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Abstract  
 
Limited research exists on relational determinants of export performance, especially in developing 
countries. As a matter of fact, export performance literature has been dominated during the last decade by 
the economic perspective. Yet, an increased attention has turned to the resource based view (RBV) as 
well as the relational perspective. Highlighting this gap and drawing from the RBV and the relational 
paradigm, an approach arguing that exporting SMEs would reach great export performance by fostering 
successful cross-border inter-firm relationships has been developed, which is leveraged by appropriate 
governance mechanisms. Drawing upon the outcomes of exploratory in-depth interviews and literature 
review, we propose a conceptual framework about the role and the antecedents of relational determinants 
of the export performance. The unit of analysis is a selected export venture. A further inquiry of the overall 
study is to offer hypotheses test throughout quantitative survey.  
 
 
Keywords 
 
SME, export performance, RBV, inter-organizational relationships, developing countries, relationship 
governance 
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1. Introduction  
 
In current world economy, global market integration has been fostered by the removal of various trade 
barriers and the establishment of several bilateral and multilateral free trade agreements in both 
developed and developing countries. Morocco is bound by free trade agreements with several developed 
countries and is an established supplier of several products (e.g. Textile-clothing, agricultural and 
chemical) to European and North American markets. Exportations contribute about 40.65% to the 
Moroccan GDP making Moroccan future economic growth vastly dependent on the results of the export 
activity. However, in recent years, Morocco‘s export performance has been lackluster (Walkenhorst, Peter 
and Malouche, 2006, page 4). As a result, the country has lost world market share in merchandise 
exports. This regression is partially due to the increase of competitive pressure from other countries 
(namely Turkey and China) and the rapid change in international context. Thus, Moroccan exporters have 
to strengthen their export strategies to secure international competitiveness. 
 
The Moroccan situation represents one of an emergent economy setting characterized by high SMEs 
density. SMEs represent more than 93 % of Moroccan enterprises and play a leading role in export 
dynamics. Export is the dominant mode of entry into the international market. Due to limited resources, 
SMEs are facing numerous problems in maintaining a competitive position.  
 
In this context, study of export performance of SMEs appears both necessary and timely, for two main 
reasons. The first is the paucity of research upon the export performance in developing countries (Sousa 
et al., 2008). The second is to provide managers and policy makers with useful insights into the key 
factors driving the export performance of SMEs. While the core purpose of the research is to shed light on 
the relevant determinants of export performance in the Moroccan context, we focus on determinants 
related to cross border relationship management. The theoretical underpinning of the research is the 
Resources Based View (RBV) and the relational paradigm.  
 
This paper is structured as follows. First, the rationale for the study is introduced by highlighting gaps in 
the export performance literature. Afterward, the theoretical underpinning of the research is exposed. In 
the third section, the proposed conceptual framework and related propositions are discussed. 
Contributions and limitations of the research are mentioned in the conclusion.  
 
 
2. Export Performance Literature 
 
Export literature has been criticized for not yielding a broadly accepted model on export performance 
(Leonidou et al., 2002). As mentioned by several scholars on their literature reviews (Aaby and Slater, 
1989; Zou and Stan, 1998; Ruppenthal and Bausch, 2009), the available studies provide highly 
fragmented and inconsistent results. The main reasons for inconstancy it seems are variation in empirical 
methods, underlying theoretical concepts, definitions of variables and differences in measurement scales. 
Thus, it has been claimed that export performance has remained as ―one of the most widely researched 
and least understood areas of international marketing‖ (Sousa et al., 2008, page 344). In recent research 
appeals, international marketing and export performance researchers have been encouraged to be 
theoretically driven (Douglas and Craig, 2006; Styles, Patterson, and Ahmed 2008). 
 
Historically, studies on export performance have been dominated by the economic view, throughout the 
structure-conduct-performance (SCP) framework (Cavusgil & Zou, 1994; Zou & Cavusgil, 1996). More 
recently, two perspectives have gained growing interest: the RBV approach (Morgan, Kaleka, and 
Katsikeas, 2004) and the relationship marketing paradigm (Style and Ambler, 2000; Samiee and Walters, 
2001). These complementary approaches have been adopted in this study.  
 
A salient gap in export performance research is it‘s over-concentration in developed countries (Sousa et 
al., 2008). Despite the growing body of research done outside the USA, limited work has been done in 
developing countries (Sousa et al., 2008; Matanda and Freeman, 2009). Researchers have also called for 
the need to test marketing theory in developing countries (Sousa et al., 2008; Wheeler et al., 2008). The 
aforementioned points provide the rationale for this study.  
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2.1. The RBV, resources as key drivers of performance  
 
The RBV is increasingly recognized as a key theoretical paradigm in the export performance literature 
(Matanda and Freeman, 2010). This Theoretical innovation (Peng, 2001) calls for viewing the firm not in 
the light of its strategies but as a unique bundle of tangible and intangible resources (Zou et al., 2003). 
The core premise is that firm‘s resources determine its competitive advantage (Peteraf 1993; Wernerfelt 
1984) rather than its strategy. 
 
According to the RBV perspective, sustainable competitive advantage can be derived by firms possessing 
resources and capabilities that are valuable, rare, imperfectly imitable, and non-substitutable (Barney, 
1991). In line with this perspective, a wide range of individual, social and organizational phenomena within 
the firm might be potential sources of sustained competitive advantage (Barney, 1991).  
 
In the specific context of this study, it is argued that SME would achieve high export performance when it 
possesses strong internal resources and is able to utilize these resources to obtain a competitive 
advantage. More specifically, the focus is on relational resources and their antecedents.  
 
 
2.2. Relational capabilities as a key internal resource  
 
Within the RBV tenets, recent studies view that the successful handling of business relationships with 
overseas customers is a valuable source of competitive advantage in international markets (Wu, 
Sinkovics, Cavusgil & Roath, 2007). Key internal resources, such as relationships and networks, enable 
SMEs exporters to overcome international constraints. Thus, conceptually, inter-organizational 
relationships could be deemed as a key organizational capability (Matanda and Freeman, 2009; Freeman 
& Cavusgil, 2007; Peng, 2001). According to the relational perspective, to overcome the current 
competitive and hostile business landscape, international firms must develop and maintain successful 
business relationships with international clients (Cannon, Achrol, and Gundlach 2000; Morgan and Hunt, 
1994). According to Lu (2009), close business relationships can offer the firms a variety of benefits, 
including improvements in efficiency, reduced costs, increased productivity, flexibility, organizational 
learning, and knowledge transfer (Claro, Hagelaar, and Omta, 2003). In Moroccan context, a study done 
by Kalika, Guilloux, and Laval (1998) examined the interplay between SMEs structure complexity and the 
intensity of relationships with a French partner. The study confirmed a significant positive association 
between the organizational learning done by the SME and the intensity of the business relationship. 
 
The relational view of cross border business relationships is drawn from the relationship marketing 
paradigm. Since its appearance in the late 1980s, relationship marketing has been considered by 
marketing scholars as a powerful new paradigm which supplements the marketing mix traditional 
paradigm (Gronroos, 1994). In an international context, many scholars encourage the adoption of the 
relational paradigm to apprehend export performance; the development of mutually beneficial, trust based 
relationships with foreign partners was viewed as a source of strong potential sources of competitive 
advantage (Balabanis, Theodosiou, Katsikea, 2004). For example, Leonidou (2003, p.138) has argued 
that ―export should be seen as a process of establishing, developing, and sustaining customer 
relationships in international markets at both strategic and tactical levels‖. While Leonidou, Katsikeas, and 
Hadjimarcou (2002, p.108) suggest firms to ―treat exporting as a bundle of business relationships‖  
 
However, scholars underlie the scarcity of studies addressing the dynamic of cross border business 
relationships. Graig and Douglass (1997, p.297 ) have concluded that ―while the management of buyer-
seller relationships has become an increasingly important issue…, the complexity of buyer-seller 
relationships in an international context has been sadly neglected‖. The paucity of research on 
international relationship marketing is probably due to the inherent complexity of the relationship 
phenomenon. This idea is highlighted by Samiee and Walters (2003, p. 195) who argue that 
―Relationships are complex phenomena which can be examined from a variety of perspectives in terms of 
theoretical frameworks, constructs, and methodology. When combined with firm-related factors and 
marketing strategy consideration, the range of topics and issues that might be explored increases 
exponentially‖. 
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To understand the scope and nature of relationship determinants of export performance, we have relied 
on Samiee and Walters (2003) literature review which we supplement with a non-exhaustive review of 
recent studies published during the last decade. This review yields two main and related constructs as 
salient relational drivers of export performance, namely relationship performance and relationship 
governance. Relationship performance or exchange performance has been used as a main construct in 
several studies. It refers to the quality of the relationship (Obadia, Vida, Reardon, 2008; Skarmeas, 
Dionysis, and Matthew J. Robson 2008), or its intensity (Styles and Ambler, 2000). According to C. 
Donada and G.Nogatchewsky (2005), relationship performance could be measured throughout four 
dimensions: economic, harmonious cooperation (absence of conflict, trust…), satisfaction of exchange 
partners and expectation of continuity.  
 
Relationship performance has been used as direct predictor of export performance (Obadia, Vida, 
Reardon, 2008; Beaujanot, Lockshin, and Quester, 2006) or key dependant variable (Farid Ahmed, 2009; 
Ronald J. Ferguson, Michèle Paulin and Jasmin Bergeron, 2005; Leonidou, Barnes, and Talias 2006; 
Leonidou and Katsikeas, 2003; Aulakh and Gençtürk 2008; Lage, Silva and Styles, 2009). The after 
mentioned studies confirmed the positive association between relationship performance and export 
performance.  
 
The relationship governance deserves attention because export ventures are vulnerable with the risk of 
failure and shortcomings (Deligonul et al., 2005). Firms, in the intentional arena, are exposed to 
opportunism, which ultimately impacts on performance and survival in foreign markets (Cannon, Achrol, 
and Gundlach, 2000; Cavusgil, Deligonul and Zhang 2004). Viewed from this angle, constructing 
appropriate structures to govern and safeguard business relationships should be at the heart of exporting 
firm‘s attention (Weitz and Jap, 1995).  
 
Relationship governance is a salient construct in numerous studies addressing cross border business 
relationships. It refers to the formal and informal rules of exchange between partners (Griffith and Myers, 
2005; Wathne and Heide, 2004). As deducted from the examined studies, two forms of governance 
mechanism are involved in cross-border inter-firm exchange: contractual-based and relational-based 
governance (Cavusgil, Deligonul, & Zhang, 2004; Gençtürk & Aulakh, 2006; Roath, Miller, & Cavusgil, 
2002; Wu, Sinkovics, Cavusgil, Roath, 2007; Ronald J. Ferguson, Michèle Paulin and Jasmin Bergeron, 
2005). 
 
The theoretical roots of contractual based governance are drawn from the Transactional Cost Economy 
(TCE) perspective. According to this theory, firms engaging in inter-organizational relationships face 
potential opportunistic behavior from partners, and several exchange hazards including specialized asset 
investments, difficulty in performance measurement, and uncertainty (Williamson 1985, 1991, 1996). In 
this context, managers develop governance arrangements that stipulate ―comprehensive contracting 
whereby all relevant future contingencies pertaining to the supply of a good or service are described and 
discounted with respect to both likelihood and futurity‖ (Williamson 1985, p. 69). 
 
According to Roath, Miller, and Cavusgil (2002), a contract is generally a detailed agreement that 
stipulates an offer made and accepted between two or more parties and deemed beneficial to each party 
involved. It enables the firms to monitor, control, and assess each other‘s behaviors (Wu et al., 2007).  
 
From an exporting perspective, contractual arrangements play a significant role in facilitating the 
management of cross-border business relationships. Contractual arrangements help structure the 
relationships between exporters and foreign counterparts, by reducing risks and uncertainties in those 
relationships (Bello and Williamson 1985; Cavusgil, Deligonul, and Zhang 2004; Zhang, Cavusgil, and 
Roath 2003).  
 
The transactional view of exchange has been criticized for being too rational and for ignoring social 
dimensions within the exchange like trust and commitment. In contrast, the relational exchange 
perspective highlights those social phenomena. Based on Macaulay (1963) critics toward contract‘s 
effectiveness and the seminal contribution of Macneil (1980), growing attention has been given to 
relational governance in relationship exchange. Relational-based governance or ―relationalism‖ (term used 
by Bello, Chelariu, and Zhang, 2003) involve a critical set of relational norms that forms a hallmark of 
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relational exchange (Gundlach and Achrol, 1993). Norms represent ―a principle of right action binding 
upon the members of a group and are serving to guide, control, or regulate proper and acceptable 
behavior‖ (Macneil 1980, p.38). 
 
Relational- based governance is considered as a multidimensional phenomenon (Heide and John, 1992). 
Although the increasing number of studies are addressing relational norms, no consensus is achieved on 
the definition of relational based governance (Heide and John, 1990; Zhang, Cavusgil, and Roath 2003, 
Iven and Blois, 2004). Scholars established the significant role of relational governance in improving 
exchange performance (Paulin and Bergeron, 2005; Heide and John, 1990). Relational norms hinder 
opportunistic behaviors (Cannon, Achrol, and Gundlach 2000; Joshi and Stump 1999; Cavusgil, Deligonul, 
and Zhang, 2004) and facilitate exchange under high uncertainty conditions ( Poppo and Zenger 2002; 
Centruk and Aulakh, 2006). In line with this perspective, relational governance represents a valuable asset 
to help firms in acquiring competitive advantage in foreign markets; hence, the development and 
maintenance of relational- based governance require a considerable allocation of time and other 
resources (Larson, 1992).  
 
Despite the increasing recognition of the relational- based governance in enhancing inter-organizational 
relationship performance, limited attention has been addressed to its role in exporting research (Leonidou, 
Katsikeas, and Hadjimarcou, 2002) especially in the specific context of developing countries. Thus, the 
adoption of the relational perspective is deemed appropriate in this study from both academic and 
practical interest.  
 
 
3. Conceptual Framework of the Research  
 
Drawing from existing knowledge in export literature, international relationship marketing paradigm, a 
conceptual framework has been proposed. It is argued that venture export performance is directly 
influenced by the performance of the relationship between exporter firms and its foreign partner. In 
addition, it‘s also argued that relationship performance is influenced by the effectiveness of governance 
mode. We examine also, in this conceptual framework, the antecedent of governance mode mechanism, 
especially those related to the firm‘s management and the environment of exchange.  
 
Figure 1: The proposed conceptual framework 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
A set of in-depth interviews has been conducted with ten random selected SMEs in order to contextualize 
the proposed conceptual model. This qualitative exploratory phase improved the understanding of the 
complex and idiosyncratic nature of cross border relationships especially in the Moroccan context. In 
addition, this qualitative study helped to narrow the scope of study, to focus and determine the relevant 
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variables to be discussed during the following quantitative phase. A discussion of the variables derived 
from the literature review, and the pilot study as investigated in the qualitative study- is presented in the 
following paragraphs. 
 
 
3.1. Export performance 
 
Export performance is the main dependent construct of our study, though not clearly mentioned in our 
research objectives, two main issues are involved in the study: the measurement and the unit of analysis 
of export performance. Concerning the first issue, among the plethora of available scales, the EXPERF 
scale developed by Zou et al. (1998) were chosen for two reasons: first, the scale captures three 
dimensions of export performance including economic, strategic and attitudinal indicators, which is 
coherent with the interviewed managers‘ perceptions. The second stipulate that- to the best of our 
knowledge- this scale has not been empirically tested in a developing countries context. Concerning the 
level of analysis, Cavusgil and Zou, (1994) argued that no consensus is achieved about the ―right level‖ of 
export performance analysis. We adopted, in this study, the export venture as the unit of analysis as it has 
been recommended by many scholars like Madsen, (1989); Cavusgil and Zou, (1994; and Lage, (1998). 
 
 
3.2. Relationship performance 
 
Result from the exploratory study has confirmed the potential role of relationship performance on the 
international success of SMEs. In addition, relationship performance encompasses the financial and non-
financial dimensions. Then, we propose:  
 
Proposition 1: The performance of the relationship with the foreign partner is positively associated with 
the performance of the export venture. 
 
 
3.3. Governance mechanisms 
 
The exploratory study confirmed the coexistence of two governance mechanisms stated in the literature. 
While aware of the importance of contractual arrangement in managing export relationships, interviewed 
managers declare the usage of varying degrees of formalization as important. Concerning relational 
norms, the finding of the exploratory study highlights three salient norms among those suggested in the 
literature namely: 1) trust indicated by Zhang, Cavusgil, and Roath (2003) 2) information exchange as 
indicated by Anderson and Narus (1990) and 3) flexibility as indicated by Poppo and Zenger (2002). 
According to the interviewed managers, the extent of the mentioned three norms determines the 
soundness of the relationships with international clients. Thus according to this research, relational 
governance has to be considered as a higher order construct specifically with reference to trust, 
information exchange and flexibility. This leads us to the following propositions:  
 
Proposition 2a: Formalization is positively associated with export relationship performance.  
Proposition 2b: Norm- based governance is positively associated with export relationship performance.  
 
 
3.4. Managerial antecedents 
 
Among the strategic resources of the SMEs, related to the manager play an important role. The manager 
in person according to Stoian (2010) is considered as the main resource in SMEs context. Finding of the 
exploratory study suggested three managerial features that are important which have already been 
proposed in the literature as determinants of export performance, namely: 1) linguistic abilities, 2) 
international experience and 3) attitude toward risk.  
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3.4.1. Linguistic ability 
 
The direct link between manager‘s linguistic abilities and export performance has been established by 
several scholars (Ursic and Czinkota, 1989; Leonidou, Katsikeas & Piercy, 1998; Williams and Chaston, 
2004). As mentioned by Williams and Chaston (2004, p. 464), ―…a lack of foreign language knowledge 
may contribute to managers‘ perceptions of ‗psychological distance‘ between their home and overseas 
markets, and may therefore inhibit the international development process‖. In this study the manger‘s 
linguistic ability were determined as an antecedent of successful export relationship. Thus, the following 
proposals:  
 
Proposition 3a: Manager‘s linguistic ability is positively associated with the export relationship 
performance.  
Proposition 3b: Manager‘s linguistic ability is positively associated with the degree of formalization in 
export exchange.  
Proposition 3c: Manager‘s linguistic ability is positively associated with the extent of relational norms in 
export relationship.  
Proposition 3d: Manager‘s linguistic ability is positively associated with the venture export performance.  
 
 
3.4.2. Manager‘s export experience  
 
Export experience has been considered by scholars as a key driver of export performance (Aaby and 
Slater, 1989; Cavusgil and Zou, 1994). In the specific context of this study, the eventual link between 
export experience and the relational determinants of the venture export performance were examined, 
based on which the proposals to follow is suggested:  
 
Proposition 4a: Manager‘s international experience is positively associated with export relationship 
performance.  
Proposition 4b: Manager‘s international experience is positively associated with the degree of 
formalization in export exchange.  
Proposition 4c: Manager‘s international experience is positively associated with the extent of relational 
norms in export relationship.  
Proposition 4d: Manager‘s international experience is positively associated with venture export 
performance.  
 
 
3.4.3. Attitude towards risk  
 
Exporting carries higher risks than domestic sales, (Deligonul et al., 2005). The link between risk tolerance 
and export performance has been examined by several scholars including Leonidou, Katsikeas & Piercy, 
(1998). Findings from the study suggest a significant link between the manager‘s risk tolerance and the 
governance mode of relationship adopted and the relationship performance with the foreign client. This 
study attempts to study manager‘s risk tolerance as a managerial antecedent of relationship governance 
mode. It is proposed as follows:  
 
Proposition 5a: There is a positive link between manager‘s risk tolerance and export relationship 
performance.  
Proposition 5b: There is a negative link between manager‘s risk tolerance and the degree of 
formalization in export exchange.  
Proposition 5c: There is a positive link between managers risk tolerance and the extent of relational 
norms in the export relationship.  
Proposition 5d: There is a positive link between a manager‘s international experience and venture export 
performance.  
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3.5. Market antecedent  
 
According to Katsikeas et al., (2000) and Matanda and Freeman, (2009) limited empirical work has 
focused on the link between environmental factors and export performance. Drawing from the exploratory 
study and the literature review, this research paper focuses on two aspects of the market namely: 1) 
uncertainty and 2) competitive intensity.  
 
 
3.5.1. Competitive intensity 
 
Export marketing scholars have emphasized the role of competitive intensity in determining the 
performance of exporters (Kaleka and Katsikeas 1995; O'Cass and Julian 2003). Competitive intensity 
refers to the availability of opportunities and resources that can provide firms with a competitive advantage 
(Matanda and freeman, 2009). Moroccan SMEs are facing great challenges to deal with increasing 
competitive pressure in their endeavor to keep a foothold in foreign markets. Moroccan exporters require 
deploying more resources to enhance product and service offerings to meet customer needs and 
demands. Specifically appropriate management of relationships with foreign partners is required. This 
study, examined how competitive intensity would influence relational determinants of export performance. 
Based on the research findings the following is proposed:  
 
Proposition6 a: Competitive intensity is negatively associated with the venture export performance.  
Proposition 6b: Competitive intensity is negatively associated with relational-based governance.  
Proposition 6c: Competitive intensity is positively associated with contractual-based governance.  
Proposition 6d: Competitive intensity is negatively associated with relationship performance. 
 
 
3.5.2. Market uncertainty  
 
Market uncertainty is related to unanticipated changes in the relevant conditions of the host market served 
by the exporter (Centruk and Aulakh, 2006). Matanda and Freeman, (2009) indicates that market 
uncertainty is usually conceptualized as a multidimensional construct including several aspects. The effect 
of uncertainty in export relationship management has been examined by Centruk and Aulakh, (2006); 
Cavusgil, Deligonul, and Zhang, (2004); Leonidou, Barnes, and Talias, (2006) and several scholars. The 
mentioned studies argue that, under uncertainty, both relational-based and contractual-based governance 
are employed to enhance relationship performance. In this study, it is conceptualized that a three-
dimensional construct comprising 1) market turbulence 2) market volatility and 3) legal uncertainty exist. 
Based on the research it is proposed that: 
  
Proposition 7a: Market uncertainty significantly influences formalization of contract. 
Proposition 7b: Market uncertainty significantly influences relational- based governance. 
Proposition 7c: Market uncertainty significantly influences venture export performance.  
 
 
4. Conclusion: Limitations, the Next Stage, Contributions and Managerial Implications  
 
It is acknowledged that the proposed conceptual framework does not take into account other potential 
relevant drivers of SMEs export performance, such as organizational characteristics, government politics, 
the international marketing mix and cultural factors. Moreover, the recent export consortium phenomenon 
deserves more interest, especially from a relational perspective. 
  
In the next stage of the study, the propositions of this conceptual framework will be tested. A structural 
equation modeling method will be used to assess and refine the proposed model.  
 
Notwithstanding those limitations, the study attempts to contribute to the existing literature in several ways. 
First, it addresses the issue of export performance in a specific context of one of the developing countries- 
Morocco. Such context has enjoyed little research attention to date. Second, the research contributes to 
the literature by combining the explanatory power of two well established paradigms: the RBV and the 
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relational perspective. The study, attempted to examine the impact of relational determinants taking into 
account managerial and market characteristics. Finally, the study is significant because of its matching of 
practitioner interest. The research outcomes are expected to provide SMEs managers and decision 
makers with greater understanding of the key drivers of international business and export success, and in 
turn, to help company managers in leveraging export performance.  
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Abstract 
 
This study confirms that openness to foreign capital does not help domestic financial development. Even 
after controlling for threshold conditions in the process of financial development, financial intermediaries 
and stock markets do not benefit from foreign capital. In particular, foreign debt frequently hinders financial 
development. The paper investigates thresholds for institutional quality, trade integration, governance and 
macroeconomic policies. Thresholds effects arise more often in the context of financial intermediary than 
stock market development. Well-developed institutions, openness to trade and better governance seem to 
alleviate debt capital‘s adverse effect on financial development. Therefore, domestic reforms rather than 
international financial integration will spur financial development.  
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1. Introduction 
 
This paper investigates under what conditions financial openness helps or hinders a country‘s financial 
development. Following a newly developed theoretical framework developed by Kose et al. (2009a), this 
study tests for threshold conditions of institutional quality, trade integration, governance, and 
macroeconomic policies in the process of a country‘s financial development.  
 
Kose et al. (2009a) and Obstfeld (2008) provide two extensive reviews of the theoretical and empirical 
literature on international financial integration. Theoretically, there are two alleged benefits of international 
financial integration: enhanced risk-sharing and more efficient allocation of capital. Since empirical studies 
often fail to confirm the theoretical benefits of international financial integration, Kose et al. (2009a) 
develop a new organizing framework. According to this framework, there are thresholds in the process of 
international financial integration. Once a country is above the threshold, financial openness should lead to 
gross domestic product (GDP) and total factor productivity (TFP) growth, as well as reduced risk of crises. 
Kose et al. (2009b) also document the existence of these thresholds empirically.  
 
Henry (2007) views an inaccurate treatment of capital types, i.e. equity and debt, as a main reason for the 
inconsistent results among the empirical studies. He even advocates the distinction of equity and debt 
capital as a mandatory requirement for all research on international financial integration. Additionally, 
Binici et al. (2010) highlight the direction of financial openness, i.e. openness to inflows and outflows, as 
decisive for economic outcomes. Besides, Quinn and Toyoda (2008) attribute the mixed results of the 
empirical literature on international financial integration largely to measurement error, especially with 
regards to financial openness.  
 
Nevertheless, there is a consensus that financial development itself promotes GDP and TFP growth, as 
well as poverty reduction. This finding has been well established in the literature, with supporting evidence 
at the country level reported in several empirical studies such as those of King and Levine (1993a, b), 
Levine and Zervos (1998), Beck et al. (2000a), Beck and Levine (2004), and Beck et al. (2007a). 
Regardless of a country‘s degree of financial openness or any threshold conditions, this literature has 
robustly linked a number of measures of financial development to economic growth.  
 
So, whether financial openness helps or hinders, financial development is crucial for economic growth. 
Prasad et al. (2007) and Prasad and Rajan (2008) have already conjectured that financial openness might 
be necessary for financial development. Correspondingly, Chinn and Ito (2006) have confirmed that 
greater financial openness fosters financial development contingent on a country‘s legal and institutional 
development. Furthermore, Baltagi et al. (2009) determine that trade and financial openness stimulate 
banking sector development. Yet, both studies, Chinn and Ito (2006) and Baltagi et al. (2009) do not fully 
distinguish between direction and type of capital. This study is the first to fully address this issue, and link 
the empirical studies of financial development to the theoretical framework of Kose et al. (2009a).  
 
Aside from the theoretical contributions, this paper employs a new estimator for panel datasets: the 
System GMM estimator (Arellano and Bond (1991) and Blundell and Bond (1998)). This System GMM 
panel estimator offers the advantage to control for the endogeneity of all explanatory variables. 

 
 

2. Financial Development and Financial Openness 
 
2.1. Choice of financial development indicators 
 
Financial development is a term broadly used throughout the literature and there is no consensus 
definition. Financial development, as it is understood here, is associated with enhancements to a country‘s 
financial system. According to Levine (1997), the quality of a financial system is characterized by its 
delivery of five functions: 
 

(i) Screening of firms before they are financed and the allocation of capital 
(ii) Monitoring of investments and exerting of governance after providing finance 
(iii) Facilitation of trading, diversification and risk management 
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(iv) Mobilization and pooling of savings 
(v) Easement of the exchange of goods and services 

 
In this view, financial arrangements - markets and intermediaries - arise to overcome market imperfections 
and to guarantee a sound provision of the five functions, which is crucial for economic growth (Levine, 
2002).Unfortunately, measures of financial development capture the previously outlined functions of a 
financial system only imperfectly. Nevertheless, the use of indicators and indices of financial development 
is widespread. For most cross-country studies, data limitations motivate the employment of a restricted set 
of indicators with sufficiently long time series dimension. Therefore, the choice of financial development 
measures seems often arbitrary and dictated by practical instead of theoretical reasoning. 
 
To tackle this issue Beck et al. (2008) select ten ―core‖ indicators from a set of 27 potential indicators 
addressing various dimensions of financial development. However, only five measures from the ten ―core‖ 
indicators provide sufficient data coverage for a thorough panel analysis, namely Private Credit by Deposit 
Money Banks/GDP (―Bank Credit‖), Bank Deposits/GDP (―Deposits‖), Stock Market Capitalization/GDP 
(―Stock Market Capitalization‖), Number of Listed Firms per 10k Population (―Listed Firms‖) and the Stock 
Market Turnover Ratio (―Turnover Ratio‖). 
 
The paper relies on these five measures.

1
Additionally, Beck et al. (2000a) confirm a link between financial 

intermediary development and growth using the ratio of Liquid Liabilities/GDP (―M3‖) and the ratio of 
commercial bank assets to the sum of commercial and central bank assets (―Deposit Money vs. Central 
Bank Assets‖).Beck et al. (2008) exclude these two indicators since they are too broad to match their pre-
selection criteria based on sectors of the financial system.  However, ―M3‖ and ―Deposit Money vs. Central 
Bank Assets‖ are useful in assessing the influence of foreign capital on the entire financial system. A basic 
correlation analysis shows an extremely high correlation, 0.99, between ―M3‖ and ―Deposits.‖

2
Also, the 

definitions of ―M3‖ and ―Deposits‖ are close. Since ―Deposits‖ is commonly not investigated in studies of 
economic growth, the focus is on ―M3.‖  
 
Ultimately, the paper comprises 6 indicators of financial development from the updated and extended April 
2010 version of the ―Financial Development and Structure Database‖ developed by Beck et al. 
(2000b).Indicators related to financial intermediation are― Bank Credit,‖―Deposit Money vs. Central Bank 
Assets‖ and ―M3‖.―Stock Market Capitalization,‖―Listed Firms‖ and the ―Turnover Ratio‖ are indicators 
associated with stock markets. For the sake of brevity, the remainder of the analysis focuses merely on 
the results of financial intermediary development. Results for all stock market development measures are 
available on request and are only briefly discussed when the main conclusions differ.  
 
 
2.2. Choice of financial openness measures  
 
Data for de-facto financial openness measures is taken from the updated and extended August 2009 
version of the ―External Wealth of Nations Mark II‖ database developed by Lane and Milesi-Ferretti (2007). 
One of the contributions of this paper is to fully account for the heterogeneity among types of capital. 
Therefore, the focus is on three measures of international financial integration: ―Total Capital,‖ ―Equity‖ and 
―Debt.‖

3
According to Quinn and Toyoda (2008), most scholars view ―Total Capital‖ as the most useful 

measure of de-facto integration. All three measures of financial openness used throughout this paper fall 
into the category of de-facto measures because they depict real economic outcomes. On the other hand, 
de-jure measures refer to self-constructed indices commonly based on the IMF‘s Annual Report on 
Exchange Arrangements and Exchange Restrictions (AREAER).De-jure measures frequently do not 
adequately assess an economy‘s intensity and enforcement of capital controls and fail to distinguish 
among different types of capital.An important exception is a dataset developed by Schindler (2009) for the 
construction of ―de-jure‖ indices. However, the dataset does not cover a sufficiently long time span for a 

                                                           

1 Appendix 1 features a short description of all variables used. 
2The correlation analysis is available on request. 
3 Quinn and Toyoda (2008, p. 1408) discuss en-detail data problems with further splitting equity into foreign direct investment 
and portfolio equity investment.  
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large number of countries to be an alternative for the empirical analysis of this paper. Yet, the benefits of 
international financial integration, risk-sharing and efficient allocation of capital, might be stunted by the 
mere presence and extensity of capital controls. To consider this contingency, the paper re-confirms its 
core results with the Chinn and Ito (2008) de-jure measure of financial openness in section III.3. 
 
Binici et al. (2010) debate the direction of financial opennessand its relevance for economic growth. Yet, 
the empirical results of this paper indicate that openness to inflows and outflows do not matter for financial 
development. These results are not reported for the sake of brevity and are available on request.    

 
 
3. Empirical Analysis  
 
3.1. Panel OLS regressions  
 
To test the hypothesis of thresholds in the process of financial development, the estimation of equation of 
(1) features an interaction term between the type of foreign capital and a proxy for the aforementioned 
threshold categories. Building on Chinn and Ito (2006), the paper specifies a growth rate on levels 
regression, akin to a panel error-correction model with non-overlapping data. The exploitation of time-
series variation in the panel data renders it possible to test whether financial openness affects subsequent 
financial development. This will address a major concern of cross-sectional regressions: reverse 
causation.

4
 The baseline model is specified as:  

  

 

         (1) 

Subscript ―i‖ denotes the country. Subscript ―t‖ denotes time and µt is a time fixed effect to account for 
time-specific shocks that are common to all countries.  β1 is the coefficient of interest. The panel is 
composed of 5-year non-overlapping time windows from 1970 to 2005. The dependent variable is the 5-
year average annual growth in a financial development indicator. All time-variant right-hand side variables, 
FOi,t-5 and X i,t-5, are the ―initial values‖ at the start of each new time window. FD i,t-5is the initial value of one 
the six financial development indicator under investigation. FOi,t-5 represents one of the previously 
discussed measures of financial openness: ―Total Capital,‖ ―Equity‖ and ―Debt.‖ X i,t-5 is a matrix of standard 
control variables (Chinn and Ito (2006) and Baltagi et al. (2009)). The matrix includes ―GDP per capita‖ 
adjusted for purchasing power parity, ―Trade Openness,‖ ―Inflation‖ and a time-invariant proxy for 
―Institutional Quality.‖Following Ito and Chinn (2006), observations of inflation rates in excess of 100% are 
dropped from the estimation to remove their distorting effects. 

 

 
Here, THi,t-5is a proxy for one of the threshold categories. The paper tests for thresholds according to the 
four variables contained in matrix X: ―Institutional Quality,‖ ―Trade Openness,‖ ―GDP per capita‖ as proxy 
for governance, and ―Inflation‖ as proxy for macroeconomic policies. Ultimately, there is no consensus on 
an exhaustive list of threshold categories. Moreover, the quantification of these threshold categories is 
difficult and available indicators are only inaccurate proxies. Therefore, the paper repeats this part of the 
empirical analysis with an alternative set of threshold variables in sectionIII.3. 
 
On the one hand, if β1, β2> 0, then FO has an unambiguously positive effect on financial development. On 
the other hand, if β1, β2< 0, then FO has an unambiguously negative effect. If β1 and β2 have opposite 
signs, a threshold effect arises. Then the appropriate threshold would be the value of FO that makes the 
sum of the second and third term positive:  
 

                                                           

4 Cross-sectional regressions are available on request, but are not reported for the sake of brevity due to their major 
drawbacks: reverse causation and negligence of unobserved country heterogeneity (e.g. demographics, geography) and 
time-series variation in the data. 
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The precise break-even point is therefore:  

Ultimately, the dataset comprises 74 countries, spanning the period from 1970 to 2008. There are 26 
―Advanced Economies‖ and 48 ―Emerging and Developing Economies.‖ Appendix 2 presents a list of the 
countries included in the sample. The newly developed threshold framework of Kose et al. (2009a, b) 
claims consistency across ―Advanced Economies‖ and ―Emerging and Developing Economies.‖ Since this 
paper‘s chief objects of investigation are thresholds in the process of financial development, the following 
empirical analysis focuses primarily on the full sample of 74 countries. Section III.3 also addresses split 
sample estimations. 
 
Table I presents the results for financial intermediary development with respect to the threshold effect for 
―Institutional Quality.‖ Noteworthy are the results for ―Bank Credit‖ in Table I, 1.3. This column shows that 
the interaction term of ―Debt‖ and ―Institutional Quality‖ is positive and significant; i. e. the negative 
influence of foreign debt is alleviated in economies with better institutional environments. Table I, 1.3, 
reports a Threshold Level for Institutional Quality of 1.084. From the sample of 74 countries, 23 countries 
stay above and 51 countries fall below the threshold level for ―Institutional Quality.‖This sample split 
closely resembles the country classification of Appendix 2 in ―Advanced Economies‖ and ―Emerg ing and 
Developing Economies,‖ respectively.

5
These results suggest that countries which sustain better 

institutions suffer less from adverse effects associated with foreign debt. Kose et al. (2009c) have found a 
similar effect of foreign debt on productivity growth contingent on an economy‘s institutional environment.      

                                                           

5 From the countries listed in Appendix 2 under ―Advanced Economies‖, Greece, Israel, Italy and South Korea fall below the 
threshold level for ―Institutional Quality‖ of 1.084, whereas Chile listed under ―Emerging and Developing Economies‖ remains 
above.  
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Table I: OLS Regressions – Financial Intermediary Development – Institutional Quality Interaction  

 
  1.1 1.2 1.3 2.1 2.2 2.3 3.1 3.2 3.3 

  

Bank Credit Bank Credit Bank Credit 

Deposit 
Money vs. 

Central 
Bank Assets 

Deposit 
Money vs. 

Central 
Bank Assets 

Deposit 
Money vs. 

Central 
Bank Assets 

M3 M3 M3 

Fin. Development
1
 -3.667 *** -3.566 *** -3.603 *** -5.455 *** -4.683 *** -5.580 *** -2.996 *** -2.958 *** -3.014 *** 

  (0.646)  (0.621)  (0.654)  (1.596)  (1.639)  (1.618)  (0.635)  (0.649)  (0.641)  

Total Capital 
(FO)

1
 -0.592  

 
 

 
 -0.997 ***     0.160      

  (0.441)      (0.298)      (0.368)      

Equity (FO)
1
   -0.313      -0.282      -0.221    

    (0.355)      (0.250)      (0.225)    

Debt (FO)
1
     -0.909 **     -0.978 ***     -0.028  

      (0.456)      (0.287)      (0.352)  

Interaction: FO*IQ 0.546 * 0.345 * 0.787 ** 0.116  -0.110  0.210  0.338  0.298 * 0.495 * 

  (0.282)  (0.194)  (0.311)  (0.237)  (0.195)  (0.232)  (0.234)  (0.172)  (0.239)  

Inst. Quality (IQ) 1.798 *** 2.192 *** 2.419 *** 0.906 ** 0.377  1.079 ** 0.575  1.211 ** 0.941 ** 

  (0.628)  (0.748)  (0.758)  (0.416)  (0.677)  (0.533)  (0.409)  (0.492)  (0.498)  

GDP per capita
1
 0.939  0.898  0.836  0.092  -0.125  -0.001  0.068  0.208  0.058  

  (0.590)  (0.615)  (0.589)  (0.319)  (0.305)  (0.313)  (0.358)  (0.362)  (0.354)  

Trade Openness
1
 0.953  0.830  1.016  1.132 *** 0.654 * 1.033 *** -0.088  0.271  -0.012  

  (0.669)  (0.639)  (0.672)  (0.376)  (0.375)  (0.339)  (0.490)  (0.480)  (0.489)  

Inflation
2
 -14.959 *** -14.895 *** -14.474 *** 0.903  0.954  1.177  -11.600 *** -11.633 *** -11.544 *** 

  (3.498)  (3.435)  (3.522)  (4.110)  (4.188)  (4.021)  (4.197)  (4.295)  (4.168)  

Adjusted R² 0.158  0.155  0.163  0.168  0.143  0.169  0.125  0.122  0.129  
# of Countries / 
Obs. 

74 / 478 
 

74 / 478 
 

74 / 478 
 

74 / 478 
 

74 / 478 
 

74 / 478 
 

74 / 475 
 

74  /474 
 

74 / 475 
 

Threshold Level  1.084  0.907  1.156  8.585  -2.571  4.649  -0.474  0.742  0.056  

  (0.643)  (0.867)  (0.446)  (16.558)  (6.058)  (4.483)  (1.296)  (0.743)  (0.694)  

 
Notes: OLS estimation of equation (1). Observations of inflation rates in excess of 100% are dropped. Dependent variable is the 5-year average growth in the 
financial development indicator on top of each column. Constant and time-specific effects are not reported for the sake of brevity. Numbers in parentheses are 
heteroskedasticity-robust standard errors; except for the standard errors of the Threshold Level, which are computed by the delta method. Be aware that the 
delta method is known to report excessively large standard errors in small sample context. Asterisks indicate statistical significance at the ***1, **5, *10 
percent level. 

1
 In the regression, this variable is included as log(variable). 

2
 In the regression, this variable is included as log(1 + variable).  
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Table II reports estimation results of equation (1) with an interaction term for “Trade Openness.” 
Threshold effects for “Trade Openness” arise in the regression of “Debt” on “Bank Credit” in Table II, 1.3, 
and across all regressions for “M3” as documented in Table II, 3.1 to 3.3. Here, the negative effect of 
foreign capital is monotonically decreasing with a country’s trade integration. Similarly to the results in 
Table I, the negative effects of “Total Capital” and “Debt” on the ratio of “Deposit Money vs. Central 
Bank Assets” are also independent of a country’s level of “Trade Openness.” However, the coefficient on 
“Trade Openness” is positive and significant across all panel regressions for “Deposit Money vs. Central 
Bank Assets.” So, all things considered, greater openness to trade helps financial development.  
 
Table III reports results for a “Governance” interaction term. The interaction term of financial openness 
and “GDP per capita” has a significant positive coefficient in all regressions for “Bank Credit” and “M3.” 
That is, having well-developed economies substantially attenuates the negative influence of foreign 
capital on financial development. The results hint to similar conclusion for effect of foreign capital on 
“Stock Market Capitalization.” Additional panel regressions show that no thresholds arise between 
financial openness and macroeconomic policies, captured by “Inflation.” The paper does not report these 
results for the sake of brevity. Yet, the results are available on request.   
 
Taking everything into account, the panel regressions show that openness to foreign capital does not 
help domestic financial development. In particular, foreign debt frequently hinders financial 
development. Generally, well-developed institutions, openness to trade and better governance seem to 
alleviate foreign capital’s adverse effect on financial development. 
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Table II: OLS Regressions – Financial Intermediary Development – Trade Openness Interaction 

 
  1.1 1.2 1.3 2.1 2.2 2.3 3.1 3.2 3.3 

  

Bank 
Credit 

Bank Credit Bank Credit 

Deposit 
Money vs. 

Central 
Bank Assets 

Deposit 
Money vs. 

Central 
Bank Assets 

Deposit 
Money vs. 

Central 
Bank Assets 

M3 M3 M3 

Fin. Development
1
 -3.661 *** -3.565 *** -3.613 *** -5.455 *** -4.640 *** -5.551 *** -3.135 *** -3.135 *** -3.127 *** 

  (0.642)  (0.626)  (0.642)  (1.586)  (1.644)  (1.602)  (0.617)  (0.606)  (0.627)  

Total Capital (FO)
1
 -2.091      -1.926 **     -1.845 *     

  (1.542)      (0.779)      (0.984)      

Equity (FO)
1
   -1.701      -0.971      -2.175 ***   

    (1.080)      (0.675)      (0.812)    

Debt (FO)
1
     -2.897 *     -1.907 **     -1.997 * 

      (1.515)      (0.795)      (1.046)  

Interaction: FO*TO 0.447  0.385 * 0.596 ** 0.232  0.145  0.248  0.510 ** 0.505 *** 0.533 ** 

  (0.299)  (0.224)  (0.297)  (0.160)  (0.152)  (0.158)  (0.197)  (0.181)  (0.213)  
Trade Openness 
(TO)

1
 1.045  1.477 * 1.485 * 1.261 *** 1.021 ** 1.270 *** 0.141  1.201 ** 0.465  

  (0.766)  (0.863)  (0.840)  (0.418)  (0.480)  (0.419)  (0.491)  (0.521)  (0.537)  

GDP per capita
1
 1.001 * 0.948  0.999 * 0.133  -0.091  0.052  0.177  0.329  0.199  

  (0.591)  (0.621)  (0.564)  (0.316)  (0.294)  (0.300)  (0.360)  (0.363)  (0.349)  

Inflation
2
 

-
15.366 *** -15.243 *** -15.113 *** 0.868  1.164  1.074  -11.991 *** -12.191 *** -12.032 *** 

  (3.390)  (3.315)  (3.423)  (3.989)  (3.948)  (3.946)  (4.196)  (4.267)  (4.184)  

Institutional Quality 1.474 *** 1.423 *** 1.566 *** 0.847 ** 0.616 * 0.857 ** 0.420  0.564  0.431  

  (0.553)  (0.533)  (0.572)  (0.335)  (0.316)  (0.368)  (0.348)  (0.345)  (0.355)  

Adjusted R² 0.156  0.154  0.158  0.169  0.143  0.169  0.128  0.128  0.128  

# of Countries / Obs. 
74 / 
478  

74 / 478 
 

74 / 478 
 

74 / 478 
 

74 / 478 
 

74 / 478 
 

74 / 475 
 

74 / 474 
 

74 / 475 
 

Threshold Level  4.682  4.423  4.860  8.316  6.717  7.677  3.619  4.312  3.745  

  (0.819)  (0.793)  (0.599)  (2.884)  (3.011)  (2.052)  (0.739)  (0.411)  (0.667)  

 
Notes: OLS estimation of equation (1). For more details please refer to Table I.1.  

 
 
 
 
Table III: OLS Regressions – Financial Intermediary Development – GDP per capita Interaction 
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  1.1 1.2 1.3 2.1 2.2 2.3 3.1 3.2 3.3 

  

Bank Credit Bank Credit Bank Credit 

Deposit 
Money vs. 

Central 
Bank Assets 

Deposit 
Money vs. 

Central 
Bank Assets 

Deposit 
Money vs. 

Central 
Bank Assets 

M3 M3 M3 

Fin. Development
1
 -3.682 *** -3.578 *** -3.624 *** -5.467 *** -4.662 *** -5.624 *** -3.117 *** -3.066 *** -3.140 *** 

  (0.637)  (0.615)  (0.647)  (1.610)  (1.655)  (1.644)  (0.652)  (0.646)  (0.653)   

Total Capital (FO)
1
 -4.493 **     -1.866      -3.617 **      

  (2.216)      (2.312)      (1.689)       

Equity (FO)
1
   -2.640 *     0.404      -3.097 ***    

    (1.549)      (2.136)      (1.113)     

Debt (FO)
1
     -5.982 **     -2.682      -4.343 ** 

      (2.509)      (2.443)      (1.866)   

Interaction: FO*GDP 0.453 ** 0.276 * 0.597 ** 0.101  -0.082  0.196  0.419 ** 0.330 *** 0.491 *** 

  (0.223)  (0.155)  (0.253)  (0.248)  (0.233)  (0.255)  (0.169)  (0.120)  (0.186)   
GDP per capita 
(GDP)

1
 1.354 ** 1.665 ** 1.650 *** 0.188  -0.359  0.269  0.479  1.156 ** 0.736   

  (0.582)  (0.770)  (0.565)  (0.341)  (0.684)  (0.385)  (0.418)  (0.537)  (0.466)   

Trade Openness
1
 1.039  0.851  1.117  1.153 *** 0.651 * 1.088 *** 0.064  0.350  0.113   

  (0.677)  (0.643)  (0.701)  (0.354)  (0.373)  (0.319)  (0.513)  (0.488)  (0.513)   

Inflation
2
 -15.012 *** -15.029 *** -14.516 *** 0.907  0.992  1.209  -11.626 *** -11.786 *** -11.558 *** 

  (3.461)  (3.385)  (3.513)  (4.156)  (4.270)  (4.049)  (4.165)  (4.273)  (4.128)   

Institutional Quality
1
 1.377 ** 1.269 ** 1.459 ** 0.809 ** 0.672 ** 0.814 ** 0.315  0.378  0.340   

  (0.554)  (0.539)  (0.589)  (0.316)  (0.273)  (0.355)  (0.350)  (0.351)  (0.355)   

Adjusted R² 0.158  0.155  0.161  0.168  0.142  0.169  0.130  0.128  0.132   

# of Countries / Obs. 74 / 478  74 / 478  74 / 478  74 / 478  74 / 478  74 / 478  74 / 475  74 / 474  74 / 475   

Threshold Level  9.921  9.558  10.026  18.427  4.908  13.673  8.641  9.387  8.844   

  (0.797)  (1.103)  (0.616)  (22.636)  (12.225)  (5.480)  (0.833)  (0.621)  (0.662)   

 
Notes: OLS estimation of equation (1). For more details please refer to Table I.1.  
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3.2. System-GMM estimation  
 
In contrast to the panel OLS estimator, the System-GMM estimator accounts for country fixed effects and 
addresses causality through the use of instrumental variables. See Arellano and Bond (1991) and Blundell 
and Bond (1998) for the theoretical development of the estimator. 
 

 
 

(2) 

All variables are the same as in the previous regressions.  is an unobserved country-specific effect,  

are time-specific effects, and  is an unanticipated, unobserved shock to financial development. The 

unobserved country fixed effect, , tries to capture cross-country differences in initial levels of efficiency, 

demographics or geographic location.  
 
While previous results indicate that foreign capital partially predicts financial development, they cannot 
entirely rule out that domestic financial development fosters a country‘s international financial integration. 
For instance, Rodrik and Subramanian (2009) advocate the view that foreign capital may simply flow into a 
country in anticipation of its future financial and institutional development. Thus, foreign capital may be a 
leading indicator rather than a fundamental cause for financial development. To alleviate this issue of 
reverse causality, the System-GMM framework allows for the endogeneity of all right-hand side variables. 
 
Due to the small sample size, the System-GMM estimation results sometimes do not pass the Serial 
Correlation Test.

6
Therefore, the remainder of the discussion of the System-GMM results focuses 

exclusively on key findings. 
 
Table IV reports the results for the estimations with an ―Institutional Quality‖ interaction term, which 
confirm the negative influence of foreign capital on financial development. However, the estimations of 
―Bank Credit‖ diverge from the panel OLS regressions. In Table I the threshold effect arises for ―Debt‖ and 
not for ―Total Capital.‖ With respect to the ratio of ―Deposit Money vs. Central Bank Assets,‖ the System-
GMM estimation confirms the previous findings for ―Equity‖ and ―Debt,‖ only the β1coefficient for ―Total 
Capital‖ turns insignificant. The ―M3‖ results do not pass the Serial Correlation Test, however with regards 
to the financial openness measures they are in line with the prior panel OLS findings.  
 
Results for the further threshold categories, trade integration, governance and macroeconomic policies, 
are in line with the panel OLS regressions and are therefore not reported. Generally, the System-GMM 
results back the main conclusion that foreign capital does not help financial development. Threshold 
effects for ―Institutional Quality,‖ ―Trade Openness‖ and ―GDP per capita‖ arise mostly in relation to 
advances in financial intermediation.  

                                                           

6 More about tests within the GMM methodology can be found in Roodman (2009a, b).  Especially, the unreported results of 
the System-GMM estimation for the stock market development measures suffer from this small sample bias. 
 



2011 Global Business Conference at Sibenik 

- 32 - 

 

Table IV: System-GMM – Financial Intermediary Development – Institutional Quality Interaction  

 
 1.1 1.2 1.3 2.1 2.2 2.3 3.1 3.2 3.3 

 

Bank Credit Bank Credit Bank Credit 

Deposit 
Money vs. 

Central 
Bank 

Assets 

Deposit 
Money vs. 

Central 
Bank 

Assets 

Deposit 
Money vs. 

Central 
Bank 

Assets 

M3 M3 M3 

Fin. Development
1
 -9.611 *** -13.212 ** -9.919 *'** -10.676  -10.814 ** -10.195  -5.954 * -5.725 ** -10.195  

  (3.140)  (5.457)  (3.023)  (6.851)  (5.312)  (7.046)  (3.004)  (2.839)  (7.046)  

Total Capital
1
 -7.901 **     -2.203      -5.531 *     

  (3.289)      (2.625)      (3.014)      

Equity
1
   -1.058      -0.069      -0.865    

    (3.015)      (1.423)      (1.881)    

Debt
1
     -3.935      -3.548 **     -3.548 ** 

      (3.380)      (1.680)      (1.680)  

Interaction: FO*IQ 6.170 *** 2.507 * 4.881 *** -0.029  -0.746  0.963  3.869 ** 1.039 * 0.963  

  (1.912)  (1.363)  (1.664)  (1.193)  (0.577)  (0.800)  (1.478)  (0.605)  (0.800)  

Inst. Quality (IQ) 4.857  5.029  5.217  2.599  -1.964  5.663 ** 4.116  1.769  5.663 ** 

  (3.755)  (5.957)  (3.750)  (1.992)  (3.269)  (2.448)  (2.949)  (3.396)  (2.448)  

GDP per capita
1
 5.741  6.153  5.201  -0.163  1.630  -2.167  1.247  1.491  -2.167  

  (4.045)  (6.570)  (4.503)  (3.481)  (3.399)  (3.968)  (3.498)  (4.010)  (3.968)  

Trade Openness
1
 4.789  14.944  5.820  6.179  0.778  7.857 * -0.055  4.006  7.857 * 

  (10.213)  (19.988)  (14.738)  (4.467)  (4.561)  (4.125)  (6.154)  (6.404)  (4.125)  

Inflation
2
 -10.099  -16.207  -3.526  -1.445  0.786  2.063  -7.923  -8.468  2.063  

  (16.891)  (19.071)  (18.685)  (8.974)  (7.681)  (10.351)  (9.705)  (9.194)  (10.351)  

# of Countries/Obs. 
74 / 478 

 
74 / 478 

 
74 / 478 

 
74 / 478 

 
74 / 
478  

74 / 478 
 

74 / 
475  

74 / 
474  

74 / 478 
 

Serial Correlation 
Test 

0.147 
 

0.288 
 

0.126 
 

0.173 
 

0.217 
 

0.196 
 

0.035 
 

0.067 
 

0.196 
 

Hansen J-Test 0.535  0.054  0.304  0.237  0.522  0.269  0.774  0.204  0.269  

Threshold Level 1.281  0.422  0.806  -77.192  -0.092  3.684  1.430  0.833  3.684  

  (0.428)  (1.209)  (0.681)  (3,306.250) (1.955)  (2.411)  (0.404)  (1.591)  (2.411)  

 
Notes: Two-step System-GMM estimation with Windmeijer (2005) small sample robust correction of equation (2). Observations of inflation rates in excess of 100% 
are dropped. Dependent variable is the 5-year average growth in the financial development indicator on top of each column. Constant and time-specific effects are 
not reported for the sake of brevity. Standard errors of the Threshold Level are computed by the delta method.The null hypothesis for the Serial Correlation Test is 
that the first-differenced error term exhibits no serial correlation (Arellano and Bond, 1991). The Hansen J-Test tests the overall validity of the instruments under the 
null hypothesis that the instruments are not correlated with the observation- specific error term. P-values are reported for the Serial Correlation Test and the 
Hansen J-Test. Asterisks indicate statistical significance at the ***1, **5, *10 percent level.  
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3.3. Robustness checks 
 
The empirical results show that openness to foreign capital does not help financial development. 
Moreover, Tables I to IV offer solid evidence that a country‘s institutions, trade integration and governance 
take an important role in mitigating the negative effects of foreign capital on financial development. 
Besides, all statistically significant control variables have the predicted effects on financial development. 
As last part of the empirical analysis, the paper carries out a number of robustness checks to confirm the 
validity of these core results. Estimation results are available on request. 
 
Alternative Measures of Financial Openness: Previously, the empirical analysis has only focused de-
facto measures of financial openness. Section II.2 also discusses ―de-jure‖ measures as an alternative 
way to depict a country‘s degree of international financial integration. For that reason, all estimations have 
been repeated with a de-jure measure of financial openness: the Chinn-Ito index of capital account 
openness (Chinn and Ito, 2008). The main conclusion that foreign capital does not help financial 
development remains valid. However, Chinn and Ito (2006) conclude that a ―higher level of financial 
openness spurs equity market development only if a threshold level of legal development has been 
attained.‖ The estimation results of this paper do not support this conclusion.  
 
Alternative Threshold Measures: Building on Kose et al. (2009b) and Chinn and Ito (2006), the paper 
estimates equation (1) and (2) again with an alternative set of indicators for the four analyzed threshold 
categories. See Appendix 1 for a detailed discussion of the alternative threshold measures. The main 
conclusions remain valid.  
 
Omission of Advanced Economies: Henry (2007) points out the importance of accounting for distinct 
structural country characteristics. Most ―Advanced Economies‖ have already very relaxed restrictions on 
capital flows. Therefore, the policy debate about international financial integration might be of more 
practical relevance for ―Emerging and Developing Economies.‖ Therefore, the paper omits the group of 
―Advanced Economies‖ from the sample. All estimations of equation (1) and (2) in the restricted sample 
confirm the key finding of the previous analysis. 
 
Different Time Windows: As last robustness check, the paper restricts the time period of the sample to 
20 years from 1980 to 2000, similar to Chinn and Ito (2006). The evidence for threshold effects is less 
pronounced than before. Yet, the key conclusions remain unchanged. 
 
 
4. Summary and Conclusion 
 
Prior research has only found sparse empirical evidence for the theoretical benefits attributed to 
international financial integration: enhanced risk-sharing and more efficient allocation of capital. To 
accommodate all empirical findings of these studies on international financial integration, Kose et al. 
(2009a) has developed a holistic framework. According to this framework, countries need to surpass 
certain thresholds to benefit from financial openness. These thresholds exist for a country‘s financial 
development, institutional quality, governance, macroeconomic policies and trade integration. However, 
there is already ample of empirical evidence linking financial development to economic growth. Therefore, 
it is seems to be critical for economic growth whether financial openness helps or hinders financial 
development. 
 
Hence, the question arises whether there are thresholds in the process of financial development, similar to 
the process of international financial integration, that alleviate negative outcomes associated with foreign 
capital?  
 
Therefore, the paper proceeds to test for institutional quality, trade integration, governance and 
macroeconomic policies in the process of financial development. The paper relies on interaction terms to 
assess the existence of threshold effects that condition the impact of foreign capital on financial 
development. Building on the panel OLS and the System-GMM estimator, the empirical analysis suggests 
that well-developed institutions, trade openness and economic development frequently mitigate adverse 
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effects on financial development from openness to foreign capital. However, there do not seem to be any 
thresholds for a country‘s quality of macroeconomic policies. 
 
Consequently, an agenda of careful and gradual capital account liberalization depending on the attainment 
of thresholds for institutional quality, trade integration and governance might be best practice for most 
countries. These findings support the argument of Rodrik and Subramanian (2009) that developing 
countries should dedicate their efforts towards the development of institutions and the domestic financial 
markets before entering periods of capital account liberalizations.  
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Appendix 1: Variable Explanations 
Variable Description Time-Series Source 

Bank Deposits/GDP 
(“Deposits”) 

Bank Deposits/GDP is the ratio of all checking, savings and time deposits 
in deposit money banks to economic activity and is a stock indicator of 
deposit resources available to the banking sector for its lending activities. 

1976 – 2008 
Beck et al. (2000b) 

Debt  (Debt assets + Debt liabilities) / Gross Domestic Product (GDP) 
1976 – 2008 Lane and Milesi-

Ferretti (2007) 

Deposit Money vs. Central 
Bank Assets 

This is a measure of the relative importance of commercial banks versus 
the central bank: 
 

 

1976 – 2008 

Beck et al. (2000b) 

Equity  
(FDI assets + Equity assets + FDI liabilities + Equity liabilities) / Gross 
Domestic Product (GDP) 

1976 – 2008 Lane and Milesi-
Ferretti (2007) 

GDP 
Gross Domestic Product (GDP) in 2005 U.S. dollars at Purchasing Power 
Parity  (PPP) 

1976 – 2008 Penn World Tables 
v6.3 

by Heston et al. (2009) 

Governance 

(Alternative Threshold 
Measure) 

Simple average of the three indicators: Corruption, Law and Order, 
Quality of the Bureaucratic System 

--- 

Professional Risk 
Services Group 

International Country 
Risk Guide (ICRG) 

Macroeconomic Policies 

(Alternative Threshold 
Measure) 

Government Revenue/Expense is the ratio of Government Revenue and 
Government Expense. Government Revenue is cash receipts from taxes, 
social contributions, and other revenues such as fines, fees, rent, and 
income from property or sales. Grants are also considered as revenue but 
are excluded here. 
Government Expense is cash payments for operating activities of the 
government in providing goods and services. It includes compensation of 
employees (such as wages and salaries), interest and subsidies, grants, 
social benefits, and other expenses such as rent and dividends. 

--- 
World Bank - World 

Development 
Indicators 

Inflation 

Inflation as measured by the consumer price index reflects the annual 
percentage change in the cost to the average consumer of acquiring a 
basket of goods and services that may be fixed or changed at specified 
intervals, such as yearly. 

1976 – 2008 
World Bank - World 

Development 
Indicators 

Institutional Quality Simple average of the 6 Governance Indicators: Control of Corruption, 
Government Effectiveness, Political Stability and Absence of Violence, 
Regulatory Quality, Rule of Law, Voice and Accountability 

--- 
World Bank - 
Worldwide 

Governance Indicators 
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Variable Description Time-Series Source 

Liquid Liabilities 
(“M3”) 

Liquid liabilities are also known as broad money, or M3. They are the sum 
of currency and deposits in the central bank (M0), plus transferable 
deposits and electronic currency (M1), plus time and savings deposits, 
foreign currency transferable deposits, certificates of deposit, and 
securities repurchase agreements (M2), plus travelers checks, foreign 
currency time deposits, commercial paper, and shares of mutual funds or 
market funds held by residents. 

1976 – 2008 Beck et al. (2000b) 

Number of Listed Firms 
per 10k Population 
(“Listed Firms”) 

The number of firms listed on the domestic stock exchange divided by 
population in 10000s. 

1976 – 2008 Beck et al. (2000b) 

Private Credit by Deposit 
Money Banks/GDP 
(“Bank Credit”) 

Private Credit by Deposit Money Banks refers to financial resources 
provided to the private sector by Deposit Money Banks, such as through 
loans, purchases of non-equity securities, and trade credits and other 
accounts receivable, that establish a claim for repayment. 

1976 – 2008 Beck et al. (2000b) 

Institutional Quality 

(Alternative Threshold 
Measure) 

Index of Social Infrastructure developed by Hall and Jones (1999) --- Hall and Jones (1999) 

Stock Market Cap. / GDP 
(“Stock Market 
Capitalization”) 

Stock Market Capitalization / Gross Domestic Product (GDP) 1976 – 2008 Beck et al. (2000b) 

Stock Market Turnover 
Ratio 
(“Turnover Ratio”) 

Total value of stocks traded / Stock Market Capitalization 1976 – 2008 Beck et al. (2000b) 

Total Capital Equity + Debt  1976 – 2008 
Lane and Milesi-
Ferretti (2007) 

Trade Openness (Exports + Imports) / Gross Domestic Product (GDP) 1970 – 2008 
World Bank - World 

Development 
Indicators 

Trade Openness 

(Alternative Threshold 
Measure) 

The Sachs and Warner (1995) index measures the fraction of years 
during the period 1950 to 1994 that the economy has been open. A 
country is open if it satisfies all of the following criteria:  
(i) non-tariff barriers cover less than 40% of trade 
(ii) average tariff rates are less than 40% 
(iii) any black market premium was less than 20% during the 1970s 

and 1980s 
(iv) the country is not classified as socialist 
(v) The government does not monopolize major exports 

--- 
Sachs and Warner 

(1995) 



2011 Global Business Conference at Sibenik 

38 

 

Appendix 2: Country Classification 
 

Advanced Economies Emerging and Developing Economies 

Australia 
Austria 
Belgium 
Canada 

Denmark 
Finland 
France 

Germany 
Greece 
Iceland 
Ireland 
Israel 
Italy 

Japan 
Korea, South 
Luxembourg 
Netherlands 
New Zealand 

Norway 
Portugal 

Singapore 
Spain 

Sweden 
Switzerland 

United Kingdom 
United States 

Argentina 
Bangladesh 

Bolivia 
Botswana 

Brazil 
Bulgaria 

Chile 
Colombia 

Costa Rica 
Cote d‘Ivore 

Ecuador 
Egypt 

El Salvador 
Ghana 

Guatemala 
Guayana 
Hungary 

India 
Indonesia 

Iran 
Jamaica 
Jordan 
Kenya 
Malawi 

Malaysia 
Mauritius 
Morocco 
Nigeria 
Oman 

Pakistan 
Panama 

 

 Papua New Guinea 
Paraguay 

Peru 
Philippines 

Poland 
Romania 

South Africa 
Sri Lanka 
Tanzania 
Thailand 

Trinidad and Tobago 
Tunisia 
Turkey 
Uganda 
Uruguay 

Venezuela 
Zambia 

 

# of Advanced Economies: 
26 

# of Emerging and Developing Economies: 
48 

Total Number of Countries:                   74 

Source: IMF World Economic Outlook Database Country Classification, April 2009 
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Abstract 
 
The importance of the asset management sector has prompted many studies to highlight the need to 
promote its growth and development. This even more so following the recent financial crisis, 
considered by many authors the most severe recession after World War II. Contributions existing in 
literature have emphasized the importance of investigating the corporate governance system of the 
Asset Management Companies (AMCs), considering that the Italian financial system is characterized 
by a "vertical integration" between production and distribution.  
 
The objective of the paper is to study the governance structure of AMCs, trying to analyze the 
presence of a significant influence between some important corporate governance variables and the 
profitability. We have analyzed a sample of AMCs, distinguishing independent AMCs and AMCs 
belonging to a banking or insurance group. The study was conducted over a four-year period: 2006-
2009.  
 
The results obtained could allow us to formulate useful reflections on the importance of the 
governance characteristics of asset managers. Finally, we  could contribute to the following topic: the 
potential conflict of interest and the ability to recover profitability margins. 
 
 
Keywords 
 
Corporate governance, profitability, crisis, AMCs 
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1. Introduction 
 
Recent financial crisis has contributed to determine a radical change in business environment, so 
feeding a greater cultural and geographical distance between people. This situation had some 
consequences in terms of necessity to increase innovation and competitiveness of companies. 
 
Also the asset management, in Italy and abroad, suffered from this tricky period, so it appears 
important to study this sector, paying attention to the asset management companies (AMCs, the Italian 
Società di gestione del risparmio) and, in particular, to their governance structure. Considering that a 
good corporate governance promotes value creation, development and economic growth, the 
objective of the paper is to analyze the presence of a significant influence between some important 
corporate governance variables of AMCs and their profitability level. 
 
  
2. Literature Review  
 
Asset management is a very important sector for the Italian financial system (Messori, 2008), so that 
numerous studies (Stoughton et al. 2009) have highlighted the need to foster its growth and 
development of this industry. This even more so following the recent financial crisis, considered by 
many authors (Campello et al. 2009; Barucci and Messori, 2009) the most severe recession after 
World War II. 
 
The crisis has made necessary to intervene in the following areas: risk monitoring, need to promote 
the long-term savings and retirement planning, dissemination of financial education, regulation, 
investor protection, search for efficiency and cost competitiveness, need to pay attention to the 
governance system of the asset management players. 
 
We will focus the analysis on this latter issue, also in the light of the peculiarities of the Italian asset 
management sector: most AMCs belong to banking or insurance group and the so called "vertical 
integration" between production and distribution. In Italy, the supply model of asset management 
products is essentially based on the banking networks of the same group of AMCs. 
 
This means that the same distribution channel often offer the asset management products to 
customers as an alternative to other more opaque and risky financial instruments: it follows a potential 
conflict of interest. 
 
Asset management continues to receive attention, not only from scholars and market participants, but 
also to the legislature. The new national

1
 and international

2
 regulatory framework highlights the 

importance of identifying and managing potential conflicts of interest in the provision of investment 
services and to strengthen the decisional autonomy of the AMCs.  
 
Many contributions (Lener, 2005; La Porta et al., 1997, 1998) have stressed the importance to 
investigate the possible consequences of ownership of asset managers. Moreover, a wide literature 
(Walter, 1999; Burkart et al., 2003; Boot et al., 2006) describes the costs and benefits of the 
governance system and other studies (Weisbach, 1988; Borokhovich et al., 1996; Khorana et al., 
2007) deal about the characteristics of different governance mechanisms and their implications.  
 
Many researches (Klapper and Love, 2004; Himmelberg et al., 1999), suggest that better corporate 
governance (CG) would affect the level of investor protection. The analysis of the governance 
characteristics is even more significant if we consider that AMCs are exposed to agency problems 
(Jensen and Meckling, 1976) and, also, to the so-called fund governance, that is the potential conflict 
of interest between their members and the participants to the funds they manage.  
 
In general, the corporate governance (CG) is a key element for development and economic growth 
(OECD, 2004). Onado (2000) defines the CG as the system by which the interests of multiple 
stakeholders are represented or as the system by which companies are directed and controlled. 

                                                           

1 Savings Act (Law No. 262 of December 28, 2005). 
2 MiFID (Directive No. 2004/39/EC on Markets in Financial Instruments) and UCITS III (Directives 2001/107/EC and 
2001/108/EC) and UCITS IV. 
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Moreover, the literature distinguishes between the Anglo-Saxon model of corporate governance, 
which is aimed to maximize the shareholder value and the model of continental Europe, which 
considers the company as a combination of the different interests of all its stakeholders. 
 
It is also possible to provide a restricted and a broad definition of the expression corporate 
governance. The CG could be described as the set of relationships between managers, directors and 
shareholders or it could be considered as the set of laws, regulations and practices of the private 
sector through which corporations can attract capital, conduct its business, generate profits and meet 
the legal obligations and general societal expectations. Finally, Shleifer and Vishny (1997) identify the 
CG as the way thanks to which the lenders are assured of getting a return on their investment. 
 
A very debated subject in the literature is the presence of a large number of independent directors 
(Hermalin and Weisbach 1998, 2003). In general, outside independent director means a director 
without managerial authority and significant relationship with the executive directors, the company and 
its group. In the AMCs, the independent director guarantees the interests of minority shareholders and 
subscribers to the fund. 
 
First of all, it is necessary that the directors meet certain requirements of experience and integrity and, 
consequently, that they are able to play a real decision control (Fama and Jensen, 1983). Then, we 
can identify the following tasks of independent directors: to check the correct application of procedures 
relating to the exercise of administrative charges related to financial instruments attributable to assets 
under management; to express an opinion on issues brought to their attention by at least two 
members of the board and to form an opinion on the adequacy of content and responsiveness to the 
interests of customers of the conventions that affect in some way on assets under management, to 
evaluate the criteria set by the board of directors for the remuneration of its members, the managers 
and the senior management.  
 
Despite their essential functions, the independent directors continue to be few within the decision 
board of the management company. Moreover, given the reduced degree of independence of AMCs 
from banking or insurance groups, typical of the Italian asset management context, the board of 
directors is often made up by persons who have others executive functions within the groups. 
 
A further element of analysis of the structure of the board is the evaluation of the separation between 
the president and the chief executive officer (Brickley et al., 1997). The literature (Conger et al., 1998, 
Dalton and Daily, 1998, Donaldson and Davis, 1991) states that, in general, it is preferable to avoid 
the so-called Ceo duality, that is the overlap of the two charges in the same person. The coincidence 
between the president and chief executive officer determines, in fact, an excessive power 
concentration in the hands of the same person, so limiting the board independence by the top 
management of the company. 
 
Another important variable of governance is the number of shareholders. The theory of value creation 
for the shareholders argued that the maximization of shareholder value determines the maximization 
of the overall value created by the company and that the goal of maximizing the shareholder value 
allows to regulate the management. In general it is possible that a company is characterized by a 
dispersed shareholder structure. This situation creates two problems: the separation between 
ownership and control; the limited size of shares held by shareholders do not encourage those entities 
to control the management of the company. According to agency theory, there is a direct relationship 
between the degree of concentration and shareholder value creation.  
The empirical evidence seems to confirm the hypothesis that a shareholder reduces the discretion of 
management in achieving private benefits and increases the pressure to maximize shareholder value. 
It was demonstrated that the ownership structure is a complex variable, so that it should also 
investigate the nature of the parties which own significant shares of the capital firm.  
 
Another specificity of the Italian asset management industry is the lack of individual listed asset 
management companies, but, rather, the banking/insurance groups to which the AMCs belong are 
listed on regulated markets.  
 
In Italy the asset management products are designed to secure very large relegation to the distributors 
and to bear substantial costs for ancillary services offered by the banking group. This results in a high 
incidence of distribution and accessories costs with respect to the production costs, so that the buyers 
of asset management products are charged by high total costs and the AMCs retain an inadequate 
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share of their revenues (Chordia, 1996; Elton et al., 2003; Knuutila et al., 2007; Sirri and Tufano, 
1999). In light of this situation, it is important to study the profitability of the AMCs. 
Several contributions, including Cremers and Nair (2005), addressed the issue of interaction between 
some governance measures and firm performance, while others authors have focused on studying the 
impact of any banking participation on the AMCs‘ profitability. Some studies (Cable, 1985, Gorton and 
Schmid, 2000) show a significant positive impact on the profitability by the banking participation to the 
companies; instead, other research (Chirinko and Elston, 2006) stress the absence of significant 
differences between independent companies or owned by banks. The study of the profitability of asset 
management companies is conducted considering the following financial ratios: Return on Equity 
(ROE) and Return on Assets (ROA). 
 
 
3. Methodology 
 
The results of the research are achieved through the use of a particular statistical methodology, the 
Seemingly Unrelated Regression (SUR), that is a multi equational method formulated by Zellner 
(1962, 1963). The SUR technique is applied to economic models that may have multiple equations 
apparently independent of each other and it enables us to estimate the equations jointly make the 
estimators of the coefficients more efficient than least squares estimators of the single-equation. One 
of the potential benefits of the SUR methodology is that it incorporates the cross-section estimates of 
the residues in the estimated coefficients and statistical tests. The regression coefficients in all 
equations are estimated simultaneously by applying the Aitken‘s generalized least squares (GLS) to 
the whole system of equations. The Aitken‘s estimators are constructed thanks to an estimate of 
variances and covariances of the disturbance terms, based on the residues resulting from application 
of least squares according to logic equation by equation.  
Mathematically: 
                                                               yµ = Xµβµ +  uµ                                                      
 (1) 
 
we suppose that the (1) is the μ-th equation of an M equation regression system with yμ (Tx1) vector 
of observations on the μ-th ―dependent‖ variable ", Xμ (Txlμ) matrix with rank lμ of observations on  lμ 
"independent" non-stochastic variables, βμ (lμx1) vector of the regression coefficients and uμ (Tx1) 
vector of random error terms, each with mean zero. The system, of which (1) is an equation may be 
written as: 

                 (2) 
           
                                                              y = Xβ  +  u                                                              
 (3) 
 
where y = [y'1y'2 .... y'M], β = [β'1β'2 .... β'M], u = [u'1u'2 .... u'M] and X represents the block diagonal 
matrix on the right side of (2). It is assumed that the M (Tx1) disturbance vector in (2) and (3) is 
assumed to have the following variance-covariance matrix: 
 

   (4) 
 
where I is a matrix of order T x T and σμμ '= E (uμtuμ't) for t = 1, 2, .... , T and μ, μ '= 1, 2, ..., M.  
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In temporal cross-sectional regressions, t is the time and (3) implies constant variances and 
covariances from period to period, as well as the absence of any autocorrelation or serial correlation of 
the disturbance terms. Formally, we regard at (2) or (3) as a single-equation regression model and 
apply Aitken‘s generalized least-squares. That is, we pre-multiply both sides of (3) by a matrix H which 
is such that E (Huu 'H') = HΣH '= I. In terms of transformed variables (the original variables pre-
multiplied by H), the system satisfies the assumptions of the least squares model. The application of 
least squares will yield a best linear unbiased estimator (the estimator of Aitken's generalized least 
squares)

3
, which is: 

 

                      
 (5) 

 
In constructing this estimator, we need the inverse of Σ, which is given by: 
 

                                               
 (6) 
 
The Aitken estimator of the coefficient vector is: 
 

                                        (7) 
 
Our analysis is based on the study of the governance structure of AMCs, considering the following 
independent variables: the number of shareholders, the number of directors and, among these, those 
with the requirement of independence and other officers within the group of the AMC, the coincidence 
between the President and Ceo and the membership of a listed group. Table 1 shows the above 
mentioned variables, tested at 31 December each year. 

 

                                                           

3 The quadratic form that we have to minimized in the Aitken‘s approach is not the sum of the squares of the originating 
disturbances terms, but the processed noises. This makes the Aitken‘s estimator more efficient than classical least 
squares estimator based on the original variables. 
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Table 1: Corporate governance variables  

 
Independent variable  Acronym Description 

Number of shareholders Sh.  

Number of directors Dir.  

Number of independent directors IndDir  

Number of directors with other offices within the AMC‘ s 
group 

DirGr  

Coincidence between the President and Ceo 
 

PrCeo dummy variable with value 1 if the 
two charges are covered by the 
same person, 0 if there is no 
coincidence. 

Membership of the management company to a listed 
group 
 

ListGr dummy variable with value 1 if the 
AMC belongs to a listed group, 0 
otherwise. 

Ownership Own dummy variable with value 1 if the 
AMC belongs to a banking or 
insurance group, 0 otherwise. 

Market share  Marksh  

 
Table 1 includes, for completeness, an additional independent variable: the annual market share

4
 of 

the AMCs, to take into account the asset management company size.  
 
The objective of our analysis is to examine the possible impact of the above mentioned variables on 
the profitability. The profitability was determined, for any year, by the ROE and the ROA, which 
represent, in our research, the dependent variables. The decision to measure the profitability not only 
thanks the calculation of the ROE, but also considering the ROA, was carried out in order to facilitate 
comparison of the AMCs, taking into account any distortion effect arising from differences in the use of 
leverage and cost of capital (Lehmann and Weigand, 2000). 
 
The analysis is conducted on a four-year period (2006-2009), so the number of independent and 
dependent variables will change depending on the different year. The choice of adopting the SUR 
methodology was carried out in the light of this latter consideration. It affords to conduct the analysis 
on samples composed of different number of AMCs, independent or not. 
 
The study is conducted with particular reference to the independence of those entities to the banking 
or insurance groups, so that the sub-samples consist of a share of independent AMCs and a share of 
not independent AMCs. The concept of "independence" is borrowed of Article 2359 Civil Code. In 
particular, starting from the definition of "significant influence", we respect the following criteria: the 
AMC is not independent if the percentage of banking/insurance overall participation is at least 20% 
(1/5 of votes in the general shareholder‘s meeting). In other words, if the AMC‘s ownership is, at least 
20%, banking or insurance, the asset management company is considered linked to the distribution 
network. 
 
 
5. Results 
 
The results of our analysis were obtained by studying the influence of governance structure on the 
profitability of the AMCs.  
 
Table 3 shows the average values of governance variables for the two groups of AMCs 
(banking/insurance and independent). We can note that during the period 2006-2009, independent 
AMCs have a greater number of shareholders and fewer number of independent director with respect 
to other AMCs. Moreover, banking/insurance AMCs belong, more often, to a listed group; this result 
confirms what we can observe in the reality: the Italian asset management sector is characterized by a 
preponderance of not independent AMCs, belonging, often, to listed groups. Finally, we consider the 
market share: it seems that banking or insurance AMCs have a market share bigger than independent 

                                                           

4 Market share was calculated by dividing the annual amount of assets managed by each AMC for the gross assets 
under management in the sector. 
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AMCs. It is possible that an AMC belonging to a large banking group could benefit the bank's 
distribution network to which it belongs. 
 
Table 3: Governance system of AMCs 

 

  2006 2007 2008 2009 

  
Indep. 
AMCs 

Bank./Ins
. AMCs 

Indep. 
AMCs 

Bank./Ins
. AMCs 

Indep. 
AMCs 

Bank./Ins
. AMCs 

Indep. 
AMCs 

Bank./Ins
. AMCs 

N. shareholders 0,017 0,013 0,017 0,013 0,019 0,012 0,020 0,014 

N. directors 0,014 0,013 0,014 0,013 0,014 0,013 0,016 0,015 

N. indep. 
Directors 

0,000 0,017 0,004 0,016 0,008 0,015 0,013 0,016 

DirectGr 0,024 0,011 0,022 0,011 0,023 0,011 0,024 0,012 

PrCeo 0,200 0,102 0,200 0,102 0,231 0,102 0,231 0,102 

ListGr 0,267 0,593 0,267 0,593 0,308 0,593 0,308 0,633 

Market share 0,001 0,007 0,001 0,007 0,002 0,011 0,001 0,011 

 
 
Table 4 shows the average values of ROE and ROA indicators for the two groups of AMCs, showing a 
higher profitability of independent asset management companies for any year, except 2008. This 
might lead one to believe that the profitability of that year may have been influenced significantly by 
other factors, primarily the recent financial crisis, which has culminated in 2008. In particular, one 
might think that the banking AMCs have managed to maintain the highest overall profitability by using 
their distribution channels. 
 
Table 4: Profitability of AMCs 

 

 

2006 2007 2008 2009 

 

Indep. 
AMCs 

Bank./Ins
. AMCs 

Indep. 
AMCs 

Bank./Ins
. AMCs 

Indep. 
AMCs 

Bank./Ins
. AMCs 

Indep. 
AMCs 

Bank./Ins
. AMCs 

ROE 0,308 0,235 0,350 0,242 0,251 0,025 0,216 0,117 

ROA 0,311 0,221 0,372 0,223 0,342 0,604 0,233 0,110 

  
Given the described results, the application of the SUR methodology (Table 5) allows to demonstrate 
the significance of the governance structure of AMCs in influencing the profitability. 
 
 
 
Table 5: Relationship between governance and profitability  

 

Year 
ROE and ROA 

(Dependent variables) 
Estimates coefficient 

(Independent CG variables) 

Std. Error 
p-value 

2006 
ROE 

Sh.  
Dir. 
DirGr. 
Own. 

-3,393 
12,370 
1,953 
-0,133 

 
 

1,851 
4,726 
1,059 
0,067 

0,072 
0,012 
0,071 
0,052 

* 
** 
* 
* 

ROA 

Sh. 
Dir. 
IndDir. 
Own. 

-3,554 
12,932 
-0,787 
-0,141 

1,755 
4,521 
0,346 
0,063 

0,048 
0,006 
0,027 
0,029 

** 
*** 
** 
** 
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2007 

ROE 
 

Dir. 
PrCeo 
ListGr. 
Own. 

8,852 
0,120 
0,112 
-0,170 

4,517 
0,061 
0,052 
0,066 

0,055 
0,053 
0,035 
0,012 

* 
* 
** 
** 

ROA 
Dir. 
Own. 

9,484 
-0,214 

4,641 
0,067 

0,046 
0,0024 

** 
*** 

2008 ROE DirGr. -14,085 
 

5,332 0,011 
 

** 

2009 

ROE 
 

Dir. 
DirGr. 
Own. 
 

8,915 
-3,924 
-0,229 

 

5,256 
1,294 
0,068 

0,958 
0,004 
0,001 

 

* 
*** 
*** 

 

ROA 
DirGr. 
Own. 

-3,857 
-0,149 

1,534 
0,081 

0,015 
0,072 

** 
* 

Table 5 shows the estimated coefficients, using the SUR method, of the independent CG variables, indicating the 
significance at 1% (***), 5% (**) or 10% (*), the profitability indicators, ROE and ROA (dependent variables), and the year.  
 
Legend:  
ROE = Return on Equity  
ROA = Return on Assets  
Sh.= N. of shareholders 
Dir. = N. of directors 
IndDir. = N. of independent directors 
DirGr = N. of directors with others strategic function within the group 
PrCeo = Ceo duality 
ListGr. = AMC’s membership to a listed group 
Own. = Ownership of AMC (banking / insurance or independent AMC) 

 
 
Table 6: F test (relationship between CG and profitability)   

 

F test for the specified constraints: 

F(7,371) = 3,7691 [0,0006] 

 
The results show that the CG structure could, probably, influence the profitability of AMCs. Among the 
considered governance features variables, it seems important to note that during the period 2006-
2009 the following variables are the most significantly in influencing the ROE and ROA: the number of 
directors and, among them, of those with others strategic function within the AMC‘ s group. The 
profitability level is positively influenced by the first variable and it is negatively influenced by the 
second. A very important result concerns the ownership of AMC: independent AMCs have a higher 
profitability, compared to those of banking or insurance matrix in the years 2006, 2007 and 2009. This 
could be due to the practice of banking AMCs to recognize the repayments to the distributor. This 
policy creates greater costs for non-independent management companies, which penalize their 
profitability.  
 
The consistency of the results was tested using the F-test (Table 6). This statistical measure can test 
the hypothesis that the coefficients of the significant variables are zero against the alternative 
hypothesis that at least one of them is different from zero. The value of this test and the p-value has 
confirmed the significance of the results obtained on the governance characteristics. 
 
 
6. Conclusion 
 
The asset management industry is undergoing a profound transformation, also following the recent 
financial crisis. The turbulent environment enforces academics and practitioners to generate insight for 
doing business, so it appears important to study the asset management protagonists.  
 
The aim of this study is to investigate the existence of differences between banking/insurance and 
independent asset management companies with regard to their governance system and to identify the 
potential impact on the profitability. 
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The results highlight, first of all, that the average value of ROE and ROA indicators for the two groups 
of AMCs (banking/insurance and independent), shows a higher profitability of independent asset 
management companies for any year, except 2008. Moreover, it seems that the CG structure 
influence the profitability of AMCs: during the period 2006-2009 the following variables are the most 
significantly in influencing the ROE and ROA: the number of directors and, among them, of those with 
others strategic function within the AMC‘ s group and the ownership. The profitability level is positively 
influenced by the first variable and it is negatively influenced by the second. Finally, with regards to the 
ownership: independent AMCs have a higher profitability, compared to those of banking or insurance 
matrix in the years 2006, 2007 and 2009. 
 
In conclusion, the study could provide a contribution to the debate, existing in the academic and 
operational context, about the distinctive features of the asset management companies with a close 
connection between production and distribution. This is even more interesting, in the light of the Italian 
context of asset management, which is characterized by the prevalence of non-independent AMCs.  
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Abstract 
 
Because of globalization, advances in information and communication technologies and increasing 
competition, companies need to focus on managing customer relationships in order to survive. 
Customer relationship management (CRM) is a strategy focusing on the needs of the customers and 
to know better them. By using information and communication technology, enterprises are trying to 
create and customers‘ loyalty and keep this loyalty constant. CRM is a strategy targeting to 
understand and know better the contemporary consumers through a database constructed for the 
customers of companies. For long term and healthier relations with customers, a database related to 
the customers should be formed and the customers should be followed via the database. Because of 
cut-throat competition experienced in tourism industries, creating and maintaining customer loyalty 
have vital importance for the success of hotels. For this reason, this study the searches the 
applications of customer relationship management (CRM) processes of a hotel enterprise and the 
strategies used for creating customer loyalty. Also, the effects of the CRM strategies employed in a 5 
star hotel were investigated. For the survey, 327 guests of a 5 Star were asked to fill a questionnaire 
containing 30 questions. The data were transferred to a statistic program and evaluated. Finally some 
propositions and suggestions will be presented. 
 
Keywords 
 
CRM, marketing, hotel management, tourism, customer loyalty     
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1. Introduction 
 
The scarcity of goods and products and the supply policies of manufacturers conducted in 1950s 
limited consumers in their buying preferences. However, consumers‘ purchasing mentality changed 
and consumers have become more important in 1990s. The reasons for these sharp changes can be 
summarized as follows: 

o The number of goods and services has increased and so alternatives of consumers have 
increased.  

o By using information and communication technologies more effectively, consumers can be 
able to reach information about the rivals or alternative goods and products. Customers have 
become more empowered than they were in a pre-IT age when strategy and marketing were 
firm initiated and firm-controlled (Verona and Prandelli, 2002, 299). 

o Technological developments have altered many processes; from the marketing of goods and 
services to distribution channels. It is now possible to reach the customers via various 
channels (Mirani et all, 2001, 101-114).  

o The understanding and the way of handling with customers have been changed. Traditional 
marketing concentrates on finding customer. However, with the CRM focus, the purpose is 
both to win as to maintain the customers. The new CRM paradigm reflects a change in the 
traditional marketing, described as customer management (Mendoza et all, 2007, 215).  

 
At the end of World War II, the same technological developments have given a rise to the industry of 
tourism. Nobody can deny its inevitable increase for the countries and regions. The second half of the 
last century witnessed that tourism has been the star industry for social and economical improvements 
for almost all the countries. There is no need to mention the brief history of the international tourism 
development and the case of it today. The position of the tourism can be summarized as one of the 
leading economic industries, particularly for the countries having no technology or are still in the period 
of agriculturalization. Also it is controlled by giant international tour operators creating and encouraging 
mass tourism. However, mass tourism is still main products of international tourism.  
 
However over a few decades, trends in tourism demand have shifted from standardized mass tourism 
to more individualistic patterns enabling travelers to have more flexible and meaningful experiences 
(Briedenhann and Wickens, 2004). It can be interpreted as parallel to the changes in the purchasing 
attitudes of the contemporary consumers. It seems that changing needs, desires and attitudes of our 
age consumers will force tourism companies to engage new strategies. In this point, to keep existing 
customers seem to be difficult and important than to find new ones for the enterprises. Because many 
studies point out that the cost of keeping existing customers is 6 or 7 times lower than generating new 
ones(http://www.microsoft.com/turkiye/dynamics/crm/crm_nedir.mspx). It is valid and too important in 
the tourism as Martin (2003) summarizes the case for the tourism as ―the tourism demand of the world 
is increasing day to day. As parallel to the increase of the demand, the supply is also increasing in the 
same pace and the competition among destinations is getting harder.‖  This can be seen from the 
2007 statistics; there were 846 millions international tourist arrivals in 2006 
(http://www.unwto.org/index.php). Adding up inbound travelers to this figure and thinking every region 
as destination are evidence for the importance of keeping current customers and so the importance of 
CRM for the hoteliers in the competitive environment being observed today.  
 
 
2. Customer Relations Management         
 
Even though it is not a new concept, it was drawn attention from scholars at the end of 1980s. Pan et 
all (2006, 238) mention that there is a general belief that the origins of CRM can be traced back to the 
old days when vendors enjoyed an interpersonal relationship with their customers. The concept of 
CRM aiming to establish long-term good relations with existing customers, instead of focusing on 
attracting new ones or transactional relations starts with the studies of Berry (1983), Heskett et al 
(1990) and Christopher et al (1991). In the philosophy of CRM, it is important to target the right 
consumer segments and to develop true strategies for drawing these consumers (Ferik, 2002).   
 
Within the complex structure of business and competition today, it is not easy to keep in mind such 
details. Goodhue et all (2002) explain the importance and development of consumer relations as 
―consumers were served on an ―exclusive‖ basis, with merchants making use of the personalized 
knowledge of their patrons to generate highly effective customer relationships in forecasting supply 

http://www.microsoft.com/turkiye/dynamics/crm/crm_nedir.mspx
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and demand patterns.‖ Moreover, in the degree the information and communication technologies have 
reached, it is not necessary. Karakostas et all (2005) explain the CRM as ―it involves the continuous 
use of refined information about current and potential customers in order to anticipate and respond to 
their needs and draws on a combination of business processes and IT to discover knowledge about 
the customers and answer questions such as ‗‗who are the customers?‘‘, ‗‗what do they do?‘‘ and 
‗‗what are they like?‘‘. 
 
If needed a definition of CRM, It is to manage effectively customer relations to create a mutual and 
long term value relations. It necessitates conducting strategies and service processes structured in 
customer centered philosophy. As a result, the concept of CRM has been developed as a strategic 
process for businesses to approach customer relations systematically and efficiently 
(http://strategis.ic.gc.ca/epic/site/dir-ect.nsf/en/huw00253e. html). 
 
There are some sharp changes in consumer values and behaviors; there is an increased trend in 
hedonism and individualism in their needs and behaviors. These trends necessitate parallel changes 
in the understanding of marketing. The results were in this direction. Enterprises have converted their 
marketing philosophy from the market share to the customer share. This means that companies 
should focus on maintaining relations with their existing customers instead of winning new ones. To 
form good relations with customers, collecting information about them and setting an atmosphere in 
which both parties feel relaxed are musts of customer relations. Bauer et all (2002, 155) state that 
Collection of information on partners and creation of an atmosphere of trust, satisfaction, and 
commitment are of utmost importance for the establishment and maintenance of customer relations. 
 
To have good relations with customers, a company has to know about them. For these, a system to 
process information related to the customers must be used. Computerization has changed the way 
companies are approaching their CRM strategies because it has also changed consumer buying 
behavior (http://www.webopedia.com/TERM/C/CRM.html). The means to be used in CRM system is 
naturally a database and software. CRM systems enable companies to actively manage customer 
relations in an organized manner. In practice, the means includes methodologies, internal operations, 
and software and internet capabilities. By knowing, it is easier to better address customer needs and, 
as a result, make customer relationships more profitable. To effectively manage customer 
relationships, you need an approach that encompasses enterprise strategy, flexible data 
management, effective customer analysis and segmentation, and positive service operations to attract 
new customers and increase revenue from existing ones 
(http://www.bearingpoint.com/portal/site/bearingpoint/menuitem.) 
 
CRM can be defined as an interactive process achieving the optimum balance between corporate 
investments and the satisfaction of customer needs to generate the maximum profit (Özgener & Iraz, 
2006, 1357). A CRM business strategy includes marketing, operations, sales, customer service, 
human resources, R&D and finance, as well as information technology and the Internet to maximize 
the profitability of customer interactions (Chen & Popovic, 2003, 673). The basic of CRM is to help 
businesses use technology and human resources in analyzing the needs and the behavior of 
customers and the values of those customers. By establishing an effective CRM system strategy, a 
company can increase revenues by:  

o providing services and products that are exactly what customers want  
o offering better customer service  
o cross selling products more effectively  
o helping sales staff close deals faster  
o retaining existing customers and discovering new ones (http://www.cio.com/article/ 

40295/40295/#1) 
 
CRM conveys all business activities directed towards finding new customers and maintaining constant 
relation new and existing consumers, establishing good and long term relations, and improving 
customers‘ satisfaction and increasing revenues. It is not so simple. CRM is an integrated effort. 
Stringfellow et all (2004) state Customer relationship management requires the alignment of three 
building blocks: insight into customer decision-making, information about customers, and information-
processing capability. More clearly, CRM is an integrated effort combining, knowledge of customers, 
relation management and the use of technology.   
  

http://strategis.ic.gc.ca/epic/site/dir-ect.nsf/en/huw00253e.%20html
http://www.webopedia.com/TERM/C/CRM.html
http://www.bearingpoint.com/portal/site/bearingpoint/menuitem
http://www.cio.com/article/%2040295/40295/#1
http://www.cio.com/article/%2040295/40295/#1
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To find and to especially keep relations constant with customers are bases of the CRM. To do so, the 
knowledge about the customers must be personalized. Personalization of the knowledge about 
customers is for customized goods and services as contemporary consumers wish. Analyzing and 
understanding customer value is too important. In their study conducted in hospitality industry, Dube 
and Reneghan (2000) state that understanding of guests‘ value drivers and requirements as well as of 
the ways in which hotels contribute or fail to create customer value. Of course, CRM is nor only for 
personalizing knowledge or value creation for customer. When it is analyzed as whole it is the best 
methodology and strategy for many business benefits. Özgener and Iraz ((2006) emphasize the 
business benefits of CRM as in the below:  

o Gathering and integrating information on customers. 
o Nurturing and maintaining company‘s customer base. 
o Developing a closer relationship with customers. 
o Increasing customer satisfaction. 
o Declining customer acquisition costs. 
o Ensuring sustainable competitive advantage. 
o Maximizing profitability due to increased sales. 
o Increasing customer loyalty as a result of more personal and efficient service. 
o Enabling micro-segmentation of markets according to customers‘ needs and wants. 
o Collaborating with customers for joint value-creation. 
o Acquiring well-accepted outcomes of data-mining activities.  
o Supporting effective sales efforts through better management of the sales process. 

 
Because of improvements in Information and Communication Technologies (ICT), it is easier for 
consumers to grasp all necessary knowledge related to the goods/services and brands all over the 
world. This use of technology is sometimes misunderstood by business world. Many people think that 
installing a database system and loading necessary information related to their customers is 
conducting CRM. However, CRM is a way of doing business. It is not only technological investment to 
follow up the business processes and the changes in the business world. This point of view is the main 
reason of the failures in CRM practices.  
 
CRM requires a technological infrastructure. However, to develop necessary policies and strategies 
that will be used based on the database is more important. The technology should be convertible 
according to the improvements. However, policies and strategies should be more flexible in order to 
adapt them according to the changes observed in markets and business conditions changing.  In short 
CRM differs from classical marketing as Piccoli et all (2003) stated. 
 
Table 1: Traditional Marketing versus CRM Approach 

 
Traditional marketing Customer relationship management 

Transaction focus   Customer focus 

Short term focus  Lifetime focus 

One transaction    Multiple transactions 

Broadcast approach   Sniper approach 

One way, one time communications  Two way, continuous dialogue 

Segment of many     Segment of one 

 
Source: Piccoli et all (2003, p.62) 
 
 
3. CRM in Hospitality Industry 
 
As one the most important and largest service sectors, the hospitality sector needs well established 
relations with customers. Hotel industry where face to face  or one to one relations have to be 
experienced, CRM is becoming more vital for these companies under the conditions of globalization;  
high risk competition, price sensitiveness, changing consumers‘ expectation etc. Olsen and Connolly 
express why the hotel industry has an advantage to develop a successful CRM strategy as follows; a 
hotel culture whereby every customer interaction is perceived as a learning experience and each 
customer contact as a knowledge-building opportunity and a chance to collect new information about 
hotels‘ guest.  
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The information and communication technologies used by a company or an industry can not be 
appropriate for other companies or industries. It depends heavily upon the characteristics, philosophy 
and financial power of the companies and their customers‘ features. Also, some sectors have difficulty 
in finding and using effectively the necessary technologies. For example, Sigala (2005) draws 
attention to difficulties hotels do suffer in matching their technologies with strategies: Consequently, 
many hotels have difficulty in implementing effective CRM strategies, because they allow software 
vendors to drive their approach to CRM, or retrofit a CRM strategy to match the CRM technology they 
have purchased.  
 
In our age, IT technology is very important in marketing efforts. Teo et al (2006) emphasize the 
importance of IT in marketing as ―As companies' business strategies become more customer-oriented 
with the evolution of mass customization and personalized services, information technologies (IT) are 
used not only to serve various departments within an organization, but also to serve end-users of the 
organization's products and services.‖ Therefore hotels should design its CRM system including IT 
and CT as end users can use to obtain all necessary information. In other words, the CRM strategy of 
a hotel should firstly rely on abilities of the hotel for establishing good relations with customers and 
then it should function as a support for the automation of sales force. It must harmonize the relations 
among, business, customers and technology.   
 
Beside IT, human is another important factor in tourism industry. The tourism is an industry that 
human component produces the services for human and service providers are very important in 
satisfaction of customers. Of course IT is very important to keep information related to customers and 
arrange the relations according to the database. However, the operation staffs are very important in 
providing information that will be beneficial in CRM. Uçkun and Pelit (2002) claim that even a bellboy 
can provide very important information for the marketing and CRM; when a bellboy sees the golf 
equipment of a customer while carrying his/her baggage to the room and informs the marketing 
department about this, it can be useful for CRM. Because this customer can be offered some services 
relate to the golf and this can help the company to establish strong relations.    
 
 
4. Methodology 
 
4.1. Questionnaire design 
 
A questionnaire consisted of two parts was designed in light of the related literature. In the first part, 
the control variables such as gender, age, education level, income, job position, marital status and so 
on were used. In this part, 15 items were adopted. Next, 35 questions were decided to be put for 
evaluating the perceptions of customers on the CRM strategies used by the hotel. So, 50 items were 
included in the questionnaire. For the pilot investigation, 50 questionnaires were sent to the hotel on 
August 30

th
 2010. After a week returning questionnaires were analyzed. It was seen that the 

questionnaire was too long and many questions were not marked. Therefore some items from both the 
first part and the second part were eliminated and questionnaire was redesigned; 10 items for the first 
part (see Appendix 1) and 10 questions for the second part were included (see Table 2).  
 
Then, questions addressing perceptions were rated using 5-point Likert scale. Perceptions were rated 
from 1 = unimportant to 5 =very important.  
 
 
4.2. Sampling and survey procedure 
 
The sample was taken from the customers of a 5 star Thermal Hotel, opened at the end of 2006. It is 
in Afyon, a thermal city-center located in western part of Turkey. The survey was conducted between 
September 1

st
 and 15

th
 of 2010. This period was selected as it is in low season in Turkey and the last 

appropriate time for those who have school children travelling with their parents. So families having 
children in primary and high schools could have a vacation at least weekend break. Respondents were 
selected among volunteers. They were asked to fill the questionnaire by the staff of Customer 
Relations Staff.  400 questionnaires returned. 327 of them was accepted fort he analysis.   
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Table 2: Part 2 of the Questionnaire 
 

  1 2 3 4 5 

1 That the workers of this hotel are knowledgeable and well trained is important for 
me in choosing this hotel. 

     

2 It is important for me to complain or make suggestions easily related to the 
services or workers of the hotel.  

     

3 It is too important that hotel managers or workers should understand and offer 
solutions instead of defending when I have a problem/complaint in the hotel. 

     

4 It is very important if the hotel management takes the opinions of the customers to 
improve the service quality offered in the hotel.  

     

5 It is important that the hotel management should receive the opinions of its 
customer to renew and improve the service quality.  

     

6 It is important that the communication between the customers and the 
management/worker should be fluent.   

     

7 It is important that the hotel should be in efforts to inform the hotel customers 
about the services, advantages and privileges provided.  

     

8 It is important for me to be informed about the campaigns of the hotel.      

9 It is important for me that my special/important days are remembered by the hotel 
management. 

     

10 It is important that the hotel should provide everything what is promised in the 
stage of sale. 

     

 
 
5. Findings 
 
5.1. Findings related to the demographical features of the respondents 
 
Among the demographical findings, the most remarkable ones can be listed as the age range of the 
clients. Only 2 of the respondents (0,6 %) are in the third age group. Contrary expectations, the clients 
of the thermal hotel are in the range of young groups, particularly at ages of 33-38 (70 respondents- 
21,5 %), of 27-32 (58 respondents-17,8 % 9) and of 21-26 (52 respondents-15,9 %). Most of them are 
married young couples (244-74,6 %). 
 
Another finding that should be paid attention is the education levels of the respondents. The results 
show that those having higher education levels pay more attention to their health. As 45,3 % of the 
respondents (148 respondents) have bachelor degree and 38,9 % of them (126 respondents) have 
graduated from high school.  
 
One of four respondents (22,6 %- 74) respondents) have quite high income. They mentioned that they 
earn 3.225 $ or more in a month. This is quite higher income in Turkey when compared with others. 
 
When the frequency of having vacation is analyzed, the clients of the thermal tourism have frequent 
vacation habit. They go on vacation more than one times in a year. 102 respondents (42,3 %) have 
vacation once per three months. 88 (26.9 % ) respondents) are having vacation once times six 
months. There are some consumers having more frequent vacation. 102 (31,3 %) respondents are 
having vacation once in three months. 
 
Among the reasons for having vacation, resting & entertainment is the most popular one; 132 
respondents (40,6 %) selected the resting  & entertainment. 30,6 % of the respondents (100 persons) 
mentioned they have vacation to be healthy.  
 
Another remarkable finding is that 62,5 % of the vacationers (204 in total) conducted are repeated 
consumers and 54,4 % of them define themselves as loyal consumers of the hotel. 
 
 
5.2. Findings related to the CRM practices of the hotel 
 
Finding related to the CRM are presented as tables and then commended as below. 
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Table 3 
 

1. That the workers of this hotel are knowledgeable and well trained is important for me in choosing this hotel 

 Frequency Percent 

Certainly Disagreed 8 2.4 

Disagreed 40 12.2 

No Idea 106 32.4 

Agreed 98 30.0 

Certainly Agreed 70 21.4 

Total 322 98.5 

Missing Value 5 1.5 

Total 327 100.0 

 
As seen for more than half of the clients, being knowledgeable and well trained of the workers is 
important. Knowledgeable and well trained workers are important in customer relation management 
and consumer satisfaction. Only 48 consumers (14,6 %) mentioned that they do not pay attention to 
the qualifications of the workers. 

 
Table 4 
 

2. It is important for me to complain or make suggestions easily related to the services or workers of the hotel. 

 Frequency Percent 

Certainly Disagreed 0 0 

Disagreed 14 4.3 

No Idea 112 34.8 

Agreed 138 42.9 

Certainly Agreed 58 18.0 

Missing Value 5 1.5 

Total 327 100.0 

 
In CRM, it is important in tourism industry that consumers can explain their complaints related to the 
services given or workers‘ behaviors and manners and give suggestions. The results show that the 
hotel has a good policy to receive complaints and suggestions. Only 14 consumers 14 clients (4,3 %) 
disagreed while it is important for 196 consumers (60,9 %). 
 
Table 5 
 

3. It is too important that hotel managers or workers should understand and offer solutions instead of 
defending when I have a problem/complaint in the hotel. 

 Frequency Percent 

Certainly Disagreed 0 0 

Disagreed 4 1.2 

No Idea 68 20.8 

Agreed 174 53.2 

Certainly Agreed 76 23.2 

Missing Value 5 1.5 

Total 327 100.0 
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Finding solutions in the case of problem/complaint is very important for consumers instead of 
defending. Depending on the replies of 250 respondents (76,4 %), it is very important practice for 
service industries to listen and interpret the complaints of the consumers for their satisfaction.  
 

Table 6 
 

4. It is very important if the hotel management takes the opinions of the customers to improve the service 
quality offered in the hotel. 

 Frequency Percent 

Certainly Disagreed 0 0 

Disagreed 4 1.2 

No Idea 68 20.8 

Agreed 174 53.2 

Certainly Agreed 76 23.2 

Missing Value 5 1.5 

Total 327 100.0 

 
Taking the opinions of the customers to improve service quality is a must in service industries. By 
taking their opinions, the quality of the services can be improved as they are consumers of these 
services and they know what they satisfy them. No one know this matter better than then  
 
Table 7 
 

5. It is important that the hotel management should receive the opinions of its customer to renew and improve the 
service quality. 

