuprasad Nagadevara, Indian Insitute of Management Bangalore 

Discussant: Zuzana Miklošíková, Comenius University in Bratislava 

 

34.1  Integrating Qualitative and Quantitative Approaches in Web Site Service Quality 
Evaluation 

M. C. Mason, Alessio Lokar  

University of Udine 

34.2 Global E-commerce Systems: Cost Analysis 

Branislav Siarsky, Michal Greguš 

Comenius University in Bratislava 

34.3 Innovations from the Information Technology Sector: Relation between Adoption and 
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A survey of the relationship between productivity, production and agricultural export 
and the effect of its instability on growth of the agricultural sector 

 
Mohsen Tabaraei 

University of Ferdowsi, Mashhad, Iran 
 
 
Abstract 
 
The main aim of this study was to assess the impacts of export-revenue instability on growth of the 
agricultural sector in Iran from 1981 to 2004. This was achieved by analysing export trends of 
agricultural production, and conducting a survey of the relationship between agricultural export, 
production and productivity. The instability of agricultural export was calculated using three indices. 
Then, using the OLS and ARDL methods, the relationship between the variables was estimated. 
The results show that the impacts of agricultural production and productivity on agricultural export are 
positive. The effect of export instability on growth of the agricultural sector has been significantly 
negative.  
 
Keywords: Export Instability, Growth, Productivity, Production, Agricultural Sector 
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Factors affecting the acceptance of agricultural extension programs with regards to 
agricultural development 

Case Study: Wheat farmers in Mashhad 
 

Mohsen Tabaraei 
Maryam Hassan-Nejad 

University of Ferdowsi, Mashhad, Iran 
 
 
Abstract 
 
The aim of this study was to assess the affects of agricultural extension programs on the promotion of 
efficiency, knowledge and technical expertise of farmers. The study also aimed to analyse the factors 
affecting the acceptance of agricultural extension programs with regards to agricultural development. A 
survey consisting of 137 samples was conducted amongst wheat farmers in Mashhad. The data was 
collected and statistically analysed. The LOGIT model was used to study the factors affecting the 
acceptance of agricultural extension programs between farmers. The results show that agricultural 
extension promoted the practical and technical knowledge of farmers, which in turn resulted in increased 
profits in both wheat production in dry-land farming and irrigated systems. The acceptance of 
agricultural extension programs had positive influences on farmer’s actions, views and efficiency. The 
results of the LOGIT model show that there are several factors that reduce the acceptance of agricultural 
extension programs amongst farmers. These factors include: age, number of children, distance of their 
home village from the city and their involvement in non-agricultural jobs. In contrast, higher education 
of their children, the farmer’s experience in wheat production, ownership of their land and use of new 
information and technologies all had a positive affect on the acceptance of agricultural extension 
programs.  
 
Keywords: Agricultural extension programs, LOGIT model, Wheat 
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Overcoming the Challenges of Teaching Online Quantitative Business Courses 
 

Helen Lam, helenl@athabascau.ca 
Anshuman Khare, Anshuman@athabascau.ca 

Athabasca University 
 
 

Abstract 
 
Online delivery of university-level courses has grown exponentially in the last decade and is increasingly being 
recognised as a viable and effective alternative to face-to-face classroom teaching. Many scholars have already 
written about the benefits and best practices of online teaching in general. However, not many studies have paid 
specific attention to the online teaching of quantitative courses, which can be vastly different from other courses.  
In this paper, we attempt to first identify and discuss the set of unique challenges with teaching quantitative courses 
online. Then, using the experience gained from three different online quantitative business courses taught over a 
period of eight years at Athabasca University, we examine some of the ways of overcoming the challenges and suggest 
practices that can enhance the online delivery and effectiveness of quantitative courses. 
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AACSB International Accreditation: An Overview 
 

Alan Oppenheim 
(courtesy of Jerry E. Trapnell, Executive Vice President & Chief Accreditation Officer AACSB International) 