 Frequency Percent 

Certainly Disagreed 0 0 

Disagreed 4 1.2 

No Idea 68 20.8 

Agreed 174 53.2 

Certainly Agreed 76 23.2 

Missing Value 5 1.5 

Total 327 100.0 

 

In the customer relations management, it is important to take and make changes in the quality of 
service quality. Based on the responds (250 respondents, 76,4 %), it can be claimed that the 
management pay attention to the opinions of the consumers for improving the quality of services and 
consumers‘ satisfaction. 
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Table 8 
 

6. It is important that the communication between the customers and the management/worker should be fluent.   

 Frequency Percent 

Certainly Disagreed 0 0 

Disagreed 4 1.2 

No Idea 24 7.3 

Agreed 218 66.7 

Certainly Agreed 76 23.2 

Missing Value 5 1.5 

Total 327 100.0 

 
The communication between customers and management and workers is very for the CRM. The 
results supports that the communication is perceived as important as 284 respondents (89,9 % in 
total) share this idea. 
 
Table 9 
 

7. It is important that the hotel should be in efforts to inform the hotel customers about the services, advantages 

and privileges provided. 

 Frequency Percent 

Certainly Disagreed 0 0 

Disagreed 0 0 

No Idea 32 9.8 

Agreed 214 65.4 

Certainly Agreed 76 23.2 

Missing Value 5 1.5 

Total 327 100.0 

 

It is quite clear from the results that the efforts to inform the consumers about the services, 
advantages and privileges provided are very important for the customers. So for the CRM, it is same. 
The consumers want to know about the services, advantages and privileges provided. 
 

Table 10 
 

It is important for me to be informed about the campaigns of the hotel. 

 Frequency Percent 

Certainly Disagreed 2 0.6 

Disagreed 12 3.7 

No Idea 38 11.6 

Agreed 198 60.6 

Certainly Agreed 72 22.0 

Missing Value 5 1.5 

Total 327 100.0 

 

For good customer relations management, it is a good practice for companies to inform their clients 
about the campaigns they conduct. The results clearly emphasize that the customers of the hotel want 
to know about campaigns. 279 respondents (82, 6 %) underlie that they want to know the campaigns. 
This result is quite attentive from the respect of showing the importance of information seeking. 
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Modern consumers need information by affording less effort. They want to be informed about new 
products and campaigns by spending minimum energy and money.   
 
Table 11 
 

It is important for me that my special/important days are remembered by the hotel management 

 Frequency Percent 

Certainly Disagreed 4 1.2 

Disagreed 4 1.2 

No Idea 8 2.4 

Agreed 222 67.9 

Certainly Agreed 84 25.7 

Missing Value 5 1.5 

Total 327 100.0 

 

The results openly bring out that the human being is emotional and behave according to their senses. 
They want to be remembered in their special days/times. It is quite popular practice that companies 
employ to send special messages in their special days or special price policies to their clients. It is to 
create an effect giving the message to their clients ―You are special for us. 
 

Table 12 
 

It is important that the hotel should provide everything what is promised in the stage of sale. 

 Frequency Percent 

Certainly Disagreed 0 0 

Disagreed 0 0 

No Idea 10 3.1 

Agreed 218 66.7 

Certainly Agreed 94 28.7 

Missing Value 5 1.5 

Total 327 100.0 

 
It is well known fact that the human being is rational creature. S/he wants to obtain te maximum 
benefit versus what he pays. When s/he buys something, s/he expects the maximum benefits. Her/his 
expectations are shaped by what s/he is offered while buying process. It is very important for service 
industries, particularly for the tourism in which the emotional purchasing behavior is wide spread. The 
results show that this is very important in the tourism industry. Because almost all respondents (312 
vs. 95,4 %) want to receive all promised services. 
 
 
6. Conclusion 
 
The developments of the technology and the increase in the number of communication possibilities 
created an environment for the companies to imitate easily the products and services produced by the 
rivals. Under these conditions, the strategies creating customer loyalty have become one of the most 
important competition tool for the companies in recent times. The differentiation, which is an important 
prerequisite to remain in the competitive markets, can be possible through the CRM. 
 
The changes in the needs and wishes of the consumer in the global scale have been causing for 
companies to examine their strategies towards the existing customers. The importance of the CRM, 
which is an outcome of the contemporary marketing concept, has been increasing through time in 
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recent years. One of leading industry that have been adopting the CRM in the world is the tourism 
industry. 
 
In this survey, The customers of a 5 star hotel in Afyon, a city famous with its thermal waters, were 
selected as the sample unit. In the study, the effects of the CRM strategies used by the hotels were 
investigated. The questionnaire including 30 items was filled by 327 respondents.  
 
Based on the findings, it can be concluded that all the strategies used are considered as important by 
the clients. However, the most remarkable results are seen in the strategy of providing everything as 
promised (95,4 % of the respondents in total considered as important). And that of remembering the 
special/important days (93,6 % of the respondents in total considered as important). In addition to 
these results, another remarkable result is that the strategy that is considered less important is the 
workers of this hotel are knowledgeable and well trained is important for me in choosing this hotel‖. 
Although 51,4 % of the respondents mentioned that being knowledgeable and well trained of the 
workers is important in selecting the hotel, nearly half of the respondents do not have idea or don‘t 
care the qualifications of the workers in selecting the hotel. Other items emphasizing the CRM 
strategies used in the questionnaire considered as important and received quite high ranks. 
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Appendix 1 
 

1. Sexuality               
( ) Female  ( ) Male 

 
2. Marital Status 

( ) Single ( ) Married 
 

3. Age 
( ) Under 20 
( ) 21-26  ( ) 27-32  ( ) 33-38  ( ) 39-44 
( ) 45-50  ( ) 51-56  ( ) 57-62  ( ) 63 + 

 
4. Education Level 

( ) Primary School ( ) Secondary School ( ) High School 
( ) Bachelor Degree ( ) MA Degree  ( ) PhD 

 
5. Occupation 

( ) Self-employment ( ) Industrialist  ( ) Tradesmen 
( ) Worker  ( ) Civil Servant  ( ) Other  

 
6. Revenue Level (TL) 

( ) 1000-1500  ( ) 1501-2000  ( ) 2001-2500  ( ) 2501-3000 
( ) 3001-3500  ( ) 3501-4000  ( ) 4001-4500  ( ) 4501-5000 
( ) 5001 + 

 
7. The frequency of having vacation 

( ) Once a week   ( ) Once within two weeks 
( ) Once a month  ( ) Once within three months 
( ) Once within six months  ( ) Once a year 
( ) Other 

 
8. The reason of having this vacation 

( ) Resting and entertainment   ( ) Health  ( ) Business 
( ) Congress and seminar   ( ) Travel  ( ) Other 

 
9. How many times have you stayed in this hotel? 

( )  Never   ( ) Once   ( ) Twice ( ) Three times  
( ) Four times   ( ) More than four times 

 
10. Do you think that you are a loyal customer of this hotel? 

( ) Yes  ( ) No 
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Abstract    
 
Pécs, as a European Capital of Culture (ECoC) in 2010 and offering a series of cultural events, had a 
unique opportunity to place itself on the European map and re-align its development strategy. To 
follow the ECoC year, the writer plans a specific research exercise with a Tourism Value Chain 
Analysis (VCA) of Pécs. This study is a prologue to a project aiming to depict the value chain in 
tourism and effective coordination of multi-stakeholder participation. The author defines the 
characteristics of the tourism product for the purpose of successful marketing, synthesizing the role of 
tourism management organizations in Hungary (based on her own 2007 research). The importance of 
tourism DMOs (Destination Management Organizations) is highlighted by the ECoC year in Pécs, 
where a preparatory phase had helped to shape a local tourism management organization. This local 
DMO contributed greatly to the success achieved by the project - which helped to transform the city 
image from that of an earlier mining town into a cultural tourism destination. 
 
 
Keywords 
 
Value chain analysis, tourism destination development, destination management, multi-stakeholder 
cooperation, sustainable pro-city tourism 
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1. Introduction 

 
1.1 The rationale of value creation 
 
Competitiveness means value. Possibly some novelty may attract attention and produce a return, but 
it is inevitable that, without value replacing novelty, the return will be short-lived.  This principle applies 
to both manufactured products and services.  Created value relates to price and its twin features are 
the basic cost and the value of the product or service. Porter (1985) suggests that value creation may 
be understood by breaking down the operating company and showing it as a series of activities. Value 
creation is then seen as the process of transforming raw materials into finished products and 
delivering them. Highlighting the process concept, Porter terms his model the ―value chain‖.  
 
This concept is challenged by Stabell and Fjeldstad (1998) who suggest that ―value chain‖ is 
unsuitable in analyzing service-type value creation, as the basic processes are different. For them a 
more appropriate notion would be the ―value shop”. This concept, they say, better depicts companies 
which marry a range of problems with problem-solving resources. According to Thomson (1967, cited 
in Stabell and Fjeldstad, 1998. p. 420) ―value shops‖ rely on intensive technology to solve clients‘ 
problems. Value shops schedule activities according to clients‘ needs and so these are not fixed, but 
unique, since they extract the maximum from their problem-solving resources to resolve the problems. 
Tourism, of course, seems a fine example of the latter. Stabell and Fjeldstad identify five primary 
activities in the value shop (Chart 1). 
 
Chart 1: The general Value Shop diagram 

 
Infrastructure 

Human Resource Management 

Technology development 

Procurement 

 
 
Source: Formádi, K. and Mayer P. (2010) p. 302 

 
The concept – the image – of the ―value shop‖ is well-known in the context of tourism and so requires 
mention. However, the author believes that its familiarity is outweighed by the strength and clarity of 
the ―Value Chain‖ metaphor - and is a distraction. In consequence, the term Value Chain is used in 
this study and should be read as incorporating any meanings pertaining to the Value Shop concept. 
 
 
1.2. Designing a tourism product 
 
Developing sustainable tourism demands an understanding of its complex nature and of its position 
and relationships within the broader economy and society. Individual elements of the whole process 
are visible at different points, much as are the links in a chain, and all need to be strong. For example, 
the customer‘s home country will often influence his choice of destination by provoking a desire for 
something totally different, although most mass-market customers wish to know precisely what they 
are buying, often demanding more than they are accustomed to or should reasonably expect. 
Planning needs to be wide-ranging and thorough - both when elaborating the basic concept and when 
attending to fine detail. 
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Tourism, perhaps, is a market extreme, and so sensitivity on the part of the developer or investor is 
hugely important. Tourism may well be good for you, but it is, basically, a luxury and so subject to the 
vagaries of the luxury market. As people have increasing personal disposable income (PDI), more 
aspire to go on holiday, to take more or longer holidays, to travel greater distances to more exotic 
places – and so on. In some cases, of course, new travelers replace others who move on to different 
sectors. In other words, the market may change internally as new waves from different social groups 
of different nationalities travel to older, established destinations – which, otherwise, might have felt the 
effects of market saturation or ageing. Likewise, deteriorating economic conditions and declining PDI 
have other effects – in clear contrast to these.  
 
Mass-tourism in general is concentrated in relatively few areas and in most is well-established, 
having grown over many years. New destinations do not appear overnight. This sector relies heavily 
on a wide range of services and activities, but in traditional areas these have become a part of the 
local way of life, whether tourism in a particular location is year-round or seasonal. Existing facilities 
are geared to the market and employment is focused on the visitor in many different ways.  
 
However, when tourism, on almost any scale, is first introduced to a locality – for example, when a 
spa is opening in an environment totally unaccustomed to the tourist, a new approach is needed. It is 
especially important here to forge partnerships and encourage participation from all concerned, 
whether public, private or the local population. This new dimension to the community must be 
encouraged to grow naturally and organically – new businesses wholly or partly serving tourism but 
growing within a community which has reason to welcome the arrival in town of an attractive new 
entity. 
 
The question is one of balance. The scale of the project should be rational, with prices set to create a 
certain level of demand, and with the ability of management to ensure customer satisfaction. The 
acknowledgement of value is enormously important. It will secure a sensible return on initial 
investment, the natural and cultural heritage basis of the project should be safeguarded and 
residents should be able to enjoy the benefits brought by tourism through an improved environment 
and better living standards.  
 
Tourism development must, therefore, be founded on the three pillars of sustainability (economic, 
environmental and social) and all related action calculated in ways encouraging an equitable 
distribution of the benefits.

1
  

 
In such a complex process, management quality is of paramount importance and the critical issue is 
of how to set up and operate the optimal form of management 
 
 
2. The Operation of Destination Management and the Value Chain 

 
The destination according to Carter, R. and Fabricius, M. 2007 involves many actors, such as the 
local authority, the attractions, the service providers, local touristic consortia or partnerships civil 
organizations, institutions, supporting businesses, tourism development institutions and organizations 
etc Their cooperation is similar to the links in a chain: if they are not linked, the chain is broken. 
Should the participants constituting the key and supplementary functions of the destination not be 
connected, or, even if they are, but some provide a lower quality of service than others, this might well 
influence the evaluation of the whole destination negatively. The quality of the key factors, as well as 
the supporting infrastructure of the destination will formulate the experience of the tourist at different 
levels: he will judge quality (the destination) and perceive value (the journey). 
 

                                                           

1 Using natural and cultural heritage for the development of sustainable tourism in non-traditional tourism destinations. 
Key success factors: Designing a tourism offer, 2002, www.europa.eu/enterprise 

http://www.europa.eu/enterprise
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Chart 2: The Tourism Chain 
 

 
 
Source: Using natural and cultural heritage for the development of sustainable tourism in non-traditional tourism 
destinations (2002). Key success factors: Designing a tourism offer, 28.p. www.europa.eu/enterprise 

 
The elements of the value chain system (Carter, R. and Fabricius, M. 2006): 
o Image and its creation: creating the design and prices etc 
o Preparation for the journey; simplifying booking, providing information etc 
o Travel to the destination: transport facilities, easy access to information etc 
o Arrival: transport, transfer, easy access to information etc 
o Experiences related to the destination: totality of the tourism background services such as  

attractions,  the complex tourism product, accommodation and catering opportunities etc 
o Return journey: transport and access to information 

 
To operate the destination as a touristic value chain, there is a vital need for an organization which 
establishes the link between the tourist and the receiving area in general - one which has independent 
and appropriate competences and tools, and which is capable of coordinating the actors and 
synthesizing activities (Tőzsér, 2006). These multi-stakeholder activities can best be directed by 
Destination Management Organizations. 
 
 
2.1 The role of destination management organizations 
 
Destination Management Organizations (DMOs) are – as destinations themselves – varied in both 
character and size. Destinations are generally complex entities and depend upon the provision of a 
wide range of facilities by an equally wide range of entrepreneurs. Their interests are generally so 
diverse or fragmented that any hope of appropriate maintenance and development being provided or 
emerging is unrealistic. ―Appropriate‖ in this context must include the interests of all stakeholders – 
not simply those of the investors who (legitimately) seek profit, but also of the community, the 
residents of the destination. It is self-evident that such sustainable interests – overriding in their 
importance – can only be provided by a delicately shaped and sensitively run cooperation between 
the democratically elected representatives of the population and private business. To flourish, a local 
authority needs revenue, which can only come from productive economic activity within its 
boundaries. Local taxes on residential and business property values, and a Tourist Tax, are sought. 
Restraints on development are likely to come from residents who object to their settlement becoming 
a noisy, violent centre for alcohol and drug abuse, gambling and other activities which are illegal or 
socially unacceptable. A local authority has restrictive powers in terms of planning permission, 
licensing and taxation. Cooperation in the common interest is clearly vital. 
 
DMOs are organizations responsible for performance and development in the industry over a wide 
range of territories in terms of size – from village to country - changing with the potential for the 
industry to thrive amid huge competition. They should, in reality, be the engine of the industry, 

http://www.europa.eu/enterprise
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irrespective of their size of territory.  
 
The issue of which stakeholder should control or dominate a DMO should rarely be a problem, since 
only some form of PPP (Public-Private-Partnership) can lock the interested parties into an operation 
with a serious potential to succeed – a factor especially relevant to the country examined – Hungary. 
 
It must be accepted that, as asserted by Beritelli et al (2007), in centrally managed destinations 
(usually owned by one company) reactions to a changing market situation can be expected to be 
more decisive, innovative, rapidly and effectively implemented. However, it is difficult to conceive that 
this could serve the long-term public interest. It must also be accepted that a DMO which is a branch 
of public administration is equally unlikely to fulfill its task. A total lack of experience in a competitive 
market situation could be disastrous, and it is not merely in a country such as Hungary that this would 
be true. Since the constraints deriving from the involvement of some form of central authority must be 
present to balance the interests of stakeholders, the solution most likely to succeed must be a fully 
cooperative partnership with the necessary potential to introduce rational policies and governance 
with the  understanding and support from all interested parties. 
 
From different earlier theories (Coase 1960; Jensen and Meckling 1976; Williamson 1979; Powell 
1990; Richter 1994; Gulatti 1998;) we can conclude that, for tourist destinations, destination 
management operated by the community is heavily dependent on networks which bring together a 
wide spectrum of relationships – essentially those which arise through practical or business 
considerations (transactional is an appropriate term now used) and others of a more personal nature. 
On the other hand, where we have a company-dominated situation, hierarchical relationships emerge 
more or less naturally, underlining, as Beritelli et al. put it, ―the dyadic perspective‖. In destinations 
where the community (in one form or another) is the driving force, serious progress in the 
strengthening of the network depends upon more informal links, together with relevant knowledge and 
mutual respect and trust. 
 
As we attempt to construct a ―best practice‖ model for a DMO (purely for domestic use, we should 
stress), it might be appropriate to evaluate the characteristics of the alternative, and for this exercise 
we again acknowledge the thoughtful construction of Beritelli et al. 2007 and the terms used. 
 
In terms of transaction costs, it is only to be expected that the corporate model proves more 
economical than the community, although. The former is likely to arise due to the dominance of one or 
two entities which bear the bulk together with business partners whose interests coincide. There are 
likely to be more players in a community example and less focused operations. In the area of power 
asymmetries much the same can be expected – more diffuse in the community model and more likely 
to be dominated by a firm or firms in the corporate sector. 
 
Interdependence, possibly diffuse in a community model, is likely to be strong in a corporate example 
where community and company recognize their need for each other. In respect of dual trust and 
control, the della Corte model may appear stronger since it is more likely that various corporate 
interests will be underpinned by clear agreements, formal or informal. With the community, public 
affirmation will be both necessary and decisive. 
 
Differences between the two in terms of knowledge may be quite strong, with the community model 
displaying a wide spectrum, often historical, which may or may not be relevant. On the other hand, in 
the corporate model, knowledge is likely to be hard and detailed, even if narrow in being restricted to 
specific commercial interests of the parties. Informal or personal connections are also likely to appear 
different in that the community model will show a wide range of network-style connections with 
varying degrees of relevance or usefulness, whereas the corporate example would show few 
(although probably highly relevant. 
 
The essential feature is that the DMO should not be a relatively passive supervisor; the accumulated 
experience and direct interests of the members qualify them perfectly to be the guardians of the value 
chain and so the best guarantors of sustainability for their destination.  

 
 

2.2. National survey summary regarding Hungarian DMOs 
 

The writer prepared a focused survey on Destination Management Organizations in Hungary. This 
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related to ROP-related assistance promised for late-Spring 2008 to help tourism foster such 
organizations, devoted exclusively to coherent and organized development of the industry. 
 
The questionnaire was based upon a WTO survey (2004) in which Hungary did not take part. The 
results were intended to assist our understanding of the current situation regarding DMOs in Hungary 
and help to find ways for improvement. The nomination of Pécs as an ECoC increased interest since 
little seemed to be understood within Pécs circles of the potential benefits of a serious DMO – even 
one devoted exclusively to the 2010 project. 
 
Of the 35 DMOs approached, 34% responded, mostly through an on-line survey; providing a sample 
of organizations at Regional, County or City/Settlement level. This report examined in outline the 
profile of these three types of organization. (For unknown reasons, National Tourism Authority or 
National Tourism Organization representatives did not respond). 
 
The structure and governance of tourism management organizations in Hungary showed little 
consistency – there were a profit-driven commercial company, an agency of a regional government 
organization, a national government department and one ―other‖ - each representing 8% of the 
sample; 15% applies both to a department of regional, provincial, state or local government 
organization or to a non-profit association of tourism businesses. There was a much higher level of 
private sector involvement (38%) through some form of public-private partnership, particularly at 
city/settlement level. 
 
All the organizations surveyed were small (up to 10 FTE staff) and in spending power. 50 % of the 
total had operational budgets of more than HUF 25m, and 63% above HUF 10m. The survey showed 
that regional organizations had a substantially higher budget than county and city/settlement level. 
More than 70% of this came from national/regional or local government sources as opposed to 30% 
of tourism-related or advertising income from businesses. This included surprisingly low revenue from 
tourist tax (1.64%) and membership fees from tourism businesses (2%). 
 
The map below (Figure 1) shows the tourism bed capacity of the regional-, county- and settlement-
level organizations responding. This shows that, proportionately, regions have higher numbers than 
micro-regions or settlements. 
 
The map also shows that those tourism DMOs responding were either already innovative,  or were 
willing to become innovative and make reforms to introduce tourism DMOs in the near future. 
Unfortunately, the traditional tourism regions of Budapest, also incorporating the highest level national 
tourism organizations, and West Transdanubia, which has the benefit of physical proximity to the 
biggest ―tourist sending‖ countries) did not respond. 
 
Figure 1: Availability of tourism beds in the Hungarian regions/micro-regions/settlements participating 
in the survey 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: The author‘s own survey. Designed by Molnár, Cs. (2007) 
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Core marketing and product development activities, information collection and reservations were 
undertaken by all types of DMO and their wide range of marketing activities did not necessarily 
decrease where budgets were lower. It was clear that, in smaller DMOs, resources were thinly 
spread, in attempts to meet the needs of different groups of stakeholders. 
 
For all types of DMO surveyed, the use of ‗new media‘ activities will represent an increasingly 
important aspect of marketing. The expected growth areas for the next 3 years include: 
o CRM (Customer relationship management) -  25% increase planned,  
o E-marketing -  33% increase forecast.  
o The use of IT systems facilitating the input of information and content to be distributed direct – 

i.e. not channelled through a central department –  17% increase forecast,  
o Real-time Web reservations services – a 16% increase in planning is expected.  

 
The study asked DMOs for their opinions on both the way tourism structures worked in their own 
country and the role of the public sector in promoting tourism. The sample showed that 50% of the 
respondents thought that the tourism structure in Hungary sometimes did not work well and 17% 
thought that it worked badly. 59% of all surveyed organizations supported a continuing important role 
for the public sector but 100% agreed that ―A public private partnership is the best way to promote 
and organize destinations‖. There was also 92% agreement that tourism development, management, 
marketing and promotion should be managed within an integrated structure. 
 
This research was not intended to constitute an isolated ―one-off‖ survey in Hungary, but to establish 
a source of knowledge about Hungarian DMOs. Now, as the North Balaton Agency demonstrated, the 
writer would like to stress the importance of joining the WTO initiative, which is Web-based and 
continuously updated. This would facilitate tracking trends in the country and in the whole tourism 
market. 
 
The Hungarian pilot project suggested setting-up tourism organizations at settlement-level (Chart 3) 
incorporating all stakeholders (civil or legal entities) interested in tourism, together with the local 
authority. Each member should have voting rights. 
 
The most important tasks would be to create information and service-providing facilities - including 
accommodation reservations. They can transmit bookings and information but do not have the 
authority to organize services. They support and complement programmes and initiate marketing 
projects to preserve/increase the value of the natural, artistic and historical heritage of the settlement. 
They should assist in the operation of those establishments and services which directly serve the 
industry, maintaining continuous connections with service-providers. They are also expected to 
handle customer complaints and to help guests with information. One if the most important tasks is to 
assist a settlement with its physical development and an appearance appropriate for a holiday resort. 
All in all, the creation and co-ordination of a complex but unified tourism supply for the settlement is 
crucial. 
 
Finance for the organizations comes from membership fees, a subsidy from the local authority, 
standard from the county, from sponsorship, business activities and from community-owned assets. 
Local authorities give the organizations that proportion of their resources allocated to tourism-related 
marketing, but they retained that proportion scheduled for tourism development. In this way, 
settlement marketing was outsourced to settlement tourism organizations. For the successful 
operation of the organization it is vital to employ at least one tourism specialist who is trained in 
destination management. In larger settlements and cities it is advisable to establish a tourism 
marketing office operated not by the local authority but by the settlement‘s own tourism organization 
(or an association created with the co-operation of several settlements). 
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Chart 3: The establishment of settlement level organizations 
 

 
Source: Based on Balaton Partnership Programme. (www.balatonregion.hu) 
 
In relation to Pécs, in 2007 the writer was unable to obtain a clear picture of what was then being 
formulated as a DMO system, but, from the only interview granted (by the county organization 
manager) it was claimed that the planning process had started with the participation of all local 
stakeholders in tourism and economic development. (Bakucz, M. 2008).

2
 

 
 
3. A Development Strategy for Pécs 
 
Briefly, Pécs is a medium-sized town or city with a historic centre and a cultural and intellectual 
atmosphere, with little remaining of a normal industrial background. It is a centre providing services 
for its region (education, technology, R&D), a minor tourist destination, an administrative centre, a 
regional hub with national and international connections and a religious centre. It is located less than 
30 km from the southern border of Hungary (with Croatia). It should also be mentioned that the city 
has lived for years beset by a huge financial crisis. 
 
In the new millennium Hungary, a heavily mono-centric country, introduced a National Development 
Policy Pole Programme, which, together with the ECoC 2010 programme, generated high 
expectations. In Hungary there are few serious provincial centers and the Pole Programme .intended 
these to be the driving forces of development in their region. Others focused on industrial 
development, but Pécs does not have the capacity to compete in this and so chose an alternative 
direction - the ―Quality of Life Pole‖. The city targeted relevant industries and services (Health and 
Environment and Culture). ―Health‖ includes medical treatment, food production, sports facilities and 
medicinal tourism. The ―Environmental‖ cluster involves the creation of an eco-city highlighting 
energy- and waste-management, landscape protection etc. ―Culture‖ had the ―European Capital of 
Culture - Pécs 2010‖ programme. 
 
For this last, Pécs strategy talked of complementary sub-programmes, but each depended on 
National Strategic Reference Funds (2007-2013). Other demands on these funds offered little hope of 
success. The ―own resources‖ needed would swallow all the available funds of a hugely debt-
burdened local authority, leaving the private sphere as the only source. 
 
The ECoC project is certainly important – extremely so as the potential creator of an image for the city 
as a world-class centre of culture, education and intellectual resources -.but expectations had to be 
lowered and the event re-evaluated as no more than one single tool (among many) if Pécs is to 
become a dynamic regional centre. 
 
 
3.1. European capital of culture – the Pécs 2010 programme 
 
The city was a European Capital of Culture in 2010, together with Essen and Istanbul, The 
programme for the year was to be serious but would leave a legacy for future generations of first-
class, purpose-built facilities. 
 
The main elements of the Pécs programme were five in number - of widely varying types. The history 
of the planning process was, however, very poor, and the enforced changes and numerous delays 
can largely be attributed to the human factor in the sense of management being in the hands of 

                                                           

2 Based on the author‘s research results, 2007.  

http://www.balatonregion.hu/
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people lacking experience, foresight, business acumen and the ability to cooperate. Ad hoc 
appointments involving no thought of coordination or future use and viability were the norm.  The five 
were: 
1. A Music and Conference Centre: the building of a modern, international-class concert hall, which 

could be used for other high quality events. This was completed many months late but is now 
operating – and a government declaration of this Kodály Centre as being of national value 
suggests that some at least of the funding needed to maintain the Centre may be provided by 
central government.  Unfortunately here are serious reservations about the performing area being 
too small – which may reveal a lack of consultation from the very outset. 

2. The Zsolnay Cultural Quarter: the restoration of the site of the Zsolnay factory with its historic 
symbolic values, relocation of production, renovation of the park and memorial buildings, dedicated 
to cultural functions. Again there have been serious delays to add to many reconsiderations of the 
future use of the various elements of the quarter. There are currently (early 2011) a private 
(Zsolnay) collection on exhibition (with limited access) and a Puppet Theatre; other occupants 
including, most significantly perhaps, the Faculty of Music and Visual Arts, are expected to occupy 
the complex late in 2011. The University, therefore, will be responsible to some extent for the 
maintenance of this project – a huge burden..  

3. A Grand Exhibition Centre: the establishment of an exhibition area as an extension of the rich and 
varied range of museums and galleries, able to accommodate major exhibitions. This is a slowly 
appearing centre, much reduced from early concepts, which is being accommodated in what were 
previously County Council buildings; Art exhibitions will be featured, although there are numerous 
other established centres in the locality. 

4. A Regional Library and Information Centre: providing modern multifunctional information services 
to student, residents of the city and region. The concept and location are not universally admired. 
This is a joint project with the university, who will have to bear a good deal of future financial 
responsibility. 

5. The Renovation of Public Areas: Preparations for the Programme was accompanied by wide-
ranging social and professional debate. Even today there is still much dispute surrounding the 
choice of premises and locations for the key projects. The revitalization and consequent increase in 
value of the slum areas lying close to the inner city are important factors, but, at the same time, a 
busy highway (which means good transport connections) and a railway line passing through the 
area stand in the way of the smooth realization of these aims. Currently, most of the cultural 
functions (libraries, museums, galleries etc.) are located in the historic inner city area. If some of 
these functions or institutions – as with trade – were to move away, a risk emerges of further 
devaluation of the historic centre. It would be especially so if they were followed by restaurants and 
cafes, which bring a specific atmosphere into the streets of the inner city. At best, the Eastern 
periphery of the inner city, in a bad state of repair and with its bad social structure, would benefit, 
and the inner city extended further in this direction. 

 
In theory, the government has guaranteed to provide more than €12 million, but in current conditions 
these programmes have to compete, as any other programmes, within the framework of the 
Application Rules for the EU‘s Operative Programmes. It is a problem that the EU does not support 
individual cultural projects from Structural Funds, and, unfortunately, the ECoC project has not been 
given any priority status. An issue which needs to be addressed is that, should the demand for these 
functions not be maintained at an adequately high level after the ECoC year, then who will maintain 
these new institutions - and how? Can their market-based maintenance be underwritten?  
 
 
3.2 The tourism organizational system and Pécs 
 
Within the framework of this paper I do not aim to give a detailed description of the tourism 
organization system of the city and I intend to mention only those specific tasks which were taken 
over by the Pécs2010 Management Centre from the Pécs DMO – simply to give a better 
understanding of city-tourism. Firstly, with the title, the city was given the opportunity to build a totally 
new image from that of the old mining industry town to that of a culture and knowledge-based 
economic centre. This new base provides an opportunity for business to attract further investment. 
Secondly, with this development direction, the local identity of the residents is also becoming 
stronger. Without the ―local patriotism‖ of the residents, it would be impossible for tourists to make 
them understand how important it is for them to live in a continuously improving environment. 
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As a total entity, the tourism organization structure in Pécs started to change in 2008 when, in 
November, the Pécs Tourism Non-profit Organization was established with the cooperation of tourism 
professionals. This could provide a totally new organizational framework to the, so far uncoordinated, 
tourism management system in the city. The organization clearly followed the national (domestic) 
experiences surveyed and summarized earlier in this paper - such as being built on an earlier existing 
institutional system and integrating the individually operating units.  
 
The role playing by the local authority was vital in the professional life of the organization as this 
administrative body very much helped in giving birth to the organization. The local authority played an 
active role in providing the conditions which finally resulted in success in winning national project 
funds to support the local DMO formation. 
 
Finally, with the formation of the local DMO, all tourism-related tasks could be concentrated in one 
pair of hands. To provide the basis for this, a leader with high professional competence was chosen 
by the local authority and the organization itself. The management comprised expert professionals 
(the leader of the Tour-inform office, the tourism project manager, tourism organizers) and 
coordinated the operation of the office. Therefore the earlier county- and city-level local authority 
tasks were taken over by the newly formed local DMO. 
 
The transformation of the successor company has been done in parallel with the formation of the 
Pécs Tourism Association. This parallel process provided the opportunity for TÉDÉEM PÉCS Non-
profit Ltd. to become the main cooperating professional partner. This meant that the local DMO could 
comply with the concept laid down in the basic DMO model. The latter does, in fact, say that Tourism 
DMOs require the establishment of two organizations at the same time. On this ground the Pécs 
Tourism Association was founded, which is capable of fulfilling the requirements of partnership in a 
democratic way. Within the framework of such an organization, the members are given a forum in 
which to express their opinion, and in this way the basic aim of a bottom-up type DMO construction 
can be fulfilled: the interest protection of all stakeholders (representatives of service-providing 
management and attraction management) concerned in local tourism. 
 
One of the most important tasks of the limited company is to improve the conditions for tourist 
reception in the city. Therefore it manages some special tasks related to tourism attractions providing 
specific products and services, which have already proved to be popular with visitors coming to the 
city. 

 
 

4. Conclusion  
 
The operation of the local DMO seriously contributed to the fact that tourism in Pécs and its region 
was set on a totally new development path. The concept of possible city development was proved in 
2010: according to a national survey

3
 Pécs became the most visited city after the capital, Budapest. 

New hotels (Corso, Árkádia) with forecast high occupancy rates were built to receive the obviously 
higher number of visitors. On the basis of the preliminary data for the first half of 2010, issued by the 
Hungarian Central Statistical Office, this forecast high occupancy rate was reached. Not only did the 
number of visitors surge (a more then 56 % increase in the number of foreign visitors, 1.7 % in 
domestic, giving a total increase of 11.5% compared to the same period of the previous year), but 
also the number of visitor-nights increased considerably (foreign: 51%; domestic: 1.8%; total 12.6%) 
which is a very significant indicator of tourism in respect of any settlement. The indicated tourism-
related results also provide great encouragement for the local authority as it is well-known that 
tourism-related investments provide the most rapid return, generating extra profit for the settlement 
involved. In the author‘s view the local hotel developments represented the first steps towards tourism 
development in Pécs as, without high quality accommodation facilities, the number of visitors simply 
would not have grown. On the other hand, without maintaining the number of incoming visitors to the 
city, it will be very difficult to provide the necessary resources for further developments continuously 
and sustainably, and in this respect the Pécs TÉDÉEM organization has a great role to play as the 
main coordinating body of local service-providing management and attraction management. 
 
There are a number of hurdles to be overcome if effective Tourism Destination Management is to be 

                                                           

3 www.programturizmus.hu 

http://www.programturizmus.hu/
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encouraged – management, that is, which is responsible for the tourism value chain organization 
including service-providing management and attraction management. These include relative 
inexperience in the sector on the part of those employed (a problem which will resolve itself with 
professional education and the passage of time), a general lack of experience in cooperation (a 
cultural issue), a lack of resources and the view that only marketing is a worthwhile activity for 
partnership. 
 
Nevertheless, the author hopes to have shown that, with tourism, an effective DMO system is not only 
able to support the development of sustainable pro-city tourism (provided that the system is widely 
and rationally organized at the various relevant levels), but that it is absolutely essential. With the 
rapid development of communication methods and of professional, international networks, Hungary‘s 
relatively late appearance on the stage need not have a permanent negative effect. ROP-related 
funding targeting the development of tourism DMOs was offered by the National Development 
Agency, demonstrating government acceptance of the economic importance of the issue. 
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Abstract 
                                                        
The Real Estate Bubble was the catalyst that caused the financial meltdown of 2008 and led to the 
global crisis afterwards. It precipitated the loss of innumerable jobs, homes, and life savings of many 
families. All nations must realize the enormous impact of these bubbles, view them as a threat, and 
work toward devising suitable mechanisms for avoiding a recurrence along with an ongoing, careful 
monitoring of the financial system and economy in the future.  
 
The Real Estate Market is made up of several different entities. They include owner-occupied 
housing, rental space, urban business properties (such as factories, shops, and offices), agricultural 
land, and recreational properties. Real Estate bubbles or Housing Bubbles can be described as a run-
up in housing prices fueled by demand, speculation, and the belief that recent history is an infallible 
forecast of the future. They start with a sharp increase in demand for housing. Than speculators enter 
the market thinking they can reap huge profits on short-term buying and selling, which further drives 
up the demand.  Eventually the demand sharply decreases resulting in a sharp drop in prices and the 
following unfortunate consequences.  
 
An important notable element here is that the real estate market is not prone to bubbles as are other 
financial markets due to large transaction and carrying costs associated with owning the asset. 
However in the years leading up to the Real estate bubble there was a loosening of credit standards 
and rather low interest rates, which fueled the demand within the market. Then the credit standards 
were tightened which caused the bubble to finally burst. The simultaneous activities of the stock 
markets as well as the financial institutions can surely be held responsible in having played their part.  
 
Many observers believe the housing bubble that reached its peak in several global destinations in 
2005 and 2006 was caused by the confluence of several trends: low mortgage rates, easy mortgage 
credit, and strong investor demand for mortgage-related financial products. Several public policies—
such as tax breaks, low interest rates and higher affordable housing goals—also made 
homeownership more affordable and accessible. A puzzling thing to note is that when viewed 
separately these causes of the housing crisis actually helped and boosted the economy. However 
combined they caused inflated demand in the real estate market and ultimately led to its demise.  
 
To keep up with the rising demand, banks chose to include sub prime loans into their arsenal of 
strategies to make a quick buck. Subprime loans or mortgages are essentially those that are made 
out to borrowers with lower credit ratings. As a result of the borrower's lowered credit rating, a 
conventional mortgage is not offered because the lender views the borrower as having an above 
average risk of defaulting on the loan. Lending institutions often charge interest on sub prime 
mortgages at a rate that is higher than a conventional mortgage in order to compensate for carrying 
more risk. Previously, in order to obtain a mortgage the buyer had to demonstrate that they were 
credit worthy and would be able to keep up the future payments to the bank.  Guidelines suggest the 
use of Price to Income Ratio, which is the ratio of median house prices to median familial disposable 
income. Applied to individuals, this ratio is a basic component of mortgage lending decisions. Also 
interestingly, during the period of the bubble and its aftermath, mortgage interest rates were unusually 
low. 
 
The lending of sub prime loans greatly increased during this rise in demand as seen in the graph 
shown below. 
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This should not have been allowed to happen, and banks should have foreseen that at least some of 
these people being granted subprime loans were highly likely to default. Some banks like Goldman 
Sachs, did realize this possibility and chose to protect themselves with insurance on mortgage backed 
securities with newly devised names like synthetic CDO‘s.  
 
Borrowers also had access to home equity loans, which allowed them to draw cash from their home 
as well. The prevalent thinking was mostly that real estate prices would continue to rise as they had 
been doing in the past half century and the homeowners were always going to profit in the long run. 
Nobody had foreseen a crisis like this which put the country as well the world in a financial bind. The 
following graph effectively displays this picture as real estate prices had never truly fallen in the 
United States until the real estate bubble burst.  
 

 
 
What is also strikingly clear is that between 1997 and 2006, the price of the typical American house 
increased by 124%, then home prices sharply went down. The dramatic downturn in housing had a 
ripple effect across the industry that soon spread throughout the U.S. and then to the global economy. 
Home prices, home sales and home construction were all collapsing rapidly. Tens of thousands of 
borrowers were missing payments and heading into default. In fact the value of many homes went 
under what homeowners paid as their mortgage principle.  
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The Organization for Economic Cooperation and Development had researched the factors which 
caused the sharp escalation of home prices leading to the housing bubbles. Their stated five main 
reasons were:  
 

1. Low interest rates 
2. Development of new and innovative financial products, often as a result of deregulation, 

which enabled an expansion of available credit,  
3. Extremely favorable tax treatment of debt-financed, owner-occupied housing 
4. Short supply of urban land in attractive areas 
5. More purchases of houses and condominiums for speculative purposes or as rental 

properties 
 
To analyze price trends, regionally as well as nationally, the Zillow Home Value Index serves as an 
ideal indicator. It expresses a price which represents the median of Zillow‘s estimated market values 
of the properties in a given geographic area on any given day. The following graph depicts the 
national as well as regional Zillow Home Value index from 2007 to the present times. 
 

 
 
 
To highlight a few regional statistics in the Zillow Home Value index, which points out and describes 
the severity of the Real Estate bubble burst and financial crisis as a whole, the New York City area 
experienced the median decline in the nation.  The prices fell by 15.2 percent from its peak in the 
second quarter of 2006 to the fourth quarter of 2008. Chicago declined 16 percent, while Washington, 
D.C. went down by 25 percent. Areas in California and Florida experienced the worst declines to the 
tune of 40–50 percent, although Los Angeles declined only 32 percent).  
 
To fully comprehend the impact that these bad sub prime mortgages had on the economy, we have to 
look at the secondary mortgage market. This is the market where organizations and banks help to 
package mortgages into mortgage-backed securities that are then available for re-sale. These 
mortgage-backed securities were very popular amongst investors because they had high yields and 
were seen as low risk, principally because again historically speaking, real estate prices had always 
gone up. When housing prices collapsed and foreclosures increased, the value of many of these 
securities became uncertain. As a result, holders of these securities were sometimes reluctant to put 
them on the market, because under fair value accounting rules, lower prices would have caused 
losses on the balance sheet. For banks, this would have added another layer of difficulty in requiring 
hard-to-obtain new capital. Hence, these instruments came to be known as ―toxic assets.‖  
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While this period of high demand and profitability lasted, people were able to buy homes for the first 
time or trade in to higher-priced homes.  Once again, this led to higher demand within the real estate 
sector. Realtors realized more profits and harnessed greater power than ever before and even used 
the history of rising real estate prices to scare first time buyers into promptly purchasing a home lest 
the prices got beyond their reach. This led to something called Panic buying. It also lured home 
flippers and real estate speculators to enter the market who used the artificial demand in housing to 
buy properties and re-sell them for fast profits. In theory at least, deregulation led to moral hazard if 
not fraud by everyone involved.  
 
The role of U.S tax policy also may have been a cause of the real estate bubble. In fact the main 
federal income tax break is the deductibility of mortgage interest. The taxes foregone as a result of 
this deduction were estimated in some researches to total $85.9 billion in 2009, up from $55.1 billion 
in 2001.  Another real estate tax break is the deduction of depreciation of business property. Besides, 
the seller of a home does not have to pay taxes on the capital gains if the seller buys another house 
in a designated amount of time. The taxes on capital gains had also been reduced in this time period.  
 
All this managed to convince the home buyer that the purchasing of a new home was a relatively safe 
investment. They were disregarding the fact that many would not be able to afford it. Banks saw this 
picture as well in line with the history of growing real estate prices and the trading of mortgage-backed 
securities in the secondary market as high yield, low risk securities that were a must.  Thus when the 
demand fell and the bubble burst in the real estate market, the country and the subsequently the 
world was not able to stop the bleeding.  
 
The government should issue reports on the state of various segments of the real estate market, help 
with revenue forecasts, and warn of possible risks. Also Price to income ratio, Deposit to income ratio, 
and Affordability ratio need to be taken more seriously. Otherwise the end result is the large scale 
foreclosures as seen in the following graph. During 2007, lenders began foreclosure proceedings on 
nearly 1.3 million properties, a 79% increase over 2006.  
 

 
 
Congress enacted HOPE, a voluntary program for both the borrowers and lenders. It offers certain 
borrowers the ability to refinance into new mortgages insured by Federal Housing Administration if 
their lenders agree to certain loan modifications.  Another prevention idea has been to change the 
bankruptcy law to allow judges the power to modify mortgage loans.  
 
People want to see the real estate market get back to normal. The major obstacle facing Americans 
today is the current unemployment rate. With about 9% of known Americans still out of work, this 
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means that many more people will lose their homes to foreclosure. Fannie Mae is one of the largest 
government-sponsored enterprises that sought ways to make borrowing more affordable.  
 
By the end of the current year, if the labor market improves, as is expected, home sales should start 
the upward trend. Surveys tell us that in spite of all the turmoil associated with the Real estate bubble 
and collapse, people still hold owning a home in high regard. They also still believe it is one of the 
safest investments and are overly confident about the mortgages they hold.  
 
It is important to underline what we can learn from the crisis. One important lesson is the issue of 
sustainability. It is not only important to put people into homes but to make sure that they can keep up 
with the payments in the future. Since the collapse, many banks have toughened their credit 
standards and made it harder for people to obtain loans. This reversal is also unproductive if taken to 
extremes since it would dry up the credit market. 
 
Another lesson to be learned is about stability. The government did the correct thing to step in to 
prevent a complete collapse in the real estate market as well as the financial collapse. When demand 
for housing finally went dry and banks were dumping mortgages the government stepped in to save 
Freddie Mac and Fannie Mae and prevent a deeper collapse. Further government involvement in 
terms of more analysis and reports to investigate the market climate may be needed in order to 
stabilize the environment and prevent a future bubble and crisis.   
 
Lastly one of the most important lessons to be learnt from the real estate bubble and collapse is the 
issue of transparency for everyone involved in dealing with real estate.  This should build confidence 
in the market and help bring back better times if not the past golden age of real estate. These are 
basic principles that have to be adhered to in order for the housing market to return at least to 
normalcy and to prevent another disaster in the future. 
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Abstract 
 
The period from the beginning of a financial crisis is related to a dramatic deterioration of fiscal 
position of a number of highly developed countries. Therefore there is an analysis of impacts of the 
financial and economic crisis on fiscal stability and sustainability. The onset of a systemic financial 
crisis has brought a huge increase of the government indebtedness which comes after a period when 
the development of the debt/GDP ratio was principally stable. 
 
The costs of crisis, either in form of damping the impacts of recession of the government fiscal 
stimulation or socialization of losses in private sector, are extreme in some countries. A deficit budget 
model that has been dominating the economic praxis in most countries for a number of years is 
reaching an indeterminate situation. Moreover, the development in Europe represents a serious threat 
of the common currency and the European integration project as such. 
 
In connection to the European debt crisis it is argued that in the first half of 2011 we are more likely to 
expect yet another phase of the crisis rather than the crisis ending. The journey towards fundamental 
consolidation can in this case be long and grievous. 
 
Although a number of questions and uncertainties still remain, the current crisis must be seen also as 
a strong lesson for fiscal policy. A new economic-political paradigm could occur as a result of the 
current crises.    
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Abstract 
 
Present study focuses on the mutual supportive role of accounting and controlling. Many authors 
elaborate on one of the essential roles of accounting which is to provide large amount of data for 
controllers. As a result both accounting and controlling specialists play a crucial role in determining the 
operational as well as strategic aims of companies. Apart from the various management areas and 
accounting, controlling also plays a significant part in the process of determining company aims 
because controllers have to be familiar with many other areas as well such as finance, IT, marketing 
and logistics. Present article collects the requirements companies have towards a controller and how 
well controllers are able to correspond to the requirements. 
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Introduction 
 
In order to understand the changes that have affected the tasks of controllers, we looked at the 
changes in the functions of controller in the last few decades. In the 1950s and 60s controllers had 
three main functions (costing, consultation on industrial management and issues related to taxation) 
but according to relevant literature by the beginning of the 1970s controllers had at least 15 functions. 
The scope of these functions expanded somewhat further by the middle of the 1990s (Weber – 
Schäffer: Controller Tasks 1998. p. 229). 
 
It is important to emphasize that there has been some significant changes in the structure of controller 
functions. In the 1950s around half of their three main functions accounted for costing, consultation on 
industrial management was around one quarter of their responsibilities and the rest were issues 
relating to taxation. During the 1990s costing was overshadowed by other functions. Instead activit ies 
such as preparing reports (13.2%), operative planning (11.6%), comparing planned and actual data 
(10.7%) became more emphasized (Weber – Schäffer: Controller Tasks 1998. p. 229).  
 
Figure 1: Controller tasks 1949-1994.  
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Source: Weber – Schäffer: based on the article The tasks of controllers 
 

The research results of Weber – Schäffer have been underpinned by other researchers such as 
Landsberg – Meyer and Niedermayr. Based on their results not only financial statements and gap 
analysis but also budgeting are the main tasks controllers are expected to fulfil. 
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Figure 2: Controller tasks 

 

 

 

 

 

 

 

 

 

 

 

 Source: based on the research of Weber – Schäffer, Landsberg – Meyer and Niedermayr 
 

Weber had carried out further international research in the field of controller tasks and published the 
results of his empirical studies in 1998. This research was based on the assumption that controller 
tasks are different in various countries. The variations of controller tasks are based on the hypothesis 
that cultural values are among the determining factors of controller tasks.  
 
Figure 3: Controller tasks 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: based on the research of Weber, 1998. 
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The study results of the three countries – USA, France and Germany – underpin the Anglo-Saxon 
controllership, where accounting and controlling dominance is evident. Although accounting plays an 
important role in France and Germany, preparing budget and financial statement are more dominant. 
 
In Hungary, the Department of Accounting and Controlling of the University of Pannonia have had a 
research with the participation of 101 Hungarian companies. 
 
Figure 4: Controller tasks 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: based on the research of Tamás Ángyán, 2008. 
 
The research results of controller tasks are presented in Figure 4 which shows the 10 most common 
controller tasks. It is important to emphasise that companies listed close to 30 controller tasks (the 
research of Weber- Schäffer included 17 controller tasks). Whether the high number of elements 
companies listed is acceptable or not is doubtful since the listed controller tasks include items such as 
accounting and issues related to taxation which are clearly not controller tasks.  
 
The research has shown the 10 most relevant controller tasks in Hungary (listed in incremental order 
based on the answers given by managers). These tasks are more similar to the German controller 
tasks which basically mean that internal analyses and financial statements play a significant role. The 
wide range of controller tasks assumes well founded and flexible expertise. So an important part of our 
research was to examine the necessary knowledge and various skills a controller must possess or 
improve with time. Not only controlling managers but also other controllers have also been asked to 
answer our questionnaire. The most preferred and most necessary controller skills and knowledge and 
their level can be found in Table 5 in incremental order. 
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Figure 5: The importance and levels of controlling skills and knowledge  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: based on the research results of Tamás Ángyán, 2008. 
 
The research results demonstrate that controlling managers as well as controllers emphasize the role 
of accounting information and company information. At the same time costing knowledge is at 
sixth and fourth place which is contradictory since costing is a significant element of accounting. The 
level of controlling knowledge is based on a voluntary evaluation made by controllers themselves. 
Different areas of knowledge necessary for being a professional was evaluated by controllers and 
ordered into different levels of knowledge.  
 
Based on the self-ordering of controllers, costing, accounting and IT skills and knowledge are those 
needed to be possessed by controllers at the highest level. The research supports our hypothesis 
which stated that the above mentioned skills and knowledge areas are essential for controllers in order 
to fulfill their tasks. However, the levels of economic skills are lower than it had been expected. 
Controllers must be able to use Executive Information Systems but the level of knowledge is not as 
high as some other areas. IT skills are the third most important area of knowledge for controllers but 
the level of knowledge is only the sixth. Since the information used in the research is based on the 
voluntary answers of controllers research results might not be completely objective. 
 
Firstly, it is the higher education students studying economics who possess the specific but at the 
same time wide controlling expertise necessary to fulfill the role. Secondly, there are special courses 
and trainings which also offer high level of knowledge. Unfortunately, the number of these courses is 
decreasing. 
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We might not be mistaking if we think that as a result of the last financial crisis expectations and the 
resulting functions of a controller have changed. Yet, it is still the case that the main task of controllers 
is to support management decisions (Horváth, 1994). The question remains whether in a shifted 
economic environment controllers are still able to support management decisions if more economic 
knowledge is necessary today compared to earlier times. 
 
Experience drawn from higher education and the economy in general we believe that more evident 
cooperation is needed between theory and practice so as controllers could be more prepared for 
challenges of changing economic circumstances.  
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Abstract 
 
The financial crisis has placed enterprises in the centre of attention with a great emphasis. The 
enterprises were forced to review their strategy, during which process management was burdened 
with a decisive role. Although a lot of researchers were engaged in examining the problems of 
enterprises, especially the financing difficulties of small and medium size enterprises, today‘s market 
challenges urge companies to review future possibilities. The financial crisis had significant impact 
upon Hungary as well, thus more and more company leaders had to think deep about which life cycle 
their enterprises were in, and what possibilities they had, with adequate planning, regulation, structural 
development and motivation, to raise their companies to a more developed life cycle (or, at least, to 
avoid decline). For the enterprises, which have already reached the prime stage and the targeted 
optimal state, finding the ways to delay aging showed greater challenge than usually. The types of 
roles controllers should take up in order to meet the above aims are detailed in the present article. 
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Introduction 
 
During the last half century several researchers have been examining company life cycle models – 
Lippitt G. L., Scmidt W. H., Ichak Adizes, Larry Greiner, Timmons, Hisrich Robert, Michael Peters, 
Ágnes Göblös, Katalin Gömöri, Tibor Kuczi, Kálmán Kőhegyi, László Szerb, Péter Szirmai, Ms 
Salamon Anna Huszty, etc. – who reviewed typical characteristics and peculiarities of the various life 
cycles of companies. It is interesting to see that, except for Ichak Adizes‘s life cycle model, none of the 
models describe a company‘s decline stage. Such ‗carefulness‘ may not be accidental because as 
long as there are evident symptoms of growth, in the last decline stage it is quite difficult to realistically 
evaluate the shaping of life cycles. 
 
Despite the fact that Ichak Adizes‘s typology may be the most widely known one; the authors opted for 
Timmons‘s model (1990) through which to present the role of controllers and their significance in the 
examination of company life cycle. One of the main reasons for this option is that Timmons‘s model is 
quite transparent and, as he based his theory on quickly growing enterprises, the major peculiarities 
are easy to identify. Before presenting Timmons‘s model in details, Adizes‘s model is worth mentioning 
– even only on the level of listing life cycles. Adizes divided a company‘s life cycle into ten stages: 
courtship, infancy, go-go, adolescence, prime, stability, aristocracy, recrimination, bureaucracy, and 
death. He revealed the problems of growth, aging, flexibility and controllability through the really 
detailed analysis of stages. According to his view, developmental stages do not result statutorily from 
a company‘s size and age; they are always influenced by the organization‘s ability to renew itself. 
Although a high level of flexibility is typical of fresh enterprises, they are hardly controllable, whereas, 
as time passes, controllability increases but flexibility decreases. It is the finding of balance that can 
make an organization successful (in Adizes‘s model it is the prime stage). It is obvious that various life 
cycles can be traced back in every company‘s life, moreover, it may not be possible to skip single 
stages, yet their occurrence can be hurried up or delayed, and it all depends on the management. In 
our view, for a company to reach the top as soon as possible and stay there as long as it can, the 
controller‘s role is indispensable. 
 
 
Timmons‟s Company Life Cycle Model 
 
Timmons divided company life cycle into five stages, starting from the stage of research and 
development (the one to three years before the foundation of an enterprise), through process of 
departure (the first three years of the enterprise), growth (from year four to year ten), maturity (from 
year 11 to year 15) up to the stage of stabilization (following the 15

th
 year). 

 
Figure 1: Company life cycles (Timmons) and controller roles 
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company that individual ambitions are in the front. In our country, such a stage of departure was 
typical of companies founded in 1989-1990. The procedure of privatization, which is dominant from the 
financial development‘s point of view, took place in that period. It is true, though, that the notion of 
privatization had already been known before 1990, yet it is the period following 1990 that is known as 
the real era of privatization. The number of enterprises reached a boom, namely, in a period when 
GDP significantly declined. The reason for this was that enterprise foundation could take advantage of 
the inspiring political and legal environment. 
 
Figure 2: Company life cycles and their major characteristics 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
The Departure Stage of Company Life Cycle 
 
It is typical of the departure stage that individual motivation is quite high but in this stage there is 
no effective controlling system and the controlling function is practiced by the leader. At the 
companies, where the stems of controlling system appear, the controller takes up the role of 
registration. It is typical of the registrator role that its work is based on information gained 
posteriorly from accounting statements. The lack of centred leadership, manager roles and 
functions (strategic planning, management, control, assessment) is also typical. 
 
Depending on the type and size of the enterprise, in this stage the founder‘s intents are dominant. The 
shaping of a company‘s primary values also take place in this stage, which presupposes categorical 
leading style. Liquidity problems are frequent in this stage because the realization of investments 
occurs in this life cycle. 
 
 
The Growth Stage of Company Life Cycle  
 
Concerning the growth stage of company life cycle, it can be stated in general that in our country 
65-70 per cent of fresh enterprises reach this stage. One reason for this is that whereas in the 
departure stage there are only primary traits of the development of a controlling system and it is mainly 
based on data provided by financial accounting (past data), company management recognizes the 
enterprise‘s liquidity problems so late that it may lead up to the termination of the company. All the 
above factors contribute to that, in the growth stage, the already management accounting (it creates 
the possibility to predict future financial processes) becomes dominant. The company creates the 
prerequisites of operation in the stage of departure so in the next stage efficiency must be 
emphasized. A most dominant stage of a company‘s life cycle must be this one, and scopes of 
authority must be regulated. 
 
The leadership must recognize that the time to establish controller functions has arrived. Controlling, 
from functions aspect – as one of the most dominant sub-system of leadership –, enables the 
management to adapt themselves to the more and more quickly and sometimes eclectically 
changing company environment in a flexible, adaptive and dynamic way. It must be emphasized 
that the very fact that a company raises to the stage of growth does not mean controlling duties 
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are uniform. The significance and role of controller duties are defined by several factors such 
as market environment, company type, company values, priorities, etc. 
 
In this life cycle a number of questions emerge to which the management would like to receive 
answers. One of the most common questions is: 

o What way should be chosen for the development that would result in reaching the defined 
quality and targeted level of costs? The aim of development is, by reaching the expected 
profit, to create and release a product for which customers will pay, that is, will ‗make 
sacrifice.‘ 

o What types of needs and to what extent should quality meet by doing so? 
o What will be the product’s function, for which segment of it would customers pay and how 

much would they spend on it? 
o What will be the price-value ration like? 
o How can you compare and contrast value, quality and cost of variation on the way to the 

targeted cost? 
o Which variant should be opted for in order to gain success? 

 
For the above questions the controlling system and various planning principles can provide a suitable 
basis. In order to meet the strategic goals of an organization, they provide a system and 
background: for continuous learning, planning, control and feedback. 
 
Due to the navigator role, controllers do not rely only on the past (factual figures). Planning 
processes come into the foreground, and the controller contributes to the operative and strategic goals 
by the analysis of plan and fact differences.  
 
 
The Mature Stage of Company Life Cycle 
 
The mature stage of company life cycle does not lack problems. The strain between founders and 
management typically come to the surface. The market competition and the successful operation on 
the market forces today‘s entrepreneurs to achieve a high level of preparation, abilities and skills for 
quick reaction to the changes of the market. All these can be best coordinated by a controller of 
innovator role. 
 
In the mature stage of company life cycle the controlling system must function in order to view the 
company as a ‗whole‘ from system theoretical aspect and to provide ‗extra information‘ that is decisive 
for the management: 

o on the one hand, controllers must make it possible to involve such fields into the planning-
monitoring operation that cannot be involved with the application of traditional methods, 

o on the other hand, problems (and possibilities) must be recognizable at certain times with the 
application of complex data analytical methods and highly effective programmes of IT, when 
they are not recognizable from usual operative company results (typical balance sheet and 
cost account data), this way ensuring the possibility of quick, preventive and efficient 
intervention for the management, 

o furthermore, controllers must be capable of exploring the company‘s ability to income 
production, which can be maintained for a longer period of time, and which defines the 
fundaments for a continuous and progressive development of a company – by using the more 
and more commonly used Japanese phrase, the essence of the so-called ‗kaizen‘, the 
‗resources‘ of a company. 

 
For such operation, there are several controlling tools and assets at hand. The most widely used 
controlling tools (without attempting to be comprehensive): 
 
For the analysis of a company‟s internal factors and external capabilities: 

o SWOT – analysis (Strengths, Weaknesses, Opportunities, Threats) 
 
For the analysis of financial and social influences: 

o Problem tree 
o Goals tree 
o CBA: Cost – Benefit Analysis 
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o ENPV – Economic Net Present Value 
o ERR – Economical Rate of Return 
o MCA – Multicriterial Analysis 
o Sensitivity and risk analysis 
o Scenario analysis 

 
For the analysis of financial practicability: 

o Logframe 
o FNPV – Financial Net Present Value 
o FRR – Financial Rate of Return 

 
For the continuous analysis of plan-fact differences: 

o Yield indices 
o Result indices 
o Effect indices 

 
In the mature stage, the complexity of controller duties must be paid attention to. Besides controllers 
contribute to the definition of the directions of the company‘s possible future development with plans 
based on counting, their integrating role is also dragged into light. It is not by chance that several 
economists emphasize (e.g. P.E. Torgersen, I.T. Weinstock) that it is only the symbiosis of man, 
method and technology that can elevate the operation of leadership to a higher level. In this 
cooperation controllers unquestionably have a dominant role. 
 
 
The Stage of Stabilization in Company Life Cycle 
 
The decentralization of the scopes of authority is typical of the stage of stabilization in company life 
cycle. Profit centres and divisions are established. In this stage it is decisive to maintain devotion for 
company success with the help of adequate motivational tools, and the preservation of corporate 
culture. At the same time, the problem of regulation must also be paid great attention to. The 
leadership must strive for avoiding the trap of over-regulation. 
From the point of controlling, in the stage of maturity the further development of the above mentioned 
controlling systems is typical. In the stage of stabilization, the gradually widening range of controlling 
tools helps the fine adjustment of controller duties. 
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Abstract 
 
This paper attempts to bring some insights into the relationship between dynamic capabilities and 
innovation capabilities. Dynamic capabilities perspective as a new emerging paradigm in the theory of 
strategic management has received a lot of attention in recent years, however, the outcome results in 
a complex, sometimes confusing body of research. Innovation capability has been recognized as the 
most important capability that firm could have. Review of recent literature indicates that there exist 
common characteristics but also discrepancies between both of them. In this paper we present a basic 
overview of dynamic capabilities perspective, through which we would like to explore the role of 
innovation capability. Our intention is to link the dynamic capability with the innovation capability and 
show how they could be related. Finally, we conclude with an appeal to scholars for further progress 
and clarification between both areas for better understanding and usefulness to practitioners. 
 
 
Keywords 
 
Dynamic capabilities perspective, dynamic capability, innovation capability, strategic management 
theories 
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Abstract 
 
The industrial societies forming the European Union are undergoing a radical change leading into the 
direction of information society.

1
 The signs of this change appear in the documents and legal norms of 

the European Union. As a result of this new fields of law were evolved. One of these is communication 
law that systematizes all the legal norms connected to information and communication

2
 thus creating 

the legal framework of information society. 
 
In my presentation I wish to present the main international and communal legal norms that are 
determinative from the standpoint of this field of law. As a consequence of this study it can be stated 
that beside the four liberties - goods, services, capital and workforce - it would be necessary to declare 
the free flow of information and communication as the fifth of the liberties in the European Union. 
Besides, the EU should accept directives comprehensively regulating communication rights as well.  
 
 
Keywords 
 
EU norms, information society, communication law, media law, advertising law 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Notification: The publication has been vetted by Dr. Nyárádi Gáborné (director of Institute of Social 
Communications, Budapest Business School) 

                                                           

1 My own definition, information society: an information-centred knowledge society based on information transfer and the 
ability of digital writing, where the key factor of social, political, economic development and continuous growth is the 
innovative application of the information techniques, technologies that grant competitiveness and the deep 
implementation of these technologies in all areas (including political, economic, social, human and legal systems). 
2 In my own definition, communication means the passing of message and information realized in any form of the 
expression, with any content and in any way. 
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1. Communication Law 
 
In the world of information and communication revolution the continuous change led to the birth of 
several new living conditions. Furthermore, there are more and more demands of regulation in our 
every-day legal conditions, the effect of which is the formation of new legal regulations, new fields and 
branches of law. As a result of the development of law, beside the branches related to the profession 
of communication (e.g. media law) several other fields of law were evolved and defined such as 
marketing law, competition law, advertisement law, internet law, consumer protection and the legal 
regulation of public relations also appeared in communal law and in the legal material of the member 
states. As a consequence of this new legal fields are being formed. For example communication law 
that is the frame system and legal basis of norms in connection with information and communication. 
Communication law unifies all these norms, the base of which is given by communication rights written 
in the constitution, namely the freedom of speech, the freedom of the press, the freedom of 
information. From the material aspect, communication law is meant to be a field of law that integrates 
all the statutory instruments and norms in connection with life situations of communication. In reality, 
subparts of communication law are branching out; therefore communication law is the collection of 
living conditions regulated by several different areas and branches of law. The itemized legal 
regulation or the legal matter of case law concerning communication has never been examined in its 
complexity, only via its subparts. However, the fields of law that include the areas of communication, 
its forms of manifestation or its means were examined by the representatives of jurisprudence from 
several sides.

3
 

 
 
2. The Evolution of Communication Rights in Europe 
 
The history of fundamental communication rights does not date back a long time: such propositions 
and rules that mentioned or regulated the freedom of speech, the freedom of the press or later on, the 
freedom of information were only found in the second half of the 18

th
 century. 

―The regulation connected to communication and communication rights is not only the starting point of 
the freedom of speech but it is also the acknowledgement of communication rights traced back to the 
freedom of speech as basic human rights.‖

4
 The treasury and recognition of human rights were going 

through a significant development in the last centuries. ―The decisive turn in the history of human 
rights was made after the shock of the II. World War, when internationalization started or to say so, 
when human rights were catalogued into international agreements and forums of due process 
concerning international human rights were formed.‖

5
 International charters and documents - 

especially the ones securing the freedom of speech - are provided to obtain a detailed picture of these 
rights. 
 
 
2.1. International basic documents of essential significance 
 
2.1.1. Universal Declaration of Human Rights accepted by the UN in 1948  
  
The Universal Declaration of Human Rights accepted by the UN in 1948 is the first international 
document on human rights, which dispose over the freedom of communication (in its extended 
context) in Article 19. This says: 
 
―Everyone has the right to freedom of opinion and expression; this right includes freedom to hold 
opinions without interference and to seek, receive and impart information and ideas through any 
media and regardless of frontiers.‖ 
 
 

                                                           

3Buday-Sántha Andrea (2007), A kommunikációs jogokról. PTE ÁJK Doktori Iskola, Ph.D Tanulmányok 6., Pécs, 
4Gálik Mihály-Polyák Gábor (2005), Médiaszabályozás, KJK-KERSZÖV Jogi és Üzleti Kiadó, Budapest, 48. 
5Ibid, 49. 
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2.1.2. Agreement on the International Rights of Correction accepted by the UN in 1952 
 
The Agreement on the International Rights of Correction that was accepted by the General Assembly 
of the UN on December 16

th
,
 
1952 and came into effect in 1962 regulates the press rectification 

procedures among states. These regulations treat those situations when inadequate information is 
published in one state about another. Basically, the treaty controls the possibilities of correction in 
connection with the spread of correspondent-made reports via news agencies. In essence, if a news 
report hurts the prestige of the given country, or devastates the relation between the nations, then the 
injured party could contact the other state asking to make the correction. In this case the requested 
state has to publicize the official standpoint of the state that made the request in five days.  
 
The characteristic of the regulation is that the states enter into a legal relationship with each other 
instead of a direct relationship between the offended state and the correspondent or the news 
agency.

6
 

 
 
2.2. International agreements and regional conventions of essential importance 
 
While the Universal Declaration of Human Rights accepted by the UN in 1948 is not legally binding, by 
accepting the declaration several compulsory legal sources came into being internationally for the 
general protection of human rights. The basic rights were raised to the level of ‗universal rights‘ with 
the following international documents and regional conventions: 

o International Covenant on Civil and Political Rights (1966) 
o International Covenant on Economic, Social and Cultural Rights (1976) and three regional 

conventions 
o The European agreement of 1950 on Human rights and fundamental freedoms 
o The American agreement of 1969 on Human rights 
o The African charter of 1971 on the rights of human and peoples

7
  

 
 
2.2.1. International Covenant on Civil and Political Rights accepted by the UN in 1966 
 
The unified, international and fundamental legislation of communication law is Article 19 of the 
international covenant accepted by the General Assembly in 1966, which says: 
„1. Everyone shall have the right to hold opinions without interference.  
2. Everyone shall have the right to freedom of expression; this right shall include freedom to seek, 
receive and impart information and ideas of all kinds, regardless of frontiers, either orally, in writing or 
in print, in the form of art, or through any other media of his choice.  
3. The exercise of the rights provided for in paragraph 2 of this article carries with it special duties and 
responsibilities. It may therefore be subject to certain restrictions, but these shall only be such as are 
provided by law and are necessary:  
(a) For respect of the rights or reputations of others;  
(b) For the protection of national security or of public order, or of public health or morals.‖  
 
This article of the covenant ―similarly to the Declaration of 1948 declares the freedom of 
communication and the freedom of information together with the prohibition of bothering based on 
different views‖.

8
 ―The disposal declares the freedom of speech as the right of every person in any 

kinds of manifestations. It also pronounces that the practice of this freedom involves special 
obligations and responsibilities as well. Practice of the law could only be restricted by law and even in 
this legislation there are only six well-paraphrased cases to do so.‖

9
 Meanwhile, the covenant already 

states about the set up of basic legal bounds, too thus telling the following in the second section of 
article 20: ―Any advocacy of national, racial or religious hatred that constitutes incitement to 
discrimination, hostility or violence shall be prohibited by law.‖ 
 

                                                           

6Nagy PR-könyv (2006), Management Kiadó, Budapest, 2006./2. 31. 
7Ádám Antal (1999), Bevezetés a közjogtanba, JPTE Állam-és Jogtudományi Kar, Pécs, 153. 
8 Halmai Gábor (2006), Kommunikációs jogokról, www.mediakutato.hu, 3. 
9 Nagy PR-könyv (2006), Management Kiadó, Budapest, 2006./2. 41. 
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2.3. Regional agreements of essential significance 
 
2.3.1. The Convention for the Protection of Human Rights and Fundamental Freedom accepted by    
            the European Council in 1950 
 
Besides the „general, international agreements that cover the whole international community there are 
really significant regional conventions accepted by definite states.  Among these the Convention for 
the Protection of Human Rights and Fundamental Freedom accepted by the European Council in 
Rome in 1950 has to be highlighted.‖

10
 Article 10 of the convention on the freedom of communications 

states the following: 
 
„1. Everyone has the right to freedom of expression. This right shall include freedom to hold opinions 
and to receive and impart information and ideas without interference by public authority and regardless 
of frontiers. This article shall not prevent States from requiring the licensing of broadcasting, television 
or cinema enterprises. 
 
2. The exercise of these freedoms, since it carries with it duties and responsibilities, may be subject to 
such formalities, conditions, restrictions or penalties as are prescribed by law and are necessary in a 
democratic society, in the interests of national security, territorial integrity or public safety, for the 
prevention of disorder or crime, for the protection of health or morals, for the protection of the 
reputation or rights of others, for preventing the disclosure of information received in confidence, or for 
maintaining the authority and impartiality of the judiciary.‖

11
 

 
 
Article 10 ―separately tells about radio and television broadcasting giving the states the right to make 
licenses obligatory for the operation of radio-, film- and television companies. Meanwhile, the freedom 
of thoughts for the owner of the thoughts is guaranteed by Article 9 that also regulates the freedom of 
religion‖.

12
 ―In order to secure the respect of all the taken obligation written in The Convention on 

Human Rights, it formed the European Court of Human Rights‖
13

. Individuals can turn to this court for 
help, if they already used up the legal remedies of their country concerning their individual grievance. 
 
 
2.3.2. Declaration on freedom of expression and information accepted by the European Council in  
           1982 
  
The declaration issued by the Council of Europe states that: 
 
―1. The freedom of information is a fundamental element [of] the principles of genuine democracy, the 
rule of law and respect for human rights. 
 
2. The freedom of information is necessary for the social, economic, cultural and political development 
of every human being, and constitutes a condition for the harmonious progress of social and cultural 
groups, nations and the international community. The member states reiterate their firm attachment to 
the freedom of information as a basic element of democratic and pluralist society. They declare that 
they seek to achieve the protection of the right of everyone to seek and receive information and ideas. 
They pursue an open information policy in the public sector, including access to information, in order 
to enhance the individual‘s understanding of, and his ability to discuss freely political, social, economic 
and cultural matters.‖ 
 
 

                                                           

10Gálik Mihály-Polyák Gábor (2005), Médiaszabályozás, KJK-KERSZÖV Jogi és Üzleti Kiadó, Budapest, 50. 
11 Nagy PR-könyv (2006), Management Kiadó, Budapest, 2006./2., 31/4 1.  
12 Halmai Gábor (2006), Kommunikációs jogokról, www.mediakutato.hu, 4. o. 
13Gálik Mihály-Polyák Gábor (2005), Médiaszabályozás, KJK-KERSZÖV Jogi és Üzleti Kiadó, Budapest, 50.  
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3. The Presence of Communication Rights in the Norm System of the European Union 
 
3.1. Basic documents and important norms of the EU 
 
The fundamental rights or namely liberties, social rights and information rights, which are under 
stressed protection, are determining factors in the operation of the European Union as well.

14
 

Therefore, the Maastricht Treaty that created the European Union states that the European Union 
respects all the fundamental rights as the general principles of communal law; moreover, it secures 
the free flow of information. The European Court already hoisted the fundamental human rights into 
the general legal principles of communal law in the 1970‘s.

15
 

 
 Article 8 of The EU Charter of Fundamental Rights (The Charter) states that ―Everyone has the 
right to the protection of personal data concerning him or her. Such data must be processed fairly for 
specified purposes and on the basis of the consent of the person concerned or some other legitimate 
basis laid down by law.  Everyone has the right of access to data which has been collected concerning 
him or her, and the right to have it rectified.‖ Article 10 is about the basic regulation of the freedom of 
thought, conscience and religion. This article declares that „Everyone has the right to freedom of 
thought, conscience and religion‖ as well as to manifest religion or belief either in community with 
others and in public or in private, in worship, teaching, practice and observance. It also disposes over 
the right to conscientious objection which is recognised, in accordance with the national laws 
governing the exercise of this right. Article 11 of The Charter grants the freedom of expression and 
information saying: ―Everyone has the right to freedom of expression.  This right shall include freedom 
to hold opinions and to receive and impart information and ideas without interference by public 
authority and regardless of frontiers.‖ Above all, it also declares that ―the freedom and pluralism of the 
media shall be respected.‖ Furthermore, the chapter disposes over the freedom of assembly and 
association, the freedom of the arts and sciences and the right to education.

16
 

 
 The European Constitution also includes the guarantees of the freedom of information. In article I-
50 it states that ―In order to promote good governance and ensure the participation of civil society, the 
Union institutions, bodies, offices and agencies shall conduct their work as openly as possible.‖ Article 
II-71 expresses „Everyone has the right to freedom of expression. This right shall include freedom to 
hold opinions and to receive and impart information and ideas without interference by public authority 
and regardless of frontiers. The freedom and pluralism of the media shall be respected.‖ 
 
 It was an important step in the development of the freedom of information that the European Union 
created in 2001, the decree necessary for the access to communal documents thus making publicity a 
main rule in the practice of EU organizations. According to the EU regulation on the freedom of 
information the European Parliament, the Council, the Commission and each organization created by 
them belong to the sphere of the obliged by this law.  
 
The regulation of the European Union also mentions exceptions that are ―arranged into different 
classes based on the measure of restrictions of accessibility. Those documents are ranked in the first 
class the publicity of which would hurt public security, the matters of national defense or the military, 
international relationships, the financial, monetary or economic policy of the Community or the 
member states, the private sector and the integrity of the individual. In the second class, the right to 
access is less restricted. The delivery of information can be rejected if its publicity would hurt the 
natural or legal person‘s commercial interest including intellectual properties; it would hurt court 
proceedings and the protection of legal counselling or the protection of the objectives of inquires, 
investigations and audits. The rejection of those information belong to the third class in case of which 
such documents are included that were made or given for internal use or that are connected to such 
cases where no decision was made and publicity would seriously influence the decision-making 
process of the institution (except the case when the interest of the public is greater than the influence 
on the decision-making). If the document contains an opinion aimed for interior use, then this rule is 

                                                           

14Ádám Antal (2006), Biztonság, kötelességek, felelősség, mint alkotmányos alapérték c. előadása, PTE Doktori képzés, 
Pécs 
15Gálik Mihály-Polyák Gábor (2005), Médiaszabályozás, KJK-KERSZÖV Jogi és Üzleti Kiadó, Budapest, 50.  
16Herdegen, Matthias  (2005), Európai jog, Budapesti Fórum Európáért Alapítvány, Budapest 
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valid even after the decision is made.‖
17

 The documents are due to protection for a determined time; 
however, it must not last longer than 30 years. Naturally, there are exceptions, for example ―when the 
document is in association with the private sector or commercial interest and when we talk about a 
―sensitive‖ document, because in these cases the protection may last longer.‖

18
 

 
 From the view of the EU regulation of communication the White Paper about the European 
communication policy is of essential importance. The creation of this collection of laws was preceded 
by Communiqué COM 2005/494 of the European Commission with the title: ―The Commission‘s 
contribution to the period of reflection and beyond: Plan-D for Democracy, Dialogue and Debate‖. The 
European Union proposed this in order to motivate broader discussions among its democratic 
institutions and the citizens. In 2006 the European Union issued the White Paper on European 
communication policy.

19
 The European Commission planned to realize such a communication that 

would change monologues into dialogues and would focus on citizens instead of institutions. It was a 
set target of the book to lift communication into policies and have it entered the citizens‘ service. 
―People from all walks of life should have the right to fair and full information about the European 
Union, and be confident that the views and concerns they express are heard by the EU institutions. 
The European Parliament, Member States and the representation of European citizens have a special 
role to play, as peoples‘ support for the European project is a matter of common interest.‖

20
 The White 

Paper stresses the responsibility of the national authorities: ―It is the responsibility of government, at 
national, regional and local level, to consult and inform citizens about public policy – including 
European policies and their impact on people‘s daily lives – and to put in place the forums to give this 
debate life.‖  
 
The Commission also indicated the four principles of communication policy: the right to information 
and the freedom of expression, social integration, diversity and participation. The White Paper 
analyses the role of the media in detail; however, it does not deal with the most commonly used 
medium: the internet in detail as it is discussed in a distinct legislation. For instance, the Committee on 
Industry, Research and Energy made the following statement about the internet: ―The value of the 
internet and broadband communication exponentially increases with each new user, which is essential 
for Europe, if it wishes to become a knowledge-based society.‖

21
 Besides these, the Commission 

suggested the creation of a codex of behaviour related to communication, in which a collective 
regulation would apply to the European institutions, national bodies and other organizations. 
 
 The European Charter on Freedom of the Press is the tangible result of the fruitful negotiations 
between the different media and the European Commission. The Charter was signed by 480 
European journalists of 19 countries on May 25, 2009. The goal is to provide the press with protection 
against the interference of governments and to ensure the accessibility to information. Moreover, 
another main objective of the Charter is the long-awaited journalistic unification of Europe and the fact 
that any time the freedom of the press is violated our colleagues can cite the charter and refer to the 
laid principles that have to be respected by the authorities during their contacts with the journalists. 
 
―"The Charter on Freedom of the Press initiated by the European journalist community is an important 
reaffirmation of the basic values, including media pluralism, freedom of expression and information 
that underpin Europe's democratic traditions and are enshrined in fundamental legal texts. It is also a 
reminder that in order to have effective freedom of the press, public authorities have a role to play: 
they must be ready to protect freedom of expression and foster its development," said Viviane Reding, 
EU Commissioner for Information Society and Media. "The Charter is therefore an important step 
towards reinforcing these basic values and rights allowing journalists to invoke them against 

                                                           

17 Kardos Dávid (2001), Az információszabadság és korlátai.  
18 Kardos Dávid (2001), Az információszabadság és korlátai.  
19Spinei, Christian (2008), Kommunikációs politika, 
http://circa.europa.eu/irc/opoce/fact_sheets/info/data/policies/culture/article_7320_hu. 
20Dr. Németh Zoltán (2008), Az Európai Unió kommunikációs politikája, 
http://www.jogiforum.hu/publikaciok/339#axzz1NOnYHij7 
21Dr. Németh Zoltán (2008), Az Európai Unió kommunikációs politikája, 
http://www.jogiforum.hu/publikaciok/339#axzz1NOnYHij7 
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http://www.jogiforum.hu/publikaciok/339#axzz1NOnYHij7
http://www.jogiforum.hu/publikaciok/339#axzz1NOnYHij7
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governments or public authorities whenever they feel the freedom of their work is unjustifiably 
threatened."

22
     

 
The Charter's ten articles outline basic principles that governments must respect when dealing with 
journalists, such as prohibition of censorship, free access to national and foreign media sources and 
freedom to gather and disseminate information. The Charter also emphasizes the protection of 
journalists from being spied on and calls for an effective judiciary system safeguarding the rights of 
journalists. 

23
 

 
 Several other important EU norms were issued concerning communication rights, among which 
the following ones contain decisions of high importance: 

a) The Treaty establishing the European Economic Community (EEC Treaty, the Treaty of 
Rome) is in force since 1958 and articles 85-90 regulate free competition. 

b) The regulation in connection with labeling accepted in 1978, which led to the accepting of 
Directive 2000/13/EC of the European Parliament and of the Council in 2000. 

c) Council Directive 84/450/EEC concerning misleading advertising accepted in 1984 
d) Directive 89/552/EEC on the coordination of certain provisions of audiovisual media services 

in Member States. Later on, in 1998 in Hungary the international agreement on television 
broadcasting across borders was proclaimed. It was followed by Directive 2010/13/EC (March 
10, 2010) of the European Parliament and of the Council on audiovisual media services. 

e) The proposal of 1991 on the advertising of tobacco products 
f) The proposal of 1991 on comparative advertising

24
 

g) Directive 2000/31/EC (June 8, 2000) of the European Parliament and of the Council on certain 
legal aspects of information society services, in particular electronic commerce, in the Internal 
Market (Directive on electronic commerce) 

h) Directive 2002/21/EC (March 7, 2002) of the European Parliament and of the Council on a 
common regulatory framework for electronic communications networks and services 
.Furthermore, the connecting Directive 2002/19/EC on access to, and interconnection of, 
electronic communications networks and associated facilities, Directive 2002/20/EC on the 
authorization of electronic communications networks and services, Directive 2002/21/EC on its 
amendment and finally Directive 2009/140/EK (November 25, 2009) of the European 
Parliament and of the Council.  

i) Directive 2005/29/EC concerning unfair business-to-consumer commercial practices. 
j) Regulation (EC) No 2006/2004 of the European Parliament and of the Council of 27 October 

2004 on cooperation between national authorities responsible for the enforcement of 
consumer protection laws and the related resolutions of the Commission: 2006/2004/EC, 
2007/76/EC and 2008/282/EC  

k) Directive 2008/95/EC concerning trademark protection was accepted in 2008 
l) Beside the previously mentioned there are numerous EU norms and standards created in the 

topic of communication law for instance about services of information society, digital 
communication, internet, unfair market behaviour, law of data protection, copyright, law of 
intellectual works, corporate social responsibility. 

 
These norms are about to be detailed in the next chapter, but concerning the bounds of extent I will 
only mention the regulations of the media and advertising. 
 
 
3.2. Regulation of the media 
 
The European Union concentrates on electronic media; there is no intention to commonly regulate the 
printed press. In case of printed press, the EU believes in and guarantees the principle of free transfer 
of information. 
 

                                                           

22Európai Bizottság Média Munkacsoportjának IP/09/891. számú közleménye, Brüsszel, 2009.06.09. 
23http://ec.europa.eu/magyarorszag/press_room/press_releases/20090610_reding_biztos_udvozli_a_sajtoszabadsag_e
uropai_chartajat_hu.htm 
24 Nagy PR-könyv (2006), Management Kiadó, Budapest, 2006./2., 31/4 1.  

http://ec.europa.eu/information_society/media_taskforce/index_en.htm
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 The most important directives are Directive 89/552/EU on the coordination of certain provisions of 
Member States concerning the pursuit of television broadcasting activities and Treaty 89/662/EEC on 
the coordination of certain provisions laid down by law, regulation or administartive action in Member 
States concerning the pursuit of television broadcasting activities. Point 4 of the latter says: „In the 
light of new technologies in the transmission of audiovisual media services, a regulatory framework 
concerning the pursuit of broadcasting activities should take account of the impact of structural 
change, the spread of information and communication technologies (ICT) and technological 
developments on business models, especially the financing of commercial broadcasting, and should 
ensure optimal conditions of competitiveness and legal certainty for Europe‘s information technologies 
and its media industries and services, as well as respect for cultural and linguistic diversity.‖ With this, 
the Union wishes to promote that television broadcasting across frontiers continuously follow the 
changes of the world and mainly of technology and keep up with them always respecting the principles 
and rights. 
 

 The European Convention on Transfrontier Television accepted in 1998 regulates transfrontier 
television broadcasting in the unified European market. Nowadays, it has become possible to watch 
television programmes not only on television but - with the help of computers, internet and even 
mobile phones or other homemade appliances- during travelling as well.

25
 In October 1989 member 

states accepted the directive on television broadcasting without frontiers which had been already 
submitted in 1986 by the Commission. This directive is the direct consequence of the Green Paper 
issued in 1984 which qualified transfrontier broadcasting and the unified regulations of television and 
radio programmes as factors of essential importance from the viewpoint of the internal market. 
According to the directive television broadcasting can be freely received and forwarded. The preamble 
of the directive has stressed significance from the point of communication rights because it disposes 
over the freedom of expression and the safeguarding of the free flow of information and thoughts. 
However, the possibility to take restrictive actions exists in this case as well. In its regulation the Court 
stated that the national regulation of the recipient state may restrict the freedom of forwarding the 
broadcast sent from another member state in certain situations as it may offend the disposals of the 
directive concerning jurisdiction. Article 2.a, 1

st
 paragraph of the directive says that solely the country 

of origin is authorized to stand against the infringement of the broadcasting company. ―The directive 
unifies the most important rules concerning television advertising based on liberties of primary union 
law and on the previous Court practice. Besides determining the general prohibitions of advertising 
and the prohibitions and restrictions concerning the advertising of certain products, the directive also 
disposes over the main requirements of the following: the placement of the commercial in the 
programme, the time ratio of the commercial and the programme, sponsorship, teleshopping, 
protection of the minors.‖

26
   

 

 The European Parliament and the Council accepted Directive 2010/13/EU on audiovisual media 
services on March 10, 2010 as the spread of technological development and new technologies laid 
claim to reconsider the norm system  of audiovisual and media politics in the European Union. The 
new regulation obliges the member states to coordinate national laws. The main norms are: the 
spread of television programmes and on-demand video programmes must not meet with difficulties in 
the unified market; television channels - adjusted to their alternatives - should reserve at least half of 
their running time for films and programmes made in Europe, furthermore, on-demand services have 
to promote European creations; protective measures have to guarantee the protection of the most 
important goals of public interest (e.g. cultural diversity); the member states have to devote special 
attention to the fact that the most significant events (e.g. the Olympic Games) have to reach the most 
viewers possible and must not broadcasted only to the viewers of paying channels. Meanwhile, the 
Union highly protects the minors, therefore programmes with violent or pornographic content can only 
be shown at night and the accessibility to these programmes, and channels have to be made limitable 
with the help of a mechanism built inside the remote control. From the aspect of communication it is an 
important rule that every audiovisual and media service has to respect certain minimum requirements 
concerning commercial communication. For example the prohibition of hidden adverts, the respect of 
human dignity, the restrictions on advertising alcoholic beverages, tobacco or medicine. It was stated 

                                                           

25 http://europa.eu/pol/av/index_hu.htm, 2011.04.12. 
26 Pázmándi Kinga (2005), A reklám a tisztességtelen verseny elleni jog és a modern reklámjog határán, Budapest, PhD. 
dolgozat, 71. 
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as well that all the channels have to obey the rule about the maximal time of commercials shown in a 
unit of time, which means that a channel can broadcast twelve minutes of commercials in an hour.

27
     

 

 In the Treaty of Amsterdam (in force since 1999) the member states stated their commitment to 
broadcasting with public purposes. The Treaty confirms that member states have to devote special 
attention to broadcasting with public purposes as it plays a basic role in satisfying the democratic, 
social and cultural demands of the society while it also helps to preserve the diversity of the media.

28
    

 
 
3.3. Advertising law 
 
The Treaty of Rome secures the guarantee of protection of advertising with the liberties related to the 
free flow of goods and services. Article 30 of the deed of foundation signed in 1957 can be applied to 
advertisements as well: ―Quantitative restrictions on imports and all measures having equivalent effect 
shall, without prejudice to the following provisions, be prohibited between Member States. There are 
also connections between advertising and article 28 and 29, which regulate the export and import of 
goods between Member States. According to the valid legal practice, a Member State may be 
exampled from quantitative restrictions in some cases that are put in writing in Article 36: „The 
provisions of Articles 30 to 34 shall not preclude prohibitions or restrictions on imports, exports or 
goods in transit justified on grounds of public morality, public policy or public security; the protection of 
health and life of humans, animals or plants; the protection of national treasures possessing artistic 
historic or archaeological value; or the protection of industrial and commercial property. Such 
prohibitions or restrictions shall not, however, constitute a means of arbitrary discrimination or a 
disguised restriction on trade between Member States.‖

29
 Therefore, the release of advertisements 

could be restricted in these spheres and with the previously mentioned reasons as it has the same 
judgement as goods, services and information. Community law regulates advertisements mainly by 
means of subsidiary statutory instruments: 
 
 The regulation of 1978 on labelling. The most important relevant directive are the Directive 
2000/13/EC of the European Parliament and of the Council concerning labelling, Council regulation of 
EEC No. 2002/91 on organic production of agricultural products and indications referring thereto on 
agricultural products and foodstuffs, Commission Directive 2002/67/EC on the labelling of foodstuffs 
containing quinine, and of foodstuffs containing caffeine and Council Directive 76/768/EEC on the 
approximation of the laws of the Member States relating to cosmetic products 
 
 Important norms are written in Directive 2005/29/EC concerning unfair business-to-consumer 
commercial practices in the internal market and in Directive 1984/450/EEC concerning misleading 
advertising. In the regulation on unfair commercial practices the misleading of the consumer and 
misleading advertising are judged by the same criteria, however the two definitions are separated. 
Misleading cannot be considered as an advertisement if it is used as an act for sales promotion in the 
field of commerce, industry, craft, real estate or other defined activity. Due to this regulation the whole 
market activity inside the community is protected which also includes the manipulation of the 
consumer and the misleading that leads to an unfair influence on the consumer.

30
 According to the 

directive self-regulation must be supported, mostly because this way ―the controls made by the 
autonomous self-regulatory bodies to end the misleading advertisements would make the 
administrative actions and court proceedings unnecessary.‖

31
 

 
 Directive 1997/55/EC on comparative advertising was accepted in 1997 and it aimed for more 
effective protection of consumer interests. The purpose is to establish objective conditions for a fair 
and impartial comparison. ―The concessive condition of the directive is that it compares products used 
for the same purpose and meeting the same claim; it introduces a product with the same origin, it 
cannot be delusive, the comparison has to be objective, it cannot depreciate the rival and cannot 

                                                           

27 http://europa.eu/pol/infso/index_hu.htm  2011.05.23.  
28 http://europa.eu/pol/infso/index_hu.htm  2011.05.23.  
29Balogh Zsuzsanna (2009), A reklámjog szabályozásának hazai és nemzetközi vonatkozásai, Szakanyag, 5. 
30Balogh Zsuzsanna (2009), A reklámjog szabályozásának hazai és nemzetközi vonatkozásai, Szakanyag, 50. 
31Pázmándi Kinga (2005), A reklám a tisztességtelen verseny elleni jog és a modern reklámjog határán, Budapest,  PhD. 
dolgozat, 63. 
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cause confusion. Another condition is that the characteristic of the rival used for the comparative 
advertisement should be checkable and fairly chosen.‖

32
  

 
 Furthermore, the regulation of advertising has several more areas that are referred to by 
community measures. The most important ones may be Directive 1989/623/EC concerning the 
advertising of tobacco products, Directive 1992/28/EEC on the advertising of medicinal products for 
human use

33
 and the standards of advertisements on alcoholic beverages. However, the Union 

entrusts national laws with the detailed regulation connected to advertisements apart from some 
conditions. 
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Abstract 
 
This paper intends to study the purchasing behavior of the consumers towards frequently purchased 
branded store items as bakery, dairy, poultry, meat, detergents, oil, soft and alcoholic drinks. An 
extensive field research is carried on 1240 respondents in Eskişehir City which is amongst the largest 
cities in Turkey with 700.000 inhabitants. Stratified sampling method is used in data collection process 
and respondents are asked to answer 35 questions of which five are related to demographic factors. 
The study is consisted of four main parts of which first part is an introduction to the subject; second 
part gives theoretical background about brand loyalty and brand switching; new product adoption 
attitude; attitude towards price; shopping habits and finally emotional responses. Third part deals with 
research methodology and data collection basic premises and hypotheses attached to these premises. 
Research model and analyses take place .In this section. Theoretical framework assigns a variable 
name to each of the question asked or proposition forwarded to the respondents of this survey. 30 
statements or propositions given to the respondents are placed on a five-point Likert scale where 1 
stands for strongly disagree, 2 for disagree, 3 for neither agree nor disagree, 4 agree and finally 5 for 
strongly agree. The remaining five questions about demographic traits as age, gender, occupation, 
educational level and monthly income are placed either on a nominal or ratio scale with respect to the 
nature of the trait. Eight research hypotheses are formulated and tested in this section. The 
hypotheses formulated are also tested in this part. The fourth part of the study summarizes the 
findings and gives suggestions for future research.  
 
 
Keywords 
 
Brand loyals, system beaters, deal shoppers, quality perception, new product adoption  
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1. Introduction 
 
The term ―shopper segmentation‖ has been searched since 1990‘s. Because of highly competitive 
environments, companies emphasized on brand loyalty and brand switching behavior of consumers, 
so understanding of these behaviors of consumer is a key element of firms‘ competition strategy. 
Understanding consumer purchase behavior is very important to marketers achieving brand loyalty. To 
achieve brand loyalty, marketers have to understand shopper behavior. In this paper, it is intended to 
study the purchasing behavior of the consumers towards frequently purchased branded store items as 
bakery, dairy, poultry, meat, detergents, oil, soft and alcoholic drinks and define the shopper segments 
according to Meer‘s (1995) classification.  
 
 
2. Literature Review and Prior Research on brand loyalty, brand switching and consumer 
attitudes to price changes 
 
Brand loyalty and switching behavior are related concepts with each other. At the end of brand 
switching behavior, when consumer is satisfied with any brand, brand loyalty is realized. This means 
that if consumer is not satisfied, there is a powerful reason for brand switching behavior. In the 
marketing literature and practices, both of these concepts are used as variables to segment the 
customer like as loyal or non-loyal customers. (Jacoby and Chesnut, 1978, Lattin, 1987; Yoon and 
Tran, 2011) According to Yoon and Tran (2011, pp. 652) consumers have choice tactics and 
strategies surely, so these tactics or strategies are created and then updated subsequently as 
consumers accumulate past purchase experience with: 

o Brand loyalty 
o Variety-seeking tactics (Hoyer and MacInnis, 2007 from Yoon and Tran 2011, pp. 652) 

 
In Ewing‘s article ( 2000, p. 120)indicated that Sambandam and Lord have said in the one of their 
articles as some customers switch from one brand to another brand at the buying time whereas the 
others show loyalty to prior choice. Brand loyalty and brand switching behavior of consumers are very 
fundamental concepts in the marketing literature. Because the company‘s marketing success is 
depend on these concepts mainly.  
 
There are many definitions of brand loyalty made by researchers and practitioners. Actually brand 
loyalty is the consumer's conscious or unconscious decision to repurchase a brand and occurs when 
the consumer perceives that the brand offers features, image, or level of quality at the right price. On 
the other hand, brand switching behavior occurs due to decline in brand loyalty and has short-term 
period (Shukla, 2009, pp. 350). As said Nguyen Barett and Miller (2011, p.222) brands play central 
role in marketing and consumer behavior 
 
Gounaris and Stathakopoulos (2004) explained four types of brand loyalty as noted by our previous 
article (Ersoy and Calik, 2010, pp.214). 

o No loyalty: Consumers do not purchase the brand or have any information on or experiences 
with the brand. At the same time, there are no social influences to get them to try or buy the 
brand (e.g., reference group and opinion leaders).  

o Covetous loyalty: There is no purchase but, emotional attachments are very high. The 
individual exhibits a very high level of relative attachment to the brand as well as a strong 
positive predisposition toward it. This type of loyalty derives from the individual’s perception of 
the brand personality such that the brand is related to the individual’s own self-perception and 
personality.  

o Inertia loyalty: The brand is purchased repeatedly by the consumer, but there is no emotional 
attachment or any social influences. Because they lack any alternative brand or product, 
consumers keep buying the brand. The consumer’s purchasing behavior is characterized 
primarily by habitual attachment, at least in part because of brand-switching costs (also see 
Lin, Wu & Wang, 2000).  

o Premium loyalty: An individual exhibits a high degree of relative attachment to the brand, high 
instances of repeat purchases, and high levels of influence by social pressure. This type of 
loyalty, sometimes called action loyalty, characterizes the greatest degree of consumer 
attachment to the brand. 
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According to Matzler, Grabner-Krauter and Bidmon, (2008, p.154) in the highly competitive and 
unpredictable markets, differences between the products or brands are getting smaller because of 
technological changes and innovations. In that case, brand loyalty is a major element of marketing 
strategies and tactics. But, especially after the recent economic crisis consumers are more sensitive to 
the price changes and the relationship between price and quality than before. In that way, it is said 
that sensitivity to price changes and price-quality relationship are affecting brand loyalty of consumers. 
So that, these concepts and relationships between each other are examined by some researchers like 
Meer (1995), Stamer and Diller (2006) and Toncar and et al. (2010) to marketing view.  
 
In contrast of statement on loyal consumer in the article of Yoon and Tran (2011, pp. 652) when 
consumers are switching to a different brand, they may be motivated by new brand‘s price if all of 
brand features are the same with each other. Especially, Meer (1995) and Stamer and Diller‘s (2006) 
researches are considered in that point. According to Toncar and et all. (2010, p. 295), two questions 
are important in that point. These are :―how consumers use price to arrive at quality expectations has 
been a focus of previous investigation for marketing researchers and how price affects the quantity 
demanded under various conditions has been the focus of economic research” These questions and 
their answers are considered segmenting customer, even if the market is segmented by the consumer 
responses to price changes. In that way, marketers have developed the economic idea of elasticity of 
demand, and applied it to marketing and ‗‗brand elasticity‘‘. Brand Elasticity means that consumers of 
one brand are sufficiently satisfied with a product or service, they will transfer their allegiance to 
another product or service with the same brand. (General Review, 2010, pp.25) In that case, it could 
be said that there is a relationship between brand elasticity and brand loyalty. The relationship 
between these concepts is leading to Meer‘s approach on segmenting customer according to 
customer‘s price sensitivity and loyalty status.  
 
According to the research findings of Meer, four different shopper segments have been identified by 
used some variables such as: (1995, pp.)  

o Degree of perceived brand difference 
o Consumer preferences 
o The sensitivity of price 

 
These segments have been described as follow: (Meer, 1995)  
 “Brand Loyals express strong brand preferences and report acting on those preferences 

regardless of price considerations. 
 System Beaters also have brand preferences but are committed to buying their favorite brands 

at lower than regular prices. In the article written by Synovate and published by at the website of 
market research world 
(http://www.marketresearchworld.net/index.php?option=com_content&task=view&id=1241&Itemi
d=77 ) Rubinson also described System Beaters as like ―they often have strong brand 
preferences but have been trained by manufacturers and retailers to expect, and even require, a 
good deal on price before they will actually buy" While System Beater behavior represents a 
challenge to maintaining profit margins for certain product categories,. Meer (1995 pp.) stated 
that system beaters do not have any decision on what brand they will buy before walking into 
store largely but, they are keeping their alternatives . In that case, system beaters are perceived 
as an opportunity by retailers to convince shoppers to visit their store and buy something.  

 Deal Shoppers focus on price, not brand. They are clear in their commitment to purchase 
products that are specially priced and also shoe a strong propensity to take advantage of 
coupons or other promotions (Meer, 1995, pp.). Prior research on this subject has also shown 
the importance sales promotions based price to acquire customers like Owens et al. (2001). 
Deal Shoppers behave like market mavens. Calik (2007) stated that market mavens intend to 
close this gap in practice and tries to share his or her information on products, stores and other 
market characteristics with other consumers and they play an important role in the eyes of the 
other consumers as reliable information sources and their perceptions are more regarded and 
counted on. 

 The Uninvolved has neither strong brand preferences nor a strong low-price orientation. “ 
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Figure 1: Four Shopper Segments (Meer RC-3) 
 
 

SYSTEM BEATERS                                                                          BRAND LOYALS

DEAL SHOPPERS                                                                       UNINVOLVED

High Price Salience                                                                                                                                                                    Low Price Salience

Strong Brand Preferences

Weak Brand Preferences

 
 
The other fundamental research on this subject was made by Stamer and Diller (2006). According to 
research findings of Stamer and Diller (2006, pp.62-72), five segments have been described used 
some variables like Meer (1995) as follow: 

 Optimizers: Consumers in this segment are prepared to invest in price search to realize deals 
for high quality products.  

 Price seekers: These shoppers invest a lot of time and effort in price information search 
which is rewarded by the lowest “Internal reference price” (IRP) among all clusters..  

 Brand conscious buyers: they have the highest quality expectations and are most reluctant 
to search for low prices or deals  

 Discount buyers: The remaining two clusters differ greatly from each other, but seem to be 
similar insofar as their purchase behavior is driven by the need of simplifying choice 
processes.  

 High price shoppers: In contrast, “High price shoppers exhibit high quality and brand 
preferences  
 
 

3. Research Model and Analyses 
 
The respondents who are selected on a random basis are asked to give answers to 35 questions of 
which the last five are of demographic type. The rest thirty questions (statements) intend to reflect 
consumers‘ behavior toward price, brand and quality of the products. The responses are classified on 
a five-point Likert scale ranging from ―1= strongly disagree‖ to ―5= strongly agree.‖ Each question or 
statement is processed as a variable (dependent, independent or interdependent with respect to the 
analysis undertaken). The frequency distribution of all these variables is given below: 
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Table 1: Frequency Distribution of Variables 
 
  Mean SD 

REFTOPAY 
BRANDCOM 
UNFAMILIA 
QUICKPURC 
 
 ATTENTIVE  
 
CATALOGU 
 
EXCITING 
SWITCHTO 
 
WORDOFM 
 
QUALITYAS 
 
TRUSTINBR 
USUALBRA 
 
BESTBRAN 
HIGHPRICEI 
STICKTOUS 
 
BRNDAFFE 
 
CONSISTEN 
 
PACKAGEX 
 
LIKINGABR 
 
WELLKNOW 
 
BESTINCAT 
RECOMMEN 
 
CHEAPEST 
 
LIMITEDPU 
 
ASSURANC 
SATISFACTI 
 
DELSANDIS 
 
HIGHPRICE 
CHEAPEST 
REDUCPRIC 
AGE 
GENDER 
OCCUPATIO 
EDUCATION 
INCOME 

I keep most of the prices in mind and refuse to pay more 
Brand comparison takes my time while purchasing a product. 
I do not purchase and try a product which is unfamiliar 
I finish my purchases in a short time since I'm adequately informed about 
brands 
The brands I buy are mostly of those companies which pay attention to 
their customers. 
I choose well known brands from free standing inserts and catalogues. 
I find it exciting to buy a new product. 
I switch to a similar brand if I cannot find my usual brand in the market 
I hesitate to purchase a brand if I hear a negative comment about it 
I do not assess the quality of a product unless I purchase and try it. 
I always trust in the products that I purchase 
I usually prefer to purchase my usual brand instead of the other brands 
which I am not certain about their qualities 
I choose the best brand that I can afford at the best price 
I believe that high price indicates high quality 
I stick to my usual brand, even a similar brand offers me deals, 
If I like a particular brand I do not want to try to purchase another brand 
The brands which I purchase always have consistent quality and 
performance 
I prefer to buy unpackaged items, since I believe that packaged items are 
more expensive 
Once I develop a liking on a particular brand I continue to purchase it 
I chose the well known brand among the brands which possess similar 
characteristics. 
The brands I purchase are the best ones in their category 
I usually recommend the brands I purchase to my friends and 
acquaintances 
I choose the cheapest brand among the circle of similar brands 
My purchases are usually limited to two or three similar brands 
The brands that I purchase always give me assurance 
The most well known brand does not necessarily mean the most satisfying 
brands to me 
I always follow the deals and discounts and prefer the brands with reduced 
prices. 
I usually prefer high-priced brands 
I choose the cheapest among brands with similar traits 
I prefer to buy reduced-priced items as much as possible 
Age* 
Gender 
Occupation 
Educational level 
Monthly income** 
 
* MEAN AGE = 35.97 years 
 
** MEAN INCOME = 625.35 USD 
 

3.56 
2.87 
3.40 
3.73 
 
3.97 
 
3.64 
 
3.26 
3.23 
 
4.32 
 
3.68 
 
3.47 
4.20 
 
4.44 
2.97 
2.95 
 
3.26 
 
3.99 
 
2.71 
 
4.14 
 
4.06 
 
3.84 
4.09 
 
3.21 
 
3.05 
 
3.96 
3.79 
 
3.14 
 
2.56 
3.21 
3.09 
2.18 
1.54 
2.56 
2.43 
2.38 

1,39 
1.44 
1.39 
1.26 
 
1.06 
 
1.25 
 
1.41 
1.39 
 
1.23 
 
1.30 
 
1.14 
1.02 
 
0.96 
1.44 
1.41 
 
1.41 
 
0.99 
 
1.50 
 
0.97 
 
1.12 
 
1.08 
1.04 
 
1.40 
 
1.42 
 
1.03 
1.23 
 
1.48 
 
1.30 
1.41 
1.34 
0.81 
0.50 
1.40 
0.68 
1.03 

 
The above table implies that the distribution of most of the answers is ‗right-skewed‘ i.e. they stand to 
the right of the mean value (which is 3). Here we note that respondents seem to agree with the 
statements given to them. It is however also noted that the ratios of deviations to means is also high 
which leaves more analytical ground in this context. 
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3.1. Consumer price behavior 
 
Seven statements (out of thirty) of the survey are related with different attitudes of the respondents 
toward prices. The first hypothesis (H1: High price sensitivity reduces the brand trust) relating brand 
trust concept with price sensitivity is examined at different levels with respect to different consumer 
segments. In general, 57.4 % of the consumers agreed with the proposition that ‗they trust in the 
products that they purchase; whereas 20.1 % disagreed with this idea. For system beaters 
(optimizers) and price seekers, these ratios do not differ considerably (60.7 % to 18.2 % and 57.3 % to 
21.8 % respectively). For high-price shoppers brand trust is more stressed (72.4 % to 11.0 %). On the 
other hand, high price sensitivity reduces the brand trust to a considerable extend: (47.9 % to 30.5 %). 
The same is also true for deal shoppers: (55.5 % to 25.1 %). 
 
The second hypothesis (H2: High sensitivity to price contradicts to the proposition that high price 
denotes high quality) is sustained at p<0.01 significance level as far as discount buyers and deal 
shoppers are concerned. Among the whole population of consumers interviewed 45.4 % of them 
agree that ‗high price denotes high quality‘ and 40.8 % reject this idea. The greatest approval is 
asserted by high price shoppers whose price sensitivity is lowest (since they disclose their predilection 
towards high-priced items as a result of a logical inference as ‗high price denotes high quality). 76.5 % 
of this segment accepts this proposition and only 14.8 % reject it. For system beaters the same 
concept holds but to a lesser extent. (46.7 % to 39.9 %). The reason for this smoothing could be due 
to the fact that, unlike high price shoppers system beaters exhibit a great deal ‗high price sensitivity‘. 
On the part of the mavens, 34.0 % defends the idea that high price denotes high quality; whereas 52.8 
% rejects it. The same is true for deal shoppers where 35.7 % accepts the idea and 52.9 % denies it.  
 
The inverse relationship between price sensitivity and brand switching is sustained by the third 
hypothesis test (H3: High price sensitivity induces brand switching). Here 54.2 % of the respondents 
defend the idea that they can switch to a similar brand if they cannot find their usual brands in the 
market and 36.2 % disagrees with it. Brand loyals and high price shoppers support this idea. As far as 
brand loyals are concerned, only 37.8 % favors brand switching yet 56.9 % denies it. The difference is 
not much among high price shoppers, (44.7 % to 45.7 %). The rest of the segments display striking 
results: (54.2 % to 36.2 % for mavens; 71.3 % to 22.3 % for discount buyers; 58.1 % to 32.8 % for 
system beaters; 56.7 % to 31.7 for deal shoppers and 60.2 % to 44.2 % brand conscious buyers.  
 
It is often doubted high that price sensitivity is negatively correlated with income level. In the analysis 
of hypothesis four (H4: Price sensitivity is negatively related with income). The analyses of the data 
reveal that this proposition is sustained for almost all consumer segments but show variations between 
these segments. 37.9 % of the lowest income group of market mavens are high price sensitive; 
whereas this ratio drops to 24.3 % at the highest income group. For discount buyers the ratios are 
27.8 % to 12.9 %. The same is also true for deal shoppers (25.3 % to 5.7 %). 
 
 
3.2. Brand loyalty 
 
Brand Loyalty in this survey revolved around six major statements directly or indirectly related as 
follows: 
 
a. I usually prefer to purchase my usual brand instead of the other brands which I am not certain about 
their qualities (Premium loyalty) 
b. I stick to my usual brand, even a similar brand offers me deals,( Premium loyalty) 
c. The brands I purchase are the best ones in their category (Premium loyalty) 
d. If I like a particular brand I do not want to try to purchase another brand (Inertia loyalty) 
e. My purchases are usually limited to two or three similar brands (Divided loyalty) 
f. The brands that I purchase always give me assurance. (Inertia loyalty) 
 
Predilection of consumers to well-known brands is a common characteristic of them. 77.2 % of total 
consumer accepts the idea that they prefer a well known brand among the brands which possess 
similar characteristics. Only 11.7 % rejects it. The hypothesis (H5: Brand loyalty is closely related to 
well-known brands.) when tested reveals that these percentages are even more aggravated .for brand 
loyals. In premium loyalty the confirmation rate rises up to 86.9 %; 91.7 %; and 90.2 %.respectively. 
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For inertia loyalty the ratios are also above average (87.9 % and 88.6 % respectively). For divided 
loyalty the score drops down a bit but it is still above average (82.3 %). 
 
 
3.3. Brand trust 
 
Eight statements lie under brand trust as follows: 
 

a.  I usually recommend the brands I purchase to my friends and acquaintances (opinion leader) 
b. The brands I purchase are the best ones in their category (brand conscious) 
c. The brands I buy are mostly of those companies which pay attention to their customers. (store 

loyal) 
d. The brands that I purchase always give me assurance (optimizer) 
e.  I choose well-known brands from free standing inserts and catalogues (optimizer) 
f. I always trust in the products that I purchase (brand loyal) 
g.  I find it exciting to buy a new product. (optimizer) 
h. I chose the well-known brand among the brands which possess similar characteristics 

optimizer) 
 
The next hypothesis (H6: Consumers who usually prefer high-priced items develop more brand trust 
than other people) is tested on eight levels as listed abdve. In general consumers are a bit reluctant to 
purchase high-price brands (only 29.5 % of the respondents agree with this statement). This ratio 
however is significantly higher for those consumers who develop trust in the products that they 
purchase.  The approval rate is 34.2 % for opinion leaders; 48.6 % for brand conscious buyers; 41.6 % 
for store loyals; 43.6 % for brand loyals ; 43.4, 49.7, 39.4, and 41.2 % respectively for optimizers. 
 
 
3.4. New product adoption process 
 
In this part the first two consumer types of new product adoption process (innovators and early 
adopters) are selected to be related to different consumer segments. Hypothesis which proposes that 
excitement derived from purchasing a new product (H7: brand loyalty is negatively related with new 
product adoption enthusiasm) is positively related to optimizers, store loyals and high price buyers are 
sustained at significance level. Generally 51.7 % of the respondents assert that they get excited when 
they buy a new product. For market mavens: deal shoppers and discount buyers this ratio is 51.9 %, 
52.5 %.and 52.3 % respectively On the other hand 57.9 % of the store loyals 56.4 % of optimizers; 
54.5 % of the system beaters: 60.3 % of the high price buyers;  this idea (above average). In this 
respect brand loyals exhibit the lowest score (48.8%) which is below average rate. 
 
 
3.5. Consumer demographics 
 
This study reveals significant relationships between consumer demographics and consumer segments 
unlike what has David Meer claimed in his article. The test results of the final hypothesis (H8: There is 
a significant relationship between consumer demographics and consumer segments) is as follows:  
 
 
3.5.1. Consumer age and brand behavior. 
 
The mode age value of the respondents who are involved in this study is 26-40 years: 
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Table 2: Age distribution of the respondents 
  

  Frequency Percent Valid Percent Cumulative Percent 

Valid 18-25 286 23,1 23,4 23,4 

  26-40 461 37,2 37,8 61,2 

  41-62 444 35,8 36,4 97,6 

  62+ 29 2,3 2,4 100,0 

  Total 1220 98,4 100,0  

Missing System 20 1,6   

Total 1240 100,0   

 
 
Age and brand loyalty when compared yield stunning results (at p<0,05 level) where there is a 
significant difference between younger and older generation, where elder people are more brand loyal 
than youngsters (The ratios are 55.2 % to 40.2 % and 31.0 % to 14.0 % respectively. Mavenism is 
also accentuated for elder people. The average rate between +40 and -40 year olds is 37.2 % to 32.6 
% (accepted at r<0.01 level). On the other hand difference of store loyalty among generations is not 
sustained. This is also true when system beaters are in concern, Trust in the product that one 
purchases is advantageous on the part of the elder poeple 34.5 % to 14 %). It is not surprising to find 
out that elder people are also deal shoppers (24.1 % to 14.3 %). On the other hand discount buyers 
are of younger generation (34.4 % to 47.2%). Young people are also high price buyers 20.6 % to 26.9 
%) No age difference exists between optimizers. 
 
Table 3: Gender distribution 

  Frequency Percent Valid Percent Cumulative Percent 

Valid female 558 45,0 45,7 45,7 

  male 662 53,4 54,3 100,0 

  Total 1220 98,4 100,0  

Missing System 20 1,6   

Total 1240 100,0   

 
 
There is a significant difference (at p<0,05 level) between females and males, as far as brand loyalty 
is concerned. Female loyals outnumber male loyals in this respect (55.2 % to 43.5 %). No significant 
difference exists from mavens, system beaters, high-price shoppers and store loyals‘ point of view. 
Females are also better deal shoppers and discount buyers than males (20.1 % to 16.9 % and 19.2 % 
to 12.4 % respectively).  
 
Table 4: Distribution of occupations 
 

  Frequency Percent Valid Percent 
Cumulative 

Percent 

Valid blue & white collar worker 416 33,5 34,1 34,1 

  tradesman & businessman 
179 14,4 14,7 48,8 

  self employed or manager 
318 25,6 26,1 74,8 

  retired 145 11,7 11,9 86,7 

  houswife 162 13,1 13,3 100,0 

  Total 1220 98,4 100,0  

Missing System 20 1,6   

Total 1240 100,0   



2011 Global Business Conference at Sibenik 

 

108 

 

 
From occupations point of view, retired people and housewives surpass the other occupations (25.9 % 
and 28.4 %) in terms of deal shopping. The same occupations are also discount buyers (33.1 % and 
29.6 %).On the other hand self-employed people and managers as well as craftsmen and 
businessmen are classified as high-price buyers ( 35.6 % and 35.2 % respectively).These two groups 
are also differentiated from other groups as optimizers (74.8 % and 77.1 %). 
 
Table 5: Last school graduated (education level) 
 

  Frequency Percent Valid Percent 
Cumulative 

Percent 

Valid elementary school 127 10,2 10,4 10,4 

  secondary school-high 
school 

440 35,5 36,1 46,5 

  university- high school 653 52,7 53,5 100,0 

  Total 1220 98,4 100,0  

Missing System 20 1,6   

Total 1240 100,0   

 
As could be seen from the table more than half of the respondents are university and high-school 
graduates. Elementary school graduates represent the best sample of brand loyals. The ratio of brand 
loyalty is 30.7 % for elementary school graduates where this ratio drops to 17.3 % and 14.5 % 
respectively for high school and university graduates. The same is true for market mavens (43.5 % for 
elementary school graduates) which are approved at p<0,05 significance level. Majority of the deal 
shoppers are also from elementary school graduates (31.5 %). After all these it is not surprising to find 
out that discount buyers are also elementary school graduates (37.8 %); but when high price buying 
comes into question this group loses its leadership and replaced by university graduates (31.4 %).  
 
Table 6: Income distribution of respondents (monthly income) 
 

  Frequency Percent Valid Percent 
Cumulative 

Percent 

Valid 0-400 USD 198 16,0 16,2 16,2 

  401-800 USD 587 47,3 48,1 64,3 

  801-1600 USD 277 22,3 22,7 87,0 

  1601-3200 USD 88 7,1 7,2 94,3 

  +3200 USD 70 5,6 5,7 100,0 

  Total 1220 98,4 100,0  

Missing System 20 1,6   

Total 1240 100,0   

 
The table above indicates that the great majority of respondents (63.7 %) earn less than 800 
USD/month. The analysis reveals that highest income group members are the best brand loyals (58.6 
%) as opposed to lowest income group (38.9 %). This test is proved at r<0.05 significance level. Store 
loyalty is also practiced among these group members (85.7 %). As sounds logical lowest income level 
people make the best deal shoppers (58.1 %). This lowest income group also represents discount 
buyers (66.2 %). And finally it is self evident that highest income group members are high price buyers 
(50.0 %).Optimizers also come out from this group (82.8).  
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3.6. Factor analysis 
 
Factor analysis reduced 30 variables into eight main components as follows: 
 
Table 7:  Rotated component matrix  
 

COMPONENT 1 
BRAND TRUST F 

S 
A 
C 

C 
O 

T 
R 

O 
E 

R 
S 

 

I usually recommend the 
brands I purchase to my friends 
and acquaintances ,646       

The brands I purchase are the 
best ones in their category ,644       

The brands I buy are mostly of 
those companies which pay 
attention to their customers. ,598       

The brands that I purchase 
always give me assurance ,531       

I choose well known brands 
from free standing inserts and 
catalogues. 

,528       

I always trust in the products 
that I purchase ,452       

I find it exciting to buy a new 
product. ,381       

I chose the well known brand 
among the brands which 
possess similar characteristics. ,369       

COMPONENT 2 
BRAND LOYALTY        

If I like a particular brand I do 
not want to try to purchase 
another brand 

 ,714      

I stick to my usual brand, even 
a similar brand offers me deals,  ,677      

My purchases are usually 
limited to two or three similar 
brands 

 ,656      

The brands which I purchase 
always have consistent quality 
and performance  ,478      

Once I develop a liking on a 
particular brand I continue to 
purchase it 

 ,452      
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I finish my purchases in a short 
time since I'm adequately 
informed about brands 

 ,273      

COMPONENT 3 
PRICE SENSITIVITY 

       

I always follow the deals and 
discounts and prefer the brands 
with reduced prices.   ,724     

I prefer to buy reduced-priced 
items as much as possible   ,690     

I choose the cheapest brand 
among the cycled on similar 
brands 

  ,672     

I choose the cheapest among 
brands with similar traits   ,657     

I prefer to buy unpackaged 
items, since I believe that 
packaged items are more 
expensive 

  ,415     

The most well-known brand 
does not necessarily mean the 
most satisfying brands to me   ,136     

COMPONENT 4 
QUALITY PERCEPTION        

I believe that high price 
indicates high quality    ,677    

I usually prefer high-priced 
brands    ,632    

COMPONENT 5 
BRAND & PRICE 
KNOWLEDGE        

I do not assess the quality of a 
product unless I purchase and 
try it.     ,256   

I choose the best brand that I 
can afford at the best price     ,592   

I usually prefer to purchase my 
usual brand instead of the other 
brands which I am not certain 
about their qualities     ,493   

I switch to a similar brand if I 
cannot find my usual brand in 
the market     ,451   
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COMPONENT 6 
CIRCUMSPECT BUYER        

I do not purchase and try a 
product which is unfamiliar      ,683  

I hesitate to purchase a brand if 
I hear a negative comment 
about it 

     ,467  

COMPONENT 7 
BRAND COMPARISON        

Brand comparison takes my 
time while purchasing a 
product. 

      ,793 

 
The scale reliability of this study is  and Kaiser-Meyer-Olkin measure of sampling adequacy is 
KMO=853.where both indexes reveal scores above average. 
 
 
3. Conclusion 
 
This study revealed the following findings: 
 

o Brand trust is a common characteristic of high price shoppers. Deal shoppers and 
discount buyers develop weakest links with brand trust. (Higher the price sensitivity, lower 
the brand trusts). 

o High price shoppers and system beaters defend the idea that high price denotes high 
quality. The rest of the segments deny it. 

o High price sensitivity induces brand switching. Brand loyals and system beaters reject this 
idea. All other segments accept it. 

o Price sensitivity increases as income drops. This statement is proved for market mavens, 
discount buyers and deal shoppers. 

o Brand loyalty is closely related to well-known brands. This is true for three stages of loyalty 
as premium loyalty, inertia loyalty and divided loyalty. 

o Brand loyals are the least impressed segment of buying a new product. 
o Elder people are more brand loyal than other age groups. 
o Brand loyalty is more inherent in females than males.  
o Retired people and housewives are deal shoppers and discount buyers. 
o Self-employed people and managers as well as tradesmen and businessmen are 

classified as high-price buyers and optimizers. 
o University and high school graduates are the best representatives of high price buyers.  
o Brand loyalty is best described by elementary school graduates. 
o High income groups are brand loyals, high price buyers and optimizers. 
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Figure 2: Distributions of consumer demographics and attitudes by consumer segments 
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Adapted from: Çalik Nuri, 2007, pp, 275-289 
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Abstract 
 
This study consists of four main parts of which first part is an introduction to the subject;  second part 
gives theoretical background and prior research about consumer attitudes and attitude  models, the 
functions of attitudes, forming attitudes and attitude changes. Prior researches also take place in this 
part. Third part is the fundamental part and research model and analyses take place in this part. 
Electronic home appliances are selected in four different product lines as desktop computers, LCD 
television sets, cellular phones and laptop computers. A questionnaire with 43 questions is prepared 
for this purpose and applied to 975 respondents selected on stratified sampling basis. Here consumer 
attitudes are analyzed under three groups of hierarchical effects in relation with price sensitivity, brand 
loyalty, new product adoption process, product types and demographic factors. Nonparametric tests 
are applied to six different hypotheses formulated in this section. Finally the fourth part lists findings 
and gives hint for future research. 
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1.  Introduction 
 
Affect, behavior and cognition are three major components of consumer attitudes. Affect reflects a 
consumer‘s feeling toward an attitude object. The second factor behavior on the other hand, is the 
intention of an individual to do something with an attitude object. This does not necessarily mean an 
actual purchase on the part of a buyer but may involve any stage of ‗decision-to-buy‘ process. 
Nevertheless actual purchase and desire-to-buy stages are more important role than the earlier stages 
of this process as ‗awareness and developing interest‘. Finally cognition is the last component where 
beliefs of the consumers about an attitude object plays an important role. The first letters of these 
components brought together form ABC model of attitudes.  The ranking and the combination of the 
components with respect to their relative importance in the eyes of the consumers are developed into 
the concept of hierarchy of effects. Finally three different types of hierarchy are suggested as; 
standard learning hierarchy (where beliefs precede affect and behavior), low-involvement 
hierarchy (where affect follows beliefs and behavior) and experiential hierarchy (where affect is 
given highest priority).  
 
 
2. Literature Review and Prior Research 
 
The products of consumer electronics are among the specialty products that consumers analyze and 
compare the alternatives by visiting the selling points. It is quite important for consumers to obtain 
information about these products before purchasing. In this market both manufacturer and seller 
endeavor to promote and sell the products. These products, of which unit value is quite high, are not 
frequently purchased and they have unique features. These products are distributed to their customers 
in a few points and it is important for these products to brand identification. Consequently, the growing 
economy, intense young population and the increasing living standards make this market more 
attractive.  
 
 
2.1. Consumer attitudes 
 
There are some important methodological problems related to the definition and measurement of the 
attitudes. Despite these facts, the subject of consumer attitudes has become a research topic in the 
field of marketing 
 
The term attitude is defined in several ways. Allport defined attitude as, ― a mental and neural state of 
readiness, organized through experience, exerting a directive or dynamic influence upon the 
individual’s response to all objects and situations with which it is related ―(Allport, 1935: 810). The 
more recent definition of attitude ―learned tendency to respond consistently towards a given object”. 
For example, people's attitude toward the product can range from 'enthusiastic, positive, indifferent, 
negative to hostile‖ (Kotler et al. 2003: 225).  
 
Acoording to Katz, the attitudes have four different functions. These are as follows (Shajahan S. 
Shajahan L. 2004: 48) 
 
―Adjustment function: The function is based on the hedonistic principle, which means people strive 
to maximize the rewards and minimize the penalties in their external environment. 
 
Ego- defensive function. People normally spend a great deal of their energies in the process of 
learning to live with themselves. 
 
The value-expressive function: This function, according to Katz, not only gives clarity to the self-
image but also bring that self-image closer to the heart’s desire. 
 
The knowledge function: The function is based on the need for understanding and making sense of 
the world. For example, certain attitudes that are suitable to a situation are retained and an employee 
discards those, which are unsuitable or outdated”. 
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Many researchers agree that an attitude is comprised of three components; affect, behavior and 
cognition components (Hoyer & MacInnis, 1997: 148). This point of view is widely accepted. The affect 
connotes the feelings of a consumer about an attitude object. In this point, the emotional reactions and 
brand attitude are developed. The affect component can bloom under the effects of cognitive 
component as well as it can develop independently. The behavior displays the wish of taking action 
related to the object of the attitude. In this stage, it is expected from the consumers to come into 
action. In the marketing researches, the behavioral dimension is tried to be measured by the buying 
intention of the consumers. The cognition component means the knowledge, ideas and believes of the 
consumers related to the object of the attitude. How realistic the knowledge is, it is so effective on the 
attitudes. In this stage, consumers realizes the action of thinking which bring them information and 
awareness of the brand (Pelsmacker et all, 2001: 60). Marketing practitioners utilize the cognition 
component of the attitude to change the negative thoughts about the brand. (İslamoğlu, 2008: 136). 
 
Although all of three components are effective. it is not possible to say that attitude forming processes 
always start with the cognition component (Bodur et all, 2000: 17-28).  
 
These three components of attitude (affect, behavior, cognition) are known as the ABC Model of 
attitude (Solomon, 2009: 284). It is a must to conduct a new study conveying these three components 
to form a new attitude or change an attitude existing. 
 
Figure 1: The ABC model of attitudes (Three Hierarchies of Effects) 

Beliefs Affect Behavior

Beliefs

BeliefsAffect

Affect

Behavior

Behavior

ATTITUDE
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processing
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consumption

 
Source: Solomon, 2009: 285. 
 
Attitude researchers developed the concepts of a hierarchy of effects to explain the relative impact of 
the three components. The three basic components of this concept are listed as standard learning 
hierarchy, involvement hierarchy and experimental hierarchy (Solomon, 2009:  284,285). 
 
The standard learning hierarchy explains the purchasing decisions of the consumer as a process of 
problem solving. In this process, the consumer assures his/her believes related to the product 
depending on his/her knowledge. Then by evaluating these believes, she/he reflects her/his emotional 
reactions known as the effect. At the end of assessing information related to the product, the 
purchasing behavior is formed by betraying the paramount features of the product. Within this process, 
the brand loyalty is developed. 
 
The low involvement hierarchy connotes the negative or positive experiments, whether she/he 
embraces an attitude or behavior after purchasing. While the consumer has limited knowledge, she/he 
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has enough knowledge after buying and experimenting the product. In this way, an attitude can be 
developed to the related product. 
 
The experiential hierarchy is based on the emotional reactions of the consumers that the researchers 
have brought the center of their reactions are emotional. Here, the abstract features such as brand, 
design of packaging an advertisement are gained importance. 
 
 
2.2. Brand loyalty 
 
Brand loyalty displays a strong internal trend forcing consumers to purchase the products.  The 
positive feelings and believes formed by the brand on consumers have been as certain as the factors 
affecting positively the brand loyalty (Chaudhuri & Holbrook, 2001). In this case, the impressions 
related to the brand are very important. If the brand loyalty is developed as a result of positive 
experiments, the consumers are expected to continue their behaviors future purche decisions. Some 
researches draw attention that the brand loyalty is a multi dimensional concept that repeats 
purchasing behavior with positive attitudes and it is too difficult to define it (Bandyopadhyay and 
Martell, 2007: 36). According to the broadly accepted definition in the literature, the brand loyalty, ―a 
deeply held commitment to re buy or re patronize a preferred product/service consistently in the future, 
thereby causing repetitive  same-brand or same-brand set purchasing,  despite situational influences 
and marketing efforts having the potential to cause switching behavior‖ (Oliver, 1999: 36).  
 
Ray and Batra (1983) state that the attitude toward the brand has two components: first, the cognition 
component affecting from the beliefs about the brand; and the second is the emotional component 
involving feelings such as admiring, liking and having sympathy In other words, in the case of low 
involvement, the role of emotions becomes important in forming the brand attitudes. (Pelsmacker, 
Geuens ve Van den Bergh, 2001: 64).  
 
 
2.3. Involvement 
 
The researchers of consumer behaviors and social psychologists have been conducting studies to 
explain and measure the concept of involvement. Even though there are many definitions of the 
concept, the most common feature that the definitions have revealed is the individualism (Krugman 
1965; Park and Young, 1986; Petty and Cacioppo 1979; Sherif and Hovland, 1961). 
 
According to the Quester and Lim (2003: 22-38), the very first of all the factors affecting the loyalty is 
involvement. The involvement can be defined as ―the individual’s perceived relevance of against any 
object or product based on based on their inherent needs, values and interests‖ (Zaickowsky, 1985: 
341-352). In other words, the involvement is the intensity of psychologic/ emotional link that an 
individual feels toward any stimulus (Liang C.and W. Wang, 2008: 72-73).  
 
According to the Krugman (1965) there are two levels of involvement: high and low. According to 
Laurent and Kapferer (1985), ―depending on their level of involvement, indivudual customers differ on 
the extent of their decision process and their search for information. Depending on their level of 
involvement, customers may be passive or active when they receive advertising communication, and 
limit or extend their processing of this communication‖. 
 
 
2.4. Consumer innovativeness 
 
The theory of innovative presented by Rogers and Shoemaker (1971).  Rogers and Shoemaker (1971, 
27) define innovativeness as "the degree to which an individual is relatively earlier in adopting an 
innovation than other members of his system".  
 
It can be argued that researchers make two implicit assumptions about innovativeness. First, 
innovativeness is a personality trait possessed, to a greater or lesser degree, by all members of a 
society, and second, what is being measured  is, in fact, this trait (Midgley ve Dowling, 1978: 229.) 
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After the literature is analyzed, it is seen that the concept of consumer innovativeness is handled as a 
personal characteristics and a product category. The acceptance level of innovations is different for 
people having different personalities (Bhatnagar et all. 2000); Goldsmith ve Hofacker (1991) and 
(Grewal et all. 2000)..  
 
The product innovatives are the first consumers purchasing the new products supplied to the markets. 
By having knowledge about the new products promoted, the product innovativeness is consumers who 
are not sensitive to the price and have high rate of using new products (Goldsmith et all. 2003: 54). 
The product innovativeness has specific knowledge and expertise when they purchase and try the 
new products in the markets. They transfer the knowledge they have about the new products to other 
consumers and advise them to buy the products in the target markets (Feick and Price, 1987: 84).  
 
 
3. Research Model and Analyses 
 
This paper intends to find out the different motives which affect the purchasing behavior of the 
consumers towards electronic appliances i.e. infrequently purchased, relatively high-priced specialty 
and shopping goods. As an extensive field research is carried on 975 respondents in Eskişehir City 
which is (one of the) the largest cities in Turkey with 700.000 inhabitants. Stratified sampling method is 
used in data collection process and respondents are asked to answer 43 questions of which five are 
related to demographic factors. Each respondent is given an illustrative matrix of products on which 
different product types are depicted on the rows of this matrix and different brands with different prices 
took place as column elements. Each respondent is asked to select only one brand amongst 24 
product types (from a 4x6 matrix) which he/she is either using it or is familiar to product or is planning 
to purchase or he/she is well informed. 
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Table 1: Frequency of Products Evaluated by the Respondents 
  

  
Price 
USD 

Frequency Percent 
Cumulative 

Percent 

 A. Desktop Computers     

 HP Compaq 8100 Elite Core i5-660 1300 12 1,2 1,2 

  Dell Optiplex 360MT Core 2 730 25 2,6 3,8 

  Casper Neo NGO.I750-6T85P-W 1800 30 3,1 6,9 

  Aidata ADC.I860-6T85P Core i7 i860 2200 15 1,5 8,4 

  Exper Action DC41T Core i5- 1470 13 1,3 9,7 

  Crea PEARL RY-A91M AMD 930 18 1,8 11,6 

 B. LCD Television Sets     

  Sony KDL-46NX700 46'' 3350 59 6,1 17,6 

  Samsung LE-52B620 52" 3000 33 3,4 21,0 

  Philips 47PFL9664H/12 2000 45 4,6 25,6 

  Toshiba 46XV635 46" Full Hd Eco 2200 20 2,1 27,7 

  Vestel 52PF7012 52'' 2200 22 2,3 29,9 

  Sunny SN040L-F 40" Full Hd 1000 60 6,2 36,1 

 C. Cellular Phones     

  Apple iPhone 3GS 32 Gb 1270 89 9,1 45,2 

  Nokia N97 32 Gb 800 52 5,3 50,6 

  Samsung i8910 Hd 16 Gb 1000 73 7,5 58,1 

  Lg KF900 Prada 670 25 2,6 60,6 

  Htc HD2 1000 6 ,6 61,2 

  Blackberry Bold 670 62 6,4 67,6 

 D. Laptop Computers      

  Toshiba Satellite L505-13V Intel 1200 112 11,5 79,1 

  Acer AS5739G-964G32MN 1200 43 4,4 83,5 

  Sony Vaio VPC-F11Z1E/BI Intel 2500 60 6,2 89,6 

  Apple Macbook Pro 2.26GHZ 2GB 2000 57 5,8 95,5 

  Packard Bell Easynote TR85-DT-002TK Intel 1330 13 1,3 96,8 

  
Samsung R580-JS01TR Intel Core i5 520M 2.4GHZ 
4GB 

1000 31 3,2 100,0 

  Total  975 100,0  

 
The theoretical framework assigns a variable name to each of the question asked or proposition 
forwarded to the respondents of this survey. 38 statements or propositions given to the respondents 
are placed on a five-point Likert scale where 1 stands for strongly disagree, 2 for disagree, 3 for 
neither agree nor disagree, 4 agree and finally 5 for strongly agree. The remaining five questions 
about demographic traits as age, gender, occupation, educational level and monthly income are 
placed either on a nominal or ratio scale with respect to the nature of the trait. The questions or 
statements are as follows:  
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Table 2: Frequency Distribution of Variables 
  Mean SD 

PRODUCT 
PRICE 
PICEDRP 
 
COMPSATI 
NEGCOMMT 
 
FINALDEC 
 
LERNFEAT 
 
VALFRMON 
GOODIMPR 
 
PLEASURE 
BELVCLMS 
KNOWEVRY 
 
QUALHIGH 
SAVESTIME 
 
HAPPYUSE 
TRYMORE 
 
LONGLAST 
AFTERUSE 
 
HIGHIMPOR 
 
BENEFITS 
 
ADDEDFET 
 
NOTAVAILB 
 
INDIFFERNT 
 
 
WORTHMO 
INNOVATOR 
 
 
INTINNEWB 
BUYNTEST 
 
FANOFBRN 
TRUSTDEV 
MOREKNW 
 
BUYANDK 
THISBRND 
 
INTERNINF 
 
ACCEPPRC 
TOTALSAT 
 
ONLINEPUR 
AGE 
GENDER 
OCCUPATIO 
EDUCLEVL 
INCOME 

Product selected. 
Price of the product selected. 
 I like this brand very much; but I'll wait until its price drops down to a 
reasonable level  
I feel  this brand will completely satisfy my needs -  
I might not buy this brand if I hear or read some negative  comments 
about this brand   -  
I will give my final decision about the quality of this brand after I purchase 
it  
I really don't know many features of this product but I hope to learn them 
after I buy it.  
This product offers value for money  
When I buy this product I am sure that it would make a good impression 
on other people  
Using this product would give me pleasure  
This brand's product claims are believable  
I must know everything (features, usage, service, warranty etc.) before I 
buy this product  
The quality of this brand is very high  
I know what I am going to get from this brand which saves time shopping 
around  
This brand would make me want to use it happily  
I'd have to try it several times to figure out what this brand is like  
This brand would last a long time after I purchase it.  
Although I have enough information about this product; I can only develop 
positive feelings after I use it  
Because of my personality, I would rate this product as being the highest 
importance to me  personally  
I would be afraid that this product would not provide me with the level of 
benefits that I expected it to  
If this brand appears on the market with new (added) features I want to 
be the first person to buy it  
If my preferred brand were not available at the store, I would keep on 
looking for it until I find it  
The only difference between major brands (on the horizontal axis of the 
list) is price and I believe there is not a major difference in terms of quality  
The brand I selected is worth spending a lot of money for  
In general I am among the first in my circle of friends (colleagues, 
relatives, family members etc.)  to know about the features and usage of 
the new product  
I have strong interest in new brands  
Durability and dependability of the brand I selected , cannot be 
understood until I buy and test it  
My friends see me strongly as a fan of this brand  
Since I know much about this product; I developed trust on it  
I have more knowledge about this brand as  my favorite brand than the 
average person  
I never know how good this brand will be before I buy it  
This brand name is the first thing I'm looking at for the purchase of this 
product category  
I learn this brand's  features and usage mainly on internet (online basis)  
The price shown for this product is  very acceptable 
 I could consider to buy this product when I would be fully convinced that 
I'd get a total satisfaction of using it  
I prefer to purchase this product online 
 Age 
Gender 
Occupation 
Educational level 
Monthly income 
 
* MEAN AGE = 34.07  years 
 
** MEAN INCOME = 1179.95  USD 

----- 
2326 
3.59 
 
4.16 
3.31 
 
3.58 
 
2.84 
 
3.59 
3.57 
 
4.25 
3.94 
4.05 
 
4.02 
3.72 
 
4.13 
3.32 
 
3.85 
3.79 
 
3.39 
 
2.89 
 
2.59 
 
3.51 
 
2.42 
 
 
3.30 
2.95 
 
 
3.07 
3.43 
 
277 
3.90 
3.36 
 
2.74 
3.43 
 
3.32 
 
3.28 
3.87 
 
2.55 
2.06 
1.58 
3.15 
2.46 
2.43 

----- 
1205
1.89. 
 
0.75 
1.16 
 
1.13 
 
1.30 
 
0.91 
1.08 
 
0.67 
0.79 
1.03 
 
0.87 
0.95 
 
0.72 
1.06 
 
0.94 
0.98 
 
1.12 
 
1.15 
 
1.25 
 
1.82 
 
1.24 
 
 
1.09 
1.16 
 
 
1.23 
1.05 
 
1.24 
0.76 
1.06 
 
1.12 
1.14 
 
1.23 
 
1.01 
0.85 
 
1.23 
0.86 
0.45 
1.89 
0.70 
1.15 
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3.1. Price sensitivity and the hierarchy of effects 
 
The authors of this paper believe that consumer price sensitivity is not evenly distributed over all three 
hierarchies since the cognition level of attitudes involves price knowledge to a considerable degree 
and the position (rank) of this level may have impacts or price sensitivity. The following statements are 
selected as representatives of different hierarchies: 

a. I might not buy this brand if I hear or read some negative  comments about this brand  
(STANDARD LEARNING) 

b. I feel  this brand will completely satisfy my needs   (EXPERIENTIAL) 
c. I will give my final decision about the quality of this brand after I purchase it (LOW 

INVOLVEMENT) 
d. I must know everything (features, usage, service, warranty etc.) before I buy this product 

(LOW INVOLVEMENT) 
e. Although I have enough information about this product; I can only develop positive feelings 

after I use it (LOW INVOLVEMENT) 
f. Because of my personality, I would rate this product as being the highest importance to me  

personally (EXPERIENTIAL) 
g. I would be afraid that this product would not provide me with the level of benefits that I 

expected it to (LOW INVOLVEMENT) 
h. Durability and dependability of the brand I selected , cannot be understood until I buy and test 

it (EXPERIENTIAL) 
i. Since I know much about this product; I developed trust on it (STANDARD LEARNING) 
j. I never know how good this brand will be before I buy it (LOW INVOLVEMENT) 
k. I could consider to buy this product when I would be fully convinced that I'd get a total 

satisfaction of using it (STANDARD LEARNING) 
l. I really don't know many features of this product but I hope to learn them after I buy it. 

(EXPERIENTIAL) 
m. I'd have to try it several times to figure out what this brand is like (LOW INVOLVEMENT) 

 
Three of the above eleven statements deal with standard learning hierarchy; five of them with low 
involvement hierarchy and three with experiential hierarchy. The explanatory (discriminating) variable 
price sensitivity is expressed in the statements as follows: 
 

a. I like this brand very much; but I'll wait until its price drops down to a reasonable level (PRICE 
SENSITIVITY) 

b. The price shown for this product is  very acceptable (PRICE SENSITIVITY) 
 
After defining the premises it is now possible to formulate the first research hypothesis of this study; 
H1: Consumer price sensitivity has different effects on different hierarchies. 
 
The bivariate (Chi-Square analysis) tests summarizes the solutions of the above premises below: 
 
Table 3: Contingencies Between Price Sensitivity and Hierarchy of Effects 
 
 n    Price Sensitivity    (High) o    Price Sensitivity Low 

 Type Score 
% 

Average 
% 

+ - 
Average 

Type Score 
% 

Average 
% 

+ - 
Average 

a Standard 67.1 58.9 + Standard 39.7 47.5 - 

b Experiential 51.1 58.9 - Experiential 55.0 47.5 + 

c Low Involve. 59.4 58.9 + Low Involve. 64.6 47.5 + 

d Low Involv 64.6 58.9 + Low Involv 45.3 47.5 - 

e Low Involv 72.2 58.9 + Low Involv 47.1 47.5 - 

f Experiential 55.4 58.9 - Experiential 59.2 47.5 - 

g Low Involv 79.7 58.9 + Low Involv 31.1 47.5 - 

h Experiential 77.7 58.9 + Experiential 46.9 47.5 - 

i Standard 59.8 58.9 - Standard 49.4 47.5 + 

j Low Involv 85.4 58.9 + Low Involv 22.9 47.5 - 

k Standard 69.3 58.9 + Standard 51.0 47.5 + 

l Experiential 38.0 58.9 - Experiential 45.1 47.5 - 

m Low Involv 62.7 58.9 - Low Involv 51.9 47.5 + 



2011 Global Business Conference at Sibenik 

 

122 

   
The table above reveals that four out of six highest scores for high price sensitivity (i.e scores over 
average) is obtained for low involvement hierarchy levels where experiential hierarchy finds two high 
and two low scores at different levels (premises). For standard hierarchy level all three scores are 
around the average value. Consequently it would not be incorrect to say that high price sensitivity is 
most prevalent on low involvement hierarchy. 
 
 
3.2. Brand loyalty and the hierarchy of effects 
 
The relationship between brand loyalty and hierarchies of effect is formulated as: H2: Effect of brand 
loyalty is significantly more in some hierarchies than the others. In this section two explanatory 
variables (premises) of brand loyalty are added to the analysis as follows: 
 

a. If my preferred brand is were not available at the store, I would keep on looking for it until I 
find it (BRAND LOYALTY) 

b. This brand name is the first thing I'm looking at for the purchase of this product category 
(BRAND LOYALTY) 

 
Table 4: Contingencies Between Brand Loyalty and Hierarchy of Effects 
 

 p    Brand Loyalty    (by store) q   Brand Loyalty  (by brand name) 

 Type Score 
% 

Average 
% 

+ - 
Average 

Type Score 
% 

Average 
% 

+ - 
Average 

A Standard 47.8 58.9 - Standard 53.4 57.3 - 

B Experiential 72.8 58.9 + Experiential 73.4 57.3 + 

C Low Involv. 73.0 58.9 + Low Involv. 46.9 57.3 - 

D Low Involv 69.2 58.9 + Low Involv 57.5 57.3 + 

E Low Involv 59.6 58.9 + Low Involv 52.5 57.3 - 

F Experiential 80.9 58.9 + Experiential 65.6 57.3 + 

G Low Involv 71.6 58.9 + Low Involv 47.3 57.3 - 

H Experiential 55.5 58.9 - Experiential 59.3 57.3 + 

I Standard 71.5 58.9 + Standard 79.1 57.3 + 

J Low Involv 52.1 58.9 - Low Involv 35.5 57.3 - 

K Standard 62.3 58.9 - Standard 57.9 57.3 + 

L Experiential 79.6 58.9 + Experiential 34.5 57.3 - 

M Low Involv 59.8 58.9 + Low Involv 66.6 57.3 + 

 
The table above reveals the fact that none of the high archies unanimously correlated with brand 
loyalty concept on both levels. When brand loyalty is considered in terms of the stores visited, the 
highest scores are provided by experiential hierarchy at three levels; by low involvement hierarchy at 
two levels and by standard hierarchy at one level. On the other hand, when brand loyalty is judged in 
terms of the brand name sought, highest scores are obtained by experiential hierarchy at two levels 
and by standard hierarchy at one level. In the aggregate brand loyalty is correlated highly and 
significantly with experiential hierarchy at five levels, with low involvement and standard hierarchy at 
two levels. Consequently the judgment is as follows: brand loyalty is highly correlated with 
experiential hierarchy. 
 
 
3.3. New product adoption and hierarchy of effects 
 
The hypothesis for this relationship is formulated as follows: H3: Innovators practice (follow) 
experiential hierarchy model significantly more than the other two attitude models. Amongst the 
stages of ―new product adoption process the concept ‗innovativeness‘ is selected and is related with 
all three hierarchies at two different levels: 
 

a. In general I am among the first in my circle of friends (colleagues, relatives, family    
members etc.)  to know about the features and usage of the new product (INNOVATOR) 

              b. I have strong interest in new brands (INNOVATOR) 
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Table 5: Innovativeness and Hierarchy of Effects 
 

 p    Innovativeness    (by knowledge) q   Innovativeness (by interest) 

 Type Score 
% 

Average 
% 

+ - 
Average 

Type Score 
% 

Average 
% 

+ - 
Average 

A Standard 35.8 37.3 - Standard 37.2 41.2 - 

B Experiential 50.5 37.3 + Experiential 50.4 41.2 + 

C Low Involv. 34.4 37.3 + Low Involv. 46.3 41.2 + 

D Low Involv 43.5 37.3 + Low Involv 42.5 41.2 + 

E Low Involv 35.9 37.3 - Low Involv 47.1 41.2 - 

F Experiential 49.0 37.3 + Experiential 54.8 41.2 + 

G Low Involv 18.9 37.3 - Low Involv 43.9 41.2 + 

H Experiential 39.9 37.3 - Experiential 46.9 41.2 + 

I Standard 52.9 37.3 + Standard 52.4 41.2 + 

J Low Involv 39.6 37.3 + Low Involv 41.7 41.2 + 

K Standard 42.0 37.3 + Standard 50.0 41.2 + 

L Experiential 22.2 37.3 - Experiential 37.1 41.2 - 

M Low Involv 43.1 37.3 + Low Involv 52.0 41.2 + 

 
Innovativeness at both levels do not have high average scores (37.3 % and 41.2 %). In other words 
the respondents interviewed are not very enthusiastic to consider themselves as innovators in new 
product adoption. On the other hand when this problem is handled from theoretical point of view, only 
16 % of the whole population distribution can be considered innovators and early adopters. From 
Table 5, highest innovativeness scores are obtained by experiential (2) and standard (1) hierarchies 
when approached from knowledge point of view. Nonetheless the scores are a bit improved when 
‗innovativeness by interest‘ is considered. In this case highest scores belong to experientia l hierarchy 
(2); standard learning hierarchy (2) and low-involvement hierarchy (1). Therefore innovativeness is 
shared by experiential and standard learning hierarchies. 
 
 
3.4. Product types and hierarchy of effects 
 
The research hypothesis relating product types and hierarchy of effects can be divided into two parts 
as: 
 
H5a: The brands in the same line differ significantly from each other within the same hierarchy. 
H5b: The brands in the same line respond differently with respect to three hierarchies. 
 
For the sake of simplification of the analysis three premises are selected each representing a separate 
hierarchy for analysis and following results obtained at significance level: 
 
Table 6: Differences between Product Units and Product Lines in Response with Hierarchical Effects 
 
 
 PRODUCT AGREEMENT LEVEL   * 

Group-1 Desktop Computers  
Price 
USD 

Experien- 
tial 
% 

Stand-
ard 
% 

Low 
Involve-
ment  % 

 HP Compaq 8100 Elite Core i5-660 1300 91.7 75.0 66.7 

 Dell Optiplex 360MT Core 2 730 60.0 40.0 55.0 

 Casper Neo NGO.I750-6T85P-W 1800 93.3 43.3 80.0 

 Aidata ADC.I860-6T85P Core i7 i860 2200 80.0 73.3 80.0 

 Exper Action DC41T Core i5- 1470 69.2 61.5 53.8 
 Crea PEARL RY-A91M AMD 930 83.3 77.8 66.7 

Group-2 LCD Television Sets     

 Sony KDL-46NX700 46'' 3350 91.5 50.8 67.8 

 Samsung LE-52B620 52" 3000 97.0 45.5 69.7 

 Philips 47PFL9664H/12 2000 80.0 60.0 82.2 

 Toshiba 46XV635 46" Full Hd Eco 2200 90.0 50.0 55.0 

 Vestel 52PF7012 52'' 2200 90.9 59.1 59.1 

 Sunny SN040L-F 40" Full Hd 1000 73.3 73.3 55.0 



2011 Global Business Conference at Sibenik 

 

124 

Group-3 Cellular (Mobile Phones     

 Apple iPhone 3GS 32 Gb 1270 82.0 28.1 66.3 

 Nokia N97 32 Gb 800 90.4 42,3 73.1 

 Samsung i8910 Hd 16 Gb 1000 93.2 63,0 74.0 

 Lg KF900 Prada 670 60.0 60.0 84.0 

 Htc HD2 1000 83.3 16.7 100.0 

 Blackberry Bold 670 80.6 46.8 71.0 

Group-4 Laptop Computers     

 Toshiba Satellite L505-13V Intel 1200 79.5 55.4 76.8 

 Acer AS5739G-964G32MN 1200 79.1 37.2 81.4 

 Sony Vaio VPC-F11Z1E/BI Intel 2500 96.7 18.3 65.0 

 Apple Macbook Pro 2.26GHZ 2GB 2000 96.5 35.1 68.4 

 Packard Bell Easynote TR85-DT-002TK 
Intel 

1330 92.3 46.2 69.2 

 Samsung R580-JS01TR Intel Core i5 520M 
2.4GHZ 4GB 

1000 71.0 58.1 77.4 

* I feel  this brand will completely satisfy my needs (AFFECT) - (EXPERIENTIAL) 
 
I might not buy this brand if I hear or read some negative comments about this brand (BELIEFS) - 
(STANDARD LEARNING) 
Although I have enough information about this product; I can only develop positive feelings after I use 
it (LOW INVOLVEMENT) 
 
 
3.5. Consumer demographics and hierarchy of effects 
 
This study suggests that consumers with different demographic factors react significantly different to 
attitude hierarchies as formulated as the hypothesis H6: There are significant differences between 
the demographic traits of Consumers and Hierarchies of Effect. The most prominent factor 
(significantly different than other factors) is depicted by the table below: 
 
Table 7: Consumer Demographics and the Hierarchies of Effects 
 

 Type** Who? 

a Standard +62 year olds, housewives,  

b Experiential 18-40 year olds, self-employed and professional managers, university 
graduates,  high income group. 

c Low Involv. 41-62 year olds, females*, housewives, elementary school graduates,  

f Experiential 26-40 year olds, self employed and managers, university graduates, higher 
income.income groups. 

g Low Involv Retired people, high school graduates, lowest income group. 

j Low Involv +62 year age group, females*, retired people, elementary school graduates, 
lower income groups. 

k Standard +62 year age group.*, females, housewives, high school and university 
graduates, lower income groups. 

* supported at significance level 
** premises used for this analysis are: 
a.     might not buy this brand if I hear or read some negative  comments about this brand  (STANDARD 
LEARNING) 
b .   I feel  this brand will completely satisfy my needs   (EXPERIENTIAL) 
c.  I will give my final decision about the quality of this brand after I purchase it (LOW INVOLVEMENT 

f. Because of my personality, I would rate this product as being the highest importance to me  personally 
(EXPERIENTIAL) 

g. I would be afraid that this product would not provide me with the level of benefits that I expected it to 
(LOW INVOLVEMENT 

j.  I never know how good this brand will be before I buy it (LOW INVOLVEMENT) 
k. I could consider to buy this product when I would be fully convinced that I'd get a total satisfaction of 

using it (STANDARD LEARNING) 

 
 



2011 Global Business Conference at Sibenik 

 

125 

4. Conclusion 
 
The following findings are significant relationships are obtained from this survey: 
 

o High price  sensitivity is related closely with low involvement hierarchy 
o Brand loyalty is highly correlated with experiential hierarchy. 
o Innovativeness is shared by experiential and standard learning hierarchies. 
o Higher-priced items are generally preferred by those consumers who fall in experiential 

hierarchy. 
o The brands in the same line differ significantly from each other within the same hierarchy 
o The brands in the same line respond differently with respect to three hierarchies. 
o Low involvement hierarchy comprises 41-62 year olds, housewives, retired people, elementary 

school graduates and lowest income groups.. 
o Standard Learning Hierarchy is related significantly with elder people (+62 year olds), females, 

housewives, high school graduates and lower income groups. 
o Younger people, self-employed and professional mangers, university graduates and high 

income groups fall in  Experiential Hierarchy   
o Online shopping is more practiced when cognition proceeds the other two components of 

hierarchy  
o Brand loyalty and innovation concepts are often interlinked to each other.  
o High price sensitivity is inversely related with product involvement where price-sensitive 

consumers like to appraise the quality of the product after they purchase it.  
o High price sensitivity (where the anticipation of price decrease is high) is significantly related to 

lower-priced items on a single product line rather than to higher-priced items.  
o High-quality perception is more significantly related to experiential hierarchy than the other two 

attitude hierarchies 
o Positive beliefs about product claims lead to high level affect (beliefs trigger affect – 

experiential hierarchy is denied in this hypothesis). 
o Price sensitive persons practice (follow) experiential hierarchy model significantly less than the 

other two attitude models.  
o Brand loyals practice (follow) experiential hierarchy model significantly more than the other 

two attitude models. 
o Innovators are most motivated from the fact that when they buy that product it would make a 

good impression on other people.     
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Abstract 
 
The aims of the paper are to compare public sector involvement in tourism decision making process in 
the UK and Turkey and to suggest a future corporate tourism strategy for Turkey. The comparison was 
made based on Hofstede‘s cultural dimensions such as power distance index, uncertainty avoidance 
index, and individualism index in terms of tourism structure, planning & development, and marketing. 
The result of the finding suggests that national culture effects tourism planning and structure since 
power distance index and uncertainty avoidance index of Turkey are higher than those of UK and 
furthermore, UK has higher individualism index than Turkey. As a result, tourism planning is performed 
centrally in Turkey whereas local administrations have their own tourism development plans in the UK. 
Moreover, tourism structure of Turkey is more hierarchical than that of UK. Conclusively, the findings 
of the paper are consistent with the cultural dimensions of Hofstede.  
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1. Introduction 
 
Based on World Tourism Organisation (WTO) Tourism Highlights (2010), international tourism receipts 
have grown to US$ 852 billion and international tourist arrivals have increased to 880 million in 2009. 
This arrival has generated more than US$ 1.0 trillion overall export income in 2009 (WTO, 2010). 
Since the world tourism market has become more a lucrative and competitive industry, most of 
countries have involved in planning of tourism and to promote it in international tourism market. The 
involvement degree of public authority in administration of tourism varies according to various factors. 
This paper investigates the degree of national culture‘s effects on tourism decision making process in 
the UK and Turkey. Department for Culture Media and Sport for UK and Ministry of Culture and 
Tourism for Turkey have been chosen for the comparison. 
 
DCMS is the main British authority, which aims to provide quality not only for championing tourism but 
also for cultural and sporting activities, and leisure in the UK (www.culture.gov.uk). MCT is a main 
tourism authority as one of the ministries represented in Turkish cabinet. It primarily aims to promote 
the tourism industry at both domestic and international level. Besides, it is responsible for 
preservation, documentation, and collection of cultural assets throughout Turkey. The comparison in 
this paper has been made between these two tourism authorities in terms of tourism structure, 
contribution of tourism to economy, marketing & promotion, and planning & development. The 
comparison is based on differences and similarities for each organisation regarding each issue. In the 
evaluation process of these issues, national culture and political and economical situation have been 
taken into consideration.  
 
The aims of this case study are to compare public involvement in tourism decision making process in 
the UK and Turkey by taking into account of Hofstede‘s culture dimensions and to suggest a corporate 
tourism strategy for Turkey. In this regard, first of all, the key stakeholders of Turkish tourism authority 
and the strategic intentions of Turkey will be explained since the case study will propose a corporate 
tourism strategy for Turkey. Then, the case will continue by defining Hofstede‘s cultural dimensions in 
terms of power distance index (PDI), uncertainty avoidance index (UAI), and individualism index (IDV), 
followed by recommending future corporate strategy for Turkey. 
 
 
2. The Case Study Review 
 
2.1. Key stakeholders of MCT 
 
According to Johnson et al. (2006: 179), ―stakeholders are those individuals or groups which depend 
on an organisation to fulfil their own goals and on whom, in turn, the organisation depends‖. 
Stakeholders are recognized as being of particular significance in public sector (Bryson, 1995) since 
stakeholder management enables organisation to ensure that strategic and operational direction of an 
organisation and address stakeholder perceptions (Fletcher et al. 2002: 508). With reference to Tribe 
(2005: 121), stakeholder analysis starts with a mapping of different stakeholders who are often divided 
into those who are external and those who are internal to an organisation. Key stakeholders of MCT 
have been identified in Figure 1 in terms of their interests and power. 
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Figure 1: Key stakeholders of MCT 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Adapted from Sautter and Leisen 1999: 315, Scholes 2001: 167 and Johnson et al. 2006: 
182. 

 
Turkish government is the main stakeholder of MCT because ―government adds power and urgency to 
legitimacy by passing new laws‖ (Gago and Antolin 2004: 73) and allocates its budget. Hence, MCT‘s 
achievements or failures directly depend upon the central government. Further, since the Turkish 
Government allocates MCT‘s budget, it has high power and interest in MCT‘s activities to influence 
and determine MCT‘s objectives. 
 
MCT is chiefly responsible for promotion of the country‘s tourism industry in order to increase 
international tourist arrivals and tourism receipts that affects the private sector enterprises such as 
―hotels, travel agencies which are the service suppliers in the tourism value chain‖ (Weiermair 2000: 
400). Travel agencies are extremely affected by MCT‘s policies about advertising and promoting of the 
country. Association of Turkish Travel Agencies is the only legal organisation in tourism industry. It 
has 6138 members including branch offices all over Turkey and it influences on MCT‘s policies and 
objectives. (www.tursab.org.tr). Another association in the tourism sector is Turkish Hotels Federation 
(THF) whose members have 438 000 bed capacity which represents the 85% of total Turkish actual 
bed capacity and over 400.000 people employment power in the tourism industry (www.turofed.org.tr). 
When determining the objectives of country‘s tourism policy these associations‘ needs and 
expectations have equally been taken into account by the MCT since hotels‘ classification, 
certification, and controlling are performed by the same ministry/institution. Generally it is obvious that 
all key stakeholders of MCT aim to increase international tourist arrivals and tourism revenues both in 
the short term and long term through participation to MCT‘s particular strategy. 
 
MCT should notice the current and potential tourists‘ needs and expectations because the possible 
achievement of the MCT‘s objectives depends on understanding and responding tourists‘ expectations 
in terms of advertising desired popular holiday destination and promoting appropriate types of tourism 
such as sea, sun, and sand -3S- or alternative tourism. In this regard, as having power, overall tourists 
have an effect to direct purposes, strategies, and objectives of MCT; however, they have little interest 
in it.  
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Employees, local communities, and competitors have high interest in MCT‘s activities but low power to 
influence its objectives. As only one internal stakeholder of MCT, employees are highly interested in 
MCT‘s decision about their salary, working conditions etc. However, they have not much power to 
influence MCT‘s strategies in spite of having a union of public servants in the Ministry. On the other 
hand, to improve new holiday destinations, MCT declares tourism planning or development plan that 
affects the local community. MCT should inform local communities about the possible effects of 
tourism development plans. Development of the region or places will possibly increase local 
communities‘ income. Competitors are also highly interested in MCT‘s activities because they want to 
know which kinds of tourism product are promoted with, which promoting methods to whom, and in 
which channel by MCT. Communication is usually an appropriate style for these stakeholders. 
 
MCT should take into consideration the image of the country perceived by the tourists and changing 
trends of tourism sector. Hence, it frequently applies scholars or researchers and supports their survey 
to learn effectiveness of marketing campaign. After MCT have received the findings of those surveys, 
it may implement some new activities such as more and severe promotion campaigns or encouraging 
new types of tourism. Finally, citizens have low power and low interest in MCT‘s strategic intentions; 
this is different from other public sector organizations since tourists have much power than citizens to 
determine the policies of MCT. The appropriate style for these stakeholders is often intervention to 
MCT‘s strategies or policies. 
 
 
2.2. Strategic plans of MCT 
 
MCT‘s strategic plan mainly focuses on growth both internally and externally in terms of international 
tourism revenues and tourist arrivals. It is generally known that the growth involves concentration, 
integration, diversification, and globalisation. As an internal growth strategy, it‘s planning to integrate 
with non-governmental organisations to involve them in determining tourism policy and planning of the 
country. On the other hand, with regard to external growth strategy, MCT targets new market 
penetration in order to promote Turkish tourism in international tourism market and to compete 
globally. For example, MCT has opened four new international tourism information offices in South 
Africa, Pakistan, India, and Bulgaria during 2006 (www.kulturturizm.gov.tr). In addition to those 
strategies, MCT‘s concentration is on niche markets such as ecotourism, rural tourism, and cultural 
tourism through product diversification. 
 
To achieve tourism growth objectives, tourism planning has been applied by Turkish authorities. State 
Planning Organisation (SPO) of Turkey has started to prepare five year development plans including 
tourism sector after 1963 and has continued to work it out till now (www.dpt.gov.tr). All the plans 
prepared so far have included mostly physical development and planning of tourism. Environmental 
factors and advertisement policies have not been included in those plans yet. Tourism product was 
mainly focussed on mass tourism meaning 3S tourism and two specific areas: Antalya and Mugla 
(Alipour 1996: 370). MCT established hotel enterprises, which were called TURBAN hotels in order to 
develop tourism industry and to lead the field of tourism to private sector. 
 
With the MCT‘s involvement in the preparing of tourism planning in 2006, MCT has started to diversify 
tourism products throughout the country by supporting improvement of new types of tourism like 
health tourism, congress tourism, and cultural tourism. It has also started to privatise URBAN hotels 
(Tezcan 2004: 72) and co-develop academic and vocational educations to raise qualified staff for the 
tourism industry with local administrations and private sector (MCT 2006: 27-28). 
 
Even as suggested by Sautter and Leisen (1999: 325) that tourism planners look for encompassing 
stakeholders harmonizing with planners‘ strategic orientation towards tourism service, MCT did not 
search for stakeholders‘ involvement by following collaborative approach in the past. However, it has 
recently started to involve the private sector in tourism decision making process to some extent in 
order to be more effective. 
 
 



2011 Global Business Conference at Sibenik 

 

131 

2.3. Hofstede‟s cultural dimensions 
 
According to Hofstede (1981: 24), ―culture is the collective programming of the human group of the 
human mind that distinguishes the members of one human group from those of another. In this sense, 
culture is a system of collectively held values‖. In this regard, national culture has an impact on 
organisational strategy. With reference to Hofstede and Bond (1988: 10), PDI ―that is, the extent to 
which the less powerful members of organisations and institutions accept and expect that power is 
distributed unequally‖. Hosftede also mentions about UAI which refers to society‘s tolerance for 
uncertainty and ambiguity. According to Hofstede (1996: 79), UAI has been defined ―the extent to 
which the members of a culture feel threatened by uncertain or unknown situations‖. On the other 
hand, IDV measures the extent to which people believe that their primary concern in life is the well 
being of themselves and their immediate families, as opposed to an oriented to a wider grouping with 
more extended responsibilities and a more extended network of support and loyalty. The PDI, IDV, 
and UAI of UK and Turkey are illustrated in Figure 2. It can be seen from the figure that while PDI and 
UAI are higher in Turkey, the IDV is higher in the UK.  
 
Figure 2: Hofstede‘s cultural dimensions for UK and Turkey in terms of PDI, IDV, and UAI 
 

 
Source: Hofstede and Bond 1988: 13 and http://www.cyborlink.com/besite/hofstede.htm 
 
 
3. International Comparison 
 
3.1. Tourism structure  

 
As it can be seen from Figure 3, while tourism structure of the UK is more devolved, Turkish tourism 
authority is more centralized (see Figure 4). The possible explanation behind this difference might be 
cultural, political, or economic reasons. From the cultural point of view, the higher PDI expects tourism 
authorities make all decisions in case of Turkey whereas British culture does not accept authoritarian 
power that‘s why more autonomy is given to the subordinates. The lower IDV of Turkey means that 
lower level authorities tend to push their responsibilities to higher authorities whereas in the UK 
regional level authorities tend to be more responsible and autonomous. 
 

http://www.cyborlink.com/besite/hofstede.htm
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Figure 3: The organisational structure of the tourism public sector at national level in the UK 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
            
   
 
 
 
Figure 4: The organisational structure of public tourism authority in Turkey 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
With regard to political and economic reasons, local administrations in Turkey mostly depend on 
central government in terms of budget that they will need to continue their services and duties. 
However, regional administrations have more power to generate income from their own resources to 
some extent in the UK. In spite of these differences, tourism structure of UK and Turkey is dominantly 
shaped by public authorities in terms of responsibility and accountability.  
 
 
3.2. Contribution of tourism to economy 
 
Contribution of tourism to economy is evaluated on the basis of World Travel and Tourism Council 
(WTTC) forecasting for the UK and Turkey in 2011 (www.wttc.org) in terms of total contribution of 
travel and tourism to Gross Domestic Product (GDP), direct and indirect employment, investment, 
exports, and world ranking (see Table 1). Furthermore, the   international tourist arrivals to UK and 
Turkey are illustrated in Figure 5. Figure 6 also represents international tourism revenues of UK and 
Turkey. Based on WTO Tourism Highlights (2010: 6), in 2009, while Turkey ranked 7th and 9th, UK 
ranked 6th and 7th in terms of international tourist arrivals and tourism revenues, respectively. 
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Generally it can be concluded that tourism contribution to economy is relatively important in Turkey 
rather than it is in the UK because it is generally known that the industrialisation started from Telford 
and then spread in other parts of the world. Since Turkey has not as much industrialized as UK, it has 
given emphasis to service sector including tourism industry. However, tourism has high priority in 
governments‘ agenda in both countries.  
 
Table 1: Tourism contribution to economy in the UK and Turkey (2011) 
 

Country Total 
contribution of 
Travel 
&Tourism to 
GDP  

Employment 
(indirectly) (%) 

Investment Export Earning 
from Travel & 
Tourism 
Visitor 

Travel Tourism 
Economy Ranking 

UK 6.9% -2.341.000 
jobs 
-7.6 of total 
employment 
 

3.9% of total 
investment 

5.7% of total 
export 

-9 in absolute size 
-115 in relative cont. 
to national economy 
-127 growth forecast 
 

Turkey 10% -1.873.000 
jobs  
-8.1% of total 
employment 
 

6.4% of total 
investment 

12.5% of total 
export 

-16 in absolute size 
-81 in relative contr. 
to nat. economy 
-105 growth forecast 

Source: World Travel & Tourism Council, 2011. 
 
 
Figure 5: International tourist arrivals to the UK and Turkey, (1982-2009) (thousand) 
 

 
 
Source: World Tourism Organization, Ministry of Culture and Tourism, and UK National Statistics. 
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Figure 6: International tourism revenues of UK and Turkey, 1990-2009 (million USA$) 
 

 
 
Source: WTO Tourism Highlights, 2010 

 
 
3.3. Marketing and promotion 
 
MCT‘s current marketing and promotion strategy mainly focus on creating destination brand image at 
national, regional and local scale whereas DCMS aims to strengthen its current image perceived by 
potential and current tourists. MCT also seeks cooperation with local administrations and NGOs to 
determine and implement tourism marketing policy. On the other hand, especially local administrations 
in the UK have power to determine their own marketing policies to some extent. While cultural, 
shopping and business tourism are important in the UK (www.visitbritain.com); mass tourism which 
basically refers to sea, sun, and sand has still higher priority in Turkey. Hence, marketing and 
promotion activities are targeted to promote these types of tourism product.  
 
Both of them promote their country‘s tourism through international tourism promotion office. For 
example, Turkey has 39 tourism information offices in 36 countries.  
 
 
3.4. Planning and development 
 
Tourism policy and planning can be established at international, national, regional and local level (see 
in Figure 7). The tourism planning in the UK is prepared by local administrations as well as central 
authorities whereas in Turkey, tourism planning is only prepared by the central tourism authority. The 
reasons might be political and cultural reasons, and/or related to the priorities of the country in tourism 
industry. 
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Figure 7: Levels of policy and planning 
 

 
Source: Davidson and Maitland, 1997 

 
 
 
 
With regard to tourism industry, initially TR‘s development plans have been prepared by SPO since 
1963. Those plans have focussed on physical objectives such as forecasting international tourist 
arrivals or bed capacities. This is called entirely supply oriented tourism planning. After accepting 
Tourism Encouragement Law (Law No: 2634) in 1982, MCT adopted the comprehensive model, in 
other words Inskeep‘s model which is based on land allocation and strict master plan. With the 
involvement of the MCT in tourism planning process after 2006 by publishing Tourism Strategy 2023, 
it has given higher emphasis in tourism strategy to growth of tourism industry by diversification of 
tourism product, using increasingly new communication channels, and entering new tourism market.  
 
From the political point of view, DCMS has taken initiatives to mitigate effects of climate change for 
sustainability whereas MCT has not comparatively emphasized environmental issues in its tourism 
planning yet. This is because UK has signed Kyoto Protocol whereas Turkey recently signed it in 
2009. The reason behind this is that there is lack of environmental awareness and resources in 
Turkey. Further, as one of the membership of EU, UK has some responsibilities towards EU 
legislation. 
 
Due to the centralized structure of tourism sector in Turkey, planning & development is prepared at 
national level but not regional levels whereas UK has strategic plans at national and local levels. This 
can be explained through Hofstede’s PDI and UAI. Hofstede (www.geert-hofstede.com) suggests that 
a society‘s level of inequality is endorsed by the followers as much as by the leaders. It means that if 
one country‘s PDI is high, residents of that country can be governed by a leader or in other words 
tourism development plans prepared centrally have a chance to achieve the desired results. 
Conversely, if PDI is lower, all decisions can be made at local level in order to be succeeded. For 
example, according to Hofstede‘s empirical survey findings, PDI of Turkey is higher than that of UK 
which means that tourism planning is prepared centrally in TR and at local level in the UK. This result 
supports his survey findings. 
 
People in a strongly uncertainty avoiding society like Turkey have been pre-planned to be active, 
worried, strict, and to dislike the unpredictability. On the other hand, people in weakly avoiding 
societies such as UK have been pre-programmed to be passive, comfortable, inaccurate, and to 
dislike predictability. Further, uncertainty avoiding cultures try to minimize the possibility of such 
situations by strict laws and rules (tourism plan), safety and security measures. People in uncertainty 
avoiding cultures, are more open-minded to opinions or ideas different from what they are used to; 
they try to have as few rules as possible.  
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People within these cultures are more indifferent and thoughtful, and not expected to state emotions 
by their environment. UAI for Turkey is higher than UAI for UK. It means that tourism planning in 
Turkey has been made by public sector organisation to avoid unforeseen and unknown situation in the 
future. This result is consistent with Hofstede‘s survey findings. 
 
On the other hand, UK‘s current strategy is more focussed on Olympics 2012 as they view it from an 
economic perspective as an opportunity to generate more revenues (www.culture.gov.uk). Turkey‘s 
current strategy is more focussed on diversification of tourism product in order to extend tourism 
activities in all seasons and in the whole country, to reduce regional differences, and to be more 
competitive in the international tourism market (MCT, 2007). 
 
In general, it can be concluded that both countries apply tourism planning in order to develop their 
product within that framework. 
 
 
4. The Proposal of Future Corporate Strategy for Turkey 

 
Since ―competition occurs at the business unit level‖ (Porter 1996: 287), MCT should give priorities to 
its promotion department in order to grow both internally and externally. Further, successful corporate 
strategy must support competitive strategy (Porter 1996). If the company aims to grow internally, 
concentration, diversification, and globalisation should be followed through market penetration, market 
development, and product development. 
 
MCT‘s corporate strategy should encompass alternative tourism, mass tourism, and management of 
tourism authority in order to achieve growth strategy: To develop alternative tourism products, MCT 
should focus on product diversification such as golf tourism and cultural tourism. For example, WTO 
estimates that cultural tourism accounts for 37% of all tourist trips and demand for it is growing by 15% 
percent per annum (Crawd as cited in Leslie, 2001: 113). It means that since cultural tourism industry 
is attractive for MCT, MCT should develop cultural tourism in order to meet tourists‘ needs, desires, 
and expectations. 
  
MCT‘s tourism strategy should also include finding new markets to penetrate for the promotion of 
tourism industry to increase international tourism arrivals and tourism revenues (MCT, 2007). This can 
be achieved through understanding tourists‘ behaviour and conducting market research.  
 
With reference to Johnson et al. (2006: 282-285), by applying diversification of product and market, 
economies of scope, corporate managerial capabilities, and increasing market power can be gained. 
This strategy will also give a chance to MCT for spreading risks which means that with the 
development of new type of tourism and entering new market, tourism activities can be extended to all 
seasons without depending on specific countries or tourism products.  
 
With regard to mass tourism, in order to differentiate and improve its product, MCT should increase 
the service quality of tourism sector. It also should apply ―effective and efficient use of new 
communication technologies‖ (MCT 2007: 23) for promoting its product to gain competitive advantage.  
 
With regard to administration of tourism industry, as an internal growth strategy, MCT should try more 
NGOs involvement into tourism planning and development process, and tourism marketing because 
traditionally within administrative management structure, some of the responsibilities should devolve to 
private sector companies; however this has not been applied in MCT yet.  
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Figure 8: Hypothetical model for an alternative tourism organisation 
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As it is illustrated in the hypothetical model (see Figure 8), MCT should be equipped with autonomy, 
capacity and policy instruments related to tourism sector to be able to put into practice, assess and 
observe constantly. Understanding the needs of tourists and developing new strategies in order to 
respond to them depend on conducting consumer survey and its findings within changing market 
conditions. With reference to Alipour (1996: 371), a national tourism organisation (contrary to MCT) 
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would plan and make strategic decisions before a project‘s working rather than following its running. A 
national tourism organisation symbolizes and shows the public sector‘s responsibility in tourism 
development. MCT should also search for co-operation with local organizations in administration of 
tourism because during the development of tourism in Turkey, local administrations have a little role 
for preparation and implementation of tourism development plan.  
 
With reference to Dredge (2001: 355), due to decentralization and delegation of authority to the local 
administrations was accepted as a developmental goal, impediments to local government involvement 
in tourism planning and policy-making include lack of community interest; lack of resources; ―lack of 
information on tourism trends and development‖ (Cameron et al. 2001: 52); lack of commitment to put 
into practice, lack of co-ordination; lack of technical expertise that the case of Turkey confirms these. 
In summary, MCT should also seek more involvement of NGOs and local administrations in tourism 
decision making process as a part of internal corporate strategies. 
 
 
5. Conclusions 
 
The major findings of the report suggest that government and some NGOs are the key stakeholders of 
MCT which confirms general literature findings in terms of government‘s power on public sector 
organization. Tourists have much power than citizens in affecting MCT strategies; this is different from 
the other public sector organizations. 
 
While UK tourism authority has decentralized structure, MCT has central and hierarchical structure. 
Tourism relatively contributes to national economy rather than UK but it has priority in government 
agenda in both countries. This case study shows a relationship between national culture and tourism 
structure and planning. 
 
The finding of the case study indicates that central tourism authority has power to prepare the tourism 
plan in Turkey whereas in the UK, local administrations have their own tourism development plan and 
moreover, tourism structure of Turkey is more hierarchical than that of UK. Generally tourism is more 
crucial for national economy of Turkey than that for the economy of UK. While marketing strategy of 
UK focus on business, cultural or shopping tourism, Turkey emphasizes mass tourism and it even 
aims to diversify tourism product in order to extend tourism activities to all seasons. In general, it can 
be said that Hofstede‘s culture dimensions can explain the organisational structure and planning of 
tourism.  
 
With regard to alternative tourism, MCT‘s growth strategy should be diversification of tourism product 
and expansion of market. On the other hand, MCT should differentiate and improve quality of the 
mass tourism in order to compete globally by applying new type of promotion channels to transmit its 
message to target market. MCT‘s strategic intentions should have more private sector involvement to 
marketing, planning, and management of tourism in order to achieve growth strategy both internally 
and externally. 
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Abstract 
 
The economic and financial crisis had a deep impact on all countries of the world, among them 
Hungary, which was hit harder than expected. Three  years after  the explosion of the crisis, we feel its 
effects very directly nowadays. This crises preceived by our seed is not an usual crisis, because it 
trembled the basics of the classical economics. About the nature of bust, the reasons and the 
responsibles are the bones of contention today. At the same time in this discussion we often forget the 
very serious fact, that the actual aggrieved party in this occurrence are not the ―economic books‖, but 
the real men day after day. The aim of this study is to present the explanations of the crisis based on a 
questionnaire research, showing the concepts and the effects of the crisis from the everyday man‘s 
opinion.  
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1. Review of Literature 

 
The crises experienced in history so far are grouped from several aspects. Three significant groups 
are named according to historical learning by Farkas in 2009:  

o crises which can be traced back to traditional economic cycles: in which capital is accumulated 
by the participants during the boom period, in order to expand production, and after the 
saturation of the market the same players suffer a significant capital loss in the period of 
decline, after which the market clears, balance is regained, therefore a new economic cycle 
may begin. 

o global world crises: which mean much more than traditional cyclic crises, because they 
reverse the previous course of capitalism, and 

o intersection crises: which mean the complete reversal of the system of capitalism, including 
the rethinking of its operational system. 
 

Based on this grouping, Farkas says that the crisis of 2008 is rather new and serious, i.e. a mixture of 
the categories of global and node/intersection crises with numerous, unforeseeable consequences. 

 
All of the crises in history have in fact been those of some kind of overproduction (Szanyi, 2009).When 
the heightened production of the participants was maximised by reaching a peak, starting a clearing 
process in the form of an economic crisis. Crises would go together with a structural change in the 
economy. ―A very important difference compared to previous great crises can be found in the erosion 
of the ethical norms of economy. During the unfolding crises, especially in the case of stock exchange 
crises there is always an ethical element,‖

1
states Szanyi (2009, pp156). 

 
At the outbreak of the present world crisis it could be seen that the countries of the world were facing a 
completely new situation. American over-consumption, due to the  extreme abundance of liquidity, 
financed mainly by Chinese state bonds, high real estate prices, and the ―hidden mines‖ of the 
banking system, the mortgages based on sub-prime credits have created such a complex diagnosis of 
the world which cannot be cured by conventional therapy, and the usual one-year-long recuperation 
period does not suffice. 

 
The Hungarian newspaper English named Observer

2
, outlines three possible scenarios for Hungarian 

economy as consequences of the crisis (Dózsa, 2009): 
1. optimistic (V-shaped macro variables): based on the successful adjustment of the government, 

which will not only alleviate the effects of the crisis, but, at the same time, will carry out the 
reform of the big supply chains, creating the foundations of a long-term growth model which 
will be able to exceed the growth rate of the European Union by even a hundred percent. 

2. Realistic (U-shaped macro variables): the government successfully manages the problems 
caused by the crisis and the budget, but does not change the problematic big supply systems, 
which does not alleviate the present dependency of the country on external factors, only 
provides momentary solutions. 

 
Pessimistic (L-shaped macro variables): the government is unable to alleviate the effects of the crisis 
both momentarily and in the long run, with the consequence of state bankruptcy or a currency crisis.  
 
We can say today that the optimistic scenario has failed, and we have just managed to avoid the last, 
pessimistic scenario. The realistic scenario has almost entirely been met, since the government has 
taken significant cost-cutting measures with its austerity package, but has not touched the big ―wallet 
drain‖ systems, and furthermore, it has not decreased but rather increased Hungary‘s dependence on 
external sources, which is proven by the ownership structure of government securities. 

 
Based on the above mentioned realistic scenario the government identified the following measures in 
its crisis package (Cseke-Lambert, 2009, pp.15):  

1. Increase of the lower income tax rate
3
 from 18% to 19%, 

                                                           

1 This is why we asked about the meaning of ―moral crisis‖ in the questionnaire. 
2 The original Hungarian name of the newspaper is Figyelő (www.fn.hu). 
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2. Rise of the lower band limit to 2.2 million forints from July 2009 and 3 million forints from 
January 2010, 

3. 5% reduction of contributions altogether, 
4. Abolition of special tax of individuals and businesses, 
5. 5-7 percentage point increase of excise duty, 
6. Elimination of tax-free benefits (food and holiday vouchers, etc.), 
7. Social accounts created to register individual social benefits, 
8. Means-tested social benefits by making them taxable, 
9. Introduction of a single-property tax, 
10. Tightening of eligibility of child care, based on at least one year of employment, 
11. Installation of the 13

th
  monthly pension into the pension system, 

12. Raising the retirement age to 65 years (gradually from 2016). 
 

We can already see that not every measure was realised from the above mentioned package,  and its 
effects are to be seen in the table below. The package and the crisis have significantly worsened the 
economic situation, pushing the value of Hungary‘s GDP to a long lost low. This is all proof to the fact 
that the economic crisis in Hungary did not only appear as a series of events influencing the banking 
system, but also the financial sector, the state budget and  households.  

 
Because of the situation of the state budget, the structure of revenues and expenditures, the size of 
the state debt, and the high level of expenditures of the biggest supply systems withdrawals have 
been made up till today. Due to these withdrawals it can be stated that the crisis of 2008 has not only 
been present as the world crisis but as an overall crisis which could be felt indirectly or directly for 
years. 
 
Table 1: Changes in the components of GDP  in 2009 of the previous year percentage 

 
 Government 

forecast for the year 2009 
Facts at the 

end of 2009 

GDP (at the rate of the previous year) - 1,0 - 6,3 
Household consumption expenditure  - 3,8 -7,6 
Government consumption  0,2 1,0 
Gross fixed capital formation  -0,9 -6,5 
Export of goods and sevices  3,9 -10,1 
Import of goods and services  2,4 -16,1 

 
Source: Domokos, 2010, pp716. 

 
Decision-makers were not willing or able to realise the effects and consequences of the crisis, which is 
shown in the differences between the forecast and the facts of 2009. The State Audit Office 
(Domokos, 2010) had already drawn attention to the highest risk factors of Hungarian economy, 
among which it emphasised the unprecedented levels of household indebtedness (mainly in foreign 
currency), and the unemployment rate, which is due to the vulnerability of small and medium-sized 
enterprises.  

 
Unfortunately the way the world crisis has been managed at global and national levels has burdened 
the state budget, further increasing the level of all countries involved. Besides the increasing 
indebtedness (as Table 2 shows) the GDP has decreased, which had their consequences in the 
macroeconomic indicators, in consumption, investment, and employment as well. 

                                                                                                                                                                                     

3 In 2009 the personal income tax system had two rates according to income 
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Table 2: Main economic indicators of the EU (%) 
 

 2006 2007 2008 2009 2010 2011 

Changes in GDP 3,2 2,9 0,8 -4,1 0,7 1,6 
Changes in private consumption  2,2 2,1 0,8 -1,7 0,2 1,2 
Changes in government consumption 2 1,9 2,2 2 1 0,6 
Changes in investment 6,2 5,9 -0,3 -11,4 -2 2,5 

Changes in employment 1,5 1,7 0,9 -2,3 -1,2 0,3 
Unemployment 8,2 7,1 7 9,1 10,3 10,2 
Budget balance (GDP%) -1,4 -0,8 -2,3 -6,9 -7,5 -6,9 
Public debt (GDP%) 61,3 58,7 61,5 73 79,3 83,7 

 
Source: Benczes – Kutasi, 2010, pp797 

 
Hungary does not represent an exception from these trends. Due to the increasing public debt since 
2002 the financing of the country has become increasingly dependent on external sources, and as is 
well known, for years we have been present as net importer of sources on international capital 
markets (Csiszárik-Kocsir, 2008), since effective demand in Hungary has not been willing or able to 
completely provide for the lack of budget resources. Due to the irresponsible economic measures and 
leaving the big systems intact

4
 deficit has risen to an unprecedented high, especially in the years of 

elections, taking the country further away from the 3% deficit of Maastricht criterion necessary to 
introduce the Euro in Hungary. One of the most positive characteristics of the economic crisis in 
Hungary is that, even if only under pressure, we have succeeded in reducing our record high, at times 
even above 9% deficit to around the desired 3%, as an exemplary act in Europe.   
 
Figure 1: Hungary‘s public debt and deficit since the Millenium 

 
 

 
Source: KSH 
 
Another problem of leaving the supply systems intact is that Hungary‘s competitiveness is unable to 
improve, it is only getting worse. We can hear on the news how much Hungary has stepped back on 
the competitiveness lists day by day.  According to Pulay, (2010, pp411) in order to improve 
competitiveness the following areas are the most important: 

 
1. „the level and structure of charges, regulatory transparency, instability 
2. the general government deficit and debt level 
3. the lack of transparency in political (governmental) decision-making 
4. the efficiency of the education system 

                                                           

4 Because of the „pull and let go‖ style operation of the Hungarian government the modernisation of the biggest supp ly 
systems has been considered as an urgent task for years by the economy and its actors. Health care, education, and 
local governments have been calling for real reforms since the Millenium, which are not equal to the technique based on 
the „lawnmower principle‖ used so far. Without measures improving efficiency, and preventing the unwarranted leakage 
of public money all attempts at reform could fail in the future, because they would not cure the problem itself, only its 
symptoms, carrying further infections. 



2011 Global Business Conference at Sibenik 

 

144 

5. Corruption, black economy 
6. insufficient and badly structured R&Dexpenditure,‖

 
 

 
Ignoring these factors has greatly contributed to the vehement break-in of the crisis to Hungary. We 
can also state that the world crisis has brought about other than structural problems of the economy, 
which are not so apparent, but we know about them and experience them, even though we have not 
paid much attention to them despite of their dominant nature. 

 
Unfortunately, there is an extremely bad pattern of Hungary‘s financing that in order to gain the 
support of voters, deficit soars high during each election year. This trend was inherited from the 
change of the regimes, in the year of the second free elections (1994) deficit was nearly 15%, and 
later, d uring the following elections „election deficits‖ stood at a level of 8-10%, still too high compared 
to the 3% goal. Due to the soaring deficit „packaging‖ begins at about the middle of the government 
cycle, which usually appears as an austerity package with the help of which they cut back on the 
extreme overspending of the government. The year of the 2010 elections was the first one when, 
either because of the attitude change or the crisis, deficit did not soar and stayed at a level of 4%. 

 
According to what was mentioned above we can see that the world crisis has not only effected the 
government but the other actors of the economy as well. The aim of our research was to assess the 
understanding of the crisis of ordinary people, to explore how much deeper they consider the 
problems, and how well they see the crisis of the determining strategic areas in their everyday life as 
education, healthcare, social care or even, morality. 

 
 

2. Material and Method 
 

Our quantitative research was made as a nationwide survey during the autumn and winter of 2010, 
when everyone had met the effects of the world crisis or experienced them personally. The research 
was carried out with the help of a standardised, pre-tested written questionnaire, which does not 
contain open questions to which the respondents can answer using their own words, due to the 
diversification of the sample. Therefore, for better assessment, the questionnaire only contains closed 
questions to which respondents can choose replies previously defined by the researchers. 
Furthermore, we ensured that there are no questions that impede or jeopardise the intentions of the 
respondents to answer them or that there are no questions that violate their privacy rights. We tried to 
get responses to questions which have not been analyzed by daily press and the media, so they were 
based on the respondents‘ personal opinion and experience. We also attempted to include questions 
which convey information for the researcher based on substantial experience, therefore we addressed 
respondents on the basis of a relatively wide circle according to age group, occupation, and education. 
I will show in detail the composition of the sample further in this paper. In the first part of the 
questionnaire I elicited answers to what ―crisis‖ means according to the respondents, and what kind of 
crisis they understand in the concept. I obtained the results and conclusions using basic statistics and 
cross-table analysis. The questionnaire was processed with the help of SPSS (Statistical Package for 
Social Sciences) 14.0 and Microsoft Office Excel 2007 programmes. We have distributed 400 
questionnaires altogether, out of which 61 were not returned, 48 were returned incompletely, therefore 
were not to be evaluated. 

 
 

3. Results 
 

The questionnaire ensures several options for the respondents to interpret the crisis. The respondents 
could mark several of the possible definitions according to what they thought the concept of the crisis 
meant. The aim was to assess to what extent the respondents consider the crisis in a broader circle 
based on the problems raised. 

 
According to the responses we can clearly state that 84.54% of the respondents consider the crisis as 
a world crisis. A great proportion of the respondents also consider the crisis as a national economic 
crisis, concerning its national effects. Unfortunately a smaller percentage of the respondents marked 
the crisis of the big supply systems, among which 14.43% considered the crisis of the health care 
system, 10.31% that of the social care system, and only 8.25% of the education system. This latter 



2011 Global Business Conference at Sibenik 

 

145 

figure is rather astonishing because it means that respondents did not acknowledge the importance of 
education and its role in the future of national economy and competitiveness. A developed education 
system which meets the needs of the job market at both secondary and tertiary levels can significantly 
contribute to the alleviation of the effects of such crises, and the treatment of their consequences. A 
further interesting fact is that the respondents could see the moral and social crisis in the events, 
namely the proliferation of corruption, different methods of tax evasion and abuse. 
 
Figure 2: Conceptual interpretation of the crisis 

 

 
 
Source: authors' research, 2010 

 
 
3.1. The interpretation of the crisis by age groups 

 
The interpretation of the crisis shows different results according to different age groups of all 
respondents. The composition of sample by age groups is demonstrated in Figure 3. The sample has 
about similar proportion of those under 25 to the respondents between 26 - 39 years of age showing 
almost 40%, while the remaining part belongs to the age group between 40 - 55. There is not a single 
questionnaire research form that had been filled in by respondents older than 55 years of age. 
 
Figure 3: Composition of sample by age groups 

 

 
 
Source: authors' research, 2010 
The distribution of answers by age groups is demonstrated in Figure 4. In the figure it can be seen that 
the respondents aged under 40, the first two of the above mentioned age groups, have interpreted the 
current crisis as a global economic crisis in the same proportion of 40 – 40 %, while the remaining 
proportion of this category is that of the age group over 40. The answers for national economic crisis in 
the least proportion have been originated from those belonging to the 26 - 39 age group and the 
national economic crisis has been interpreted in a much greater proportion than that from those of the 
two other age groups. Furthermore, it is interesting that those older than 40 years of age do not 
consider the current crisis a social crisis and on the contrary to all that, the youth under 25 (63,64%) 
still do so, no matter of their having much less life experience and general practical knowledge than 
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the older respondents. A further interesting result is that those in the 26 – 39 age group answered in in 
the largest proportion moral crisis, in fact, almost 50% is originated from them, and also the older 
population felt it much closer to them.  The survey also made it clear that the youngest generation i.e. 
those under 25 who have just completed their studies or haven't really graduated from higher 
education yet have not chosen education crisis at all, while the older generations with more work 
experience see the problems differently (62,5%). They similarly perceive the crisis of the health care 
system, even though the least number of answers came from the medium age-group possibly because 
they least confront the system, in most cases due to their  lack of time and job related engagements 
and duties. It was also the older age group that chose social care crisis in the largest proportion. 
 
Figure 4: Interpretation of the crisis according to age groups (interpretation of crisis = 100%) 

 

 
 
Source: authors' research, 2010. 

 
In the following section we would analyse the interpretation of the crisis according to age groups but 
this time in percentage of respondents belonging to the age group i.e. a single age group is 
considered 100%. The results of the survey is demonstrated in Figure 5. It can be seen that in the 
interpretation of the youngest age group the concept of world economic crisis is clearly ranked first on 
the list and next comes the concept of national economic crisis. The impact of media might well be one 
of the main reasons of it. This is also the age group that considers the crisis a social crisis in the 
largest proportions well, while it is not characteristic for the other two age groups at all.  
 
The 26 - 39 age group classifies the crisis as a world economic crisis in equal proportion and 
surprisingly this age group does not see it as a national economic crisis in similar proportion. This is 
due to the fact that this is the very age group that had been effected least by the impacts and effects 
of the crisis. They had decent and stable jobs but no loans or not much of loans so the repayment of 
the loans caused no problems or difficulties for them. So they did not live through neither the sharp 
decline in employment nor the decline of disposable income. On the contrary to this, they interpreted 
the crisis as a moral one in a much larger proportion than those belonging to the previous age group. 
In their opinion the crisis is partly an education crisis as well and that is justified with the value of 
15,79%. In contrast to this, they saw the health care system crisis at lower rates in this crisis, however, 
the perception of the education crisis has also emerged.  
 
The respondents of the third age group of 40 - 55 years perceived the crisis as a global economic 
crisis but even so it ranks first with its value of 76.19 %. The same respondents defined the crisis as a 
national economic one in an outstanding measure since this age group, together with the youngest 
generations (mostly graduates and young workers) were most at risk due to the fall in employment. 
The health care system crisis appeared to be for this age group at a prominent percentage, not just 
because of their employment but also because of their health being at higher risk and vulnerability. 
With the experience of its own, this age group gave much more realistic values to these just 
mentioned two categories. A surprisingly high value was given to the social care system crisis partly 
because it is more likely for this age group to have contact with the system and also because of being 
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affected. Another outstanding result of this age group in comparison with the the two ones is that they 
rate education crisis at 19.05%. 
 
Figure 5: Interpretation of the crisis according to age groups, % (age group = 100%) 

 

 
 
Source: authors' research, 2010 

 
 
3.2. The interpretation of the crisis by the respondents‟ education 
 
Further interesting results can be noticed by segmenting the sample by the respondents' education. 
The composition of the sample is demonstrated in Figure 6. The sample largely represents the opinion 
of respondents having secondary education. One third of the sample represents the opinion of 
respondents having higher education so our main goal was particularly to demonstrate the results 
based on their opinion. 
 
Figure 6: Composition of sample by education 

 

 
 
Source: authors' research, 2010 

 
The interpretation of the crisis as a global economic crisis is mainly the opinion of the respondents with 
secondary education and that might be partly due to these respondents' large number in the sample. 
This age group's perception of the crisis as a national economic crisis is also similarly predominant 
reaching almost two thirds. It is interesting to notice that none of the respondents having primary 
education interpreted the crisis neither as moral, social nor education since none of these categories 
had been named. On the contrary to this, respondents having primary education, despite their 
relatively small number in the sample, interpreted the crisis in a much larger proportion as a health 
care system crisis and also as a social care system crisis. Furthermore, it is interesting that 
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respondents having higher education interpreted the education system crisis and moral crisis in the 
largest proportion which is due to their broader general knowledge. The results are demonstrated in 
Figure 7. 
 
Figure 7: Interpretation of the crisis according to education (interpretation of crisis = 100%) 

 

 
 
Source: authors' research, 2010 

 
Segmentation by education had been performed in other forms as well. We conducted an analysis of 
the proportion of answers according to the education of the respondents. The results are 
demonstrated in Figure 8. The respondents having primary education altogether marked only four 
categories and their general opinion on all categories was completely standardized. Beyond all 
problems the respondents interpreted the crisis as a global economic one and that of the national 
economy, and they also marked the crisis as a health care system crisis and a social care system one. 
 
The respondents with secondary education gave more diversified answers to the survey, as well as 
those respondents having college or university degrees. The respondents with secondary education 
decisively defined global economic crisis (85,25%) and national economy crisis (42,62%). Another 
characteristic feature for this age group is that social crisis and health care system crisis have been 
marked in equal proportion (13,11%). In their understanding all further categories are all well below the 
10% mark. This age group also defined education crisis as well and contrary to the age group with 
primary education this age group marked only in a very small percentage and it resulted in the 
smallest proportion of all (4,92%). 
 
Respondents having college or university degree make up one third of the sample. In their 
interpretation the crisis is considered a global economic crisis in slightly less proportion ( 81,82%) than 
that of respondents with secondary education but still it is the main category of their choice.  The 
perception of the crisis as a national economic one is of smaller proportion than those figures of the 
previous group ( 27,27%). Moral crisis was marked similarly with a clear message of the close co-
movement of these two categories. On the contrary to the previous two age groups, it was also this 
age group marking education crisis at 15,15%. Social crisis and health care system crisis got the 
lowest values well under 10% which is based on their more conscious way of life and attitudes in their 
lifestyle. 
 
 
Figure 8: Interpretation of the crisis according to education, % (highest education = 100%) 
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Source: authors' research, 2010 

 
 
3.3. Interpretation of the crisis by employment 

 
The interpretations also show significant deviations when analysed according to the respondents' 
employment. The composition of the sample and the interpretation of the crisis by employment is 
demonstrated in Figure 9. More than half of the sample (56%) represented white collar workers. 
College and university students and other respondents in education made up the other large group 
(21%) while the third large group of all respondents is the group of public sector with a sizeable group 
of civil servants. The above mentioned three groups make up 88% of the sample. The proportion of 
the other groups is insignificant so at the final analysis the opinion of the above mentioned three main 
groups will be authoritative.  
 
Figure 9: Composition of sample by education 
 

 
 
Source: authors' research, 2010 

 
The result of the responses is demonstrated in Figure 10. An interesting fact is that the interpretation 
of the crisis as a global economic crisis was the sole category that had been marked by all groups. It 
was the group of employees of white collar workers (57,32%) and the group of students (24,39%) that 
marked the category of global economic crisis in the largest proportion. Another interesting detail is 
that entrepreneurs did not interpret the crisis as a national economy crisis at all, although it was the 
domestic companies and businesses that experienced the negative effects of the crisis personally 
even if he effects of the crisis include freezing of loan facilities, drastic decline in demand and 
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consumption and also sudden shrinkage of sales and growth opportunities. Furthermore, it can be 
noticed that interpretation of the crisis as a social crisis was only reflected by the two most significant 
groups, the respondents of white collar workers and students. Apart from these two groups, the 
interpretation of moral crisis has also appeared in the definitions of civil servants and other employees 
of the public sector. In their work they could personally experience  all the moral problems 
accumulated in the country that had been emerged in the course of the crisis. Based on the results it is 
fairly surprising to notice the lack of perception of education crisis by the students or other 
respondents in education as none of the respondents marked this category, it was marked only by the 
other two groups of white collar workers and civil servants. The third position of the latter group, 
according to their proportion in the sample, demonstrates that most respondents, about two thirds of 
marking the crisis as an education one is originated from them. Health system crisis had been marked 
by employees and white collar workers and also by the students, similarly to social crisis, but only with 
the exception of students. 

 
Figure 10: Interpretation of the crisis by profession (interpretation of crisis = 100%) 

  

 
 
Source: authors' research, 2010 

 
In the following section we demonstrate the interpretation of the crisis, still broken down according to 
ccupation, 100% as of respondents of profession. It can be seen in the chart that an overwhelming 
proportion of white collar workers marked the crisis as a global economic one, although they perceived 
all the listed alternative definitions as well. As for blue collar workers concerned they interpreted the 
crisis in a restricted way and all the respondents experienced health care system crisis and national 
economy crisis and they marked the crisis a global economic crisis in 75%, and at the same time they 
interpreted it a moral crisis as well. Public servants, based on their own experiences marked moral 
and social crises in a proportion of almost half of all respondents (45,45%) but sill, they interpreted 
them in an overwhelming proportion as global crisis and national economy crisis. The entrepreneurs 
almost exclusively marked only global economic crisis. The segment of civil servants similarly 
interpreted three possible categories, an overwhelming proportion of civil servants marked world 
economic and national economy crises but also marked moral crisis as well. In their case it is 
interesting that they did not mark the crisis as one of the big supply systems. The students' 
interpretation of the crisis as a global economic crisis one was based on their studies, however some 
of them also marked the crisis as a social, moral and that of the health care system. In their case it is 
interesting to see that in spite of their role as participants in the education system, the students did not 
see the cost-cutting measures and the austerity package in the education system. 
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Figure 11: Interpretation of the crisis according to profession (profession = 100%) 
 

 
 
Source: authors' research, 2010 
 
 
4. Summary 

 
Based upon the above results of the research it can be stated that the interpretation of the crisis 
covers a very wide range. As a conclusion based upon segmenting the interpretations by various 
groups it can be concluded that in the perception and understanding of the general public, according 
to every aspect, the crisis was mainly interpreted as a global economic crisis and a national economy 
crisis. A wider interpretation of the crisis such as education system crisis or health care crisis was 
reflected in the interpretations of an age group with more life experience and also of those with higher 
education degrees. However, the short and long term effects and consequences of the crisis have 
emerged and influenced our present and will also definitely influence our future. Today it can be 
concluded that in spite of those ― prophecies ― stating the end of the crisis, according to the 
interpretations given in the research and the course of everyday events it can not yet be stated. The 
impact of the greatest crisis and depression of the century will live on for long influencing our everyday 
life. Unfortunately. 
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Abstract 
 
The choice of location is becoming increasingly important, requiring a better understanding of the 
internationalization process and of the factors influencing the spatial distribution of FDI.  
 
There have been numerous empirical studies that have focused on the location choices of FDI in 
developed countries. Since early-2000s these studies have also started to concentrate on the 
transition economies within the CEE region. Despite the growing interest in the subject we shall 
propose to identifying the main determinants of FDI localization on the Romanian counties using the 
data provided by the National Trade Register Office of Romania for the period 2005-2010 and 
National Institute of Statistics.  
 
The analysis of the investment‘s location within Romania using the three criteria: agglomeration 
economies, infrastructure and local market size, shows a very disparate distribution of FDI in the eight 
development regions. At the regions level, there are disparities determined by heterogeneous 
development areas and mono-industrial towns. 
 
Keywords 
 
Regional disparities, economic development, foreign direct investment, agglomeration 
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1. Administrative Divisions in Romania  
 
After 1990, Romania shifted its spatial policy from a central-based policy to a regional-based policy, in 
compliance with EU-standards. According to four criteria (number of inhabitants, surface, cultural 
identity and functional-spatial relations;) Romania was divided 1998 into eight Development Regions. 
The eight regions serve as NUTS-II units and as a framework for development policies while the 
counties serve as NUTS-III units. The NUTS-II units are: North-East development region (Bacau 
County, Botosani County, Iasi County,Neamt County, Suceava County,Vaslui County), South-East 
development region (Braila County, Buzau County, Constanta County, Galati County, Tulcea 
County, Vrancea County), South development region (Arges County, Calarasi County, Dambovita 
County,Giurgiu County, Ialomita County, Prahova County, Teleorman County ), South-West 
development region (Dolj County, Gorj County, Mehedinti County, Olt County, Valcea County), West 
development region (Arad County, Caras Severin County, Hunedoara County, Timis County), 
North-West development region (Bihor County, Bistrita County, Cluj County, Maramures County, 
Satu Mare County, Salaj County), Center development region (Alba County, Brasov 
County,Covasna County, Harghita County, Mures County, Sibiu County), Bucharest-Ilfov 
development region (Ilfov County, Bucharest). 
 
 
2. Literature Review: FDI Regional Determinants  
 
Studies on the locational choices of FDI can be classified into two types in literature. First type 
explains the locational choices with some traditional locational factors like market potential, labour 
costs, economic growth, and government policies. Second type highlights a range of environmental 
variables that act as a function of political, economic, legal and infrastructural factors of a host 
country. 
 
At this purpose, we consider captures three dimensions of each region: the market size, 
agglomeration economies, and infrastructure. 
 
a) Market size can be analyzed based on the two types of variables: demand side variables and 
supply side variables. 
 
a.1) Demand side variables.  
According to Chakrabarti (2003), an expansion in the market size of a location leads to an increase in 
the amount of direct investment in that location through an increased demand. Foreign investors are 
likely to be attracted by large markets allowing them to internalize profits from sales within the host 
countries. According to Woodward (1992), Japanese–affiliated manufacturing investments in the USA 
during the 1980s to conclude that investors prefer states with strong markets and low unionization 
rates. The effect of specific market and regional growth characteristics are also taken into 
consideration in the spatial analysis of FDI in the United States, by Bagchi-sen and Wheeler‘s study. 
The population is a measure of the market size and it indicates the economics dynamics of a location 
and states market growth potential (Bagchi-sen and Wheeler,1989).  
 
The other important determinant of FDI which defines local market size is GDP,market demand being 
usually proxied by total or per capita regional GDP (Chung and Alcacer, 2002, Head et al., 1999).  
 
a.2) Supply side variables. Two variables reflect the cost of production factors in each region: per 
capita wages and percent of population employed in manufacturing. Glickman and Woodward (1988) 
found that there was a negative relation between the interstate distribution of the value of foreign 
manufacturing investment and the index of state labor costs. Ondrich and Wasylenko (1993) found no 
evidence that wages affected the foreign new plant location. 
 
The level of education of the labour force – measured by the number of third level students over total 
population – has been introduced in order to control for labour productivity. Cantwell (1989) states 
that knowledge-seeking investments vary across locations because they depend on location specific 
factors, such as the number of scientists and educated people in the area, previously established 
innovations, R&D intensity, the education system, and good linkages between educational institutions 
and firms. As a result, firms may supplement their existing technologies by expanding internationally 
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to access new knowledge. This expansion may suggest two types of knowledge-seeking behavior 
between firms originating from leading versus lagging technical centers (Cantwell and Janne, 1999). 
Firms from lagging technical locations need to catch up and locate their research centers abroad in 
order to improve their existing technology. However, while firms from leading locations do not need to 
catch up, they may also locate their research centers abroad to source more diverse knowledge, 
since "… the acquisition of new skills, and the generation of new technological capacity, partially 
embodied in new plant and equipment, must be a goal of every firm"

1
. Due to the fact that knowledge 

is partially tacit and its transfer needs frequent interactions, knowledge-seeking investment requires 
physical proximity (Kogut and Zander, 1992). Moreover, efforts to search for knowledge-seeking 
investment are not carried out in isolation, but are strongly supported by various external 
organizations such as, for example, public research centers, universities or industry associations 
(Cantwell and Piscitello, 2005). The educational level of a country‘s citizens, alongside the existence 
of universities, research centers, science bases and other institutions that create knowledge in a 
region, has become increasingly important for the internationalization process, not only at the national 
level but also at the regional level (Cantwell and Iammarino, 2001, 2005; Chung and Alcácer, 2002). 
Kuemmerle (1999) shows empirically that firms in technology-intensive industries by establishing R&D 
facilities abroad can expand their technological capabilities. Florida (1997) finds that accessing new 
indigenous technology is more important than customizing existing technology for new markets. 
 
Bartlett and Ghoshal (1999) show that as firms establish their facilities abroad and allocate 
heterogenous products to them, R&D sites in close proximity to factories are needed. This is due to 
the fact that these sites support the transfer of knowledge, which is an attractive factor for the location 
of multinational companies (Cantwell and Piscitello, 2002). In addition, specific regions within nations 
might be particularly attractive locations for knowledge-seeking investment (Jensen, 2004).  
 
b) Agglomeration variables. The idea that firms may benefit from locating close to other firms is not 
new in economic theory. Such benefits may come from Marshallian technological externalities as well 
as pecuniary externalities, as recently stressed by Krugman (1991) and Fujita, Krugman and 
Venables (2000) among many other scholars belonging to the New Economic geography.. There is 
systematic evidence suggesting that multinationals are attracted to clusters of economic activities in 
their own and in closely related industries and activities (Glickman and Woodward, 1988; Head and 
Ries, 1996) The total number of industrial enterprises in a county, is expected to significantly attract 
FDI since the existence of industrial clusters signals a set of favourable condition for foreign investors 
such as the presence of local suppliers, specialized labour and infrastructure (He, 2002).According to 
Coughlin, Terza and Arromdee (1991), the density of manufacturing activity was the important one of 
factors in location decisions of foreign firm in the US during 1981-1983. Head, Ries and Swenson 
(1995), examined the location choice of 751 Japanese FDI and observed strong agglomeration 
effects at the industry level. Agglomeration economies may work between domestic and foreign firms 
as well as among multinationals only. Foreign firms have imperfect information of foreign potential 
sites. Therefore, they rely on the presence of other multinational firms to uncover the expected 
profitability of each location (Head et al., 1999). Moreover, MNEs may prefer to interact with other 
foreign firms rather than with domestic firms if the perceived quality of the locally produced 
intermediates does not meet the needs of the firm.  
 
The other variable related to agglomeration economies is population density. Population density 
represents urbanization economies. Both number of foreign –funded enterprises and population 
density are expected to have a positive effect on FDI. Economists and geographers have pointed out 
that the role of agglomeration economies in industrial activities is very significant. The locational 
attractiveness to foreign investments is likely to improve through agglomeration effects related to the 
infrastructure quality, the availability of specialized service suppliers and of skilled labour, location-
related reputation effects and the development of industrial clusters (Porter, 1990; Wheeler and Mody, 
1992; Dunning 1998). 
 
c) Infrastructure. The other important determinant of FDI is infrastructure. There are a positive 
relationship between infrastructure and inward FDI. Empirical studies support for the importance of 

                                                           

1 Cantwell, J.A. (1989) Technological Innovations and Multinational Corporations, London: Basil Blackwell., p.9. 
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infrastructure in FDI location decisions is provided by Mariotti and Pischitello (1995) and He (2002). A 
location with good infrastructure is more attractive than the others (Wei and others, 1999; He, 2002).  
 
 
3. Variables Selection 
 
In this paper three criteria are used for classifying the Romanian counties and regions considering the 
potential to attract the foreign direct investments. These criteria are: the market size, the 
agglomeration economies, and the infrastructure. The variables selected for measure of the three 
criteria are presented in the Table number 1. 

 
Table 1: Description of variables  
 
Criteria Variable Measurement Source of data Expected Sign 

Market size     

Demand side 
variables  

POP Population in province 
(county) 

National Institute of 
Statistics 

+ 

GDPG GDP growth in province 
(2000-2005) 

National Institute of 
Statistics 

+ 

Supply side 
variables 

WAG Wages per capita National Institute of 
Statistics 

- 

NUMRES Number of scientists National Institute of 
Statistics 

+ 

RDEXP R&D expenditure National Institute of 
Statistics 

+ 

Agglomeration DENSPOP Population density 
(person/km

2
) 

National Institute of 
Statistics 

+ 

NUMFIRM Number of the industrial 
enterprises in province 

National Trade 
Register Office of 

Romania 

+ 

Infrastructure ROAD Hard surface public roads National Institute of 
Statistics 

+ 

RAILINE Railway lines National Institute of 
Statistics 

+ 

TEL Telephone line (per1000 
population) 

National Institute of 
Statistics 

+ 

 
 
 
4. Model Specification 
 
The foreign direct investment in a province is assumed to be a function of the number of variables, 
which are likely to influence its location choices. The location model is specified as: 
 
FDI = exp (a + bPOP + c GDPG +  dWAG + eNUMRES +  fRDEXP  +  g DENSPOP  +  hNUMFIRM +  
kROAD + lRAILINE + mTEL) 
 
where FDI represents the cumulative realized of foreign direct investment in a province in the period  
2005-2009. FDI is a function of variables associated with market size (POP, GDPG, WAG, NUMRES, 
RDEXP), agglomeration economies (DENSPOP, NUMFIRM) and infrastructure (ROAD, 
RAILINE,TEL) for each provinces (counties).  
 