Montclair State University 
 
 

Abstract 
 
Of the estimated almost 12,000 business schools in the world, only about 1,100 are accredited by AACSB 
International. This talk will highlight the advantages and benefits of accreditation to stakeholders. These 
stakeholders include students, faculty, employers and the business community. Next, the talk will address 
the standards for accreditation including those that deal with strategic management, participants, and 
assurance of learning. Included will be an introduction to the philosophy of accreditation as well as a 
brief description of each of the standards themselves. Last, there will be a presentation of the process, and 
the necessary steps which a school must take. 
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Responding to Accreditation Challenge: Documenting Student Learning 
 

Kathryn Martell, martellk@mail.montclair.edu 
Montclair State University, USA 

 
 

Abstract 
 

In the increasingly competitive global market for business education, many universities are pursuing accreditation 
from professional bodies to enhance, and communicate, their reputation for quality. The two premier accrediting 
bodies for business school programs are AACSB International (US based) and European-based EQUIS. A key 
component of earning accreditation from these organizations is establishing systems to assure quality, and continual 
quality improvement. Over the past 5 years, the definition of quality has evolved to include documentation of student 
learning outcomes. Whereas in the past, it was acceptable to document curriculum processes on instruction delivery, 
now evidence of resultant student learning is required. Providing this evidence – which goes beyond course grades – 
has presented a challenge for many schools seeking to acquire, or maintain, accreditation. 
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Interaction Behaviors Leading to Comfort in the Service Encounter 
 

Alison E. Lloyd, msalison@polyu.edu.hk 
Sherriff T. K. Luk, mssluk@polyu.edu.hk 

The Hong Kong Polytechnic University, Hong Kong 
 
 

Abstract 
 
Research on employee behaviors and emotional aspects of the encounter are relatively scant, and this study 
investigates the specific behavioral repertoire that give rise to an overall feeling of comfort in the service encounter. 
Although employee behavior is widely acknowledged to have immense impact on the customer’s evaluation of the 

encounter, there still exists much room to explore specific behaviors that are important for successful service 
delivery. 

This study thus seeks to investigate the service interaction behaviors that elicit a sense of comfort for the 
customer in the service encounter, and investigate the mediating role of comfort on assessments of quality, customer 
satisfaction and positive word-of-mouth in two industries.  

In-depth interviews were used to create an initial list of interaction behaviors displayed by service 
employees in an encounter. A quantitative study was then used to collect data to empirically examine the relationship 
between the constructs of interest. 

Findings: Two key groups of interaction behavior are identified and contain specific behaviors that create a 
sense of overall comfort for the customer. Overall comfort positively impacts both overall quality and customer 
satisfaction, and this ultimately leads to positive word-of-mouth.  

The research focuses on two industries only being fashion apparel retailing and casual dining restaurants. 
Future research needs to examine other industries, experiential or credence services, level of involvement or the 
impact of culture. Managers are recommended to incorporate interaction behaviors into front-line employee training 
and design of comfort-enhancing strategies.  
 
Keywords: service encounter, employee behavior, comfort, customer satisfaction 
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Do Clusters Support Competitive Advantage? Evidence from Service-based Industries 
in Dubai 

 
Michael Thorpe, michaelthorpe@uowdubai.ac.ae 

University of Wollongong in Dubai, Dubai, United Arab Emirates 
Dr Julia Connell, Julia.connell@uts.edu.au, University of Technology, Sydney, Australia 

 

Abstract 

This paper reports on selected firms based in two Dubai based clusters (Knowledge Village and Internet 
City) in order to discover how being located in a ‘cluster environment’ may or may not enhance 

competitive advantage and foster innovation within those firms. The paper examines these key aspects 
using a variation of Porter’s (1990) cluster diamond model, incorporating a factor referred to as ‘positive 

social atmosphere’. The findings outlined in the paper indicate that from a policy perspective, more could 
be done to support the firms within the two clusters. 
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