The location models are specified as: 
 
Yi = α + βi Xi + ε  i= 1,2,…….., 41 
 
where; Yi  is the dependent variable, which is the cumulative realized FDI in a province in the 2005-
2009  period;   
Xi  is a explanatory variables including:  POP, GDPG, WAG, NUMRES, RDEXP, DENSPOP, 
NUMFIRM, ROAD, RAILINE, TEL;  
βi are the regression coefficients; 
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ε is error term  
 
A log-linear functional form is adopted to transform a likely nonlinear relationship between FDI and the 
independent variables into a linear one. It also decreases the outliers, non-normality and 
heteroscedasticity. Models take the following forms: 
 
lnFDIi = ß1 + ß2lnPOP + ß3lnGDPG +  ß4lnWAG +  ß5lnNUMRES +  ß6lnRDEXP  +  ß7 lnDENSPOP  +  
ß8NUMFIRM  +  ß9ROAD  + ß10 RAILINE +  ß11TEL  + ε  
 
 
5. Empirical Results 
 
The location model is estimated using ordinary least squares regression. The estimated equation is 
shown below: 
 
lnFDIi = -9,60 + 1,37 lnPOP + 1,31 lnGDPG – 0.97 lnWAG +  0,37 lnNUMRES +  0,23 lnRDEXP  +  
1,06  lnDENSPOP  +  0,66NUMFIRM  +  0,35 ROAD  + 0,14 RAILINE +  0,30 TEL  + ε  
 
The model performs very well with R squares with 0.772 (F= 10,179, %99 confidence level). 
Regression estimation is given in Table 2.  According to result of regression analysis, lnPOP, lnWAG 
and LnRAILINE are not significant. As expected, the coefficients for the population, GDP growth, the 
number of the industrial enterprises, the hard surface public roads and the telephone lines in province 
are positive. Model is consistent with expectations. The coefficients of five explanation variables are 
correctly signed and statistically significant at the 1%, 5%, 10% and 20%.  
 
The positive relationship between the hard surface of the public roads, and the telephone lines and 
the cumulative realized FDI in a province in Romania in the period 2005-2009 supports the hypothesis 
that FDI favors cities better infrastructure.  
 
According to model, all coefficients on the variables of agglomeration economies (DENSPOP and 
NUMFIRM) are positive and significant at 10% and 1% level indicating that agglomeration economies 
attract foreign direct investment.  
 
The coefficients on local market measures are significant at the 5% and 10% and 20% level. GDP 
growth in a province is important to attract foreign investors. The number of scientist and the R&D 
expenditure are statistically significant at the 10% and 20%. The positive relationship between the 
number of scientist and the R&D expenditure and the cumulative realized FDI in a province in 
Romania in the period 2005-2009 supports the hypothesis that FDI favors cities with higher levels of 
knowledge. The coefficient on wages per capita is not statistically significant. According to the results 
of regression, there is not relationship between wages per capita and the cumulative realized FDI in a 
province in Romania during the period 2005-2009. The statistical results indicate that foreign investor 
doesn‘t prefer the region with the lower levels of the wages per capita in this period in Romania.  
 
Evidence from model shows that a region with higher GDP growth, higher population density, faster 
advances in agglomeration, quicker improvement in infrastructure, attract relatively more cumulative 
realized FDI in a province. 
 
The White test does not indicate the existence of heteroscedasticity in the model. The detect the 
autocorrelation in the residuals from regression, we have used the Breusch–Godfrey serial correlation 
LM test. The residuals are not autocorrelated because the test probability is 28.9% higher than 5% 
critical value. 
 
 
6. Conclusion 
 
The study presents empirical evidence to support the hypothesis that location decisions of foreign 
investors are generally determined by agglomeration economies as population density and number of 
the industrial enterprises in the provinces, infrastructure and local market growth. 
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The analysis of the investment‘s location within Romania using the three criteria shows a very 
disparate distribution of FDI in the eight development regions. At the regions level, there are 
disparities determined by heterogeneous development areas, due to small, mono-industrial towns, 
strongly affected by the restructuring, reduced economical diversification of some big cities and due to 
the incapacity of some urban centers of becoming development vectors for adjacent areas. The 
under-developed regions are those dependant on agriculture, with great rural population where trans-
border transport, is little developed, comparing to those in the opposed corner, whose dependence on 
the primary sector is reduced. 
 
Such an approach in location analysis can aid formulation of specific growth strategies by policy 
makers as they plan to attract FDI to particular locations. According to this paper, policy makers in 
Romania should improve the business services and create investment opportunities for foreign 
investors especially in provinces that have the market size and growth potential. These lead to make 
provinces more attractive. To attract some investments to particular locations in Romania, 
infrastructure has been only given the priority as general tendency, especially communication 
infrastructure. It is clear that this tendency is not sufficient solely to attract FDI to particular locations. 
 
 
Notification: This work was supported by CNCSIS, project number TE code 349/2010 
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Appendix 
 
Table 2: Results of regression analyses 
 
Constant -9,604 

(-3,035) 

lnPOP 1,377 
(1,166) 

lnGDPG 1,313*** 
(0,521) 

lnWAG -0,976 
(-0,708) 

lnNUMRES 0,371** 
(0,209) 

lnRDEXP 0,234* 
(0,141) 

lnDENSPOP 1,066** 
(0,586) 

lnNUMFIRM 0,666**** 
(0,224) 

lnROAD 0,351*** 
(0,143) 

lnRAILINE 0,146 
(0,430) 

lnTEL 0,304*** 
(0,121) 

  

Observations 41 

R Square 0,772 

Adjusted R Square 0,696 

F 10,179 

Note: * p < =.20;  ** p < =.10; *** p< 0.05;****p<0.01. 
t statistics in paranteheses 
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Abstract 
 
This study examines potential antecedents of an international management competency of cultural 
intelligence which may be seen as an essential element of successful performance in a turbulent 
global business environment.  Using a sample of 166 university business students in the United 
States, this study examined five potential antecedents of cultural intelligence including the personality 
dimension of openness to experience,  three types of multicultural experiences, and the number of 
foreign languages spoken, as well as the moderating effect of openness to experience on the other 
independent variables.  Results found all individual variables, except the number of foreign languages 
spoken, to significantly add to the explanation of the level of overall cultural intelligence. The degree 
to which individuals socialize with people from differing cultures appeared to have the most influence 
on cultural intelligence of the three multicultural experiences examined.  Results are briefly discussed 
along with limitations and implications for future research. 
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1. Introduction 
 
Globalization continues to contribute to the increasing cultural diversity and complexity in the world of 
business. Such cultural diversity can challenge international management as it has been shown to 
contribute to task conflict (Stahl et al., 2010) and conflicts between expatriates and co-workers have 
been found to occur with a high degree of frequency (Jassawalla et al., 2004).  In addition, even 
though the number of expatriates continue to grow (Shaffer & Miller, 2008), expatriate failure rates 
continue to be high and finding high quality talent who can operate in multiple cultures is one of the 
greatest challenges facing global organizations (Ng et al., 2011). Given the increased cultural 
diversity and complexity of global management, the selection of employees equipped to deal with 
cross-cultural challenges is more important than ever (Ng et al., 2009a,b).  A number of researchers 
(Crowne, 2008; de la Garza-Carranza & Egri, 2010; Mc Nab & Worthy, 2011; Thomas, 2006) have 
supported the cultural intelligence construct developed by Early and Ang (2003) as an important 
contribution to the explanation of cross-cultural competency and one that may be used in the 
selection of employees who have the ability to effectively function in multi-cultural environments.  In 
fact, research has found cultural intelligence to have a number of positive outcomes including cultural 
adjustment, cultural judgment, and task performance (Ang et al., 2007; Lee & Sukoco, 2010), perhaps 
contributing to Crowne‘s (2008) observation that CQ has not only caught the attention of researchers 
but of business executives as well.  Allon and Higgins (2005) suggest that CQ is such an important 
construct that CQ skills will become more relevant throughout organizations and virtually everyone in 
management and global business will need to focus on cultural intelligence. 
 
Ng et al. (2009) have argued that experiential learning theory supports the view that experience plays 
a central role in an individual‘s learning and development with Crowne (2008) and Tarique and 
Takeuchi (2008) finding a number of factors which may contribute to an individual having higher CQ 
including travel abroad experiences. However, results on the impact of international travel have not 
been consistent with some research finding little or no relationship between international travel and 
CQ, and suggestions made that not all travel is equal and therefore requires further investigation (Lee 
& Sukoco, 2010; McNab & Worthy, 2011). Other antecedents of CQ have also been explored, for 
example, Ward and Fischer (2008) and Oolders et al. (2008) found personality to have an impact on 
the development of CQ and in particular the ability of the Big Five personality factor of Openness to 
Experience (openness). They concluded that the relationship of personality and CQ is a core issue for 
the theoretical and empirical precision of CQ research.  In addition, Shannon and Begley (2008) 
findings suggested that skill in foreign languages may potentially play an important role in the 
development of CQ. 
 
The objectives of this study are to examine, using a sample of university business students in the 
United States, the ability of the Big Five personality factor of ―openness to experience‖ and three 
different measures of multicultural experiences as well as the number of foreign languages spoken to 
predict cultural intelligence. Since not every individual may get the same benefits from their 
multicultural experience, the extent to which personality (openness) moderates these relationships will 
also be examined in an effort to explain some of these benefit differences.  Such knowledge will help 
to address the need to better identify the types of multicultural experiences that contribute to CQ and 
the degree to which personality plays a role. This will allow business executives to better select and 
hire their future global managers as well as assist researchers in the further development of the 
important new construct known as cultural intelligence. 
 
This paper will briefly discuss the concept of cultural intelligence and its development as well as the 
potential roles and relationships of personality and multicultural experiences with cultural intelligence. 
It will then address the methodology, results, and finally discuss these results and their implication as 
well as study limitations and suggestions for future research.  
 
 
2. Cultural Intelligence 
 
Cultural intelligence (CQ) is defined as a multidimensional construct that encompasses an individual‘s 
capability to function and manage effectively in culturally diverse settings (Early & Ang, 2003). This 
definition can be seen to be consistent with Schmidt and Hunter‘s (2000) definition of general 
intelligence ―the ability to grasp and reason correctly with abstractions (concepts) and solve problems‖ 
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(3). It also can be seen as fitting the more global approach to intelligence as suggested by theories of 
practical and multiple intelligences (Sternberg & Wagner, 1986; Sternberg & Detterman, 1986). 
Cultural intelligence is seen as one of these ―multiple intelligences‖, it is also seen as conceptually 
and measurably distinct from others such as general or analytical intelligence (IQ), social intelligence 
(SI), and emotional intelligence (EQ) (Elenkov and Pimentel, 2008) with a distinguishing characteristic 
that cultural intelligence applies to multiple cultural settings while social and emotional intelligence 
may not apply in another cultural setting (Thomas, 2006).   
 
As conceived by Earley and Ang (2003) and developed by Van Dyne, Ang, and Koh  (2008), the 
factors that make up the discrete construct of cultural intelligence (Total Cultural Intelligence or TCQ) 
include: Metacognitive CQ; Cognitive CQ; Motivational CQ; and Behavioral CQ.  Metacognitive CQ 
refers to the conscious awareness which an individual has regarding cultural interactions. Cognitive 
CQ is seen to reflect the knowledge of a group‘s values, beliefs, and norms. Motivational CQ reflects 
the capability to direct energy to learning about cultural differences. Finally, behavioral CQ reflects the 
capability to choose appropriate verbal and physical actions when interacting with people of different 
cultures. 
 
Research has suggested that CQ has an impact on cross-cultural adaptation (Ward & Fischer, 2008), 
task performance (Ang et al., 2007), on trust (Rockstuhl & Ng, 2008), on group performance (Huber & 
Lewis, 2010), expatriate performance (Lee & Sukoco, 2010), and global leadership skills (Ng, 
VanDyne & Ang, 2009). There are also a number of antecedents of CQ that have been identified 
and/or proposed. These include international travel, work experience, study abroad, and perceived 
self-efficacy (MacNab, B. & Worthley, 2011; Crowne, K. 2008), language skills, living in diverse 
cultural settings, cross-cultural work experience (Triandis, 2008), parental and educational 
experiences (Shannon & Begley, 2008), and personality (Ang & Van Dyne, 2008; Shaffer & Miller, 
2008).   
 
 
3. Personality and Multicultural Experience 
 
It is well known in the Western-based literature that personality can predict behavior and performance 
(Barrick & Mount, 1991). While there is little agreement among psychologists as to the definition of 
personality, within the area of industrial and organizational psychology personality descriptions tend to 
focus on personality traits and the generally agreed upon structure of personality traits known as the 
―Big Five‖ (Heggestad, 2007). The Big Five framework has considerable support among a wide range 
of psychologists and has become the most widely used and extensively researched model of 
personality (Gosling, Rentfrow, & Swann, 2003).  McCrae and Costa (1987) labeled the five trait 
dimensions as: neuroticism versus emotional stability; extraversion or surgency; openness to 
experience; agreeableness versus antagonism; and conscientiousness versus undirectedness.    
 
It has been suggested that some of these personality dimensions could be antecedents of cultural 
intelligence (Ang & Van Dyne, 2008) and researchers have also concluded that the relationship 
between CQ and personality is a key issue for the theoretical and empirical precision of CQ research 
(Ward & Fischer, 2008).  Klafehn et al., (2008) and Triandis (2008) suggested one personality 
dimension in particular, openness to experience (referred to in this paper as ―openness‖), may reduce 
the negative effects of an individual‘s interaction with different cultures and thus contribute to a higher 
CQ. According to McCrae and Costa (1987) and Oolders, Chernyshenko,  and Stark (2008) openness 
includes traits such as curious, imaginative, excitable, wide interests, artistic, and being 
unconventional, as well as, high levels of intellectual efficiency, tolerance, flexibility, depth, and 
ingenuity. Ang, Van Dyne, and Koh (2006) found that of all the Big Five dimensions, openness had 
the strongest connection by directly impacting all four factors of CQ.  Thus the first hypothesis of this 
study is: 
 
H1:  Openness will have a significant positive influence on the subject’s level of cultural intelligence 
(TCQ). 
 
Crowne (2008) found that the number of countries visited for the three different purposes of work, 
education, and vacation each had a significant positive impact on one or more of four factors of CQ, 
while Shannon and Begley (2008) found international work experience to have a significant positive 
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impact on CQ and Tarique and Takeuchi (2008) found non-work experiences to influence all four 
facets of CQ. Thus the next hypothesis is: 
 
H2: Total number of countries visited will have a significant positive influence on the subject’s level of 
cultural intelligence (TCQ). 
 
However, Tay et al. (2008) did not find a relationship between international work-related travel and 
cultural intelligence and suggested that perhaps the international trips were too short to allow for the 
time to reflect and develop from the experience.  It has also been suggested that greater cultural 
distance between countries may result in more cultural challenges (Reus & Lamont, 2009) which may 
help or hinder an individual‘s cross-cultural development.  Both theory and practice tells us that 
cultures of countries differ, and the degree of such differences is known as ―cultural distance‖ 
(Hofstede, 2001).  The greater the cultural distance between an individual‘s native country‘s culture 
and that of the country to which he or she travels may prove more challenging for some individuals, 
while also being potentially very beneficial for those who have the interest, motivation, and ability to 
learn from the experience. Thus, it is believed that another potentially important type of international 
travel to evaluate is the foreign country in which they have spent the most time (length of time) and 
the cultural distance of that country from the country of their citizenship.  Thus the next hypothesis is: 
 
H3: The country where the subject has spent the most time, together with the cultural distance of that 
country from the country of their citizenship (CD*Time), will have a significant influence on their level 
of cultural intelligence. 
 
Of course, an individual may have significant opportunities to interact with people of very different 
cultures within their own country.  Given the impact of globalization on cultural diversity within 
countries, the degree to which individuals choose to socialize with people from differing cultural 
backgrounds has the potential to impact their development of cultural intelligence. To examine the 
degree to which this position could be supported, an exploratory study was conducted with 102 
university business students in the United States who were administered the Ang and Van Dyne 
(2008) CQ instrument to assess their overall cultural intelligence (TCQ). The 15 students with the 
highest CQ scores and the 15 students with the lowest CQ scores were personally interviewed with 
the intent of identifying potential behavior or experiences that might contribute to their comparatively 
high or low score.  The interviews suggested that the degree to which they socialized with people 
from cultures different from their own may well constitute an important differentiating behavior. In fact, 
13 of 15 subjects with high scores indicated such personal behavior and only 5 of 15 students that 
represented the bottom 15 indicated such behavior. As a result it was decided that the following 
question be added: ―To what extent do you interact socially with people from different cultural 
backgrounds?‖ The scale for this question ranged from ―1‖ (very little extent) to ―6‖ (very great extent).    
 
A second study was then conducted using 88 university business students in the United States who 
were administered the Ang and Van Dyne instrument with the above social interaction question 
added. Results of a simple linear regression indicated that the question explained 27% of the variance 
in TCQ with an F-score of 44.1 (p<.000).  Thus, the next hypothesis is: 
 
H4: The degree to which subjects report interacting socially with people from different cultural 
backgrounds will influence their level of cultural intelligence. 
 
Shannon and Begley (2008) also found language skills to have a significant positive impact on CQ.  
Language has been seen to be a reflection of a culture‘s environment (Hofstede, 2001) and as such 
the knowledge of a foreign language may allow an individual to more easily perceive and understand 
cultural differences in cultures where that language is used.  As a result: 
 
H5: The number of foreign languages spoken by a subject will influence the level of their cultural 
intelligence. 
 
Finally, another factor that might explain why multicultural experiences or language skills may not 
have the same developmental impacts on different individuals is that they may possess differing 
levels of the Big Five personality factor ―openness to experience‖ (openness). This personality factor 
is defined by terms such as flexibility, curiosity, and a wide range of interests.  Such characteristics 
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may allow individuals to seek out, recognize and better understand cultural differences in their travels, 
resulting in higher levels of cultural intelligence.  The final hypotheses are: 
 
H6a: Higher levels of openness together with a higher number of countries visited will result in a 
significantly higher level of cultural intelligence. 
 
H6b: Higher levels of openness together with more time spent in a country with greater cultural 
distance (CD*Time) will result in a significantly higher level of cultural intelligence. 
 
H6c: Higher levels of openness together with higher multicultural social interaction will result in a 
significantly higher level of cultural intelligence. 
 
H6d: Higher levels of openness together with the ability to speak more languages will result in a 
significantly higher level of cultural intelligence. 
 
 
The overall model reflecting these hypotheses can be seen in Figure 1. 
 
Figure 1: Antecedents of Cultural Intelligence (TCQ) 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 4. Methodology    
 
The subjects in this study consisted of 166 upper level undergraduate and graduate university 
business students from a U.S. university. The mean age was 21.2 years (SD = 3.1; range = 19 – 36) 
with 95 men and 71 women. The questionnaire was administered in the classroom to 179 students 
(voluntary participation), and all respondents who were non-citizens of the United States were 
removed resulting in a usable response rate of 93%.  All subjects whose data were used in this study 
were either born in the USA or had spent more than the most of half of their life in the USA, and all 
were U.S. citizens. 
 
Cultural intelligence was measured using the self-report instrument developed and validated by Van 
Dyne, Ang, and Koh (2008).  During their validation process they identified the 20 items with the 
strongest psychometric properties with a Chi-square of 822.26 (164 df), CFI of 0.92. and RMESA of 
0.08.  Nested model comparisons demonstrated the superiority of the hypothesized four-factor CQ 
model.  The instrument was then tested for generalizability across samples and analysis using 
structured equation modeling (SEM) demonstrated good fit also finding acceptable Cronbach alphas 
along with Chi-Square of 381.28, CFI of .96, and RMSEA of .05.  They also completed an analysis of 
generalizability across time, generalizability across countries, generalizability across methods 
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(observer report and self-report), as well as discriminant validity, incremental validity, and predictive 
validity (with cultural decision-making, interactional adjustment, and mental well-being as dependent 
variables).  The study concluded that the construct appears to have a clear, robust, and meaningful 
structure.  Shannon and Begley (2008) confirmed that the psychometric properties of the Van Dyne, 
Ang, and Koh (2008) model were stable. 
 
Openness was measured using a Big Five personality scale developed by Gosling, Rentfrow, and 
Swan (2003) who point out, the Big Five structure enjoys considerable support among international 
psychologists whose research has resulted in a range of instruments. These instruments have as 
many as 240 item scales and as few as 5 item scales that can be used depending on a number of 
factors including the purpose or objective of administering the instrument (diagnoses of a suspected 
psychological illness or general employment selection process), and the need for very high levels of 
psychometric preciseness, and the concern of the researcher over the length of the questionnaire 
being administered and possible subject concentration and fatigue given a large number of questions.  
Gosling et al. (2003) developed and tested the 10 item measurement used in this study and found 
satisfactory convergence validity with the often used and highly regarded Big Five Inventory (BFI) of 
John and Srivastava (1999). They point out the BFI in-turn shows high convergent validity with other 
self-report scales and peer rating scales of the Big Five.  They also found the 10-item scale (TIPI) to 
have test-retest reliability, satisfactory patterns of predicted external correlations, and convergence 
between self-rated and observer ratings.  
  
Since pilot tests of the instrument in this current study was taking subjects between 25 and 30 
minutes to complete we were concerned about subject fatigue and did take Gosling et al.‘s (2003) 
recommendation to use  this instrument (TIPI) in such a situation. Thus two items were used to 
measure openness and were based on the extent to which a pair of traits is seen to apply to the 
subject (1 = strongly disagree to 7=strongly agree). The two items were:  Question 5. ―Open to new 
experiences, complex;‖ Question 10. ―Conventional, uncreative (reverse scored).‖ Multicultural 
behavior was measured by a single question, ―To what extent do you interact socially with people 
from different countries and cultures?‖ The method used to develop this question has been previously 
described.   
 
Cultural distance (CD) was calculated using the formula described by Morosini, Shane, and Singh 
(1998).  Hofstede‘s (2001) power distance, uncertainty avoidance, masculinity, and individualism 
dimensions were used to create the CD score: 
 

CDj =  

 
     where: 
CDj: is the cultural difference for the jth country. 
Iij: Hofstede’s score: ith cultural dimension and jth country. 
l:  Indicates USA 
 
Students were asked to indicate the country outside of the USA where they have spent the most time 
and to indicate the approximate time in weeks that they spent there.  Thus, the cultural distance was 
multiplied by the number of weeks spent in the country to give the CD*Time score.  The students were 
also asked to list the countries outside of the USA and the sum of those countries resulted in the total 
number of countries visited score (# countries). 
 
In addition, several other constructs not included in this study and biographical questions were also 
included resulting in a survey containing 61 questions and requiring approximately 25 minutes to 
complete. 
 
 
5. Results 
 
The descriptive statistics for the major variables used in this study included cultural intelligence 
(TCQ), openness to experience (openness), the interaction of cultural distance and time (CD*Time), 
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the total number of countries visited (# countries), social interaction (SI), number of foreign languages 
spoken (languages), and the moderation of social interaction and openness (SI*openness).  For 
simplicity and due to space restraints the variables representing the moderation of openness on 
CD*Time, # Countries, and Languages are not shown as they were not found to be significant in any 
model variations examined (see Table 1). 
 
Table 1: Descriptive Statistics of Main Variables 
 

 Mean SD N 

TCQ 4.40 .77 166 

Openness 5.47 1.00 166 

CD*Time 270.32 974.15 166 

# Countries 3.86 3.96 166 

Social Interaction (SI) 3.67 1.42 166 

Languages 1.72 .75 166 

SI*Openness 20.48 9.57 166 

 
Table 2 shows the correlations their significance.  With the exception of correlations involving the 
interaction of the social interaction (SI) and openness variables all correlations were in the low to 
moderate range. 
 
Table 2: Correlations 
 

 CD*Time # Countries SI Languages SI*Openness Openness 

CD*Time 1      

# Countries .281** 1     

Social Interaction (SI) .206** .329** 1    

Languages .256** .214** .322** 1   

SI*Openness .183* .283** .928** .283** 1  

Openness .036 .045 .262** .042 .575** 1 

      **p<.01;  *p<.05 
 
Using age and gender as control variables, hierarchical ordinary least squares (OLS) regression 
analysis was used to test the hypotheses and followed the moderated regression procedure 
recommended by Aiken and West (1991), entering the control variables in Step 1, each individual 
model variable in sequence as suggested by stepwise regression in Steps 2 through 6, and 
interactions in step 7 through 10.  As seen in Table 3, for simplicity only the interaction step involving 
SI and openness (SI*Openness) was used at it was the only interaction variable that was significant. 
Variance Inflationary Factor (VIF) scores revealed no significant collinearity between regression 
variables. 
 
Thus, as seen in Table 3, Hypotheses H1, H2, H3, and H4 were supported suggesting significant 
positive impacts of openness, CD*Time, # countries, social interaction on TCQ. Languages were not 
significant as were the interactions between openness and CD*Time, # countries, and languages; 
thus H5, H6a, H6b, and H6d were not supported, but H6c suggesting a significant positive influence 
of SI*Openness on TCQ was supported. 
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Table 3: Moderated Regression Analysis Predicting Total Cultural Intelligence 
 

 Step 1 Step 2 Step 3 Step 4 Step 5 Step 6 Step 7 

Variable beta beta beta beta beta beta beta 

Age .019 .103 .086 .067 .087 .087 .008 

Gender -.034 -.049 -.033 -.063 -.018 -.018 -.037 

Openness  .205*** .303*** .197*** .122* .122* -.007 

CD*Time   .257*** .303** .169** .169*** .166** 

# Countries    .064*** .045*** .045*** .044*** 

Social Interaction (SI)     .191*** .191*** -.134 

Languages      .159 .100 

SI*Opennessª       .036*** 

        

Total CQ Dep. Dep. Dep. Dep. Dep. Dep. Dep. 

Adj. R² .003 .066*** .153*** .251*** .351*** .351*** .374*** 

F-score 1.301 12.71 15.929 19.412 23.32 23.32 33.84 

Δ Adj. R² .003 .063*** .087*** .098*** .10*** 0 .023** 

CD*Time= cultural distance from home country * Time spent in country 
# Countries = total number of countries visited 
SI = social interaction ª interactions between Openness and CD*Time, Countries, & Languages also were 
completed  with no significance or significant changes in the model found.  
In addition, age and gender with openness plus SI had an Adj. R² of .26***; age and gender and SI*Openness 
had an Adj. R² of .29 resulting in a Δ Adj. R² .03*** 
***p<.001;   **p<.01; *p<.05 

 
 
6. Discussion 
 
The objectives of this study were to examine, using a sample of university business students in the 
United States, the ability of the personality factor of ―openness to experience‖ and three different 
measures of multicultural experiences as well as the number of foreign languages spoken to predict 
cultural intelligence, in addition to the extent to which personality (openness) moderates these 
multicultural experience relationships.  
 
This study found that controlling for age and gender four of the five study variables (openness, 
number of countries visited, the interaction of cultural distance and time spent in longest visited 
country, and the social interaction with people of differing cultures) had a significant impact on overall 
cultural intelligence. Using overall cultural intelligence (TCQ) as the dependent variable, the number 
of foreign languages spoken did not appear to be significant and the only significant interaction which 
added to the overall significance of the model was the interaction between social interaction and 
openness (SI*Openness). 
 
These findings are of importance as they suggest within the limitations of this study that not all 
multicultural experiences may be equal in their development of CQ and that the most important of the 
multicultural experiences found in this study does not necessarily entail international travel. Another 
implication of this finding is that when selecting future or current expatriates to successfully handle the 
challenges of international management the degree to which they have, and continue to, interact with 
people of different cultures, within or outside of their home country, needs to be assessed and 
encouraged.  Researchers also need to be careful when examining the antecedents of CQ not only to 
include multicultural experience, but in particular to include the degree of the subject‘s social 
interaction with people from different cultures. 
 
The moderation of openness on social interaction appears also to be significant. Thus these data 
suggest openness to be important to include in models of CQ as both a direct antecedent and as a 
potential moderator of at least the social interaction antecedent. Of course, openness can also be 
seen as important when assessing and selecting expatriates.  It should be noted that students do not 
choose as children what countries to visit and may not have the interest and/or level of development 
necessary to fully benefit from the travels with family.  On the other hand, who one chooses to 
socialize with can be largely their choice and reflect their level of openness to experiences thus 
producing the significant moderation effect. Future research needs to further explore this relationship. 
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Since only one university and sample in one country was used in the study caution must be used 
when attempting to generalize from these results. Future studies should include a range of countries 
to explore the possible impact of country culture. The construct of openness to experience was 
measured by a brief instrument and if circumstances permit future research needs to confirm this 
study‘s relationships with a more comprehensive instrument.  In addition, since the CQ construct is 
multidimensional future research needs to examine the impact of the study variables on each of the 
four factors as relationships may differ for each.  Finally, age and the larger number of experiences 
that may come with age may be a significant consideration and future research needs to explore if the 
nature of these experiences differ as one moves through experiential learning cycles. 
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Abstract 
 
In this paper a case study about the international expansion of Fagor Electrodomésticos S. Coop. 
is presented. During the last decade, Fagor pursued a strategy of international growth that 
transformed the original local cooperative in a multinational group with many affiliated companies in 
countries like Morocco, Argentina, Poland, China and France. In this context, the paper tries to 
examine the business, economic, social and cooperative implications of this strategy. The main 
issues are how long will Fagor remain a key creator of jobs and wealth in the Basque country and 
whether or not the cooperative model will prevail among its companies, since the group is 
competing on an increasingly globalised market in which European companies are moving at a 
rapid rate to Eastern countries. As a conclusion, a suggestion of some strategies is made at the 
end of the paper for the cooperative universe to deal with the challenge of globalization and re-
location. In the paper we try to analyse Fagor‘s international expansion from a number of different 
perspectives. The methodology used in this case study is based on participative observation and 
the analysis of available information as well as interviews and meetings with managers, members, 
workers and other agents of the cooperative and its subsidiaries. 
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Abstract 
 
This paper intends to study the brand behavior of the consumers towards frequently purchased 
branded store items as bakery, dairy, poultry, meat, detergents, oil, soft and alcoholic drinks. An 
extensive field research is carried on 1240 respondents in Eskişehir City which is amongst the largest 
cities in Turkey with 700.000 inhabitants. Stratified sampling method is used in data collection process 
and respondents are asked to answer 35 questions of which five are related to demographic factors. 
The study is consisted of four main parts of which first part is an introduction to the subject; second 
part gives theoretical background about advertising perception and brand switching; product and store 
information; quality perception; brand trust and decision to buy process. The theoretical framework 
assigns a variable name to each of the question asked or proposition forwarded to the respondents of 
this survey. 
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1. Introduction 
 
Brand Loyalty is one of major concept in marketing. Brand loyalty is a one of the relationships between 
brand and consumer. The others are brand satisfaction and brand trust. In this paper it is intend to 
study the brand behavior of the consumers towards frequently purchased branded store items as 
bakery, dairy, poultry, meat, detergents, oil, soft and alcoholic drinks. Also in the paper, advertising 
perception and brand switching; product and store information; quality perception; brand trust and 
decision to buy process are examined and associated these concepts with brand trust and loyalty.  
  
 
2. Literature Review and Prior Research  
 
2.1. Brand trust 
 
There are several concepts presented in the marketing literature that describe relationships between 
brand consumers as seen in Table 1. Some of them are satisfaction, trust and loyalty which are 
variables play important role to estimate buyer behavior in the future (Horppu et al., 2008, pp.404).  
 
Table 1. 
 

Attitude towards the brand Level of commitment 

Customer will change brands, especially for price 
reasons 
Customer is satisfied. No reason to change brand. 
Customer is satisfied and would incur cots by changing 
brands. 
Customer values the brand and it sees it as a friend. 
Customer is devoted to brand 
 

Neither satisfaction nor loyalty 
Brand Satisfaction 
Brand Satisfaction 
 
Brand Trust 
Brand Loyalty 

Source: Aaker David, 1991 from Horppu Marianne, Kuivalainen Olli, Tarkianen Anssi, Ellonen Hanna-Kaisa, 
Online satisfaction, trust and loyalty, and the impact of the offline parent brand, Journal of product &Brand 
Management, Vol.17. No.6, 2008, pp. 404 

 
As Walshe from Milward Brown said, Trust is a desirable feature, but what does it mean truly? Walshe 
is asking the question like ―Trust is commonly understood as having confidence in or reliance on some 
person or quality.‖ We could be extending this definition to brand, product, store and etc. Berry (2000) 
said ―Trust is at the core of value that strong brand provides to its consumers because it enables them 
to understand the offering and to face the perceived risk associated with buying and consuming the 
product” (Horppu and et al., 2008, pp.404). This definition means that trust is one of causes of loyalty. 
Consequently, trust has been described as a major driver loyalty (e.g. Garbarino and Johnson, 1999; 
Lau and Lee, 2000; Chaudhuri and Holbrook, 2001; Berry, 2000; from Horppu and et al., 2008). As 
seen in table 1, trust is important as bridge between satisfaction, loyalty and consumer. In that way, it 
could be said that trust is fundamental to the development of loyalty.  
 
As Sichtmann (2007) said, trust involves two exchange partners: truster and trustee. Truster is the 
partner who trusts and the other partner who is trusted is called trustee (Sichtmaan, 2007, pp. 1001). 
Rousseau et al. (1998) stated that some conditions under which trust develops are mentioned 
repeatedly as stated below (Sichtmaan, 2007, pp. 1001):  
 

o Trust implies uncertainty about the motives and behaviors of trustee. (also see Arrow, 1973; 
Lewis and Weigert, 1985)  

o An aspect uncertainty is the inability to control the trustee. (also see Anderson and Weitz, 
1992) 

o The concept is associated with a risk and thus involves the vulnerability of the exchange 
partner that trusts. (also see Moorman et al.1,993; Chaudhuri and Holbrook, 2001)  

o Both exchange partners can decide whether they want to honor or betray the trust. (also see 
Luhmann, 2000; Mayer el al. 1995) 

 
According to Delgado-Ballester and Munuera Alleman (2001) searching the trust concept comes from 
the researches making in the field of social psychology deal with the analysis of personal relationships 
(2001, pp.1241). Research findings on trust in the field of social psychology have adopted by 
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marketing scholars in terms of brand relationships with consumer and brand loyalty. But, especially 
1985 (Rempel et all., 1985) and after, Trust concept has become a popular issue in marketing 
literature due to relationship marketing emerging in marketing orientations to Delgado-Ballester and 
Munuera Alleman (2001, pp.1241). 
 
Rempel et al. (1985) suggested a model about the development of brand trust. According to this 
model, brand trust arises from past experience and prior interaction. Both of these concepts are so 
effective on developing some relationships based on trust between brand consumers. Also Rempel 
and et al.‘s (1985) model is supported by Curran (1998) Raveld and Grönross (1996) to Delgado- 
Ballester, Munuera Alleman (2001, pp.1243).  
 
To Hess and Story (2005), in previous discussions of relationships between brands and consumers, 
trust is usually related to a combination of brand attributes, altruism, integrity and quality and reliability 
(Hess, 1995; Moorman et al., 1993; Morgan and Hunt, 1994; Garbarino and Johnson, 1999 from 
Hess, Story, 2005, pp.315). Also Hess and Story said that they isolate perceived quality and reliability 
of products or services and combine them into summary construct called satisfaction which is an 
indication of expected future performance based on meeting past performance expectations in the 
world of brands and consumers (2005, pp. 315). In that case, satisfaction could be accepted an 
indicator of the part of Rempel‘s brand trust model which is past experience. In the figure 1, it is shown 
that a conceptual model of the relationship between consumer perceptions of brands and retailers 
(Zboja and Voorhess, 2006, pp. 382). As seen in the figure, trust and satisfaction are interrelated 
concepts and consequently, consumers‘ repurchase intentions and loyalty behavior arises from both 
these concepts. 
 
Figure 1: Consumers‘ Repurchase Intentions 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Adapted from: Zboja James J., Voorhess Clay M., 2006, pp.382 
 
Zjoba and Voorhes (2006, pp.382) stated that satisfaction is an antecedent to trust according to the 
findings of meta- analysis of satisfaction in marketing channels made by Geykens et al. (1998 ). 
 
 
2.2. Ad perception 
 
As known, brands are more than the product that they are associated. Czerniawski and Maloney 
(1999) mentioned that major contribution of brand to product is positioning in the consumer mind. As 
we know, one of the key objectives of advertising is to influence the perceptions customers hold about 
a brand in their memory (Romaniuk and Nicholls, 2006). Thus, identifying the effect of advertising on 
brand perceptions has mostly focused on examining direct changes in the consumer behavior or on 
opinions. However, there are some factors that can influence a consumers‘ propensity to give a 
response linking a brand to an attribute. These are (Bird et al. 1970; Romaniuk & Sharp 2000): 

o if the respondent uses the brand and  
o the degree to which the attribute is considered to contribute to category membership, or its 

‗prototypically‘ (Bird et al. 1970; Romaniuk & Sharp 2000). 
 
On the other hand, advertising reflects positioning in consumer mind and creates some advantages to 
reach target consumers. As known, consumer face continuous changing environment in the market. 
When the purpose of marketing is to attract new customer and stimulate brand switching behavior, 

Trust in brand 

Satisfaction with the 
brand 

Trust in the retailer 

Satisfaction with the 
retailer 

Repurchase intentions 

And 

Loyalty 
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advertising plays on important role in initiating the cognition of consumers and further influencing 
purchasing decisions (Hsu and Chang, 2003, pp.322-3). 
 
Hsu and Chang (2003) proposed a model on classifications of consumers with different levels of ad 
perceptions versus brand switching illustrated in Figure 2 (Hsu and Chang, 2003, pp.323). As shown 
in figure 2, the x-axis indicates different levels of brand switching behavior. And the y-axis is 
advertising perceptions of consumers. According to the model, consumers can be classified into four 
segments based on the levels of advertising perceptions and possibilities of brand switching 
Consumer segments are described like as (Hsu and Chang, 2003): 

o Loyal customers are familiar with the current market information but are not attracted by the 
offers of the other brands and they are not affected by advertising easily. 

o Innovative consumers have higher levels of advertising perceptions and large possibilities to 
switch brand. 

o Information laggards have relatively low levels of advertising perceptions and they are not 
sensitive to newly marketed brands. They are temporarily loyal to the brands and may not 
have strong motivations to search information of other brands. They do not pay much attention 
to advertising information 

o Random purchasers are less sensitive to advertising information and have higher tendencies 
to switch brand.  

 
Figure 2: Classification of Consumers with Different Levels of Advertising Perceptions versus Brand 
Switching 
 

                                 Information Laggards           Random Purchasers

                                           High Advertising Perceptions

                                                                                                                                                                                Brand Switching

                                                       Loyal Customers            Innovative Customers

Low                                                                                                                                                                                               High

                                                         Low

Advertising Perceptions

Brand Switching

 
 
Source: Adapted from Hsu and Chang, 2003, pp.323 
 
 
2.3. Quality perception 
 
According to Narasimhan and Sen (1992), in the academic literature, the importance of product quality 
has been stressed by both Manufacturing (also see, for example, Deming, 1986; Imai, t986; and 
Garvin, 1988) and Marketing scholars (Hauser and Clausing, 1988) As noted by Wankhade and 
Dabate (2007) Garvin (1984) identified eight dimensions of quality and perceived quality is one of 
these eight dimensions (Also see Garvin, 1984 and Wankhade and Dabate, 2007). Perceived quality 
and quality perception are two concepts used interchangeably in the literature. When these concepts 
are searched in the literature, it is faced that some definitions on like as ―Perceived quality is usually 
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defined in literature as an evaluative judgment of an attitudinal nature ― (Wankhade and Dabate, 2007, 
pp. 208). 
 
Also, similar definitions on this subject made by Parasuraman et al., (1988); Carman, (1990); Cronin 
and Taylor, (1992); Llusar and Zornoza,(2002) according to Wankhade and Dabate, (2007). However, 
Zeiltham defined perceived quality as ―…is the consumer’s judgment about an entity’s overall 
excellence or superiority.‖ (Zeithaml, 1987 from Wankhade and Dabate, 2007, pp. 208). In addition, 
Wheatley and Chiu (1977) measured the effects of price, store image, and product and respondent 
characteristics on perceived quality according to Chowdhury and Islam (2003). On the other hand, 
Wankhade and Dabate (2007, pp.209) wrote that ―Customer perceptions on the quality of a firm are 
observed not limited to the evaluation of the characteristics of the product or service, but include all 
elements that are susceptible to being perceived and evaluated by the client, such as price, image, 
reputation, and so on”. 
 
 
3. Research Model and Analyses 
 
The respondents who are selected on a random basis are asked to give answers to 35 questions of 
which the last five are of demographic type. The rest thirty questions (statements) intend to reflect 
consumers‘ behavior toward brand, product quality, ad response, shopping behavior and perception of 
quality. The responses are classified on a five-point Likert scale ranging from ―1= strongly disagree‖ to 
―5= strongly agree.‖ Each question or statement is processed as a variable (dependent, independent 
or interdependent with respect to the analysis undertaken). The frequency distribution of all these 
variables is given below: 
 
Table 1: Frequency Distribution of Variables 
 
  Mean SD 

MEETMYNE 
HIGHQUAL 
LUXSTORE 
PAYLESSA 
HEALTHENV 
 
NEARESTS 
 
STICKTOSA 
PACKAGE 
 
DIFFBRND 
 
INSTORRUD 
 
MUCHINFO 
 
EXPRYDAT 
 
CUTSHORT 
 
 
 
LAGGARD 
 
NOTOBEST 
 
PRFNDKN 
SATISFACT 
CHSPROB 
NORECMND 
 
TRSTINFRI 
 
BETTERPLN 
DECUPQUA 

The brands that I purchase meet my needs best 
The brands I purchase are always of high quality 
Best quality products are generally provided by luxurious stores 
I pay less attention while purchasing some products. 
I consider human health and environment when I purchase a product. 
I do my purchases from the nearest store to my home or workplace 
I stick to the same brands even if they are of lower quality 
The appeal of the product package helps me to give buying decision easier 
I purchase different brands from different stores for comparing them 
I watch for in-store price reductions and fit my shopping to these periods 
Possessing too much information about a product confuses my mind and 
makes me difficult to give purchase decisions 
I used to read the information and expiry date written on the package of the 
product before I purchase it. 
I usually cut short my shopping and purchase the first product which I see 
because of several reasons as lack of time, no shopping enjoyment and 
having a lot of knowledge about the products. 
I do not make haste in trying a new brand, rather I wait until others try it. 
A product need not to be perfect or the best to give me satisfaction. 
I do not have profound knowledge on the items that I buy. 
I always get satisfaction from the products that I purchase 
I sometimes meet problems in choosing a market for shopping 
I refrain from recommending a new brand to my friends and colleagues 
I prefer to purchase the brands in which my friends and relatives trust. 
I should make a better plan of my shopping. 
I cannot decide upon the quality of a new brand before I buy it several times. 
I defend a brand which I purchase against someone who runs it down 
If I were to find imported brands, I prefer it. 
I take great pleasure in store shopping. 
I always do my purchases from stores which I know well 
The brands which I purchase always keep their words to consumers. 
The brands which I purchase usually meet the anticipations. 
I would like to have the essential information about a brand before I buy it. 
The most advertised brands are usually good brands 
Age 
Gender 

4.04 
3.54 
3.35 
2.72 
3.79 
 
3.67 
 
3.11 
2.95 
 
2.40 
 
2.83 
 
2.63 
 
4.52 
 
2.52 
 
 
 
3.39 
 
3.28 
 
2.90 
3.82 
2.25 
2.34 
 
3.70 
 
3.18 
3.55 

0.93 
1.14 
1.33 
1.48 
1.28 
 
1.35 
 
1.25 
1.40 
 
1.30 
 
1.39 
 
1.39 
 
0.96 
 
1.46 
 
 
 
1.30 
 
1.35 
 
1.30 
1.01 
1.40 
1.29 
 
1.54 
 
1.45 
1.29 
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DEFNDABR 
 
PREFIMPRN 
GETPLEASU 
PURFRWLE 
KEEPWORD 
 
MEETANTIC 
ESSNTINF 
 
MOSTADVE 
AGE 
GENDER 
OCCUPATIO 
EDUCLEVL 
INCOME 
 
 
 
 

Occupation 
Educational level 
Monthly income 
 
* MEAN AGE = 35.97 years 
 
** MEAN INCOME = 625.35 USD 
 

 
3.46 
 
2.39 
3.53 
4.09 
3.58 
 
4.05 
3.76 
 
2.55 
2.18 
1.54 
2.56 
2.43 
2.38 
 
 
 
 
 

 
1.24 
 
1.33 
1.86 
1.62 
1.03 
 
0.85 
1.14 
 
1.25 
0.81 
0.50 
1.40 
0.68 
1.03 

 
 
 
3.1 Brand trust and supporting premises 
 
In this study the following premises (statements) are related with brand trust: The words in brackets 
are explanatory concepts for brand trust.  
 

a. The brands that I purchase meet my needs best. (Need) 
b. I stick to the same brands even if they are of lower quality. (Quality) 
c. I always get satisfaction from the products that I purchase. (Satisfaction)  
d. I prefer to purchase the brands in which my friends and relatives trust. (Affect)  
e. I defend a brand which I purchase against someone who runs it down. (Protect) 
f. The brands which I purchase always keep their words to consumers. (Confidence) 
g. The brands which I purchase usually meet the anticipations. (Expectation)  

 
 
3.1.1. Quality Perception and Brand Trust 
 
The first research hypothesis, relating brand trust with quality perception is as follows: 
 
H1: Brand trust is positively related with high quality perception. 
 
Non-parametric tests Chi-Square, Mann-Whitney U and Wilcoxon W tests are applied and the 
hypothesis 
below: 
 
Table 2: Brand Trust and Quality Perception Test Results. r<0.01 
 

 (*) Explanatory concept and the premise related to it seems to be contradictory since it is the only relationship 
negatively correlated.  

Levels Chi-Square    
Value 

Mann-
Whitney U 

Wilcoxon W Agree Rate % Disagree Rate 
% 

Need 279.151 3165.500 6015.500 84.2 9.2 

Quality (*) 49.338 7939.000 10789.000 55.2 29.2 

Satisfaction 201.681 4452.500 7312.500 78.0 14.1 

Affect 45.487 7331.500 10181.500 67.1 21.9 

Protect 93.438 571.000 8567.000 76.3 16.9 

Confidence 206.852 3823.500 6673.600 79.4 15.6 

Expectation 260.029 3858.500 6808.500 81.9 11.8 

   Average 64.8 22.7 
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It can be seen from the table agree rates for all levels (except quality) are above average and disagree 
rate for all levels (except quality) is below average. These rates form the best clue for the acceptance 
of the first hypothesis. 
 
 
3.2. Ad perception 
 
The majority of the consumers (52.7 %) surveyed do not believe that heavy ad campaigns help the 
improvement of the quality of the products they purchase. In other words ―most advertised brands do 
not indicate better goods. The consumers who approve this idea account for only 28.5 %, as seen 
from the table below. 
 
Table 3: Distribution of Ad Perception 
 
 The most advertised brands are usually good brands 
 

  Frequency Percent Valid Percent 
Cumulative 

Percent 

Valid strohgly disagree 329 26,5 26,5 26,5 

  disagree 325 26,2 26,2 52,7 

  neither egree nor 
disagree 233 18,8 18,8 71,5 

  agree 279 22,5 22,5 94,0 

  strongly agree 74 6,0 6,0 100,0 

  Total 1240 100,0 100,0  

 
 
3.2.1. Ad perception and perception of quality 
 
The hypothesis (H2: High perception of ad is related to the perception of high quality) is accepted at 

quality displayed high ad perception which is much higher than the average ratio (28.5 %). On the 
other hand 17.4 % of the respondents who display low perception of quality are highly affected from 
ads but the rest 76.0 % are not affected at al. 
 
 
3.2.2. Ad perception and price reductions 
 
People who search for in-store price reductions are least affected from ads as has been formulated in 
the hypothesis as: H3: ads have little effect on those consumers who search for in-store price 
reductions. Only 26.8 % the total population of the persons who ardently search for in-store price 
reductions admit that they are affected from advertisements. In contrast 54.3 % deny it. 
 
 
3.3. Shopping habits and consumer demographics 
 
This survey also intends to find out the significant differences between consumers‘ shopping habits in 
terms of their demographic traits. In this respect the following premises are selected for analysis: 
a. I pay less attention while purchasing some products. 
b. I consider human health and environment when I purchase a product. 
c. Best quality products are generally provided by luxurious stores. 
d. I do my purchases from the nearest store to my home or workplace. 
e. I purchase different brands from different stores for comparing them. 
f. I watch for in-store price reductions and fit my shopping to these periods. 
g. I usually cut short my shopping and purchase the first product which I see because of several 
reasons as lack of time, no shopping enjoyment and having a lot of knowledge about the products. 
h. I sometimes meet problems in choosing a market for shopping. 
i. I should make a better plan of my shopping. 
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j. I take great pleasure in store shopping. 
k. I always do my purchases from stores which I know well. 
 
Fourth hypothesis proposes that demographic traits have important impact upon consumer shopping 
habits as: H4: Consumer shopping habits significantly differ from each other in terms of consumer 
demographics. 
 
 
3.3.1. Age and shopping habits 
 
The analyses reveal that younger generation pay less attention while purchasing grocery products. 
Only 16.7 % of the people over 40 years of age agree that they are less attentive in shopping, 
whereas this rate goes up to 32.9 % under 40 years. Caring about human health and environment 
during purchases is extremely high in both younger and elder generations (as they claim so far); yet 
the elder generation (over 40) surpasses considerably the youngsters with a score 95.8 % to 66.3 %. 
Elder people also prefer to carry out their purchases from the nearest store to their homes or 
workplaces (80.3 % to 63.3 %). This last test proved at r<0.05 significance level. Watching price cuts 
and adapting their shopping times accordingly is also more practiced by elder generation although the 
rates are not so high as expected (41.4 % to 18.0 %). More elder people think that they should make a 
better plan of their shopping (60.3 % to 54.0 %). Finally it is not surprising to find out that elder people 
outnumber younger ones as far as doing purchases from the stores they know well 89.8 % to 69.2 %). 
For the rest of the above premises no significant relationship is found. 
 
 
3.3.2. Gender and shopping habits .   
 
A set of significant differences observed between the shopping habits of females and males at 
significance level. Females seem to care more about human health and environment during their 
purchases (41.9 % to 36.7 %). Similarly females differ from males from the point of view that they 
more frequently do their shopping from the nearest store to their homes or workplaces (38.4 % 29.6 
%). On the other hand, more males confess that they sometimes face up with problems in choosing 
their markets (45.3 % to 34.0 %). Females hit a score of difference in the way they get great pleasure 
in store shopping and the way they do their shopping from the stores they know well. The rates of 
agreement with this proposition are 45.0 % to 24.8 % and 47.7 % to 34.3 %.  
 
 
3.3.3. Occupation and shopping habits 
 
Occupations also show significant dissimilarities in their shopping behavior of grocery items. In 
considering human health and environment during purchases businessmen and managers displayed 
the lowest records (33.5 % and 31.8 %) where the average rate of strongly agreement is 39.1 %. On 
the other hand the ratios for retired, housewives and blue-white collar workers are 48.3 %; 44.4 % and 
41.8 % respectively. Similarly highest scores are obtained by retired and housewives in chasing in-
store price reductions (19.3 % and 21.0 % where the average rate is 12.5 % for this statement). Only 
.9 % of the self-employed people and managers agree with this premise. Retired people and 
housewives claim that they do not meet problems in choosing a market for shopping (42.8 % and 46.9 
%). On the other hand businessmen score lowest rate (31.3 %) and is the only occupation they 
remained below the average (39.2 %). As far as making a better plan for shopping is widely accepted 
among white and blue collar workers (30.0 %) and mostly denied by self-occupied people and 
managers (17.9 %). This last test is sustained at p<0,05 significance level. In taking great pleasure in-
store shopping all occupations except housewives and white-blue collar workers remained under the 
average acceptance rate (34.0 %). In this respect housewives‘ score is 41.4 % and white-blue collar 
workers rate is 38.2 %. A similar result is obtained from the analysis of the statement ―I always do my 
purchases from stores which I know well‖ where only housewives (51.2 %) and white-blue collar 
workers (43.8) % stay above the average acceptance ratio (40.4 %). 
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3.3.4. Educational level and shopping habits 
 
From educational level point of view, the first shopping habit difference arises from doing purchases 
from the nearest store to ones home or workplace. There is a striking difference between elementary 
school graduates and university graduates as 39.4 % to 31.1 % where the average acceptance rate is 
33.6 %. The statement ―watching for in-store reductions and fit one‘s shopping to these periods‖ brings 
the greatest discrepancy of approval between educational levels. Here only 7.7 % of university 
graduates strongly agree with this statement. On the other hand, 22.8 % of elementary school 
graduates and 16.6 % of secondary school graduates .approved this premise. ―Meeting problems 
when choosing a market for shopping‖ has least impacts upon elementary school graduates (48.0 % 
strongly denies it). This score is down to 39.4 % for university graduates. Elementary school 
graduates also differ significantly from other school levels from usually cutting short one‘s shopping 
and purchase the first product which he/she sees because of several reasons as lack of time, no 
shopping enjoyment and having a lot of knowledge about the products 10.9 % of the elementary 
school graduates agree with this statement; whereas only 28.7 % of university graduates approve it.  
 
 
3.3.5. Monthly income level and shopping habits 
 
The statement ―Best quality products are generally provided by luxurious stores‖ is accepted strongly 
by high income people who have monthly income over 2000 UBD (55.5 %) in contrast to low income 
consumers with under 1000 USD monthly income (37.0 %). On the other hand in-store price 
reductions are mostly favored by low income group (36.5 %) than higher income consumers (10.5 %).  
 
 
3.4. Factor analysis 
 
The factor analysis applied to this study reduces 30 variables to seven principle components. The 
scale reliability of this study is  and Kaiser-Meyer-Olkin measure of sampling adequacy is 
KMO=780 where both indexes reveal scores above average. 
 
Table 4: Rotated Component Matrix(a) 
 

COMPONENT 1 
BRAND TRUST 

F 
S 

A 
C 

C 
O 

T 
R 

O 
E 

R 
S 

 
 

The brands which I purchase usually meet the 
anticipations. 

,758        

I always get satisfaction from the products that I purchase ,727        

The brands which I purchase always keep their words to 
consumers. 

,630        

The brands that I purchase meet my needs best ,608        

The brands I purchase are always of high quality ,534        

I defend a brand which I purchase against someone who 
runs it down 
 

,442        

COMPONENT 2 
INFORMATION MINDEDNESS 

        

I consider human health and environment when I 
purchase a product. 

 ,691       

I used to read the information and expiry date written on 
the package of the product before I purchase it. 

 ,686       

I would like to have the essential information about a 
brand before I buy it. 

 ,495       

COMPONENT 3 
INFORMATION INDOLENCE 

        

I donot have profound knowledge on the items that I buy.   ,668      

I sometimes meet problems in choosing a market for 
shopping 

  ,573      

Possessing too much information about a product 
confuses my mind and makes me difficult to give purchase 
decisions 

  ,571      
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I refrain from recomending a new brand to my friends and 
colleagues 

  ,509      

COMPONENT 4 
AD PERCEPTION 

        

The most advertised brands are usually good brands    ,697     

The appeal of the product package helps me to give 
buying decision easier 

   ,628     

Best quality products are generally provided by luxurious 
stores 

   ,609     

COMPONENT 5 
PRUDENT CONSUMER 

        

I do not make haste in trying a new brand, rather I wait 
until others try it. 

    ,558    

I should make a better plan of my shoppings     ,487    

I prefer to purchase the brands in which my friends and 
relatives trust. 

    ,453    

I cannot decide upon the quality of a new brand before I 
buy it several times. 

    ,445    

I always do my purchases from stores which I know well     ,435    

If I were to find imported brands, I prefer it.     ,378    

COMPONENT 6 
DEAL SHOPPER 

        

I purchase different brands from different stores for 
comparering them 

     ,695   

I watch for in-store price reductions and fit my shopping to 
these periods 

     ,689   

COMPONENT 7 
UNCONVENTIONAL ATTITUDE 

        

A product need not to be perfect or the best to give me 
satisfaction. 

      ,652  

I stick to the same brands even if they are of lower quality       ,582  

I do my purchases from the nearest store to my home or 
workplace 

      ,381  

COMPONENT 7 
SHOPPING HABITS 

        

I take great pleasure in store shopping.        ,585 

I pay less attention while purchasing some products.        ,522 

I usually cut short my shopping and purchase the first 
product which I see because of several reasons as lack of 
time, no shopping enjoyment and having a lot of 
knowledge about the products. 

       
-
,390 

 
 
 
4. Findings 
 
The following conclusions are gathered via univariate, bivariate and multivariate analysis realized in 
the prior section of this study: 
 

o Brand trust is positively related with high quality perception 
o The most advertised brands may not necessarily indicate that they are good brands 
o Ads have little effect on those consumers who search for in-store price reductions. 
o Younger people pay less attention while purchasing grocery products. 
o Elder people pay more attention while purchasing grocery products. 
o Elder people do purchases from the nearest store to his/her home or workplace 
o Elder people watch for in-store price reductions and fit their shopping to these periods 
o Elder people think that they should make a better plan of their shopping. 
o Elder people do their purchases from stores which they know well 
o Females care more about human health and environment during their purchases 
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o Females more frequently do their shopping from the nearest store to their homes or 
workplaces 

o Males face up with more problems in choosing their markets 
o Females get great pleasure in store shopping  
o Females do their shopping from the stores they know well. 
o Housewives and white-blue collar workers care for human health and environment in their 

purchases more than other occupational groups. 
o Housewives and white-blue collar workers watch for in-store price reductions. 
o Housewives and white-blue collar workers get great pleasure in store shopping 
o Elementary school graduates do purchases from the nearest store to ones home or workplace 
o Elementary school graduates watch for in-store reductions and fit their shopping to these 

period 
o Elementary school graduates meet more problems when choosing a market for shopping. 
o Elementary school graduates cut short their shopping and purchase the first product which 

he/she sees because of several reasons as lack of time, no shopping enjoyment and having a 
lot of knowledge about the products 

o Higher income people believe that ―Best quality products are generally provided by luxurious 
stores‖ more than lower income consumers. 

o Lower income people care more for in-store price reductions. 
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Abstract 
 
Transition countries in Eastern Europe and the former Soviet Union all face similar problems of finding 
new markets and products in which they can be competitive.  Many of the poorer countries in the 
region have focused on labor-intensive and low-wage sectors like clothing and footwear as leading 
export products. The case of Macedonia illustrates the pitfalls and possibilities of this ‗low road‘ path 
to export competitiveness when requirements for competitiveness are increasingly demanding firms‘ 
ability to do all operations of garment production and provide a broad range of ancillary services. 
Macedonia‘s experience suggests that this necessary move up the value chain is inhibited by both 
inherited characteristics of the industry and general economic conditions in the country.  Government 
industrial policy to relieve a core set of bottlenecks is required to realize the potential inherent in the 
positive holdovers from the communist period. 
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1.  Introduction 
 
Macedonia inherited at independence economic structures and conditions of production more 
consistent with the low-skill strategy, including large, outdated factories and a tradition of producing 
standardized and low quality products. Thus the first decade after independence focused on finding 
retailers who operated at the lower end of the market and at large scale.  Contracts with WalMart, for 
example, sustained the main firms in the industry in the late 1990s and early 2000s. This success 
proved to be short-lived, however, as both external competitive pressures and internal issues forced a 
move toward production of higher quality products aimed at the more demanding European market.   
 
This paper identifies the competitive strengths and weaknesses of the economy as a whole and of the 
clothing industry as it embarked on a transition to the new strategy.  From a comparison with other 
transition economies and the main regional competitor countries in clothing, the main conclusion is 
that leading Macedonian firms have been able to make substantial progress, but are hampered by the 
broader economic context of a small open economy. Despite several strengths, the main 
vulnerabilities of the industry derive from factors difficult to change, including inherited sectoral 
structure and behaviors as well as limitations of operating in a small economy with few economies of 
scale or linkages, either backward or forward.  Nonetheless, the leading firms have been successful 
individually at moving toward vertical integration within the firm by upgrading technology and worker 
skills to perform the complex tasks of computerized design, inventory management and ‗shelf-ready‘ 
preparation. 
 
 
2. Macedonia as a Yugoslav Republic 
 
Macedonia lagged substantially behind in basic economic indicators at the beginning of Yugoslavia in 
the1950‘s and its relative position improved only slightly by the time of the breakup of the country in 
1989 – 1991.The unemployment rate by 1985 was 22 percent, the second highest in the country and 
almost twice the national average. Infrastructure was weak as well.  With 9 percent of the total 
population, Macedonia in 1985 had only 6.5 percent of the telephones, compared to Slovenia with 14 
percent of the telephones and only 8 percent of the population.  
 
Politically, by contrast, Macedonia had clear advantages over other parts of Yugoslavia during and 
just after the dissolution of the country. Perhaps most important, the Macedonian government 
negotiated the departure of the Yugoslav National Army and therefore was not involved in armed 
conflict with the federal government. (Transchel, 2007)  Although the country took in 250,000 
Albanian refugees from wars elsewhere in the former Yugoslavia at an estimated cost of $1.5 billion, it 
secured its own internal peace, at least for a decade. (Rogel, 2004) 
 
 
3. The First Decade of Independence:  The Low Road Strategy 
 
Macedonia thus entered its independence with a strong political commitment to and emerging 
institutions for democracy as well as a peaceful, if shaky, relationship to its former country.  
Economically, it was less favorably placed.  The sectoral structure was heavily weighted toward 
agriculture and labor-intensive production of low value-added consumer goods.  Fiscally, its position 
was tenuous.  Losses of transfers from the Federal budget amounted to an estimated 35 percent of its 
social product.

1
 (Kraft, 1995)  Main markets in the former Yugoslav regions, which had accounted for 

more than 80 percent of its total trade, collapsed for several years.  Sanctions in the mid-1990s 
against Serbia meant the loss of a market (together with Montenegro) that accounted for 60 percent 
of pre-independence exports (Sekulovska-Gaber, 1996).  Further, Greece instituted a blockade 
against all trade from Macedonia in 1993-1994. (Rogel, 2004).  By 1995, Macedonian GDP fell to 41 
percent of its 1989 level.  During the economic crises of the 1990s, the unemployment rate exceeded 

                                                           

1 To make up for this loss, the international community did respond to help the Macedonian economy, supporting an 
economic recovery that was gaining steam by the beginning of 2002.   As the Paris Club countries had rescheduled 
Macedonian debt in response to the Greek crisis, the IMF, the World Bank and a group of international donors gave 
assistance in 2002 -2003 amounting in total to more than half a billion dollars.  In 2003 Macedonia asked to be 
considered for membership in the EU and currently is a candidate country. 



2011 Global Business Conference at Sibenik 

 184  

 

28 percent and affected disproportionately Macedonians, precipitating the emergence of stronger 
Macedonian nationalism. (Woodward, 1995)    
 
In addition to this uncertain macroeconomic climate, the clothing industry was constrained by its 
inherited structure of production.  Large firms dominated the industry:  average size in 2001 was 121 
compared to 26 in Greece and 28 in Albania and Bulgaria.  (Dimitrov, Petrakos, Totev and Tsiapa, 
2003)  Plant and equipment were outdated and oriented toward long runs of standardized, lower-end 
garments for the domestic market.  Low wages were the only advantage Macedonia had in this period 
for attracting foreign investment because it could not offer other attractors like existing business links 
to West European importing countries, innovativeness or national economic growth.  Macedonia was 
by far the least successful of the East European transition countries in attracting foreign investment.  
In 2004 the stock of foreign direct investment per capita was only $584 compared to more than $4000 
in Czechoslovakia and Hungary.  (Bitzenis, Marangos and Nuskova, 2007; Resmini, 2000 and 
Wallenhorst, 2004)  Moreover, the experience of the clothing sector in other countries suggests that 
even high levels of foreign investment must be supplemented by direct foreign ownership and 
participation in management, which Macedonia was not able to achieve. (Urbanek, 1997) 
 
Finally, privatization in Macedonia, like in many East European countries, had left former managers in 
control of the factories, entrenched in old ways of organizing production. (Suklev, 1996) Taken 
together, these ghosts of the past left the sector with a structure broadly consistent with the low road 
path.  Hence the WalMart decade was an expression of both the lack of conditions for growth and 
development in the country as whole and the specific nature of the clothing sector. 
 
 
4.  Moving to a High-Road Competitive Strategy 
 
When the Albanian unrest in Macedonia in 2001 led to work stoppages and subsequent cancellation 
of large contracts with US retailers, the clothing industry was pushed to find new markets in which 
proximity and quality are more important than low wages.

2
  Now its competitors would be countries 

with higher valued-added production and/or location near Western Europe rather than the lowest-
wage countries of East Asia and Central America.   At the same time, national trade policy came to 
focus on clothing as a leading export sector because agriculture, historically the largest export, came 
up against EU barriers to imports of sensitive products.  
 
A new look at the industry identified structural features consistent with the high road and the low road 
strategy now was seen to have misused important capacities left over from socialism.  First, 
Macedonia had a relatively skilled and educated work force and good infrastructure around clothing 
centers, which could provide a foundation for redirection of trade to Western Europe in higher value-
added production.  Second, competitiveness based on wages alone was eroding because its wages 
and unit labor costs increasingly were not competitive with those of China, other Asian countries or 
even the lowest wage neighbors.  This was a common problem in transition countries (Tubke, 2003), 
but Macedonian wage increases starting in the early 2000s outpaced those of competitor neighbors, 
particularly Bulgaria, Albania and Serbia. 
 
Exporting to the higher end of the clothing market requires firms that are flexible in both the kind of 
garment produced and length of production runs, capable of using technologies that can respond 
quickly to changes in fashion and sufficiently vertically integrated to provide a range of ancillary 
services like fabric preparation and computerized monitoring of inventory and shipping.  
Competitiveness then requires conditions in the broader economy to complement industry-level 
changes.  (Jakab, Kovacs and Oszlay, 2001 and Kaltani, 2007)  Most important are developed 
infrastructure to ensure rapid delivery and replenishment of fashion garments, skilled and educated 
workers to use and maintain automated machines and a level of production sufficient to support both 
clothing firms and necessary ancillary activities.  Moreover, considerable investment in equipment and 
training is needed to modernize production and introduce computerized techniques in design, 
production, inventory and shipping.   

                                                           

2 Macedonia was not the only transition country to lose contracts with large US retailers.  For example, WalMart 
increasingly has moved out of Eastern Europe to South America, investing $809 million in Brazil, one third more than in 
2008.  (Sporer, 2004)   
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Macedonia can be compared in indicators of overall development and competitiveness to several 
groups of countries that are direct competitors in clothing.

3
  In education, Macedonia has fallen 

behind.  In 2000, it led all the country groups with 99 percent primary school completion, but by 2007 
had fallen to 94 percent, behind all competitor groups (although still ahead of the lower income 
countries at 65 percent and the lower/middle income countries at 90 percent).  In indicators of 
modernity like mobile telephone and Internet use, on the other hand, Macedonia has grown more 
quickly than competitor groups, although it still lags behind.  The same pattern holds for Internet 
usage, in which Macedonia is further behind its competitors than in mobile cell phones.  Thus, 
Macedonia has been somewhat successful in closing the gap in communications infrastructure but its 
underlying population characteristics show a potentially declining basis of human capital as a 
competitive resource. 
 
From table 1, Macedonia has done less well in GDP growth than lower income and lower middle-
income countries.  The events of 2001 clearly set back Macedonia‘s economic recovery, with growth 
of GDP only 0.9 percent in 2002, compared to 4.5 percent in 2000.  Only in 2008 did Macedonia‘s 
GDP growth rate of 5 percent surpass its competitor groups, and even then it continued to fall behind 
the growth of lower income countries (6.4 percent) and lower middle-income countries (7.6 percent).  
Still, over the period 2000-2008, per capita growth was comparable in Macedonia to competitor 
country groups and higher than that in lower income countries.  Its GNI per capita has grown relative 
to that of lower middle-income countries (although after 2006 it fell against that of lower income 
countries). 
 
In gross capital formation, Macedonia in 2000 slightly outpaced the former Yugoslav countries, but 
now has fallen slightly behind, and is far behind the rate of capital formation in lower middle-income 
countries.  The same is true for the share of value added in industry.  While all competitor countries 
have marginally increased the share of industry, it has fallen noticeably in Macedonia, from 33.7 
percent in 2000 to 28.4 percent in 2008 (which is also true of the former Yugoslav and Soviet bloc 
countries).   The one bright spot is success of macro stabilization policy, also evident from table 1.  
The rate of inflation, at 8.2 percent in 2000, fell thereafter both absolutely and relative to the other 
country groups.  Even in 2008, when the rate rose to 7.2 percent, inflation was lower than in other 
country groups.    
 
Macedonia‘s international economic position is also uncertain as a foundation for improving the value 
added of its exports. The country is relatively successful overall, exporting an amount equal to 56 
percent of GDP in 2008, the highest of all the country groups.  Its trade balance is less superior, 
however, particularly compared to lower middle-income countries.  Moreover, the share of high 
technology in total exports fell between 2000 and 2007, the latest year for which data are available, 
and is by far the lowest of the country groups, including low-income countries (0.8 percent compared 
to 5.1 percent).  Finally, Macedonia has experienced a sharp drop in the flows of official development 
assistance. Aid fell from 7 percent of GDP in 2000 to only 2.7 percent in 2007, when aid was only 85 
percent of the 2000 level (in current dollars), while for low income countries aid more than doubled in 
this period and for lower middle income countries grew by 97 percent.       
 
Overall, these data suggest that Macedonia has not been well placed to absorb any negative 
consequences, even in the short term, of a radical switch in its competitive strategy.  It has little 
cushion to support its exporters through a transition period.  Compared to Slovenia, which has 
supported its largest textile firm for twenty years and prepared it for liberalization, Macedonia has not 
been able to provide funds for manufacturing subsidies to the industry.  Bulgaria and Romania, also 
significant competitors, subsidize the industry as part of a labor-intensive development strategy. 
 
 

                                                           

3The groups are the countries of the former Yugoslavia, those in the former Soviet bloc (the former Soviet Union and 
East European countries), Mediterranean and finally Middle Eastern countries. In the following tables, lower and 
lower/middle incomes countries also are included as an indication of conditions in countries that still tend to pursue the 
low road strategy. 
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5.  The Clothing Industry and Competitiveness in Macedonia 
 
This general lack of clear competitive advantage was accompanied by continuing negative impact of 
inherited labor and production practices. The large size of factories at the beginning of the decade 
created a disadvantage in itself because evidence from transition countries consistently finds that the 
average level of technology is highest in small firms, a finding confirmed by the sample firms in this 
study. (Tubke, 2003)  Management goals and behavior too were stuck in the low road strategy.  The 
objective function of the firm was based on simple financial measures of performance held over from 
the socialist period rather than on measures that would support modernization. (Jovanski, Minovski 
and Muthsam, 1998)  For example, expenditure on research and development or training was 
considered to be a cost that could not be recovered rather than as an investment in moving up the 
value chain.  Foreign contacts and support in the form of marketing agents or joint ventures were 
missing.  Macedonian wages, in part because of the traditional strength of labor in the socialist period, 
continued to rise throughout the decade, increasing by 69 percent between 2000 and 2008.

4
  (Textile 

Trade Association of Macedonia, 2009) 
 
A main indicator of competitiveness is the composition of exports by type of garment.  In the following 
tables, exports are disaggregated into four levels of value-added and fashion content of garments.  
Men‘s and women‘s coats and suits are high end and require skilled labor as well as high and 
consistent quality.  Women‘s dresses are a fashion item, which requires quick response time of 
delivery and firm flexibility to respond to style changes, although on average somewhat less skill than 
coats and suit.  The T-shirt category captures the lowest end of the market, where low skill and long 
runs of standardized products prevail. 
 
From table 2 it is clear that the Macedonian industry has been able to regain export markets after the 
decline at the beginning of the 2000s, with a growth in total export value between 2002 and 2004 of 
46.1 percent and from 2004 to 2007 of 30.1 percent.  This is a higher growth than in any competitor 
country group for the whole period 2002 – 2007.  It has lost comparatively in the highest value-added 
category, men‘s suits and coats, with a negative growth of exports of 3.8 percent between 2002 and 
2004 and a large decline of 45.8 percent from 2004 to 2007.  Nonetheless, the industry has been able 
to achieve and sustain large increases in the value of exports in fashion items, the most time-sensitive 
and demanding of flexibility in production, if not in skill.   The categories of women‘s suits and coats 
and dresses grew rapidly between 2004 and 2007, by 111.9 and 92.5 percent respectively.  
Competitor countries also performed well overall in exports of dresses, with the countries of the 
former Yugoslavia exceeding the growth of Macedonia at 116.4 percent from 2004 to 2007 and the 
Mediterranean and Middle Eastern countries‘ exports growing by 139.5 percent 
 
At the same time, the growth of T-shirts became negative after 2004, reversing increases throughout 
the years 1998 to 2004.  Indeed, what is notable about Macedonia compared to its competitors is its 
faster decline in reliance on exports of T-shirts as well as higher growth of exports of women‘s suits 
and coats.  As a result of these differential growth rates, the share of women‘s suits and coats in total 
Macedonian clothing exports has risen to a post-independence high of 2.4 percent and T-shirts fallen 
to 4.3 percent, compared to the world averages of 2.0 and 9.1 percent respectively.  Compared to the 
competitor countries, Macedonia still lags in share of the value of these exports behind the former 
Yugoslavia and former Soviet bloc countries, but its trajectory is toward increasing shares while their 
share of this category has been declining continuously throughout the 2000s.  Relative to the 
Mediterranean and Middle Eastern countries, Macedonia exports both a higher share of the women‘s 
suits and coats and shows more consistent growth, but in dresses it falls slightly behind in both level 
and growth.  Thus, despite the many unfavorable economic conditions affecting the industry and its 
relatively high wages, it has been notably successful in reorienting its exports to the higher end of the 
market both absolutely and compared to its competitors. 
 
 

                                                           

4  Labor unrest, particularly in the clothing sector, has been a chronic, if mostly low intensity problem since 
independence.  Stabilization was achieved in part by concessions on wages to reduce resistance to macroeconomic 
reforms. 
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6.  Firm-level Evidence of Competitive Strengths and Weaknesses 
 
The twelve leading firms interviewed for this study provide more detailed insight into the factors 
explaining how by 2010 Macedonia has created the conditions for success in the new competitive 
strategy.  The industry as a whole still faces the serious barriers described above in both general 
economic environment and industry-specific conditions.  Nonetheless, these firms have made 
substantial progress in revamping the internal structure of production to develop capacity to design 
and produce high fashion and high quality garments.  They have transcended both the management 
practices and the organization of production of the pre-independence era.  What they see as the main 
barriers to further expansion of exports, then, identifies the areas in which policy interventions are 
both necessary and likely to be successful. 
 
The firms interviewed include ten clothing firms and two involved in the management and shipping of 
garments.

5
These latter firms act as both consolidators, aggregating shipments to reduce shipping 

costs, and a source of ancillary services like printing and attaching inventory and price labels to 
garments.  For the clothing firms, shown in table 3, all but one do some design in house and half have 
a house brand, although for most the brand share of total output is small, ranging from 10 to 30 
percent.  Technologically, the firms are relatively advanced: six of the ten have some version of 
computerized cutting or pattern making and two have cadcam capacity, which can send instructions 
from the design department to the cutting floor to automated cutters. Given the demand from retailers 
to provide full package production, it looks encouraging in the table that 40 percent of firms can do at 
least some of this.  However, the shares are still small and as will be discussed below inability to 
provide fuller package is a substantial barrier to expanding exports.   
 
The firms also place a heavy premium on the flexibility of the workforce:  in 70 percent of firms the 
workers are multiskilled and (not shown in the table) in these firms an average of 76 percent of 
workers are multiskilled.  The firms are less modern in another benchmark practice, just-in-time 
inventory control, and there is little foreign ownership (20 percent), which from the discussion above is 
an important source of financing and incentive to modernize management and labor practices. 
 
Overall, table 3 paints a picture of an industry whose leading firms are much more advanced than the 
economy in which they are embedded.  If we look at the two firms partly or totally foreign owned, they 
do indeed exhibit the advantages of such ownership in technology and practices.  One of these, 
producing trousers for the Dutch market, is as automated as any firm in Western Europe and has 
been able to train workers to use the most sophisticated machines.  Although labor turnover has been 
a problem, the firm has a productivity level high enough to sustain the high quality and variable 
production runs required by its product market. 
 
The constraints posed by the economy and the barriers faced by these firms in their attempts to 
expand exports are nonetheless daunting.  From table 4, the importance of full package is clear.  
Even firms able to do some full package production report that they have lost orders because they 
can‘t do more.  Constraints to full package the firms noted are the low level of development of 
ancillary sectors supplying fabric and other inputs, lack of contacts with foreign companies providing 
inputs and expense of the fixed costs of computerizing preparation for delivery of ‗shelf-ready‘ 
garments. The industry has been creative in finding extra-firm resources for the latter services.  Two 
of the firms interviewed were established to provide preparation services like managing, printing and 
attaching label and price information to garments and also shipping services such as consolidation 
and expediting customs clearance.  Thus the industry may be at a take-off stage at which the level of 
exports is sufficient to support firms providing just the ancillary services needed post-production.  This 
does not, however, solve the problem of underdeveloped domestic sources of inputs or established 
backward linkages with foreign sources. 
 
Availability of skilled technicians and managers was cited by half of the ten firms as a serious barrier 
to expanding exports.  Most had to import at least some technical help from abroad, mainly from 
Serbia and Germany, and managers were in short supply because experienced ones had left the 
industry during its period of decline.  The remaining firms that did not see expertise as an obstacle 

                                                           

5 The representativeness of this sample is unknown for most firm characteristics. However, the average size at 261 is 
considerably larger than the average size of firms participating in the industry association, which is 70. 
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were firms owned by former managers who took over through privatization.  They currently are family 
firms in which the younger generation has been trained, frequently abroad, in the technical and 
managerial skills needed for clothing production.  The problem in these firms, however, is also seen in 
table 4:  they are the firms experience the most serious capacity constraints.  Because they are 
smaller than average for the group of leading firms, they find it difficult to scale up production to levels 
needed to sustain orders from large European retailers.   
 
In contrast, neither the skill levels nor the wages of production workers were identified by a majority of 
firms as a problem.  In addition, only 30 percent of firms reported that they could not compete on 
quality and 30 percent on price. 
 
Overall, this small sample of leading firms appears to have recovered well from the destabilizing 
events of the 1990s and early 2000s and to have made substantial progress in shifting to a new 
competitive strategy.  At the level of the industry as a whole the progress is not as pronounced.  Lack 
of forward and backward linkages diminishes ability to enter the most profitable and desired market of 
those retailers who demand full package production.  From table 4, lack of access to financing and 
high interest rates were noted as obstacles to expansion by 50 and 40 percent of the firms, 
respectively.  Capital markets in the country are still in the beginning stages, making the role of 
foreign investment more critical.  Such investment, though, flows to countries that have stronger 
conditions from growth than Macedonia and therefore its economy depends on foreign aid, both 
private and public.  From the discussion above, aid flows have shrunk and although foreign NGOs 
have stepped in to provide significant support to the industry, for example USAID, these sources 
typically are volatile and short term. Capital formation at the national level is low compared to 
competitors and conditions under which trade is most likely to have positive effects on the economy 
as a whole are underdeveloped. 
 
 
7.  Conclusions 
 
The ability of individual firms to find access to training, employ modern production techniques and 
strengthen export competitiveness in the fashion market demonstrates that Macedonian clothing does 
not lack incentives or entrepreneurship.  The prevalence of firms that have vertically integrated by 
performing design and cadcam techniques is unusual for a country at its level of income, as is the 
spontaneous development of a sector providing sophisticated services in preparation and shipping.  
These individual firm efforts have succeeded in effecting a modest transformation of the composition 
of exports and creating a younger generation of managers who have an international perspective on 
technology and management practices. Their progress is in jeopardy because of the general state of 
the economy and the inability of the government to engage in the kind of financial support given by 
competitor countries, particularly those in the former Yugoslavia and the Middle East, whose 
governments have targeted clothing and other labor intensive industries as the locus of growth of 
exports as well as employment.  
 
To date, the firms with substantial foreign investment have performed the best in terms of the quality 
of output and the modernity of technique.   Firms with domestic capital only face more difficulties.  
Their progress in expanding markets at the high end depends on increasing exports of the full 
package type and house brands, both of which require large initial investments.  While smaller firms 
may be more innovative, they lack accumulated reserves with which to implement full package or 
sustain the start up costs of marketing a house brand.  Without systematic government intervention to 
get the industry through the transition to the new competitive strategy, the momentum generated by 
the leading firms will be lost.  
 
To pursue the high road strategy, conditions in the broader economy must improve if the social and 
physical infrastructural requirements of this strategy are to be met.  Macedonia now faces a dilemma:  
without growth of the clothing industry, exports, employment and overall growth will suffer.  But 
without overall growth, the industry will not have the linkages needed to consolidate its already 
considerable improvements. 
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Table 1:  Comparative Economic Indicators, 2000 - 2008    

      

Variable and country  2000 2002 2004 2006 2008 

      

GDP growth (annual %)
1
      

Macedonia 4.5 0.9 4.1 4.0 5.0 

Former Yugoslavia 4.2 3.6 5.3 5.8 4.9 

Former Soviet bloc 4.5 3.9 5.7 6.6 3.9 

Middle East and Mediterranean 5.1 4.5 6.7 6.0 4.1 

Lower income countries 3.9 3.8 6.3 6.7 6.4 

Lower middle income countries 6.1 6.3 8.6 9.5 7.6 

      

GNI per capita (PPP, current $)      

Macedonia 5830 5970 6800 8310 9950 

Former Yugoslavia 8517 9482 10785 12600 14828 

Former Soviet bloc 8966 10286 11725 13702 15929 

Middle East and Mediterranean 11610 12915 14390 16483 15923 

Lower income countries 834 916 1045 1229 1407 

Lower middle income countries 2213 2538 3057 3785 4592 

      

Inflation rate (annual %)      

Macedonia 8.2 3.4 1.3 4.4 7.2 

Former Yugoslavia 25.6 7.8 4.9 6.0 7.8 

Former Soviet bloc 13.4 5.4 4.9 5.1 7.0 

Middle East and Mediterranean 14.0 10.8 5.5 5.9 9.6 

Lower income countries 6.1 6.3 8.3 8.3 9.6 

Lower middle income countries 5.2 4.3 6.1 7.1 9.0 

      

Gross capital formation (% of GDP)     

Macedonia 22.3 20.6 21.4 21.9 24.1 

Former Yugoslavia 19.9 20.7 22.4 24.3 26.0 

Former Soviet bloc 22.3 22.6 24.1 26.3 27.2 

Middle East and Mediterranean 22.1 19.9 23.8 24.4 20.3 

Lower income countries 20.6 21.0 22.8 25.1 26.7 

Lower middle income countries 28.5 29.9 33.9 35.7 36.0 

      

Value added in industry      

Macedonia 33.7 30.2 29.2 29.5 28.4 

Former Yugoslavia 30.5 28.6 28.6 28.2 24.9 

Former Soviet bloc 30.3 28.6 29.6 29.7 29.4 

Middle East and Mediterranean 26.0 26.0 26.3 27.5 30.2 

Lower income countries 24.1 24.4 25.4 27.5 na 

Lower middle income countries 39.4 38.8 39.4 41.2 40.8 

            

      

Notes:  1.  For all countries, GDP growth is for 2007, not 2008.   

      

Source:  World Bank, World Development Indicators.    
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Table 2:  Change in Exports, 1998-2007     

             (Percent change in dollar value over the period)   

      

Country Group Total Total men's Total women's Dresses T-shirts 

 clothing suits/coats suits/coats   

Macedonia      

1998-2000 -10.2 -7.8 -16.4 -48.3 49.1 

2000-2002 5.0 -36.6 28.0 -45.9 20.0 

2002-2004 46.1 -3.8 20.3 47.8 77.4 

2004-2007 30.1 -45.8 111.9 92.5 -9.1 

      

Former Yugoslavia      

1998-2000 -25.3 -20.6 -54.2 -39.6 -9.1 

2000-2002 0.6 3.2 -4.4 -25.4 7.1 

2002-2004 19.3 24.9 -15.8 -0.9 83.1 

2004-2007 34.0 4.9 17.3 116.4 30.6 

      

Eastern Europe      

1998-2000 0.0 -5.2 -24.5 -12.1 35.1 

2000-2002 18.0 7.9 2.4 -23.3 15.5 

2002-2004 35.9 23.5 26.7 51.3 55.8 

2004-2007 3.6 -4.4 1.6 50.8 6.3 

      

Mediter./Middle East      

1998-2000 0.5 -2.0 -7.0 -6.9 2.9 

2000-2002 19.5 50.4 25.9 -10.2 5.7 

2002-2004 30.4 19.6 -4.6 23.1 60.1 

2004-2007 13.6 12.2 45.0 139.5 17.2 

      

World      

1998-2000 7.5 6.1 1.6 2.2 27.0 

2000-2002 5.0 -0.7 0.3 -17.5 3.0 

2002-2004 27.8 31.5 28.1 14.1 44.1 

2004-2007 25.8 10.9 30.3 91.2 29.4 

            

      

Notes:      

  Men's suits and coats include SITC categories 84111, 84112, 84121 and 84122 

  Women's suits and coats include SITC categories  84211, 84221 and 84421. 

  Dresses incude SITC category 8424.    

  T-shirts include SITC category 8454.    

      

Source: Calculated from Comtrade data, United Nations.   
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Table 3:  Characteristics of Ten Leading Clothing Firms 

               (Percent of firms)  

    

Own design 90 

Own brand 50 

Cadcam 20 

Full package 40 

Multiskilled 70 

JIT inventory control 20 

Foreign owned 20 

    

  

Source:  Author's calculations.  

 
 

Table 4:  Barriers to Competitiveness in Ten Leading Clothing Firms 

              (Percent of firms identifying problem) 

  

Insufficient full package 70 

Availability of managers 50 

Availability of technicians 50 

Financing 50 

Interest rates 40 

Capacity constraint 40 

Skill levels of workers 30 

Quality 30 

Price 20 

Wages 20 

    

  

Source:  Author's calculations.  
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Determinants of Trade Balance: Empirical Evidence of the Czech Republic 
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Abstract 
 
The main objective of this article is based on the development of trade balance and analyzes all its 
determinants in detail. It analyzes the short and long run relations between trade balance of Czech 
Republic and the influencing factors. It provides an overview of different approaches and empirical 
research on short and long run relation between the exchange rate, domestic and foreign income and 
money supply on the one hand, and the trade balance on the other hand. The paper is therefore 
divided into three chapters. The first chapter describes the development of the trade balance of the 
Czech Republic and its determinants. The second chapter is devoted to basic theoretical approaches 
of offsetting the trade balance and the third part analyzes in detail the relation between these factors 
and the trade balance. With help of the empirical research, it is possible to conclude that the balance 
of trade is significantly affected by the change in the domestic and foreign income, nominal exchange 
rate and money supply.  
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1. Introduction 
 
The trade balance is a very important economic indicator for the Czech Republic as a small open 
economy. Foreign trade breaks barriers of both natural as well as economic conditions, allowing 
domestic firms to specialize in certain product, it expands access to production factors and allows to 
satisfy the increasing needs of customers. The share of exports in GDP and share of the total turnover 
of the trade balance in GDP has been growing since 1997 and reaches currently around 80 %, or 160 
% of GDP. The growth of trade means that the Czech Republic is increasingly intertwined with the rest 
of the world. More foreign goods are used to meet domestic consumer demand and more and more 
domestic products are being sold abroad. This increases the openness of the Czech Republic and the 
importance of foreign trade. Therefore the aim of this paper is to analyze factors that affect the foreign 
trade of the Czech Republic and their significance. Because a major part of the trade takes place with 
the European Union, the Czech export is largely influenced by the European demand. But in the 
Czech Republic there is also very liberal exchange rate policy - a free floating exchange rate and 
therefore, the development of exchange rate volatility is another important factor influencing the trade 
balance.  
 
The aim of this paper is to describe the development of Czech foreign trade and to analyze factors 
influencing the Czech foreign trade. The paper is therefore divided into three chapters. The first 
chapter describes the development of the trade balance of the Czech Republic and its determinants. 
The second chapter is devoted to basic theoretical approaches to offsetting the trade balance and the 
third part analyzes in detail the relation between these factors and the trade balance. 
 
The empirical analysis of long and short run relation between trade balance and the determinants is 
based on the basic approaches to an open economy. It is based on three theories - the elasticity, 
absorption and monetary approach. Elasticity approach emphasizes the importance of the exchange 
rate for the trade balance changes. The depreciation of the exchange rate and worsening of terms of 
trade make domestic goods relatively cheaper and it results in a relative increase in the volume of 
exports and reduced imports. Absorption approach emphasizes the importance of income for the 
balance of trade, where the increased income supports domestic spending on domestic and foreign 
goods and thus increases imports. On the contrary, an increase in foreign income increases foreign 
demand for domestic goods and hence exports. The last one, monetary approach emphasizes the role 
of demand and supply of money. If the domestic money supply is higher than the domestic demand, 
domestic subjects have more money than they need and they buy local and foreign goods. As a result 
the trade balance deteriorates. 
 
 
2. Development and Significance of Foreign Trade for the Czech Republic 
 
The development of the importance of foreign trade for the Czech Republic is presented in Figure 1. It 
is obvious that the share of exports in GDP and the share of total turnover of the trade balance in GDP 
has been growing in time. There were exceptions only in 2002, 2008 and 2009, when the share 
decreased due to mitigation of global trade. The share of total turnover of trade balance in GDP 
reached 154 % last year. This growth is mainly supported by the growth of export, its share in GDP 
has not fallen below 50 % and reached 80 % last year. The growth of the total turnover means that the 
economy is increasingly linked with the rest of the world. More and more foreign goods are used to 
meet the domestic demand and also more and more domestic products flow abroad. This increases 
the openness of the Czech Republic and the importance of its foreign trade. 
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Figure 1: Share of Czech export or foreign trade in total GDP (2001-2010) 

 
Source: Eurostat, National accounts 
 
Foreign trade of the Czech Republic developed favorably in recent years (except years 2008 and 
2009). Figure 2 depicts the development of export, import and trade balance since 2001. At first sight 
there is apparent the upward trend of foreign trade. Except last two years, the foreign trade has been 
increasing and since 2005 the trade balance has been in surplus.  

 
Figure 2: Trade balance of the Czech Republic, mld. EUR (2001 - 2010) 

 
Source: Eurostat, National accounts 

 
The development and considerable fluctuations in export and import are affected by many factors. 
Depending on whether the combination of these factors is more favorable for export or import, it 
creates the final trade balance. These fluctuations can be explained by several basic relations 
between trade and influencing factors with the help of the general theoretical background. 
 
Because the Czech Republic is a small open economy, its trade balance has a dynamic and variable 
development. Between 2000 and 2001, most of the factors developed unfavorably for the trade 
balance – an increase in domestic demand and a reduction in foreign demand together with the strong 
exchange rate and deteriorated terms of trade made the deficit of trade balance worse. The year 2002 
represented a decline in trade turnover, due to the reduced economic growth in most countries and 
the strengthening of Czech exchange rate. Because of the higher decline in imports than exports, 
however, the trade balance registered an improvement. In subsequent years, the trade balance 
recorded a significant improvement. Favourable foreign demand and the depreciation of the exchange 
rate in the years 2002 – 2003 supported Czech exports and even in 2005, the trade balance changed 
from deficit to surplus. Positive effect on foreign trade in 2005 had also the joining of the Czech 
Republic to the European Union, which is associated with easier trade between member countries, the 



2011 Global Business Conference at Sibenik 

 196  

 

abolition of customs control and unified approach to billing and collection of VAT. The trade balance 
continued to improve in following years due to favourable external demand, despite the rather 
unfavourable development of exchange rate. During the crisis there was a change in the year 2008. 
The trade surplus decreased due to the global economic crisis, resulting in lower external demand, 
which lowered the Czech exports. Another factor, influencing net exports, were worsening terms of 
trade (mainly due to rise in oil and natural gas), causing the growth of value of imports. The trade 
balance recorded a recovery in 2009 and data for 2010 point to a dynamic business growth. 
 
 
3. Factors Influencing the Trade Balance 
 
The trade balance (export and import), is affected by many factors occurring in both the economy and 
international relations. Usually following ones are mentioned as the most important ones: domestic 
and foreign income, exchange rates and money supply. These factors are included in different 
theories on trade balance adjustment and are called as the absorption approach (it highlights the 
importance of the income for external balance adjustment), elasticity approach (it examines the impact 
of exchange rates on trade balance) and monetary approach (it emphasizes the impact of the disparity 
between money supply and demand on trade balance). Finally the surplus or the deficit of trade 
balance depends on whether these factors are more favourable for import or export. 
 
 
3.1. Absorption approach 
 
One of the main factors affecting the export and import demand is domestic and foreign income. This 
approach is based on the Keynesian theory, which assumes fixed prices and exchange rates and the 
economy operating at the potential domestic product. Generally it is assumed that exports are 
independent on domestic income. But the impact of domestic income on imports is very significant and 
the relation is negative as follows: an increase (decrease) in domestic income causes an increase 
(decrease) in the demand for both domestic and foreign products and finally the import demand 
increases (decreases). Because the export is not affected by the increase (decrease) in income and 
import grows (declines), the trade balance deteriorates (improves). 
 
Figure 3: Change in import and GDP of the Czech Republic (2001-2010) 

 
Source: Eurostat (2011), National accounts and Balance of payments statistics 

 
Figure 3 shows the development of changes in import and Czech GDP. It is possible to observe the 
significant relation between these two examined variables. The development of change in import 
reflects the development of the Czech income (GDP) more than proportionally.  
 
A more extensive approach assumes that the trade balance is also influenced by the development of 
the foreign income. In contrast to the domestic income, it affects the export and does not influence the 
domestic import. The relation is negative as follows: an increase (decrease) in foreign income 
increases (decreases) foreign demand. Therefore if there is an increase (decrease) in income abroad, 
exports from the domestic economy increase (decrease). But an increase (decrease) in exports has 
simultaneously an impact on the increase (decrease) in domestic product, which causes the increase 
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(decrease) in imports. Thus increased exports positively affect the trade balance, but the effect is 
reduced by import growth.  

 
Figure 4: Change in Czech export and GDP of EU15 (2001-2010)  

 
Source: Eurostat, National accounts and Balance of payments statistics 
 
Figure 4 shows that changes in Czech exports follow the changes in GDP in the EU15 (the most 
important trading partner) and what is very important, the dependence is more than proportional. 
Therefore the dependence of trade balance on the development of GDP abroad is very significant and 
represents the major factor creating trade surplus or deficit. 
 
 
3.2. Monetary approach 
 
This approach is based on the monetary impact of the imbalance between domestic money supply 
and money demand on the overall balance of payments, including the trade balance. If the domestic 
money supply is higher (lower) than the domestic money demand, there is the deterioration 
(improvement) in the balance of payments. Domestic subjects have thus more (less) money than they 
need and therefore they (not) buy domestic and foreign goods, services and financial assets. As a 
result the trade balance deteriorates (improves). A country with a fixed exchange rate regime (an 
assumption of this approach) has to protect the exchange rate against depreciation (appreciation) and 
decreases (increases) foreign exchange reserves due to forced foreign exchange intervention. At the 
same time the money supply decreases (increases) and rebalances the domestic money market. As a 
result, the balance of payments will be offset.  
  
 
Figure 5: Change in monetary aggregate M2 and trade balance (2003-2010) 

 
 
Note: change in trade balance (left axis), change in M2 (right axis) 
Source: Eurostat (2011), Monetary and other financial statistics and Balance of payments statistics 
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This theory is supported by data on annual percentage changes of money supply and trade balance of 
the Czech Republic. Both curves, showing changes in M2 and the trade balance recorded in Figure 5, 
have an inverse development. It means that when the money supply increases, consumers have more 
money which they can spend and buy foreign goods. Therefore the trade balance deteriorates.  
 
 
3.3. Elasticity approach  
 
The exchange rate is another factor that affects the trade balance. This approach assumes floating 
exchange rates and fixed prices in the domestic economy and abroad and fixed real income. The 
change in the exchange rate causes changes in the relative prices of foreign and domestic goods. 
After depreciation (appreciation) of the exchange rate the domestic goods are relatively cheaper (more 
expensive) and foreign demand increases (decreases). On the contrary the foreign goods is relatively 
more expensive (cheaper) and the domestic import demand decreases (increases). Therefore a 
depreciating (appreciating) exchange rate causes the improvement (deterioration) of the trade 
balance. 

 
Figure 6: Change in exchange rate and trade balance (2001-2010) 

 
Note: change in trade balance (left axis), change in exchange rate (right axis) 
Source: Eurostat (2011), Exchange rates and Balance of payments statistics 

 
Figure 6 shows the relation between the exchange rate and trade balance changes. It is possible to 
observe that there is a significant evidence that the exchange rate (in this case CZK/EUR, because 
the EU is the most important trade partner) depreciation is in line with the trade balance improvement,  

 
 

4. Empirical Evidence of the Influencing Factors 
 

To summarize and analyze the impact of various factors on trade balance. The following model was 
used. The trade balance is mostly supposed to be affected by the domestic and foreign income, 
exchange rate and money supply. These four factors were therefore chosen as independent variables. 
The only one dependent variable is foreign trade, expressed as the ratio between export and import of 
goods. All the variables were seasonally adjusted and calculated in their logarithm. The regression 
equation for the long-run relation is following: 
 
ln(X/M) = β1.ln(YD) + β2.ln(YW) + β3.ln(ER) + β4.ln(M2) 
 
X  ….  Export of goods 
M  ….  Import of goods 
YD ….  Domestic GDP 
YW …  GDP of EU15 
ER  ..  Exchange rate CZK/EUR 
M2  … Monetary aggregate M2 
 
The short-run dynamic for the relations is following: 
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Δln(X/M)t = Σγi.Δln(YD)t-i + Σγi.Δln(YW)t-i + Σγi.Δln(ER)t-i + Σγi.Δln(M2)t-i + αECMt-1 + νt 
 
ECMt-1  …  lagged value of the estimated error term from the cointegrated equation 
 
Data are quarterly, for the period 1995-2010. The tested period is only 15 years due to the 
establishment of the external convertibility of the Czech crown for all the transactions within the 
balance of payments in 1995.The main source for data was Eurostat and the Czech national bank (on-
line version of database). 
 
All the logs of the variables showed trend and were not stationary, but they included unit roots. 
Therefore their first differences were stationary. This was proved by the Dickey-Fuller test. The 
following cointegration test approved the cointegration between variables, which means that these 
variables tend to show the convergence in the long-run. The regression for the long-run relation 
between variables is following: 
 
Table 1: Long-run relation between ln(X/M) and independent variables 
 

Parameter              Slope       Standard Error       T - Statistic        P-Value 

YD                          0,9509             0,1717                    5,5381          0,0000 
YW                        -0,6689             0,113565              -5,8902          0,0000 
M2                       -0,2064             0,12838                -1,6082         0,1031 
ER                        1,1592              0,299247                3,8736          0,0003 

R-squared = 88,237 percent 
R-squared (adjusted for d.f.) = 87,6389 percent 
Standard Error of Est. = 0,0374957 
Mean absolute error = 0,026128 
Durbin-Watson statistic = 0,498668 

 
The regression equation is thus following:  
ln(X/M) = 0.95 ln(YD) – 0.66 ln(YW) + 1.16 ln(ER) – 0.2 ln(M2) 
 
Comparing this statistical result to the main theoretical backgrounds, some conclusions are surprising. 
The theory is similar with the empirical evidence only in case of the exchange rate and money supply. 
The positive relation between the exchange rate and trade balance in regression equation approves 
that increase in the exchange rate causes almost similar increase in the trade balance. If the 
exchange rate depreciates than also the trade balance improves (increase of surplus), which is in line 
with the elasticity approach. Also the negative relation between the money supply and trade balance is 
in line with the monetary approach. The relation in the equation shows that an increase in money 
supply causes lower decrease in trade balance. 
 
For the domestic and world income the result of the regression equation is different from the theory. 
The relation shows that an increase in domestic income causes almost the same increase in trade 
balance and on the other hand the increase in world income causes a lower decrease in the trade 
balance. This result is surprising and was not supposed in the case of the Czech Republic. The 
regression analysis for the short-run relations is following: 
 



2011 Global Business Conference at Sibenik 

 200  

 

Table 2: Short-run relation between ln(X/M) and independent variables 
 

Parameter  Slope Standard Error T-Statistic P-Value  

CONSTANT   0,0334 0,01808   1,8509 0,076  

ECMt-1 -0,3024 0,1688 -1,7915 0,0853  

Δln(YW)t-4 -1,3155 0,7006 -1,8778 0,0721  

Δln(ER)t-6  1,1689 0,5273   2,2166 0,036  

Δln(M2)t-6 -0,7223 0,3861 -1,8707 0,0731  

Δln(HDPD) t-5 -0,8237 0,4746 -1,7356 0,095  

R-squared = 63,4532 percent 
R-squared (adjusted for d.f.) = 23,9827 percent 
Standard Error of Est. = 0,0199363 
Mean absolute error = 0,010439 
Durbin-Watson statistic = 2,20507 
The regression equation is thus following: 
Δln(X/M)t = 0,0334 - 0,8237Δln(YD)t-5  -1,3155.Δln(YW)t-4 + 1,1689.Δln(ER)t-6 - 0,7223.Δln(M2)t-6 - 0,3024 ECMt-1 + 
νt 

 
The regression analysis proved the relations between trade balance and influencing factors in the 
short run. The lagged values of independent variables influence the dependent variable and except 
the foreign income, they are in line with the theoretical background. Short run changes of domestic 
income affect the trade balance in the negative way and there is approximately one year delay. It 
means that the increase in domestic income one year ago causes the decrease in trade balance in 
present. The significant and also negative relation was found for the foreign income, which tends to 
the not supposed conclusion that the increase in foreign income deteriorates the trade balance. 
Significantly positive relation was obtained for the exchange rate changes and change in trade 
balance. These points to the fact that in addition to the income, also the exchange rate is an important 
factor that affects the trade balance fluctuations. In detail, the exchange rate depreciation improves 
the trade balance, which confirms the elasticity approach. Finally also the impact of money supply on 
the trade balance was proved. The relation is negative (which is in line with the monetary approach), 
therefore the past increase in money supply deteriorates the trade balance. 
 
The significant ECM with slope lower than 0 indicates high rate of convergence to equilibrium (it 
means that the condition of the convergence to the equilibrium was fulfilled). 
 
 
5. Conclusion 
 
Foreign trade is very important for the Czech Republic as a small open economy. In the Czech case, 
export takes 80 % of GDP, which is very high number and this number is steadily increasing. 
Therefore many economists, but also non-economists analyze factors which influence the 
development of the foreign trade. Among others, the following four factors are considered to be the 
most important ones – domestic and foreign income, exchange rate and money supply. This study 
reveals that there is a significant long-run relation between the trade balance and mentioned factors. 
But the relation is not always what could be supposed according to the most important open economy 
theories. The relation between trade balance and domestic income and exchange rate is positive and 
on the other hand there is a negative relation between trade balance and foreign income and money 
supply. The short-run fluctuations are more consistent with the economic theories. The short-run 
changes in trade balance are positively related to past changes in exchange rate and negatively 
related to past changes in domestic and foreign income and money supply.  
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Abstract 
 
The paper will briefly outline the recent turbulent history of Kosovo. In particular, the paper 
will present the current economic conditions within Kosovo and outline the strategic steps being taken 
to promote investment and job creation within the country. In large part, these efforts at both policy 
and applied level are about building a "new" brand and image for Kosovo. This new brand will be 
designed to build the required confidence that investors and consumers need in order to do business 
in Kosovo. 
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1. Nation Branding  
 
Numerous definitions of what a brand is exist, but the most prominent brand definition is: ‗ a name, 
term, sign, symbol, or design, or a combination of them intended to identify the goods and services of 
one seller or group of sellers and to differentiate them from those of other sellers‘ (American Marketing 
Association, 2011). Brands not only differentiate products, but they also represent product/service 
value, stimulate beliefs, suggest emotion, and imitate behavior. If used properly, brands have the 
ability to enhance customer perception of a product (Kotler and Gertner, 2004).  
 
Similar to products and services, countries also have brand images that they are identified with 
irrespective of whether countries manage their images or not. The perceptions individuals have of a 
country, influence their purchasing, investing, residence, and traveling decisions. Kotler (2004), 
defined country image in Destination Branding Creating the Unique Destination Proposition as:  
 

The sum of beliefs and impressions people hold about places. Images represent a 
simplification of a large number of associations and pieces of information connected with a 
place. They are a product of the mind trying to process and pick out essential information 
from huge amounts of data about a place. 

 
The importance of a well managed national brand image is also shown by the fact that it helps attract 
foreign direct investment, which as a consequence increases job opportunities and employment for 
the citizens of that country. Thus, it can be stated that effective country branding enables economic 
development. International markets have also realized that equity can be added to their brands by 
leveraging their real or perceived country of origin (Anholt, 2004).  
 
Nations that underwent transitions or extreme changes such as the fall of communism, over the past 
few decades have realized the importance of creating a successful brand image, in order to revise the 
view that people may have of a specific country (Olins, 2004). Examples of countries that are trying to 
reposition their global brand image include the former Yugoslavia countries such as: Slovenia, Croatia, 
Bosnia and Herzegovina, Serbia, Kosovo, Montenegro, and Macedonia (Volcic, 2008). All these 
nations not only compete with one another for attracting foreign direct investment, but also with other 
developing nations around the world. Some countries are more successful in creating a new image 
than others such as Scotland with its Scottish kilts, whiskey, and Edinburgh festival; but on the other 
hand countries of similar size such as Slovenia and Slovakia have had it difficult to create a brand 
distinction among them, since people do not have a lot of information about these countries (Olins, 
2004). 
 
A country image can often be stereotyped and based on inaccurate information. Perceptions are 
created on what is stated by the media, or on isolated personal experiences, which generally do not 
reflect the real situation of the country. In the case of Kosovo, war images and news articles that come 
up as first results on different search engines create a perception to foreigners that the country is still 
unstable and that there is ongoing conflict. In fact, the conflict with Serbia ended in 1999 and Kosovo 
declared independence in 2008. Rather than trying to refute history, efforts ought to be made to create 
a new and positive association to the country by using its strengths and making positive associations.  
 
John Pantzalis and Carl A. Rodrigues (1999) state that attraction of foreign direct investment is highly 
influenced by perceptions that investors have of a country. According to the authors, country brand 
positioning and management are crucial to attract more FDI inflows especially during financial crisis.  
 

It is certainly a striking thought: that apparently hard-headed investors may form their 
view of a country’s economic prospects as a result of the way in which that country’s 
brand image has been presented to them in the media, or that they may class several 
countries together because of superficial brand associations, rather than anything 
more scientific (Pantzalis and Rodrigues, 1999).  

 
In the end, branding has a greater value than just promoting company products and services, since 
brands can be attributed to countries as well. Effective marketing strategies, can build brands that can 
change and/or create perceptions that effect individuals‘ and investors‘ behavior. Thus, Kosovo as a 
new country with a developing economy has to strategically think about creating a brand that reflects 
positive associations in investors‘ minds.  
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2. The Recent Turbulent History of Kosovo 
 
Kosovo was an autonomous province of Yugoslavia from 1974 to 1999. In the 90‘s Kosovo Albanian 
leaders, began a peaceful resistance against the Serbian regime by forming parallel governmental 
institutions, funded by the Kosovo Diaspora. In 1997, the Kosovo Liberation Army (KLA) was formed 
as an armed resistance due to failure of the peaceful attempts. The main goal of the resistance was to 
secure the liberation from the Serbian regime. The former president of Yugoslavia, Slobodan 
Milosevic, tried to stop both resistances by unleashing brutal police and military campaigns against the 
KLA and the general population of Kosovo. As a result, massive massacres took place, ethnic 
cleansing, and many ethnic Albanians had to flee the country by force. The goal of the Serbian regime 
was to maintain the Kosovo territory and remove the remaining citizens from their home country 
(Country Watch, 2011).   
 
The international community, attempted to stop the war by organizing peaceful negotiations between 
Kosovo and Serbia political representatives; however, when the peaceful attempts failed, due to Mr. 
Milosevic rejecting to sign the proposed settlement, NATO decided to start a bombing campaign 
against Serbia. This campaign began in March, 1999 and ended in the middle of June 1999. After 
three months of bombing, Serbian military forces withdrew from Kosovo. From 1999 to 2008, Kosovo 
was under the administration of the United Nations Interim Administration Mission in Kosovo, Security 
Council Resolution 1244(Country Watch, 2011). In February 2008, the Parliament of Kosovo declared 
independence and the country has been recognized by 81 countries.   
 
To date, Kosovo is struggling to increase the number of nations that recognize the independence of 
the country; especially the five European Union member countries, which still have not recognized 
Kosovo (Spain, Greece, Romania, Slovakia, and Cyprus). Thus, Kosovo has to develop a new brand 
image that will overcome the negative connotations attached, due to it being a post war country and to 
reposition itself as a sovereign state in international agreements. 
 
 
3. Current Economic Conditions in Kosovo 
 
Kosovo, with a population of 1.7 million (Statistical Office of Kosovo, 2011) is considered as one of the 
poorest countries in Europe, with a GDP of only 4.2 billion euro (IMF, 2010). Kosovo has over 43% 
unemployed citizens, while 34% live in poverty with less than 1.42 euro per day. Around 18% of 
Kosovars live in extreme poverty with less than 94 euro cents per day (Riinvest Institute, 2011). Due to 
all the economic problems and uncertainty, migration is encouraged and the black economy is thriving 
as well, which includes smuggled petrol, cigarettes, and cement as major commodities (Passport 
GMID, 2011). It is assumed that the black economy is around 1 billion euro, while fiscal evasion 
amounts to 300-400 million euros annually (Riinvest Institute, 2011). As a country that relies heavily 
on foreign assistance, remittances from the Kosovo Diaspora amount to 10-15% of the GDP and 
foreign assistance makes up as much as one-third of the GDP (Passport GMID, 2011).  
 
However, the economy of Kosovo, despite the global financial crises, has been able to perform 
moderately in the past few years. In 2009 real GDP grew by 4.0% and in 2010 a growth of 4.6% was 
expected, which has not been able to fulfill the growth requirements of 8-10% so that by 2020 Kosovo 
can reach the place ranked as the next last in Europe, which is Albania (Passport GMID, 2011). For 
more information regarding Kosovo economic parameters see Table 1.  
 
The sectors that play a crucial role in the GDP growth within the Kosovo economy are: agriculture 
(account for about 19% of GDP) and the industrial sector (accounting for one-fifth of GDP).  The 
industrial sector includes: metal processing, simple machinery production, leather, wood, and furniture 
processing (Passport GMID, 2011).  
 
A per capita income of 1,800 euro, makes Kosovo citizens the poorest in Europe behind many 
neighboring countries such as Bosnia and Herzegovina (per capita income annually of 5,000), Albania 
(per capita income annually of 6,000), Macedonia (per capita income annually of 7,000), and Serbia 
(per capita income annually of 8,000). These figures rank Kosovo in the 141st place from a total of 
183 economies (Riinvest Institute, 2011). 
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The Customs of the Republic of Kosovo (2011) state that exports in 2010 were around 293 million 
euro; 90% of this trade was with EU markets. However, the level of imports is enormous compared to 
exports. In 2010 Kosovo imported 2.14 million euro mainly from Macedonia, Serbia, and Germany. 
Serbia and Bosnia and Herzegovina import annually around 400 million euro in Kosovo, and 200 
million euro through the illegal black market in the north of the country (Kosovo Customs, 2011).  
 
Table 1: Kosovo Economic Parameters  

  
 2005 2006 2007 2008 2009 2010 

Inflation (% change) -1.4 0.7 4.3 9.4 -2.4 1.7 

GDP (% real growth) 3.8 3.8 4.0 5.4 4.0 4.6 

GDP (national currency millions) 3,068.3 3,191.6 3,433.6 3,874.5 3,893.6 4,140.3 

GDP (US$ millions) 3,813.4 4,004.0 4,699.5 5,670.2 5,410.6 5,555.1 

Source: (Passport GMID, 2011) 
 
 
4. Foreign Direct Investment Attraction Through the Years  
 
As a developing country, Kosovo‘s main goal is economic growth and most importantly finding 
sustainable sources to ensure stable growth rates that would lead the country towards development. 
Integration in terms of trade is imperative for future economic growth. European integration would 
provide a broader market for Kosovo products, which could lead to an increase in exports. To achieve 
this, Kosovo has followed the example of other countries, by opening its borders and liberalizing trade.  
 
To simplify the procedures of becoming European Union (EU) member states, Central European 
countries such as: Poland, Netherland, Czech Republic, and Slovakia in 1992 founded The Central 
European Free Trade Agreement (CEFTA). The purpose of this agreement was to develop the 
economies of each country by promoting a mere market oriented economy and fair competition (GAP 
Institute, 2011).  Another purpose was to remove trade barriers and foster economic cooperation 
between the member countries. All this would result in a win-win situation for every party involved 
(GAP Institute, 2011).  
 
In order to facilitate their membership in the EU, countries form South East Europe decided to join 
CEFTA. Kosovo and other regional countries signed the agreement in 2007. However, Kosovo 
declaring independence in 2008 led to the country not being able to enjoy the full benefits of free 
trade. This came as a result of two member countries, Serbia and Bosnia and Herzegovina‘s, decision 
not to recognize Kosovo independence. Furthermore, in late 2008 both countries blocked the export of 
goods from Kosovo and they prohibited Kosovo from using their territory for transit purposes.  As a 
result of this blockage, the exports decreased in 2008 for 9.8% and increased transportation costs for 
the remaining exports by 5-10%.  Failure to fully implement this agreement has lead to a decreased 
attractiveness for foreign investors since they had difficulties exporting their products in the region 
(GAP Institute, 2011). For detailed information regarding FDI in Kosovo and other neighboring 
countries throughout the years, see Table 2.  
 
The Kosovo government decided to apply reciprocity measures in late July, 2011 by putting an 
embargo on all Serbian products and not recognizing their customs stamps. The government has also 
enforced a 10% customs tax on all Bosnia and Herzegovina products and does not recognize their 
customs stamps either. This measure was undertaken to position Kosovo as a sovereign state in the 
international agreement.  
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Table 2: FDI attraction throughout the years (in millions)  

 Countries (€) 2007 2008 2009 2010 

Kosovo 414.0 350.0 291.0 Q3 204.0 

Albania 483.7 675.1 704.5 767.2 

B&H 1,517.5 727.0 360.5 44.0 

Croatia 3,670.0 4,195.5 1,874.7 407.7 

FYROM 510.8 401.1 178.5 204.9 

Montenegro  626.0 943.5 531.5 

Serbia 2,529.5 2,046.5 1,381.7 929.5 

Source: United Nations Conference on Trade and Development, 2011  
 
 
5. Strategic Steps Being Taken to Promote Investment and Job Creation 
 
The following sub-sections will present the strategic steps that have been undertaken by Kosovo state 
institutions to promote Kosovo to foreign investors.  
  
 
5.1. Investment promotion agency of Kosovo  
 
The Government of Kosovo has undertaken several steps to promote, attract, and retain foreign 
capital in the country. In July 2005, the Government decided to establish the Investment Promotion 
Agency of Kosovo (IPAK), with the main mission to support and increase foreign investment, by 
providing potential investors with important introductory and information material about the country all 
the way to establishing and monitoring the investment process. IPAK also helps potential investors 
accelerate the process of investing in Kosovo free of charge. In order to do this, IPAK offers a wide 
range of services to multinational corporations that are interested to invest in Kosovo (K. Thaqi, 
personal communication, July 10, 2011).  
 
In November 2006, IPAK established an office in Vienna with the main goal to attract investment 
potential from Austria, Germany, and Switzerland, into Kosovo. Thus, the mission of IPAK Vienna is to 
contribute to Kosovo‘s economic development by attracting FDI from German speaking countries. This 
office tries to emphasize to potential investors that the biggest investment opportunities in Kosovo are 
in: agriculture, energy, telecom, mines and minerals, decorative stones, business processing and 
information technology outsourcing (L. Latifi, personal communication, July 10, 2011). Both IPAK 
offices organize conferences, fairs, seminars, and other events, with the intention of presenting 
Kosovo to potential investors and showing success stories of international companies that invested in 
Kosovo and in this manner to increase country promotion as well. These conferences are organized 
together with Kosovo embassies in different countries as part of Kosovo‘s Economic Diplomacy (L. 
Latifi, personal communication, July 10, 2011).    
 
The agency divides its supportive tasks into three phases. The first phase- the pre investment phase- 
includes macroeconomic presentations about the country to potential investors. The second phase- 
the pre implementation phase- the investors learn about supporting mechanisms provided by different 
governmental institutions and agencies.  The third phase- the aftercare phase- includes the actual 
monitoring of the investment process (K.Thaqi, personal communication, July 10, 2011). Kosovo has 
signed agreements with different countries individually for investment protection within Kosovo. 
Agreements have already been signed with Albania, and Turkey, while agreements Italy and 
Switzerland are still in processes (K.Thaqi, personal communication, July 10, 2011). 
 
Every month, IPAK targets different companies in different countries and sends them newsletters 
informing them about investment opportunities in Kosovo. To ease the process of finding a suitable 
location or building for the investors, a database has been created where investors can find online 
vacant buildings or free locations where they can open a business. Through the database the investor 
can go online and bookmark a preferred location or vacant facility (L. Latifi, personal communication, 
July 10, 2011).    
 
In order to attract more investment, the agency has developed three strategies where the last one was 
introduced in June 2011. The activities will focus on identifying the top 200 to 250 companies within 
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the core target sectors (business process outsourcing, automotive components, electronic contract 
manufacturing services, agribusiness, tourism infrastructure, forest products and wood processing, 
decorative stone, and energy). After creating a ―hot list‖ of companies, the agency will start a series a 
communications with the identified companies, with the aim of encouraging potential investors to visit 
Kosovo and ideally invest in the country (IPAK, 2011).  
 
 
5.2. Ministry of trade and industry 
 
The main reasons for investors to invest their capital in Kosovo as listed by the Ministry of Trade and 
Industry (MTI) are: young and dynamic population with an average age of 25, availability of skilled and 
cost effective labor, low taxes, strategic location in the Balkans, having euro as the official currency 
minimizes exchange and fluctuation rates, and great investment opportunities (B. Nikaj, personal 
communication, August 16, 2011).   

 
According to the senior politic advisor and head of cabinet for the Minister of MTI, in order for the 
country to attract foreign investment radical changes have to be undertaken in improving the business 
environment, where free competition is encouraged (B. Nikaj, personal communication, August 16, 
2011).  The objective of the government is to be ranked at the top 40 countries in ease of doing 
business by 2014. The steps that will be undertaken to reach this goal are: economic liberalization, 
simplification of administrative procedures, removal of unnecessary and burdensome licenses and 
permits, improving the legal environment to better protect investors, and making municipalities more 
competitive. The goal of MTI is to attract, and retain investors who will create employment 
opportunities. In order to achieve this, the ministry has decided to redraft 12 essential laws, which 
include revision of property tax rates, simplifying the process required to register a business from 23 
days to 3 days, unify data between all important institutions such as customs, tax administration, and 
MTI (IPAK, 2011). Furthermore, with the passing of the law on Business Organizations and the law on 
Internal Trade, doing business in Kosovo has been eased since many regulatory procedures have 
been eliminated (B. Nikaj, personal communication, August 16, 2011). 
 
Besides legal framework reforms, a permanent task force in the central government level has been 
created to observe the reformation process. Within the task force, two groups have been created, 
which are designated to enhance the two major indicators where Kosovo was ranked the lowest in the 
World Bank Doing Business 2011 report. These two indicators are starting a business and dealing 
with construction permits. With regards to starting a business the aim is to create a unified process 
where in one institution a business can be registered, and obtain the fiscal and customs number. 
Regarding construction permits, the Ministry of Environmental and Spatial Planning (MESP) is 
redrafting the law on construction in order to ease the construction permit process.  Other regulative 
procedures are in the process of being completely eliminated such as the license for construction, 
which enables an investor to build a facility only by obtaining a construction permit. Greater 
cooperation between all governmental institutions is needed in order to unify the business opening 
procedures (B. Nikaj, personal communication, August 16, 2011). 
 
Until now, in 22 municipalities ―one-stop shops‖ have been created, which aid the investment process 
and enable potential investors to obtain all documents in one place and mainly online. The goal is to 
create one-stop shops in every municipality in Kosovo. However, since not all municipalities in Kosovo 
have high business activities, a cost benefit analysis is being performed in order to verify the feasibility 
of opening one-stop shops in every municipality (B. Nikaj, personal communication, August 16, 2011). 
 
 
5.3. The young Europeans  
 
As a country that declared independence three years ago, Kosovo faces the challenge of overcoming 
negative perceptions and distorted image of the country from the war in 1998/99. A big contributor of 
the inability to increase the number of recognitions and to improve nation branding is the fact that 
Kosovo diplomacy is new and inexperienced.   
 
In order to create a new brand for the country and to promote Kosovo to investors, the government 
has hired an advertising firm Saatchi & Saatchi, based in Israel to create a campaign. As a result they 
came up with ―The Young Europeans‖ theme where the campaign stresses the fact that Kosovo has a 
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young population with the average age of 25, presenting Kosovo as the country with the youngest 
population in Europe. The campaign features young good looking college Kosovo youngsters who put 
together a giant puzzle in the shape of their country with the aspiration of that puzzle soon becoming 
part of the EU. The aim of the campaign is to remove prejudice and ignorance, while at the same time 
increase international recognition of the countries‘ sovereignty (Bergman, 2010).  This campaign cost 
around $8.3 million and has been featured in the world‘s most renowned media outlets such as: BBC, 
CNN, Euronews, Bloomberg, and Eurosport (Fotiadis, 2009). According to Fotiadis (2009) the head of 
the campaign ―The Young Europeans‖, assigned by the government of Kosovo, Memli Krasniqi states 
that ―Serbia has distorted the real face of Kosovo with its propaganda, which has damaged Kosovo‘s 
image throughout the years; our campaign is not only an economic one to bring new investment, but 
also a political one‖.  
 
The campaign portrays new symbols, developed as part of the independence process, mainly the new 
flag with the blue background and the yellow six stars representing the 6 ethnic groups living in 
Kosovo (Itano, 2009). Kosovo has a young population that needs to be incorporated in state building, 
though enabling them to become entrepreneurs or working in different companies that will invest in 
Kosovo.  
 
However, a weakness of ―The Young Europeans‖ campaign is the fact that it presents only one side of 
the dime, that being ―Kosovo has a young and dynamic population‖, disregarding all other strengths of 
great interest to a potential investor (L.Latifi, personal communication, July 10, 2011).   
 
 
6. The Effectiveness of the Steps That Have Been Taken  
 
Global reports written about Kosovo rank the country in the lowest positions, which has highly 
influenced the international communities‘ image of Kosovo. One example is the World Bank report on 
―Doing Business 2011‖. This report is a key influencer on business decision making, thus it affects the 
willingness of potential investors to invest their capital in a country. In this report, Kosovo stands in the 
119

th
 place out of 183 analyzed economies. Compared to 2010, in 2011 Kosovo has fallen for six 

places the main reason being the fact that the foreseen reforms have reflected negatively due to the 
tax number being replaced with the fiscal number. This change has complicated and extended the 
process of opening a business in Kosovo (World Bank, 2011).   
 
Nine regulatory aspects have been analyzed by the World Bank report (2011); however, five of the 
aspects where Kosovo ranks the lowest are: starting up a business, dealing with construction permits, 
investor protection, enforcing contracts, and trade across borders.  
 
Regarding ease of starting up a business, Kosovo is ranked in the 163

rd
 place falling behind Albania 

(45
th
 place), Bosnia and Herzegovina (160

th
 place), Serbia (83

rd
 place), Macedonia (36

th
 place), and 

Montenegro (51
st
 place).   

 
In dealing with construction permits, Kosovo is ranked in the 173

rd
 place, while Albania is ranked in the 

170
th
 place, Bosnia and Herzegovina in the 139

th
 place, Serbia in the 176

th
 place, Macedonia in the 

136
th
 place, and Montenegro in the 161

st
 place.  

 
For investor protection Kosovo is ranked in the 173

rd
 place, while regional countries such as Bosnia 

and Herzegovina are ranked in the 93
rd

 place, Serbia 74
th

 place, Macedonia 20
th
 place, Montenegro 

28
th
 place, and Albania in the 15

th
 place.   

 
Kosovo is ranked in the 155

th
 place when it comes to enforcing contracts, while neighboring countries 

rank as followed: Albania 89
th
 place, Bosnia and Herzegovina 124

th
 place, Serbia 94

th
 place, 

Macedonia 65
th
 place, and Montenegro 35

th
 place.  

 
Regarding trade across borders, Kosovo ranks in the 130

th
 place while Albania is in the 75

th
 place, 

Bosnia and Herzegovina in the 71
st
 place, Serbia in the 74

th
 place, Macedonia in the 66

th
 place and 

Montenegro in the 34
th
 place (World Bank, 2011).  

 
Based on these rankings, it can be confirmed that Kosovo institutions so far have not been effective in 
easing the business procedures, which turns off potential investors. These rankings derive mainly from 
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bureaucratic regulatory procedures, weak law enforcement, and inability to gain the full benefits form 
the CEFTA free trade agreement.  
 
Regarding the reciprocity measures, it is still too early to judge its effects on the economy. Moreover, 
as the country is competing not only globally for FDI attraction but also highly in the Balkan region as 
well, it is very important to present a good image of the country to potential investors.  
 
Unfortunately, compared to 22 cities from 7 economies in South East Europe for ease of starting a 
business Prishtina and Prizren, two main cities of Kosovo, rank in the last 2 positions. This is due to 
the fact that the procedure for registering a business lasts for 58 days in Prishtina, and 36 days in 
Prizren; while in Skopje Macedonia it takes only three days to register a business (World Bank, 2011). 
Another regulatory aspect that ranked the two Kosovo cities in the last places is contract enforcement. 
One reason being the fact that from the first day when the conflict arises regarding a contract, up to 
the day where the formal decision by the judge starts to be implemented, takes up to 420 days and it 
includes 53 procedures (World Bank, 2011).  
 
Finally, a survey conducted by the American Chamber of Commerce with companies that are present 
in the region but not in Kosovo, suggests that not a lot of work has been done by the relevant 
institutions to promote and present Kosovo‘s human capital, geographic position, and other potentials 
to foreign investors. The survey revealed that 30% of respondents have very good knowledge of the 
business environment, 30% moderate, 30% fair, and 10% have no knowledge (American Chamber of 
Commerce, 2010).  
 
 
7. Recommendations  
 
Rather than trying to cover up the historical events, which have harmed Kosovo greatly not only 
economically and physically, but it has also ruined the nations brand image; Kosovo needs to 
understand the root cause of the problems regarding its brand. Therefore, to develop a ―new‖ national 
brand, Kosovo needs more than just an advertising campaign broadcasted globally in different media 
outlets. The existing campaign ―The Young Europeans‖ is the only globally advertised campaign 
promoting Kosovo as a brand nation; however, it does not present all the country strengths which 
could be of crucial interest to foreign investors. As such, multiple ad campaigns promoting different 
positive aspects of the nation have to be developed in order to present all points of interest to 
investors and tourists.  In this way when officials represent Kosovo, they would use one united and 
well developed message for potential foreign investors.  
 
When Kosovo is mentioned to foreigners, one can obtain two reactions. The first reaction would be 
―where is Kosovo‖ and the second reaction ―is it stable/safe now‖. Clichés such as these have to be 
addressed through a perception testing, which will measure the perception of potential investors of the 
nation (L. Latifi, personal communication, July 10, 2011).    
Expanded policy advocacy by IPAK is needed to help reverse the trend within the Doing Business 
rankings and to push for a stronger public-private dialog in order to create possible competitive 
partnership initiatives (IPAK, 2011).  
 
Regulative procedures to open a business are required from numerous ministries, which further 
complicate the process of doing business in Kosovo. As such, a unified agency should be created 
where business investors can obtain all necessary licenses and permits required without having to go 
though different ministries.  
 
The brand image of Kosovo cannot be changed or redesigned only by the Ministry of Foreign Affairs.  
Greater cooperation is needed between governmental and relevant non-governmental institutions, the 
media, businesses, the international community present in Kosovo, the foreign formed alliances, and 
the people of Kosovo. Through greater cooperation better results can be achieved.  
 
In addition, Kosovo should follow the example of neighboring countries in business procedure 
simplification and foreign investor attraction, so as to increase its international recognition and present 
a positive brand image. In order for a nation brand to be more effective, a country should differentiate 
itself with characteristics unique to one country. Many foreigners who visited Kosovo stated that what 
they like most is the food, coffee, Kosovo peppers, nature, and most importantly the friendly people 
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and constant festivity atmosphere. Thus Kosovo should use these strengths to differentiate its national 
brand.  
 
Finally, since reciprocity measures have been taken towards Serbia and Bosnia and Herzegovina the 
situation can be used to improve the business environment in Kosovo and increase trade relations 
with other countries. An improved business environment can lead to business growth and greater 
employment opportunities for Kosovo citizens.  
 
 
8. Conclusion  
 
Brands of different products/services create perceptions in consumers‘ mind that are difficult to 
overcome if not presented and managed accordingly. The same holds true for nation branding; thus, 
when Kosovo is mentioned to foreigners who have heard about the country, the first association they 
make is the war. Kosovo being a transitioning, post war economy has challenges overcoming and 
presenting the proper image to foreign investors, and tourists. The government and the people of 
Kosovo have numerous problems and barriers such: economic development, education enhancement, 
job creation, foreign investment attraction and so on, which they have to build up in order to present a 
proper country brand to the world.  
 
Eleven years ago, Kosovo as a state did not exist in the world map. In 2008 Kosovo declared 
independence and slowly world countries are recognizing its independence and sovereignty. It is now 
the time, for Kosovo to develop a new brand image so that it can attract more FDI and create 
employment opportunities for its citizens. To achieve this, strategic steps have been taken by the 
government and other governmental agencies to create and promote a national brand image. Kosovo 
need not look further than in neighboring countries such as Macedonia for brand image improvement. 
Still, a lot remains to be done in order to remove war association and create a new brand image for 
Kosovo.  
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Abstract 
 
This article deals with standardisation and customisation in hotels. The author uses the service 
management concepts of standardisation and customisation which means another perspective for the 
hotel sector which sometimes seems a really closed industry. This paper aims to attempt to apply the 
concepts for the case of hotels. As these theories cannot be directly used for the hotel sector it should 
be altered in interpretation. This article connects standardisation and customisation together with 
quality -which is getting more and more important for more and more experienced guests - and 
presents a theoretical model to show the idea and an example of a hotel chain (Accor). The conclusion 
of the paper is that customisation can only work well if it is based on the standardisation of processes 
which can provide quality assurance for customers. 
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1. Introduction 
 
The aim of the article is to present the service management definitions of standardisation and 
customisation and introduce a new interpretation of these concepts in case of the hotel industry. 
Standardisation is not a new idea for the hotel industry. Standards have been widely used in hotel 
chains, especially where the number of  member hotels and room numbers have risen higher and 
higher nowadays and - according to predictions - will continue to in the future. However, the role of 
standardisation becomes more and more important in cases of cost reduction and satisfying customer 
expectations.Customisation is highly capable of attracting and keeping customers and making them 
frequent guests. Experts and researchers cannot forget that the idea of standardisation and 
customisation came from production and production and service management.  
 
 
2. Concepts and Theories of Standardisation and Customisation 
 
The first section of the paper takes the form of a summary of existing theories and concepts in case of 
standardisation and customisation. Most of the ideas can be traced back to production and service 
management as they had already been mentioned before in these more traditional areas of research. 
 

 Standardisation Customisation 

Sasser(1978) Mass production Professional 

Normann(1991) Negative circle Positive circle 

Van Mesdag(1999) Globalisation, standardisation Adaptation 

Grönroos (2000) Technical quality dimension Functional quality dimension 

Tether et al(2001) Economy of scale Economy of scope 

Sundbo(2002) Economics of productibility Economics of expectations 

Cloninger, Swaidan(2007) Homogeneous Heterogeneous 

 
Standardisation is a mean of decreasing costs, thus increasing productivity and lowering prices. 
Standardisation describes the situation where the service product is the same every time (like a 
McDonald‘s hamburger). 
 
Customisation means that every single customer receives individual service. Customisation is the 
situation where the service product is created in the concrete situation as an individual solution to the 
customer‘s specific problem (‗tailor made‘, as when a carpenter comes to your house to measure for 
cupboards). (Sundbo, 2002) 
 
Standardisation can be explained in terms of classic economic logic, which may be characterised as 
an economy of productivity. Within this logic, only prices and quantities exist and consumers are 
supposed to assess the quality of a product and compare the price of it with the price of similar 
products. Individual customer care is seen to be useless because the customers themselves have the 
knowledge to classify the product (whether service or good) according to type and quality, and when 
they have done so, only price counts. 
 
The concrete advantages to the service firms of standardisation are the following: 

o Customer satisfaction (because they get the same cheap product every time, thus they get 
what they can expect). 

o Quality assurance as zero failure. 
o Easy to steer the costs. 
o Good possibilities to increase productivity. 
o Innovation can be systematised. 

 
Customisation takes place within another different economic logic, namely, the service management 
and marketing logic, which has created a special logic for service production. This logic is based on 
the axiom that a service product cannot be stored and therefore it must be consumed in the moment of 
production and the consumer must be a co-producer. This tradition has emphasised the solving of the 
single customer‘s individual problem, and thus customisation. Whether this is a real individual service 
as produced by a tradesman or servant, or it is just an individualisation of a smaller detail of a 
standard service, is a little difficult to say. The customisation tendency is thus driven by this logic of 
service marketing, which briefly is the logic of old-fashioned servants. This was not rational 
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productivity logic, but the logic of luxury – servants did not produce much that was useful, but they 
were good to have and the nobleman could afford this luxury. Contemporary western economies are 
luxury economies; there are large surpluses over what is needed just to survive. Therefore, buyers of 
services can afford and will look for quality and the level of service over price. 
 
The advantages of customisation to the service firm are: 

o Customer satisfaction (because they get their individual wants satisfied). 
o Ensures quality as perceived service quality (the customer feels he has been treated well). 
o Good possibilities to increase the price. 
o Easy to expand the sold man-hours (because the task is rarely defined and the customer 

could always be served better). 
o Innovation can be customer-near (which means that innovation takes its point of departure in 

the customer‘s needs, which is the greatest guarantee for success on the market). (Sundbo, 
1994) 

 

Normann (1991) observed that where turnover falls, a service firm should improve employee care and 
through that, customer care, to increase the perceived service quality for the customer (the positive 
circle). The service firm should not enter the negative circle where it starts by cutting down costs. 
 
Grönroos‘s model (2000) suggests that there are two types of quality; one is technical quality, which is 
the quality of the core service delivered; the other is the functional quality, which is the customer‘s 
perception of how the service is delivered (including extras, or peripheral services). This approach had 
a great impact on the development of theories and practical management in the late 1980s and early 
90s. The technical quality of the outcome is what the customer is left with, when the service process 
and its buyer-seller interactions are over. This dimension can be measured relatively and objectively 
by customers, because of its characteristic as a technical solution to a problem. However there are 
many interactions between the service provider and the customer, including a series of various 
moments of truth, the technical quality dimension will not account for the total quality which the 
customers perceive they have received. The customers will obviously also be influenced by the ways 
in which the technical quality is transferred to them. So the customers are also influenced by how they 
receive the service and how they experience the simultaneous production and consumption process. 
This is called the functional quality of the process. The functional process cannot be evaluated as 
objectively as the technical dimension, frequently it is perceived very subjectively. (Grönroos, 2000) 
 
As Sasseret al. (1978) stated the organization becomes a more rigid hierarchy with the introduction of 
standard operating procedures. The mass-production firm has been understood as mainly serving 
private customers covering the category consumer service above. But no exact identity between the two 
categories exists since business firms also buy mass services. The second type produces services 
which demand highly qualified personnel, typically professionals. The services are often complex 
answers to complicated needs, and the service is individual, formulated to satisfy the individual 
customer by solving his actual problem. Sasseret al. further described the organization in the 
professional type as loosely coupled, the production process as unsystematic, and management as a 
communicative and motivating management. (Sasser et al., 1978) 
 
Standardisation implies high production volumes and relatively distant relations with the customer 
(since little information is required from the consumer to specify the product). It is likely that 
standardised services tend to arise in price sensitive markets where there are economies of scale, and 
where production is routine, with high costs of adaptation, and which involve standard or inflexible 
technologies and a relatively low cost labour force (which is likely to be a labour force with a relatively 
low level of educational attainment). 
 
Customised services are more ambiguous. Their provision will depend on, amongst other things, 
economies of scope and the costs associated with customisation (and the existence and use of 
flexible technologies to reduce these), as well as the extent to which customers are prepared to pay 
(or can be persuaded to pay) different amounts for different variants. This permits discriminatory 
pricing.  
 
Consequently, when there are significant economies of scope, the cost of customisation is low and 
where customers are prepared to pay different amounts for the similar service variants, customised 
services will in general be provided. (Tether et al., 2001) 
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It is generally accepted that businesses would prefer to maximize the benefits from standardisation 
through globalization, but that this desire is stymied by the need to develop products or services that 
will suit the foreign market (van Mesdag, 1999).  Heterogeneity is conceptualized, and tested, as a 
continuum on which a firm‘s output, whether a service, a good, or more commonly, a combination of 
service and good, can be ranked from highly homogeneous (standardized with very little adaptation or 
heterogeneity) to highly heterogeneous (partially or totally customized). (Cloninger andSwaidan, 2007) 
 
As a conclusion: A lot of researchers wanted to find a good solution to avoid the disadvantages of 
standardisaton and customisation, some of them found mass-customisation as a compromise, and 
others agreed with Sundbo (1994) modulization. But the most important thing is that standardisation 
and customisation is needed and enterprises should use a mix of them to be profitable. 
 
 
3. The Theory of Teboul 
 
The service management theory of Teboul (2005) was chosen to review in detail and it assists in 
elaborating the new theory this article wants to express. 
 
Figure 1: Standardisation and customisation continuum  
 
 
 
 
 
 
 
 
Source: Teboul, 2005 
 
According to Teboul, standardisation and customisation are the two ends of a continuum, which 
means that the more customised a service is, the less standardised it is.  
 
Figure 2: Standardisation and customisation illustrated another way  
 

 
 
Source: Gyurácz-Németh, 2010 
 
This figure demonstrates that these two concepts are mutually exclusive. 
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Figure 3: Service intensity matrix using the example of Accor 
 

 
 
Source: Teboul, 2005 
 
Figure 3 shows how to position a hotel company‘s hotel chains into a matrix. The horizontal continuum 
represents the above mentioned standardisation/customisation theory, the vertical one shows the 
intensity of interaction in these hotel chains. It says that Sofitel is wholly customised and there is no 
standardisation in case of these hotel chains. And on the bottom of the matrix Formula 1 hotels are 
fully standardised, there is no place for customisation in their cases. 
 
 
4. The New Theory 
 
According to the approach proposed here, customisation and standardisation are not independent and 
not opposites. Hotels do not have to choose between standardisation and customisation. 
Figure 2 is not correct because it argues that standardisation and customisation are opposites but as 
is shown in Figure 4 the opposite of standardisation is no standardisation.  This requires a shift in the 
approach to the topic. If standardisation and customisation are seen in a quality perspective, it is easy 
to recognise that both of them are needed at the same time. 
 
Figure 4: The opposite of standardisation is no standardization 
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Standardisation in a quality context can provide a minimal quality level to the hotel but no 
standardisation on the other hand can only provide insecurity and variance. According to this theory 
standardisation is necessary for a hotel to be able to ensure a certain quality level and satisfy their 
guests‘ needs. 
 
Figure 5: Customisation is based on standardization 
 

 
 
Customisation fits this theory because it represents the real quality in this model. While 
standardisation stands for the minimal quality the hotel has to provide, customisation is something 
more than that, as the hotel already ensures customer satisfaction, this is an added value which a 
hotel can offer to its guests to make them pleased, loyal and frequent visitors. 
 
The figure 5 shows that there is no customisation without standardisation. The minimal level of quality 
has to be assured first and then hotels can deal with customisation. In the figure it is easy to see that 
in the cases where the level of standardisation drops the reliability of customisation decreases at the 
same time. If a minimal level of quality, the basis of the service (standardisation), is not firm, it is not 
possible to go on to the next level (customisation).  
 
Figure 6: Presenting Accor brands according to the new theory 
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This theory requires another figure for the Accor brands which can be seen on Figure 6. In Sofitel it is 
clear that customisation has a bigger role than in Formula 1 hotels but standardisation is still needed 
and the amount off standardisation should be larger because these luxury hotels always have much 
more types of services which should be standardised. It is actually true that in Formula 1 hotels 
customisation is not needed because of its budget hotel status but it is not correct to think that a luxury 
hotel does not have to be standardised. 
 
 
5. Conclusion 
 
Nowadays it is getting more and more important for hotels to ensure quality. Guests are experienced 
and their expectations are very high and will be even higher in the future. Hotel chains have already 
realised how essential quality assurance is, which is why they created standards. However 
independent hotels have already learned a lot from them, particularly in regard to how standardisation 
should be used by them, too. The reason why it is essential is to provide a firm basis for customisation 
which can then be applied successfully by independent hotels. Standardisation in this context is 
therefore interpreted and presented differently from the views found in the literature review. It no 
longer refers to uniform products but processes which assure guests that they are getting the best 
possible service in every hotel either belonging to the chain or using the standards. Customisation can 
only be successful in hotels if standardisation works well. Customisation is associated with creativity 
and innovation which can give guests the feeling of being special and appreciated and make them feel 
more satisfied. 
 
This approach can help researchers examine standards in another way and also help hotels to attract 
guests with the promise and realisation of quality (by using standards) which is the key to make them 
satisfied (mostly through customisation). In further research this model will be used to find out how 
standards can influence the perception of the guests and the performance of the hotel. 
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Abstract 
 
Throughout history, the Adriatic area has been the locus of florescence as well as disappearance of 
various cultures. Historical turmoils procured the accumulation of cultural heritage of undisputable 
importance and inestimable value. Almost ideal geo-communicational position an climate conditions 
rendered this area substantially fertile for intense overall upsurge that occurred.  
 
In the mid nineteenth century, one evolved into homo turisticus. It was characterized, among other, by 
the necessity to meet different cultures and nations. In the Grand Tour era, due to the material 
aspects, only the members of the noble elite were able to exercise such aspirations. With the 
passage of time, industrialization and, at the same time, the alienation of man, the necessity for 
leisure and diversification of life and life habits became global issue. Homo turisticus metamorphosed 
into highly sophisticated tourist in search for quietude, recreation, new cognitions and experiences. 
 
Along with the intensification of modern life, diminution of leisure time and, in general, human 
alienation, passive forms of cessation became dominant in the new age world. Consequently, the 
Adriatic area, with its Croatian part in particular, due to its geo-morphological and climatic 
predispositions, grew into the 3S mecca. Sun, sand and the sea products began, a century after the 
Grand Tour, its domination on the Adriatic tourist market, engrossing vast number of tourists. Geo-
climatic features of the Adriatic basin represented the key factors on which the dominant 3S tourist 
product laid its basis. The modern lifestyle, its dynamics and intensity, on the other hand, created 
motivational climate on the emitive markets eligible for identification of the Adriatic as the most 
suitable leisure destination. Therefore, the compatibility of the natural predispositions of the receptive 
area and, both economical and social-cultural milieux of the emitive markets, formed the perpetuum 
mobile mechanism of the monotonous 3S tourist product structure of the Adriatic. High compatibility 
rate of these variables along with the complementary activities as well as the administrative and 
political apparatus subordination to this specific structure of the tourist product, clearly indicated the 
absurdity of any alternation attempts to those relations. Subsequently, the fact that tourist destination 
natural resource basis defines the structure of its tourist product, clearly illustrates the logic of the 
Adriatic tourist offer. However, high degree of climate based tourism seasonality of the area allows 
further research, especially those suggesting the destination resource interoperability approach. 
 
On annual basis, with the end of the high season period, the intensity of the Adriatic tourism reaches 
minimum. Summer tourism, due to the climate shift, is no longer possible and the Adriatic destinations 
enter dormant stage for the period of the following six to nine months. However, cultural heritage, as a 
secondary tourist resource of the area, is climate change independable and is available for tourists at 
all times. The tourist attractivity of historical monuments, artifacts and other resources is not in direct 
correlation with climatic and geo-morphological characteristics of the area they are situated in. Such 
resources are bonded to a specific location which constitutes a destination ˝per se˝. Intangible cultural 
heritage, on the other hand, is bonded to a specific time. Religious processions, masquerades and 
similar manifestations are, in majority, held outside high season. Its traditional characteristics as well 
as the fact that the tourist consumption occurs within the destination itself, clearly illuminates the 
multiplicative function of cultural heritage in the tourist offer. In fact, the implementation of cultural 
heritage of material and intangible nature into the strictly 3S based tourist offer of the Adriatic 
destinations, causes their diversification, particularly in the high season period. In addition, the 
tourists perception of the destination as well as their experience, as the crucial criteria of the tourist 
offer quality, is being enriched. Also, consumption of the cultural products, via cultural heritage 
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interpretation, provides the tourists with feedback regarding the social-cultural attributes of receptive 
area which, again, defines the educational function of cultural heritage. This is extremely important, 
especially in the tourist affluence induced cultural contact and cultural transfer domain. Tourists‘ 
familiarity with the receptive area decreases the possibility of social-cultural deviances escalation 
such as demonstration effect or acculturation. Furthermore, taking into account the fact that the 
intangible cultural heritage is bonded to a specific time, its implementation into the tourist offer results 
in the maritime destinations attractivity increase in low season periods. Subsequently, through target 
marketing as well as de-marketing techniques use, temporal dispersion of tourist flows is obtained 
which, again, causes seasonal effect reduction. Increase in tourist attractivity of the maritime 
destinations in low season periods, and due to the fact that the Adriatic destinations represent the 
core of Croatian tourist offer, tourist product diversification and seasonal effect reduction are obtained 
on the national level as well. 
 

Vision of the Adriatic tourist destinations upgrowth, based on the natural and cultural resources 
integration and interoperability, represents the foundation of their sustainable, long-term development. 
The focal point lays on the identification of boundedness and compatibility degree of particular 
resources as well as the mode of their use, taking into consideration the multidimensional 
surroundings. In case of the Adriatic destinations, the sustainable exploitation of highly valuable 
natural resources is to be upgraded with the tourist valorization of vast cultural heritage of the area. 
The tourist offer remodeling of such manner is directed towards the creation of synthesis between 3S 
and cultural product as two main features of the Adriatic resource structure, thus avoiding their 
collision. The optimal management of this unique symbiosis between two different types of tourism 
products has aim in reaching and maintaining the destination sustainable development in terms of 
seasonal effect reduction, product and tourist offer differentiation as well as in increase of tourist 
satisfaction. On this basis, this abstract aims to substantiate, among other, the benefits of such 
synthesis in terms of ˝provoking˝ the inversely proportional ratio of positive towards negative effects 
derived from the eventual implementation of such model in the previous tourism practice. 
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Abstract 
 
This article explores the negligence regarding to consumers‘ affection in the service recovery 
literature. The authors propose a conceptual model integrating all aspects from both consumer‘ 
cognition and affection including personality traits, moods, and emotional stages for a better 
explanation of the customer satisfaction after service recovery. This study has impacts on both service 
recovery and consumer researches. Firms may use this proposed model as a guideline to maximize a 
chance for delivering successful service recovery when an inevitable failure situation in service occurs. 
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1. Background  
 

Service recovery refers to the actions a service provider takes in response to service failure 
(Grönroos, 1988). It has been recognized as an effective tool to get back customer satisfaction when 
the inevitable situation of service failure happens. Although, it has been more than a decade that 
many researchers have been trying explain how to deliver effective service recovery by studying main 
factors in the service recovery context, there are still gaps that need to be explored. 

 
The weakness in service recovery literature originates from its theoretical bases (i.e. equity theory and 
expectancy-disconfirmation paradigm) that usually focus on the consumers‘ cognition to evaluate the 
satisfaction after service recovery. This is a shortcoming as the consumer‘ affection may get less 
attention than it should be. The reason supporting the importance of affection in service recovery is 
that the concept of customer service (recovery) satisfaction evaluation is closely related to consumers‘ 
behavioral response (Cronin and Taylor, 1992; Oliver, 1993; Parasuraman et al., 1994). Consumer 
behavioral responses need to have both cognition and affection, satisfaction is believed to have an 
affective dimension too, without the affection, consumers‘ response to service (recovery) satisfaction 
cannot be fully understood. (Veronica and Strandvik, 1997). 
 
Although, some researchers (Schoefer, 2008; Dewitt, Nguyen, and Roger, 2008) have been explored 
the role of consumer‘ emotions (which is classified in the consumers‘ affection) in the service recovery 
research, the roles of other affective variables (i.e. moods and personality traits) have not been 
studied enough in the previous service recovery literature. 
 
Mood has been accepted as a crucial affective factor that influences an individual‘s evaluation 
(Bagozzi, Gopinath, and Nyer, 1999). Later, Pocheptsova and Novemsky (2009) mentioned that 
moods have a high chance to influence the evaluative process, especially when the consumers have a 
prompt to evaluate the stimulus from the real time situation (such as in the service recovery situation). 
As for personality trait, some psychology scholars mentioned personality traits as the affective traits 
which located on the top of the organization of affect and have effects on the formation of moods and 
emotions (Rosenberg, 1998). Although some personality traits (i.e. external control) had been studied 
in the service recovery research (Lin, 2009), the relationship between mood and the personality traits 
has not been investigated in any service recovery study yet.  
 
 
2. Objective 
 
Therefore, the objective of this article is to fulfill the mentioned gap in the service recovery literature by 
proposing propositions and an alternative conceptual model, which integrate all aspects from both 
consumer‘ cognition and affection, to better explain the customer satisfaction as an outcome in the 
service recovery context.  
 
 
3. Theoretical Framework and Propositions 
 
There are three main parts (consumer‘ cognition, consumer‘ affection, and personality trait as a 
moderator variable), consisting to be the proposed model. 
 
First, the cognitive part comprises of the cognitive-related theories in the service recovery literature 
(equity theory and expectancy-disconfirmation paradigm). Equity theory suggests that if customers 
feel equitably treated and their input to the exchange is in balance with the output of the exchange; for 
perceived fairness of outcome and that of process to deliver the outcome, then customers will be 
satisfied. Regarding to expectancy-disconfirmation concept, consumers would compare the perceived 
performance of service (in this case is the perceived service recovery performance) against their prior 
expectation (the service recovery expectation). Then, the outcome of the comparison will directly drive 
the satisfaction evaluation (satisfaction after the service recovery) (Oliver, 1980). This implies that the 
perceived service recovery performance probably has a positive relationship, whereas the service 
recovery expectation possibly has a negative relationship, with customer satisfaction after the service 
recovery. Hence, the first two propositions are proposed: 
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P1: Service recovery expectation is negatively related to a customer satisfaction after the 
recovery. 

P2: Perceived service recovery performance is positively related to a customer 
satisfaction after recovery. 

 
Base on the first two propositions, the initiative model of customer satisfaction after service recovery 
can be drawn as follows: 
 
Figure 1: The initiative model of customer satisfaction after service recovery from the cognitive-related 
theories in service recovery 
 

 
 
Nonetheless, the affective part, which also influences the satisfaction evaluation, seems to get 
ignorance from the model in Figure1.The affective part of the proposed model consists of moods and 
emotions. Although, the line between emotions and moods is difficult to draw, Bagozzi et al., (1999) 
indicated that normally moods are a non-intentional mental state, not directly coupled with action 
tendencies and explicit actions. Whereas, emotion is a mental state of readiness, that arises from 
cognitive appraisals from events or thoughts (Bagozzi et al., 1999).  
 
Individuals in positive-mood stages have been proved to have more positively evaluated stimuli than 
other individuals in negative- or neutral-mood stages (Bagozzi et al., 1999). Mood influences the 
information process before evaluation (Bakamitsos and Siomkos 2000). During the service recovery 
encounter, the evaluation process between the firm‘s service recovery performance and the service 
recovery expectation can be seen as an information process of individuals. Therefore, mood can 
influence both the perceived service recovery performance and the service recovery expectation as 
they are an information process of forming a satisfaction evaluation after the service recovery. 
 
Once a good mood has been formed, individuals are motivated to maintain it. This motivation 
encourages individuals to spend more time processing congruent, mood-sustaining material (Forgas 
and Bower, 1987) and less time processing mood-disrupting information (Wegener and Petty, 1994). 
As a result, customers with positive moods (e.g. happy and pleasant) may pay more attention to the 
positive aspects of the service recovery efforts and less attention to the event of service failure. 
Finally, firm may get a high level of satisfaction after service recovery from this kind of customers 
easier than other customers who have other kinds of moods.  
 
Contrasting to customers with negative moods (e.g. sad and unpleasant), they possibly pay more 
attention to uncivil employee behavior, which may lead to more negative evaluations and behavior 
toward the firm‘s failure and efforts (Liljander and Mattsson, 2002).  
 
The author proposes that: 

 
P3: Levels of mood stages before the service failure are negatively related to the service 

recovery expectation. 
P4: Levels of mood stages before the service failure are positively related to the perceived 

service recovery performance. 
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Regarding emotions in the service recovery, they arise from a cognitive appraisal (Schoefer and 
Ennew, 2005), which can be derived from both the perceived service recovery performance and the 
service recovery expectation. For example, when a failure happens, if a customer has a high 
expectation for good service recovery but it turns out that the firm cannot appropriately deliver service 
recovery to that customer, he or she probably has stronger negative emotions (and the positive 
emotions from the recovery may be decreased in this situation) than other customer who does not 
have high expectation for service recovery.  
 

P5: Service recovery expectation is negatively related to positive emotions after the 
service recovery. 

 
In addition, for perceived service recovery performance, if a customer perceived that the firm provides 
a superb service recovery to compensate for the failure situation, certain positive emotions such as 
happiness and being value may be increased (at the same time the negative emotions from the failure 
may be decreased).  
 

P6: Perceived service recovery performance is positively related to positive emotions after 
the service recovery. 

 
Moreover, Schoefer (2008) demonstrated that there is a positive relationship between the emotions 
and customer satisfaction after the service recovery. So, another proposition is proposed: 

 
P7: Levels of emotions after the service recovery are positively related to a customer 

satisfaction after the service recovery. 
 
Next part is the moderating effects from personality traits. Extraversion and neuroticism have been 
mentioned that they are strongly related to the positive and the negative affect respectively 
(Mooradian, 2001). They have been proved to have effects on the formations of moods and emotions 
(Rosenberg, 1998). Hence, all effects which occur from the affective variables to the other variables in 
the model may have been moderated by the effects of personality traits. Therefore, the author 
proposed that: 

 
P8: Personality traits: extraversion versus neuroticism, have a moderating effect on the 

relationship between the levels of mood stages before the service failure and the 
perceived service recovery performance. 

P9: Personality traits: extraversion versus neuroticism, have a moderating effect on the 
relationship between the levels of mood stages before the service failure and the 
service recovery expectation. 

P10: Personality traits: extraversion versus neuroticism, have a moderating effect on the 
relationship between the levels of emotions after the service recovery and the 
customer satisfaction after the service recovery. 

 
 

4. Proposed Model 
 
Hence, the new conceptual model integrating all aspects of consumers‘ cognition and affection can be 
proposed as follows: 
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Figure 2: The model of customer satisfaction after service recovery integrating consumers‘ affection 
and cognition 
 

 
 
 
 

5. Contributions  
 
This article extends the body of knowledge in service recovery by being the first study which develops 
the models to investigate the integrated impacts from all of the three levels of consumers‘ affection 
(personality traits, moods, and emotions) and the consumers‘ cognition on the customer satisfaction 
after service recovery. Furthermore, firms can use the proposed model as a guideline to maximize a 
chance for delivering successful service recovery when a service failure happens. Moreover, as mood 
is considered as a key variable in the proposed model, it reminds the service firms that they should try 
to manage their customers‘ mental stages not only during and after a service failure (as mentioned in 
many service recovery studies), but also before the failure happens. 
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Abstract 
 
The venture capital and private equity industry establishes a fairly new form of entrepreneurial activity 
financing for the Central and Eastern Europe region. A strong risk capital market is perceived as a 
cornerstone for innovation and development in modern Western economies. This article introduces a 
phenomenon of industry´s global expansion and its almost continuous growth in past twenty years. 
The already well saturated developed markets force investors for an opportunity seeks in emerging 
markets, including the region of the Central and Eastern Europe. The Internationalization process 
standing on the combination of internal and external driving forces is a cornerstone of this paper. 
Further the key determinants of venture capital and private equity investments are investigated. 
Applying statistical techniques the set of determinants are identified based on data covering European 
countries and their Central and Eastern peers. Differences and similarities are then derived and 
presented. The analysis reveals still hidden potential of internationalization in the region and growing 
importance of specific operational and financial engineering´s drivers.  
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1. Venture Capital and Private Equity Overview 
 
Venture capital (VC) and private equity (PE) industry sometimes defined as risk capital has its origins 
in the United States of America. The history goes back to the beginning of angel investing connected 
with wealthy American families in the 1930s.The American Research and Development Corporation 
from 1946 was then the early start of venture capital financing. The boost of VC however arrived in 
1958 with the small business investment companies (SBICs) licensing. Talmor and Vasvari (2011) in 
their book list the most affluent VC/PE firms. The first of today´s big private equity firms, Warburg 
Pincus, was formed only in the late 1960s, followed by another large private equity firm today, Thomas 
Lee Partners (1974) and KKR (1978). That is how the incredible history of VC/PE industry was 
founded.  
 
The aim of this paper is to firstly introduce this industry, its international upswing. Secondly, the 
internationalization is set to a theoretical background. Lastly, the success determinants for emerging 
markets entry are described and the development in the region of Central and Eastern Europe (CEE). 
 
In Czech literature and in some countries in the CEE a common term risk capital is mainly applied. 
Such capital represents a fairly new and a relatively rarely used form of entrepreneurial activity 
financing in the Czech market an in the CEE. Risk capital term definition varies and even terminology 
applied is not united (Černohlávková et al., 2007). A broader definition used by the European Private 
Equity and Venture Capital Association (EVCA) introduces risk capital as an entrepreneurial activity 
financing form in various development phases. Investments start with a seed, start up and early 
growth financing and through transaction activities, mergers and acquisitions end by either initial public 
offerings (IPO) or rescue financing. Such capital is part of the asset management industry with 
investments transferred into not publicly traded securities. 
 
How is this industry actually distinctive among its peers? Within the service sector, VC/PE investors 
are classifiable. In comparison to consultants/accountants who provide strategic advice only, risk 
capital investors provide both guidance and monetary support (Wright et al., 2005). Next, in contrast to 
banks they provide equity capital that is designed for use in risky settings where it is costly for lenders 
and borrowers to interact due to asymmetric information problems (Jeng and Wells, 2000). Investors, 
however, do not only pursue short term investment value appreciation but they strive for a total firm´s 
evaluation increase. They share this common interest with subject´s owners and serve as business 
partners as a result. This partnership is based is firstly based on financial support and secondly on 
management experience and industrial knowledge provision. General partners take an active role in 
the companies, are part of the management boards. Before investing investors perform a due 
diligence process with an extensive insight into the business they invest in. Talmor and Vasvari (2011) 
argue that private equity funds operate with much better information and stronger controls over 
portfolio companies than, for example, mutual funds holding quoted equities. At its peak, the venture 
capital and private equity industry can be divided into buyout and venture capital funds. Both buyout 
funds and venture capital funds share similar organizational structures regarding their management 
fee structure and longevity. They, however, differ in investment strategy. Buyout funds tend to focus 
on more mature companies and are larger in size (Talmor and Vasvari, 2011). 
 
An investor is generally a private owned VC/PE fund, an investment company. Next possibility is a 
fund partially owned by a corporate entity which main activity is different. In such a case we talk about 
a captive (share is larger than 50%) or a semi-captive (20-50%) mother company. Last option is a 
government owned fund being a part of public pension fund. This way is well developed especially in 
Nordic countries. The industry is not static and its dynamic development is one of the main industry´s 
characters that is defined by its international expansion. 
 
 
2. International Position of Risk Capital 
 
In the course of the last twenty years risk capital has become a respected financial asset, accounting 
for around 25% of overall mergers and acquisitions and half of the leveraged loan issues in the capital 
markets (Talmor and Vasvari, 2011). Worldwide, private equity funds manage approximately USD 2.5 
trillion of assets and committed capital of which the vast majority is in buyout funds (CityUK, 2010). 
Some of the largest investors in the asset class are pension funds. Leveraged buyout transactions 
have grown significantly over the last two decades. In 1991, new buyout transactions were USD 10 
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billion and by the beginning of 2006 they had reached USD 500 billion. This annualized total was 
equivalent to 5% of the capitalization of the U.S. stock market (Acharya et al., 2007). 
 
Moreover, venture capital and private equity have increasingly become an international phenomenon 
for the flow of capital (Bygrave and Timmons, 1999). Their international dimension in terms of the 
sums of money involved and their geographical diversity have gradually increased over the last 30 
years (except for 1989-1990, 2000-2001, 2008-2009). This growth of the industry is driven by several 
factors.  
 
First of all it is the international expansion of VC/PE funds. This industry segment created in the United 
States of America spread itself first to the United Kingdom, the whole Western Europe and Japan.  As 
those markets became saturated a shift of investments towards developing and emerging countries 
with regulatory changes was noticeable. Asian countries like Singapore, Taiwan and Hong Kong 
turned to well established markets as a result. Region of the Central and Eastern Europe, especially 
Poland and Hungary did not also stay behind (Karsai, 2009). 
 
Next significant element in the global expansion of risk capital is internationalization of investments. 
This trend was enabled by the following three circumstances: (1) lower legal barriers, (2) elimination of 
institutional constraints and (3) reduction of information asymmetry. Foreign investors can serve as a 
very important source of risk capital especially in countries where their own the domestic supply is 
limited. Cross-border investments include not only financial inflows into funds but also finance outflows 
to foreign markets. In Europe, for instance, from 1990 to 2007 increased the foreign risk capital inflow 
from 20% up to 47.6% and outflow from 7.7% to 28.8% (EVCA, 2009). Only 65.8% of funds allocated 
in Europe have its origin here too.  
 
 
3. Recent Development of the Risk Capital Industry and Regulatory Activities 
 
During the last financial crisis, starting with global credit crisis in 2008, the VC/PE industry experienced 
a dramatic decline. A significant slowdown affected especially buyouts industry. According to Talmor 
and Vasvari (2011) the crisis demonstrated itself in many ways, stressing the buyouts size, expensive 
debt and new focus. Following statements can be concluded: 
 

o Debt financing became expensive, scarce and less deals were using it  
o The overall fundraising and deals´ size decreased 
o Investors´ focus changed. They started to readjust their geographical portfolio towards 

emerging markets. The importance of operational engineering arose in comparison to financial 
engineering.  

o New financial regulatory activities will restrict VC/PE funds 
 
The VC/PE industry was exempt from many reporting, registration and requirements that were 
demanded from other types of investments. New regulation, however, will place considerable 
requirements on risk capital funds. In Europe, the Alternative Investment Fund Managers (AIFM) 
Directive from late 2010 is the most important legislative process ever faced by the European private 
equity and venture capital industry. It is also one of the most rigorously debated pieces of financial 
regulation ever to emerge from the EU, with around 2,000 amendments tabled by MEPs to the 
Commission's original draft (EVCA, 2011). This Directive mainly changes capital/governance 
requirements and leverage limits resulting in obstacles for non-European investors to place funds in 
Europe. In the U.S., the Dodd-Frank Act from July 2010 requires new registration with the Securities 
and Exchange Commission (SEC)for funds with more than USD 150 million. The SEC registration 
brings SEC oversight and new compliance with its policies. Despite some exemptions, the VC/PE 
industry will be more supervised and will have to deal with increased regulatory costs. 
 
 
4. Internationalization Process of Risk Capital 
 
In the economics literature, there is no one generally accepted definition of the term 
internationalization or foreign market entry. On the contrary, there are many different definitions 
stressing specific aspects of internationalization (Calof and Beamish, 1995) describe 
internationalization as ―the process of adapting firms‘ operations (strategy, structure, resource, etc.) 
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to international environments.‖ For them internationalization moreover includes a reaction of a firm, 
for example dropping a product or factory operation because of international factors. 
Internationalization can be seen as the process of adapting exchange transaction modality to 
international markets (Andersen, 1997). Internationalization of firms is a process in which the firms 
gradually increase their international involvement. As the process is gradual it implies a step by step 
approach with growing intensity (Johanson and Vahlne, 2006). 
 
In this paper a wide definition of internationalization is chosen: Internationalization is the beginning 
and increasing interaction of a firm with market participants from other nations (Ninan, 2009). This 
definition covers few aspects. There is a beginning of international interaction. Further, it is a process 
of increased interaction. Last, it is stressed that internationalization involves dealing with foreign 
market. When analyzing the internationalization of the VC/PE industry, several theories and models 
were applied. According to Ninan (2009) the most applicable theories in the region of Central and 
Eastern Europe are the following: (1) Uppsala Model, (2) Network Theory of Internationalization, (3) 
International Product Life Cycle, (4) Strategic Behavior, (5) International Transaction Cost Theory, (6) 
Eclectic Theory, (7) Behaviorist Internationalization Theory, (8) Born Globals.  
 
Internationalization of VC/PE industry and its theoretical background can be found especially in the 
J.H. Dunning´s eclectic theory. This is theory is often known as the OLI paradigm – ownership, 
location, internationalization. The author focuses on three prospects identified in different theories, 
namely ownership specific endowments, internalization and location specific endowments. 
 
The impact of specific endowments leads to three different approaches towards internationalization: 
(1) Contract, (2) Export, (3) Direct investment (Kutschker and Schmid, 2008). In the case when a firm 
possesses ownership advantages, the foreign location has specific endowments and the firm is 
capable and willing of internationalizing its operation abroad, it will generally engage in foreign direct 
investment (FDI). Agmon and Mesicca (2008) in their article bring about a specific concept of financial 
foreign direct investment (FFDI). In the case of an FFDI, the firms are specialized financial institutions. 
The exported factor of production (their ownership advantage is then a high-risk sector specific 
resource – capital. In comparison to foreign direct investment, the financial foreign direct investment is 
focused on a shorter period of time (3-8 years). The FFDI is primarily designed for a higher return on 
investment generating. It is necessary to point out that the ownership specific endowment is not only a 
capital entry but also the earlier mentioned managerial expertise, networking and strategic 
consultancy.  
 
The eclectic theory and its modified version of financial foreign direct investment explain the 
internationalization of the VC/PE industry only generally. More practically applicable are elements of 
internal and external driving forces – triggers which are deducible in some internationalization theories 
and models. These can be found especially in works of Swedish and Nordic authors. A combination of 
these internal and external driving forces is behind the risk capital entry into foreign markets based on 
own empirical study. In the study risk capital funds managers and academic experts were interviewed 
and selected articles applied. A deeper analysis of the data collected is desirable and will follow in next 
papers. The whole process flows according to the scheme in Figure 1. Internal forces influence the 
firm´s critical decision to internationalize. They play a critical competitive advantage.  External forces 
decide about specific foreign markets and their economic vicinity. A foreign market entry strategy is 
then a result of both forces categories. Internationalization models and theories build a theoretical 
connection between the internal and external forces. The internationalizing firm is rather not aware of 
the above mentioned concept that the firm is creating. The evaluation takes place ex post as a result.    
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Figure 1: Risk capital internationalization model 

 
 
Source: author 
 
The internal driving forces are constituted on the firm´s level as such. It can be described by two 
models. The first one is the Swedish internationalization process model (Johanson and Vahlne, 1990). 
In the model the internationalization can be viewed as continuously proceeding series of affairs and as 
a learning process. The fundamental idea is that the current state strongly influences the future state 
of internationalization. A market engagement is characterized by level of resources and by a degree of 
commitments to a certain market. Detection of opportunities, recognition of competitors, market 
conditions and distribution channels analysis are all based on the market knowledge. Resources in the 
firm are the second model (Wright, 2001). Following sections are related to the Wright´s resource 
model: general human capital, management know-how, industry-specific know-how, ability to acquire 
financial capital. International activities are dependent just on those resources. Human capital, 
strategy and management vision are different and constructed by one´s own opinion on the market 
and ambitions.    
 
External driving forces influence the foreign country selection which the risk capital investor is 
entering. In the so called meta level (above-industry level) the effects of economic distance are arising. 
This distance can be divided into psychological and physical one (Johansson and Vahlne, 1990). The 
psychological distance is built by constraints repressing flow of information form the market to the firm 
and vice versa. The physical distance is a barrier in the flow of goods and payments between the firm 
and the market. For the purposes of a strategic audit of macro environment and foreign market 
evaluation the PEST analysis is suitable.     
 
A consequential interconnection of internal and external driving forces based on SWOT analysis, a 
specific foreign market entry strategy is created. One of such market for Western risk capital investors 
was after the fall of the Iron curtain also the market of the Central and Eastern Europe. The position of 
the region is described in the following parts. 
 
 
5. Risk Capital in Emerging Markets 
 
A stated above recent economic development encouraged investors to readjust their focus more on 
emerging countries. Emerging markets represent little over three quarters of global population and 
size. The value of economic activity and its proportion of world´s GDP is much lower. The total value 
of all emerging market financial assets is equal to just 165% of GDP, well below the 403% financial 
depth of developed economies (Vasvari, 2011).These countries are typically in a transitional phase 
and show an unusual economic growth. They can be also called promising markets as a 
consequence. Emerging markets, however, are very heterogeneous and can be subdivided into 
regions. The Emerging Markets Private Equity Association (EMPEA) defines emerging regions of Asia, 
Central and Eastern Europe, Commonwealth of Independent States (CIS), the Middle East and North 
Africa (MENA), Latin America with Caribbean and Sub-Saharan Africa. Among them, the BRIC 
economies of Brazil, Russia, India and China are distinctive. The proportion of funds value is shown in 
the following figure. 
 



2011 Global Business Conference at Sibenik 

 232  

 

Figure 2: Value of Funds in Emerging Markets (in USD billion) 
 

 
Source: EMPEA 2010 
 
Key requirements to attract risk capital investments vary and seek to outweigh both macro and micro 
level risks. The critical success drivers require a liberalized open economy with following parameters 
(Talmor and Vasvari, 2011): 
 

o Political stability, Legal protection 
o Market size and expected growth 
o Permission to foreign private investments 
o Certain development of capital markets 
o Skilled human capital 

 
Each region offers a unique combination of attractiveness and requires a specific treatment form 
investors. In next paragraphs the development of VC/PE industry in the CEE region is displayed.  
 
 
6. Risk Capital in the CEE region 
 
The venture capital and private equity financing in the CEE region was practically non-existent before 
the fall of the Iron curtain. The development of the region´s risk capital market can be fragmented into 
four phases according to the EBRD (2006). The first phase lasted from the fall of the Iron curtain in 
1989 to 1995. The risk capital industry backed by Western headquarters spread unequally all around 
the region. In comparison to the very much saturated European markets, the CEE region still hided 
growth potential and is attractive to the investors. Analyzing the VC/PE development in the early 90s 
the specifics of the privatization of the government owned companies arose. Wright and Karsai 
highlight different investment practices of the regional investors in comparison to the global market 
players. They also point out the very significant hands-on participation of investors and reveal specific 
obstacles to catch up with the developed markets. Besides global funds investing government funds, 
the country funds dominated with an average size of USD 50 million. 
 
In the second phase that lasted until the end of the 90s, the upswing of regional funds is noticeable. At 
this period country funds and sector funds are appearing. Funds´ size increased to USD 150 million on 
average. The investing in venture´s growth started to proceed and the private equity market 
experienced first consolidations. Even in the late 90s however the VC/PE development in the CEE 
was rather slow. According to some authors (Karsai, 2009), the main obstacle of the region was the 
lack of qualified managerial skills of financed companies´ management. Then the low and not well 
defined protection of the shareholders´ rights and limited credit sources were other restrictions. All of 
them are the requirements for a successful investment in emerging markets as seen above. 
 
A fast expansion was characteristic for the third phase that finished in the time of the internet bubble 
burst. Even though regional funds dominated, technology financing became a phenomenon. The trend 
of increased size continued up to an average of USD 300 million. New forms of financing showed up in 
this time, namely an early-stage, seed and start-up financing. Also expansive private equity followed 
the growing path.  
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The last phase started in the 2001 and finished in 2007 before the global financial crisis. 
Rationalization and consolidation processes were at the spotlight, letting only the successful fund 
managers to survive. The financing brought about a new trend of buy-outs and mergers. A significant 
interest from foreign investors aroused at this period. Especially the European Union first round 2004 
membership countries started to receive a lot of investors´ attention. As a result especially the Czech 
Republic, Hungary and Poland became soon very distinctive in comparison to other region´s countries. 
Lower administrative barriers, higher security rates, judicial/legislative convergence and promising 
economic development brought about many global players into them. In the following part the recent 
development is analyzed. This period can be viewed as the fifth phase. Interestingly, trade sales play 
a major role in this period. According to EVCA from 2008, 60% of total value of private equity exits in 
2007 was trade sales.  
 
 
Current Position of the Industry in the CEE 
 
As mentioned above the CEE region has been receiving a positive attention from the investors in the 
fifth phase that can be supported by data in Figure 3. We can see the more than threefold upswing in 
investment value in 2006 compared to almost stable level in previous three years. The level of 
investment in 2007 exceeded the 2006 by additional 40%. The growth was generated mainly by the 
Polish market. In the same period of time, the level of investment in whole Europe rose only by 6%. 
Investment value in 2008 continued to slightly increase followed by a 1% decrease in 2009 as a 
reflection of the financial crisis. The European markets, however, went down by significant 60% 
between this time horizons 2008-2009. It can be assumed that attractiveness of the CEE markets went 
up due to the following logical construction. First, the effect of the financial crisis shocking the Western 
Europe showed VC/PE investors the importance of portfolio´s diversification. Next, the increased 
concerns regarding regulation levels in Europe and the USA as a direct consequence of the crisis 
turmoil shacked up investors´ confidence in those two well established region. As a result, investors 
started searching for new target markets more urgently. The CEE region showed relatively fast 
growing potential and was at first less influenced by the effects of the financial crisis.      
 
Figure 3: Investment value in the CEE region 
 

 
Source: Central and Eastern Europe Statistics 2009 
 
The investment activity is however disproportional and the region is rather heterogeneous. In Figure 
4you see the top five target countries: Czech Republic, Poland, Romania, Hungary and Bulgaria. 
These countries build 93% of total investments in the region in 2009. Out of these five markets, the 
Czech one excelled in 2009 making 60% out of the total. Of the € 1.4bn invested in the Czech 
Republic more than 70% went into buyout deals. Regarding the number of companies financed, 
buyouts and growth capital were on a par, each accounting for 38% of the total. Less than one in five 
deals were venture investments (CVCA, 2009). This success however is driven only by a few 
investments from companies having their seat in the Czech Republic but also operating in the region. 
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Figure 4: Investments in the CEE region (in € million)
2
 

 
Source: Central and Eastern Europe Statistics 2009 
 
The total value of investments does not show the relative size of VC/PE industry in markets´ economy. 
To compare the value investments in the region with the EU an analysis of investments as a 
percentage of GDP is applied. In all monitored years is the EU average percentage almost three times 
higher than in the CEE (Figure 5). A dramatic change started in 2008 and continued in 2009. The 
value of investments in the EU was rapidly falling down and the EU average ended up below the CEE. 
This evolution is firstly highly affected by decrease in the value of private equity investments in the 
main EU markets being a result of the economic and financial crisis. Secondly, the great proportion 
levels of investments in the CEE are significantly affected by the extraordinary investments 
in the Czech Republic and also by increased investments in Bulgaria. The anticyclical trend in both 
countries builds overall positive data for 2009 in the region.   
 
Figure 5: Investments as a percentage of GDP: CEE and EU comparison  

 
Source: CVCA 2009 
 
 
7. Conclusion 
 
The U.S. Venture Capital and Private Equity model also called risk capital is a specific and quite a new 
industry in the region of Central and Eastern Europe. Its history dates back to early 1930s but its 
success has gradually spread out all around the world. The main specifics of the industry are entry 
timing and a form of partnership with investor. The investor is mainly a privately owned risk capital 
fund. Especially in the course of the last twenty years risk capital has become a respected financial 
asset and an international phenomenon for the flow of capital. 
 
Risk capital investments worldwide have grown almost exclusively in past thirty years. The last 
financial crisis starting in 2008 affected the industry significantly and resulted in an enormous decline. 
The crisis demonstrated itself also in new regulatory activities that the industry has to comply with.  

                                                           

2To the countries under the column other belong: Bosnia and Herzegovina, Macedonia, Moldova, Montenegro, Slovakia, 
Estonia. 
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One cornerstone of this paper was to introduce internationalization theories and models and apply 
them to the international development of the VC/PE industry. Much of it can be described by a 
modified version of Dunning´s eclectic theory. The overall process then follows author´s risk capital 
internationalization model combining the internal and external driving forces and resulting in a foreign 
market entry strategy.   
 
Recent development of the industry encouraged investors to adjust their focus on emerging markets. 
They represent a heterogeneous group of countries with promising potential of growth. One of such 
region is the Central and Eastern Europe. The CEE countries offer investors an array of opportunities 
and attractiveness. The relative size of the market is rather low in comparison to developed Europe 
but the growing trend is undeniable. Development in the region during the last crisis shows anticyclical 
movements. Investing in the region is thus an important part of global funds´ portfolios.       
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Abstract 
 
Based on the assumption that the organizational society is divided into three clearly defined economic 
sectors (for-profit/FPO, non-profit/NPO, Public), it seems an obvious assumption to adequately 
differentiate the educational curriculum according to these three sectors. This study is based on 
various written surveys in the sport industry (Horch, Niessen & Schütte, 2003; Horch & Schütte, 2003; 
Hovemann, Kaiser & Schütte, 2003). By examining the characteristics of the different tasks within the 
before-mentioned sectors it can be noted that it is possible to speak of a general job profile for sport 
managers, although significant individual interior deviations are evident.  
 
However, the question arises as to whether there are different structures beyond these three sectors 
which need to be taken into account. With the use of cluster analysis techniques, empirical manager 
types can be identified, which cannot easily be matched into the theoretical sector typologies. The 
findings show characteristics of the particular skill requirements of German sport managers in different 
occupational fields and job contexts.  
 
The results show the influence of the three economic sectors (FPO, NPO, State) on managerial tasks. 
The theoretical division thus is (empirically) justified, even if their inter-dependence is not very 
distinctive. Furthermore, with the help of cluster analysis additional structures beyond the three 
sectors can be identified. The identified types refer to the size effect of the organization and therefore 
are also connected to the phenomenon of division of labor and the stratification of organizations as 
described in Contingency Theory (e.g. Kieser & Walgenbach, 2003) or in the theory of smaller 
companies (cf. Geser, 1980). What do the results of this study mean for the education of sport 
managers and for managers in general? Concerning the latter, the results are not generally applicable. 
Yet they can give important suggestions where the organizations and the structures are comparable 
(f.e. Welfare & Social services, Education & Training). For educational courses within small markets, 
specialization based on sectoral division is not advised. This for example is also the case in the areas 
of cultural and hospital management which, in Germany as well as in the most European countries, 
also operate within the framework of the three sectors.  
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Abstract 
 
We theorize that invention-centric novel firms (ICNF) have the greatest chance to mate with an 
incumbent business partner when their invention fit with leadership style and the state of the market 
situation. Two different configurations are proposed both leading to high chance for ICNFs to succeed 
in business mating: When there is no current dominant design in the market, ICNFs will be more 
thriving in business mating if they have entrepreneurial leadership and a radical invention. Conversely, 
when there is a current dominant design present ICNFs are most prosperous in business mating if 
leadership is conservative and the invention incremental. These two equifinal ways to business mating 
express the value of holistically investigating configurations including both firm-specific and market-
specific conditions rather than study one condition at a time. This claim advances us past the market 
versus firm debate and elaborates a theory whence greater understanding of business mating is 
possible. 
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Abstract 
 
The objective of this paper is to develop a comprehensive model which emphasizes firm-level 
behavior to explain the determinants of export performance for agricultural exporting firms in Thailand. 
This research is based on an integration of Industrial Organization Theory and Resource Based-View 
Theory. The model attempts to explain the determinants of export performance which include the 
firm‘s internal resources, export product strategy, and external environment. The analysis is 
conducted on 320 agricultural exporting firms in Thailand using Structural Equation Modeling. 
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1. Rationale 
 

Exporting is critical for a nation's economy because of its significant contributions to employment, 
investment, trade balance, and economic growth (Czinkota, 1994; Gertner, Gertner and Guthery, 
2006; Samiee and Walters, 1990). Exporting also plays a key role in a firm achieving competitive 
advantage by providing an improvement in financial position, increased capacity utilization, higher 
technological standards, and enhancement of business performance (Katsikeas, 2003; Lages and 
Montgomery, 2004; Leonidou and Katsikeas, 1996). Major export products include clothing and 
textiles, electronics, automobiles and transportation equipment, machinery and equipment, 
agricultural products, etc. 

 
In most developing countries, the agricultural sector is usually regarded as a major economic driving 
force (World Bank, 2009). For Thailand, a country which depends largely on agricultural exports 
because of its abundance of natural resources (Falvey, 2000), the agricultural sector has played an 
important role in improving the nation‘s economy (Zamroni, 2006). Thai agricultural exports currently 
face challenges from several competitors, such as Vietnam (rice, coffee, and shrimp), Malaysia 
(rubber), and China and Brazil (poultry). Thailand‘s Department of Export Promotion (2009) has been 
trying to strengthen the competitiveness of Thai agricultural exports by emphasizing improving firms‘ 
competency and product strategies in order to meet the demand and requirements of customers in 
foreign markets. To continuously improve the competitiveness of agricultural exports, research 
evaluating export performance is necessary. 

 
Research on the export performance of the agricultural sector is lacking, however, despite the 
importance of this sector to the world economy (Crick and Chaudhry, 2000). Most previous studies 
focused on macroeconomic factors, rather than firm-level behavior; and many used qualitative 
analysis (in-depth-interviews, case-based analysis, secondary data, descriptive analysis and simple 
statistical methodology) (e.g. Aksoy and Kaynak, 1994; Bianchi and Garcia, 2007; Ibeh, 2005; Mili 
and Zuniga, 2002; Murray, 1997; Selassie, Hill and Tzarev, 2002; Tesfom, 2008; Toften and 
Hammervoll, 2009). As a result, research is needed on firm-level behavior that would assist Thai 
agricultural exporting firms to enhance their competencies and export performance. 

 
 

2. Objective 
 

2.1 To develop a comprehensive model that best fits and can explain the export performance of 
agricultural exporting firms in Thailand. 

 
2.2 To empirically examine the impacts of factors in a firm‘s resources, external environment, and 

export product strategy on export performance of agricultural exporting firms in Thailand.  
 
 

3. Literature Review 
 
3.1. Export performance 

 
Shoham (1996) offered a simple definition that ―export performance refers to the outcome of exporting 
products and services into foreign markets‖. Export performance measures can be broadly 
categorized into objective and subjective measures (Carneiro, Rocha and Silva, 2007; Ratanasithi 
and Hemphill, 2006; Sousa, 2004). The choice of export performance measure depends on 
contextual factors such as research-specific method, the ability of research design to overcome 
measurement problems, or export-business specific factors (Katsikeas, Leonidou and Morgan, 2000). 
The theoretical background classifies the determinants of export performance as internal and external 
factors (Cavusgil and Zou, 1994; Zou and Stan, 1998). Sousa, Martinez-Lopez and Coelho (2008) 
concluded that internal factors included firm and management characteristics and export marketing 
strategy, while foreign market and domestic market characteristics were classified as external factors. 

 
 



2011 Global Business Conference at Sibenik 

240 

 

3.2. Theoretical background 
 
3.2.1. Industrial organization theory  

 
Industrial Organization theory (IO) emphasizes the influence of industry environmental factors on a 
firm. The external factors determine the firm‘s marketing strategy, which in turn determines export 
performance (Cavusgil and Zou, 1994; Zou and Stan, 1998). The logic is that the external 
environment imposes pressure to which a firm must adapt in order to survive and prosper. Thus, IO 
theory focuses on the impact of a firm‘s strategy and external environment on its competitive position.  

 
 
3.2.2. Resource-based view theory 

 
Resource-based view (RBV) suggests that firms gain competitive advantage by leveraging internal 
resources and capabilities (Piercy, Kaleka and Katsikeas, 1998; Morgan, Vorhies and Schlegelmilch, 
2006). According to RBV, resources are key determinants of competitive advantage and performance 
(Barney, 1991). Although RBV theory was developed in a domestic market context, it also applies to 
export markets (Zou, Fang and Zhao, 2003). RBV paradigm posits that a firm‘s export performance is 
based on unique bundles of resources including all a firm‘s assets, capabilities, organizational 
processes, attributes, information, experience, knowledge, and technology (Morgan, Kaleka and 
Katsikeas, 2004; Zou, Fang and Zhao, 2003).   

 
 
3.2.3. Internationalization process theory 
 
Johanson and Weidersheim-Paul (1975) and Johanson and Vahlne (1977) developed a theory related 
to a continuous process that takes place in firms that enter foreign markets. The two key terms in their 
theory are ―knowledge‖ and ―commitment‖. Knowledge obtained in and about foreign markets drives 
the decisions to commit more resources to those markets. When these decisions are implemented, 
the increased commitment enables the firm to continue gathering improved knowledge that drives the 
commitment. Previous research showed the better the knowledge about the foreign market, the 
stronger the commitment, leading to strategic actions and international success (Yip, Biscarri and 
Monti, 2000). 

 
 
3.2.4. Customer perspective on agricultural marketing 
 
Nowadays the agricultural marketing environment differs from the traditional beliefs that firms from 
developing countries usually possess comparative cost advantages because of low labor cost and 
resource abundance (Aksoy and Kaynak, 1994). Moreover, the changing environment has forced 
firms to be more customer-oriented. In order to meet the increased demanding requirements from 
foreign customers in international markets and to compete in an environment that prefers 
differentiated products and services, firms in the agricultural sector need to develop specific 
competencies through strategic marketing and consumer-oriented strategy (Bianchi and Garcia, 2007; 
Esterhuizen, van Rooyen and D‘Haese, 2008).  
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4. Proposed Model 
 
Figure 1: The Comprehensive Model of the Determinants on Export Performance of Agricultural Firms 
in Thailand 
 
 

 
 
 
Summary of Hypotheses: 
 
H1: Export commitment has a positive influence on export performance of agricultural     exporting 

firms. 
H2: International market knowledge has a positive influence on export performance of agricultural 

exporting firms. 
H3: Export Product strategy has a positive influence on export performance of agricultural exporting 

firms. 
H4: Perceived competitive intensity has a negative influence on export performance of agricultural 

exporting firms. 
H5: Legislation barrier has a negative influence on export performance of agricultural exporting firms. 
H6: Export commitment has a positive influence on export product strategy. 
H7: International market knowledge has a positive influence on export product strategy. 
H8: Perceived competitive intensity has a positive influence on export product strategy. 
H9: Legislation barrier has a positive influence on export product strategy. 
 
 
5. Methodology 
 
The targeted population includes agricultural exporting firms located in Thailand from four major 
groups: crop and grain, horticulture, fishery products, and forestry and livestock products. The unit of 
analysis is the firm level, represented by a manager or higher position. The researcher expects the 
targeted response rate to be about 20% from a total 1,600 firms, or 320 firms. 
 
The questionnaire was developed based on the academic literature and in-depth interviews with 
export executives. Data will be collected through mail survey. In additions, pretesting by randomly 
selecting exporting firms will be conducted to ensure the interpretability of the questionnaire.  To 
achieve the targeted sample size, the response rate is expected to be enhanced through 1) 
presenting an introduction letter from the university, 2) asking for references and support from export 
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associations and institutions in Thailand, 3) providing an incentive to each respondent, 4) follow-up of 
non-respondents by telephone, and 5) providing an executive summary of the study's results to 
respondents after completion of the study.   
 
The data will be analyzed by using Structural Equation Modeling (SEM). Some control variables 
relating to firm characteristics from previous studies will be examined. The controlled variables are 
product category, firm‘s size, and years of firm‘s international operation.  
 
 
6. Contributions 
 
This research contributes to the literature and provides guidelines to managers and policy makers. 
The research can extend the body of knowledge of export performance by investigating the 
determinants that might enhance the export performance of agricultural exporting firms in Thailand. 
The frontier of consumer perspective on agricultural exporting can be expanded since the research 
will be able to substantiate the significance of firms‘ internal resources and export product strategies 
that contribute to firms‘ export performance. Moreover, this research can guide export managers of 
agricultural firms in Thailand to identify factors most significant to competition in the international 
marketplace. Policy makers such as Ministry of Commerce can utilize the results of this research in 
order to help formulate the policies/strategies that help Thai agricultural firms to compete in the world 
market. 
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Abstract 
 
Innovation is considered a major driver of the competitiveness of companies and industries. This 
paper analyses the determinants of innovation activities and the impact of innovation on 
competitiveness based on Hungarian firm level data. We find that low proportion of the companies 
take part in R&D collaborations mainly the large ones. Foreign owned subsidiaries have a higher 
innovation performance that the Hungarian counterparts‘. The focus of innovation policy should be on 
attracting FDI with strong spill over effects. Innovation subsidies stimulate companies to participate in 
R&D collaboration and contribute to the firms‘ higher innovation performance. According to our data 
there is no significant relationship between innovation and competitiveness, showing that at the level 
of economic development at which Hungary is, other factors than R&D and innovation are more 
crucial. The legislation, regulations and taxation policy of the Hungarian government hampers firms‘ 
innovation activities above all others.  
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1. Introduction 
 
Innovation is considered a major driver of the competitiveness of firms and industries. The study 
assesses the determinants of innovation activities in Hungarian enterprises during the three years 
from 2006 to 2008 and examines the relationship between innovation and competitiveness. In the 
case of Hungary the relatively low production costs play a more important role than innovation, 
however, as Hungary moves up the development ladder, it will need to undertake more advanced 
forms of innovation. The rest of the paper is organised as follows: I start with the description of the 
dataset and the variables. Section 3 presents the results of the econometric analysis. The final section 
consists of concluding remarks. 
 
 
2. Research Design 
 
2.1. Data 
 
The study has been based on data ―In Global Competition 2009‖ survey, which was organised by 
Competitiveness Research Centre at Corvinus University of Budapest. The aim of the survey was to 
give a general view of the competitiveness of the Hungarian companies. The questioner contained 
nearly 300 questions covering almost the entire aspects of firms‘ operations, management and 
marketing practices. For this paper, I used innovation-related questions that are similar to the 
questions of the Community Innovation Surveys (CIS).   
 
The database contains 302 firms of manufacturing (54%) and service sectors (46%). Due to lack of 
data the regression equations have fewer firms. Although the sample is not representative for the 
Hungarian economy from a statistical point of view, it offers a good opportunity to examine innovation 
activities and the impact of innovation on competitiveness.  For analysing data PASW 18 statistical 
software was used.  
 
 
2.2. Dependent variables  
 
I examine the input side of innovation process by two econometric models. The first model‘s aim is to 
reveal the main characteristics of R&D oriented enterprises. R&D orientation is measured by the 
contribution of R&D to firm‘s competitiveness, that is a subjective perception by the management of 
the firm (1= slight importance; 5= decisive).  As the dependent variable is ordinal, I have used ordinal 
logit regression method.  
 
The second model examines the factors that influence R&D cooperation between enterprises. The 
importance of R&D cooperation has risen steadily as a consequence of the growing complexity, risks 
and costs of innovation (Hagedoorn, 2002; Becker and Dietz, 2004). Collaboration with other firms and 
institutions in R&D is a crucial way to make external resources usable. It offers possibilities of efficient 
knowledge transfer, resource exchange and organizational learning (Becker and Dietz, 2004). The 
variable is dichotomous with value 1 if the enterprise had any co-operation arrangements on 
technological innovation activities with other enterprises or institutions between 2006 and 2008 (18% 
of the 302 firms had it) and value 0 if it had not.  
 
As for the output side of innovation process, I investigate the main characteristics of high performer 
innovative enterprises. Innovation performance has been measured by proportion of sales due to new 
(to the world or Hungary) products. High performers have been deemed those of the companies (12% 
of the 302 enterprises) that have had a share of sales of innovations of high novelty in total sales 
above mean (10%) and value zero if the share is below the sample mean. Since these latter variables 
are dichotomous, I use logistic regression method for model 2 and 3. 
 
Finally, I examine the relationship between innovation and competitiveness on firm level using ordinal 
logit regression. Both economics and management literature assumes that innovation has a positive 
impact on business performance. Due to shifting customer demands, firms that introduce innovative 
products are more likely to remain up to date and achieve higher level of sales. Such firms can also 
gain first mover advantages that have been associated with superior long-term firm profitability 
(Liberman and Montgomery (1988). Earlier, Arrow (1962) pointed out that due to fierce competition, 
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and that copies of rivals‘ products, innovators do not always harvested the fruits of innovation.  
According to Kofouros (2005) there are research findings that confirm the relationship (Hall and 
Mairesse, 1995; Adams and Jaffe, 1996; Kafouros, 2005) and have that challenge it (Link, 1981; 
Sassenou, 1988). Two proxy variables are used for competitiveness: we regard a company 
competitive if it surpasses – according to its own judgement (from 1= low to 5 = high) – the industry 
average or the strongest fellow competitors‘ capital profitability.  
 
 
2.3. Independent variables 
 
The regression analysis investigates the effect of a set of variables. In this study the independent 
variables are: enterprise size, foreign ownership, export intensity (measured as export to sales ratio), 
governmental innovation subsidies (received or not), and hampering factors of innovation including 
lack of external sources (market and technological information, skilled employees), lack of (external 
and internal) financial resources, role of government (legislation, regulations, taxation). Likert scale 
was used for questions relating to barriers to innovation (1 = Low; 5 = High). I have used factor 
analysis for reducing the dimensions of the eight initial hampering variables, so the variables that have 
been gained are uncorrelated reducing the risk of multi-colinearity in the regression model. 
 
The Schumpeterian hypothesis for the size and opportunities for R&D is that big firms have the 
resources and possess a monopolistic power that enable them to face the inherent risk of innovation. 
However, empirical evidence does not confirm the role of the size of the firm in relation to innovation 
and some approaches support that it is also plausible that big firms have rigidities in introducing 
novelty. Problems with statistics, sectoral specificities or even the technological characteristics of 
innovation interfere and make the relation between size and innovation much more complex 
(Caloghiru et al, 2004; Freeman and Soete, 1997) and in that sense it is not possible to conclude on 
that question. In the sample the proportion of large companies has been 7%, medium size companies 
23% and small companies 70%. We have categorized the firms according to size by taking into 
consideration the number of employees, sales revenues and assets value.  
 
While the traditional literature on the role of multinationals in innovation in host countries has 
emphasized the significance of multinationals in international technology transfer, in the recent 
literature the emphasis has been on the increasing role of multinationals in the generation of 
innovations in host countries. Consistent with these developments it seems to be important to raise the 
issue of the impact of foreign ownership on innovation in host countries. In the case of developed 
countries there are several studies based on CIS data, but evidence on the impact of foreign 
ownership is mixed (e.g. Sadowsky and Sadowsky-Rasters, 2006; Dachs, Ebersberger and Lööf 
(2007). As for developing countries, by examining the Latin American companies, Katz and Berkovich 
(1993) was led to the conclusion that the subsidiaries‘ activities mainly confined to the adaptation of 
imported technologies to local conditions. According to Urem (1999) several surveys, conducting in 
developing countries (Latin America and India), confirms that neither R&D activity nor R&D intensity 
has significant relationship with foreign ownership. Urem et al (2008) on a sample of Chinese industrial 
firms have found that foreign firms do not have a higher propensity of innovations of high novelty (new 
to the world or country products), not even when they engage in formal R&D. However, foreign firms 
have a higher intensity of innovations of high novelty than the Chinese firms. Foreign owned 
companies play a decisive role in the Hungarian economy; for example, they have provided about 
70% of the business R&D expenditures in the last decade, which is an extremely high rate in Europe. 
In the sample the ratio of foreign owned companies (with higher than 50% foreign property) has been 
16%. 
 
Usually exporting firms face sharper competition, which could have a positive impact on innovation 
activities (Cabagnols and Le Bas, 2002). More than 39% of the companies exported in 2008. Export to 
sales ratio was 35% on average.  
 
This paper also examine whether firms that receive any public financial support for innovation (17% of 
sample firms) activities are more innovative. Government interventions in innovation are usually based 
on the belief that they are needed to stimulate innovative activities in the private sector. According to 
the studies of Wu et al, (2007) and Bérubé and Mohnen (2009) government subsidies stimulated more 
business R&D.   
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3. Results  
 
With respect to Model 1 there are no significant differences between the firms regarding innovation 
orientation in terms of size, ownership and export. We can conclude that lack of financial resources 
does not play an eminent role in hampering innovation. This is in contrast with the results of our earlier 
three competitiveness surveys from 1996 and the Central and Eastern European CIS surveys, in 
which this factor is the most important. ―Role of government‖ variable is significant and negative, which 
means that according to the management of the enterprises principally this factor hampers firms‘ 
innovation activities in Hungary. ―Lack of external inputs‖ variable is significant and has a positive sign. 
This result denotes that mainly the R&D-focused firms perceive, that it is very difficult to get useful 
external market and technical information as well as skilled workforce.   
 
Table 1: Results of regression analyses of innovation activities and performance 
 

 Model 1 
R&D orientation 

Ordinal Logit 
Regression 

1 Model 2 
R&D cooperation 

Logistic Regression 

Model 3 
Innovation performance 

Logistic Regression 

Variables  Estimate Sig. Estimate Sig. Estimate Sig. 
Constant   -2.529 0.000 -1. 715 0. 036 
Firm size 0.242 0.278 0.493 0.067 -0.339 0.307 
Foreign ownership -0.129 0.756 -0.875 0.124 1.407 0.008 
Export intensity -0.003 0.529 0.008 0.209 0.001 0.854 
Gov. innovation subsidies   1.296 0.001 0.764 0.068 
R&D orientation   0.127 0.345 0.230 0.135 

2 Hampering factors       
Lack of external inputs 0.644 0.000     
Lack of financial resources 0.050 0.718     
Role of government -0.325 0.021     

Threshold 1 -1.053 0.003     
Threshold 2 -0.215 0.530     
Threshold 3 1.120 0.001     
Threshold 4 2.340 0.000     

Number of obs. 

Nagelkerke Pseudo R
2

 
-2 Log-likelihood 

λ
2

 (df)  
Significance 

184 
0.147 

542.755 
27.992 (6) 

0.000 

189 
0.136 

195.964 
18.231 (5) 

0.003 

200 
0.114 

168.248 
14.106 (5) 

0.015 

 
The size of firms has a positive impact on R&D cooperation (Model 2). This result is in accordance 
with the fact that, as a rule, larger firms have the adequate professional and technical background for 
entering into innovation collaborations. There is a positive and significant relationship between public 
subsidies and R&D cooperation, which can be traced back to the fact that the Hungarian government 
wants to spur innovation collaborations via direct grants as well. R&D oriented firms do not take part in 
collaborations significantly larger proportion than the less R&D oriented ones, which means that the 
Hungarian firms rely mostly on themselves. The first two models do not explore significant relationship 
considering foreign ownership. However, in the introduction of new products of high novelty foreign 
subsidiaries play an eminent role (Model 3). The first three models suggest that foreign-owned 
affiliates rely mostly on the technology transfer from their parent companies. Contrary to expectations 
there is no significant relationship between R&D orientation and innovation performance. This might 
suggest that in Hungary R&D currently has no decisive role in the development of new products. Firms 
that receive innovation subsidies are more innovative (Model 3). The results of the models of Table 1 
indicate that export does not play a significant role in triggering firms to enhance their innovation 
efforts.  
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Table 2: Results of regression analyses of firm competitiveness 
 

3  4 Model 4 
Profitability 

(Industry average) 
Ordinal logit Regression 

5 Model 5 
Profitability 

(Strongest competitor) 
Ordinal logit Regression 

Variables 
Innovation performance 
Firm size 
Foreign ownership 
Export intensity 

Estimate 
-0.027 
-0.423 
1.030 

-0.006 

Sig. 
0.940 
0.051 
0.011 
0.235 

Estimate 
0.521 
-0.499 
0.998 

-0.005 

Sig. 
0.151 
0.026 
0.014 
0.347 

Threshold 1 
Threshold 2 
Threshold 3 
Threshold 4 

-4.105 
-1.779 
0.452 
2.373 

0.000 
0.000 
0.165 
0.000 

-4.274 
-2.016 

0.047     2.359 

0.000 
0.000 
0.887 
0.000 

Number of observations 

Nagelkerke Pseudo R
2

 
-2 Log-likelihood 

λ
2

 (df)  
Significance 

213 
0.043 

279.809 
8.678 (4) 

0.070 

203 
0.063 

261.018 
12.144 (4) 

0.016 
 

 
 
There is not found significant relationship between innovation and firm performance (Table 2). 
However, the finding that innovation performance variable is more significant in Model 5 suggests the 
important role of innovation in competitiveness, as obviously more difficult to show a higher 
performance against the strongest competitor than the industry average. Two of the control variables 
are significant statistically, which means that firm‘s structural characteristics, size and ownership, are 
more important determinants of competitiveness than innovation.   
 
 
4. Conclusions 
 
This paper analyses the determinants of innovation activities and the impact of innovation on 
competitiveness based on Hungarian firm level data.  
 
We find that low proportion of the companies take part in R&D collaborations and even R&D oriented 
firms do not participate in it a higher rate than average. It would be particularly beneficial for Hungarian 
companies and universities to cooperate with foreign owned subsidiaries because of spill over effects. 
Unfortunately as our results show (not statistically significant difference) their R&D cooperation 
propensity is lower then the Hungarian companies‘. Foreign owned subsidiaries are more innovative 
than the Hungarian counterparts so it is very likely that they rely mostly on the technology transfer 
from their parent companies. Public R&D subsidies contribute significantly to the firms‘ high innovation 
performance.  
 
According to our data there is no significant relationship between innovation and competitiveness, 
showing that at the level of economic development at which Hungary is, other factors than R&D and 
innovation are more crucial (e.g. quality, production efficiency).   
 
The aim of this paper is to present the Hungarian experience about topics that are widely studied in 
the innovation literature. The comparison with the experience of other countries will greatly facilitate 
the application of the Oslo Manual, but one must take into consideration that – compared with the CIS 
samples – our sample consists of significantly less firms.  
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Abstract 
 
Contemporary managers of the Czech companies can´t use only one structure of value items of the 
output unit (as costs, margin, profit, price) for all decisions of the output oriented cost and 
management accounting. The large variety of various costings must exist, for example absorption 
costings of full costs, retrograde benefit costings of the output, costings of variable costs, costings with 
the gradual stratification of fixed and variable costs, price costings and others. Top managers and 
managers at particular managing levels of private firms, state enterprises, banks, insurance 
companies, schools, hospitals or travel agencies and others must start from information of costings, 
budgeting and management accounting connected with the suitable choice of solutions of a specific 
problem of the company in the Czech Republic.  
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1. Introduction and Aim of Contribution 
 
Costings as instruments of the value management serve as information support for the output oriented 
management together with centre budgets, with internal transfer prices and with information of cost 
and managerial accounting.  
 
Costings present how to assign or ascertain costs, profit, margin, price and other value items of the 
output unit (product, semi-finished product, and service), some activity or its part (operation) or the 
investment action on the natural output unit sold to market customers or given for the internal using to 
other responsibility centers (Knapová, B., 2007).  
 
The costing method shows how costs and other value items are assigned or ascertained on the 
natural output unit. The costing method depends on the determination of the costing object, on the 
cost structure of the costing unit and on methods of the cost allocation to the costing object (Russel, 
D., Patel, A., Wilkinson-Riddle, G., 2002). 
 
All kinds of outputs of a company are considered for the costing object. The costing unit and the 
costing volume must be determined, too. The costing unit presents the concrete output unit (specified 
by quantity, time, kind, quality or other way), which assigns or ascertains costs and other value items. 
The concrete number of costing units creates the costing volume, for which total costs are assigned or 
ascertained. 
 
The structure of various types of costings is given by individual conditions of each company in 
connection with important managerial decisions; appropriate costings of specific items of costs and 
other value items serve to the solution of decision-making tasks. This contribution deals with the 
position, significance and use of costings for the management of outputs of main business (earned) 
processes and activities of the Czech companies.  

 
 

2.  Findings: Costing System in Time Horizon of Output Management  
 
More costings must be prepared for managers´ decisions in relation to their business process. The 
system of all costings and relations among them is called the costing system (Fibírová, J., Šoljaková, 
L., Wagner, J., 2009). It respects the time horizon of the management of business processes and 
activities. As to elements of this system, particular types of costings are monitored in the time and 
create background for the output oriented strategic, tactical and operative management. A relation 
among elements of the costing system permit to compare costings one to another and to analyze 
differences (variances) among them. 
 
It is logic that the costing system primarily serves for the management of output unit during its 
preparation and creation. Costing system is used as the information instrument of the periodic 
planning, fulfillment and control of cost output items in time (Petřík, T., 2005). This system of costings 
looks subsequently: 
 

o strategic costings 
o preliminary costings 
o estimate costings alias pre-costings 
o plan costings 
o operational costings 
o actual costings  

 
All types of these costings are explained in the following text of this paper. 
 
 
2.1. Strategic oriented management of product costs  
 
Strategic cost management appears in the stage of the research, development, construction and 
technological preparation of new or innovated products, when relevant decisions come, and concern 
of parameters of the product and manner of its production; simultaneously it is decided about future 
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costs of the product. The fact, which is respected, regarding nearly 85-90% of costs connected with 
new products, is the consequence of decisions made in pre-production stages.  
 
Just the possibility of the cost management in this stage became by the stimulus for the development 
of new information instruments of this management. But there are only limited possibilities of the cost 
management in the stage of the own production, because the most of costs are so-called sunk costs 
or directly invoked costs (Král, B., et al., 2010) by parameters and ―decided‖ manner of the production 
of products. Then the operative management of the creation of new or innovated product is oriented 
―only‖ on the keeping of the economy of costs.  

 
Picture 1: Development of accrued costs of a product during life cycle 
 
Accrued costs in percentages 

 
Life costs       

      Bankruptcy                       
 
Source: Šoljaková, L. (2003), Management Accounting for Strategic Management, Management 
Press, Prague 
 
 
2.1.1. Target costings 
 
The target costing is strategic costing for the management of product costs in pre-production stages 
and is used to the achievement of the lowest future costs expended on a product.  
 
The assignment of the target costing is connected with the activity, when it is necessary to verify all 
possible manners of the cost reduction in the stage of the research, development and preparation of a 
new or innovated product. Such product with required design, which fulfills wishes of customers and 
ensures the required profit by means its price, should be the result of this output creation.  
 
The target costing shows new possibilities for the using of costings in the management. There are 
some dangers connected with its application. The target costing has the effort to reduce product costs, 
however it is not possible to exceed the certain cross, when this reduction of costs incurs the reduction 
of the quality, the deterioration of work conditions or performance. The cost reduction brings the 
positive effect for the restriction of the waste or the elimination of unnecessary and unproductive sub 
processes. 
 
Information of the target costing must be used ―sensitively‖. This costing constructed before the 
beginning of the production is relatively ―imprecise‖ costing. Mistakes can come both with the estimate 
of the target price and with the assignment of costs.  
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The target price can be assigned as too high price and the market doesn´t accept it. Then managers‘ 
can´t reach of the required effect and must reduce it. There are greater risks in the field of costs. Some 
costs can be forgotten or other possibilities of cost savings can be shown during the production. The 
effort to achieve of target costs can prolong the whole research and development, too. Thereby the 
risk is increased in it that the target price will not be valid, prices of particular inputs will be changed 
and so on. Simultaneously total costs of the research and development will be increased and such 
question is logic, if economic resources, given to the research and development, will be returned with 
higher profit in the future. 
 
Although the target costing can´t mean the fault in the field of costings neither doesn´t solve traditional 
problems connected for instance with the allocation fixed costs to costings, managers see its benefit in 
the change of the approach by the customer to the own production (Hansen, D.R., Mowen, M.M., 
2007) and then in the change of the management of costs in pre-production stages (Proctor, R., 
2009). 

 
Process of assessment of target costing 

 
Beginning of life cycle                        Project of new product 

Target price 
Target profit 
Target costs 

 
Main constructional and technological changes 

 
Are costs accordant with target costing? Yes / No 

 
Life cycle costs 

 
Are life cycle costs acceptable? Yes / No 

---------------------------------------------------------------------  Target costing 
 

Beginning of the production 
 

Small constructional and technological changes 
 

Finishing of the production 
Finishing of life cycle   ---------------------------------------------------------------------   Kaizen costing 

 
 
The benefit of new costing methods of the strategic management, i. e. using of the target costing and 
life cycle costing, consists in the orientation on a customer, in the management of costs during the 
whole life cycle of the new or innovated product and also in the taking account of changes of costs 
and prices (including costs of the research and development) and in the effort to emphasize attributes 
of costs and price of the introduced product or service and the possibility of the sale of the final output 
to market customers.  
 
 
2.1.2. Life cycle costings 
 
The life cycle costing is other new instrument for the strategic management of costs. Firstly, this 
costing estimates product costs, which are expended during its whole life cycle. It comprises wider 
view on product costs; it takes in (except costs rising in connection with the production, sale and 
administrative) also costs from the pre-production stage (costs of the research and development, the 
construction and technological preparation of the production), costs connected with the finishing of the 
production cycle and other costs, which are not in operational and plan costings, for instance costs of 
the environmental character. Secondly, the life cycle costing enables to see changes of the product 
price and changes of product costs during the whole life cycle of the product.  
 
Shorter life cycle of the product and the growth of costs connected with the preparation of the new or 
innovated product were by the reason of managers´ thinking. The comparison of the price or revenues 
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from sale of the given product and costs rising in the time period of the production and sale can´t 
suffice to the evaluation of the profitability of products, but it is necessary to take account of costs from 
the pre-production stage, too.   
 
It is possible to assign the life cycle costing before the beginning of the production process, within life 
cycle and at the end of life cycle. The life cycle costing, assigned before the beginning of the 
production process, together with the target costing, have the main significance for the strategic 
management. Managers can take the certain precaution just in the pre-production stage in 
consideration of the future development of costs and revenues or they can decide if the product will be 
given to the production program. 
 
The assignment of the life cycle costing before the beginning of the production start from following 
factors (Šoljaková, L., 2003): 

o duration of the life cycle of the product 
o prediction of the sale volume for the whole life cycle 
o presupposed development of the product price 
o prediction of total costs connected with the product 

 
The life cycle costing is also used for the evaluation of costs in pre-production stages. Costs of the 
research and development have the character of investment expenses and it is possible to use all 
methods for the evaluation of the effectiveness, for instance the net present value, index of the return 
and others.    

 
 

2.2. Preliminary costings for tactical and operative management 
 
Preliminary costing is the name for costing prepared before the beginning of the process of the 
creation of an output, which is cost object. The significance of preliminary costings consists in the 
assessment of value tasks of the creation and sale of outputs, for example as to their cost 
consumption. Estimate costings, plan costings and operational costings represent various types of the 
preliminary costings.  
 
 
2.2.1. Estimate costings 
 
Estimate costing presents preliminary structure of allocated costs of an output unit. The main aim of 
this costing is to inform about the preliminary judgment of the effectiveness of the innovated output or 
for the judgment of the price of a new output. It is necessary to calculate costs both for outputs 
determined to market (external) customers and for internal needs of the company, for example in 
consideration of the new investment, which will produce new products. 
 
Estimate costing is assigned simultaneously with technical demands of the product, but still before its 
construction and technological preparation, when consumable and output standards are not to the 
disposition yet. It is necessary to prepare costing on the basis of orientation items, for example by own 
or foreign similar products and their technical and economic parameters, costs, prices or in the 
application of processes of their value analysis.    
 
 
2.2.2. Plan costings 
 
Plan costing reflects the preliminary structure of cost consumption of an output, which has the 
importance for outputs made within one year repeatedly. 
 
These costings are assigned in connection with the detailed construction and technological 
preparation of the production of the concrete product on the basis of well-known consumable and 
output standards, which start from existing conditions of the construction solution of the output. 
However standards are adjusted about innovations and changes, which can come in the given 
accounting period. The quantification of these innovations and changes is included to various plans as 
plan of technical and organizational measures, plan of change management, plan of innovations and 
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others. The improvement of the utility of products and the decreasing of their cost consumption are 
tasks for the centre of the technical and technological production preparation. 
 
Plan costing has two forms as: 

o plan costing of the partial time periods (or partial job orders), which expresses the level of 
advance assigned costs in shorter time period (or for every job order) with supposed changes 

o plan costing of the whole year period (or for all job orders), which shows weighted arithmetic 
average of particular levels of advance assigned costs, and react on changes of the year plan 
of innovations; volumes of outputs supposed in shorter time periods (or for particular job 
orders) constitute the weights 

 
Plan costings are used in two relevant lines as: 

o one of the information cost sources for Budget income statement 
o the tactical instrument of the management of unit or variable costs in relation to operational 

costings 
 
 
2.2.3. Operational costings 
 
Operational costing expresses the preliminary structure of the cost consumption of an output, which is 
accepted always since day, when changes were realized during production process and afflicted 
output costs. This costing shows the advance assigned level of costs, which reflect adjusted 
conditions of the output creation, and determines the amount of costs for the supposition that 
construction, technological and production presumptions will be kept. These presumptions are 
included to the construction and technological documentation, which is prepared by centre of the 
production preparation. Operational costing is connected with its documentation. 
 
Operational costings are assigned on the basis of operational standards in items of direct unit costs. 
These standards reflect the level of the material output consumption and output laboriousness in 
consideration of concrete conditions of the output creation. Operational standards are changed, if 
changes of these conditions come. 
 
Operational costings are used with the defining of cost tasks to production centres and with the 
fulfillment of these tasks. Costs by operational costings serve to the ensurence of the year plan of 
costs.  
 
 
2.3. Actual costings for management 
 
Actual costing represents costing prepared after finishing of the process of the creation of the concrete 
output. This costing expresses actual (incurred) costs of the output unit produced in the given series, 
job order or in the total volume of outputs made in the accounting period. Incurred average unit costs 
compared with the operational cost task serve as information for: 

o the ascertainment of the actual cost savings or overruns towards particular cost items of 
operational costing of the output  

o the judgment of the total cost economy of centers, which participate in the creation of the 
output 

 
Information ability of differences between costs of actual and operational costing is the highest in the 
field of unit costs. 
 
 
2.4. Price costings for output valuation 
 
Price costing is the significant information instrument of the assessment of the price of the created or 
provided output in the form of the product, semi-finished product or service. There is different 
approach to the assignment of price costings versus preliminary costings. While current costing 
reflects required or actual flows of expended costs, the price costing presents flows of back return of 
these costs and profit achieved from revenues.  
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This different approach is shown also in the content of price costing. While current costing presents 
the cost output consumption expressed as costs in their financial or value concept, price costing 
comes out costs in their economic concept, that is contains also the calculated profit or other value 
which indicates the demanded level of the valuation of economic resources, which were given to the 
business output. 
 
 
2.5. Use of costings for business management 
 
Costing system in the short and large concept (Knapová, B., 2007) has the multilateral use for the 
output oriented cost and managerial accounting. Possibilities of using and information ability of 
costings for the management and decision making are very various in many directions.  

o Costings permit to show relations among responsibility centers in connection with internal 
transfer alias intradepartmental prices and manners of the motivation influence for the 
management of these centers.  

o Costings serve to the long-term analysis of the cost consumption of the output unit. 
o Costings are concerned with the required managerial decision about the optimal volume and 

structure of sold outputs (determined by output margin) and about the maximum utilization of 
the production centre capacity. 

o Costings enable such decision if some output will be produced by own centre or will be 
ensured from the market environment.  

o Costings present information tools needed to price decisions.  
o Costings help with the preparation of the plan of costs of Budget income statement.  
o Costings are used as information instrument of variance management of the cost economy 

especially in the field of unit and variable costs.  
o Costings have their importance for the strategic output management. 

 
 
3.  Conclusions 
 
Top management and managers at various levels of the management of every business company in 
the Czech Republic must start from the suitable information of the output, responsibility, process and 
customer oriented cost and managerial accounting so that could manage and decide according to 
costings, budgets and information of cost and managerial accounting about another development of 
their business which points to the growth of company performance. 
 
New developmental tendency consists in the assumptive use of the target costing and the life cycle 
costing, which show directions of the further progressive production of outputs under conditions both 
of great corporations and small and middle-size enterprises. 
 
Top managers of the Czech companies can integrate the business process of the accounting entity 
through the strategic management into one existing and continuously running whole. They must to 
create and manage system relations among particular company´s responsibility centers in 
consideration of the successfulness and prosperity of their business. The strategic management 
includes decisions about new unstandard processes, products and services under conditions of the 
permanently certain uncertainty. The Czech managers must pay attention also to tactical and 
operative management of business processes and activities with regard to the optimal securing of 
economic efficiency and cost economy.  
 
This paper was prepared in the framework of research project ―Contemporary Problems of Valuation 
for the Purposes of Company Management: Owner´s and Manager´s Approach‖. 
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Abstract 
 
People‘s characteristics are given things that determine their behaviour, which would imply that they 
act the same way in similar situations. Furthermore it generates the consumption that the same level 
of performance is expected in similar circumstances. Should this theory be accepted forecasting work 
performance of employees with similar personality traits in the same job would not be a problem. 
 
Observing our behaviour we can declare that it is not the case, however similar conditions trigger our 
brain to recall the previous event(s) positive or negative outcomes and warn us to behave similarly or 
differently then in the past.   
 
This paper intends to synthesise theories on situational behaviour, personality and contingency by 
Michel, Nisbett, Funder, Kendrit, Fiedler and Grant as well as trait emotional intelligence theories and 
research results from Petrides and Furnham, Villanueva and Sánchez, Salovey and Mayer, and 
models, factors that leads to high personal and organisational performance, such as Blanchard‘s High 
Performing Organisation (HPO) SCORES model.  
 
Leaders for the next decades will have the technological advantages to have time to facilitate 
employees‘ performance. It will not be enough to know the key competences, skills, abilities and 
strengths but leaders truly need to be aware of employees‘ personality traits and the way they behave 
under different circumstances. Therefore future leaders need to go back to basics, listen and talk to 
their workers.  
 
 
Keywords 
 
Emotional intelligence, situational leadership, situational behaviour, high performance, emotional 
labour 
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Introduction 
 
People‘s characteristics are given things that determine their behaviour, which would imply that they 
act the same way in similar situations. Furthermore it generates the consumption that the same level 
of performance is expected in similar circumstances. Should this theory be accepted, forecasting work 
performance of employees with similar personality traits in the same job would not be a problem. 
 
Observing our behaviour we can declare that it is not the case. However, similar conditions trigger our 
brain to recall the previous event(s) positive or negative outcomes and warn us to behave similarly or 
differently than in the past.   
 
This paper intends to synthesise theories on situational behaviour, personality and contingency by 
Michel, Nisbett, Funder, Kendrit, Fiedler and Grant as well as trait emotional intelligence theories and 
research results from Petrides and Furnham, Villanueva and Sánchez, Salovey and Mayer and 
models, factors that lead to high personal and organisational performance, such as Blanchard‘s High 
Performing Organisation (HPO) SCORES model.  
 
Leaders for the next decades will have the technological advantages to have time to facilitate 
employees‘ performance. It will not be enough to know the key competences, skills, abilities and 
strengths but leaders truly need to be aware of employees‘ personality traits and the way they behave 
under different circumstances. Therefore future leaders need to go back to basics, listen and talk to 
their workers.  
 
 
Managing Successfully in the 21

st
 Century 

 
In a technocratic society highly skilled elite with versatile knowledge take advantage of the power they 
gain in a company. The term technocracy

1
 has been used in many fields from engineering via politics 

and now in management. Management is generally regarded to have three major dimensions: 
conceptual, technical, and human. Furthermore management must always be alert to new perspective 
to meet the environmental challenges and to shift to a new paradigm. Some of the new paradigm 
characteristics include coverage of information technology and empowerment, reengineering and 
benchmarking as part of total quality management, and learning organization for managing corporate 
culture and behavior as well as diversity of work (Vandeveer et al, 2010).  
 
According to Melé and Sanchez-Runde (2011) two issues influencing today‘s organizational and 
managerial behavior in acting first is that the current crises influence equally the developed and less 
developed countries both on economic and social levels and as not all countries have the same 
problems the change from standardized considerations to a rather local non-standard one is required. 
This relates to the second issue which is uncertainty. If there are non-standard concerns people feel 
uncertainty which results in negative attitudes and distrust. Therefore a holistic understanding of 
management and ―a new humanistic synthesis between technical and human and ethical aspects of 
business and organization‖ are needed (p.545). When applying,0 people management must consider 
the technical dimensions of a particular functional area and set the skill and knowledge or sometimes 
attitude required for the position. Although most managers still believe and act according to the 
McGregorian theory X the number of leaders who realize the complexity and diversity of human 
behavior at work is increasing. Theories and researches regarding management behavior style has 
been characterized by dichotomy through decades: employee cantered-job centered; people oriented-
production oriented, democratic-autocratic are just a few to mention. Tate (2010) argues that 
systematic thinking makes an organization successful. His principle is that leadership is one of the 
chief resources of the organization therefore it needs managing according to the following six 
cornerstones (pp. 52-53):  

o recognising that the organisation holds most of the cards in remedying performance short falls; 
o not relying on building a critical mass of trained managers; 
o balancing supply-push interests with demand-pull ones; 

                                                           

1Technocracy is an organizational system in which decision makers are selected on the basis of technological 
knowledge, often because of some conflict or competition where technological escalation is a constant feature 
(http://www.knowledgerush.com/kr/encyclopedia/Technocracy).  
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o distributing leadership; 
o plugging the gaps and filling the spaces; 
o focusing performance management and appraisal discussion on the system more than on the 

individual performer; 
o managing accountability. 

 
Although systematic thinking is believed to be the key to organisational success individual competence 
is inevitably to achieve this victory.  
 
The Blanchard-Hersey situational leadership theory has continuously been developed based on the 
assumption that ―leader task and relationship behaviors are moderated by the level of follower 
readiness‖ (Blank et al.1990, p.580). The theory explains that successful leaders should change their 
leadership style according to the maturity level of the people they lead and the details of the tasks 
(Blanchard et al. 2010). This theory shows similarity to both contextual and flexible theories of 
leadership. The primary (Osborn et al. 2002) describes four contexts, stability, crisis, dynamic 
equilibrium and edge of chaos, where each context requires a different manager behaviour while the 
latter, flexible leadership is a „theory of strategic leadership that emphasizes the need to influence key 
determinants of financial performance for a company: efficiency, innovative adaptation, and human 
capital‖ (Yukl, 2008, p. 5). 
 
To manage people effectively, 21

st
 century managers must bear in mind the ancient truth from 

Aristotle‘s that „pleasure in the job puts perfection in the work‖ (Stein, 2007). Consequently employers 
have the moral responsibility to create the conditions for employees‘ meaningful work possibilities and 
moreover stakeholders would be concerned to have meaningful work for meaningful needs 
(Michaelson, 2011). Meaningful work is freely entered into, allows workers to exercise autonomy, 
develop rational capacity, supports employees‘ moral development, it does not obstruct workers how 
to obtain happiness and provides wage sufficient for physical warfare (Bowie, 1998). 
Csíkszentmihályi‘s (1997) research revealed that people are generally unhappy doing nothing but are 
generally happy doing things, and generally do not really know about what made them happy. People 
have more flow

2
 moments at their workplaces than in their free time, therefore to achieve flow 

moments goals must be clear, immediate feedback and a balance between opportunity and capacity 
are required along with some human factors such as focused concentration, sense of potential control, 
loss of self-consciousness. 
 
Csíkszentmihályi (1997) likens doing work unto playing a game where aims and rules are set, which 
gives the mind and soul a secure place to be totally preoccupied. The spell breaks if someone does 
not play according to the rules and (mutual) aims vanish.  
 
An organisation is a combination of people and science and to manage people in an organisation one 
needs to understand its operation. Technology and science in an organisation is predictable whereas 
human behaviour is rather a soft factor. However, with attentiveness managers can learn to deal with 
their own and employees‘ feelings. 
 
 
Emotional Intelligence 
 
There is scope of terms defining emotional intelligence (Payne, 1986; Goleman, 1996; Cooper and 
Sawaf, 1997; Bar-On, 2006) but undoubtedly Salovey and Mayer were the first who gave a definition 
by stating that emotional intelligence is ―the ability to monitor one‘s own and others‘ feelings and 
emotions, to discriminate among them and to use this information to guide one‘s thinking and action‖ 
(Salovey and Mayer, 1990, p.189). Today‘s definition of emotional intelligence depends heavily on the 
situation and needs as it has been developed to a complex, complicated and specific term. Social 
intelligence, intellectual intelligence personal intelligence or interpersonal intelligence are just a few to 
mention. Table1. provides a summary of the major theories, researchers and component elements of 
emotional intelligence. The summary is not complete as since 2001 more EQ theories and 

                                                           

2Flow is a mental state of mind created by activities with a specific set of properties: they are challenging, require skill, 
have clear and immediate feedback (one knows whether one is doing the activity properly or not), and have well-defined 
success or failure metrics (Csíkszentmihályi). 
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measurement have been developed but some of their validations are still being tested such as STEM 
and STEU (Austin, 2010). According to Goleman (1996) IQ contributes only 20 per cent to determine 
success in life the rest depends much on internal factors such as personality traits, emotion and other 
external factors.  It certainly does not mean that emotional intelligence is more important than IQ. 
Goleman (1996) states that people with excellent combination of IQ and EQ are likely to be more 
successful in their work than those who have far above the ground IQ but not so developed EQ. 
 
Table 1: Essential Emotional Intelligence Theories  

Goleman 
(1995) 

Mayer & Salovey 
(1997) Bar-On (1997) 

Cooper & 
Sawaf 
(1997) 

Higgs & Dulewicz 
(1999) 

Petrides & 
Furnham (2001) 

self-
awareness 

preparation, 
appraisal and 
expression of 
emotion intrapersonal 

emotional 
literacy  

drivers: motivation, 
intuitiveness 

well-being: 
optimism, 
happiness, self-
esteem 

self-regulation 

emotional 
facilitation of 
thinking interpersonal 

emotional 
fitness 

constrainers: 
conscientiousness, 
emotional resilience 

sociability: 
emotional 
management, 
assertiveness, 
social-awareness 

self-motivation 

understanding and 
analyzing emotion; 
employing 
emotional 
knowledge adaptation 

emotional 
depth 

enablers: self-
awareness, 
interpersonal 
sensitivity, influence, 
trait 

emotionality: 
empathy, emotional 
perception, 
emotional 
expression, 
relationships 

empathy 

reflective regulation 
of emotions to 
promote emotional 
and intellectual 
growth 

stress 
management 

emotional 
alchemy  

self-control: 
emotional 
regulation, 
impulsiveness, 
stress management 

handling 
relationships   general mood     

auxiliary facets: 
adaptability, self-
motivation 

 
Source: Adapting Pérez, Petrides, Furnham (2005, pp.138-139) and Dulewicz and Higgs (2000, 
pp.352-354). 
 
Boyatzis defines job competences as ―…underlying characteristic of a person in that it may be a 
motive, trait, skill, aspect of one‘s self-image or social role, or a body of knowledge which he or she 
uses‖ (1982, p.21). Meanwhile Spencer and Spencer (1993) believe that competencies are underlying 
characteristics which actually determines how people think, behave or act in a situation. According to 
them there are five types of competency characteristics: motives, traits, self-concept, knowledge and 
skill. Competences should include an intent without which there is no action. This intent is the motive 
or trait which ―predict skill behaviour actions which in turn predict job performance outcomes‖ (Spencer 
and Spencer 1993, p.12). Sparrow and  Hiltrop (1994) make distinction between behavioural, core and 
managerial competences, the first being a the personal attitude people bring with themselves to work, 
the second relates to strategic competences that influence competitive advantage and the third 
includes those attitudes, skills and knowledge which are indispensable for successful performance. In 
Hungary among others Forgács (2002) defines competence as being able to adapt successfully to 
continuously social and work changes without any psychic impairment. Though this ability only leads 
to success if it is coupled with aptitude. Boyatzis (1982) compiled a theoretical and empirical clustering 
of competencies in the emotional intelligence model and latter based on Goleman theory and 
conceptions (1996) with Kenneth Rhee they (Boyatzis et al., 1999) developed the clusters as Table 2. 
presents.  
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Table 2: Theoretical and Empirical Clustering of the Competencies in the EI Model 
 

Self-Awareness Cluster: 

 emotional self-awareness 

 accurate self-awareness 

 self-confidence 

Self-Management Cluster: 

 self-control 

 conscientiousness 

 adoptability 

 achievement orientation 

 initiative 

Social Awareness Cluster: 

 empathy 

 organizational awareness  

 service orientation 
 

Social Skills: 

 leadership 

 communication 

 influence 

 change catalyst 

 conflict management 

 building bonds 

 teamwork and collaboration 

 developing others 

 
Source: based on Boyatzis, Goleman and  Rhee (1999. p.14): Clustering Competence in Emotional 
Intelligence: Insights from The Emotional Competencies Inventory (ECI) 
 
Nowadays, regarding emotional intelligence, researchers and literature fall into three groups: ability 
model, trait model and mixed model. Salovey and Grewal (2005) explain ability model that people with 
different abilities respond to and process emotional situations and to deal with social situation they 
consequence develop adaptive behaviours. The second group (Petrides, 2009) views emotional 
intelligence as being vitally different form traditional cognitive intelligence and regard emotional 
intelligence as trait. The mixed model can be best characterised by Goleman (1996) who believes 
emotional intelligence is a mix of mental ability, competences and skills and that EI is more important 
than IQ when success of life is considered therefore problems can be combated after completing 
trainings. 
 
 
Situational Behaviour, Contextual Intelligence and Personality Traits  
 
Numerous studies have wished to identify behaviour patterns and traits that make leaders effective 
and also find the leadership style which is the most efficient in a particular situation. The theory that 
examines the adequacy between situation and the leader and also provides guiding principles for 
managers to achieve this adequacy is situational or contingency theory (Miner, 2005).  
Fred E. Fiedler‘s contingency theory explains that different situations require different leadership style 
from managers. His contingency model is based on "three, critical, situational components which are 
likely to affect the leader's influence" (1964, p. 158): 
 

o task or situational favourableness, which indicates how structured the job is (highly, fairly or in 
between) and how much power the leader is granted; 

o leader-group relations, which shows loyalty dependability and the support a leader receives 
from the employees and where "leader's interpersonal attitudes influence group performance 
to a significantly greater degree than similar attitudes of a leader who is sociometrically not 
accepted" (Fiedler, 1964, p. 159); 

o position power, the amount of authority or power a manager gains in the position to direct, 
lead, support or punish subordinates. 

 
According to Chemers (2002, 152), a frequent co-author with Fiedler, ―leaders with a good match 
between leadership orientation and situational characteristics tended to perform more effectively, 
express greater job satisfaction, report less job stress and stress-related illness, and most 
interestingly, describe themselves as upbeat, confident, and in control of the leadership situation 
compared to leaders who are out of match‖.  
 
Mischel‘s (1968 cited in John et al, 2008) personality versus situation debate also assumes that 
personality determines behaviour however people‘s behaviour varies according to situational 
circumstances. He goes further by proving that personality and situational behaviour highly depends 
on the meditative process and decoding. Personality is a strong predictor of behaviour generally in all 
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situations but not in a specific situation at a specific time yet personality traits are the most adequate 
psychological variables which predict behaviour (Nisbett, 1980 cited in Funder, 2001). Different 
situations affect different people in different way thus behaviour can be defined as personality and 
interpretation of the situation. Those with high-self monitor, social awareness, self-control, 
assertiveness, emotional perception and stress-management try to adopt more to the situation. 
Naturally the more experienced a person in a similar-like situation the higher chance he or she 
behaves in a similar way next time. 
 
Kenrick et al. (1991) assume that personality traits are not completely revealed in all situations, there 
are cases which allow showing personality but traits do not have constant influence on behaviour. 
Grant (2000) brings examples from the hotel industry where ―failure to respond to individual people 
needs in the given environment can result in lost sale, dissatisfied customer, low team morale and 
misunderstanding‖.   
 
Different circumstances can also be categorised by geography, job roles, genders culture, politics, 
organisational climate etc. The term contextual intelligence is defined by Kutz (2008, p.5.) as ―a 
leadership competency based on empirical research that integrates concepts of diagnosing context 
and exercising knowledge‖, it is a cluster of abilities to rapidly recognise the link between past event 
and future outcomes and as well as being aware of the present variables to apply appropriate 
influence in a given situation. Figure1. illustrates the contextual intelligence triad where the three 
interlocking circles shows the relationship. 
 
Figure 1: Contextual Intelligence Triad 
 
 
 
 
 

 

 

 

 

 
 

     

         

         
 

 
 

        

         

         

         

         

         

         

         

         

         
 
Source: adapted from Kutz (2008, p.7.) 
 
 
What Elicit High Performance? 
 
According to the International Labour Organization (ILO, 2006, in Armstrong et al, 2010) high 
performing organisations have five main characteristics in common: 
 

o People management: A focus on HR/ people issues, including fair and open recruitment, 
effective management, and well-established discipline and grievance procedures. 

o Employee involvement: A focus on employee involvement that encourages teamwork and 
developing responsibility, trust, and communication. 
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o Training and development: A focus on continuously developing employees. 
o Diversity and equality: A commitment to equality and a diverse workforce by promoting equal 

opportunity. 
o Work organization: A variety of working patterns, including flexible work arrangements, work-

life balance, family-friendly policies, and organizing work to match demand. 
 

Blanchard‘s (2010) situational leadership theory implies that everyone‘s energy is important in high-
performing organisations where three bottom lines provider of choice, employer of choice and 
investment of choice differentiate excellently performing organisations from the average ones. ―High-
performing organisations are enterprises that over time continue to produce outstanding results with 
the highest level of human satisfaction and commitment of success (Blanchard et al. 2010 p.9)‖. 
 
 Based on the results of the Blanchard companies‘ researches the HPO SCORES model was created 
to display the key factors witch altogether influence high performance (see Figure 1.). The acronym 
stands for six elements that are the followings:  
 

S = shared information and open communication 
C = compelling vision 
O = on-going learning 
R = relentless focus on customers results 
E = energising systems and structures 
S = shared power and high involvement 

 
However, if the leader does not behave and act accordingly sand sticks into the cog-wheel and the 
high-outcome is dubious. The leader is a key figure whose leadership style should rather be a 
coaching, involving, empowering and supporting depending on to different individual development 
stages and situations.  
 
Nevertheless most employees work within a unit of 5-20 people on the daily bases where they learn 
each other‘s behaviour in time. Wofford (1971) research results examining employees‘ rating of work 
unit performance indicated five managerial behaviour dimensions (p.11): group achievement and 
order, personal enhancement, personal interaction, dynamic achievement and finally security and 
maintenance. The study showed that teamwork approach is effective if a team is small, tasks are 
flexible and the team leader or manager is oriented toward dynamic achievement and personal 
enhancement. Wolf et al. (2002) in their research elicit the following concepts accountable for 
individual high performance: self-management, creativity, positive personality and the ability to 
develop cohesive and supportive relationships with people 
 
 
Emotional Labour and Meaningful Work 
 
Everyone working with people does emotional work. Hochschild (1983) first used the term emotional 
labour which” requires one to induce or suppress feeling in order to sustain the outward countenance 
that produces the proper state of mind in other‖ (Hochschild, 1983 p.7). People control their emotions 
both in their personal and work life. Emotional labour is controlling emotions to comply with social 
norms. The two types of emotional acting Hochschild (1983) differentiates are surface and deep 
acting, the formal refers to circumstances when emotion is expressed without feeling that emotion and 
the latter is a state expressing actual feeling but also involves method acting which is using past 
emotional experience.  Inevitably emotional work requires a mature personality but even their patience 
have a limit and constant stress can lead to burnout

3
.  

 
There are organisational ‗feeling rules‘ that workers are aware of and it is the mangers duty to 
communicate and set example of how to apply these rules in certain situations. 
 

                                                           

3Burnout can be considered as a prolonged job stress, i.e., demand at the workplace that tax or exceed and individual‘s 
resources (Maslach, 1993, p.9.) 
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Furthermore managers have responsibility is to create meaningful work and recognise employees‘ 
reaction to it, as ―responsibility for meaningful work is a management ethics question insofar as 
responsibility for employees‘ well-being and for one‘s own market contribution, both important 
business issues, are also important ethics issues‖ (Michaelson, 2011). 
 
Wrzesniewski et al. (1997) demonstrates that people relate to their work in three major ways as jobs, 
careers, and callings. Job is something which is necessary and financially rewarded, career is a form 
of advancement generated by internal or/and external challenges while calling when intrinsic 
motivation focus on enjoyment of fulfilling, socially useful work. If someone‘s job is a calling and builds 
a career this employee is likely to out-perform others with this instinct motivation.  
Conclusion  
 
Managers do not make workers happy though help employees to find their individual path to immerse 
in flow. As we learnt from Csíkszentmihályi (1997) this state employees do not feel to be forced to 
work. Although high performance can be triggered by threats (e.g. losing a position) or positive 
incentives (e.g. bonus) sustainable high performance which is beneficial for all stakeholders can only 
be achieved with an emotional intelligent leader (Goleman et al. 2002) who by generating his or her 
traits can act accordingly in different situations. When workers feel secure, know the organisation‘s 
operative and feeling rules, see the challenging yet not too demanding goal and get feedback regularly 
about their meaningful work then the circumstances are given to achieve high performance. 
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Abstract 
 
The Czech economy is a small open economy, highly dependent on the foreign trade activities of the 
Czech companies. In the recent years the Czech currency, the Czech koruna, enrolled increased 
volatility related to the currencies mostly used in the Czech foreign trade, the Euro and the US dollar. 
In the crises period the long term appreciation trend stopped and the affairs on the global financial 
markets made it more difficult to forecast the future currency developments.  
 
The implementation of the Euro in the Czech Republic is far away. According to this the Czech 
managers should adopt the currency hedging possibilities to moderate the negative exchange rate 
shifts on the company.  
 
This contribution tries to summarize the basic ideas and results of the studies published about the 
hedging of exchange rate exposures. Subsequently the recent developments of the hedging activities 
in the Czech Republic are discussed. 
 
 
Keywords 
 
Exchange rate exposure, financial derivatives, operational hedging, financial hedging 
 
 
 
 

                                                           

1 This paper was created within the frame of the project IGA „The significance of the financial markets in the international 
business under the condition of globalized world economy―, Nr. F2/5/ 
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1. Introduction 
 
The companies all over the world are facing plenty of risks while doing their business. The entry to a 
foreign market widens the business possibilities of the company but in the same way brings new 
dangers which hadn´t been solved before. As we can diversify our risk portfolio with an access to a 
new market in the same time we have to deal with new problems coming from abroad. Currency or 
exchange rate risk is one of the key external risks the management has to tackle. Especially the big 
multinational companies with subsidiaries all over the world are extremely sensitive to the exchange 
rate movements of all the currencies occurring in their financial sheets. The exchange rate movements 
of all the currencies used by the company rarely develop in the same way. The appreciation of one 
currency is never perfectly compensated by the different movement of the other one.  
 
In this contribution I will deal with the basic problems of the currency risk management worldwide and 
afterwards solely in the Czech Republic. At first, I would like to define some of the essential terms 
connected with the enterprise risk management. I will then mention the ideas of the most important 
studies written up to now about the efficiency, motives and effective tools of financial hedging 
activities. In the last part of my text I will apply the results of the studies mentioned before to the 
specific Czech business environment. 
 
 
2. Defining of the Basic Terms 
 
Prior to discuss the recent developments of the currency risk management, there is a need to define 
the basic terms used in conjunction with the hedging of the exchange rate exposures. At first, while 
reading the literature dealing with risk management techniques, we have to distinguish between the 
risk management tools used in financial and non-financial firms. This text is devoted only to the risk 
management instruments from the point of view of the non-financial company. That means that the 
firm behaves risk-averse and attempts to reduce the exchange rate exposure as much as possible.  
 
There are several risks endangering the domestic and international activity of the company. Financial 
risks affect the financial results of the firm. Up to now there is no unified categorisation of the risks. 
According to Jilek (2000) the financial risks can be generally divided and inscribed as follows: 

 credit risk: 
o direct credit risk, 
o credit equivalent exposure, 
o settlement risk, 
o large credit exposure risk, 

 market risk: 
o interest rate risk, 
o equity risk, 
o commodity risk, 
o currency/exchange rate risk, 
o correlation risk, 
o credit spread risk, 

 
 
 
 

 liquidity risk: 
o funding risk, 
o market liquidity risk, 

 operational risk, 
o transaction risk, 
o operation control risk, 
o system risk, 

 business risk, 
o legal risk, 
o credit rating risk, 
o reputation risk, 
o taxation risk, 
o currency convertibility risk, 
o disaster risk and 
o regulatory risk.

In the following contribution we will deal only with the one of the market risks, namely with the 
currency risk which arises from the unpredictable movements of the exchange rates. That means that 
changes in exchange rate levels can influence the sum of the companies‘ incomes or outcomes. 
There are three types of currency risk, defined according to Döhring (2008) as follows: 

 transaction risk which refers to the impact of exchange rate changes on the value of the 
committed cash flows, that means the future cash flows with already known nominal value. 
These are mostly the receivables from export contracts or payables from import contracts and 
repatriation of dividends. 

 economic risk which refers to the impact of exchange rate movements on the present value of 
uncertain future cash flows. All the companies, not only the internationally active one, are 
exposed to the economic risk, because of the appreciation of the domestic currency, the 
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imports are getting cheaper and the customers might decide to buy the foreign product rather 
than the domestic one.     

 translation risk which refers to the impact of exchange rate changes on the valuation of foreign 
assets and liabilities on a multinational company´s consolidated balance sheet. 

 
All the three currency risks influence the company all at once and it is difficult to manage all of them 
only with one of the currency risk management tool. Next to the above mentioned classification of 
currency risk in the literature there is also possible to find that exchange rate exposure can be either 
direct or indirect. In a simplified way transaction risk characterise the direct exposure and economic 
risk the indirect one. If the company is an exporter as well as an importer of goods and services than a 
net cash flow determines whether appreciation or depreciation of the domestic currency decreases 
future cash flows.  
 
Hedging strategy is another term which has to be defined, since it is sometimes interchanged with 
hedge funds. Hedging in connection with the topic discussed in this article can be used as a synonym 
for risk management or its techniques which try to minimize the risks undertaken by the company. On 
the contrary hedge funds as the investment funds try to maximize the portfolio value when using the 
aggressive and highly risky investment strategies. 
 
There are several possibilities how to hedge foreign exchange exposure. Usually the tools are divided 
to the financial, operative and the natural once. The financial hedging is represented by the use of 
financial derivatives that means forwards, futures, swaps and options and the borrowings and loans in 
the foreign currency. Mostly used financial derivatives, namely forwards, are used for short-term 
hedging activities up to 2 years of maturity. Futures and swaps are suitable for the need of longer 
period hedging. Options and futures are connected with higher costs comparing with forwards and 
swaps. Provided that an option is used, the option premium has to be paid. When a future contract is 
settled, the collateral has to be reimbursed and temporary losses as a result of daily mark to market 
settlement could have pushed on the company´s liquidity. The derivatives markets rose in the last 20 
years rapidly. When speaking just about the OTC (over the counter) foreign exchange market the daily 
turnover of forward contracts (that means foreign exchange instruments without spot transactions) 
according to the BIS (Bank for International Settlements) grew from 959 billion of US dollars in April 
1998 to 2491 billion of US dollars in April 2010. This trend is attributed to the global financial 
deregulation and the widening offering of the OTC and exchange traded contracts produced by the 
financial institutions. 
 
Operational hedging is connected with geographical diversification of production, sourcing and sales 
through for example locating of a foreign subsidiary abroad. Just a strong, multinational company is 
able to use the operational hedging and reduce thus the transaction and economic exposure. The 
negative part of operational hedging is the lower flexibility in comparison with the financial hedges and 
creation of translation risk.  
 
Natural hedging is the easiest possibility from the above mentioned instruments. It is based on the 
pairing of the foreign currency assets and liabilities according to the notional values but also the 
maturity dates. Sometimes especially the maturity pairing could create difficulties.  
 
There is one more method how to eliminate the foreign exchange exposure, namely through the 
invoicing in the domestic currency. The company is than shifting the risk to its counterparty. This 
possibility can be used only by the company with a strong negotiating position and with the strong 
domestic currency. This practise could also harm the company because it is more difficult for the 
customer to compare its offer with the competition. It is just the decision of the manager if the risk of 
the exchange rate movements is higher than the threatening loss of customers.  
 
 
3. Prior Theoretical Studies Review 
 
It was written much about the foreign exchange risk management, its efficiency and its mostly used 
tools. The majority of the studies dealt with the practises of the US companies and their efficiency but 
only a few specialised on the European environment. None of them describes the situation in the 
middle and east Europe. The dominance of the surveys describing the US business environment 
could be connected with the fact that the data about the US public traded companies are easily to 
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acquire in comparison with the European one. Since 1990 the US companies are obliged to publish 
some of the facts about the derivatives use in their company, e.g. the nominal amounts. 
 
Hutson and Stevenson (2009) devoted their research firstly to the relationship between the openness 
of the economy and the level of exchange rate exposure; secondly they explored how the strong 
corporate governance environment can influence the intensity of the financial derivatives use. The 
results were quite unambiguous when indicated that the more open the economy the more the 
companies exposed to the exchange rate exposure. The strength of the corporate governance was 
found as a positive indicator of the hedging activities in the company. The shareholders are then 
engaged in encouraging the managers of the company to the application of the hedging strategies, 
namely financial hedging through financial derivatives. The rising importance of the derivatives use in 
the open economies could also explain the results of another study made by Bodnar et al (2003). 
When comparing the situation in the US and in the Dutch companies Bodnar discovered that in 
Europe the use of the financial hedging is much extensive. Considering the US economy is not that 
much open as the Dutch economy, the Bodnar´s research confirmed the results of the Hutson´s one. 
Another finding mentioned Bodnar about the relationship between the size of the company and the 
use of the financial hedging. Namely that the derivatives use rises with the size of the firm and the 
value creation of hedging is larger in bigger companies. Due to the costs connected with providing of 
the financial management specialists the smaller firms with lower liquidity are disadvantaged. When 
speaking about the character of the country in which the company is active, I have to touch on the 
study by Wei (1999). Wei discussed the availability of hedging instruments in the country together with 
the impact of the volatility of the domestic exchange rate. He found out that among the countries 
where the hedging instruments are not available the volatility of exchange rate has a negative impact 
on the trade. If there is enough institutions offering financial hedging instruments than the volatility 
doesn´t influence the firms‘ performance that much.   
 
Plenty of studies also dealt with the efficiency of hedging and the motivation of the financial 
management to use the proper tools. Already in the late 60ties Modigliani and Miller (1958) presented 
the proposition that financial hedging can´t create value under the assumption that the capital market 
is perfect. As long as the capital market is perfect the shareholders would maximize the value of their 
portfolio by their own, mainly by diversification. They would care about the financial results of their 
whole diversified portfolio. That means shareholders wouldn´t motivate the management to hedge all 
the risks the company is exposed to. 
Let´s now present some of the negative and positive effects of the hedging activities as it was 
explored up to now. According to Hagelin and Pramborg (2004) there are several factors influencing 
the effectiveness of the hedging activities. Despite of the application of the correct hedging program 
the produced value might not always compensate the invested costs. An opposite opinion presented 
Allayannis and Weston (2001) when observing the relationship between the use of foreign exchange 
derivatives and Tobin´s Q as an indicator of firm value. In their study they proved that the hedging 
activities are connected with higher value of the company. Other published studies demonstrate that 
the active hedging policy can: 

 reduce probability of financial distress,  

 reduce corporate tax liability,  

 reduce costs of underinvestment,  

 reduce expected costs of bankruptcy or 

 increase facility to use internal funds for investment projects. 
 
The opinions of the efficiency of the hedging activities differs along the globe, along the time, the study 
took place in, and along the industry, the research dealt with. The older the study the more favourable 
to the financial derivatives use it is. On the other hand, the studies dealing with the European 
environment present more often more pessimistic opinions of this issue in comparison with that one 
oriented to the US nonfinancial companies. In the industries which are more exposed to the foreign 
competition, the absence of the derivatives use could have significant impact on the company´s well-
being. 
 
When discussing the ways how to hedge the exchange rate exposure, two possibilities are mostly 
compared, namely financial and operational hedging. Allayannis, Ihrig and Weston (2001) came to 
following results: 

 there is a significant relationship between exchange rate exposure and financial hedging, 
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 on the contrary there is no significant relationship between foreign sales ratio and exchange 
rate exposure, 

 international active company evince higher exposures that the domestic oriented one, 

 geographical dispersion of the subsidiaries as a tool of the operational hedging doesn´t fully 
reduce the exchange rate exposure, that means operational hedging can´t be used as a 
substitute to a financial hedging, 

 the higher ration of sales denominated in foreign currency the higher the probability that the 
firm uses financial hedging tools, 

 there is a positive effect of the use of financial derivatives in the geographically dispersed 
company, 

 the positive effect of the use of the financial hedging in the international active company can 
balance the negative effect of its geographical dispersion, 

 in the international company the hedging activities create value only if the operational and 
financial hedging are used together. 

 
From the practical point of view the studies confirmed that the most popular instrument of the financial 
hedging is simple outright forward, far away is the use of some option strategies. According to 
Allayannis, Ihrig and Weston (2001) when the financial derivative is used in the company then 90 % of 
financial managers use forwards, 29 % swaps, 26 % options and 0,006 % futures. I have to point out 
that the studies dealt only with the use of derivatives as a hedging tool, not as a speculative one. 
Although the financial plans of the company are created both for the short-term and for the long-term 
horizon, the future exchange rate exposures are rarely hedged for a period longer than 1 year.  
 
The final study I will mention in this text is the Grassman´s Law (1973). Grassman discovered that 
between industrial countries the exchanged good is mainly invoiced in the currency of the exporter. 
That means that the exporters are not so often exposed to the exchange rate risk in comparison with 
the importers. This result supports also Clark and Mefteh (2010) when pointing out that the use of 
derivatives of companies which are endangered by depreciation of the Euro (importers) creates more 
value in contrast with exporters. Grassman explains the fact with the first-move advantage of exporter 
when negotiating the contract. Grassman allows also the use of the vehicle currency or currency of the 
main competitor. Vehicle currency is the currency of the third country, which is more stable and liquid 
compared to the domestic currencies of the business partners.  
 
 
4. Application of the Findings on the Czech Business Environment 
 
The business environment in the Czech Republic differs considerably from that one characteristic for 
the developed countries. Only a few companies acquire capital on the stock exchange either in 
Prague or in Warsaw. It is more common to get capital directly from financial institutions. Because of 
that, the public doesn´t have such a good access to the financial dates about companies. There is also 
no obligation to publish the details about neither the hedging activities nor the realized use of the 
financial derivatives. Owing to that, my research was focused only on the discussions with treasury 
specialists and financial managers.  
 
The first study mentioned above discussed the relationship between the openness of the economy 
and the level of the exchange rate exposure of the domestic companies. When comparing the level of 
openness of the economy, there are several indices observed. Those are e.g. 
of GDP, import as a percentage of GDP or export per capita. I was comparing the Czech economy 
with four other European economies with the similar geographical characteristic and I added also the 
data about US economy. The results are presented in the following three tables for the years 2000, 
2005, 2009 and 2010. 
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Table 1: Export of goods and services as a percentage of GDP 
 

  2000 2005 2009 2010 

Czech Republic  63,4 72,2 69,1 79,3 

United States  11 10,3 11,4 12,7 

Ireland  97,3 81,1 90,9 101,1 

Lithuania  44,7 57,5 54,6 68,8 

Austria  46,4 54,2 50,5 55,1 

Slovakia  70,4 76,3 70,6 80,9 

Source: Eurostat, http://epp.eurostat.ec.europa.eu/ 
 
Table 2: Import of goods and services as a percentage of GDP 

  2000 2005 2009 2010 

Czech Republic  66,4 69 63,6 74,5 

United States  14,8 16,1 14,2 16,2 

Ireland  84 69,4 75,4 82 

Lithuania  51 64,6 56,1 69,7 

Austria  44,7 50,2 46 50,4 

Slovakia  73 80,9 71 81,9 

  Source: Eurostat, http://epp.eurostat.ec.europa.eu/ 
 
Table 3: Total annual export in € per capita 

  2000 2005 2009 2010 

Czech Republic  3800 7100 9000 10900 

United States  4200 3500 3700 4500 

Ireland  27100 31900 32700 35200 

Lithuania  1600 3500 4300 5700 

Austria  12000 16100 16600 18700 

Slovakia  2900 5400 8200 9800 

Source: Eurostat, http://epp.eurostat.ec.europa.eu/ 
 
From the tables above it is quite clear that the Czech Republic is one of the most open economies in 
the selected sample. In comparison with the USA the values of the percentage ratio of export or import 
to the GDP are more than 5times higher. We can summarize this observation with the statement that 
the Czech Republic belongs to the open economies; hence the Czech companies are largely exposed 
to the exchange rate exposure.  
 
The exposure to the exchange rate movements is multiplied by the fact that in the Czech Republic is 
still used the domestic currency although the two biggest export partners, namely Germany and 
Slovakia, already use the Euro. The entry of the Czech Republic to the EMU is not realistic in the next 
5 years due to the deficit of public finance and the recent state of the monetary union. The top 5 
trading partners in the year 2010 are arranged in the next table. 
 
Table 4: Territorial structure of the Czech exports and imports 
Export 
destination 

2010 
Import 

destination 
2010 

mil. CZK mil. CZK 

Germany 802 492 Germany 610 129 

Slovakia 220 596 China 291 473 

Poland 154 833 Poland 153 248 

France 135 445 Russia 129 914 

G. Britain 122 554 Slovakia 123 617 

 

http://epp.eurostat.ec.europa.eu/
http://epp.eurostat.ec.europa.eu/
http://epp.eurostat.ec.europa.eu/
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From the table we could assume that the majority of the Czech companies are invoicing in the Euro 
and in the Polish zloty, some of them in the British pound, in the Chinese jüan and in the Russian 
rouble. But that assumption wouldn´t be correct. From the findings of practice supported by the 
observation of the European Central bank more than 75 % (71 %) of the Czech exports (imports) are 
denominated in the Euro. The second mostly used currency in the Czech international trade is the US 
dollar with almost 18 % of invoiced imports. The relatively widened use of the US dollar explains the 
fact, that the Czech Republic has to import the majority of raw materials which are traded in the US 
dollar nominal values. In the recent years the invoicing in Euro prevailed also in the contracts with 
Russian or Chinese business partners.  
 
The use of financial derivatives as a hedging tool depends according to Wei (1999) on the availability 
of these instruments in the country. Despite of the short history of the market economy all of the 
biggest European financial institutions participate already in the Czech market. That means that the 
Czech managers have the same access to the financial hedging tools as their western colleagues. 
The minor use of the financial derivatives must be therefore explained differently. Some of the 
managers of the small and middle companies often allege that there is only a poor Czech literature 
dealing with the practical application of the financial derivatives. Most of them are also convinced that 
the financial institution as an intermediary of the hedging contract always makes money and the 
company loses.       
 
Due to Clark and Mefteh (2010) the value effect of the hedging activities is more evident in the larger 
firms. In the Czech Republic there are plenty of big companies but only a minority of them has a 
Czech parent company or directly the Czech owner. The multinational companies active on the Czech 
market are mostly not allowed to participate in the currency hedging. The parent company has minor 
interest on the financial results of the Czech subsidiary in comparison with the consolidated reports of 
the whole business group. The residence of this multinationals is usually in another European country 
and therefore they are partly resistant to the unfavourable moves of the exchange rate CZK/EUR.  
 
In the theoretical review Grassman (1973) was cited with his law about the invoicing in the exporter´s 
currency. Even though the Czech Republic is characterised as the exporting country, majority of the 
exporters‘ don´t use the Czech koruna for denominating receivables. The small negotiating position of 
the Czech exporter could be one explanation. Additionally the production of the Czech economy is 
exposed to the worldwide competition, especially the engineering and car production. The managers 
are therefore forced to offer the products in the currency of their largest competitor. 
 
When comparing the use of either the operational or the financial hedging in the Czech Republic I 
have to divide four different approaches to the currency risk management.  

 Firstly there are usually big manufacturing companies which employ well experienced financial 
managers. This type of the company takes advantage of both the financial and the operational 
hedging and tries to maximize the utility resulted from that use. 

 Secondly there are middle and small companies. In this type of companies the management 
uses the hedging tool rarely, especially after the financial crises. The manager was used to 
profit from the movement of the exchange rate CZK/EUR because it was easily predictable. 
With the rising volatility of the foreign exchange market the motivation to hedge declined. The 
nominal amounts needed to be hedged declined and the manager is no more inclined to the 
financial hedging activities. 

 The third group of companies consists of the smaller ones. The financial manager is the same 
person as the owner and during the crises he decided to cut all the costs as much as possible, 
including the hedging costs. He is still using just the natural hedging. 

 The fourth group of the companies is represented by the inadequately educated management 
which is just talking about the volatile currency and the problems it brings about to the 
business but none of the hedging instruments are used.   

 
 
5. Conclusion 
 
The financial hedging belongs to the most important management field. In the western countries it was 
written much about the suitable tools which can be used by the financial managers to minimize the 
negative effects of the exchange rate movements. The academicals are divided when discussing the 
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positive and negative effects of the hedging of the exchange rate exposure and its efficiency. There 
are also different approaches from the side of the financial management.  
 
As expected the smaller firms worldwide are characterized with the minor use of the sophisticated 
tools of the financial management. Usually they use the natural hedging as much as possible and in 
the smaller extend also some principles of the operational hedging. When it is decided to use the 
financial derivative than the simple outright forward is chosen. That remains nearly the same in the 
Czech Republic and abroad. This observation is of course not valid for the firms with the high ratio of 
the foreign and total sales, with a big number of subsidiaries located abroad.  
 
There is not much difference between the hedging techniques of the middle and large company all 
over the world. Usually the managers are educated in this management area and in the same time 
they are able to choose the appropriate hedging tool from their company´s point of view. The 
approaches differ much due to the industry field in which the company is making business. The most 
skilled hedgers occur in the airline industry and in some manufacturing industries highly dependent on 
the price of one commodity. In the larger companies there is also high probability of being active 
abroad through a subsidiary. These companies are forced to use either the financial or the operational 
hedging as much as possible. Otherwise the financial losses are of a great importance. This 
characteristic is not valid for the large companies active in the Czech economy. Most of them are 
namely foreign subsidiaries which are not allowed to hedge the foreign exchange exposures. 
 
The business environment in the Czech Republic is still little bit underdeveloped in comparison with 
the western economies but the differences are getting smaller. About 5 years ago the enthusiasm for 
the Euro acceptance was quite big among the Czech business community. Recently the number of the 
managers looking forward to the entry to the EMU declined. With the entry to the EMU most of the 
Czech managers would lose the need to hedge because the majority of the Czech international trade 
is denominated in the Euro. Nevertheless the adoption of the hedging principles will remain the basic 
component of the management knowledge.   
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Abstract 
 
The study presents the supply-side impact of government spending, financed by increased tax rate, on 
the economy. The analysis was carried out for the Polish economy, based on a real business cycle 
model. The simulation found that in the case of financing the increase in government spending by 
income taxes, the employment, capital, consumption, and production have decreased. It was found 
that fiscal policy affects production and employment in a different way than in case of government 
spending financed by bonds. Therefore, the choice of the method of financing government spending 
has a crucial impact on the nature of the supply-side impact of fiscal policy on the economy. Poland‘s 
accession to the Economic and Monetary Union will reduce the possibility of increased government 
spending financed by bonds, which in light of the presented supply-side model will greatly reduce the 
possibility of stimulating the economy through fiscal policy. 
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1. Introduction 
 
The countries of the Economic and Monetary Union, in accordance with the Stability and Growth Pact, 
should in the medium term maintain budgetary balance or budgetary surplus. Thus, Central European 
countries‘ accession to the euro area will reduce the possibility of stimulating the economy by 
increased government spending financed by bonds.  
 
According to the Keynesian approach, a higher level of government spending, whether financed by 
taxes or budget deficit, enhances the growth of aggregate demand and production. The demand 
impact of government spending financed by deficit is defined by a commonly known multiplier of 
government spending, while the impact of the increased government spending financed by taxes – by 
a balanced budget multiplier. According to the demand-side approach, after country‘s accession to the 
euro zone, it will be possible to stimulate the aggregate demand by increasing government spending 
financed by taxes, that is, without increasing the budget deficit. The supply-side effects of increased 
government spending resulting in the increased deficit or financed by taxes are less clear. Therefore, 
the analysis of the effect of methods of financing government spending on supply-side impact of fiscal 
policy on the economy has been carried out in this paper. 
 
The analysis is based on the Real Business Cycle model (RBC model). The real business cycle 
models, assume that wages and prices are fully flexible and adjust immediately to balance supply and 
demand and consequently economic fluctuations do not result from deviations of production from the 
potential level, but from the optimal household choices (Plosser, 1989, Stadler, 1994, McCandless, 
2008). As a result, only the supply-side economy affects the real economy, allowing identification of 
supply-side effects of changes in government spending and taxes. 
 
The paper is arranged as follows. The first section presents the impact of fiscal policy in RBC models. 
The assumptions of the model, developed for the Polish economy, are presented in the next section 
and subsequently the results of the simulation are given in the third section. The paper ends with a 
summary and conclusions of the analysis. 
 
 
2. The Impact of Government Spending in the RBC Model 
 
Real business cycle models were developed in the 1980s. RBC models assumed that wages and 
prices are perfectly flexible and adjust instantaneously to balance supply and demand and economic 
fluctuations are not due to deviations of production from the potential level, but the optimal household 
choices. The first RBC models (Kydland and Prescott, 1982, Hansen, 1985) assumed that the only 
source of the shocks were technological changes. In the late 1980's and early 1990's the RBC models 
have been supplemented with fiscal policy (models developed by Aschauer, 1988, Christiano and 
Eichenbaum, 1992, Baxter and King,1993, and McGrattan, 1994). In examining the impact of fiscal 
policy on the economy the RBC models above all test the impact of changes in government spending. 
Implications concerning the impact of fiscal policy on the behaviour of households are in the case of 
RBC models completely different than in the traditional Keynesian approach (cf. Linnemann, Schabert, 
2003). Based on the traditional Keynesian approach, i.e. assuming that the expansionary fiscal policy 
increases aggregate demand enabling companies facing the demand barrier to increase production, 
we find that the exogenous growth of aggregate demand caused by expansive fiscal policy translates 
into increased production. The result is an increase in employment, disposable income and 
consumption, and through the multiplier effect the further increase in consumption. However, in RBC 
models the impact of fiscal policy on the economy is done by influencing optimal household choices 
(see e.g. Ljungqvist, Sargent, 2004). 
 
According to the RBC models the increased government spending resulting in the increased budget 
deficit or in accordance with the Ricardian equivalence – financed by lump sum tax (see Barro, 1974), 
produce negative wealth effects. The negative wealth effect results in decrease in the level of 
consumption and leisure. The decline is the result of absorption of resources from the economy by the 
state. 
 
In the event of permanent increase in government spending, the increased labour supply shifts the 
marginal product of capital curve up, which increases the desired capital stock. In the period of 
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adjustment there takes place a strong increase in investment leading to a rapid convergence of the 
capital to the target level. 
 
However, in the situation of a temporary increase in the government spending, unlike as in the case of 
a permanent change in fiscal policy, the increase is followed by decline in investment. Lowering the 
level of capital is intended to smooth consumption fluctuations –there is a shift of funds from 
investment to consumption, so as to avoid an abrupt fall in consumption during the transition period of 
drainage of resources from the economy. After a period of shock, there remains a slightly higher level 
of investment, aimed at rebuilding the capital, and consumption and leisure time over a period of 
adjustment are below the level before the shock, heading for baseline levels. Furthermore, due to 
temporary changes in government spending during the shock, prices of factors of production undergo 
changes. Wages are reduced, while the interest rate increases. During the adjustment of the economy 
after the shock, wages and interest rate gradually return to baseline levels. 
 
According to the estimates of Baxter and King (1993) for U.S economy, in the case of a temporary 
shock the increase in production during the first year after the shock is smaller than in the case of a 
permanent shock. In the case of the government spending lasting four years, production increases in 
the first year by about 0.6%, while in the case of a permanent shock in the first year the production 
growth exceeds 0.8%. The results obtained by Baxter and King, indicating that the temporary increase 
in government spending has a smaller impact on production than the permanent growth of government 
spending, are different from earlier results obtained by Barro (1981). As pointed out by Barro, the 
permanent change in government spending generates wealth effect, while temporary change triggers 
the intertemporal substitution of leisure. According to Barro, the intertemporal substitution of leisure 
affects the GDP changes stronger than the wealth effect, so the temporary change in the government 
expenditure should more strongly affect the production than the permanent change. 
 
The above-mentioned effects of fiscal policy on GDP refer to the case when the changes in 
government spending are followed by increased budget deficit (or are financed by a lump sum taxes). 
Different conclusions are reached when government spending is financed by distortionary taxation, i.e. 
taxes dependent on the volume of production or income. Raising the tax rate lowers production and 
consumption in a steady state. The increase in taxation reduces the marginal product of capital (after 
taxation) at the initial level of capital and employment. To restore the equilibrium the amount of capital 
is reduced, so that the marginal product of capital would increase to its baseline value, as defined by 
households‘ preferences. Moreover, due to the fact that the increase in the tax rate negatively affects 
the propensity of households to invest and work, the tax base is reduced and ultimately, in order to 
balance the budget, the tax rate must be increased. Therefore, the multiplier effect takes place - the 
increase in tax rate reduces the tax base, which in turn necessitates a further increase in taxation and 
lowering of the tax base. Baxter and King (1993) found that the 1% GDP increase in government 
spending in the U.S. economy, financed by an increased tax rate has reduced the GDP by more than 
2.5%. 
 
 
3. Model Assumptions 
 
The model presented in this paper analyses the fiscal policy on a framework of Hansen's real business 
cycle model (1995). Fiscal policy assumptions are based on the work of Aschauer (1988), Christiano 
and Eichenbaum (1992) and Baxter and King (1993). The study analyzed a variant of Hansen's model 
with indivisible labour; because it corresponds more closely to actual labour market than the model 
with divisible labour with strong substitution effects of labour supply which have not been confirmed by 
empirical research (cf. Hansen, 1985, Romer, 2000) The model was adapted to the Polish economy, 
by estimating the parameters based on the data for the Polish economy. The model assumes that the 
budget revenues consist of taxes proportional to income. The government budget constraint is thus: 
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where: 

t  - income tax rate, 
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tg - government spending on goods and services, 

tTr  - transfers,  

ty - output, 

tr - interest rate. 

In the case of the continuous time the budget constraint takes the form: 

0

ˆ

0

ˆ
)(

t

tt

R

t

tt

R
yeTrge tt  , 

where: 

0

)1(ˆ

t

ttt dtrR  . 

In the model, capital and current government spending are analysed. The share of public capital 
expenditures in government spending is constant and public capital expenditures increase the public 
capital stock in accordance with the equation: 
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where: 

G

tk - public capital, 

- rate of depreciation of capital,  

Gia ,  - the share of public investment in government expenditure. 

The shocks in the economy are caused by stochastic disturbances related to government expenditure 
volume and total factor productivity: 
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where: 

zt   - total factor productivity.  

The study analyzed the impact of changes in government spending on the economy. 
 
In response to government spending shocks the tax rate is adjusted in order to maintain unchanged 
budget balance. Thus, the tax rate in consequence of government spending shocks varies according 
to the equation: 
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The model assumes that households maximize the expected value of the discounted sum of 
household utilities, which is given by the equation: 
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where: 

 - discounting factor,  

tc   - consumption, 

 - the marginal rate of substitution between private consumption and consumption of public goods,   

A - weight given to leisure, 
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th   - leisure. 

Thus, the utility function with indivisible labour assumes that public consumption (government current 
expenditure) is a substitute for private consumption and affects the amount of effective household 
consumption (see Christiano and Eichenbaum, 1992). 
 
The production function assumed in the model is a power function with constant returns to scale in 
relation to private capital and labour input, dependent on the total factor productivity  and public capital 
stock (see Baxter and King, 1993): 
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where: 

tl  - labour supply, 

tk  - capital, 

)1,0(, g . 

The equation for the growth of capital is defined by the following equation: 

ttt kik 1      , 

where: 

ti  - investment. 

Whereas, the equation for the aggregate demand, after taking into account the equation (10) takes the 
form: 

ttttt gkkyc 1)1(  . 

 
The values of model parameters were estimated based on quarterly data for the Polish economy 
between1995 and 2009 and on the basis of literature. 
 
The production elasticity of labour has been set at 0.6, based on the estimate of the share of labour 
costs in GDP, taking into account social security contributions paid by employers, labour costs of the 
self-employed, and income from employment in the informal economy. The obtained production 
elasticity of capital was 0.4. Some dynamic stochastic general equilibrium models (DSGE) for the 
Polish economy apply lower capital elasticity of production. For example, in Bukowski et al. (2005) this 
parameter amounts to 0.3, in Grabek, Kłos and Utzig-Lenarczyk (2007) it is equal to 0.28, while in the 
work of Kolasa (2008) it was 0.33. On the other hand, Kuchta and Piłat (2010) in their real business 
cycle model for the Polish economy applied a much higher production elasticity of capital, equal to 
0.54. The rate of capital depreciation according to relevant literature for the U.S. economy (starting 
with the pioneering articles of Kydland and Prescott, 1982), and the literature on dynamic stochastic 
general equilibrium model for the Polish economy (see Bukowski et al., 2005, Grabek, Kłos, Utzig -
Lenarczyk, 2007, Kolasa, 2008), was adopted at 0,025 on a quarterly basis. On the other hand, the 

g parameter was assumed at the level of 0.03 (the same way as in Hulten, Schwab, 1993, see also 

Sturm, 1998). 
 
The standard quarterly value of 0.99 for the discount factor was used. The marginal rate of substitution 
in private consumption was adopted at the level of 0.23 on the basis of the literature (cf. Aschauer, 
1985, Heijdra, Ligthart, 1997). The parameter that specifies the weight of leisure in relation to 
consumption was calculated in such a way so as to obtain the average share of working time equal to 
1 / 3, as in the work of Bukowski et al. (2005). 
 
Autoregressive coefficient and the variance of total factor productivity  were set based on Solow's 
equation on the basis of seasonally adjusted quarterly data with trend filtered. In order to filter trend 
and seasonality the Hodrick-Prescott filter and the Census X12 procedure were used. Based on the 

estimation, the autoregressive coefficient of 0.61 was obtained. Parameter 
2

,z was obtained by 

equating variance of total factor productivity in the model with the actual variance of total factor 
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productivity, yielding the standard deviation of the random component equal to 0.01. The average 
value of total factor productivity ( z ) was normalized to zero. Similarly as in the case of total factor 
productivity, the autoregressive coefficient and the variance of government spending, were determined 
based on the seasonally adjusted quarterly data with the trend filtered. The estimated autoregressive 

coefficient was 0.34.Parameter 
2

,g was obtained by equating variance of government spending in 

the model with the actual variance of government spending in the Polish economy. Parameter g was 

determined by equating the average share of government spending in GDP in the model, with the 

actual average share of government spending in GDP during the period. The parameter Gia , was set 

as equal to the share of capital expenditures in total budgetary expenditures. 
 
 
4. Simulation Results 
 
Based on the model assumptions the impact of a temporary increase in government spending 
financed by income taxes was examined. The simulated model variables and the reaction of model 
variables to fiscal policy shock in Polish economy  were generated with Dynare software (cf. e.g. 
Griffoli 2007). Figure 1 shows the effects of 1% of GDP temporary increase in government spending, 
carried out over one year (four quarters), on the development of the variables in the model. 
Figure 1. The impulse-response functions - the impact of a 1% of GDP increase carried out over one 
year in government spending, financed by a tax rate increase, on the percentage deviation from 
baseline (one period equals one quarter) 
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The model shows that the increase in government spending, coupled with an increased tax rate, 
reduces production, consumption, private capital, and employment. The decrease in consumption and 
private capital is caused by the fact that higher government spending and higher tax rate have a 
negative effect on these variables. The decrease in production and employment as a result of the 
fiscal shock means that the negative impact of tax increases on the analyzed variables is stronger 
than the positive impact of the increased government spending. 
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On the one hand, the increase in government spending through a negative wealth effect reduces the 
leisure time, and consequently - increases employment. Higher employment in turn affects the growth 
of GDP. Furthermore, the government spending in this model affects production through its influence 
on the development of public capital. Government investment spending over the duration of the shock 
increases public capital stock which through the production function affects GDP. 
 
On the other hand, in order to finance the increased government spending, the income tax rate is 
increased. This reduces the after tax marginal product of capital and after tax marginal product of 
labour. Capital and employment fall, production too. In addition, part of the capital is replaced by 
consumption, so as to prevent excessive fluctuations in household consumption. 
 
Our simulations demonstrate that the negative supply-side impact of the increased tax rate on 
production is stronger than supply-side impact of the increased government spending. In this case, if 
the decline in production and employment, resulting from the fiscal shock, lasts a relatively short time, 
the negative impact of the shock on private capital and consumption is more lasting. 
 
 
5. Summary 
 

The study presents the supply-side impact of government spending, financed by increased tax rate, on 
the economy. The analysis was carried out for the Polish economy, based on a real business cycle 
model. 
 
The simulation found that in the case of financing the increase in government spending by income 
taxes, the employment, capital, consumption, and production have decreased. It was found that fiscal 
policy affects production and employment in a different way than in case of government spending 
financed by bonds. 
 
Therefore, the choice of the method of financing government spending has a crucial impact on the 
nature of the supply-side impact of fiscal policy on the economy. Poland‘s accession to the Economic 
and Monetary Union will reduce the possibility of increased government spending financed by bonds, 
which in light of the presented supply-side model will greatly reduce the possibility of stimulating the 
economy through fiscal policy.  
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Abstract  
 
The article deals with the system of the Czech Export Promotion. The Czech Export Promotion 
System is based on the activities of several institutions, mainly the Ministry of Industry and Trade and 
the Ministry of Foreign Affairs, and also the Government Agencies like the CzechTrade or the 
CzechInvest, but there is also The Czech Export Bank and The Export Guarantee and Insurance 
Corporation. The institutional linkages are very complicated and they often affect the efficiency of the 
whole system. The second part of the article analyses the influence of the World Economic Crisis and 
the development of the Balance of Trade, especially its commodity and territorial structure.   
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1. Introduction 
 
The global economic crisis represents a real danger for the Czech Republic because export activities 
are vitally essential for a small and open economy, which are the characteristics very typical for the 
Czech Republic. Small and open economies are generally very dependent on their external economic 
relations, which may be expressed by the ratio between the volume of the external trade and the 
country‘s GDP

2
. Liberal theories in economics state that the main duty of the government is to ensure 

that there are only a few obstacles (or even none) for exporters when entering foreign markets. The 
government should make the export of their companies as easy as possible. Many countries are 
processing in a very efficient and also professional way to fulfil this task. Usually, governments 
throughout the world establish their foreign representations, dealing with not only general diplomatic 
affairs, consular matters, or cultural questions but also with commercial and trade agenda. There may 
be various kinds of government representations abroad; for example, there can be ―classic‖ diplomatic 
and consular missions, or, foreign representative offices of government agencies. The main purpose 
of these foreign representations, in the field of commerce, should be creating good conditions for 
domestic export companies on the local (foreign) market. In many countries, the export promotion 
policy forms one important pillar of the economic diplomacy of a country. 
 
The export promotion policy should aim at levelling up the volume of exports, which then contributes to 
the overall performance of the economy and enhances also the labour market by creating new job 
opportunities. This also helps to improve the productivity of the labour force because bigger exports 
enhance the competitiveness growth and the performance of the country in innovations. In the time of 
ongoing economic crisis, this need is even stronger. 
 
This article focuses on the analysis of the system of Czech export promotion, which is a subject of the 
first part, but also on the development of the balance of trade during the economic crisis, which can be 
also very affected by the crisis.  
 
 
2. Czech Export Promotion Concept 

 
In the Czech Republic, the Export Promotion is based on several different fields of activities performed 
by various governmental and non-governmental actors. The Common Trade Policy of the European 
Union does not include any export promotion policy. It means that each member state of the EU has 
retained its autonomy in this field and executes its own national export promotion policy. Although this 
policy is a part of the autonomous sphere of the Czech government, the Czech Republic has to follow 
some international rules, like the ―OECD Consensus‖. 
 
The fundamental national document, which aims to coordinate all the export promotion activities, is the 
Export Strategy of the Czech Republic

3
. There are currently 11 projects in this Strategy which help to 

fulfil the main vision, which is to ―Promote the Czech Republic in the World with the help of trade and 
investments.‖ 
 
 
2.1. Main actors in the Czech export promotion policy 
 
There are several institutions that play a vital role in the Czech export promotion

4
. The official 

institutions, like the President of the Republic, the Government or the Parliament, and others, certainly 
influence all the spheres of the public life in the Czech Republic, including the Economic Diplomacy 
and the Export Promotion. However, two ministries are essential when speaking about the export 
promotion; the Ministry of Industry and Trade and the Ministry of Foreign Affairs; then also the 
government agencies – the CzechTrade and the CzechInvest; and the Czech Export Bank and the 
Export Guarantee and Insurance Corporation. However, there is not any proper distinction between 
the competencies of these ministries. 
 

                                                           

2 see Svatoš, M. Zahraniční obchod: teorie a praxe. Prague: Grada, 2009. ISBN 978-80-247-2708-0, p. 22—23. 
3 Adopted for the period 2006 – 2010 but prolonged also for the year 2011. 
4 see Štouračová, J., a kol. Systém řízení ekonomické diplomacie v České republice. Prague: Vysoká škola 
mezinárodních a veřejných vztahů Praha, o. p. s., 2010. 
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Ministry of Industry and Trade, Ministry for Foreign Affairs 
  
Based on the ―Competence Act‖

5
 the Ministry of Foreign Affairs is a central state body for the Foreign 

Policy. That includes also all the external economic relations and the foreign development aid. On the 
other hand, the Ministry of Industry and Trade is a central state body for the Trade Policy, Foreign 
Economic Policy, Foreign Trade and Export Promotion. It is the Competence Act itself where one can 
trace the roots of competence problems between the two ministries. As a legally binding piece of law, 
the Competence Act does not enable a clear interpretation which body is the one and only responsible 
for the Economic Diplomacy of the Czech Republic. Even that there were two political agreements 
between the ministries

6
 aiming to foster cooperation in this field, the problems connected still prevail. 

In June 2011, the new Agreement on the Guaranteed Level of Services between the Ministry of 
Foreign Affairs and the Ministry of Industry and Trade was signed. The main purpose is to distinguish 
the competences of both resorts to promote the efficiency of export assistance

7
. 

 
In present, the Ministry of Industry and Trade sends its own diplomats to the Commercial Sections of 
Czech Embassies abroad, while the Ministry of Foreign Affairs is responsible for the rest of the 
diplomatic personnel of a mission. The Ministry of Industry and Trade organises also the official state 
participations at foreign fairs and exhibitions

8
. 

 
Commercial Sections of Czech Embassies 
 
The Commercial Sections of Czech Embassies play an exceptional role in the whole system. They 
should provide Czech companies with support at a local foreign market, with consulting services, and 
they also maintain the contact with important foreign business partners and political authorities. These 
official representations also provide Czech exporters with the necessary information about the 
business climate at the local market. However, not all the Czech Embassies are able to offer similar 
services. Those Embassies that do not include a commercial section can offer only basic services for 
exporters because they usually consist of the Head of Mission and one or two other diplomats only. 
 
Services are provided on the basis of a codex of cooperation with companies

9
 issued by the Ministry 

of Industry and Trade together with the Ministry of Foreign Affairs. According to this codex, it is 
necessary for all the exporters to exploit all the information sources available first and only after 
contact a commercial section of a Czech embassy. 
 
Czech Council for Trade and Investments 
 
The Czech Council for Trade and Investments

10
 is an advisory body of the minister of Industry and 

Trade composed from the representatives of the Ministry of Foreign Affairs, Ministry of Finances, 
Confederation of Industry of the Czech Republic, Czech Chamber of Commerce, and Association of 
small and medium-sized enterprises and crafts of the Czech Republic. 
 
CzechTrade Agency 
 
The government agency CzechTrade is relatively closest to Czech exporters. A bigger flexibility and a 
faster reaction to the change of conditions at foreign markets is one of the advantages of this agency. 
It represents one of the key parts in the Czech Export Promotion Policy. As an allowance organization 
of the Ministry of Industry and Trade the CzechTrade provides highly individual services ranging from 
consulting, and the assistance at foreign markets to courses of the Export Academy. The CzechTrade 
also participates in the foreign fairs and exhibitions. Its foreign offices are also capable to offer 
selections of the potential business contacts or mediate the business negotiation and provide suitable 
related services. The CzechTrade services are not free of charge but there are considerable 

                                                           

5 Act Nr. 2/1969.  
6 Dating back to the last decade of the 20th century. 
7 see http://www.mzv.cz/file/671890/Dohoda_MZV_MPO.pdf.  
8 Directly for the exporters. 
9 see http://download.mpo.cz/get/26457/48098/571282/priloha003.pdf. 
10 see http://download.mpo.cz/get/29542/32054/339676/priloha002.doc. 

http://www.mzv.cz/file/671890/Dohoda_MZV_MPO.pdf
http://download.mpo.cz/get/26457/48098/571282/priloha003.pdf
http://download.mpo.cz/get/29542/32054/339676/priloha002.doc
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contributions from the State Budget. Czech exporters can exploit them in accordance with the ―de 
minimis‖

11
 rules of the European Union. 

 
Czech Export Bank, Export Guarantee and Insurance Corporation 
 
The financial export promotion, i.e. financing and insurance of the export with a state support, is 
provided especially by the Czech Export Bank and by the Export Guarantee and Insurance 
Corporation. Both institutions are fully owned by the Czech Republic and the state assumes guarantee 
over all their obligations. The state supports exports by soft loans and bank guarantees. The Czech 
Export Bank offers direct and refinancing loans, the interest rate being at the lowest level possible. 
The bank offers also other services like letters of credit. The Czech Export Bank offers also services 
for the SME

12
 sector. However, there is a big challenge for the bank to make these services really 

available for this sector. 
 
The government insurance support is assured by the Export Guarantee and Insurance Corporation. 
The insurance of export loans can be provided in a short-term, middle-term or long-term form. It is 
possible to cover guarantees and investments abroad and these insurance products are applicable 
also to the SME sector. There are two crucial types of risk: the territorial political risks and commercial 
risks. While the political risks may be covered by commercial insurance companies with big difficulties, 
the commercial risks may be covered also this way. 
 
The Czech Export Bank and the Export Guarantee and Insurance Corporation work according to the 
State Aid Export Insurance and Financing Act

13
. These two institutions were, actually, the first highly 

specialized export promotion institutions after 1989. The law respects all the obligations binding for the 
Czech Republic as a member of the OECD and the EU. There was also a decree of the Ministry of 
Finances

14
 issued to implement the law. The Czech Republic has to respect also the so-called OECD 

Consensus rules
15

 that state the conditions under which the Czech Republic may provide the domestic 
exporters with the state financial aid. The rules of the Council of the EU are also binding for the Czech 
Republic

16
. 

  
Other institutions and Non-state export promotion 
  
There are other actors that participate in the export promotion system, like the CzechInvest and the 
CzechTourism agencies, the Czech centres and the honorary consulates of the Czech Republic 
abroad. We cannot omit the influence of the compatriot associations that may positively affect the 
image of the Czech Republic. 
 
The non-state export promotion in the Czech Republic is represented especially by the professional 
associations, like the Confederation of Industry of the Czech Republic, Czech Chamber of Commerce, 
Association of small and medium-sized enterprises and crafts of the Czech Republic, and International 
Chamber of Commerce. They all are potentially very strong because they are directly related to the 
exporters. However, not all the professional associations provide as many services as they could. 
 
 
2.2. State export promotion in the time of crisis 

 
Economic Crisis brings, besides other consequences, also pressures on the decline of exports but 
also on the decline of imports, and the total foreign trade is like slowing down. This phenomenon 

                                                           

11 The European Union „de minimis― (state aid) regulation allows for aid of up to €200,000 to be provided from public 
funds to any enterprise over a period of three years. 
12 see Nejedlý, M. Státní podpora financování exportu malých a středních firem v době finanční a hospodářské krize. In 
Taušer, J. -- Krajčík, D. (ed.). Česká republika a Slovensko v mezinárodním obchodě a podnikání. Vliv finanční krize na 
mezinárodní podnikání. Prague: Oeconomica, 2010, p. 263--270. ISBN 978-80-245-1583-0. 
13 Act. Nr. 58/1995. 
14 Decree Nr. 278/1998. 
15 Arrangement on officially supported export credits. See Baláž, P., a kol. Medzinárodne podnikanie. Bratislava: Sprint, 
2005. ISBN 80-89085-51-2, p. 308—309. 
16 2001/76/EC: Council Decision of 22 December 2000 replacing the Decision of 4 April 1978 on the application of 
certain guidelines in the field of officially supported export credits - Arrangement on guidelines for officially supported 
export credits. 
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appears not only in the national economy but also globally together with the crisis spreading into the 
whole World. Very frequent reactions in the course of crisis are represented by protectionist steps 
which are aiming at protection of economic subjects against unfavorable external influences. 
 
Protectionist measures are naturally ―poisonous‖ for the subsequent development of the international 
trade and they negatively influence the balance of commercial flows between states. Therefore, the 
economic crisis mainly acts against contemporary liberal trends. Those states whose markets are big 
enough and with sufficient domestic demand can compensate certain cuts in exports with the help of 
their domestic demand. However, states which have to rely only on the external environment can 
suffer a lot from the crisis. 
 
So, these are also the reasons why it is very important to support the Czech domestic export, either by 
direct or indirect promotion of exporters themselves or by settings of the commercial relations (e.g. on 
the bilateral political-economic level) so that the domestic producers experience the economic crisis as 
least as possible. The State should, first of all, remove obstacles, which are, unfortunately, more 
numerous during the crisis. 
 
We can divide the services provided by the state, or by the state institutions respectively, into several 
basic groups (according to providers): 

 Official state participations in the foreign trade and fairs; 

 Services provided by the Commercial Sections of Czech Embassies abroad; 

 Services provided by the CzechTrade agency; 

 Services provided by the Czech Export Bank and the Export Guarantee and Insurance 
Corporation. 

 
As far as the official state participations in the foreign trade and fairs are concerned, their number went 
down from 2008 to 2010 by 75 % and the amount determined to their realization in 2010 fell as well

17
. 

The increase in the participation of the state in the foreign fairs and trades represents one of the most 
efficient ways of export promotion of the Czech producers and, therefore, a decline of this support 
does not work in the anti-crisis manner. 
 
However, the CzechTrade agency proved to be very useful in the course of the economic crisis and 
there was a significant increase in demand for its services. The volume of client exports supported by 
the CzechTrade services went up from CZK 3 billion in 2007 to CZK 5.5 billion in 2008

18
. 

 
There was also an obvious ―crisis‖ reaction from the institutions providing financial export promotion. In 
2010, the Czech Export Bank accorded new loans in the amount of almost CZK 40 billion

19
, while in 

the previous years it was CZK 25 billion in 2009 and CZK 20 billion in 2008 respectively. It is a real 
anti-crisis measure by which the government decided to promote export during the economic crisis. 
This increase was enabled by additional sources for the Czech Export Bank provided by the Czech 
government. “In the case of the Czech Export Bank, there was an increase in the basic capital up to 
CZK 4 billion (from CZK 2.950 billion) and the bank received budget finances (CZK 741.7 million) for 
financing of export with a state support.”

20
 Analogically, there was an increase in the insurance 

capacity of the Export Guarantee and Insurance Corporation up to CZK 200 billion (by CZK 50 billion). 
“A similar demand for services was noticed in the Export Guarantee and Insurance Corporation which 
expects, by the end of 2010, the volume of new insurance contracts in the amount of CZK 65 billion, 
which is another increase compared to the “record” year 2009 (CZK 62 billion) and substantially more 
than in the pre-crisis period (CZK 30-40 billion).”

21
 

 
 

                                                           

17 Interim reports on the Export Strategy of the Czech Republic 2006 – 2010; years 2008, 2009 and 2010 (more 
materials), available on http://www.mpo.cz.  
18 http://www.czechtrade.cz/o-czechtrade/predstaveni/vysledky.  
19 Interim reports on the Export Strategy of the Czech Republic 2006 – 2010; years 2008, 2009 and 2010 (more 
materials), available on http://www.mpo.cz. 
20 Interim report on the Export Strategy of the Czech Republic 2006 – 2010; year 2010, available on 
http://download.mpo.cz/get/43270/48544/573474/priloha001.pdf, p. 3. 
21 Interim report on the Export Strategy of the Czech Republic 2006 – 2010; year 2010, available on 
http://download.mpo.cz/get/43270/48544/573474/priloha001.pdf, p. 3. 

http://www.mpo.cz/
http://www.czechtrade.cz/o-czechtrade/predstaveni/vysledky
http://www.mpo.cz/
http://download.mpo.cz/get/43270/48544/573474/priloha001.pdf
http://download.mpo.cz/get/43270/48544/573474/priloha001.pdf
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3. Development of the Balance of Trade in the Course of Crisis 
 

Dynamics in the Balance of trade 
 
The economic crisis always necessarily brings about, besides changes in the GDP and other 
macroeconomic entities also influence on the dynamics and structure of the Balance of Trade of each 
state concerned. As already stated, the Czech Republic is a small and very open economy which is 
highly dependent on its external economic relations. This dependency has been very typical for the 
Czech Republic since the 1990s and, therefore, we may classify the Czech Republic as an export-
oriented economy. Since 1990s, there has been also a stable tendency of the increase in the share of 
the Czech exports (goods and services) in the GDP of the country. While in 1995, this ratio was about 
51 %, in 2004 it was already 70 %, and in 2010 even 79.3 %. As shown in the Figure 1, the peak was 
attained in 2007. Then there was a fast and deep decline, causes probably by the economic crisis and 
by the weakening world demand. However, between 2009 and 2010, there was again a significant 
growth up to almost 80 %. This ratio is thus related to the phase of the economic cycle the country is 
undergoing. Exports are among the basic elements of the GDP and very influence its development. If 
the exports decline the GDP growth slows down and vice-versa. 
 
Figure 2: Exports/GDP ratio of the Czech Republic compared with the Antal GDP growth rate in the 
Czech Republic (data source: Czech Statistical Office) 
 

 
 

 
The balance of trade, which represents a balance between exports and imports of goods, is a very 
important part of the current account of the balance of payment. This balance (negative or positive) 
and its dynamics give a basic piece of information about the quality of the country‘s external relations. 
It can be measured as a share of the GDP. Figure 2 shows the dynamics of this indicator in the Czech 
Republic in some other countries from 1995. It is obvious that the Czech Republic reached very good 
results in comparison with other territories and improved its balance from the 8 % GDP deficit to 5 % 
GDP surplus. 
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Figure 3: Balance of trade/GDP ratio (data source: EUROSTAT) 
 

 
 

 
Figure 4: Development of the Balance of trade in the Czech Republic in CZK million in current prices 
(data source: Czech Statistical Office) 
 

Year 1995 1996 1997 1998 1999 2000 2001 2002 

Exports 553 767 595 118 708 030 833 277 903 558 1 124 031 1 272 480 1 255 338 

Imports 661 314 749 769 862 869 917 037 968 737 1 245 370 1 389 527 1 326 644 

Balance -107 547 -154 651 -154 839 -83 760 -65 179 -121 339 -117 047 -71 306 

Year 2003 2004 2005 2006 2007 2008 2009 2010 

Exports 1 372 016 1 716 946 1 865 746 2 149 702 2 484 895 2 463 335 2 104 927 2 468 389 

Imports 1 441 933 1 729 926 1 806 365 2 084 994 2 364 396 2 362 889 1 939 907 2 334 585 

Balance -69 917 -12 980 59 381 64 708 120 499 100 446 165 020 133 804 

 
After huge deficits of the Balance of trade in the second half of the 1990s and in the begging of the 
new millennium, there was a first surplus in 2005. The arrival of the economic crisis is very evident 
between 2009 and 2010 when there was a decline of the surplus by CZK 32 billion. Although the 
Czech Republic was highly affected by the crisis, the exports in 2008 and 2009 were still very good 
(compared to the previous years). So, combined with the decline in imports (mainly in 2009, due to the 
weakened domestic demand), the Balance of trade was in a big surplus even during the crisis. 
Moreover, the 2010 data indicate an optimistic future. However, it very important to mention that many 
small Czech business companies were not able to face the competition on the foreign markets and 
during the crisis, due to the weakened demand, unfavourable exchange rate and worse access to 
loans, had to declare bankruptcy. Considering the total volume of the foreign trade and its change 
during the crisis, in 2008 it was CZK 4 880 225 million (of which CZK 2 473 736 million were exports 
and CZK 2 406 489 million were imports)

22
. In 2009, there was a decline to the total volume of CZK 

4 127 659 million (of which CZK 2 138 623 million were exports and CZK 1 989 036 million were 
imports). Year 2010 brought a redress of the foreign trade volume when it attained CZK 4 908 906 
million (of which CZK 2 515 865 million were exports and CZK 2 393 041 million were imports). The 

                                                           

22 Source available on: http://www.mpo.cz/cz/zahranicni-obchod/statistika-zahr-obchod/. 

http://www.mpo.cz/cz/zahranicni-obchod/statistika-zahr-obchod/
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freshest data available from January 2011 indicate an optimistic trend when there was a surplus in the 
Balance of trade of CZK 15.5 billion (January 2010: CZK 15 billion). 

 
Commodity structure of the Balance of trade during the crisis 
 
As far as the commodity structure of the balance of trade of the Czech Republic, and its changes 
during the crisis, are concerned, the data from the Ministry of Industry and Trade show that the Czech 
Republic is traditionally very dependent on the export of machinery and transport facilities. In 2010, 
export of the mentioned commodities represented 54 % of the total export volume. Moreover, this 
share did not change a lot from 2008. This is also a group of goods where the Czech Republic 
reaches the highest surpluses. The fact that, despite a general decline in demand due to a crisis, 
mainly on the Western markets, there were no significant changes can be explained by a successful 
entry of Czech exporters onto the Eastern markets, including the Chinese market. Czech Republic is 
thus very successful in export of these commodities. On the other hand, this one-sided orientation and 
dependency (especially on exporting cars and accessories) is potentially very dangerous and makes 
the Czech Republic very vulnerable and susceptible to any rapid changes in the global demand. 
 
The biggest relative changes between 2008 and 2010 in the commodity structure of exports were 
noted for example for the commodities like animal fat, vegetable oil and non-specified goods. 
However, the volatility of these commodities is probably caused by small total volumes when every 
partial change can cause a large relative annual change. 
 
The structure of imports is traditionally dominated also by the machinery and transport facilities, but 
the Czech Republic strongly imports other commodities like industrial products, chemicals and mineral 
oils. There was general decline in imports during the crisis but between 2008 and 2009 the biggest 
relative decline was noted for the imports of mineral oils. Imports of machinery went down on 82.6 % 
of the 2008 value. Between 2009 and 2010, on the other hand, imports of all commodity groups 
increased, the highest increase being for mineral oils and machinery. This fact clearly shows that 
these two commodities react more than others to an economic slowdown or growth in the Czech 
Republic. The biggest deficits are reached for the mineral oils which have to be imported because of 
lack of Czech domestic sources, and also in chemicals. 
 
The current economic crisis influenced the development of the trade balance in such commodities as 
non-iron metals and plastic materials. The imports of these commodities were in the beginning of 2008 
relatively high and the trade balance was in deficit. However, when the economic crisis stroke the 
imports started to decline. Only since 2010 the imports have started to increase again. Thus it is 
proved that the Czech Republic is, regarding its strategic geographic location, rather an ―assembling‖ 
point of the components imported. 
 
Figure 5: Balance of trade with commodities in CZK million (data source: Ministry of Industry and 
Trade) 

  2008 2009 2010 

 Total foreign trade of the Czech Republic 67 247 149 587 122 824 

 0 Food and live animals -27 303 -32 993 -35 038 

 1 Beverages and tabac 3 726 2 704 2 457 

 2 Inedible raw materials, without fuels 498 12 749 11 867 

 3 Mineral oils and fuels, lubricants and 
related materials 

-165 920 -106 395 -135 750 

 4 Animal and vegetable fats and oils -1 703 -2 539 172 

 5 Chemicals -99 778 -86 198 -90 806 

 6 Market products according to the type of 
material 

8 045 25 393 10 127 

 7 Machinery and transport equipment and 
facilities 

336 195 324 250 327 878 

 8 Various industrial products 14 208 12 896 32 155 

 9 Non-specified -721 -280 -238 
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Territorial structure of the Balance of trade during the crisis 
 
It is nothing new under the sun to say that the Czech Republic realizes most of its foreign trade with 
other developed market economies. In 2010, 73.9 % of the total foreign trade volume falls on other 
EU27 states, of which Germany represents 28.8 %

23
. This percentage did not change a lot (the same 

applies for other markets) in the course of the crisis. 
 
In 2010, the Czech export to the developed market economies represented 90.1 % of the total 
exports, 83.9 % of exports going to the other EU27 states. This share declined by 1.4 pp between 
2008 and 2010. 4 % of the exports were realized in 2010 with developing countries (2008: 3.3 %, 
2009: 4.3 %). Another 4 % accounted for the Commonwealth of Independent States (2008: 4.3 %, 
2009: 3.5 %). There was a slight increase in the export to China (in total by CZK 10 billion annually 
between 2008 and 2010). 
 
Imports are not as clear as exports. In total, 71.4 % imports to the Czech Republic in 2010 come from 
the advanced market economies, 63.4 % being from the EU27 countries. Share of the advanced 
market economies declined from 2008 to 2010 by almost 4 pp, while the share of imports from the 
developing countries increased in the same period by almost 2 pp. Also the share of imports from 
China increased (by 3.4 pp). 
 
As far as the territorial balance of trade is concerned, there are large surpluses in trade with the 
advanced market economies. However, this surplus is only thanks to the trade with the EU27 and 
EFTA countries because with other advanced market economies, there is a deficient trade balance. A 
long-term passive balance is very typical for the Czech trade with developing countries, with the 
Commonwealth of Independent States and also China. As for the territorial structure, the Czech 
Republic is thus also very one-side oriented. 
  
Figure 6: Balance of trade with territories in CZK million (data source: Ministry of Industry and Trade) 

  2008 2009 2010 

 Total foreign trade of the Czech Republic 67 247 149 587 122 824 
 * Advanced market economies 424 035 436 334 558 626 

 ** EU27 496 565 484 154 593 016 
      of which: Germany 116 334 165 833 192 407 
                      Slovakia 94 234 78 323 97 374 
 ** EFTA 4 800 6 832 8 983 
 ** Other advanced market economies -77 330 -54 652 -43 373 
     of which: Canada -2 569 -983 -499 
                     USA -6 510 -7 590 -9 135 
 * Developing countries -62 838 -45 259 -86 004 

     of which: Brazil -1 092 -13 2 537 
                     India 1 920 2 273 4 110 
                     Turkey -3 243 2 153 1 166 
 * European states with transition economies 16 376 12 455 12 839 
 * Commonwealth of Independent States -107 238 -58 856 -83 517 

     of which: Russia -87 284 -52 985 -62 472 
                     Ukraine 5 727 3 162 -2 666 
 * Other -202 808 -187 944 -271 861 

     of which: China -199 375 -184 086 -268 278 
 * Non-specified -280 -7 143 -7 259 

Foreign trade with OECD countries 352 089 379 991 479 480 

 
 
 
4. Conclusion 
 
From the business point of view, the system of export promotion represents only a certain offer of 
services of individual institutions. This approach to the economic diplomacy is very understandable 
and pragmatic. Exporters are not very interested in theoretical questions related to the institutional 
structure of the economic diplomacy and competencies. They behave very rationally and follow their 

                                                           

23 Source available on: http://www.mpo.cz/cz/zahranicni-obchod/statistika-zahr-obchod/. 

http://www.mpo.cz/cz/zahranicni-obchod/statistika-zahr-obchod/
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own economic interest. In the Czech Republic, the most of the economic agents are somehow in 
contact with abroad. The overall offer of export promotion services is included in the publication called 
―Export v kostce‖ which is issued twice a year by the Ministry of Industry and Trade. 
 
Every national export promotion program should be as efficient as possible in order to provide useful 
services for domestic exporters, especially in a time of economic crisis. The Czech Republic is very 
dependent on the external economic relations because it is a typical open economy whose export 
highly contributes to its GDP. Therefore, every considerable change in the foreign demand, especially 
within the European Union, for the imported goods highly affects the whole of the Czech exports. For 
these reasons, it is very essential for the state to help the Czech exporters with their activities, 
especially in the course of the World financial and economic crisis. 
 
There are several institutions in the Czech Republic which take part in the whole Export Promotion 
System. The competences are not clearly divided among these institutions, which causes political 
problems and negatively affects the efficiency of the whole system. The exporters, on the other hand, 
expect especially individual services focused on practice. 
 
To sum up, there is a strong dependency on the development in the Western economies and on the 
neighbour markets. The commodity and the territorial structure of the Czech Republic foreign trade 
stayed almost unchanged in the course of the contemporary economic crisis. 
 
 
References 
 
1. Act Nr. 2/1969. 
2. Act. Nr. 58/1995. 
3. Baláž, P., a kol. (2005), Medzinárodne podnikanie. Bratislava: Sprint. 
4. Bayne, N. and Woolcock, S. (2007), The New Economic Diplomacy: decision-making and 

negotiation in international economic relations, Ashgate Publishing, Ltd. 
5. Council Decision Nr. 2001/76/EC of 22 December 2000. 
6. Decree Nr. 278/1998. 
7. Interim report on the Export Strategy of the Czech Republic 2006 – 2010; year 2008. 
8. Interim report on the Export Strategy of the Czech Republic 2006 – 2010; year 2009. 
9. Interim report on the Export Strategy of the Czech Republic 2006 – 2010; year 2010. 
10. MPO a MZV (2004), Zásady spolupráce zastupitelských úřadů České republiky s českými 

podnikatelskými subjekty v obchodně ekonomické oblasti (KODEX). Prague: Ministerstvo 
průmyslu a obchodu, Ministerstvo zahraničních věcí. 

11. Nejedlý, M. (2010), Státní podpora financování exportu malých a středních firem v době finanční a 
hospodářské krize. In Taušer, J. -- Krajčík, D. (ed.). Česká republika a Slovensko v mezinárodním 
obchodě a podnikání. Vliv finanční krize na mezinárodní podnikání. Prague: Oeconomica. 

12. Petříček, V. (2007), Česká podpora podnikání v evropském kontextu. Prague: Corona 
Communications. 

13. Svatoš, M. (2009), Zahraniční obchod: teorie a praxe. Prague: Grada. 
14. Štouračová, J., a kol. (2010), Systém řízení ekonomické diplomacie v České republice. Prague: 

Vysoká škola mezinárodních a veřejných vztahů Praha, o. p. s. 



2011 Global Business Conference at Sibenik 

294 

 

The Impact of Flexicurity Policy Components on Labour Market Performance in 
the European Union 
 
 
 
Suzana Laporšek 
Assistant and Researcher 
University of Primorska, Faculty of Management Koper 
Cankarjeva 5, p.p. 345 
SI-6104 Koper, Slovenia 
Phone: ++386 5 610 20 49 
E-mail: suzana.laporsek@fm-kp.si  
 
Primož Dolenc, Ph. D. 
Associate Professor 
University of Primorska, Faculty of Management Koper 
Cankarjeva 5, p.p. 345 
SI-6104 Koper, Slovenia 
Phone: ++386 5 610 20 49 
E-mail: primoz.dolenc@fm-kp.si  
  
 
 
Abstract 
 
The aim of the paper is to examine the level of implementation of flexicurity policies in the EU Member 
States and to study the impact of flexicurity policy components, i.e. employment protection legislation, 
active labour market policies, lifelong learning programs and unemployment benefits, on labour market 
outcomes using the panel of 20 EU Member States over the 1998–2008 period. The empirical 
estimates show that expenditures for active labour market policies, net replacement rates for the first 
year of unemployment and participation in lifelong learning significantly increase employment rate, 
whereas employment protection legislation index has a significant negative impact on employment. 
Even stronger, but opposite are effects on unemployment rate and long-term unemployment rate. The 
findings confirm the importance of further development of flexicurity policies that would enable both 
firms and employers to more easily adapt to economic changes and foster the development of 
favourable labour market performance.  
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1. Introduction 
 
Flexicurity has become one of the most prominent recommendations in the field of employment in the 
European Union (EU). As it strives for flexibility while maintaining high level of social security, it 
presents a great challenge to the rather rigid European labour markets, especially in the context of 
demographic ageing and labour market segmentation problems, intense globalization processes and 
rapid technological developments (see European Expert Group on Flexicurity, 2007). 
 
The EU promotes flexicurity through four policy elements: (i) flexible contractual relations, (ii) lifelong 
learning, (iii) active employment policies and (iv) social security system. The main objective of this paper 
is to study how these flexicurity components affect labour market outcomes (LMOs) in the EU Member 
States. Since each of the elements presents a complex indicator, we base our analysis on the 
representative variables of flexicurity, used also by the European Commission (2007a). We therefore 
examine whether employment protection legislation (EPL) index, participation in lifelong learning (LLL) 
programs, expenditures for active and passive labour market policies (ALMPs and PLMPs, respectively)

1
 

and net replacement rate for the first year of unemployment (NRR) affect employment, unemployment 
and long-term unemployment rates among EU Member States. The analysis is performed by the 
regression model on the panel of 20 EU countries between 1998 and 2008.  
 
The rest of the paper is organized as follows. Section 2 presents the concept of flexicurity and a brief 
overview of the previous empirical studies on the effects of flexicurity policies on LMOs. Section 3 
gives an overview of methodology and data. Section 4 firstly presents basic descriptive statistics of 
flexicurity variables, followed by the results of panel regression analysis. Section 5 concludes. 
 
 
2. Flexicurity and its Effects on Labour Market Performance 
 
In this section we firstly outline the notion of flexicurity, followed by a brief presentation of empirical 
studies on the impact of each of the flexicurity components on LMOs. 
 
 
2.1. The concept of flexicurity within European Union 
 
According to the Council of the EU, flexicurity presents a toll that would positively affect 
competitiveness of firms, enhance quality and productivity at work and facilitate adaptation of 
employers and employees to economic changes (Council Decision, 2003/578/EC). Despite the 
importance of the concept, a common definition of flexicurity has still not been achieved. European 
Commission (2007a, 10) therefore uses a very broad definition, as it understands flexicurity as “an 
integrated strategy to enhance, at the same time, flexibility and security in the labour market,” which 
can be implemented across four policy components: 

o flexible and reliable contractual arrangements, both for employers and employees, ensured 
through modern labour laws and work organization; 

o comprehensive LLL strategies to sustain productivity levels and competitiveness of firms and 
improve long-term employability of workers through continuous investment in skills; 

o effective ALMPs to help people to cope with rapid economic changes and to facilitate the 
transitions to employment and improve the efficiency of job matching; 

o modern social security systems that would act as a safety net during job changes, however 
not pulling people out of the labour market.  

 
It should be noted that crucial preconditions for an effective implementation of the above mentioned 
policies are involvement of all social partners and well-established social dialogue. Moreover, 
countries should be aware that flexicurity is not a uniform model, but it should be shaped for every 
national situation individually (European Commission, 2007b). 
 
 
 

                                                           

1 Although expenditures for PLMPs are not directly a flexicurity element, they are important indicator of the state and of 
development in the area of labour market policies (LMPs) and, indirectly, of UBs. 
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2.2. Flexicurity components and their effects  
 
EPL and its effects has been a subject of a large body of theoretical and empirical literature, however 
economists have not yet reached a consensus on direction and on magnitude of EPL effects on labour 
market performance (for overview of studies see OECD, 2004). Of special importance (due to 
methodology used) are recent cross section analysis of the gross worker and job flows, which showed 
that strict dismissal regulations reduce job and worker flows, by which the negative relationship is 
stronger in industries where it can be expected that EPL effects are stronger (see Micco and Pages, 
2006; Bassanini et al., 2010; Haltiwanger et al., 2010; Cingano et al., 2010). 
 
On the other hand, the labour market effects of LLL have been subjected to less research. Studies 
performed by the OECD (2004) and the European Commission (2006) confirmed a positive 
association between participation in training and LLL programs and high employment and low long-
term unemployment. Similar findings were obtained also by Dieckhoff (2007) who showed that 
continued training had a significant positive effect on the transition from unemployment to employment 
in Germany, Denmark and the United Kingdom and a strong effect on the probability of transition into 
higher level occupations in Germany and Denmark. 
 
Regarding the ALMPs, they should be understood as a complementary to EPL, since improving the 
efficiency of the job matching and the skills of the unemployed reduce negative labour market 
outcomes effects caused also by employment protection (for overview of studies see Bassanini and 
Duval, 2006, Fialová and Schneider, 2009; de Groot and Elhorst, 2010). Nevertheless, according to 
microeconometric studies, which mostly refer to LMPs as a whole, the impact is rather modest (see 
Heckman et al., 1999).  
 
UBs can affect LMOs through various channels, including job search intensity, reservation wages, 
wage bargaining process, the level of riskiness and productivity of newly created jobs. Most 
microeconometric studies find that generous UBs (in terms of duration and benefit level) increase the 
duration of unemployment spells (for surveys of the literature see Krueger and Meyer, 2002; van Ours 
and Vodopivec, 2008). Similar findings were reported also by studies performed on a cross-country 
level. For example, Boeri and Garibaldi (2009) showed a negative relationship between average gross 
replacement rates and employment - unemployment transitions in the European countries. Also 
Scarpetta (1996) Elmeskov et al. (1998) and Blanchard and Wolfers (2000) confirmed a significant 
positive impact of various measures of UBs generosity on unemployment. 
 
 
3. Methodology and Data 
 
Most of the papers focus on the theoretical aspects of flexicurity, whereas only few investigate the 
empirical effects of all flexicurity labour market institutions, simultaneously, on LMOs (see for example 
Bassanini and Duval, 2006; Fialová and Schneider, 2009; Bassanini et al., 2010; de Groot and 
Elhorts, 2010). In this paper we therefore examine the labour market effects of four flexicurity elements 
that represent the underlying fundamentals of the concept within the EU: (1) EPL index to present 
flexibility of contractual arrangements; (2) participation of adults in LLL programs; (3) government 
expenditures for ALMPs and PLMPs; and (4) NRR to present generosity of social security. 
The empirical analysis is divided in two parts. Firstly, we present performance of the EU Member 
States in implementation of flexicurity components and their eventual correlation with LMOs with the 
use of descriptive statistics.

2
 The analysis is based on the latest available data for 2008 and 2009.  

 
In the second part of our empirical analysis, we study the impact of above mentioned flexicurity 
components on employment, unemployment and long-term unemployment rates. The variables used 
to represent the flexicurity components were chosen from the list prepared by the European 
Commission (2007a). The effects are estimated using panel regression analysis, performed on the 
sample of 20 EU countries between 1998 and 2008.

3
 The regression analysis is based on the random 

                                                           

2 The analysis of differences between old and New Member States (NMS) is due to small sample of countries based on 
the Mann-Whitney non-parametric test. 
3 The panel included Austria, Belgium, Czech Republic, Germany, Denmark, Estonia, Spain, Finland, France, Greece, 
Hungary, Ireland, Italy, Netherlands, Poland, Portugal, Sweden, Slovenia, Slovak Republic, United Kingdom. Other EU 
Member States were left out of the analysis due to the lack of data. 
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effects generalized least square estimation method controlled for heteroskedacity and 
autocorrelation.

4
 A regression function with the following specifications was formed: 

 
 
 
 
 
 
 
 
where Xi,t  

 

denotes employment rate, unemployment rate and long-term unemployment rate in subsequent 
regression analyses.

5
 EPL refers to overall EPL index

6
 in country i at time t. ALMP denotes 

expenditures for active labour market programs per unemployed as % of gross domestic product 
(GDP), yet PLMP presents expenditures for passive labour market policies. NRR stands for net 
replacement rate of unemployment benefits (UBs) in the first year of unemployment and LLL is 
participation rate in lifelong learning programs. In order to control for labour market situation, we 
include tax wedge (TW) for single person without children earning 2/3 of average wage as a measure 
of labour taxation and trade union density (TUD) as a measure of trade union‘s presence. As a control 
variable of macroeconomic environment we use GDP at purchasing power parity per capita (GDPpc). 
Moreover, we also introduce dummy variable D in the interactive and multiplicative form (D multiplied 
by EPL, ALMP, PLMP, NRR and LLL, i.e. with all flexicurity components) in order to control for 
differences between old (D = 0) and new (D = 1) EU Member States. ,  and  are vectors of 

regression coefficients measuring, respectfully, the effect of explanatory variables, the eventual 
differences in the effect of explanatory variable between old and new EU Member States, and the 
effect of control variables. Parameter εi,t refers to random error.  
 
The data needed for empirical analysis was obtained from OECD database (OECD.Stat, 2011) and 
Eurostat (2011). The missing estimations of EPL index for Slovenia in 1998–2004 period were 
collected from Vodopivec et al. (2007), who calculated them according to the OECD methodology.  
 
 
4. Empirical Analysis 
 
This section presents the results of the empirical analysis. First we briefly present descriptive statistics 
for each of four flexicurity variables, followed by the estimates of the panel regression analysis. 
 
 
4.1. Descriptive statistics 
 
As can be seen from Table 1, the EPL strictness varies greatly among EU Member States. The 
regulation is the most rigid among Southern or Mediterranean European countries and becomes more 
liberal when moving to Scandinavian countries. The highest level of flexibility in employment protection 
can be observed in Anglo-Saxon countries, i.e. United Kingdom and Ireland.  
 

                                                           

4 The decision to use panel regression model with random effects instead of fixed effects was based on the estimates of 
the Hausman test and the Breusch and Pagan Langragian multiplier test. The presence of heteroskedacity and 
autocorrelation was confirmed by likelihood-ratio test and Wooldrige test, respectively.  
5 Data on employment, unemployment and long-term unemployment rate were collected on the basis of Labour Force 
Surveys and refer to the age group 15 to 64. 
6 EPL index presents a measure of labour market flexibility and covers three different aspects of employment protection: 
(i) individual dismissal of workers with regular contracts; (ii) additional costs for collective dismissals; and (iii) regulation 
of temporary contracts. Until today OECD presented three versions of EPL index calculations (see OECD, 2011a). In 
this analysis we use the second version.  
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Table 1: EPL index in the EU Member States, 2008 
 

Country
1
 

Regulation on 
regular 

employment 

Regulation on 
temporary 

employment 

Collective 
dismissal 

EPL index, 
overall, 2008 

Austria 2.2 2.3 3.3 2.4 

Belgium 1.9 2.7 4.1 2.6 

Czech Republic 3.0 1.7 2.1 2.3 

Denmark 1.5 1.8 3.1 1.9 

Finland 2.4 2.2 2.4 2.3 

France 2.6 3.8 2.1 3.0 

Germany 2.9 2.0 3.8 2.6 

Greece 2.3 3.5 3.3 3.0 

Hungary 1.8 2.1 2.9 2.1 

Ireland 1.7 0.7 2.4 1.4 

Italy 1.7 2.5 4.9 2.6 

Luxembourg  2.7 3.9 3.9 3.4 

Netherlands 2.7 1.4 3.0 2.2 

Poland 2.0 2.3 3.6 2.4 

Portugal 4.0 2.5 1.9 3.1 

Slovak Republic 2.5 1.2 3.8 2.1 

Spain 2.4 3.8 3.1 3.1 

Sweden 2.7 0.7 3.8 2.1 

United Kingdom 1.2 0.3 2.9 1.1 

Estonia 2.3 2.2 3.3 2.4 

Slovenia 3.0 2.5 2.9 2.8 

Lithuania
2
 2.9 2.4 3.6 2.8 

Latvia
2
 2.3 2.1 : 2.5 

Bulgaria
2
 2.1 0.9 4.1 2.0 

Romania
3
 2.0 2.9 4.4 2.8 

EU-15 average ± st. dev. 2.3 ± 0.7 2.3 ± 1.2 3.2 ± 0.8 2.5 ± 0.6 

NMS-12 average ± st. dev. 2.4 ± 0.4 2.0 ± 0.6 3.4 ± 0.7 2.4 ± 0.3 

Notes: 
1 

Data for Cyprus and Malta are not available. 
2
 Data for 2004. 

3
 Data for 2006. 

: no data available. 
Sources: OECD.Stat, 2011; Tonin, 2009; Vasilica and Mladen, 2009; Vodopivec et al., 2007.  

 
A simple analysis using scatterplots and linear regression models shows a negative relation between 
EPL strictness and employment rate and opposite relation with unemployment rate, however both 
correlations are statistically insignificant (see Figure 1). Irrespectively, a further analysis shows that 
regulations of employment protection have an important effect on the length of employment tenure: a 
Pearson correlation coefficient between EPL index and average job tenure amounts 0.584 at 5 % 
significance level. In similar vein, the results of simple linear regression indicate that a rise in EPL 
index for one unit increases average job tenure for 1.3 years, ceteris paribus. These results indicate 
that countries with stricter employment protection exhibit a higher share of long-term employment (i.e. 
more than 10 years) and consequently lower share of short-term employment (i.e. less than 1 year). 
For example, Denmark as a country with rather flexible labour market registered in 2009 20.6 % of 
workers with job tenure shorter than 1 year and only 27.1 % of workers with tenure over 10 years. On 
the other hand, Italy, which is characterized with more rigid labour market, recorded only 9.7 % of 
workers with job tenure shorter than 1 year and 46.4 % of workers with over 10 years of tenure.  
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Figure 7: Strictness of EPL vs. employment and unemployment rate in EU countries, 2008 
 

Source: authors‘ calculations. 
 
Regarding the second flexicurity component, LLL programs, there is a large gap in their 
implementation across EU countries. On one hand, participation rates of adults exceed 20 % in 
Scandinavian countries and expand even to 31.6 % in Denmark, whereas Eastern and Baltic NMS 
hardly achieve 5 % participation rate.

7
 Furthermore, NMS, with minor exception of Malta and Slovenia, 

are still facing problems of low awareness of importance of adult education and of low investments 
and therefore weak performance of these programs (see also Laporšek and Dolenc, 2011). 
 
As seen in Figure 2, participation in LLL has a positive effect on employment, indicating that 
investments in creation of such programs could have a stimulating effect on further employability of 
workers, especially those with lower skills. In similar vein, the analysis suggests a negative 
relationship between participation in LLL programs and long-term unemployment, showing that EU 
countries with higher share of adults involved in LLL programs have, in general, lower long-term 
unemployment rate.

8
  

 
Figure 8: Participation rate in LLL vs. employment and long-term unemployment rate, EU-27, 2009 
 
 

Source: authors' calculations. 

                                                           

7 On average, the participation rate in LLL programs in EU-15 amounted 12.9 % in 2009, whereas in NMS-12 5.7 % (the 
difference between groups of countries is statistically significant at 5 % significance level). 
8 Pearson correlation coefficient between employment rate and participation in LLL amounted 0.766 (at 1 % level of 
significance), whereas the correlation coefficient between long-term unemployment rate and participation rate is – 0.641 
(at 1 % level of significance). 
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Third flexicurity component, ALMPs, aims to enhance human capital, ensure employability of workers 
and facilitate unemployment-employment transitions. This is reflected in its negative effect on 
unemployment rate and positive impact on employment rate (see Figure 3).

9
  

 
Figure 9: Expenditures for ALMP vs. employment and unemployment rate, EU-27, 2007 
 
 

 
Source: authors‘ calculations. 
 
Regardless of its importance, government expenditures for ALMPs are still low, especially in NMS. For 
comparison, in 2007 old EU Member States, on average, earmarked 0.74 % of GDP (or 0.13 % of 
GDP per 1 percentage point of unemployment), whereas NMS only 0.23 % of GDP (or 0.09 % of GDP 
per 1 percentage point of unemployment).

10
 Also low was the share of expenditures for ALMPs among 

all expenditures for LMPs, as it amounted 40.4 % in EU-15 and 44.5 % in NMS. Moreover, estimates 
show that countries with stricter EPL record lower expenditures for ALMPs, however the relation is not 
statistically significant. 
 
One of the important indicators of social security, i.e. of the fourth component of flexicurity, is UBs 
generosity measured by NRR.

11
 On average and irrespectively the family type, NRR is lower for those 

with higher pre-unemployment wage, meaning that when moved to unemployment those with lowest 
pre-unemployment wage lose (financially) least. Namely, in the EU, those with pre-unemployment 
wage at the level of 67 % lost on average 30 % of previous income in 2009, whereas those with pre-
unemployment wage at the level of 150 % lost almost 40 % or 50 % of previous income. Data shows 
that after five years of unemployment NRR declines, although in some countries still achieves high 
levels.  
 

                                                           

9 Pearson correlation coefficient between unemployment rate and expenditure for ALMPs per unemployment level 
amounted – 0.422, whereas between unemployment rate and expenditure for ALMPs 0.623. Both coefficients are 
statistically significant at 5 % significance level.  
10 The difference between groups of countries is statistically significant at 1 % significance level. 
11 NRR is defined as a ratio of net income while out of work and net income while in work (Dolenc and Vodopivec, 2005). 
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Table 2: NRR and duration of UBs, EU-27, 2009 

Country
1
 

NRR (%) in first year of 
unemployment, single 
worker with AW

2
 

NRR (%) – long-term 
unemployment, single 
worker with AW

3
 

Duration of UBs 
(months) 

Austria 55 51 4–12 

Belgium 67 52 no limit 

Bulgaria 54 15 4–12 

Cyprus : : 5 

Czech Republic 66 32 5–11 

Denmark 60 58 24 

Estonia 53 21 6–12 

Finland 52 44 16  

France 67 34 
4–24 (36 months if older 
than 50 years) 

Germany 60 37 6-24 

Greece 52 0 5–12 

Hungary 58 25 up to 9 

Ireland 33 50 up to 10 

Italy 59 0 
7 (10 months if older 
than 50 years) 

Latvia 84 26 9 

Lithuania 68 20 6–9 

Luxembourg 84 46 12 

Malta 36 42 up to 5 

Netherlands 74 53 up to 38 

Poland 45 23 6–12 

Portugal 84 17 9–30 

Romania 48 10 6–12 

Slovak Republic 65 20 6 

Slovenia 64 33 3–25 

Spain 60 23 4–12 

Sweden 48 43 10–15 

United Kingdom 38 38 6 

EU-15 average ± st. dev. 59.5 ± 14.5 36.4 ± 18.5  

NMS average ± st. dev. 58.3 ± 13.1 24.3 ± 8.9  

Notes: 
1
 Countries are ranked in alphabetical order.  

2
 NRR in initial phase of unemployment refers to the net value of UBs in the first 12 months of unemployment 

relative to the average production wage of a single person without children. 
3
 NRR for long-term unemployment refers to the net value of UBs, social assistance, family and housing benefits 

relative to the average production wage of a single person in the 60
th

 month of benefit receipt.  
: no data available 
Sources: European Commission, 2011; OECD, 2011b; authors‘ calculations. 

 
As can be seen from Table 2, the UBs generosity measured by long-term NRR is the highest among 
Scandinavian countries and Continental EU countries, whereas the lowest among Eastern and 
Mediterranean countries. This is also reflected in statistical significant difference in the level of NRR for 
long-term unemployment between EU-15 and NMS. Regarding the duration of UBs, NMS mostly 
provide benefits up to maximum duration of 12 months (with exception of Slovenia), whereas, on 
average, the possible entitlement to UBs lasts longer, in Belgium even indefinitely. 
 
As regards the effect of NRR on LMOs, the descriptive statistics show a positive effect of NRR on 
employment rate and a negative on unemployment and long-term unemployment rate in the EU 
Member States, by which the effects are stronger and statistically significant for NRR for long-term 
unemployment (the NRR for initial phase of unemployment exhibits only minor effect).

12
 These results 

indicate that generous NRR reduce the adverse effects of unemployment bouts and result in better 
employment prospects, what is in line with institutionalist literature (see Bradley and Stephens, 2007). 

                                                           

12 Pearson correlation coefficient between NRR for long-term unemployment and employment rate amounted 0.523 (at 
1 % significance level), whereas between NRR and unemployment rate or long-term unemployment rate – 0.422 and – 
0.518, respectively (at 1 % significance level). 
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Namely, high NRR could motivate unemployed to conduct adequate job searches, improve their skills 
and by that enhance the quality of job matches.  
 
Figure 10: NRR for long-term unemployment vs. employment and long-term unemployment rate, EU-
27, 2009 

Source: authors‘ calculations. 
 
 

4.2. Empirical estimation of the impact of flexicurity components on labour market 
performance  
 
Analyses conducted in the previous section confirm the existence of relations between chosen 
flexicurity components and labour market performance. In this section we are expanding these 
findings by estimating the flexicurity components‘ effects on various LMOs with the panel regression 
analyses conducted on the panel of 20 European countries during 1998–2008 period.

13
 The estimation 

results are summarized in Table 3. 
 
First model examines the impact of flexicurity variables on employment rate. All flexicurity variables 
have a significant impact on employment rate, of which EPL index and expenditures for PLMPs have a 
negative impact, whereas the other three variables (i.e. expenditures for ALMPs per unemployed, 
NRR in initial phase of unemployment and participation in LLL) have a positive effect on employment 
rate. The estimates show that an increase in labour market rigidity decreases employment rate, 
probably due to decreased initiative of firms to create jobs and employ workers as cost of dismissal 
are higher. On the other hand, ALMPs and participation in LLL contribute to enhancement of workers‘ 
skills and knowledge and therefore improve the employment chances of workers. As regards 
differences between EU-15 and NMS, the negative effect of rigid EPL on employment rate is lower in 
NMS (an increase of EPL index for 10 % decreases employment rate by 0.3 %, ceteris paribus), 
however the dummy regression estimate is not statistically significant. A difference can be observed 
also for the effect of participation in LLL on employment rate: in old EU countries the effect is posit ive, 
whereas in NMS an increase in participation rate in LLL for 10 % reduces employment rate by 0.5 %, 
ceteris paribus. The occurrence of opposite regression estimates for NMS relative to EU-15 points on 
the problem of instability of estimated coefficients, probably due to small sample (only six) of new EU 
countries included in the analysis. 
 

                                                           

13 The methodological scope of the panel regression model is explained in the Section »Methodology and Data«. 
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Table 3: Estimation results of the panel regression analyses with random effects, 20 EU countries, 
1998–2008 
 

Dependent variable/ 
explanatory variables 

Employment rate Unemployment rate 
Long-term 
unemployment rate 

Constant 
1.966* 
(0.504) 

8.631* 
(2.997) 

13.888* 
(3.874) 

lnEPL 
– 0.062*** 
(0.037) 

0.278*** 
(0.187) 

0.149 
(0.283) 

lnALMP 
0.030** 
(0.014) 

– 0.461* 
(0.071) 

– 0.525* 
(0.120) 

lnPLMP 
– 0.029*** 
(0.018) 

0.287* 
(0.108) 

0.523* 
(0.147) 

lnNRR 
0.157* 
(0.031) 

– 0.714* 
(0.245) 

– 1.304* 
(0.251) 

lnLLL 
0.042* 
(0.014) 

– 0.046 
(0.057) 

– 0.108 
(0.130) 

lnTW  
– 0.041 
(0.040) 

0.457*** 
(0.279) 

0.805** 
(0.405) 

lnTUD 
0.016 
(0.023) 

– 0.001 
(0.115) 

– 0.284*** 
(0.174) 

lnGDPpc 
0.162* 
(0.045) 

– 0.623* 
(0.230) 

– 1.019* 
(0.291) 

   D  
0.495** 
(0.206) 

– 3.910* 
(1.379) 

– 5.163*** 
(3.074) 

   D × lnEPL 
0.032 
(0.076) 

0.015 
(0.276) 

– 0.160 
(0.532) 

   D × lnALMP 
– 0.004 
(0.021) 

0.098 
(0.238) 

0.120 
(0.145) 

   D × lnPLMP 
– 0.002 
(0.022) 

– 0.170 
(0.121) 

– 0.389** 
(0.187) 

   D × lnNRR 
– 0.080 
(0.065) 

0.743** 
(0.338) 

0.989 
(0.715) 

   D × lnLLL 
– 0.092* 
(0.025) 

0.270* 
(0.079) 

0.496* 
(0.174) 

R
2
:  0.61 0.59 0.65 

Significance level: * 1 %, **5 %, ***10 %. Robust standard errors in parentheses. 
Notes: Dummy variables control differences between old member states (D = 0) and NMS (D = 1). 
Abbreviations are explained in the Section ―Methodology and Data‖. 
Source: authors‘ calculations. 
 
The second regression model, in which we use as a dependent variable unemployment rate, gives, 
expectedly, opposite results as the first model. The effects of flexicurity variables on unemployment 
rate are, with exception of participation in LLL programs, again significant and even more pronounced. 
Results show that an increase in strictness of EPL for 1 % increases unemployment rate for 0.28 %, 
ceteris paribus, whereas an increase in expenditures for ALMPs for 1 % decreases it by 0.46 %, 
ceteris paribus. The results again confirm the importance of EPL and training programs for LMOs, as 
employers have greater initiative to hire workers due to lower dismissal costs and less strict dismissal 
procedures, whereas workers improve their skills and are more likely to get and stay in employment. 
Out of the remaining explanatory variables, it is of special interest also tax wedge, which shows that 
higher tax burden significantly increases unemployment rate (for further details on this issue see also 
Dolenc and Laporšek, 2010). In contrast to old EU countries, in NMS there is statistically significant 
positive impact of participation in LLL programs and a small positive impact of NRR on unemployment 
rate.  
 
The estimations obtained in the third regression model are similar to those in the previous model, but 
stronger (with exception of EPL index, which does not provide for statistical significant coefficient). As 
seen in the table above, the impact of NRR for first-year unemployment is almost two times higher 
than in the previous models (increase of NRR for 1 % results in a long-term unemployment rate 
decline for 1.3 %, ceteris paribus). This indicates that UBs tend to significantly reduce long-term 
unemployment rate, probably due to increased motivation (and time) to invest in skills, resulting in 
higher quality of job matching process. Also higher is the negative impact of expenditures for ALMP, 
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participation in LLL (however statistically insignificant) and tax wedge. This again signifies the 
importance of development of effective ALMPs and LLL programs, which through training, 
prequalification and other employment incentives reduce the level of unemployment, especially in the 
long run. However, if we study the NMS alone, the participation in LLL programs changes its impact on 
long-term unemployment and becomes positive. 
 
 
5. Conclusions 
 
The paper examines the issue of flexicurity in the EU Member States and studies the effect of 
flexicurity policy components on LMOs (employment, unemployment and long-term unemployment 
rate). As flexicurity policy elements present complex entities, which are difficult to measure and 
compare between countries, we focus on four representative labour market institutions, one for each 
flexicurity component (i.e. EPL index, participation in LLL programs, expenditures for LMPs and NRR), 
for 20 EU Member States in the 1998–2008 period.  
 
Our econometric results confirm the importance of further development of flexicurity for LMOs. 
Namely, panel regression estimates suggest that expenditures for ALMPs, NRR for initial unemployed 
and participation in LLL significantly increase employment rate, whereas EPL has a significant 
negative impact on employment. Even stronger, but opposite are effects on unemployment rate and 
long-term unemployment rate. Moreover, among flexicurity variables a special attention should be put 
on the development of ALMPs and system of UBs, as the latter two have especially strong negative 
impact on unemployment by influencing the quality of human capital and enhancing the opportunities 
for employment and re-employment.  
 
To conclude, based on our findings we can confirm that balanced flexicurity policies are of a special 
importance for further development of European labour markets and economies. The European 
countries, especially NMS, should continue with the flexibilisation of employment regulation, 
simultaneously enhancing security system and, most importantly, to develop comprehensive strategies 
of LLL and effective ALMPs together with conditions for their implementation. Most importantly, each 
country must shape its own flexicurity pathway that best suits the specific needs of its labour market, 
with special attention put on finding the right balance between the needs of both employees and 
employers while assuring macroeconomic stability.  
 
At this point it should be noted that our analysis of the impact of flexicurity policies on LMOs should 
present an introduction to a more comprehensive study on this issue. The problem which remains is 
related to the lack of a uniform definition and consequently to the issue of shaping and selecting all-
embracing indicator of a multidimensional policy of flexicurity.  
 
 
References 
 
1. Bassanini, A. and Duval, R. (2006), ―Employment Patterns in OECD Countries: Reassessing the 

Role of Policies and Institutions‖, Economics Department Working Papers [46], OECD, 9 June.  
2. Bassanini, A., Garnero, A., Pascal, M. and Sebastien, M. (2010), ―Institutional Determinants of 

Worker Flows: A Cross-Country/Cross-Industry Approach‖, Social, Employment and Migration 
Working Paper [107], OECD, 6 July. 

3. Blanchard, O. and Wolfers, J. (2000), ―The Role of Shocks and Institutions in the Rise of 
European Unemployment: the Aggregate Evidence‖, The Economic Journal, 110 (462), pp. 1-33.  

4. Boeri, T. and Garibaldi, P. (2009), ―Beyond Eurosclerosis‖, Economic Policy, 24 (59), pp. 409-461.  
5. Bradley, D. H. and Stephens, J. D. (2007), ―Employment Performance in OECD Countries‖, 

Comparative Political Studies, 40 (12), pp.1486-1510.  
6. Cingano, F., Leonardi, M., Messina, J. and Pica, G. (2010), ―The Effects of Employment Protection 

Legislation and Financial Market Imperfections on Investment: Evidence from a Firm-level Panel 
of EU Countries‖, Economic Policy, 25 (61), pp. 117-163.  

7. Council Decision of 22 July 2003 on Guidelines for the Employment Policies of the Member 
States, 2003/578/EC, Official Journal L 197, 5/8/2003, pp. 13-22. 

8. de Groot, A. J. and Elhorst, P. J. (2010), ―Labour Market Effects of Flexicurity from a Regional 
Perspective‖, Tijdschrift voor economische en sociale geografie, 101 (4), pp. 392-408.  

9. Dieckhoff, M. (2007), ―Does it Work? The Effect of Continuing Training on Labour Market 



2011 Global Business Conference at Sibenik 

305 

 

Outcomes: A Comparative Study of Germany, Denmark, and the United Kingdom‖, European 
Sociological Review, 23 (3), pp. 295-308.  

10. Dolenc, P. and Laporšek, S. (2010), ―Tax Wedge on Labour and Its Effect on Employment Growth 
in the European Union‖, Prague Economic Papers, 2010 (4), pp. 344-358. 

11. Dolenc, P. and Vodopivec, M. (2005), ―Does Work Pay in Slovenia?‖, Financial Theory and 
Practice, 29 (4), pp. 341-362. 

12. Elmeskov, J., Martin, J. P. and Scarpetta, S. (1998), ―Key Lessons For Labour Market Reforms: 
Evidence from OECD Countries‘ Experience‖, Swedish Economic Policy Review, 5 (2), pp. 205-
253. 

13. European Commission (2006), Employment in Europe 2006, Office for Official Publications of the 
European Communities, Luxembourg. 

14. European Commission (2007a), Employment in Europe 2007, Office for Official Publications of the 
European Communities, Luxembourg. 

15. European Commission (2007b), Towards Common Principles of Flexicurity, Office for Official 
Publications of the European Communities, Luxembourg. 

16. European Commission (2011), ―MISSOC Comparative Tables‖, available at: 
http://ec.europa.eu/employment_social/missoc/db/ (accessed 20 May 2011). 

17. European Expert Group on Flexicurity (2007), Flexicurity Pathways: Turning Hurdles into Stepping 
Stones, European Commission, Brussels. 

18. Eurostat (2011), ―Statistical Database‖, available at: http://epp.eurostat.ec.europa.eu/portal/page/portal 
(accessed 20 May 2011). 

19. Fialová, K. and Schneider, O. (2009), ―Labor Market Institutions and Their Effect on Labor Market 
Performance in the New EU Member Countries‖, Eastern European Economics, 47 (3), pp. 57-83.  

20. Haltiwanger, J., Scarpetta, S. and Schweiger, H. (2010), ―Cross Country Differences in Job 
Reallocation: The Role of Industry, Firm Size and Regulations‖, Working Paper [116], EBRD, July. 

21. Heckman, J. J., Lalonde, R. J. and Smith, J. A. (1999), ―The Economics and Econometrics of 
Active Labor Market Programs‖, in Ashenfelter O. and Card, D. (Eds.), Handbook of Labor 
Economics, Elsevier, New York, NY, pp. 1865-2097.  

22. Krueger, A. B. and Meyer, B. D. (2002), ―Labor Supply Effects of Social Insurance‖, in Auerbach 
A. J. and Feldstein, M. (Eds.), Handbook of Public Economics, Elsevier, New York, NY, pp. 2327-
2392. 

23. Laporšek, S. and Dolenc, P. (2011), ―The Analysis of Flexicurity in the EU Member States‖, 
Transylvanian Review of Administrative Sciences, 32(E/2011), pp. 125-145. 

24. Micco, A., and Pages, C. (2006), ―The Economic Effects of Employment Protection: Evidence from 
International Industry-Level Data‖, Discussion Paper [2433], IZA, November. 

25. OECD (1999), Employment Outlook 1999, OECD, Paris. 
26. OECD (2004), OECD Employment Outlook 2004, OECD, Paris. 
27. OECD (2011a), ―OECD Indicators of Employment Protection‖, available at: 

http://www.oecd.org/employmentprotection (accessed 10 May 2011). 
28. OECD (2011b), ―Benefits and Wages: OECD Indicators‖, available at: 

http://www.oecd.org/els/social/workincentives (accessed 10 May 2011). 
29. OECD.Stat. (2011), ―OECD Statistics‖, available at: http://stats.oecd.org/ (accessed 10 May 2011). 
30. Scarpetta, S. (1996), ―Assessing the Role of Labour Market Policies and Institutional Settings on 

Unemployment: A Cross-country Study‖, Economic Studies [26], OECD. 
31. Tonin, M. (2009), ―Employment Protection Legislation in Central and East European Countries‖, 

South East Europe Review, 4 (2009), pp. 477-491. 
32. van Ours, J. C. and Vodopivec, M. (2008), ―Does Reducing Unemployment Insurance Generosity 

Reduce Job Match Quality?‖, Journal of Public Economics, 92 (3-4), pp. 684-695.  
33. Vasilica, C. and Mladen, L. (2009), ―Assessing Flexicurity Policy - Case Study for Romania‖, 

available at: http://ssrn.com/abstract=1483061 (accessed 15 March 2011). 
34. Vodopivec, M., Dolenc, P., Vodopivec, M. and Balde, A. (2007), Mobilnosti dela in fleksibilnost 

sistema plač (Labour Mobility and Wage Flexibility), Fakulteta za management Koper, Koper. 
 



 2011 Global Business Conference at Sibenik  

306 

 

When Even Soft is Hard 
 
 
 
Robert Lippert 
University of Pannonia 
Doctoral School of Management Sciences and Business Administration 
Alap Europa Development and Consulting  
Állvány u. 7., H-8200  Veszprém, Hungary 
Phone: ++36 20 9376 591 
E-mail: robert.lippert@phdresearch.hu 

 
Emil Nyerki 
University of Pannonia 
Doctoral School of Management Sciences and Business Administration 
Alap Europa Development and Consulting  
Állvány u. 7., H-8200  Veszprém, Hungary 
Phone: ++36 70 9314 368 
E-mail: emil.nyerki@prettl.hu 
 
 
 
Abstract 
 
This paper presents a research model and its theoretical background. The study focuses on the 
operation of clusters and cluster-like organizations. The author in the analysis of competing and 
simultaneously cooperating organizations considers the commonly used economic indices as a result, 
and the ―soft‖ characteristics of organizations as necessary tools for the implementation of the aim. 
 
The objective of the study is to show – by analysing the organizational culture, the management 
competences and the satisfaction of member organizations – what characteristics further and what 
characteristics hinder the success and sustainability of the cooperation. 
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Introduction  
 
How can we decide whether collaboration, a strategic alliance is operating in a successful and 
sustainable way? 
 
The characteristics and factors that might affect the success of the collaboration need to be identified. 
 
Firstly, however, it is to be defined what shall be considered as success. Since the topic is economic 
entities, success is generally measured with the help of hard economic factors. As shown by this 
research as well, the Doctoral School of Management Sciences and Business Administration of the 
University of Pannonia in Hungary focuses primarily on ―soft‖ factors. 
 
 
Research Questions 
 
The research questions are partly of methodological partly of empirical nature. It is a methodological 
issue, whether it is possible to create a framework that allows for the definition of success based on 
the soft factors examined and considered as important. This is necessary to determine how effectively 
the mapped clusters operate. 
 
The experiences of the examination should contribute to finding the answer to the following questions: 
 

o Which dominant organizational culture or culture mix enhances cluster environmental 
collaboration and which ones might be considered as counterproductive factors? 

o Which management competencies are essential for successful collaboration? 
o Can the cluster as an organization or the existing characteristics of another member 

compensate for the incidentally missing competencies of certain cluster members? 
 
 
Research Model 
 
The model was prepared to enable the expected results to answer the research questions. Therefore, 
the work has to be commenced with the phase of ―research design‖ to establish the method, and then 
this has to be tested more and more widely. 
 
As it was the case when drafting Altman‘s (1994) bankruptcy model, now a significant number of 
characteristics is analysed as well: organizational culture, management competencies, satisfaction, 
and all their related factors. 
 

Figure 1: The research model 
 
 
 
 
 
 
 
 
 
 

 
 
 
A similar method is used by the authors to map knowledge management in Cultural Impact on 
Organizational Knowledge Sharing (Ovari; Gaal & Szabo, 2007), in which 7 determining factors of 37 
knowledge management elements were identified. 
 
Along this line of thought, the indicators that are proven to affect the success of collaboration must be 
selected on the basis of the preliminary surveys. Then, similarly to the bankruptcy prediction model, 
these variables can be assessed with the help of multivariate discrimination analysis. 
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The technical feasibility of the examination cannot be ignored either. No matter how interested we are 
in as many characteristics as possible, the questionnaire cannot be endlessly long; therefore only 
questions, that will yield relevant conclusions, can be asked. 
 
 
Organizational Culture and Management Competences 
 
Clusters are not created for the implementation of single projects. The presence of strategic thinking, 
long-term planning and vision are vital for durable and sustainable operation even under general 
conditions. Corporate culture can play a significant role if external conditions change (Szabo, 2009). 
 
When surveying the organizational culture characterising member organizations, the method 
measuring cultural dimensions proposed by Cameron and Quinn (1999) is used. Of the many 
methodologies examining culture, this one allows for the mapping of the culture of the future as well as 
that of the present. 
 
The questions concerning culture extend to six fields: 

 
o dominant characteristics of the organization, 
o leadership style that permeates the organization,  
o management style, 
o organizational glue or bonding mechanisms, 
o strategic emphases of the organization, 
o criteria of success that determine how victory is defined. 

 
The same idea served as the basis for the analysis and assessment of management competences. It 
is a priority task to prepare the competence map of member organizations. The key competencies are 
specified and – providing they foster the successful operation of clusters or cluster-like organizations – 
they can be defined as ―key success factors‖. 
 
 
Satisfaction of Member Organizations 
 
So far, the examination has occurred from the standpoint of the external viewer, however, success can 
be analysed from another aspect: seen from within, i.e. what extent cluster participants are satisfied 
with the collaboration. With starting organizations this can only be surveyed as a plan, which, however, 
can be accepted as a starting point. It would be of great help even in our private lives, if we formally 
thought over and recorded, what would make us satisfied in the short, medium and long term. 
 
Nothing can show the success of a formal collaboration more accurately than the internal viewpoint. 
The members establish a cluster or join one with specific aims and strategic ideas. The objectives are 
specified – based on the secondary literature – with a preliminary conception in mind, however, there 
can be changes in these questions in the test phase. Nevertheless, according to our assumption that 
cluster can be considered as successful, whose operations and results its members are satisfied with. 
This is so even though satisfaction is a subjective feature, that is, difficult to measure. 
 
 
Maturity of the Cluster Environment 
 
Our model contains also a more tangible criterion to the efficiency of the cooperation. Here the 
organization can be considered as successful, if its lifecycle demonstrates unbroken development 
according to the definitions describing the individual level of development. The used terminology which 
based on the ―The Cluster Policies Whitebook” (2004), the examined organizations are grouped the 
following levels of development: 

o  agglomeration, 
o  emerging cluster, 
o  geveloping cluster, 
o  mature cluster, 
o  transformation. 



 2011 Global Business Conference at Sibenik  

309 

 

 
Description of the Research Project 
 
The method is first tested in accredited innovation clusters in Hungary. This sector is ahead of others 
both in development and experiences. Furthermore, this sector can be most reasonably expected to 
flexibly assist in research implementation. 
 
Then the tested method will be further developed for other sectors. Primarily the renewable energy 
sector, which is experiencing rapid development, and the rather strong automotive, machine and 
electronics industry, which has been prospering for a long time, are in the centre of interest. 53 
clusters with nearly 1000 member organizations have been identified in the field of renewable 
energies, while the automotive and machine industry has 22 organizations with more than 400 
members. 
 
Hopefully, surveys conducted in these two sectors will yield enough knowledge in order to allow for the 
achievement of relevant results. 
 
 
Conclusions 
 
The research method was established with the aim of gaining experiences concerning the features 
assisting and hindering sustainable operation. It can be generally said concerning the examination of 
the operation of business organizations that “The Soft factors create special values.” (Csath, 2008). 
These factors can be considered as soft, while economic indices can be considered as hard features. 
 
Our examination focuses on these soft features, since in the case of clusters the collaboration is 
based on social values, the cohesive force is the collective vision and trust, that is the basis for 
effective cooperation, can only be realised through this. 
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Abstract 
 
The Philosophy of Sufficiency Economy (PSE) of His Majesty King Bhumibol of Thailand stresses the 
middle path as the principle for appropriate conduct by the populace at all levels: individual, family, 
community and nation. This research is the first systematic approach to develop a conceptual 
framework, the first empirical test of the antecedents that help firms seeking higher levels of PSE 
adoption and then examine the consequences of these antecedents for the performance of SMEs. A 
structural equation modeling was conducted to validate the proposed model and to test the 
hypotheses. This study contributes to the literature and provides guidelines to the public and private 
sectors that will help them better understand PSE and formulate strategy and marketing plans to 
achieve a higher level of PSE adoption.  
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1. Rationale 
 

The philosophy of Sufficiency Economy (PSE) has been developed by His Majesty King Bhumibol of 
Thailand in 1974. It focuses on the ‗middle‘ path as the principle for Thai people‘s behavior and way of 
life at all levels (NESDB, 2000).  
 
In 1997, during the Asian economic crisis, firms which had adopted PSE recovered at a faster rate 
(UNDP, 2007). The PSE includes three elements: moderation, reasonableness  and self-immunity  
and two conditions for the philosophy to work: knowledge and morality (Piboolsravut and Sufficiency 
Economy Working Group, 2003).  

 
At present, small and medium enterprises (SMEs) represent the majority of Thailand's firms. However, 
limited attention has been paid to what factors influence SME seeking higher levels of PSE adoption 
(Khunthongjan, 2009). Most academic articles about PSE employ qualitative analysis, especially case 
study analysis. Therefore, this research develops the first conceptual model of the SME adoption of 
PSE that have never been empirically tested before using structural equation modeling. 
 
 
2. Literature Review 
 
2.1. The philosophy of sufficiency economy (PSE) 
 
The PSE concept comprises three components and two underlying conditions (NESDB, 2004). Figure 
1 illustrates the PSE framework. 

 
The three components of PSE are as follows. 

o Moderation refers to the idea of a middle way between want and excessiveness. Firms 
operate through the appropriate use of resources and within the proficiency area and 
resources available. 

o Reasonableness refers to reasoning based on knowledge, experience  and clear objectives. 
Firms make decisions based on knowledge, experience and clear objectives. When operating, 
firms consider the direct and indirect impacts on stakeholders and focus more on long-term 
profits than short-term goals. 

o Self-Immunity refers to the ability of people to protect themselves against any external 
turbulence. Firms formulate strategies to deal with unpredictable situations and enterprise 
risks. Firm should focus on risk management, especially operational and financial risk. 

 
The two underlying conditions of PSE are as follows. 
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o Knowledge refers to wisdom and encompasses accumulating information with the insight to 
understand all available information. Firms should periodically update the information required 
for operating and provide regular training for staff at all levels. 

o Morality refers to ethical behavior, kindness and social responsibility. Firms should operate in 
an ethical way, providing good quality products and services and consider employees‘ quality 
of life.  

 
By practicing PSE, people would be able to achieve the goals of sustainability and harmony (Puntasen 
et al., 2003; Wattanasupachoke, 2009). This research adopts the Resourced-Based View  and Social 
Capital and Contingency theories as a framework. 
 
 
2.2. Resourced-based view theory (RBV) 
 
A firm is a unique bundle of resources, which provides it with competitive advantage against other 
firms (Barney, 1991; Peteraf, 1993). The RBV recognizes that a firm's human capital is among the 
most important and valuable resources for successful firm adoption (Barney, 1991; Hitt, 2000). 
Therefore, SMEs that have value-based leadership will successfully adopt PSE. 
 
 
2.3. Contingency theory 
 
Contingency scholars have concluded that no ‗‗best‘‘ or universal strategy exists to match any one mix 
of environmental preferences (Burrell and Morgan, 1979; Lawrence and Lorsch, 1967). Under this 
approach, managers need to evaluate and understand the effect of contingency variables and choose 
the appropriate strategy under PSE in order to achieve the firm‘s goals (Yoopetch and Chirapanda, 
2008). 
 
 
2.4. Social capital theory 
 
Social capital is defined as “the actual and potential resources embedded within, available through 
and derived from the network of relationships possessed by an individual, organization or social unit” 
(Nahapiet and Ghoshal, 1998). Firms that adopt PSE require shared vision, external social networks 
and government agencies‘ support to achieve a high or full level of PSE adoption. 
 
 
3. Conceptual Model and Hypothesis 
 
In this section, the proposed model is shown in Figure 2. 
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3.1. Social networks 
 
A social network is a set of ties representing some relationship or lack of relationship among the 
actors (Brass et al., 1998). Social networks include the informal and formal connections at any step of 
the value chain such as those between customers, suppliers and other stakeholders (Nahapiet and 
Ghoshal, 1998). Prior studies proposed that social networks motivate firms to adopt PSE in their 
practices (Isarangkul na Ayudhya, 2008; Sasin, 2010). Besides, social networks affect firm 
performance (Hanna and Walsh , 2008; Osorio and Sacked, 2010). Therefore, the following 
hypothesis is offered. 
 
H1a: Social networks have a positive influence on the level of firm adoption of the PSE in SMEs. 
H1b: Social networks have a positive influence on firm performance in SMEs. 
 
 
3.2. Government agencies‟ support 
 
Government plays a significant role in supporting the PSE (Isarangkun and Pootrakool, 2008; 
Mongsawad, 2010). The previous and present government administrations have adopted the PSE as 
a guideline used in the nine and tenth National Economic and Social Development Plans (2007 – 
2011) in Thailand (UNDP, 2007). Support from government leads to the higher levels of adoption of 
PSE by SMEs (NESDB, 2007). Moreover, prior studies suggested that government agencies‘ support 
affected firm performance (OECD, 2002; Park and Kim, 2010). Therefore, the following hypothesis is 
offered. 
 
H2a: Government Agencies‘ support has a positive influence on the level of firm adoption of the PSE 
in SMEs. 
H2b: Government Agencies‘ support has a positive influence on firm performance in SMEs. 
 
 
3.3. The perceived environmental uncertainty (PEU) 
 
PEU is defined as an individual‘s perceived inability to precisely foresee changes in the environment. 
It is the PEU, rather than the actual uncertainty in the environment that influences the decisions 
managers take (Dimitratos, Lioukas and Carter, 2004; Milliken, 1987). Prior studies suggested that 
PEU affected the adoption of PSE in firms (Sasin, 2010; Yodpetch and Chirapanda, 2008). Therefore, 
the following hypothesis is offered. 
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H3: Perceived Environmental Uncertainty (PEU) has a positive influence on the level of firm adoption 
of the PSE in SMEs. 
 
 
3.4. Shared vision 
 
Tsai and Ghoshal (1998) state that shared vision represents the common goals and desires that 
members of a firm adopt or exchange. Shared vision creates a sense of direction so organizational 
members can adopt PSE (Kantabutra, 2005; Khunthonjan, 2009). The following hypothesis is offered. 
 
H4: Shared vision has a positive influence on the level of firm adoption of the PSE in SMEs. 
 
 
3.5. Value-based leadership 
 
Ethical or value-based leadership is one of the important factors for successful application of the 
sufficiency economy concept in Thailand (Kantabutra and Avergy, 2003; Sasin, 2010). Value-based 
leadership refers broadly to leadership based on moral principles such as social responsibility, 
integrity  and empowerment (Reilly and Ehlinger, 2007 . Thus, the following hypothesis is offered: 
 
H5: Value-based leadership has a positive influence on the level of firm adoption of the PSE in SMEs. 
 
 
3.6. Consequences of the philosophy of sufficiency economy (PSE) in SMEs 
 
 Previous studies showed firms that adopt PSE will have a better performance (Kantabutra, 2006; 
Ruenrom, 2009; Wattanoparsri, 2006). It appears that the higher level of adoption of PSE, the better 
the SME performance. This research assesses firm performance in terms of marketing, finance, social  
and environment performance. The hypothesis of firm performance under PSE is as follows. 
 
H6: The level of firm adoption of the PSE will improve the firm performance in SMEs. 
 
 
4. Research Methodology 
 
Thai SMEs that have registered with the Ministry of Commerce in Thailand and are currently active 
were chosen as the target population. This research uses the definition of SMEs from the Ministry of 
Industry, Thailand; namely: (1) having less than 200 employees, 2) having fixed capital less than 200 
million baht, (3) being owned by Thai citizens. This research employs a simple random sampling 
technique and uses data collected by mailing questionnaires to top management or owners of n = 
3000 Thai SMEs. Follow-up via telephone was used to obtain a higher response rate. The 
measurements of the constructs in this research are based primarily on previously developed scales 
and  exploratory studies including focus groups and in-depth interviews with experts in PSE. To 
ensure content validity and reliability, the questionnaire was pretested with 30 Thai SMEs. The 
constructs were measured by means of seven-point Likert scales, ranging from 1 (strongly disagree) 
to 7 (strongly agree). Regarding controls, this research uses firm size and type of SME industry as 
control variables based on previous sufficiency economy studies (Khunthongjan, 2009; Lekuthai, 
2007; Ruenrom, 2010). A structural equation model was developed to test these relationships. The 
structural model offers estimates of the hypothesized interrelationships among the variables (Hair et 
al., 2006; Jöreskog and Sörbom, 2007). 

 
 

. Contribution 
 
There have been limited studies of firm adoption of PSE from a marketing perspective. The proposed 
model could guide SMEs to recognize the impacts of internal and external factors influencing SME 
adoption of PSE. This study is the first attempt to empirically test the antecedents and the 
consequences of PSE, not only in terms of financial performance but also marketing, environmental  
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and social performance. This facilitates SMEs and government in formulating strategy and policy to 
achieve a higher level of PSE adoption, consequently, moving firms toward sustainable development 
 
 
.  Limitations and Future Studies 

 
The sample size is considered small compared with the total populations of SMEs in Thailand. Future 
research could be extended to comparative studies across countries, particularly Western and Asian 
countries where cultures are different. 
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Abstract 
 
Country image is a very complex, multidimensional concept. This image has a special influence on 
students‘ choice of destination for their international studies. In order to identify the main dimensions 
that affect this decision and influence the satisfaction with the decision made qualitative and 
quantitative research methods were used.  
 
Our aim is to offer an alternative measurement for country image focusing on the image of the country 
and its higher education among foreign students.  
 
Our qualitative measurement approach is concentrating on the differences between first impression 
image and images developed after 4 months based on experience during the exchange program. 
Quantitative surveys in 2004 and 2010 were conducted among foreign exchange students about their 
views on the country and their educational facilities. Our results show that there are several factors 
and indicators that affect whether the student would choose the country for higher education again if 
he/she had a choice. 
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1.  Related Concepts and Models  
 
1.1. Country image  
 
Analysing opinions and evaluations of countries and its inhabitants is a special interest of research 
within many different disciplines. From our research‘s point of view the most important ones are the 
sociological and social-psychological research fields. Recently, the concept of country image has been 
under more and more attention of academic research in marketing and social sciences, researchers 
approve that a strong theoretical background to country image would be necessary and proper 
measurement instruments should be developed.  
 
Country image is of course not one-dimensional. Its definitions and dimensions are diversely 
described in literature, it can be recognized that some concepts tend to be mixed up and researchers 
have investigated several overlapping dimensions.  
 
Our research is based on perception-oriented definitions, many authors define country image as such 
(e.g. Nebenzahl et al 2003, Bilkey&Nes 1982, Han 1990, Roth&Romeo 1992, Allred et.al. 1999). 
Besides perceptions-based definitions some researchers use association-based (e.g. Ittersum et al., 
2003, Nagashima, 1970), stereotype-based (e.g., Strutton et al 1995, Verlegh&Steenkamp, 1999), 
belief-based (e.g., Kotler et al.  1993, Martin et al. 1993) and attitude-based definitions (Laroche et.al. 
2005, Roth&Diamantopoulos 2009). 
 
There is an agreement that country image is multidimensional (e.g. Nagashima, 1970, Cattin et al 
1982,  Jaffe&Nebenzahl 1984,  Han&Terpstra 1988,  Roth&Romeo 1992,  Martin&Eroglu 1993), but 
the dimensions themselves many times are very diverse in different authors‘ studies, and many times 
are overlapping. The most often identified dimensions are: economic, geographical, political, cultural, 
technological and historical dimensions, some researchers add the „people‖ dimension to the list, 
which according to our opinion belongs to the cultural dimension.  
 
Culture of course is one of the most often mentioned dimensions (e.g. Wang &Lamb 1983, Pereira et 
al. 2005) but it is important to note that the detailed development of this dimension is not available and 
the set of its sub-dimensions or facts are not identified. These can be found in literature of intercultural 
communication, articles and monographs on cultural differences and cultural values. Besides 
marketing communication tools, country image is formed by personal experience and experiences of 
our friends and relatives (Fakeye-Crompton,1991). Attracting students by combining international 
studies and traveling, making their educational and cultural experience satisfactory in the country can 
be the key to reach broader audience and so develop a better country image.  
 
 
1.2. Country image among foreign exchange students  
 
Although globalization connects people for communication, information- and knowledge sharing more 
than ever before, the numbers of traveling tourists, business people, international students etc. are 
constantly growing. Multinational companies cope with numerous cross-cultural problems, and 
educational institutions have long been supporting students to enhance their cross-cultural 
competencies by spending a semester or more abroad (Klooster et al 2008).   
 
While the tourism industry is still not aware of the real size of this market segment worldwide, the 
number of students studying abroad is still growing.   
 
Traveling abroad has long been considered as a significant educational and cultural experience, it is 
educational, enriching and contributes to personal growth (Dent 1975). Students spending 4 months 
abroad during an exchange program often view it as a life changing experience that they consider 
valuable. American university students in a survey by Gmelch (1997) reported that they learned more 
from their travels than they did from their academic courses. Another study of 1,260 American 
students found that students traveled abroad appeared to become ―less materialistic, more adaptable, 
more independent in their thinking, more aware of their home country and culture, and better able to 
communicate with others and to think critically‖  than the control group of students which did not go 
abroad (Hansel, 1988, p. 87). 
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Part of this travel experience is the cultural factor of their stay, and a substantial part of the image 
developed about a country is how foreigners perceive these cultural factors (e.g. interacting with 
people of the new country, the way people behave towards foreigners in different situations). 
 
There is a common viewpoint that tourism has a potential for improving intercultural relationships. This 
could be even more true for educational tourism, as students stay much longer than regular tourists. 
According to some researchers this common viewpoint is questionable, as  studies on positive attitude 
change in tourists visiting a given location show contradictory results, only in some cases are the 
results positive, in the majority of research attitude change is negative (Jacinto et al. 1999). It is an 
interesting research question which one is closer to the truth in case of educational tourism. 
 
Fisher&Price (1991) developed a model of tourism experience, their model was verified and extended 
by Gomez-Jacinto at al.(1999) with previous and final stereotypes of tourists about the people of the 
country. The extended model can be seen in Figure 1. 
 
Figure 1: Path diagram of the structural model of tourism experience and attitude change  
 

 
Source: Gomez-Jacinto et al 1999. 
 
According to Gomez-Jacinto at al.‘s findings cultural motivations increased the quantity of activities 
engaged in and psychosocial motivations had significant effects on intercultural interaction. The 
original stereotype of the Spanish people had a positive influence on holiday satisfaction and on the 
final stereotype, but had not effect on the attitude change. Holiday satisfaction is influenced by the 
quantity of activities, intercultural interaction, and the quality of services. Holiday satisfaction increased 
positive attitude change towards the Spanish, and - in a less intense way -, the final stereotype of the 
Spanish. Researchers found more influence on positive attitude change towards the Spanish than on 
improving the stereotype. 
 
By ―translating‖ the model into the educational situation we can utilize it for our purposes regarding 
motivations for foreign studies and the possible process of attitude change. The three main 
motivations - cultural, psychological (as a push factor) and attraction of the destination (as a pull 
factor) - can be found in educational travel also, in this case attraction of the destination is also 
determined by the quality of education in the chosen country and at the specific university/college. 
Intercultural activities (with the Hungarian culture and people), educational activities (during studies), 
service and infrastructure qualities (both in the country and at the university) are important influencing 
factors to improve (or lose) student‘s overall satisfaction.  
 
According to Fayeke and Crompton (1992) push factors tend to be good predictors of satisfaction and 
repeating the trip. Pre-vacation attitudes are crucial in the explanation of changes following the 
holiday, and previous knowledge of the country will form our image positively (Scott, 1965). 
 



 2011 Global Business Conference at Sibenik  

320 

 

Mazanec (2002) based on a literature review groups the elements of destination image as functional 
elements (cultural and entertainment possibilities, environment) and affective elements (attitudes of 
locals and their hospitality towards foreigners). According to this model after the above mentioned 
primary elements the second most important group of elements consists of e.g. shopping and 
accommodation facilities and the third one of e.g. transportation facilities. 

 
 
2. Lessons From Qualitative Research – The Hungarian Culture 
 
2.1. Methodology 
 
Firstly, country image is formed on the basis of first impressions through various channels and about 
various aspects of the country. Secondly, it is developed by experience with the country and its 
inhabitants. The data for our qualitative analysis were collected by content analysis of essays written 
about these two different types of images.  
 
Foreign exchange (mainly Erasmus) students of Cross Cultural Communication were asked to write 
essays at the beginning and at the end of the semester about their image of the country and its people. 
We compared their first impression country image to the 4-months experimental image. These 
international students came from 32 countries, 390 essays written during the 2003-2010 period in each 
academic semester were analyzed. According to our knowledge this approach has not been used 
related to country image by any other researcher.  
 
 
2.2. Results 
 
According to our findings stereotypes and views about Hungary and Hungarians are quite negative 
and do not change significantly between essays of the first impressions and essays of the country 
image after at least 4 months experience. There are important lessons to learn from these essays. 
The dimensions (categories) can be clearly distinguished, sometimes (but quite rarely) the two ends of 
the same dimension appear in the same person‘s essay over time (e.g. Hungarians seem friendly for 
first impression and seem very unfriendly after having experiences with them). There is an apparent 
difference between opinions of students from different cultures, for example according to Czech, 
Bulgarian, Russian and Polish students Hungarians seem to be happy people, in the opinion of most 
Western students they look very unhappy.  
 
Attitudes and behaviors towards foreigners are perceived very negative, especially among older 
people, this dimension is congruent with the quantitative results, the more students experience 
negative, unhelpful behavior, the more they believe they would not come back to Hungary to study if 
they could choose again.  
 
We can frequently read complaints about the lack of English knowledge and high level of bureaucracy 
(at universities/colleges and in everyday life) both as first impressions and after experience. The 
service level and work morale are considered quite low by foreigners, all these make up the first 
dimension ―convenience‖. 
 
The 2

nd
 dimension we found based on the content analysis consists of different categories of people‘s 

behavior: friendliness, characters (e.g. Hungarians are perceived very pessimistic), further, many 
students wrote about the female-male relations, especially from feminine countries like Sweden, 
Norway. For them the way man treat women in Hungary is unacceptable in many cases.  
 
There is a distinctively positive dimension among the four main ones, the ―well-living‖ possibilities: this 
means that students find the country and the city easy and comfortable to live in, they are very 
satisfied with the night life possibilities, bars, clubs etc. and they love the Hungarian gastronomy. The 
last one is named ―external endowment‖ dimension, topics about poverty and social distances and 
several aspects of culture as given (e.g. respecting the history) belong here.  
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3. Lessons From Quantitative Surveys – The Country‟s Services and its People‟s Behavior  
 
3.1. Methodology  
 
In the frame of the quantitative studies conducted in 2004 and 2010, scales of satisfaction with the 
country‘s and the universities‘ services and infrastructure were tested, besides, perceived attitudes and 
behaviors towards foreigners were measured. The sample size was 457 and 302 international students 
respectively. There are limitations on comparisons of these two samples as for the earlier one we used 
a drop off pick up technique, for the later one an online research method. Both samples include 
graduate/undergraduate students and exchange/regular foreign students. The first survey was 
conducted only in the capital, the 2

nd
 one was extended to foreign exchange students of smaller 

institutes and higher education in the countryside. In 2004 respondents arrived from 52 countries, in 
2010 from 46 countries.  
 
 
3.2. Results 
 
One of our main aims was to identify the factors that have a great role in students‘ satisfaction with 
their stay and education in a foreign country and try to answer the question: what are the most 
important indicators for answering the synthesizing question (whether they would come back or not) 
negatively or positively. 
 
We conducted factor analysis to get deeper insight into the dimensions. Factor analysis was 
completed using principal components analysis and VARIMAX rotation, while the correlation of 
variables was confirmed by calculating KMO values. The number of factors was determined on the 
basis of the „eigenvalue greater than 1‖ criterion. For the first factor analysis of the satisfaction scale at 
a KMO value of 0.89, the software produced three factors which explained 60 percent of total variance 
(16 variables). 
 
―Satisfaction with the relationship with fellow students‖ was excluded from the analysis based on its 
low factor score and the anti-image matrix (all other MSA values in the anti-image matrix were 
between 0.73 and 0.96 thus all other variables were included in the analysis). 
 
The first factor, called „satisfaction with quality of education‖ included the variables related to quality of 
lectures and seminars at the university, teaching methods professor use at courses, the English 
knowledge of professors and the relationship with them, academic program and scientific prestige of 
the university. This factor explained 30 percent of the variance.  
 
The second factor was called „general services of the city‖, with variables related to satisfaction with 
entertainment, accommodation, transportation and shopping facilities. Explained variance was 15 
percent.  
 
The third factor was named „university services and non-academics‖, with variables of satisfaction with 
the library, infrastructure and non-academic programs the university offers. Interestingly, ―sport 
facilities in the city‖ variable belongs to this factor, not to the previous one, which means that 
international students expect the university to offer these sport facilities for them. The factor explained 
15 percent of the variance. 
 
The second factor analysis was completed on the behavior-attitude scale (6 variables), using the same 
methods as described previously.  MSA values in the anti-image matrix are between 0.59 and 0.64 
thus all variables were included in the analyses. The KMO value is appropriate (0.61), factors 
explained 51 percent of the total variance. 
 
We gained two factors, the first one is named ―attitudes and behaviors in everyday situations‖ the 
second one is ―attitudes and behaviors in official and rare situations‖, explaining 26 and 25% of the 
total variance respectively. 
 
Variables about perceived behavior on the street, in pubs-clubs and during the university 
administration procedures got included into the first factor, situations with health care, police or social 
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security and at a friend‘s family belong to the 2
nd

 factor, students do not have too much experience 
with these and if do, it does happen only rarely.  
 
In our quantitative surveys (2004, 2010) the synthesizing question at the end of the questionnaire was 
the following: ―If you could choose again, would you come to study to Hungary?‖ In 2010, 58% would 
come back to study, 10% definitely wouldn‘t and 32% is not sure. In 2004, the numbers are the 
following: 43% would choose the country again, 10% wouldn‘t and 47% is not sure. The most 
important indicators of this choice are the perceived attitudes and behaviors the student experienced 
in specific situations (dealing with the authorities e.g. police, administration at the university, on the 
street-traffic transport, in pubs and clubs, in the family of a Hungarian friend). In situations with health 
care system most students had no experience so this item was excluded from the analysis. 
 
We can conclude from Table 1. that the more helpful behavior the student experiences in any of these 
situations, the more likely he/she would choose the country again. 
 
Table 1: Proportion (%) of students who would choose the country again in frame of the perceived 
attitudes and behaviors in specific situations  
 

 
A 18-item five point Likert-scale was used to measure satisfaction, 5 of these items were measuring 
the students‘ satisfaction with general services (transportation, accommodation etc.) and 13 
measuring satisfaction with university services and infrastructure, including the quality factors of 
education. 
 
In Hungary foreign students are the most satisfied with the transportation and entertainment facilities, 
least satisfied with shopping facilities. The last one depends on the economic development of the 
student‘s home country, those from less developed countries are more satisfied. There are significant 
differences between students studying in the capital and in the countryside, in the capital 
entertainment, transportation and shopping facilities are rated higher whereas accommodation and 
sports facilities are perceived better in the countryside. Those who reported to be more satisfied are 
significantly more likely that would come back to the country. 
 
The same applies to the variables measuring satisfaction with university services: the more satisfied 
the student is with these the more likely he/she would choose to study here again. As previous 
literature review stated, the more knowledge the student had previously about the country the more 
likely he would come back.    
 
 
4. The General Model of Country Image Formed by the Country‟s Services and People 
 
Based on the above mentioned qualitative and quantitative longitudinal results the following general 
model (Figure 2) was developed. 
 

Proportion (%) of students who would 
choose the country again in frame of 
the perceived attitudes and behaviors 
in specific situations  - compared to 
the proportion of the whole sample, 
where in 2004: 43%, in 2010: 58% 

would choose it again 

hostile 
 

indifferent 
 

helpful 
 

2004. 2010. 2004. 2010. 2004. 2010. 

in pubs and clubs 42 43 41 50 55 65 

on the street - traffic transport 39 32 40 59 61 67 

in the family of a Hungarian friend 18 22 34 50 52 63 

administration at the university 41 35 42 44 59 66 

dealing with the authorities 35 40 51 50 56 72 
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Figure 2: General model of foreign student‘s satisfaction factors abroad 
 

 
 
 
 
This model is an initial model and can be applied only to foreign students‘ experiences abroad, where 
the quality of education and the services the university offers plays an important role in whether the 
student would come back to spend another semester if he/she had a choice.  
 
Satisfaction with the accommodation, transportation, entertainment, sports and shopping facilities in a 
country affect the overall perceptions. Satisfaction with the academic program, the variety of courses, 
the  bureaucracy level of the University, teaching  methods used by the professors,  the  usage of 
internet and online tools in courses, the scientific prestige, the quality of lectures and seminars, the 
English knowledge of the professors, the library and other university infrastructure and the non-
academic programs play important role in students‘ evaluation, but to a very different degree and there 
are significant differences between exchange students‘ and regular students‘ expectations. Helpful, 
indifferent or hostile behaviors the student experienced in specific situations (with authorities, 
bureaucracy, on the street, in bars etc.) can alter his satisfaction with his/her country choice. Students 
coming from countries of different economic levels also show significant differences between their 
expectations and satisfaction. 
 
The qualitative insights also give some explanations on why only about 60% of the students would like 
to come back, as we can see most dimensions are perceived as negative.  
  
 
5. Implications and Future Research   
 
Assessing perceptions of foreigners (outer image) can lead to several consequences and can help in 
developing better services, focusing on how to make international student‘s experiences more 
satisfying. 
 
By gaining insights from foreigners‘ point of view into our country‘s strength and weaknesses,  we can 
find the strategic lines and identify areas to be improved, this way offering possibilities and facilities 
that are perceived more positively. The tourism sector could use the results to improve the culture‘s 
and country‘s image. In an indirect way, these advantages do actually appear in almost all areas, in 
citizens' environment, in the way they feel, and in the treatment and the abolition of hungaro-
pessimism, as well. 
 
In our future research we plan to measure satisfaction using the same scales in other countries and 
continue the longitudinal studies. Previous experience, cultural distance and previous knowledge can 
influence the results, more attention should be made to these. Incorporating the insights we got from 
the qualitative study is also necessary, especially about stereotypes as we could see in Gomez-Jacinto 
et al.‘s (1991) model.  
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Abstract 
 
Knowledge transfer studies have mostly overlooked knowledge creation activities among individuals, 
and within indigenous firms. Yet, individuals‘ hoarding of knowledge constricts organizational 
knowledge creation, thereby inhibiting a firm‘s ability to innovate and adapt to environmental 
turbulence, particularly economic transition. This phenomenon is particularly relevant in the post-
Soviet region, which we use as a context to suggest elaboration on the theory of planned behavior to 
include cultural considerations holding potential for insight in the study of knowledge sharing 
behaviors in international management research. We propose that the subjective norms component of 
the theory of planned behavior be expanded beyond the focus on organizational norms to include 
societal cultural values regarding knowledge sharing norms and interpersonal relationships in 
predicting knowledge sharing intentions and behavior. In addition to research propositions, we provide 
suggestions for empirical research that investigates the effects of these values in testing the 
universality of knowledge sharing theory. 
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Abstract 
 
This paper considers investment characteristics of the European Union Emissions Trading Scheme 
(EU ETS) during the Global Financial Crisis (GFC). We show that European emissions trading 
markets demonstrate substantial price volatility, risk-adjusted return under-performance and positive 
correlations with other markets during the peak of the crisis. The poor investment performance of 
carbon assets during this period suggests that investors may need to avoid buy-and-hold strategies, 
reduce their portfolio weightings and consider other alternative investments until there is an 
improvement in economic conditions and, importantly, greater certainty with global climate change 
policy.  
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1. Introduction 
 
The introduction of carbon or ―emissions‖ trading markets has been driven primarily by environmental 
concerns about climate change. From an economic perspective, the logic is straightforward. 
Emissions are limited by permits, which can be traded, and hence a price for a set amount of 
emissions is determined by market forces. It is argued that this price mechanism ultimately leads to a 
shift in production from high to low emissions-producing industries and therefore a better environment.  
 
Emissions markets also potentially offer new investment opportunities. In addition to trading in 
emissions for scheme compliance purposes (for example, buying/selling permits to cover emissions 
greater/less than those allocated), risk management, arbitrage and speculation represent other 
reasons for trading. Hence, emissions markets not only represent an opportunity to reduce pollution 
globally but also offer exciting growth prospects for a range of investors and investment purposes. 
 
Past investment market research suggests that in periods of high volatility, new and emerging markets 
demonstrate diverse performance and so provide much needed diversification benefits to investors 
(Barry et al. 1998; Harvey 1993; Roll 1988). However, there is also evidence to suggest that these 
benefits vary over time and, in particular, are reduced during economic downturns (Conover et al. 
2002), precisely when investors are seeking to minimise their exposure to downside risk. During 
financial crises, contagion and increasing interdependence among markets is evident (Patel and 
Sarkar 1998; Cheung et al. 2010), decreasing, at least in the short-term, diversification benefits. 
 
In this paper, we explore whether this phenomenon also applies to the new emissions markets. 
Specifically, we focus on the European Union Emissions Trading Scheme (EU ETS), the world‘s first 
(and largest) mandatory multi-country, multi-sector cap-and-trade emissions trading scheme. The size, 
scope, organisation and history of the EU ETS enhance its significance in terms of examining carbon 
market investment characteristics. Although the EU ETS has only been operating for a relatively short 
period, having commenced operation in 2005, this operating period includes a crisis episode, the 
global financial crisis (GFC). 
 
The GFC, the largest since the Great Depression, began in the world‘s major economy with the U.S. 
subprime mortgage crisis in 2008. This sparked a credit crunch that spilled over into many other 
economies and markets, especially those more financially integrated and liberalised (Claessens et al. 
2010; Cheung et al. 2010). Asset prices fell, intense liquidity problems arose, risk premiums increased 
and consumer spending decreased. Economies began to contract, sparking a new round of dramatic 
selling and price falls across global financial markets, particularly in countries with high international 
trade and debt exposures. We examine investment characteristics of the EU ETS during this period of 
crisis and into the beginning of recovery. 
 
This paper is structured as follows. We first provide a background on the EU ETS and studies 
examining this market. This is followed by a description of the data used in this study. The paper then 
outlines the performance of the EU ETS and key international equity markets during a period covering 
the peak of the GFC and beginning of recovery, followed by a consideration of price activity. We then 
examine and discuss correlations between EU ETS and key equity markets. The final section provides 
conclusions.  
 
 
2. EU ETS 
 
The EU ETS commenced operation on 1 January 2005. By 2008, transactions totalled almost US$92 
billion, representing 73% of the total value of carbon markets worldwide, and secondary markets had 
become increasingly functional, liquid and transparent (World Bank, 2009). The EU ETS is a 
mandatory ―cap-and-trade‖ carbon trading scheme. Under such schemes, the regulator sets a 
maximum quantity of emissions that may be discharged over some fixed time period, divides that 
quantity into allowances (called European Union Allowances or ―EUAs‖ in the case of the EU ETS), 
and auctions or otherwise freely allocates them to emitters (―the cap‖). Over the commitment period, 
participants who cannot keep their emissions under the cap can fulfil their scheme obligations by 
purchasing allowances from those that have invested in efficient technologies or used less carbon-
intensive energy sources to reduce their emissions or both (―the trade‖) (Pearce 2005). The net effect 
of these transactions is that scheme participants are able to reduce their emissions at the lowest 
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possible cost. Moreover, carbon trading allows emitters who can cut their emissions cheaply to sell 
reductions to those who find it more expensive to take action (Tyrell 2006).  
 
The EU ETS is designed to operate in three Phases to enable learning and refinement of the scheme 
to occur. During Phase I (2005-07) the EU ETS covered over 12,000 emitters covering energy 
activities, mineral oil refineries, coke ovens and companies carrying out activities in ferrous metals, 
cement, glass, brick making, and pulp and paper industries. Around 40% of EU carbon dioxide 
emissions were covered by these emitters (Milunovich et al. 2007).  
 
Phase I, however, was fraught with controversial events and issues. Over-allocation of allowances 
relative to actual emission levels led to a price collapse from a high of almost €30/tonne in April 2006 
to under €1/tonne in December 2007 (Barclays Capital 2008). The release of the first verified 
emissions data indicated that permits had been over-allocated by around ninety-five megatonnes (Mt) 
(2,101.3Mt allocation versus emissions of 2,006Mt) (Burke 2006). It became apparent that the market 
was not as short as expected, particularly with regard to power producers needing fewer EUAs 
(Alberola 2006). Notably, it took over a year for the surplus EUAs in the market to push the EUA price 
towards the theoretical zero value. Inexperienced carbon market participants and utility companies 
holding onto their permits (anticipating higher emissions at the end of the year) contributed to this 
phenomenon (Barclays Capital 2008). 
 
In Phase II (2008-2012), regulators refined the scheme dynamics based on lessons learnt from Phase 
I in an attempt to provide a more robust and efficient market operation. Some of the steps taken in 
implementing Phase II included: 

o improved handling of price sensitive information; 
o allowances reissued at the beginning of Phase II at approximately €20; 
o lower allocations under National Allocation Plans to increase liquidity; 
o broader coverage of industries (for example, chemical, aluminium and aviation/transport) 

and gases (Milunovich et al. 2007); 
o governments can auction EUAs to a maximum of 10% of the allocation; and 
o EUAs in Phase II will be bankable into Phase III (2013-16), providing price support and 

preventing a Phase I style price collapse caused by an inability to carry over unused 
Phase I EUAs into subsequent periods (World Bank 2008).  

 
From a financial market perspective, research to date examining the EU ETS has focused on its 
efficiency and dynamic linkages (see, for example, Boutaba 2009; Charles et al. 2011; Chevallier 
2010; Daskalakis and Markellos 2008; Lu and Wang 2010; Montagnoli and de Vries 2010; Uhrig-
Homburg and Wagner 2009). The evidence suggests joint price discovery in spot and forward carbon 
markets and therefore a reasonable degree of informational efficiency. With the exception of 
Daskalakis and Markellos (2008) who suggest that the EU ETS markets may have been weak-form 
inefficient in Phase I.  
 
The impact of the GFC on the EU ETS has been examined from other perspectives and has led to 
some criticism of the scheme and its ability to fulfil its environmental aims. Arguably, low carbon prices 
and high volatility limit the effectiveness of long-term planning for sustainable innovations (Knoll and 
Engels 2010). Furthermore, while the GFC has caused a reduction in emissions as production output 
has decreased, it has been argued that the case for emissions trading schemes has been undermined 
as a result (Butcher and Stilwell 2009). Emissions from reporting EU ETS installations fell 11% in 2009 
mainly as a result of the GFC and total emissions were lower than the total allocation of allowances 
(World Bank 2010). This reduced demand for EUAs (Skjærseth 2010) and has resulted in surplus 
allowances that are now bankable. Hence as recovery occurs, these surplus allowances can be used 
to fulfil emitter obligations, reducing the costs of increasing production and emissions, and slowing the 
price mechanism‘s ability to achieve the aims of the EU ETS. Although the World Bank (2009) argues 
that many of the surplus allowances were sold during the peak of the financial crisis in order to raise 
cash, it could be argued that this is just a timing issue in profit taking and that the scheme‘s ability to 
deal with economic cycles needs to be carefully considered. 
 
While the ultimate success of the EU ETS must be measured against its ability to achieve the main 
aim of reducing global carbon emissions, a well-functioning emissions market in a financial sense is a 
necessary condition. Liquidity in the market will be improved by investor trading in addition to 
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compliance trading. Therefore, in the remainder of this paper we focus on exploring the EU ETS from 
an investor perspective during a period of financial crisis.  
 
 
3. Data 
 
The time period of interest in this paper coincides with the GFC. This began with increased uncertainty 
surrounding credit markets in May/June 2008, followed by initial falls in many stock markets around 
the world during August/September 2008, a long period of tumbling prices in late 2008, and slow 
recovery from early 2009. The crisis period also coincides with the early stages of Phase II of the EU 
ETS. Therefore, we begin our analysis at the start of Phase II on 25 February 2008 and use daily 
closing EU ETS Allowance price observations through until 5 March 2010. Observations are 
categorised as either spot (EUAS) or forward (EUAF-2010, EUAF-2011, and EUAF-2012) price series.  
 
We compare carbon market investment and performance to the following international equity price 
indices: the Dow Jones EURO STOXX total market index (DJES), Standard and Poors (S&P) 500 
index (SP500), S&P All Ordinaries index (SPAO), and Shanghai Stock Exchange Composite index 
(SSECI). All of the equity indices are ranked by weighted market capitalisation.  
 
In the absence of a comprehensive benchmark that incorporates carbon and all other risky assets, 
DJES is selected as a relevant market proxy for carbon assets and the European economy combined. 
The EU 10-year government bond yield is employed to provide a risk-free rate (RFR) against which 
asset performance can be benchmarked.  
 
Data are collected from various exchanges and historical price databases. EUAS data utilised in this 
study are obtained from BlueNext and EUAF data from the European Climate Exchange. DJES index 
data are compiled from the Dow Jones EURO STOXX, and the SP500, SPAO, and SSECI index data 
sourced from Yahoo Finance. RFR data are collected from the European Central Bank. 
 
The daily log returns of the price series are calculated using the continuously compounded formula: 

                                                  

1

ln
t

t
t

P

P
R ,                        (1) 

 
where Pt is the price series at time t, ln is the natural logarithm, and Rt represents the log return 
series.  
 
 
4. EU ETS Market Performance 
 
The summary statistics provided in Table 1 indicate that the nominal return performance of carbon 
markets compared to international equity markets is poor. Underperformance is highlighted by the 
annualised log returns of both spot and forward price series. EUAS and EUAF-10-11-12 delivered 
annualised returns of -19.85%, -25.03%, -24.73%, and -24.40% in Phase II respectively. Returns were 
below the European equity market benchmark return     (-10.22%). Negative returns across all price 
series reflect the dampening effect of the GFC and ensuing global recession on carbon and 
international equity market investment.  
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Table 1: Summary Statistics 
 

Series 
Min. 
return 
(%) 

Max. 
return 
(%) 

Mean 
return 
(%) 

Return 
p.a. (%) 

Std Dev. 
(%) 

Beta 
Sharpe 
ratio 

Jarque-
Bera 

EUAS -10.29 10.55 -0.08 -19.85 2.66 1.25 -8.93 61* 

EUAF-10 -9.30 11.35 -0.10 -25.03 2.64 1.25 -10.95 80* 

EUAF-11 -9.06 11.53 -0.01 -24.73 2.63 1.22 -10.89 84* 

EUAF-12 -9.33 11.75 -0.01 -24.40 2.54 1.17 -11.13 103* 

DJES -7.87 9.30 -0.04 -10.22 1.85 1 -7.63 386* 

SP500 -9.47 10.96 -0.03 -8.14 2.12 N/A -5.69 542* 

SPAO -8.55 5.36 -0.03 -7.91 1.60 N/A -7.38 177* 

SSECI -6.98 9.03 -0.07 -17.26 2.23 N/A -9.51 52* 

Notes: This table reports summary statistics for EU ETS and equity markets 25 February 2008 to 5 March 2010 
which represents 530 observations for each price series. EUAS is the spot EU ETS market price series. EUAF-
10, EUAF-11 and EUAF-12 are the forward EU ETS market price series for 2010, 2011 and 2012 respectively. 
DJES is the Dow Jones EURO STOXX total market index. SP500 is the Standard and Poors (S&P) 500 index. 
SPAO is the S&P All Ordinaries index. SSECI is the Shanghai Stock Exchange Composite index. The summary 
statistics are minimum daily return, maximum daily return, mean daily return, annualised return, standard 
deviation, beta, Sharpe ratio and the Jarque-Bera test of normality. * denotes statistical significance at 5% level 
and hence rejection of the null hypothesis of a normal distribution in the price series.  

 
Price volatility is clearly reflected in carbon markets across the period by the large spread between 
minimum and maximum returns, high standard deviations and betas. Beta is calculated using DJES as 
the reference market. EUAS and EUAF-10-11-12 had standard deviations/betas of 2.66%/1.25, 
2.64%/1.25, 2.63%/1.22, and 2.54%/1.17 respectively. Standard deviations were higher than the 
European equity market benchmark standard deviation (1.85%) and beta (1.00), indicating that carbon 
was riskier than the broader market during the GFC. Also, as spot and forward carbon betas are 
positive and greater than one, this suggests that carbon markets, on average, exhibit more systematic 
risk than the broader European equity market. The volatility in carbon markets displayed during the 
period is in line with expectations given that emerging markets tend to display such price 
characteristics during the early stages of market growth.  
 
Table 1 also shows the Sharpe (1966) ratio for each price series, calculated as the ratio of the 
average annualised return less the risk free rate to the standard deviation. The ratio therefore 
indicates the excess return earned per unit of total risk and so higher ratios denote better risk-adjusted 
performance. Comparison of the Sharpe ratios shows that EUAS (-8.93) and EUAF-10-11-12 (-10.95, 
-10.89, and -11.13 respectively) underperformed DJES (-7.63) and the other international equity price 
series (except EUAS versus SSECI) on a risk-adjusted basis.  
 
The last column of Table 1 shows statistics relating to the shape of the return distributions. The 
Jarque-Bera (1980) test statistics indicate that the log return series of all carbon and international 
equity markets do not follow a normal distribution. However, non-normality of returns is not an unusual 
phenomenon in financial time-series (Ma 2004).  
 
 
5. Price Activity 
 
In this section, we examine price activity in the carbon markets during our study period. In an efficient 
market, futures prices should move conjointly with spot prices (Fama 1991). This is portrayed in Figure 
1. During the period spot and futures prices moved closely in line with each other, suggesting an 
efficient flow of information between these markets and conditions conducive to effective risk 
management.  
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Figure 1: Price Activity in the Carbon Markets 
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Further consideration of Figure 1 shows the commencement of a downward trend in carbon prices in 
late May 2008. This coincides with increased uncertainty over the future of U.S. financial institutions 
such as America International Group (AIG), Bear Stearns, Freddie Mac, Fannie Mae and Lehman 
Brothers. Worldwide, asset prices were falling and carbon contracts became no exception. By January 
2009 international financial markets had bottomed and carbon markets rallied. However, the recovery 
was short-lived for carbon markets, reaching their post-crisis peak in April 2009. Carbon markets 
maintained prices around this peak until the end of the period covered by our data set.  
 
Carbon price activity can also be compared to international equity markets, as shown in Figure 2. 
Equity markets were already falling at the beginning of Phase II of the EU ETS and it was not until 
May 2008 that the carbon market followed suit. SSECI fell more sharply than other equity markets and 
bottomed out earlier. The developed markets in the figure (DJES, SP500 and SPAO) move closely 
throughout the entire period under consideration, as might be expected from these highly integrated 
markets. The rally in equity markets after the beginning of 2009 lasted a little longer than carbon 
markets, and despite a flattening out in all markets by the middle of 2009, equity markets had clearly 
regained more ground.  
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Figure 2: Comparison of EUAS and Equity Market Price Series  
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There are two likely reasons for the lacklustre recovery of carbon prices. First, it became clear that a 
global economic recovery was not going to happen quickly. Consequently, demand for carbon 
abatement remained soft, resulting in carbon markets trading sideways Second, there was increasing 
uncertainty surrounding international agreements on responses to climate change. This uncertainty 
peaked when negotiations broke down at the United Nations Framework Convention on Climate 
Change (UNFCCC) in Copenhagen in December 2009.  
 
 
6. Co-Movements Among Carbon Markets and With Equity Markets 
 
Having considered key performance statistics and price activity during the study period, we now 
examine correlations between spot and forward carbon prices, and correlations between the carbon 
markets and equity markets. Low correlations between asset prices are a favourable occurrence for 
portfolio investors, as non-systematic risk can be lowered and returns enhanced by combining such 
assets. Correlations between financial assets can also have implications for market efficiency theory 
(for instance, two asset prices that share a robust positive correlation or ―co-movement‖ may infer 
return predictability in one or the other, or both) (Harvey 1993).  
 
Correlations between carbon markets and equity markets are shown in Table 2. The carbon markets 
exhibit perfect or almost perfect positive correlations, reflecting our earlier comments about efficient 
price formation between spot and forward carbon prices during the study period. Relationships 
between carbon markets and equity markets are not as high but also demonstrate positive 
correlations. Carbon markets are most correlated with DJES, SP500 and SPAO, with strong positive 
correlations ranging between 0.66 and 0.77. Correlations with the Chinese stock market (SSECI) were 
also positive but much lower than other equity markets, ranging from 0.19 with the spot market and 
0.13 with the 2012 forward market. It is also worth noting that as depicted in Figure 2, the correlations 
between the DJES, SP500 and SPAO developed equity markets are close to 1. 
 



 2011 Global Business Conference at Sibenik  

333 

 

Table 2: Correlations of carbon and international equity markets 
 

 EUAS EUAF-10 EUAF-11 
EUAF-
12 

DJES SP500 SPAO SSECI 

EUAS 1.00        

EUAF-10 1.00 1.00       

EUAF-11 1.00 1.00 1.00      

EUAF-12 0.99 1.00 1.00 1.00     

DJES 0.77 0.74 0.73 0.72 1.00    

SP500 0.76 0.74 0.73 0.73 0.99 1.00   

SPAO 0.72 0.68 0.70 0.66 0.98 0.98 1.00  

SSECI 0.19 0.14 0.14 0.13 0.64 0.63 0.69 1.00 

 
This table reports correlations among the log prices of EU ETS markets and with log indices for 
international equity markets during pre- and post-Lehman Brothers collapse periods. EUAS is the spot 
EU ETS market price series. EUAF-10, EUAF-11 and EUAF-12 are the forward EU ETS market price 
series for 2010, 2011 and 2012 respectively. DJES is the Dow Jones EURO STOXX total market 
index. SP500 is the Standard and Poors (S&P) 500 index. SPAO is the S&P All Ordinaries index. 
SSECI is the Shanghai Stock Exchange Composite index.   
 
These high correlations may reflect the general tendency for diversification benefits to fall during crisis 
events. Certainly, carbon markets and international equity markets are not perfectly positively 
correlated, which indicates some diversification opportunities are available. However, the greatest 
diversification benefits would appear to be gained by combining investments in the emerging carbon 
market with those in the segmented and geo-politically insulated Chinese stock market. A combination 
of carbon and more established markets would seem to provide less benefit. 
 
The correlations, however, are for the entire period under study. Consideration of these correlations in 
combination with Figure 2 makes it reasonable to suggest that the low positive correlations between 
carbon markets and the Chinese stock market may simply be a reflection of the divergence of these 
two series at the beginning of the period. While the carbon market was still rising in the early part of 
the period before ongoing impacts on real economy and emissions were fully understood, the Chinese 
stock market was falling on the back of overstated values and speculation over its ability to maintain 
growth as contagion spread. By the time of recovery, however, it is clear that all markets considered 
here appear to move quite closely. 
 
 
7. Conclusions 
 
In this paper we have examined the investment characteristics of the EU ETS from the beginning of 
Phase II through the period of tumbling prices in financial markets due to the onset of the GFC and 
into the beginning of price recovery. While previous studies of this market have considered its 
efficiency and dynamic linkages, return and risk characteristics from an investment perspective have 
been overlooked. Our study fills this gap by providing a presentation of a range of carbon market 
investment characteristics and by considering these characteristics within the wider context of the 
GFC.  
 
Our results show that European carbon markets demonstrate investment characteristics such as high 
volatility, risk-adjusted return under-performance and positive correlations with four key international 
equity markets. It appears that global climate change policy uncertainty and the ongoing GFC have 
promoted a highly speculative and risky trading environment for carbon assets and reduced their 
desirability as a viable investment vehicle. If these trends continue, the investment potential of carbon 
markets is doubtful.  
 
Our carbon market findings are consistent with Errunza (1997) and Blavy (2002) in that while large 
price swings are not unique to emerging markets these new markets exhibit a higher degree of 
volatility in comparison to developed markets. However, they are inconsistent with Harvey (1993) and 
Roll (1988) who argue that during periods of general high volatility (as in the case of GFC) emerging 
markets should demonstrate diverse performance and provide much needed diversification benefits. 
In contrast, we found that during the GFC period correlations between carbon markets and developed 
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equity markets were strongly positively correlated. Instead, it would seem that emerging market 
participants like those in China may receive the greatest diversification benefits from investing in the 
EU ETS.  
 
Upon consideration of the investment characteristics highlighted in this paper, undermining factors, 
such as market fragmentation/segmentation, scarcity of information and education and a low degree 
of competition, may have constrained the flow of financial information, restricted market growth, and 
led to the emergence of inefficiencies and predictable price behaviour in European carbon markets. 
Overall, the poor investment characteristics associated with carbon assets to date suggests that 
investors may need to avoid buy-and-hold strategies, reduce their portfolio weightings and consider 
other alternative investments until there is an improvement in economic conditions and, importantly, 
greater certainty with global climate change policy. If non-compliance investment trading is avoided, 
however, liquidity in the carbon markets will be reduced and the ultimate aims of such schemes may 
be more difficult to achieve.  
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Abstract 
 
This paper uses examples of major disasters to show the importance of supply chain risk 
management (SCRM) as well as the lessons to be learned from each disaster. Lessons learned allow 
us to continue to expand the application of SCRM to new and increasingly intricate supply chain 
problems. The focus of the paper is on operational risks associated with a supply chain. Such risks 
include the impact of natural disasters on supply chain partners, potential impact of terrorism, 
interruption of means of transportation, product contamination, and others. Actual examples of both 
common and uncommonly addressed situations associated with supply chain interruptions will be 
used to drive home the continuing need to implement SCRM in an organization as well as using 
lessons learned to promote a more broadly defined role for SCRM. 
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1. Introduction 
 
Supply Chain Risk Management (SCRM) has gained a great deal of attention over the past several 
years due partly to the large number of disasters or emergency situations which have occurred 
throughout the world (Elkins, undated; Gjelten, 2011; Hedrick Wong, 2011; White, 2011). Examples of 
such disaster situations include: earthquakes in Chile, Haiti, Indonesia, and Japan; tsunamis 
impacting virtually the entire Indian Ocean region and Japan; volcanic eruptions in Iceland and Chile 
nearby countries; hurricanes such as Katrina; wild fires in Australia;  oil spills or well blowouts such as 
BP in the Caribbean; nuclear disasters; terrorism, wars, rebellions and other politically or otherwise 
motivated man made events; and long lasting weather related disasters in Europe (winter storms), 
and Bangladesh (flooding). Several decades ago the above events would have drawn recognition 
from the media due to the loss of life associated with them or possibly some review of their impact on 
the balance of power in the world or the potential need to assist others in distant lands in time of 
need. In today‘s world such a response would be far from sufficient. 
 
Over the past few decades the world has changed from one with countries and regions substantially 
removed from one another to what now is a highly interdependent/interconnected set of geographical 
relationships. These relationships are based upon trade, political exigencies, the existence of 
complex, multi-level supply chains and an ever increasing movement to engage in multilateral trade 
agreements that would open world markets, sources of supply, and means of communication and 
transportation. Thus, the impact of a disaster occurring anywhere in the world now has the potential to 
cause major disruptions to any organization whose products or services are sourced partially or fully 
from, transported through, or dependent in any way on the rules and regulations of doing business in 
any specific country. 
 
Additionally, the relatively new occurrence of large scale terrorism has introduced a new hazard to the 
business world--fear and its impact on organizational activity. The emotional response to a perceived 
threat against one‘s person or activities not only alters the way people view travel, foreign products, 
relationships with others, etc., it also has become the catalyst for many costly and cumbersome 
intrusions of governments into the operation of supply chains and other activities associated with 
cross-border travel and trade. The establishment of the Department of Homeland Security and the 
Container Security Initiative (CSI) in the United States are only two examples of government 
departments and/or regulations now enabled to disrupt or slow the trade process in the name of anti-
terrorism (Department of Homeland Security, undated). It must be remembered that these 
government actions were the direct result of a disaster situation and have specific implications for 
supply chain risk management. 
 
 
2. The Focus of This Paper 
 
This paper will examine four loss events to identify lessons learned for supply chain risk management 
and the implications of those lessons to SCRM. Lessons learned allow us to continue to expand the 
application of SCRM to new and increasingly intricate supply chain problems. The situations being 
reviewed are not those which are most common to SCRM. Instead situations that are unique or 
generally not planned for are discussed. The focus of this paper will be on operational risks (as 
opposed to financial risks) associated with actual supply chain interruptions for each disaster in 
question. Examples of operational risks include: damage or destruction of facilities used by supply 
chain partners; interruption of transportation means/facilities even though there is no direct damage to 
partners; product contamination; communications interruption and many others. The recent Sendai 
earthquake and the resulting tsunami and nuclear disaster will receive the majority of attention with a 
number of specific SCRM problems noted. The discussion of the first three events will summarize 
some important lessons learned from past disasters. 
 
The Disasters reviewed are: 

 
1. January 17, 1995 - Kobe, Japan – earthquake 
This is an example of a worst case scenario in terms of its impact on transportation to and from the 
port city of Kobe, Japan. In addition to major property damage and loss of life virtually all modes of 
transportation were disrupted. 
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2. September 11, 2001 - New York, USA – destruction of the World Trade Center properties 
9/11 provides an example of how the introduction of terrorism on a grand scale can systematically 
change the business landscape and the process of executing international business on a permanent 
basis. It is the ―indirect‖ impact of this event on the entire world which stands out in the annals of 
supply chain risk management. 

 
3. March 20, 2010 – Iceland – volcanic eruption 
This is only the most recent example of how an event which causes very little or no direct property 
damage, injury or loss of life can bring major supply chains to a standstill for an indeterminable period 
of time. It is also an example of a complete lack of information as to how long the disaster will 
continue, thus its eventual scope of damages. 

 
4. March 11, 2011 – Sendai, Japan – earthquake, tsunami and nuclear disaster 
A set of disasters rolled into one. A powerful earthquake, a record tsunami and a nuclear disaster 
involving multiple reactors near major population centers. Any one of these events would be 
considered a major disaster; however, their occurrence as a single event and combined impact on 
supply chains had never been contemplated and therefor transpired without prior SCRM planning. 
 
 
3. Disaster #1: January 17, 1995 - Kobe, Japan – Earthquake 

 
It is often said that if an earthquake was to occur there is no country better prepared than Japan to 
respond to the resulting property damage and human suffering. Japan‘s building codes as well as its 
engineering for infrastructure development take potential damage by earthquake into consideration. 
The population is subjected to annual earthquake drills and children are taught in school how to 
respond to an earthquake. However, the earthquake which struck Kobe on January 17, 1995 did so in 
such a manner that in some ways a worst case scenario occurred. The following describes the 
earthquake: 
 

―The Great Hanshin earthquake, or Kobe earthquake occurred on Tuesday, January 17, 
1995, at 05:46 JST in the southern part of Hyogo Prefecture, Japan. It measured 6.8 on the 
moment magnitude scale (USGS)… The tremors lasted for approximately 20 seconds. The 
focus of the earthquake was located 16 km beneath its epicenter, on the northern end of 
Awaji Island, 20 km away from the city of Kobe. Approximately 6,434 people lost their lives 
(final estimate as of December 22, 2005); about 4,600 of them were from Kobe…It caused 
approximately ten million yen ($100 billion) in damage… 2.5% of Japan‘s GDP at the time.‖ 
(http//en.wikipedia.org/wiki/Great_Hanshin_Earthquake) 

 
 
3.1. Kobe problem 
 
Although a large number of supply chains were interrupted due to damage to suppliers, one of the 
major SCRM problems was related to the transportation system 
(http://13kobeearthquake13.tripod.com/id3.html). Under normal conditions the flow of goods was 
taken care of efficiently by water, air, rail and road. If an interruption occurred in one of these modes 
of transportation alternatives were available in the extensive Japanese transportation system to 
transfer goods until short term problems were solved. The earthquake which occurred in January 
1995 literally destroyed all modes of transportation in and around Kobe for an extended period of 
time. The port facilities were heavily damaged; roadway bridges and overpasses collapsed; buildings 
fell into roadways; local airport closures occurred; railroad bridges, beds, tracks and facilities suffered 
extensive damage; and much of the subway system collapsed. Thus, in the unlikely event that a 
business was not directly damaged, there was no way to get its products out of Kobe. Even though it 
was possible to locate and identify undamaged containers in the port facility there was no way to ship 
them to final destinations.  
 
At the time of the earthquake Kobe was the largest container port in Japan handling about 30% of 
Japan‘s container traffic (Kildow, 2011). The port was situated on reclaimed land which was highly 
subject to liquefaction thereby serving to almost guarantee extensive damage in a severe earthquake. 
Of the 240 berths at the port, all were closed with an estimated repair time of two years for full repairs 
of the facility. Most cranes, service roads, docks, etc. were also heavily damaged except in those few 
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areas meeting upgraded standards of seismic resistance introduced in 1989. Even if it had been 
possible to transfer containers from the Port of Kobe, other Japanese ports were working at full 
capacity and did not have the equipment, storage facilities or personnel to handle the increased 
demand from the Port of Kobe (Werner  & Dickenson, 1996). 
 
 
3.2. Kobe lesson 
 
It is necessary to develop worst case SCRM plans even though the chances of encountering a worst 
case situation may be extremely low. Temporary restrictions of use are common on virtually all modes 
of transportation but an interruption of all modes at the same time over an extended period of time is a 
very rare situation. Those organizations residing within the Kobe earthquake area were at the mercy 
of the earthquake unless they had capacity in their own undamaged  plants or existing reciprocal 
arrangements with undamaged facilities outside the area. Short of relocating operations, such 
organizations had to wait out the rebuilding of means of transportation. It is also important to 
determine how alternative modes of transportation might be employed as all modes will not become 
usable at the same time.  
 
Organizations shipping through the Port of Kobe faced a different problem: they could not get their 
products to the Port for further shipment. Prior planning was necessary to alleviate this problem by 
having alternative shipment points to divert goods to alternate ports in times of need. For example, 
Phelps Dodge, a large U.S. based mining company (now owned by Freeport McMoran) used Kobe 
facilities to ship copper ore from its Chilean operations. As soon as Phelps Dodge management 
learned of the Kobe earthquake they acted to limit shipments which had not already begun and to 
divert those in progress to alternate facilities for handling (O‘Connell, 1995). Even though a worst 
case scenario was extremely unlikely Phelps Dodge and other organizations that planned for such an 
event mitigated the impact of a very serious, long term, supply chain interruption.  
 
 
4. Disaster # 2: September 11, 2001 - New York, USA – Destruction of the World Trade Center 
Properties 
 
The 9/11/2001 destruction of the World Trade Center facilities in New York City not took the lives of 
thousands of people and caused enormous damage at the site, it introduced two additional major 
problems for SCRM: 1) the introduction of terrorism as a more real source of loss and all of the 
associated governmental and nongovernmental actions incurred to combat and deter terrorism; and 
2) a worst case scenario in terms of the impact of indirect supply chain interruptions throughout the 
world. The direct damage from 9/11 attacks on the World Trade Center were restricted to a small area 
of lower Manhattan in New York City, but the indirect losses extended throughout the entire world 
(http://www.continuitycentral.com/news05431.html).  
 
 
4.1. 9/11 Problem: Terrorism and worldwide indirect losses 
 
The United States took a very naïve approach to terrorism until the events of September 11, 2001. 
Police authorities throughout the country elected not to categorize as terrorism bombings, murders 
and destruction of property by those seeking to influence political, religious or other causes. Thus 
abortion clinic bombings by those seeking to restrict abortions, destruction of newly developed 
property by environmentalists seeking to slow urban growth, and the destruction of laboratories by 
those seeking to stop the use of animals in research were not categorized as terrorist acts as they 
would have been in most other countries. The refusal to recognize terrorism as a threat led to a 
general feeling in the United States that terrorism was not a problem. Prior to 9/11, little was done by 
individuals/organizations/governments to plan for the terrorist threat. Even though terrorist acts cause 
supply chain interruptions, the major impact is more commonly the production of fear which tends to 
expand the impact of any terrorist act beyond the normal boundaries of the event itself. New laws and 
regulations were quickly established by the United States that immediately acted to slow down 
transportation of goods to and from the United States. Similar actions by other countries served to 
add additional delays and impediments to free and open transportation.   
 

http://www,continuity/
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The response to terrorism usually involves increasing security which, by its very nature, adds steps to 
any process (e.g., more inspections and more paperwork at every level of the supply chain). Higher 
security levels also increase the chance of intermittent interruptions which can cause scheduling and 
delivery deadline problems (e.g., think about a very minor breach in security that results in the 
evacuation of an airport terminal or a perceived threat that causes the temporary closing of a port). 
The indirect effects of such interruptions are far more frequent and often have more serious 
implications than the initial breach or threat itself.  
 
The attack on the World Trade Center caused an immediate short term response in the form of 
shutting down all but military air traffic movement in the United States. United States ports were 
closed and limitations placed on other world ports. Mass cancellations of individual travel plans 
devastated the tourism industry throughout the world. Conventions, business meetings, athletic 
events and others were all in question due to uncertainty regarding terrorism. In virtually all of the 
above situations, cancellations and changes were made even though no direct threat of attack had 
been made on most facilities or operations being closed. Fear was at work and doing its job very 
effectively. Long term effects included the changing of relationships between countries, altering of 
trade and security agreements and, at the extreme, outbreak of hostilities between countries making 
trade, transportation and delivery even more uncertain. Interruptions such as these normally cause 
only a few hours or days delay, but a more serious potential breach (a threat from a legitimate source) 
could extend the interruption sufficiently to cause real problems in delivery time over a period of days 
or weeks. 
 
 
4.2. 9/11 lesson 
 
Although we cannot prevent the various breaches of security that occur in the worldwide 
transportation system nor their magnitude or duration, we can take some actions to limit their impact 
on a specific organization.  
 
Whenever possible, contracts for delivery of goods should include wording to allow for downtime 
associated with the enforcement of security regulations throughout the supply chain. This should 
include exceptions in delivery deadlines, etc. due to port closures, random searches and other 
security related events.  
 
An organization must also carefully monitor the reputation and home country of its supply chain 
partners since questionable relationships or practices (in the eyes of government security officials) 
may lead to additional scrutiny and slowdowns in the delivery process. The term ―questionable‖ as 
used in the last sentence may include a supplier‘s trading partners, shippers, countries of origin, 
owners, routes of transportation, and container security, among others. It may also be possible to 
speed the transportation process by subscribing to government sponsored programs such as the 
United States Customs Trade Partnership Against Terrorism (C-TPAT) which allows for fewer 
inspections and preferred status for those companies meeting C-TPAT standards. 
 
 
5. Disaster # 3: March 20, 2010 –Iceland – Volcanic Eruption of Eyjafjallajökull 
 
5.1. Problem  
 
Iceland is a country in process-- meaning it's land mass is constantly being expanded by volcanic 
action. Although the eruptions do cause periodic serious damage locally it is the indirect impact of the 
eruptions that are the topic of this discussion. As in prior centuries, wind driven dust clouds associated 
with the 2010/2011 continuing eruption of Eyjafjallajökull made their way to northern Europe causing 
the closure on many airports. Passengers and products relying upon air transportation had to find 
alternate methods of travel. Passengers who could not continue on their planned routes found 
themselves in peril of exceeding their visa stay limits; out of money for needed extended stays; and 
wondering how long the interruption would last. A firm selling flowers grown in Kenya could not ship 
several millions of dollars worth of product due to airspace restrictions enforced by local governments. 
One of the major problems with this situation is that there is no way of telling how long it will last or 
how much of an area will be affected by airspace restrictions. Several hundred years ago an Icelandic 
volcanic eruption lasted so long it literally changed the climate of a large part of the world, impacting 
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crops and the lives of millions of people. A similar result was observed after the explosive eruption of 
Krakatau in Indonesia.   
 
 
5.2. Iceland lessons 
 
The planning for such an event is no different than planning for any other prospective loss situations, 
except for the possible duration of the eruption. If an airline for example has a plan for interruption of 
business because of an ice storm, prolonged winter conditions or high winds, it will also be able to 
use those plans for most volcanic eruption incidents. However, for long term interruptions, plans have 
to be made to interact with governments, other modes of transportation operators, and even 
competitors in an attempt to solve the many problems all will face. Most of the transportation via air 
involves the short-term movement of people for vacation or business. Proper planning and treatment 
of these customers will not solve the short-term loss situations, but it will add to the chances that 
customers will reward those who accommodate their needs with future travel bookings, while those 
who fail to plan for interruptions may see a dramatic reduction in future bookings. One of the basic 
lessons for SCRM is that there are some potential causes of interruption to which even the best plans 
cannot fully respond. In these cases, quick, honest information to the buying public is the best long 
run action to take. 
 
 
6. Disaster 4: March 11, 2011 – Sendai, Japan – Earthquake, Tsunami, and Radioactive 
Contamination Disaster 
 
A severe earthquake, followed quickly by a devastating tsunami and then slow moving radioactive 
contamination has caused one of the most serious disaster scenarios on record. There were actually 
three disasters which occurred: a record-breaking 9.1 earthquake, a record-breaking tsunami, and 
one of the largest nuclear contamination events in history. Any one of these events would have been 
recorded as a worst case scenario; however, their combination yielded results that were unforeseen 
by any government or private organization. Although preparation for damage, injuries or interruptions 
from each type of event was planned for by both governmental and private entities, a tragedy 
involving all three at once was never foreseen. In addition to thousands of supply chain problems in 
various industries (Williamson, 2011; Perrett, Unnikrishnan, & Francis, 2011; Fleming & Hosking, 
2011), there were a number of broader problems from which lessons could be identified. 
 
 
6.1. Sendai problem #1: Insurance against supply chain partner interruptions 
 
Insurance payments for supply chain interruption may not be made or will be delayed for interruptions 
due to multiple sources of loss (perils) because various insurance policy provisions may exclude one 
or more of those perils. The most likely peril to be excluded is ―radioactive contamination‖. That 
source of loss is usually the responsibility of the reactor owner through its own insurance coverage or 
access to special insurance through associations, owners, government or some combination of all. 
Ordinary property insurance policies exclude the spread of radiation from a nuclear facility. Although it 
is possible to obtain property insurance policies for earthquake/tsunami caused business interruption, 
problems still exist due to the fact that adjusters may have to sort out the damage from earthquake 
and tsunami to determine how to apply the policy coverage limit 
(http://www.continuitycentral.com/news05155.html). There are also limitations on how much insurance 
is available for a reactor owner‘s liability from a nuclear incident and that limit is far below the 
expected damages from the Sendai Earthquake (Mackowsky, 2011).  
 
 
6.1.1. Sendai lesson #1 
 
When securing insurance against losses caused by interruptions to one‘s supply chain, an 
organization must specify either the specific portion of the chain for which coverage is desired or 
provide coverage for the entire supply chain. If one left out a single supply chain partner and that is 
where the loss event occurred, insurance payments would not be made. The cause of loss must also 
be specified in some manner so if a loss occurs the insurance company can check if coverage for that 
type of loss is provided. Restrictions and/or exclusions must be carefully reviewed to determine their 
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applicability to coverage. In any event, SCRM requires that the resulting insurance coverage is 
determined by decisions and not good or bad luck involving many time-uncontrollable future events. It 
is common for organizations to verify the exact location of supply chain partners so they can better 
assess the risks inherent at that location, including exposure to contamination from a nuclear power 
plant. 
 
 
6.2. Sendai problem #2: Diminished production of electricity  
 
Japan relies upon nuclear reactors to produce nearly 40% of its electricity. The damage to the 
Fukishima facility resulted in a shutdown of Japan‘s 54 nuclear reactors. In late May of 2011, 18 
reactors had passed inspections and were set to go back on line. After the earthquake, government 
officials have announced a movement away from nuclear power which signals that the slowdown in 
electricity production will be long-lasting. As a result, some may never produce electricity again. 
 
 
6.2.1. Sendai lesson #2 
 
Unfortunately, the only answer to decreased electricity production is to relocate facilities to other 
areas and quite possibly other countries. This is a situation where seeking back-up or redundant 
facilities in other countries, even for large-scale production, is advisable. This situation may also deter 
some organizations that are currently seeking to outsource particular operations to decide otherwise. 
 
 
6.3. Sendai problem #3: Displacement of suppliers 
 
It does not take too much imagination to foresee stronger organizations taking the supply of scare 
goods from smaller, less influential organizations. This is done, for example, by bidding the price up or 
using persuasion to induce suppliers to make deliveries to the stronger organization, while failing to 
meet the needs of others. An interesting and  potentially damaging  supply chain result of the March 
2011 Japanese earthquake was pointed out by David Morgenstern, a contributor to ZDNet. 
Morgenstern states: 
 

―as one of the world‘s biggest customers for the technology, it (Apple) will get its supply (of 
NAND Flash Memory) before the smaller buyers – even if those ―smaller‖ companies are 
Hewlett Packard, Motorola and even Samsung. In the manufacturing business, Japanese 
manufacturing giants and the arms of Korean chaebol conglomerates can‘t play in-house 
favorites. The biggest customer gets first choice.‖ (Morgenstern, 2011) 

 
 
6.3.1. Sendai lesson #3 
 
When entering into supply contracts it is important to determine the supplier‘s responsibilities if and 
when the numbers of items supplied falls below that required by all contract purchasers. In times of 
scarce product supply, suppliers may offer product on a first-come first-serve basis, serve the needs 
of the largest buyer first and then supply others, apportion the supplies on a prorated or other basis so 
each buyer obtains an amount of product, or even allow buyers to bid the price up prior to delivery. 
Each of these alternatives has negative aspects and any one of them adds uncertainty to the supply 
chain. Although there may be little a purchaser can do during a shortage situation it is important to at 
least be aware of which of the above options is in place. Purchasing from the low bidder may not be 
the best idea if one of the more uncertain options applies during a shortage. At minimum purchasers 
should require statements in the written contract or bid requirements specifying future acceptable 
actions during a shortage situation. Bids can then be compared on a more equitable basis.  
 
An additional problem results when reviewing second and third tier suppliers (those supplying our 
suppliers, etc.) because the same alternatives may apply during a period of shortage anywhere in the 
various operations of supply chain partners. Some assurance of at least knowing what to expect in 
the future may be achieved by encouraging partners to include similarly worded agreements in their 
supply contracts. 
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6.4. Sendai problem #4: The “branded” part problem 
 
Many reports of supply chain problems associated with the earthquake indicated that a single part 
was needed for the assembly of a much larger product and the part was only available in the region 
impacted by the earthquake. Many articles relate the story of the auto brake component or the chip 
needed in a computer or an airbag holding up production of an entire automobile because the vehicle 
would not work without the part. The lack of these parts held up the production of literally millions of 
automobiles by manufacturers throughout the world. They were unique or specific as to application 
but normally a substitute would do the job just as well. 
 
A very specific problem exists with ―branded‖ parts-- for example, some parts necessary for the 
production of a specific vehicle. General Motors production and sales of 2011 and presales of 2012 
Corvettes were being held up because GM could not obtain two of the most popular Corvette colors - 
Cyber Grey and Crystal Red. The pigments for those colors were sourced from a plant in Japan which 
had been impacted by the earthquake and were therefore not available. These colors were requested 
and used on almost 4000 of the 12000+ total production of Corvettes for the year 2010. Revenue 
figures are used to estimate the potential impact of the inability to secure these colors. The published 
cost of a 2012 Corvette was about $75,000. If even 1000 prospective buyers delayed or cancelled 
orders because of the unavailability of what they considered to be ―true corvette‖ colors, it would 
affect $75,000,000 in revenue for GM. 
 
This is an example of a part which is important to maintaining the status of the brand name, but did 
not necessarily have to come from a specific source. In fact allowing the part to only be supplied by a 
single source set General Motors up for what could be significant delays in or losses of Corvette 
sales. Corvettes owners are true believers and fans of the automobile. They purchase these 
automobiles year after year and demand parts, service, etc. from professionally trained Corvette 
mechanics and Corvette dealers. To substitute a part or color from another vehicle is not usually an 
option which would gain wide acceptance from a Corvette connoisseur.  
 
 
6.4.1. Sendai lesson #4 
 
The small part problem is rarely related to a single part. Many specially designed parts go into the 
production on a great number of final products. Whenever a manufacturer or supplier develops a final 
product which includes dedicated parts, designs, etc. it should plan for situations when those specific 
parts become unavailable for any reason. Due to changing technology and cost of even minor parts 
the risks/costs of stockpiling was too high for most auto manufacturers. This decision may well 
change. As it was, the impact was not as great as it could have been if the world economy and auto 
sales had retained the high levels seen prior to the 2008 economic downturn. 
  
As for GM, the company immediately set about to match the paint color for Corvettes in another 
facility. This is something which should have occurred during the planning process for colors and 
design of the final product over the many years of Corvette production. One of the inherent dangers of 
outsourcing seemingly minor products is that the manufacturer may eventually lose control of the 
process and be unable to produce the product itself. The manufacturer is then at the mercy of its 
supplier and all of the circumstances which could create a shortage or a total cessation of production 
on the part of that supplier. This is an especially serious problem when dealing with a product brand 
with a significant following of buyers interested in maintaining the brand. If the brand was not so 
important it may be possible to use substitute products to maintain final completion and delivery of a 
product with little or no impact on brand name. Thus, when possible, a manufacturer should use 
products or parts that are standardized and avoid specialized parts whenever it is possible. Fewer 
supply chain interruptions should result from this strategy. For those products necessary for the 
branding of a product, care must be taken to stock pile, assure secondary sourcing, or maintain the 
part production internally.  
 
 
7. Summary: Disasters and Supply Chain Risk Management 
 
The practice of planning for worst case scenarios in order to be prepared for any level of loss that may 
actually occur has been part of the risk management process for decades. Risk managers knew that 
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the ―worst‖ cases really never occurred but it seemed like a good planning practice anyway. Upon 
looking at the past two decades, however, there are clearly a number of events which could be 
classified as ―worst‖ case scenarios and as time passes even the worst case scenarios are 
increasingly disastrous. One only has to look at the past few years to identify examples of these 
―worst‖ case events: the Indian Ocean Tsunami resulting from the Indonesian Earthquake; the 9/11 
attack on the World Trade Center and its indirect impacts; the recent earthquake, tsunami and nuclear 
disaster in Japan and a few others qualify for this dubious distinction. 
 
Unfortunately, some recent reports indicate that the incidence of natural disasters has been 
increasing. World events also seem to be pointing towards continuing problems involving both new 
and ancient rivalries. Planners must go back to basics and remember that many of the basic supply 
chain risk management tenets will continue to apply-- be prepared to implement your plans as even 
with the best planning cannot stop a disaster from occurring; more intricacy leads to more chances of 
interruption; redundant supply chain partners are not really redundant if they rely on the same 
secondary supply chain partners or on the same transportation services or facilities; major disasters 
impact supply chains directly and indirectly; and certain disasters may have durations that are not 
perceived by most planners. 
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Abstract 
 
Several theories have recently been developed about destination competitiveness, trying to identify 
which factors can result in the success of a tourist destination. Many researchers have focused on 
building up models based on those factors. Some model-builders aim to give a framework for all 
influencing factors, like the most quoted Ritchie and Crouch (2003) or Heath (2002). Other 
researchers, such as Dwyer et al (2002), stand on the other side, focusing on one single aspect like 
the price-competition among destinations for example. However, very few researchers have paid 
attention to developing an appropriate methodology for measuring competitiveness. As there are a lot 
of factors to be taken into account – even the most comprehensive model is not adequate to measure 
destination competitiveness. 
 
For effective tourism management it is essential for the destination to be able to measure its 
successfulness at any time – mainly in a turbulent environment – and to be able to determine the 
points where certain management interventions (marketing, development, etc.) can help to achieve 
success. 
 
First of all the author suggests distinguishing competitive position and competitive potential. The 
competitive position of a destination can be measured by statistical data, showing a status based on 
objective measurements of what has been achieved. Such measures are a composite result of all 
facilities and management activities that have been done within the destination. Competitive potential 
relates to what the destination could achieve, with the appropriate development of the facilities and 
management activities – that is all the factors and determinants, which can influence the 
competitiveness of a destination. Models (which also aim to provide measurement tools) lack this 
cause and effect logic, and mix the factors from both sides. 
 
Lengyel (2004) developed a ‗pyramid model‘ of regional competitiveness, which can be used to 
separate the causal and logistic parts, that is the competitive position from the competitive potential. 
The author aims to develop the pyramid tailored to the specificities of tourism. 
 
The aims of the paper are (by using the pyramid) 

o to measure the competitive position of selected Hungarian tourist destinations  
o to identify the factors of competitive potential (in the same destinations) 

 
The author will finally elaborate the connection between the successful position and the strong factors 
determining the competitive potential. 
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1. Introduction 

 

Business cycle synchronization is one of the most important factors which can define if there are 
foundations to form, by a group of countries, a currency area. This criterion, together with labor 
mobility, asymmetric shocks and transaction value analysis is the main principle of optimum currency 
area (OCA) theory. Although, many economist are rather critical of OCA theory it still remains a 
benchmark for monetary unification analysis (Eichengreen, Bayoumi 1996). OCA theory was 
pioneered by Mundell (1961) and subsequently contributed by McKinnon (1963), Kenen (1970), 
Grubel (1970) and many other economists. In the 1970‘s a new optimum currency area theory was 
developed. It concentrated on the analysis of the benefits and costs of joining a currency union. This 
theory postulates that for the countries which are candidates for monetary union the benefits of the 
adoption of single common currency exceed it‘s costs when these countries share certain common 
characteristics. One of them is similarity of business cycles which reduces the risk of procyclical 
common monetary policy. 
 
There are many different methods which are being used to evaluate the consistency of fluctuations of 
economic activity. This paper presents analysis based on data mining methodology – k-means 
clustering. This method enables to divide European Union member countries into groups according to 
their similarity of fluctuation of economic activity. 
 
 
2. Methodology 

 

Analysis is based on quarterly observations of gross domestic product (GDP) for EU-27 countries for 
the sample 2001:1 to 2010:4. Data is taken form Eurostat database. 
 
The quarterly economic time series display a strong seasonal pattern that is why it is necessary to do 
seasonal adjustment. Here a Census X-12 method was applied. Next in order to isolate form GDP a 
cyclical component the times series were filtered. Here a Christiano-Fitzgerald (1999) frequency filter 
(CF) was used. All time series were non-stationary I(1) that is why before using CF filter a drift should 
have been removed. Finally the fluctuations at a frequency between 6 and 32 quarters (1,5 year and 8 
years) were extracted. Such fluctuation frequency was chosen according to Burns-Mitchel (1946) 
definition of business cycle. These authors define business cycle as recurrent, but not strictly periodic 
fluctuations in economic activity with duration usually between one and ten years. 
 
Time series of GDP which were in a such way transformed were the representation of the co-
movement in the analysis of the business cycle synchronization. 
 
The empirical investigation of the consistency of fluctuations of economic activity between European 
Union member countries was conducted on the basis of data mining methodology. Here the k-means 
clustering, learning algorithm was applied. This method cluster observations into groups of related 
observations (here similar cyclical component of GDP) without any prior knowledge of those 
relationships. 
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The k-means algorithm cluster observations into k groups. In this analysis k is equal to 3 and to 2. It 
means that countries were divided firstly into three and than into two groups in order to achieve the 
highest level of homogeneousness inside each group and maximum heterogeneity between clusters. 
The algorithm assign observations to particular groups based on the observations proximity to the 
mean of the cluster. The group‘s mean is then recalculated and the process begins again. The 
algorithm works as follows: 
 

1) Selection of k initial cluster centers, 
2) Assignment of the each point of the data set to the closed cluster, 
3) Cluster centers are recalculated, 
4) Repetition of step 2 and 3 until the clusters converge. 

 
For assessing the similarity of two observations the Euclidean measure of distance was used. 

i

iiEuclidean yxyxd 2)(),( , 

where: 
Xi-cylical komponent of GDP of country x, 
yi– cyclical component of GDP of country y, 
i– number of observation (quarter). 
 
 
3. Results 
 
Cluster analysis were conducted to obtain three and next two groups of EU member countries divided 
according to the level of their business cycle synchronization with the fluctuations of economic activity 
of the euro area. 
 
Cluster number k=3 was chosen in order to divide countries into groups which showed respectively 
high, medium and low level of business cycle synchronization with the fluctuations of GDP in the euro 
area. Whereas clustering countries into two groups enabled to show which countries form the 
―medium‖ group had biggest chances to convergence with euro zone. 
 
Figure 1 shows the results of clustering EU countries into three groups. Countries whose business 
cycles are strongly synchronized with the business cycle of the euro area are: Belgium, Denmark, 
Germany, Ireland, Greece, Spain, France, Italy, Cyprus, Hungary, Malta, The Netherlands, Austria, 
Portugal, Finland, Sweden and United Kingdom. The medium group consists of: Bulgaria, Czech 
Republic, Luxemburg, Poland, Romania, Slovenia and Slovakia. Countries of the lowest level of 
synchronization are: Estonia, Latvia and Lithuania.  
 
On the figure 2 there is presented the result of the two-group clustering. It is interesting that all 
countries form the medium group joined the group of countries of strong business cycle 
synchronization with fluctuations of the GDP of the euro zone. But still Estonia, Latvia and Lithuania 
formed separate group what means that their business cycle are more heterogeneous form the co-
movements of GDP of the rest of EU member countries. 
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Figure 1: K-means clustering into three groups of countries  

 
 
 
Figure 2: K-means clustering into three groups of countries 
 

 
 
 
4. Conclusion 

 

Nowadays, is it widely argued that the business cycle synchronization is indispensable for a 
successful monetary integration. Such homogeneity is desirable form the point of view of common 
monetary policy. If business cycles are more similar, there is less asymmetries in the common policy 
what makes it more effective. 
 
The business cycle synchronization analysis based on the data mining methodology revealed that 
there are still some asymmetries in cyclicality of GDP between EU countries. The highest level of 
symmetry of economic fluctuations is between the ―core‖ countries: Belgium, Denmark, Germany, 
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France, Italy, The Netherlands and Austria. To this group also belongs: Portugal, Finland, Sweden 
United Kingdom, Ireland, Greece, Spain Cyprus, Hungary and Malta. However, there is a chance to 
obtain better synchronization of business cycle in Bulgaria, Czech Republic, Luxemburg, Poland, 
Romania, Slovenia and Slovakia. These countries joined the group of highest level of synchronization 
during clustering into two groups. 
 
Estonia, Latvia and Lithuania always form separate group which can mean that their business cycles 
are least synchronized with the fluctuations of the economic activity in other EU members. 
 
This results should be treated carefully because applied in this analysis statistical method do not take 
under consideration many other economic factors that determine business cycle synchronization. 
However, presented conclusions are rather coherent with other cycle similarity analysis based on 
alternative statistical and econometric methods. 
 
 
Keywords 
 
Business cycle synchronization, k-means clustering 
 
 
References 
 
1. Burns, A. F., Mitchell, W. C., (1946), Measuring Business Cycles. N.Y.: National Bureau of 

Economic Research, New York. 
2. Christiano, L. J., Fitzgerald, T. J., (1999), The Band Pass Filter. Working Paper No. 9906, Federal 

Reserve Bank of Cleveland. 
3. Eichengreen B., Bayoumi T., (1996), Ever Closer to Heaven? An Optimum-Currency-Area Index 

for European Countries. Electronic publication from Center for International and Develpoment. 
4. Grubel H.G., (1970), The Theory of Optimum Currency Areas, Canadian Journal of Economics. 
5. Kenen P.B., (1970), The Theory of Optimum Currency Areas: an Electric View, [in:] Mundell R.A., 

Swoboda A.K. (Eds.). Monetary Problems of the International Economy, Chicago University, 
Chicago. 

6. McKinnon R.I., (1963), Optimum Currency Areas. American Economic Review Vol. 53, No. 4. 
7. Mundell R., (1961), A Theory of Optimum Currency Areas, American Economic Review, No IX. 
8. Rinkunas T., (2008), Business Cycle Synchronization. VDM Verlag. 
 



2011 Global Business Conference at Sibenik 

351 

Corporate Brand Success Valuation: An Integrative Approach to Innovation in 
Measuring Corporate Brands   
 
 
 
Guntalee Ruenrom, Ph.D. 
Marketing Department 
Chulalongkorn Business School, Chulalongkorn University 
Bangkok 10330, Thailand 
Phone:  089-812-0147 
Email: guntalee@acc.chula.ac.th 
 
Suppakorn Pattaratanakun 
Marketing Department 
Chulalongkorn Business School, Chulalongkorn University 
Bangkok 10330, Thailand 
Phone:  081-141-5415 
Email: suppakorn@acc.chula.ac.th 
 
 
  
Abstract 

 
Although brand valuation and rankings have proved beneficial for consumers, marketers and entrepreneurs 
in general, there still exist four basic limitations. First, the evaluation tools require evaluators to possess a 
very good knowledge of both macro and micro views, expertise, and judgment related to the products and 
services which may raise the question of the qualitative aspect of biasness upon data collection. Second, the 
valuating methods available seldom take into account financial aspects and accounting standards which 
should be considered the integral part of the business performance. Third, most of the valuating tools are not 
publicly reviewed, and are merely used within companies and their specific clients. In other words, the public 
will only know the results of the ranking or some parts of the evaluation process. Fourth and finally, corporate 
brand strategies have been overlooked in the process of the development process of brand valuation and 
rankings (Balmer and Gray, 2000; 2003; Einwiller and Will, 2002; Dowling, 1993; Fombrun and Shanley, 
1990; Fombrun and van Riel, 1997). The ambiguity may be caused by the fact that executives view products 
as direct sources of income, so they typically emphasize the product or service-level branding (Balmer and 
Gray, 2000; 2003; Bickerton, 2000; Birkin, 1991). In fact, corporate brand determines roles and relationships 
between companies and consumers and can lead to business growth and sustainability (Aaker 1996; Keller, 
2008). The current study herein aims to bridge these theoretical and managerial gaps by developing and 
publicising an integrated quantitative tool to evaluate corporate branding, which takes into consideration 
financial aspects and accounting standards. The tool is named the Corporate Brand Success Valuation: CBS 
Valuation.  
 
 
Research Objectives 
 

1. To develop the integrative tool for measuring corporate brand values that takes into account of 
the three important aspects in business performance: marketing, financial, and accounting 
concepts.  

2. To demonstrate the efficient use of the tool by measuring Brand values of 508 Thai listed 
companies in different industries in The Stock Exchange of Thailand. 

  
 
 
The Development of CBS Valuation: An Integration of Three Business Functions   

 
Figure 1 illustrates the baseline of the development of the CBS Valuation. The marketing concept focuses on 
the corporate brand value, while the financial aspect of a firm focuses on enterprise value and the 
accounting emphasizes more on assets, liabilities and goodwill.  
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Figure 1: The integration of marketing, finance and accounting concepts 
 
 

 
 
 
   

 
 
 
 

By incorporating these three business strands, two brand valuation stops are as follows: 
  
1. Calculating the Enterprise Value 
Enterprise value is the value of an organization (Penman, 2001; FASB, 2002). It was developed by the 
Financial Accounting Standards Board (FASB), and is widely used in the financial arena. The enterprise 
value can be obtained by multiplying stock price (P) and the outstanding stocks (Q). If there are any 
preferred stocks or current liabilities such as short-term debts which are considered parts of the enterprise 
value, they must be added into the enterprise value. The result is then subtracted by cash to acknowledge 
the notion of the cash transferable (ibis.). The formula of enterprise value is as follows:    

 
 

Enterprise Value  =    P x Q + Preferred stock (if any) + Current liabilities – Cash 
 

 
In this step, the average of three-year stock price for P is used in order to avoid the risk of market 
manipulation. 
 
2. Valuating the Corporate Brand Success 
Since the enterprise value consists of tangible and intangible aspects; thus the corporate brand value e.g. 
reputation, acceptability, credibility, etc., is an intangible financial asset which is considered part of the 
enterprise value. Given the notion of brand is an intangible asset of an enterprise (Keller, 1999; Kotler, 
1984), tangible assets denoted by book value of total assets (BV) without cash (C), is subtracted from the 
enterprise value (EV). Then, goodwill (GW), which is also an intangible asset under book value of assets in a 
balance sheet, is added. The result is the corporate brand value which can be used to notify the success of 
an organization. Therefore, researchers named this valuation tool as the ―Corporate Brand Success 
Valuation.‖ The formula of corporate brand value is composed of three major elements of business: 
marketing, finance, and accounting.  
CBS Valuation      =   Enterprise Value  -  (Book Value of Total Assets  - Cash)   + Goodwill 
 
Substitute enterprise value in the formula: 
 
CBS Valuation  = (P×Q + Preferred stock (if any) + Current liability - Cash) - (Book value of  
         total assets  -  Cash) + Goodwill 
  

=  P×Q + Preferred stock (if any) + Current liability - Book value of total asset + Goodwill 
In sum: 

 Enterprise Value 
Corporate Brand 

Current assets 
Current liabilities 

Goodwill 
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                    CBS Valuation = (EV) – (BA – Cash) + GW                            ….(1) 
 
Whereby                        EV   =   P×Q + PS + CL – Cash                   ….(2) 
 
Substitute EV;   CBS Valuation = P×Q + PS + CL – BV + GW                      ….(3) 
 
 
 
Whereby  

 
CBS  = Corporate brand success valuation (corporate brand value) 
EV  =   Enterprise value (total value of the enterprise) 
Q   =    Outstanding stocks (the stock volume in the market) 
P   =    Market stock price (stock price in the market) 
PS    =    Preferred stock  
CL   =    Current liabilities (circulated debt)  

             BA    =    Book value of total assets (total value of total assets) 
GW  =   Goodwill (popularity value) 
 

This formula then is used to calculate the monetary value of corporate brands of firms that are listed in the 
Stock Exchange of Thailand for the sake of validation. The rankings were publicized and public hearing 
indicated that the corporate brand rankings using the CBS Valuation were acceptable (the rankings are 
available upon request). 
  
    
Discussion and Contributions 
  
For the CBS Valuation, the corporate brand value indicated intangible factors such as reputation, 
acceptability, credibility, etc. The corporate brand value is calculated by subtracting the book value of total 
assets from enterprise value. Then, a company‘s goodwill is added. It should be mentioned here that the 
book value is used not the market value, because the market value is very difficult to obtain. Even though the 
market value can reflect the real market situation, the use of book value creates the highest possible 
corporate brand value of a company.   
 
Theoretically, the CBS Valuation, which integrates marketing, finance and accounting concepts, can 
overcome the shortcomings of previous brand valuation tools. The illustration of the corporate brand values 
of registered firms in the Stock Exchange of Thailand show the results of the CBS Valuation applied in an 
unbiased fashion, because it calculates brand value from the financial statement which complies with the 
accounting standard.   
 
In terms of managerial contribution, the results of corporate brand values and rankings are useful. The tool 
should encourage a company‘s top executives to be aware of the importance of corporate branding 
strategies which could contribute to business success in the long run.    
Limitations  
 
Although this research makes some theoretical and managerial contributions to the field, some limitations 
should be noted as follows:  
 
1. The figures used in the CBS Valuation are based on the US GAAP. Thus if companies in other countries 

use different accounting standards, the results will be different from ours. 
2. Non-listed companies in a stock market may find difficulties in obtaining some figures, for example, Q 

(outstanding stocks) and P (market stock price). However, these numbers might be found by estimating 
from rivals who are listed in the stock market.  

 
 
Conclusion 
 
The objective of the current paper is to develop a new corporate brand valuation tool by integrating 
marketing, financial, and accounting concepts in order to minimize the criticism of the previous tools. It 
succeeds by separating corporate brand value from the enterprise value. The three-year average of financial 
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statement figures is used in order to minimize effects of market manipulation. The CBS Valuation helps to 
calculate a less-biased corporate brand value. The CBS Valuation enables organizations to acknowledge 
their highest possible corporate values, which will encourage executives to be aware of the significance of 
corporate brand as a strategy that can contribute to the success of their businesses for the long-term. 
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Brand, corporate brand valuation, corporate brand ranking, enterprise value, intangible assets 
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Abstract 
 
We implement an agent-based financial market model simulation in which agents follow technical and 
fundamental trading rules to determine their speculative investment positions.  We consider direct 
interactions between speculators due to which they may decide to change their trading behaviour. For 
instance, if a technical trader meets a fundamental trader and they realize that fundamental trading 
has been more profitable than technical trading in the recent past, the probability that the technical 
trader switches to fundamental trading rules is relatively high. In particular the influence of transaction 
costs is studied, which can be increased by the off-market regulation (for example in the form of taxes) 
on market stability, the overall volume of trade and other market characteristics.  
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1. Introduction 

 
This paper describes a multiagent model of the transaction costs influence on the financial market. 
The transaction costs on the financial market are mainly the costs of the obtaining and the interpreting 
of the information, the time required for decision making, various types of fees, etc. Transaction costs 
according to (Burian, 2010) are often viewed as negative phenomena, but there are cases where the 
increase in the transaction costs can be viewed positively and can contribute to the stability of the 
market. The increase in the transaction costs may also occur in the form of non-market regulation 
such as the taxes. In the early seventies the Nobel laureate in the economics James Tobin drafted the 
regulation of currency markets. Tobin suggested that all short-term transactions should be taxed at a 
low fixed rate (the proposal was later identified as the so-called Tobin tax). The results according to 
Tobin would avoid short-term currency speculation and stabilize the market. Currency speculation can 
lead to the sudden withdrawal of the currency from the circulation in order to artificially increase the 
price. The consequence for the economy of the countries that use this currency may be a temporary 
reduction in liquidity, problems in obtaining loans and other phenomena that can lead to the reduced 
growth or even to the recession. 
 
Tobin tax was never implemented. Against introducing a Tobin tax, however there are a number of 
arguments. First, it would be very difficult to implement, since it would have to be introduced in sync 
throughout the world, because otherwise the market would be relocated to the tax-free exchange. 
Another argument is to reduce the volume. Finally, some authors argue that financial speculators, 
whose activity would be substantially reduced, are doing useful work, for example, they seek new 
possibilities to invest in emerging markets. There are also opinions that stability problems can be 
solved by improving the macroeconomic policies of central banks. 
 
The model described here, however, need not be interpreted as a model for the introduction of taxes, 
but in general, as a model of the transaction costs influence on the market. The aim of the model 
described in this article is to explore the dependence market stability to the extent of transaction costs.  
 
This paper is structured as follows. Section 2 briefly informs about the behavior on real financial 
markets and introduces the agent-based methods for modeling and simulation. In section 3 the original 
agent-based model of financial market is presented. In section 4 we enhance the original model with 
transaction costs. Section 5 presents the original simulation results of the agent-based model of 
financial market. 
 
 
2. The Use of Agent-based Methods for Modeling and Simulation the Behavior of Real Financial 
Markets  
 
The behavior of real financial markets shows some significant deviations from the efficient-market 
hypothesis, which argues that the market price reflects all information on the fair value of traded 
assets and should not deviate from it. In fact, the market price often differs from the fair value of 
assets, which is reflected especially in the so-called market bubbles. Market bubble is an artificial 
overvaluation of assets due to excessive demand, or on the other hand it is the market collapse due to 
the oversupply of the assets. Efficient-market hypothesis is according to (Schleifer, 2000) based on 
three basic assumptions: the investors are able to rate the assets with unlimited rationality. If some 
investors are not rational, their purchases are random and therefore they cancel each other out, and 
finally the influence of irrational investors on the price of the assets is eliminated by rational agents. 
(Burian, 2010) 
 
The model described in this article is based on the agent-based model of financial market (Westerhoff, 
2009), which, like many similar models (Brock and Hommes (1997), (1998); Gonçalves (2003); Kirman 
(1991), (1993); Lux (1998); Lux and Marchesi (1999)) describes some typical characteristics of the 
real market. An agent-based model is a computerized simulation of a number of decision-makers 
(agents) and institutions, which interact through prescribed rules (Vymetal and Sperka, 2011). The 
agents can be as diverse as needed - from consumers to policy-makers and Wall Street professionals 
- and the institutional structure can include everything from banks to the government. Such models do 
not rely on the assumption that the economy will move towards a predetermined equilibrium state, as 
other models do. Instead, at any given time, each agent acts according to its current situation, the 
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state of the world around it and the rules governing its behaviour. An individual consumer, for 
example, might decide whether to save or spend based on the rate of inflation, his or her current 
optimism about the future, and behavioural rules deduced from psychology experiments. The 
computer keeps track of the many agent interactions, to see what happens over time. Agent-based 
simulations can handle a far wider range of nonlinear behaviour than conventional equilibrium models. 
Policy-makers can thus simulate an artificial economy under different policy scenarios and 
quantitatively explore their consequences.  
 
The cure for macroeconomic theory, however, may have been worse than the disease. During the last 
quarter of the twentieth century, ‗rational expectations‘ emerged as the dominant paradigm in 
economics. This approach assumes that humans have perfect access to information and adapt 
instantly and rationally to new situations, maximizing their long-run personal advantage. Of course real 
people often act on the basis of overconfidence, fear and peer pressure - topics that behavioural 
economics is now addressing. (Farmer and Foley (2009)) 
 
But there is a still larger problem. Even if rational expectations are a reasonable model of human 
behaviour, the mathematical machinery is cumbersome and requires drastic simplifications to get 
tractable results. The equilibrium models that were developed, such as those used by the US Federal 
Reserve, by necessity stripped away most of the structure of a real economy. There are no banks or 
derivatives, much less sub-prime mortgages or credit default swaps - these introduce too much 
nonlinearity and complexity for equilibrium methods to handle. Agent-based models could help to 
evaluate policies designed to foster economic recovery.   
 
We may use agent-based methods in the case of the financial market, which is a relatively balanced 
market (supply roughly coincides with the demand) with bubbles and busts. Furthermore, in contrast to 
the efficient-market hypothesys assumptions is more realistic to assume that (Burian, 2010): 
 

o Agents are limited only rational. They do not have all information or they are not able to 
interpret it correctly. 

o Agents are heterogeneous. They react with varying sensitivity to the reports of the market 
developments and affect them differently strong random factors that influence their decisions. 

o Agents make decisions influenced by the opinions of their close colleagues. 
  
The model, which we describe in this paper, is based on these assumptions. 
 
 
3. Original Model 
 
The model developed by Frank Westerhoff (Westerhoff, 2009) was chosen for the implementation. It is 
an agent-based model, which simulates the financial market. Two base types of traders are 
represented by agents: 
 

o fundamental traders, whose reactions are based on fundamental analysis – they believe that 
asset prices in long term approximate their fundamental price – they buy assets when the 
price is under fundamental value 

o technical traders, who decide using technical analysis – prices tend to move in trends – by 
their extrapolating there comes the positive feedback, which can cause the instability 

 
Price changes are reflecting current demand excess. This excess is expressing the orders amount 
submitted by technical and fundamental traders each turn and the rate between their orders evolves in 
a time. Agents regularly meet and they are discussing their trading performance. One agent can be 
persuaded by the other to change his trading method, if his rules relative success is less than the 
others one. Communication is direct talk one agent with other. Talking agents meets randomly – there 
is no special relationship between them. The success of rules is represented by current and passed 
myoptic profitability. It is very important to mention, that model assumes traders ability to define the 
fundamental value of assets and they are behave rationally.  
 
The price is reflecting the relation between assets that have been bought and sold in a turn and the 
price change caused by these orders. This can be formalized as a simple log-linear price impact 
function.  
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Where  is positive price adjustment coefficient,  are orders generated by technical angents while 

are orders of fundamental ones.  and are weights of the agents using technical respective 

fundamental rules. They are reflecting current ratio between the technical and fudamental agents. 

 brings the random term to the Pogreška! Izvor reference nije pronađen.. It is an IID
1
 normal 

random variable with mean zero and constant standard deviation . 

As was already said, technical analysis extrapolates price trends – when they go up (price is growing) 
agents buy the assets. So the formalization for technical order rules can be like this 
 

 
The parameter  is positive and presents agent sensitivity to price changes. The difference in brackets 

reflects the trend and  is the random term – IID normal random variable with mean zero and constant 

standard deviation . 

Fundamental analysis permits the difference between price and fundamental value for short time only. 
In long run there is an aproximation of them. So if the price is below the fundamental value – the 
assets are bought and vice versa – orders according fundamentalists are formalized 
 

 
 is positive and presents agent sensitivity to reaction. F represents fundamental value – we keep as 

constant value to keep the implementation as simple as possible
2
.  is the random term – IID normal 

random variable with mean zero and constant standard deviation . 

If we say that  is the total number of agents and  is the number of technical traders, then we define 

the weight of technical traders 
 

 
 
and the weight of fundamental traders 

                                                           

1 independent and identically distributed 
2 in our implementation F = 0 
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Two traders meet at each step and they are discussing about the success of their rules. If the second 
agent rules are more successful, the first one changes its behavior with a probability . Probability of 

transition is defined as . Also there is a small probability  that agent changes his mind 

independently. Transition probability is formalized as 
 

 
where the probability that fundamental agent becomes technical one is 
 

 
respective that technical agent becomes fundamental one is 
  

 
Success (fitness of the rule) is represented by past myoptic profitability of the rules that are formalized 
as 

 
for the technical rules and 

 
for the fundamental rules. Agents use most recent performance (at the end of   formula resp. ) 

and also the orders submitted in period  are executed at prices started in period . In this 

way the myoptic profits are calculated. Agents have memory – which is represented by the parameter 

. Values are 0 ≤ d ≤ 1. If d = 0 then agent has no memory, much higher value is, much higher 

influence the myoptic profits have on the rule fitness.  
 
Implementation was done in NetLogo which author is Uri Wilensky – vide (Wilensky, 1999). NetLogo is 
the environment for modeling problems or systems which have natural or social character. Its 
development has started in 1999 and is still in progress in Center for Connected Learning and 
Computer-Based Modeling in Northwestern University in Chicago (USA). 
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The tool is programmable – it is a variant of Logo language, into which the agent support was added. 
Because of the language the work with it is intuitive and easy

3
. It is not necessary to have very deep 

programmer knowledge and skills to be able to make simulations and visualize them. In it is possible 
to see one simulation process with its results. In the left part there are parameters (for values see the 
chapter 5) in the middle we can see the evolution of the key values (log price, returns as their 
changes, weights of technical traders) and in the right there is graphically shown the rate between 
fundamental (black) and technical traders (yellow). 
 
 

Figure 11: Results of simulation process (source: own) 
 

 
 
 
 
4. The Enhancement of the Model with Transaction Costs 
 
The aim of the model is to investigate the influence of the transaction costs on the market stability 
(which is measured by the price volatility – much more stable the market is, much less are price 
differences in a time). The entrance of transaction costs (TC) – e.g. a tax will have direct impact on the 
asset price. The model was little changed to adopt also this aspect into price. So the price is 
composed in this way: 
 

 
Where TC is a value of the transaction costs, which is constant during all the simulation. 
 
While the tax is out-of trade factor, all the agents will be affected in the same way. Generally there can 
be also different transaction costs than taxes – e.g. information obtaining costs. 
 
The TC increase has following results: 
 

 the price increase will stimulate technical rules usage, it‘s influence on the expected future 
profit opportunities (as the fundamental value of the asset) is irrelevant – they depend on the 
company state, rather than on transaction costs    

 in a short time, the price growth will attract technical traders, but after the realized profits will 
fall down and the fundamental traders will start to dominate, it will lead to the market 
stabilization (price changes are falling – volatility of price is lower)  

 

                                                           

3 Logo is one of languages, which are used for thinking education, is used for children‘s programming learning 
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5. Simulation Results 
 
To be more accurate, 20 simulations were processed, averaged values are being plotted in the result 
graphs. 
 
 
5.1. Simulation in original model 
 
Parameterization of the model was kept from original parameterization made by Westernhoff, only the 
number of agents (N) was set to 10,000 to obtain more relevant results. The parameters are: 
 
a = 1, b = 0.05, c = 0.02, d = 0.95, ε = 0.1, λ = 0.45, σ

α
 = 0.0025, σ

β
 = 0.025, and σ

γ
 = 0.0025 

 
With these parameters the model is calibrated to the daily data. Number of turns, resp. time steps is 
5000 days, which presents more than 13 and half of year. (Westerhoff, 2009) found that growing 
number of agents reduces the model dynamicity and the volatility of price, while agents behavior is 
tending to be fundamental. This can be reduced by adding more communication turns. We have 
decided to give opportunity to talk to 1 %, which has positive influence on the model dynamicity. 
 
Figure 12: Simulation results in original model (source: own) 
 

 
 
 
In Figure 12 on top left position the price values can be seen, top right graph represents changes of 
the price in a time. The bottom left graph shows the weights of technical trading rules (in a long time 
there is a tendency to prefer fundamental than technical trading rules). Bottom right graph includes the 
distribution of returns (which are log price changes) compared with the normal distribution. 
 
 
5.2. Simulation with transaction costs 
 
All the parameters stayed the same. Newly added TC is the constant value equal to 0.015. From the 
following graphs in Figure 13 is possible to see, that transaction costs have influence on the model – 
the price is growing in a short time, but in longer scope is falling. The technical weights evolution is 
similar – in a short time is growing, but after is starting to fall – as the agents prefer the fundamental 
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strategy. With more fundamental traders the market stabilizes – which is readable from the returns 
(volatility of price changes is falling). 
 
Figure 13: Simulation results with transaction costs 

 
Big surprise was the last set of simulations. All the parameters remained the same; only the TC was 
doubled and became the constant value equal to 0.03. The higher value of TC made the model 
destabilization – technical traders rules won (weight = 1) and the price was growing without limit. 
Figure 14 demonstrates the contradictory effect on the market – instead of the stabilization, the market 
started to be unstable. 
 
Figure 14: Simulation results with higher transaction costs 
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6. Conclusion 
 
The agent financial model which was implemented (Westerhoff, 2009) has (in our parameterization) 
tendency to stabilize itself in a long term – if the fundamental trading rules are overbearing the trading 
method, although the bubbles and the crashes occur, their values are going to be smaller because the 
price is targeting near the fundamental value and the volatility is going to be less too.  
 
Once there is introduced the transaction cost influence on the price – the price is going up to the 
bubble while technical traders are overtaking the market, but the price starts to be falling according to 
the technical analysis growth. In this moment volatility falls down and the market stabilizes. The 
problem is the value of the transaction costs – as was seen in very last simulation, if is too high, the 
system destabilizes and the price grows without limit.  
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Abstract 
 
More than 99% of all European businesses are SMEs and their contribution to the European 
employment and value creation is very important. Studies have shown that many of these micro and 
small enterprises (MSE) are struggling to survive often as result of financial difficulties. The purpose of 
this research is to find out how many and which kind of MSEs outsource their accounting activities, the 
role of perceived risks in decision making process of outsourcing and to understand particularities 
when MSEs are confronted with outsourcing in financial process outsourcing. The research objectives 
are achieved by qualitative studies finally examining 181 MSEs representing the Austrian business 
structure. The finding of the study shows that 59% of the MSEs have outsourced the accounting 
activities. Sizes of the MSEs matter insofar as the bigger the company the higher the quote of in-
house accounting. The research shows also that additional costs, the loss of control and the increase 
of complexity are the risks most intensively perceived by MSEs. In contrast, the risk dimensions 
information security, dependency, social or moral problems or bad performance are perceived only by 
30% or even less of the interviewed MSEs. Summing up, the study tries to provide a better 
understanding of perceived risks when MSEs consider outsourcing accounting activities. 
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1. Introduction 
 
More than 99% of all European businesses are SMEs. Their contribution to the European employment 
- two out of three jobs in the private sector - and value-creation is very important. The European 
Commission emphasizes the significance of micro enterprises with less than 10 employees as the 
basis of Europe's economy

1
. 

 

  

Enterprises Employment Value Added 

Austria EU-27 Austria EU-27 Austria EU-27 

Number Share Share Number Share Share Billion € Share Share 

Micro    262,066  87.1% 91.8%       653,964  24.0% 29.7% 
        
29.9  17.1% 21.0% 

Small      32,368  10.8% 6.9%       619,544  22.8% 20.7% 
        
32.3  18.5% 18.9% 

Medium-sized        5,192  1.7% 1.1%       517,363  19.0% 17.0% 
        
36.6  21.0% 18.0% 

SMEs    299,626  99.6% 99.8%    1,790,871  65.8% 67.4% 
        
98.9  56.7% 57.9% 

Large        1,119  0.4% 0,2%       929,922  34.2% 32.6% 
        
75.5  43.3% 42.2% 

Total    300,745  100.0% 100.0%    2,720,793  100.0% 100.0% 174.4  100.0% 100.1% 

 
Studies have shown that many of these micro and small enterprises (MSE) are struggling to survive, 
often as a result of financial difficulties (Eisl and Mayr, 2007; Monk, 2000; Peterson et al., 1983; Hall, 
1994).In relation to large enterprises Austrian SMEs have a significantly lower equity ratio (SMEs 
25%, LEs 33%) as well as a lower return on sales (SMEs 1.9%, LEs 2.7%).

2
 

 
Legally, tax experts such as public accountants or tax consultants are official representatives of MSEs. 
Beside financial statements many of them offer additional services such as accountancy and 
controlling activities or legal advice to MSEs. Due to their size, micro and small enterprises are often 
unable to afford to employ their own controller. Therefore when it comes to business management and 
operational issues, they often consult their tax consultants, who have usually got to know the 
enterprise very well through years of cooperation. Typically, tax consultants compile the annual 
financial statement and often even do the accounting and payroll processing for small enterprises. 
This makes the tax consultant predestined to serve as a guide to business management and 
operations. One of their big weaknesses, however, is that tax consultants do not think sufficiently like 
controllers. They tend to focus on the past rather than the future. Budget planning or target 
performance comparisons are still very seldom carried out. On the other hand it is positive that these 
tax consultants are usually true experts in their field, which makes them very the right to discuss 
decisions with. 
 
The fact is that they often know whether their clients are performing well or are in a risky situation and 
are their outsourcing partner for accounting. However, many of the MSEs do not currently call on 
support from public accountants or tax consultants. It is, however, a fact that those enterprises that do 
seek external business management support and carry out accounting for planning and control, 
perform better financially and are more profitable than those that receive no supporting business 
management matters (Kropfberger et al., 1997). 
 
Typically micro enterprises completely outsource all of their accounting to tax consultants whom they 
also consult when it comes to decisions. If these enterprises grow and become small or middle sized 
enterprises, they carry out their accounting internally and only get their tax consultant to compile their 
annual financial statement. Controlling tasks are still very seldom done although they definitely should 
be.  The following chapters will look in more detail at why enterprises initially outsource their 
accounting and then go on to conduct it internally again later and at the risks associated with doing so. 

                                                           

1cf.http://ec.europa.eu/enterprise/policies/sme/facts-figures-analysis/index_en.htm; 
http://www.bmwfj.gv.at/Unternehmen/UnternehmensUndKMU-
Politik/Documents/Mittelstandsbericht%202010%20final.pdf 
2 cf.: bmwfi, Mittelstandsbericht 2010, p. 45 ff 

http://ec.europa.eu/enterprise/policies/sme/facts-figures-analysis/index_en.htm
http://www.bmwfj.gv.at/Unternehmen/UnternehmensUndKMU-Politik/Documents/Mittelstandsbericht%202010%20final.pdf
http://www.bmwfj.gv.at/Unternehmen/UnternehmensUndKMU-Politik/Documents/Mittelstandsbericht%202010%20final.pdf
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2. Purpose of This Paper  
 
The first aim of the research is to find out how many and which kind of MSEs outsources their 
accounting activities. Secondly, the authors focus on those MSEs which carry out the accounting 
activities in-house. Research on outsourcing proved that perceived risks play a dominant role in the 
decision making process (Gewald and Dibbern, 2009; Nakatsu and Iacovou, 2009; Yang et al., 
2007).Hence, the authors seek to determine the risks perceived by MSEs in outsourcing of financial 
activities to external companies and compare them to the findings of the general outsourcing literature. 
Reports show that BPO will dramatically grow – especially in the German speaking countries (Everest 
Global, 2010). Hereby, MSEs are identified as being one of the pillars of growth. The purpose of this 
paper is to understand particularities when MSEs are confronted with outsourcing in the specific case 
of financial process outsourcing. 
 
 
3. Literature Review and Conceptual Substantiation 

 
Since decades, searching for customer value has become the strategic focal point for successful 
companies. Hence, it is critical for companies to accurately understand the components of the 
potential value of their offerings for the customer and to learn how this value can be enhanced 
(Parasuraman 1997). Long ago, it has been only tangible products which create customer value. The 
emerging stream of service-dominant (S-D) logics, considering service as the fundamental purpose of 
economic exchange (Vargo, Lusch 2008), is in the foreground for most Business to Business 
constellations nowadays. Since the term of ―servitization‖ (Vandermerwe and Rada, 1988) emerged, 
many industries started to become fundamentally centered on the exchange of services. Besides 
―classical‖ outsourcing offerings like the ―extended workbench‖ for manufacturing process steps, also 
business process outsourcing has become very common in many business segments.  
 
Business processes in companies, like e.g. IT, accounting, payroll accounting are complex activities. If 
those processes are not among a company‘s core competences, outsourcing them to a third-party 
vendor might become an attractive alternative. Outsourcing is defined as purchasing ongoing services 
and parts from an outside company that a company currently provides, or most organizations normally 
provide for themselves. Traditionally outsourcing has been focused on overhead activities, IT 
management and other activities that are either not cost efficient if done in-house or not core to the 
business (Linder 2004). According to a recent survey carried out by Accenture, 80% of the companies‘ 
surveyed use some form of outsourcing and a majority of these companies are spending close to 45% 
of their total budget on outsourcing (Accenture Consulting 2005).  
 
However, understanding about the characteristics of services like intangibility, inseparability, 
heterogeneity and perishability (as summarized by Wolak, Kalafatis, and Harris 1998) immediately 
involves the question of the customer‘s perceived risk, if such services have to be purchased from a 
third-party supplier. Moreover, for many service offerings, it may be insufficient to point to these 
previously mentioned general and static explanatory factors. The more complex service offerings are 
becoming, the more they will also change during the procurement process, i.e. its degree of 
objectification will vary over time (Lindberg, Nordin 2008), and standardization is becoming more and 
more difficult. 
 
Besides the evident advantages of outsourcing for a company including cost savings, a focus on core 
competency, and flexibility in management, the related hindrances alongside the expected benefits 
have to be taken into consideration. The generally recognized risks include information security and 
loss of management control (Dong-Hoon et al. 2007). Additional risks lie in the selection process of 
the outsourcing partner. Min (1994) has described various criteria to be considered, among them 
financial terms, quality assurance, perceived risks, service performance, relationships, cultural and 
communications barriers and trade regulations. More precisely, the critical factors affecting the 
outsourcing process are the vendor‘s reliability, his technical competences and capabilities, and his 
financial stability (Wadhwa, Ravindran 2007). Altogether, it can be concluded that (business process) 
outsourcing decisions comprise significant risks which have an important influence on the final 
decision, first whether to outsource to other members of the value chain and second, which 
outsourcing vendor to select.  
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A large volume of studies describe the dimensions of perceived risk (Michell, 1995; Hassan et al. 
2006). The most common are financial, performance, time-loss, social, psychological, physical and 
source risks. However, the outsourcing literature emphasizes additionally the following dimensions of 
perceived risks: information security, loss of control, dependency and moral problem risks (Shi, 2007; 
Nakatsu and Iacovou, 2009; Willcocks and Lacity, 2009, pp. 141-142). Previous studies have reported 
that a failure to reduce perceived risks can lead to the abandonment of a purchase intention (Kraigher-
Krainer, 2007, p. 47). In customer value management perceived risks are a cornerstone of various 
models next to perceived benefits (Sánchez-Fernández and Iniest-Bonillo, 2007; Matzler, 2000). 
However, to the authors best knowledge, there are no findings available concerning the influence of 
various risk factors on the decision to Business process outsourcing. 
 
 
4. Methodology/Approach/Design 
  
The research objectives are achieved by qualitative studies finally examining 181 MSEs representing 
the Austrian business structure built upon the ÖNACE-structure of the Austrian Chamber of 
Commerce. According to the Statistik Austria the number of MEs (< 10 employees) and SEs (< 50 
employees) of each sector was determined. Finally, those sectors were selected which represent 
more than 80% of all Austrian businesses (pareto efficiency principle). The companies were then 
contacted randomly. Due to poor response rates a convenience sampling method was chosen in order 
to finally get a representative sample of the Austrian business structure and reflecting the Austrian 
population of MEs and SMEs. Personal and online interviews were conducted with the owners or 
general managers of the companies between November 2010 and January 2011. The structured 
interviews were based upon the findings of the outsourcing and customer value management literature 
and checked by an expert of business process outsourcing.  
 
Theoretically, the research is embedded in the stream of customer value management with a major 
focus on perceived risks. Besides, findings from business process outsourcing literature are used for 
this research, too. The recent focus of much research on business process outsourcing provides a 
new perspective to customer value management because in this research the perceived risks are 
recognized to have an important influence on the final decision to outsource to other members of the 
value chain.  
 
 
5. Findings  
 
The findings of the study show that 59% of the MSEs have outsourced the accounting activities. Sizes 
of the MSEs matters insofar as the bigger the company the higher the quote of in-house accounting. 
75% of all one-person-companies have outsourced the accounting mainly because of lack of time, 
human resources or skills. Companies employing 1-4, 5-9 and 10-19 employees have nearly the same 
percentage of accounting outsourcing but starting with 20 employees and more just 38% of the 
companies manage their accounting activities through an external partner (see figure 1). Moreover, 
the service sectors companies (like tourism, medical service or transportation, etc) have more often 
outsourced (up to 78%) accounting activities compared to the production sectors(i.e. construction and 
production of goods) where 60% of companies do them in-house (see figure 2). 
 
Figure 1: Percentage of companies having outsourced the accounting activities according the number 
of employees employed 
 

Number of employees 
Outsourced 
accounting 

In-house          
accounting 

0 75% 25% 
1 – 4 54% 46% 
5 – 9 61% 39% 
10 - 19 59% 41% 
20 - 49 38% 63% 
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Figure 2: Percentage of companies having outsourced the accounting activities according the sector 
they are operating in 
 

Operating sectors 
Outsourced 
accounting 

In-house          
accounting 

Construction 40% 60% 
Production of goods (metal, wood, textile, …) 40% 60% 
IT, ICT 47% 53% 
Trading 51% 49% 
Real estate business 60% 40% 
Medical services 67% 33% 
Tourism 72% 28% 
Consulting, Training and Engineering 78% 22% 
Other services 67% 33% 

 
Previous studies have reported that a failure to reduce perceived risks can lead to the abandonment of 
a purchase intention (Kraigher-Krainer, 2007, p. 47). In customer value management perceived risks 
are a cornerstone of various models next to perceived benefits (Sánchez-Fernández and Iniest-
Bonillo, 2007; Matzler, 2000). A large volume of published studies describe the dimensions of 
perceived risk (Michell, 1995; Hassan et. Al. 2006). The most common are financial, performance, 
time-loss, social, psychological, physical and source risks. However, the outsourcing literature 
emphasizes additionally the following dimensions of perceived risks: information security, loss of 
control, dependency and moral problem risks (Shi, 2007; Nakatsu and Iacovou, 2009; Willcocks and 
Lacity, 2009, pp. 141-142). The findings of this research on MSEs though indicate additional costs, the 
loss of control and the increase of complexity to be perceived most intensively (see figure 3). The 
financial risk and the increase of complexity are very relevant or relevant for MSEs having 20-49 
employees. On the contrary, single-member-companies perceive both risks lowest. Companies with 5-
9 employees are most concerned about the loss of control, i.e. to lose the overview or to miss access 
to important data. Pertaining to the investigated sectors no salience of specific sectors concerning the 
major relevant risks could be identified. Only trading companies stand out regarding the risksof losing 
the overview, having no access to critical data and increased complexity. 
 
Figure 3: Percentage of relevancy of different types of risks 
 

Type of risk 
very 
relevant relevant 

hardly 
relevant 

not 
relevant 

Higher costs 47% 29% 22% 3% 
Loss of overview 27% 34% 14% 25% 
No access to critical data 22% 38% 28% 13% 
Increase of complexity 22% 33% 27% 18% 
Access of tax counselor to confidential information 11% 22% 23% 44% 
Socialormoralproblems 10% 17% 26% 47% 
Loss of quality/bad performance 9% 16% 39% 36% 
Risk of dependency 7% 13% 39% 41% 
Risk of no possibility of return 6% 13% 41% 40% 
Information security risks 6% 6% 27% 61% 

 
In contrast, the risk dimensions information security, dependency, social or moral problems or bad 
performance are perceived as very relevant or relevant only by 30% or even less of the interviewed 
MSEs. Interestingly, 50% of those companies where a member of the family is responsible for 
accounting activities do not even have any social or moral problems (i.e. are not relevant) with 
outsourcing accounting activities. A possible explanation for this might be found in their time 
constraints. As shown in figure 4, 36 % of these ―family‖ companies clearly indicate that outsourcing 
would help them to concentrate on more important issues and activities (than on accounting). 
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Figure 4: Percentage of relevancy of different benefits in case of outsourcing perceived by companies 
in which accounting activities are conducted by family members 
 

Type of benefit 
very 
relevant relevant 

hardly 
relevant 

not 
relevant 

Employees gain time for more important activities 36% 18% 32% 14% 
Higher savings of taxes 27% 41% 18% 14% 
Accounting training and induction measures cease 23% 14% 36% 27% 
No expenses for accounting software 18% 55% 9% 18% 
Saving of internal processing costs 18% 32% 36% 14% 
Fluctuation of workloadceases 18% 32% 27% 23% 
Tax counselor provides better overview 9% 50% 32% 9% 

 
Summing up, the study tries to provide a better understanding of perceived risks when MSEs consider 
outsourcing accounting activities. Tax consultants or public accountants offering accounting services 
may focus on those sectors of MSEs that make intensified use of this service from outside. 
Furthermore, the study gives indications concerning whether and which perceived risks should be 
considered in the selling and marketing accounting services. 
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Abstract 
 
This paper presents a critical overview of contemporary Central Vietnam, in particular the Central 
Highlands - the home of the Montagnards, where, under the slogan of ‗open up‘ and globalisation, 
major economic and social developments have taken place. Most notable have been Bauxite mining 
projects involving multinational corporations (MNCs), particularly state owned Chinese [PRC] 
companies. These projects have given rise to considerable criticism and protest in Vietnam and 
overseas, mostly on account of Vietnam‘s supposedly subservient relationship with ‗Master‘ China. 
The paper comments on the impediments to globalisation and sustainable development in Vietnam‘s 
Central Highlands. It concludes by urging the state authorities, who are keen to develop bauxite and 
the aluminium industry in the national interest, to seriously assess the economic, security and 
environmental costs of the development and of increasing Chinese domination of Vietnamese territory. 
This is particularly important with regard to the Montagnards‘ fast deteriorating social and economic 
situation.  
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Introduction 
 
Vietnam, known as the Socialist Republic of Vietnam (SRV) since 1975, remains a socialist state 
governed by the Communist party of Vietnam (CPV). In the past year, despite economic growth 
ranging from 6.5 to 7.0%, the country faced double-digit inflation, soaring food prices and huge trade 
and current account deficits. At the top of economic and political woes is the sharp dividing line 
between the rich elite and the country‘s poor and the lack of democracy. The current Party General 
Secretary who was elected at the 11

th
 National Party Congress - an event held every five years (19 

Jan 2011) is 66 year old Nguyen Phu Trong, widely known as a an ―enforcer of Marxist thought‖, a 
hardliner seen as pro-China. He has pledged: ―to implement the Congress‘s Resolution successfully, 
step up the renewal process in a comprehensive manner for the country‘s fast and sustainable 
development with the resolve to successfully fulfill the goal of a wealthy people, a strong, democratic, 
equal, civilized country, firmly advancing toward socialism‖ (Vietnam News, 2011). Yet there are other 
headlines too. For instance:  ―Vietnam: the more things change…‖ (Kurlantzick 2011); ―Vietnam as 
Tunisia in waiting‖ (Boutzan 2011); ―South China Sea: Vietnamese hold anti- Chinese protest‖ (BBC 
2011) 
 
This paper presents a critical view of contemporary Vietnam, in particular the Central Highlands - the 
traditional home of the Montagnards, and cash crops, where Bauxite mining projects involving state 
owned Chinese [PRC] companies have been taken place. The paper highlights several risks, including 
environmental degradation, regional Chinese domination and expansion, national security and the fast 
deteriorating situation of the local inhabitants. The authorities should seriously address all these issues 
before it is too late.  
 
 
Vietnam Setting 
 
Vietnam, as a country, has been exposed to many dramatic forces. Its early history was shaped by a 
thousand years of Chinese rule (111BC-939). Vietnam succumbed to French colonialism from the 
1860s to 1954. Then the country was divided into two parts: communist North and capitalist South. A 
long military conflict soon followed with the involvement of Allied forces in the South and Russia and 
China in the North.  The war ended in 1975 with victory by the North.  
 
The ―reunification‖ of Vietnam which was renamed the Socialist Republic of Vietnam brought neither 
peace nor prosperity to most Vietnamese. The period from 1975 to the mid 1980s saw many re 
education camps and New Economic zones being set up, which actually brought greater suffering, 
starvation, and deprivation of freedom to many people in South Vietnam. This explained the mass 
exodus of Vietnamese refugees, on flimsy boats, in search for freedom. This decade (1976-1986) has 
been regarded as an economic disaster for the communist government in Hanoi. The country became 
stagnant and isolated from the outside world. Later, a more liberal economic policy called Doi Moi was 
introduced in 1986. This reform was based on 2 basic principles ‗doi moi‘ and ‗coi mo‘ (renovation and 
openness). 
 
The adoption of a set of market-oriented economic reforms, similar to those enacted by the People‘s 
Republic of China under Deng Xiaoping from the late 1970s, was fêted by the SRV authorities as 
―bringing about prosperity and happiness to the entire people and creat[ing] more favourable 
conditions for them to enjoy the fundamental human rights enshrined in the UN Charter‖ (MOFA 
2005). As these reforms allowed limited privatization and decentralization of economic planning, 
foreign investment was encouraged. The economic life of the country gained momentum and picked 
up with the arrival of foreign investors and entrepreneurs seeing Vietnam as a golden opportunity. 
From the late 1980s the GDP of Vietnam grew at a healthy annual rate of 7.15 percent (World Bank 
2008). Western aid donors were impressed by Vietnam‘s growth and supported a financial package to 
clear Vietnam‘s US$ 140 Million debt to the International Monetary Fund (IMF). In 1994 The US lifted 
its trade embargo and normalized relations with Vietnam. Indeed the opening up of the country did 
attract FDI. Vietnam became one of the fastest-growing economies in the world. It became a member 
of the World Bank, the International Monetary Fund, the Asian Development Bank, the Association of 
South-East Nations and the Asia-Pacific Economic Cooperation Forum. 
 
However, from the mid 1990s it became evident that partial decentralization and management reform 
was not enough to achieve economic development as desired. Privatization is a slow process with 
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many parties involved. The clear winners remained the state owned enterprises, not the foreign joint 
ventures. There are clearly limits to this reform, from governance, legal, judicial, social and political 
perspectives. In addition ‗opening up‘ has brought with it many problems. Most notable are corruption, 
nepotism and cronyism. This is in part because the country is under the monopoly control of the CPV. 
The National Assembly remains subject to the direction of the CPV. In addition infrastructure is 
lacking, development is uneven, distribution of wealth is skewed, the bureaucracy multi layered. There 
are great and growing differences in income and welfare and high unemployment. On the social front, 
Vietnam faces social problems with high divorce and abortion rates even among teenagers; drug 
abuse and prostitution are on the rise; women look for foreign husbands. So it seems to some that, 
foreign investment, mass tourism and communism have somehow turned society up side down.  
 
On the political front in 2004 The US State Department designated Vietnam as a ‗Country of Particular 
Concern‘ (CPC) on account of the latter‘s political and religious repression of its citizens. Many 
nations, especially aid donor nations and European Union parliament have expressed concern over 
the Vietnamese authorities‘ persecution of dissidents, including imprisonment of many individuals who 
―have peacefully and legitimately exercised their right to freedom of opinion, freedom of expression, 
freedom of the press and freedom of religion" (European Union Parliament 2007). As others have 
noted ―the marriage of political socialism and economic capitalism poses a number of challenges for 
the Vietnamese Government and the people of Vietnam‖ (Stoyles, 2004).     
 
The admission of Vietnam into the WTO as its 150th member in 2007 heralded a new chapter in the 
country‘s economic history.  Vietnam was set to fully integrate with the wider world. The Asian 
Development Bank has predicted that the economic outlook for Vietnam in 2011 remains healthy with 
7% growth. It also noted the government‘s preparation of a new ―10 year Strategy and a new 5-year 
Socio-Economic Development Plan‖ to turn Vietnam into a ―Middle Income Country‖. The ADB judged 
that it would be critical for Vietnam to ensure the social inclusiveness and the environmental 
sustainability of the growth. This is because they are key challenges facing the country (LifeInVN 
2010) 
 
Despite measurable economic growth on the surface, Vietnam can still be regarded as at a cross road 
especially with regard to its ambitious plan to develop bauxite and the aluminium industry in the central 
highlands- the home of the Montagnards.  In the past few years this issue has plunged the 
government into critical controversy because the mainland Chinese have been granted the upper 
hand in the development. 
 
 
The „Central Highlands‟ and Doi Moi 
 
The ‗Central Highlands‘ consist mainly of four provinces within Central  Vietnam (SRV): Kon Tum, Gia 
Lai, Đak Lak, and Đak Nong, although neighbouring areas, including Lam Đong province, are also 
often included. Geographically, it is a vast mountain plateau stretching from the 17

th
 parallel to the 

north, to the Mekong Delta in the south, the Truong Son mountain range to the east, and the borders 
of Cambodia and Laos to the west. The SRV recognises 19 separate ethnic minority groups native to 
the Central Highlands. They are referred to outside Vietnam with the collective title, ‗Montagnards‘. 
The largest of these groups include the Jarai, Rhadé, Bahnar, Sedang, Hre, Koho, Raglai, Mnong, 
Stieng, and Bru-Van Kieu, belonging to two language families, the Austronesian (Malayo-Polynesian) 
and Austro-Asiatic (Mon-Khmer).  
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Throughout their history, with the encroachment of external forces and groups, their territories and 
boundaries have fluctuated (Salemink 2003). Processes of colonisation, de-colonisation, post-
colonialism, communism (and most recently globalisation) have put the Montagnards under the 
influence of external power relations. Generally speaking, they can be regarded as down trodden, 
having been labelled Moi (meaning ‗savages‘), while the Central Highlands is itself referred to as Rung 
Moi, or ‗forests of the savages‘, with the ethnic Vietnamese known as Kinh preferring to remain in the 
lowlands.  
 

 
Ban Me Thuot 1957 
 
 
The Montangards and Their Fate 
 
The Central Highlands region was strategically crucial for both sides during the Vietnam war (1960s-
1975). It was the site of some of the most ferocious battles and heaviest aerial bombardment, due to 
the existence of the Ho Chi Minh Trail, which traversed it from north to south. After the communist 
victory in 1975, many thousands of Montagnards who had fought with the Republic of South Vietnam 
and US Special Forces were sent to ‗re-education‘ camps. So were their religious leaders. It happened 
that many Montagnards had been converted to Protestant Christianity by US missionaries, from their 
traditional animistic beliefs.  Many of them remained imprisoned over the next decade. 
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At the same time the government introduced a Fixed Cultivation and Sedentarization Program (FCSP) 
in their homeland and confined many of them to fixed residences (UNHCR 2006).  Part of the reason 
was to ‗civilise‘ them.  In addition, large tracts of land in the Central Highlands were designated as 
‗New Economic Zones‘ (NEZs), used to resettle the ethnic Vietnamese population away from the 
crowded lowland areas. To help develop these Zones, agricultural cooperatives (ACs), state farms 
(SFs), and state forest enterprises (SFEs), were set up.  By 1992 an estimated 4.3 million people, 
nationwide, were forced to migrate to the NEZs, although many are reported to have subsequently 
returned to their places of origin (Dery 2000).  
 
Throughout the 1990s, the Central Highlands, famous for its coffee plantations, attracted an 
unprecedented internal migration on account of the increasing global demand for coffee and its high 
price. The state farms began to lease out land to households for ‗cash crop‘ production, on a 
sharecropping 60%/40% basis. While private land ownership continued unrecognized, local authorities 
issued ―Red books‖ to households, who in turn could use them to ―transfer, assign, lease, inherit, and 
mortgage land use rights‖ (Koh 2001, p. 546; Tinh 2001). An estimated 46% of ‗immigrant‘ households 
simply went about clearing ‗unclaimed‘ land, used by the Montagnards for shifting cultivation, without 
the appropriate papers. This was ―usually tolerated or officially accepted by the authorities‖ (Salemink 
2003; UNHCR 2006). As a result, at the turn of the 21

st
 century, the Montagnards were living on the 

fringe, becoming more marginalized and living in abject poverty. Their collective population was no 
more than 1.7 million, accounting for only 33 percent of the Central Highlands‘ total population 
(UNHCR 2006).  
 
The issues of land, deprivation of livelihood and lack of religious freedom were central to violent 
protests in 2001 and in 2004. These were led by Degar protestants with participation by a great 
number of women and children. They were harshly crushed with many of them running away over the 
Cambodian border. A 46 paged report by Human Rights Watch stated: ―More than 70 Montagnards 
have been detained or arrested in 2010 alone, and more than 250 are known to be imprisoned on 
national security charges.‖ 
 
The report also notes that at least 25 Montagnards have died in prisons, jails or police lock-ups after 
beatings or illness sustained while in custody (Human Rights Watch 2011).  In fact the montagnards‘ 
own voice has become ―mute‖ out of their own survival. So Doi Moi had a major adverse impact upon 
the livelihood and well-being of Vietnam‘s ethnic Montagnards.  
 
 
Bauxite Development With Chinese Domination 
 
The Central Highlands again made headlines after 2006 when the authorities began to implement their 
plan to exploit and process bauxite in the region. This was within the framework of the ‗National 
Strategy for Social- Economic Development 2001-2010‘. The signing of a Memorandum of 
Understanding (MoU)  (December 2005) between China‘s state-owned Aluminum Corporation of 
China Limited (Chinalco) and Vietnam‘s state-owned Vietnam National Coal and Mineral Industries 
Group (Vinacomin), with blessing from the Hanoi government, to undertake a US$1.3b project in Dak 
Nong involving Nhan Co,  Vietnam‘s largest ever bauxite mine, sparked concern within and without 
Vietnam. The project is to produce 650,000 tones of aluminium per year and includes a 250km long 
railway and a 600 megawatt thermal power plant (Blagov 2006).  
 
It is estimated that the Central Highlands contain bauxite reserves of around 7.9 billion tonnes (Gt) - 
approximately the third-largest in the world, most of which remains unexploited. Dak Nong province 
was earmarked as it alone is estimated to contain 3.4 Gt of bauxite, located across seven deposits. 
There are also substantial reserves in neighbouring Lam Dong. For these reasons Prime Minister, 
Nguyen Tan Dung, who was appointed in 2007, has repeatedly called for foreign investment in 
bauxite development and has approved several big mining projects in the Central Highlands. Indeed, 
on 4

th
 February 2009, Dung stated that this development was a major priority for the Party and the 

state (AFP 2009).  
 
A mining contract with Chinalco‘s subsidiary, China Aluminium International Engineering Co 
(Chalieco) was signed in July 2008 without transparency, feasibility study or consultation, for the 
building a US460 m alumina plant in the pristine land of Lam Dong. This sparked strong criticism. It 
was simply ―a gift to China‖, prior to Dung‘s visit to China to meet Chinese President, Hu Jintao (22 



2011 Global Business Conference at Sibenik 

378 

 

October 2008) to initiate ―a new phase of comprehensive development‖ (VietNamNet Bridge 2008) 
and, in the Chinese account to develop ―bilateral comprehensive strategic and cooperative 
partnership‖ (Embassy of the People‘s Republic of China 2008). 
 
With projects like the Tan Rai Bauxite Aluminum Complex; the Nhan Co complex with reservoir, being 
developed by Chalieco and Vietnam National Coal, Mineral Industries Holding Corporation Limited 
(VINACOMIN), the sole government entity to oversee the implementation stage, serious concerns 
about the environmental,  social and political impact have been raised. ‗The Government chooses 
economic growth over xenophobia and greenery‘, stated The Economist (2009). Yet even communist  
war hero, General Vo Nguyen Giap, commented that allowing the Chinese access to central Vietnam 
would give them de facto control and a strategic position in the most crucial military location in 
Vietnam. The Venerable Quang Do, head of the banned Unified Buddhist Congregation of Vietnam 
voiced his concern about environmental degradation adding that Vietnam is ―under threat of invasion‖. 
This point was well made as an uncontrolled number of mainland Chinese workers, technicians and 
soldiers are flooding into Central Vietnam and fencing off good land, including beaches, for the 
exclusive use of Chinese. Meanwhile experts have pointed to soil degradation, deforestation, the 
destruction of wildlife habitats, water effluent and polluted waterways, fluoride dust emissions, ‗red 
mud‘ flooding, and wind erosion (http://www.bauxitevietnam.info). Concern has also been raised 
regarding the possible disappearance of the traditional cultural space of the Montagnards. One 
example is the four hectar Ca Tre lake mentioned in many folk stories and the site of traditional fishing 
festivals of the M‘nong people. This has been filled in to make way for the Nhan Co processing plant. 
A great deal of land acquisition and relocation of local residents have been carried out without proper 
consideration or compensation.   
 
The Central Highlands has in the past produced 80% of Vietnam‘s coffee production. It also produces 
cocoa, tea, and cashew. All these are now under threat, as many hectares have been bulldozed to 
make room for bauxite projects.  
 
While the concrete plan to meet the special needs of the locals, especially the ethnic minorities has yet 
to be worked out, let alone implemented, the Chinese factor in the master plan for bauxite 
development has caused hottest concern. Firstly, China, the world‘s most populous nation, has always 
tried to exert its influence on its neighbours. Its government is encouraging its powerful companies to 
look for bauxite resource overseas to ease domestic supply tension. Secondly, China‘s poor track 
record on environment protection, development sustainability, governance, transparency and human 
rights is well documented. Thirdly, Beijing is extending its strategic and military reach toward the coast 
of Vietnam and is aggressive in claiming the South China Sea as their territorial water.   
 
Vietnam also has a huge trade deficit with China, which the Hanoi government experiences great 
difficulty in bringing down. It was US$3.8 billion dollars in 2006; 9 billion dollars in 2007, 13 billion 
dollars in 2008 and more in 2009. Meanwhile, according to Citigroup Inc, Vietnam's foreign-exchange 
reserves fell to about $13.6 billion by the end of 2010, down from $23.9 billion in 2008.  This has also 
caused concern about the stability of the country's economy.  
 
 
A Turbulent Environment? 
 
The deadly toxic red sludge spill that engulfed villages and farmland along the Danube in Hungary, 
from the Ajka bauxite plant in October 2010, brought renewed attention to  the issue of bauxite 
development with the Chinese in Central Vietnam. I also served to revive Vietnam‘s environmental 
movement which issued a most serious warning to the government in a form of a six page petition. 
With more than 2,000 names, including retired generals, senior officials and intellectuals, it strongly 
urged the government to halt its $US15,6b  bauxite mining in the Central Highlands to avoid the risk of 
a similar catastrophe in Vietnam.  Recognising the money already sunk into the mining projects, part 
of the petition read: [This] would represent ―a painful decision such as has never been taken in our 
economic history… But it is better to suffer now than to leave the consequences to the future.‖ (The 
Hanoist 2010). Meanwhile the ‗Bauxite Vietnam‘ web site (www.bauxitevietnam.info), which had 
attracted nearly 20 million views and was suppressed by the government, was re -launched to allow 
people to register their opposition to bauxite mining.   
 

http://www.bauxitevietnam.info/
http://www.bauxitevietnam.info/
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It is yet to be seen how the master plan for bauxite mining, strongly backed by the government,  with 
the involvement of another state owned enterprise, the Viet Nam National Coal and Mineral Industries 
Group (Vinacomin) with China‘s Chalienco, will unfold and how the government will respond to the 
concerns that have been raised. Unanswered questions remain about why the government is so keen 
to proceed with this development which is arguably against the national interest and why it grants 
special privileges to China.  Prime Minister Dung is alleged to be receiving $US150 million to support 
the project; but, not surprisingly, has not responded publicly to this allegation (The Hanoist 2010). 
When asked about the bauxite issue, he responded that relevant ministries and agencies, particularly 
Vinacomin, were to review subprojects relating to the construction and operation of the red mud 
reservoirs; in particular, Vinacomin was assigned to hire competent foreign consultants to re-assess 
the design of the reservoirs for further safety.  In the meantime more bauxite mining will go ahead with 
the completion of the USD 59 million bauxite mining and processing complex in Lam Dong. More than 
ever before Central Vietnam, the Montagnards‘ home for thousands of years, is under serious threat. 
Interestingly the Department of Geology and Minerals of Vietnam has just announced a VND408 
billion (US$19.8 million) project to study bauxite and laterite deposits in the country. This 
‗comprehensive study‘ is to be conducted between October 2011 through September 2015, will cover 
a total area of 14,000 square kilometres in seven provinces (Kon Tum, Gia Lai, Binh Dinh, Dak Lak, 
Dak Nong, Binh Phuoc, Binh Thuan, Lam Dong and Dong Nai (VnExpress 2011). Obviously the 
findings will help determine the feasibility of future mining projects. However, it is already far too late 
for such a project to guide initial development.  
 
The population of 84 millions makes Vietnam the second most heavily populated country in Southeast 
Asia. It is a youthful country with 45% of the population under 35. The General Secretary of the Party 
has attached ―importance to party construction, promotion of democracy, and intensification of fight 
against corruption and wastefulness to create the fundamentals for Vietnam to become a basically 
modern- oriented industrial country by 2020‖.  At the same time all delegates to the XI Congress setting 
directions for Vietnam, were reported to acknowledge that ―ideological, political, ethical and lifestyle 
degradation, as well as corruption and bureaucratization among a not-small segment of party officials 
and members have become very serious‖. Equally they noted that hindering the implementation of party 
guidelines, decisions and policies, has caused resentment among the population and eroding their trust‖ 
(APN News 2011). Yet, what the congress did after nine days of  deliberations was to call ―on the entire 
Party, army and people both inside and outside the country to uphold their patriotic spirit, self-reliance, 
self-improvement, national unity strength, and do their best to implement the Congress‘s Resolution 
successfully, step up the renewal process in a comprehensive manner for the country‘s fast and 
sustainable development with the resolve to successfully fulfill the goal of a wealthy people, a strong, 
democratic, equal, civilised country, firmly advancing toward socialism‖ (Nhan Dan 2011).  As for the 
CPV, it still ―considers Marxism-Leninism and Ho Chi Minh Thought as its ideological foundation and a 
lodestar for its activities‖ (Vietnews 2011). 
 
Vietnamese protest against China in front of the Chinese Embassy in Hanoi, Vietnam, June 5, 2011  
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Conclusion 
 
In reality, the communist authorities in Vietnam are facing many challenges, domestically and 
internationally. Of note are ongoing unprecedented anti-Chinese protests throughout June and July 
2011 which were staged by hundreds of Vietnamese, mostly young, in front of the Chinese Embassy 
in Hanoi and the Chinese Consulate in Saigon against their aggression and invasion of Vietnam. A 
petition, signed on July 13, by some 20 ‗patriotic personalities stated, in part, ‗China is trying to spread 
its power in all forms, in order to infiltrate and corner many countries in all continents (Clark 2011). In 
addition, the recent bailout of Vietnam Shipbuilding Industry Group (VINASHIN), the largest state-
owned enterprise in Vietnam, on account of its $US4.7 billion debt has added to the problems afflicting 
Vietnam. The VINASHIN crisis is reported as ‗a going drag on Vietnam‘s prospects, damaging both its 
reputation among international lenders and potentially slowing the inflow of foreign investments that 
have helped drive the country‘s economy in recent years‘ (Hookway 2011). Prime Minister Dung has 
accepted his responsibility for the VINASHIN fiasco by demoting a few culprits, but has done very little 
if anything to improve governance in Vietnam‘s state-owned firms. VINASHIN is now popularly called 
‗VINASINK‘.  
 
Thus, concrete actions and proper tools are needed; not lip service and flowery words. The fight against 
rampant corruption, totalitarian rule, high unemployment, social ills, the widening gap between rich and 
poor, environmental degradation, regional Chinese domination, national security and the fast 
deteriorating situation of the Montagnards should be real. When the government finally wakes up it 
should seriously think about the future of Vietnam.    
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Abstract 
 
The paper at hand analyzes the remuneration structure of Real Estate Asset Management services for 
Institutional Investors in Germany, both theoretically and empirically. Based on the Principal-Agent 
Theory, an adequate incentive and remuneration structure is – among others – a possibility to reduce 
conflicts between an Institutional Investor (Principal) and an – internal or external – Real Estate Asset 
Management (Agent). Within the conducted theoretical analyses, 36 key variables for Real Estate 
Asset Management services are distracted from literature and analyzed empirically within a study 
focusing on institutional investors (response rate: 37%). The investors were grouped into 3 different 
clusters based on the Ward method (hierarchical method) and the k-means method (iterative method) 
for cluster analyses. Using these three clusters, the remuneration structures for Real Estate Asset 
Management services were analyzed. It can be observed that – in general – a variable, performance 
based remuneration structure is not seen as a major criteria for an alignment of interest between the 
Institutional Investor and the Real Estate Asset Management. But, in the three different groups, 
different attitudes towards a performance based remuneration structure can clearly be observed. 
Furthermore, for some selected services, a variable remuneration structure is dominantly preferred 
e.g. optimization of operating expenses. 
 
 
Keywords 
 
Real estate asset management, ward method, k-means method, performance based remuneration 
structure, institutional investors 
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1. Introduction 
 
Based on changing economical conditions and increasing pressure on existing structures, the asset 
class "real estate" has undergone a fundamental change in the last years. These changes were 
reinforced by a long recovery of the real estate markets, combined with numerous major real estate 
transactions

1
, and finally resulted in a downturn caused by the "subprime" crisis, combined with 

significant changes in values. This development was accompanied by an increasing use of and 
introduction of innovative and/ or new real estate products in Germany, such as Real Estate Private 
Equity, Real Estate Securitisation or Real Estate Investment Trusts, as well as the implementation of 
new real estate related services

2
, such as the Real Estate Asset Management (REAM).

3
 

 
Institutional investors

4
 are among the key players on the German property market, are diversified 

portfolio holders of directly held real estate
5
 and can choose – depending on the legal framework – 

from different segments of real estate investments at home and abroad.
6
 The continuous management 

of these real estate assets
7
 is implemented at different levels of the respective institutions within the 

general asset management or investment management or the on real estate focused Real Estate 
Asset Management.

8
  

 
These services of a specialized Real Estate Asset Management might be of interest for institutional 
investors as the real estate market in general and the properties, themselves, in particular are marked 
by a lack of transparency, complexity and imperfection combined with a potential to add value.

9
 

 
Along with this development, an increasing interest in outsourcing of real estate-related services can 
be observed, mostly in operational areas, but with an increasing interest also in strategic areas. An 
externalization (also in an own department) of these services is marked by conflicts between the 
institutional investor as a client and the Real Estate Asset Manager as a contractor. This conflict and 
potential solutions are examined in the subsequent analyses, both theoretically and empirically 
(compare figure 1). 
 

                                                           

1  Cf. Real estate transactions of Gagfah, Viterra or in the City of Dresden. 
2  Cf. Kaas (2001), p. 105. 
3   Cf. Giessler (2008), p. 14; Hardebusch (2008), p. 14; Schulte/ Walbröhl (2002), p. 660; Ehrlich (2007), p. 33; Väth 
(2003), p. 642. 
4   Cf. Davis/ Steil (2001), p. XXIII; Walbröhl (2001), p. 9, 12. 
5  The value of real estate held by institutional investors is estimated at about € 400 billion, cf. BaFin (2009), BVI 
(2009). 
6  Cf. Bone-Winkel et al. (2005), p. 687-696; Bone-Winkel et al. (2005), p. 788-791; Walbröhl (2001), p. 128. 
7  Cf. Feri Rating & Research (2007); Pörschke (2007); in the study 143 institutional investors with total assets in the 
amount of € 990 billion were analyzed and real estate assets in the amount of € 65 billion. About 70% of institutional 
investors plan to increase the share of investments in real estate in 2012, cf. Trübestein (2007); Frensch/ Fischer (2009), 
p. 25; Berg/ Deisenrieder (2007), p. 478; Lampl (2008), p. 249f.; Rothe (1999), p. 18; Kassen/ Singer/ Wolter (2007), p. 
235. 
8   Institutional investors can choose between various organizational alternatives, for example, the use of their own 
infrastructure (cf. Väth (2003), p. 656), independent external service provider or a collaboration with an external provider 
(cf. Geipel-Faber (2002), p. 731; Huddart (1999), p. 227; Sirmans/ Sirmans/ Turnbull (1999), p. 173; Worzala/ Bajtelsmit 
(1997), p. 53), the participation in or the acquisition/ creation of a Real Estate Asset Management company (cf. 
Münchner Rück with MEAG MUNICH ERGO AssetManagement GmbH) or a mixture of the mentioned possibilities. 
9  Cf. Gahn (1994), p. 11; Kaiser (1990), p. 128; Bone-Winkel/ Schulte/ Focke (2005), p. 16-23; Thomas/ Aumann 
(2003), p. 663-666; Bierbaum (2003), p. 601; Fischer (2004), p. 96. 
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Figure 1: Developments of the provision of management services 
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Source: Own illustration, based on Frensch/ Fischer (2007), p. 30 
 
 
2. Conceptual and Theoretical Framework 
 
2.1. Application of the principal-agent theory 
 
The following analyses are based on the New Institutional Economics

10
 as a theoretical framework for 

the description of the Real Estate Asset Management.
11

 The New Institutional Economics examines 
the relationships of institutions, including institutions of markets, institutions of enterprises and 
institutions of the state. It proceeds from a limited rationality of the market participants as well as by an 
intransparent market and resulting costs for transactions. The investments in real estate and the 
resulting co-operation and delegation of contractual relationships between the institutional investor 
and the Real Estate Asset Management are suitable for the application of the New Institutional 
Economics, since the real estate market is essentially characterized by intransparency, fragmentation, 
information inefficiencies and information asymmetries and high transaction costs.

12
 

The Principal-Agent Theory is part of the New Institutional Economics and faces two approaches: a 
"formal"/ "normative" and a "positive"/ "verbal" approach of research.

13
 A central issue in the Principal-

Agent Theory can be observed in the asymmetric distribution of information between the customer 
("Principal") and contractors ("Agent") and the resulting problems of the power of relationship and 
especially opportunistic behavior (compare figure 2).

14
 

 

                                                           

10  Cf. Williamson (1975); Furubotn/ Richter (2003), p. 39. 
11  Cf. Coase (1937); Jensen/ Meckling (1976); Williamson (1975), p. 1; Welge/ Al-Laham (1999), p. 43; Neus (2003), p. 
10, 94; Martiensen (2000), p. 10; Voigt (2002), p. 26; Furubotn/ Richter (2003), p. 40. 
12  Cf. Schenk (1992), p. 358; Furubotn/ Richter (2003), p. 39. 
13  Cf. Meinhövel (1999), p. 41-90. 
14  Cf. Jensen/ Meckling (1976), p. 305-360; Alparslan (2006), p. 13; Drumm (2005), p. 16; Kräkel (2007), p. 84; Ebers/ 
Gotsch (2006), p. 258-277; Picot/ Dietl/ Franck (2005), p. 85; Bamberg/ Spremann (Ed.) (1987); Krapp (2000); Rousek 
(1995); Bickle-Liebersbach (1990); Jost (1988); Kruithof (2005), p. 12f.; Bhattacharya/ Pfleiderer (1985), p. 1. 
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Figure 02: Principal-Agent Theory with Investor and Real Estate Asset Management 
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The normative Agency-Theory examines the optimal design of institutions based on mathematical 
proofs, while the positive approach is based on the description and explanation of institutional 
relationships for the analysis of real economic issues. The further course of the study is based on the 
positive, more empirically oriented Agency-Theory as this research approach is considered targeting 
for the economic issues of the organization and for an incentive and compensation system of the Real 
Estate Asset Management units.

15
  

 
Subject of the Principal-Agent relationship is the efficient design of contractual relationships between 
(at least) two parties, taking into account the associated costs of this relationship.

16
 Thereby, the 

Principal-Agent Theory is based – besides the different risk assessment due to uncertainties of the 
various parties in particular – on the conflict of interests between the Principal and the Agent as well 
as existing information asymmetries.

17
 These conflicts can for example be reduced by the: 

o Implementation of a control system 
o Implementation of an information system 
o Implementation of an incentive system 

 
A targeting way to avoid conflicts of interest between the different parties is an implementation of an 
incentive system, for example using a performance-based compensation system based on the 
results.

18
 Achievement or performance-based compensation approaches are based on the systematic 

collection of performance or the success and focuses on the generated "added value" for the 
institutional investor.

19
 Thus, a successful work is coupled with an increase in value for the institutional 

investor and to a high salary for the Real Estate Asset Manager.
20

  
 
With the addition of this measure, the information asymmetry is generally reduced both in the area of 
hidden information and hidden action and for the investor, the desired behaviors are promoted, while 
unwanted behaviors are decreasing.

21
 While introducing an incentive/ performance fee for the Agent, 

the risks of unforeseen environmental effects result in a reduced compensation for the Agent. This 
implies an increase in the risk premium for the Agent. However, the cost of the investor is increasing.

22
 

The potential solution of a performance-related payment, which, for example, is oriented on the 
metrics of ―actual rent‖ and ―target rent‖ and/ or the ―market value‖

23
, as a possible incentive system 

and part of the remuneration for the Real Estate Asset Management services has to be examined 
critically. 

                                                           

15  Cf. Jost (2001a), p. 12; Elschen (1991), p. 1006; Laux/ Liermann (2005), p. 456. 
16  Cf. Jost (2001a), p. 11-14. 
17  Cf. Jost (2001a), p. 23f. 
18  Cf. Laux/ Liermann (2005), p. 525-624; Herring/ Hunke (2001), p. 906; Alewell (2001), p. 365-384. 
19  Cf. Kloess (1999), p. 198; Gahn (1994), p. 110f.; Eckardstein (2001), p. 5; Laux/ Liermann (2005), p. 583-624; 
Robbins, p. 240-253. 
20  Cf. Drumm (2005), p. 606; Hungenberg (2006a), p. 357-361. 
21  Cf. Kräkel (2007), p. 24. On objectives and problems of incentive systems, cf. Drumm (2005), p. 553. 
22  Cf. Ferstl (2000), p. 34. 
23  Cf. Frensch/ Fischer (2007), p. 25. 
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2.2. Overview of remuneration systems  
 
The following different ways of payment with varying bases can be used for a Real Estate Asset 
Management:

24
 

o General lump sum payment (fixed) 
o Ratio based lump sum payment (without success participation) 
o Variable, performance-based compensation 
o Other additional payments (like bonuses or fees) 

 
The following analysis is based on the performance based compensation system which could be 
based on different metrics, including:

 25 

o An increase in the portfolio market value compared to the previous year 
o An increase in rents, for example, the actual increase in net rental income compared to the 

previous year or an increase in nominal net rental income compared to the previous year 
o A yield related measure, for example, increase of the cash flow yield compared to the previous 

year, performance of the property compared to the previous year, change in total returns 
compared to the previous year, minimum return of an object (hurdle rate) 

o A cost-related measure, for example a percentage reduction in management costs, a 
percentage reduction in maintenance costs, a percentage reduction in vacancy rates or a 
percentage reduction of administrative costs 

o A tenant-related ratio, for example, tenant satisfaction, reduction in dismissals 
o A specific ratio of the investor, for example, compensation based on the outperformance of a 

benchmark (internal or external benchmark) 
o A combination of several bases 

 
A central base for the (successful) work of a Real Estate Asset Management is the increase in actual 
net rental income over a defined period

26
, what is initially due to the direct impact on the portfolio 

market value and in a timely control of the capabilities and performance of the Real Estate Asset 
Management as operational manager. 
 
Performance-based compensations – as in the here presented variable performance-related payment 
of the Real Estate Asset Management – are comprised of the main components of earnings target, 
base fee, bonus formula, fee limits and measurement period. Depending on the priority and the 
objective of the institutional investor, these five components can be handled differently.

27
 By selecting 

a suitable bonus formula, a disproportionate profit can be achieved. Thus, Principal and Agent have to 
agree on the course of the bonus formula in order to achieve optimal incentives, for example in the 
form of a sliding scale, S-shaped and linear ("proportional") or progressive curve. 
 
 
2.3 Assessment of performance-oriented remuneration systems 
 
The advantage of the described agreements is laid in the purposefully and seriously pursued 
implementation of the investors goals while honoring the achievements of the Real Estate Asset 
Management.

28
 In addition, innovations of the Real Estate Asset Management are promoted and 

implemented because of the free working environment, and possible optimization potentials are 
boosted. At the same time the explicit formulations of the contract result in a complex agreement with 
complex definitions.

29
 Ideally, a catalog of services should be attached to the contract, where all tasks, 

benefits and bases are listed and described in detail.  
 

                                                           

24  Cf. Drumm (2005), p. 593; Hahn/ Willers (2006), p. 366-371; Laux/ Liermann (2005), p. 505; Performance Fee: cf. 
Arnott (2005); Bailey (1990); Davanzo/ Nesbitt (1987); Eckardstein (2001), p. 2; Grinold/ Rudd (1987); Record/ Tynan 
(1987); Kloess (1999), p. 195-199; Heinkel/ Stoughton (1994), p. 351.; Huddart (1999), p. 227; Starks (1987); Laux/ 
Schenk-Mathes (1992); Leser (2003), p. 54.; Kritzman (1987), p. 21. 
25  Cf. Drumm (2005), p. 556. 
26  Cf. Frensch/ Fischer (2007), p. 25. 
27  Cf. Davanzo/ Nesbitt (1987), p. 15. 
28  Cf. Eckardstein (2001), p. 8; Berwanger (2005), p. 58. 
29  Cf. Rischar (2007), p. 139. 
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The experience clarifies that the costs of each provider range in a limited bandwidth
30

 and offer only 
limited possibilities for a differentiated evaluation. Consequently, the pure financial aspect has to be 
spread with criteria for a target-oriented payment system, which are provided to:

31
  

o Fairness to the client
32

 
o Incentive for the contractor (or employees) to fulfill the contract 

33
 

o Ensuring the "competence" (qualification) of the Contractor
34

 
o Clarity/ comprehensibility of the compensation system

35
 

o Objectivity of the compensation system
36

  
o Flexibility of the compensation system

37
  

and will be analyzed in the following part: 
 
The result-oriented remuneration based on performance-based metrics can be considered as a 
transparent system and a fair system. Furthermore within the contract, the setting and design of the 
individual performance, the time and remuneration have to be clearly defined.  
 
It follows that the setting of individual performance and the performance control are time-consuming 
and costly. On the other hand, these contracts promote a minimization of the Principal-Agent problem, 
as the Real Estate Asset Management has a strong incentive to meet the contractual elements and 
tasks to the satisfaction of the institutional investor. 
 
The incentive for achieving a high performance for the institutional investor can be classified as 
fulfilled. Since this type of remuneration is based on a directly measurable performance component, 
the results achieved by the competence of the Real Estate Asset Management can be derived directly. 
 
With this method, it is also possible to achieve a self-selection of Real Estate Asset Managers at an 
early stage, as a Real Estate Asset Management with inadequate qualifications has only few 
possibilities of achieving a strong performance-related payment. If the compensation system offers 
performance-based remuneration components to a high degree, qualified Real Estate Asset Managers 
tend more likely to accept this contract as a less qualified Real Estate Asset Manager. A performance-
based compensation leads – in relation to an exclusively fixed payment or a variable payment without 
performance characters – for "successful" Real Estate Asset Managers usually to a higher income, for 
an "unsuccessful" Real Estate Asset Manager rather to a decreased income, so that this one might 
reject the contract.

38
 In addition, the performance-based compensation for the Real Estate Asset 

Manager is advantageous since the manager works for its own benefits and a higher payment and 
efforts to reach a higher level of utility are undertaken.

 39
 

 
Because of the difficulty of defining the complex contract and the performance criteria, potential 
problems of understanding arise, however, so the clarity and readability of this contract of 
remuneration can be assessed as low. The performance fee will be assessed in the objectivity and 
flexibility, however, with "medium". 
 
The consequent adjustment in the design and implementation of performance-related payment 
systems are connected with continuous controls, implying, that costs and efforts by the investor as a 
client have to be undertaken.

40
 This implies that institutional investors need to consider whether the 

generated costs are corresponding to the positive results based on the incentive effect and thus the 
additional costs.

41
 

 

                                                           

30  Cf. Frensch/ Fischer (2007), p. 25. 
31  Cf. Ferstl (2000), p. 37; Drumm (2005), p. 591. 
32  Cf. Spremann (1988), p. 615f.; Drumm (2005), p. 115, 587; Meyer (2006), p. 43. 
33  Cf. Kloess (1999), p. 188; Kiener (1990), p. 29. 
34  Cf. Gahn (1994), p. 105. 
35  Cf. Kloess (1999), p. 189.  
36  Cf. Meyer (2006), p. 43. 
37  Cf. Ferstl (2000), p. 29; Hamann (2004), p. 249-268; Hamann (2000), p. 555. 
38  Cf. Lurse/ Stockhausen (2001), p. 93. 
39  Cf. Femppel/ Böhm (2007), p. 16. 
40  Cf. Ferstl (2000), p. 4. 
41  Cf. Lurse/ Stockhausen (2001), p. 94; Drumm (2005), p. 592. 
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Overall – from a theoretical view, a performance-based remuneration system can be considered as 
effective way in reducing Principal-Agent problems. 
 
 
3. Methodology of the Empirical Analysis 
 
With the critical analysis of the reality and the comparison with the derived theoretical foundations, 
correlations in the Real Estate Asset Management can be explained and recommendations derived. 
Therefore, an empirical study was undertaken. The collected data of the companies were grouped in 
homogeneous clusters based on their views regarding Real Estate Asset Management and then 
analyzed for the remuneration structure of Real Estate Asset Management services.  
 
For the survey itself, three homogeneous groups are chosen which differ in their organizational 
structure and its members significantly: life insurance companies, pension funds/ staff pension funds 
and pension schemes of the liberal professions for members of professional associations based in 
Germany and investing in real estate.

42
 This limitation results from the comparable product structure

43
, 

investment policies
44

, the investment volume
45

, the investment horizon
46

 and in particular the 
consideration of different organizational structures of Real Estate Asset Management with its own real 
estate departments

47
, external, specialized real estate management companies to manage the real 

estate holdings
48

 or mixed forms
49

. So many organizational structures are in place, so the results of 
this study can be applied in practice and are comparable.

50
 

 
 
3.1. Introduction to the empirical study 
 
The central objects of the empirical study are the functions of a Real Estate Asset Management, which 
are analyzed with the use of 36 different variables and the importance of these variables for the 
compensation/ payment structure. The functions can be allocated in the areas of (compare figure 3):

51
 

o Strategy 
o Transaction Management 
o Management 
o Controlling 

 

                                                           

42  Cf. For insurance companies an pension funds Schulte/ Holzmann (2005), p. 179; Bassen (2002), p. 15; Gahn 
(1994), p. 26; Davis/ Steil (2001), p. 65; GDV (2009a), p. 26. 
43  These are usually long-term life insurance contracts with similar investment goals, investment horizons and 
behaviors. 
44  The market participants invest in mixed asset portfolios. That means investments in direct real estate holdings 
compete with their risk/ return structure with other investments. 
45  Market participants are among the largest institutional investor groups in Germany, have large-scale real estate 
portfolios and approx. 75% of the market for direct real estate investments of insurance companies are covered by 
consumer oriented insurance companies (excluding reinsurance companies; cf. BaFin (2009lv/pk). 
46  Market participants are normally long-term investors who generally have constant inflow of funds and therefore have 
a vested interest in attractive, high-yield, but also sustainable and safe assets. 
47  Cf. Bayerische Versorgungskasse. 
48  Acquisition of asset management by an external provider, bspw. Babcock PK/ Swiss Life. 
49  Cf. Generali Immobilienmanagement, Allianz Real Estate GmbH or Münchner Rück/ MEAG Munich Ergo Asset 
Management with own Real Estate Departments. 
50  Cf. Leykam (2004), p. 1; Leykam (2005), p. 3. 
51  The derived functions of the Real Estate Asset Management result, among others, of interviews with (in alphabetical 
order) Thomas M. Bach (Deloitte&Touche), Prof. Dr. Thomas Biermann (Technische FH Wildau), Carsten Böll 
(DeTeImmobilien), Jan Dührkoop (IVG AG), Thomas Gromminginger (Deutsche Bank AG), Hieronymus Hager (Jones 
Lang LaSalle Asset Management), Franz Klinger (Deloitte&Touche), Katrin Klosterkemper (Ernst&Young), Prof. Dr. 
Martin Meißner (Latham&Watkins LLP), Rüdiger Pestlin (Pestlin&Co), Dr. Daniel Piazolo (IPD Datenbank GmbH), Dr. 
Christoph C. Pöhn (Waldeck Rechtsanwälte), Peter Prischl (Reality Consult), Steffen Ricken (Sal. Oppenheim jr. & Cie), 
Norbert Rolf MRICS (GREAT), Dr. Thomas Sanna (Ernst&Young), Dr. Thorsten Schilling (SEB Asset Management), Dr. 
Hermann Stapenhorst (CMS Hasch Sigle), Prof. Dr. Frank Stellmann (Clifford Chance), Christine Wegner (JLL Asset 
Management), Stephan Weinen (GTE Gebäude- und Elektrotechnik), Richard Weller (Ebert-Ingenieure Nürnberg), Prof. 
Dr. Kristin Wellner (Hochschule Mittweida) und Prof. Dr. Georg Wiesinger (FH Mainz) sowie zahlreichen Interviews und 
Gesprächen, u. a. mit nachfolgenden Gesprächspartnern: Barbara Deisenrieder (AMB Generali Real Estate), Dr. Sven-
Eric Ropeter-Ahlers (Ropeter-Ahlers Consulting), Dr. Victoria Walbröhl (Allianz Real Estate GmbH). Cf. Frensch/ Fischer 
(2009); Frensch/ Fischer (2007); Teichmann (2009); Teichmann (2007); Kämpf-Dern (2009); Kämpf-Dern (2008); 
Kämpf-Dern/ Pfnür (2009); Brauer (2009); Brauer (2005), p. 13. 
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Figure 3: Analyzed functionalities (variables) in the Real Estate Asset Management 
 

Strategy Development

• Development: strategy of the 
portfolio

• Strategic real estate analysis 

and selection
• Optimizing the risk/ return 

structure
• Development/ formulation of 

the real estate and property 

strategy
• Object-specific (des-) 

investment planning
• Object-specific maintenance 

strategy

• Development of real estate-
specific business-plans 

• Budget allocation to the 
respective objects

Transaction Management

(Buying and Selling)

• Preparation of (des) 
investmentdecisions

• Implementation of (des) 

investmentdecisions
• Implementation/ involvement

in the economic due diligence
• Implementation/ involvement

in the legal due diligence

• Implementation/ participation
in technical due diligence

Management

• Fiduciary employee 
representation

• Inventory and analysis of the 

managed properties
• Maintenance of data fields

• Contract preparation/ 
controlling

• Contract management

• Optimization of operating 
expenses

• Cost optimization
• Selection/ control of external 

facilities management 

services
• Organization of accounting

• Organization of the liquidity-
management

• Valuation

• Initiation/ control of project 
development/ construction 

• Initiation/ control of 
modernization/ maintenance 

• Key-Account (tenant) 

management
• Market and site analysis

• Preparation of feasibility 
analysis

• Preparation of cost-

effectiveness calculations 

Controlling

• Documentation on the object 
level

• Evaluation of reporting

• Monitoring and supervision of 
the performance

• Controlling of budgets
• Analysis/ evaluation of the 

performance of the facility 

management
• Risk management

 
 
Source: own illustration 
 
Therefore the questions in the questionnaire were grouped around these derived variables. The 
survey was carried out using a written questionnaire, which was sent to the target group.

52
 The "final 

questionnaire" was developed in several pre-tests
53

 of decision-makers from the Real Estate Asset 
Management and tested for the understanding and statistic evaluation.

54
 The final version of the 

questionnaire is based on five parts with a total of 15 questions which were divided into several 
sections, mainly based on "multiple-choice" alternatives.

55
 At some questions, the companies had the 

possibility to add additional information to allow individual company needs and views in the sense of 
an ―exploratory nature‖

56
. For the following analysis, only the parts of the remuneration structures were 

consulted. 
 
The questionnaire was mailed to a total of 99 life insurance companies

57
, 152 pension funds/ staff 

pension funds with operations
58

 and 86 pension schemes of the liberal professions for members of 
professional associations

59
, resulting in a total of 337 companies. The selection of companies was 

based on the data of the BaFin for the life insurance companies and pension funds/ staff pension 
funds and the ABV - Arbeitsgemeinschaft Berufsständischer Versorgungswerke e. V. for the pension 

                                                           

52  Cf. Atteslander (2003), p. 143-146; May (2001), p. 97-109; Mayer (2006), p. 79-99; Scholl (2003), p. 45-52; Kromrey 
(2002), p. 359-384; Kirchhoff et al. (2003), p. 29-36; cf. for advantages/ disadvantages Atteslander (2003), p. 174-184; 
Schnell/ Hill/ Esser (2005), p. 358-363. 
53  Cf. Scholl (2003), p. 192-196. 
54  Repräsentative: Dr. Victoria Walbröhl (Head of Portfolio Management, Allianz Real Estate GmbH), Barbara 
Deisenrieder (Generali Deutschland Immobilien GmbH, CEO), Kay Wossidlo (MEAG MUNICH ERGO 
AssetManagement GmbH, Portfolio-Manager Immobilien), Dr. Sven-Eric Ropeter-Ahlers (Ropeter-Ahlers – real estate 
consulting & analysis, CEO), Holger Ladewig (L/A/M – Ladewig Asset Management GmbH, CEO), Dr. Markus Bell and 
Sebastian Karban (Strehle & Bell Managementberatung, CEO) and Carsten Böll (DeTeImmobilien, Leiter Property 
Management). 
55  Cf. Scholl (2003), p. 139-173; Atteslander (2003), p. 161. 
56  Cf. Schnell/ Hill/ Esser (2005), p. 308. 
57  Cf. BaFin. 
58  Cf. BaFin. The Hoechster Pensionskasse is marked twice, in total 153. 
59  Including many pension funds, which are organized together. 
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schemes of the liberal professions for members of professional associations. The study took mainly 
place in summer 2009. 
 
Out of the companies, 154 companies stated that they did an do not invest in real estate or used the 
real estate for the pure self-interest (hence no capital investment within the meaning of the 
questionnaire) and thus not be part of the investigation. Of the remaining companies, 40 companies 
mentioned other reasons, such as structural, informational (for example generally no participation in 
surveys) or temporal reasons for not taking part in the survey. In addition, five rudimentary completed 
questionnaires were returned, which could not be analyzed.

60
 Furthermore, four questionnaires were 

not included in the analysis because the respondents did not belong to the sample target group.
61

  
 
 
Figure 4: Response rates in the empirical survey 
 

Total Group

Institutions

without 

Real Estate 

Holdings

Target Group Answers Response Rate

Life Insurance 99 42 57 32 54%

Pension Funds 152 75 77 22 29%

Pension Schemes (ass.) 86 37 49 14 29%

Total 337 154 186 68 37%  
Source: own illustration 
 
Thus, 68 questionnaires could be analyzed, which corresponds to a response rate of 37% of the 
relevant target group in the amount of 183 companies or 20% of the original questionnaires distributed 
(compare figure 4).

62
 It can not be excluded that there has been bias in the survey as companies that 

have a "clear" idea of Real Estate Asset Management and/ or the associated services, tend perhaps 
more likely to answer the questionnaire than other companies that have not yet or not sufficiently dealt 
with this issue to date. Consequently, there may be a positive over-subscription of the answers, why 
the author does not claim to have congruence between the theoretically defined population and the 
actual companies represented by the sample (representative

63
); this objective is not prosecuted in the 

present analysis.
64

 
 
However, the companies surveyed allow – due to their investment volume, their origins and their 
number – one first assumption to the remuneration possibilities in the Real Estate Asset Management 
in the target group: the analyzed sample represents 46%

65
 of real estate assets of the whole group

66
 

and 37% of the surveyed companies. 
 
 
3.2. Cluster analysis: overview of the methodology 
 
A cluster analysis consists of different methods and different approaches to group a variety of data to 
compress the obtained information. Within a cluster analysis, usually all characters are used at the 
same time to derive homogeneous subsets of objects, and to examine these cluster and thereby to 
derive more targeted statements. It is therefore a summary of data or variables that have a 
substantially similar or related structure within the groups and differ from other groups as much as 
possible. A slight loss of information is justified during the analysis because of the variety of data for 
the analysis. 

                                                           

60  These institutions answered not enough questions or only the questions relating to corporate information. 
61  This is partly due to the fact that the questionnaire was delegated within the company internally to other corporate 
bodies (or the central area of real estate). 
62  The response rate is in the „acceptable― quota of 12 % to 15 %. For further details cf. Bortz/ Döring (2006), p. 419; 
Bortz (2005), p. 103, 139. 
63  For a definition of representative, cf. Schnell/ Hill/ Esser (2005), p. 304; Kromrey (2002), p. 269. 
64  Cf. for explorative studies Bortz/ Döring (2006), p. 218. 
65  Book-values in 2008. 
66  The three largest participants represent over 11%. 
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As part of the subsequent analysis, the companies under investigation are – based on the statements 
of Real Estate Asset Management – grouped into separate clusters, which show themselves in a very 
homogeneous behavior with respect to their understanding of Real Estate Asset Management and at 
the same time show the most heterogeneous to other groups‘ behaviors. Due to this analysis, it is 
possible to merge companies which differentiate in external criteria, such as, for example their nature 
or size, but not in their behaviors.

67
 

 
During the statistical analysis several ways have to be defined

68
: First a fusion algorithm

69
 (cluster 

analysis algorithm) has to be defined. Several methods are offered, for example a hierarchical method, 
the Ward method, and a non-hierarchical/ iterative method, the k-means method. Furthermore, the 
distance measure (so-called proximity measure) for the fusion algorithm has to be set. In addition, the 
variables studied in the clusters should be statistically significant.

70
 The classification of the cluster 

based on the assignment of variables to the Real Estate Asset Management as well as the purely 
statistical priorities are in interaction and influence each other, so that both lead to a meaningful 
empirical analysis. 
 
 
3.3. Cluster analysis: the ward method  
 
As a method for clustering, after several analysis on the suitability of the procedure, first the 
hierarchical Ward method

71
 as the primary analysis tool is elected, since this method usually offer a 

high degree of homogeneity within the groups while heterogeneity between other groups can be 
obtained

72
 A study by Berg could show that the Ward method – in comparison to other algorithms – 

offers ―very good partitions"
73

, classifies perfectly the elements of the groups correctly, and therefore 
can be seen as "very good‖

74
 algorithm and therefore ideal for the proposed study.

75
 

 
The Ward method is part of the agglomerative methods

76
: during the analysis the objects (groups) are 

combined so that a given heterogeneity does not increase (variance criterion/ error sum of squares).
77

 
By assignment to the nearest cluster center, homogeneous clusters are formed, so that those objects/ 
groups are combined, which do not increase the spread (variance) in a group. As the proximity 
measure within the Ward method the squared Euclidean distance

78
 is used. 

 
Before using the Ward method in the context of this sample, the sample has to be validated for its 
suitability. Backhaus et al. define several key criteria that must be met for the application of the Ward 
method and examined for the following sample

79
: 

o The use of a distance measure sets a meaningful criterion for determining similarity. This 
criterion is given due to the issue and the number and arrangement of the 36 variables 
examined. 

o All variables are measured on a metric scale level
80

. Due to the high level of technical 
knowledge and the associated low scattering values of the variables in the three categories, a 
metric classification of the variables can be assumed. Furthermore, Bortz defined in the 

                                                           

67  Cf. Kirchhoff et al. (2003), p. 72-93; Mayer (2006), p. 147-155. 
68  Cf. Driver/ Kroeber (1932). The cluster analysis was – in parts – developed by Tryon (factoranalytic orientation), 
Ward (variance analytic orientation) and Johnson (multidimensional scaling), cf. Tryon (1939); Ward (1963), p. 236-244; 
Johnson (1967), p. 241-254; Blashfield (1980). For an ovierview cf. Mayer (2006), p. 152; Backhaus (2006), p. 489-557; 
Bortz (2005), p. 565-583. 
69  Backhaus et al. distinguishes as the most important methods the hierarchical methods and the partional (non-
hierarchical) method, cf. Backhaus et al. (2006), p. 510; Malhotra (1999), p. 617; Büschken/ Thaden (2000), p. 351-371. 
70  Cf. For statistical significances Bortz (2005), p. 114; Fahrmeir et al. (2010), p. 416; Bortz/ Döring (2006), p. 494.  
71  Cf. Ward (1963), p. 236-244; Backhaus et al. (2006), p. 522. 
72  Cf. Mayer (2006), p. 152. 
73  Bachkaus et al. (2006), p. 528. 
74  Backhaus et al. (2006), p. 528. 
75  Cf. Bergs (1981), p. 96. 
76  As part of the hierarchical methods. 
77  Cf. Backhaus et al. (2006), p. 522; Mayer (2006), p. 152. 
78  Backhaus et al. (2006), p. 523; Bortz (2005), p. 575. For the distance measures cf. Backhaus et al. (2006), p. 507. 
79  Cf. Backhaus et al. (2006), p. 528. 
80  Cf. For metric scales Bortz/ Döring (2006), p. 69. 
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"scale-theoretical assumptions"
81

, that the values of the questionnaires can be defined as 
metric values. Therefore, the variables can be defined as metric and fulfill this requirement. 

o No outliers are presented in the set of objects or previously eliminated. A company was not 
included in the analysis because of missing data for the 36 answers.

82
  

o The variables are uncorrelated. All studied variables were examined according to their 
correlation.

83
 It was found that of the 630 examined correlations (Pearson) of the 36 variables 

only 19 have a "high correlation" of over 0.7, of which only one has a higher value of more 
than 0.9

84
. This results in a quota of 3%, so that this criterion can be regarded as fulfilled.

85
 

o The number of elements within a group is approximately equal to the other groups. This 
requirement naturally differs from the number of selected clusters, so that this requirement can 
be regarded as fulfilled ex post.

86
 

 
Consequently, all of Backhaus et al. derived criteria for the application of the Ward method are met 
and a first clustering can be performed by this method. It seems, that a clustering into three groups is 
a leading way for the analysis, but this requires a further second investigation for clarification (compare 
figure 5). 
 
Figure 5: Dendrogram of the Ward method 
 

 
Source: own illustration (n = 45); The Dendrogram uses average Linkage (between the groups), the processing is 
done using the squared Euclidean distance, valid: 45, missing: 23 

                                                           

81  Bortz (2005), p. 26. Cf. Bortz/ Döring (2006), p. 70; Lantermann (1976), Davidson/ Sharma (1988); Fahrmeir et al. 
(2010), p. 18. 
82  Twelve companies have not answered that question (but the following questions) and one company was deleted. 
Ten companies have not answered this question completely and not classified all the variables. 
83  Cf. Bortz (2005), p. 203-220; Fahrmeir et al. (2010), p. 469; Schulze (2000), p. 115-134. 
84  Contract Management and Area Management correlate with 0,937. 
85  Backhaus et al. state high correlation at > 0,9, cf. Backhaus et al. (2006), p. 550. 
86  Cf. for optimal number of clusters („elbow-criteria―), Backhaus et al. (2006), p. 534; Bortz (2005), p. 577; Büschken/ 
Thaden (2000), p. 362. For further criteria (Je(2)-/ Je(1)-Quotient, C-Index, Gamma-Statistic), Bortz (2005), p. 577. 



2011 Global Business Conference at Sibenik 

 

393 

3.4. Cluster analysis: the k-means method  
 
The k-means method is, as an "exchange processes system", part of the partitioning process and is 
often used to improve the results of a group that was found using the Ward method as a hierarchical 
process.

87
 In this process k clusters are represented by their centers of gravity or center points 

(means). The advantage is that during the process elements between pre-defined groups can be 
replaced or relocated in order to optimize the clusters and obtain a better solution. Thus, an 
assignment of an object to a cluster undertaken is not final and may be revised as frequently as 
necessary.

88
 This distinguishes the k-means method from hierarchical processes, in which a cluster 

once formed can not be resolved. 
 
As part of the k-means method, the number of clusters has to be determined before the process starts, 
while a trade-off between statistical criteria, for example the homogeneity of the cluster, the cluster 
size and other statistical criteria, such as the heterogeneity has to be undertaken.

89
 During the process 

the variance criterion Euclidean distance is used.
90

 
 
The challenge in the k-means method is the decision on the boot partition – in particular the number of 
clusters has to be defined in advance – and the mode of distribution.

91
 With the number of clusters to 

be defined, the findings from a hierarchical process (including Ward method) are used, whereas the 
mode to be selected is influenced by different boot partitions that vary the order of the cluster and the 
objects within the cluster.

 92
 

 
For the selected initial group it can be noted that the iterative procedure to refine the available data 
and thus improve the results is given. This is partly grounded in the fact that in this case only twelve 
companies without answers can not be integrated into the clustering

93
 and another company

94
, as 

opposed to the exclusive use of a hierarchical process, in which 23 companies can not be taken into 
account because of missing data.

95
 Consequently, the k-means method can be valued as a suitable 

method for the final cluster method for the present study – based on the findings of the Ward method. 
Based on the results of the k-means method, a grouping into three clusters appear as leading way for 
further analysis (compare figure 6).   
 
Figure 6: Overview of Cluster sizes based on the k-means method 

Cluster 1 12 1 12 Cluster 1 10 Cluster 1 8

2 43 2 20 2 20 2 20

Valid 55 3 23 3 11 3 11

Missing 13 Valid 55 4 14 4 14

Missing 13 Valid 55 5 2

Missing 13 Valid 55

Missing 13

Cluster 1 2 Cluster 1 2 3 Cluster 1 2 3 4 Cluster 1 2 3 4 5

1 3,856 1 4,365 4,143 1 4,442 4,306 4,947 1 4,931 4,582 4,079 6,982

2 3,856 2 4,365 3,712 2 4,442 4,319 3,605 2 4,931 3,715 3,605 7,161

3 4,143 3,712 3 4,306 4,319 3,563 3 4,582 3,715 4,206 4,147

4 4,947 3,605 3,563 4 4,079 3,605 4,206 7,166

5 6,982 7,161 4,147 7,166

Size of Clusters

Cluster

Distance 

 
Source: own illustration (n = 55) 

                                                           

87  Cf. Bortz (2005), p. 578. 
88  Bortz (2005), p. 578. Cf. Backhaus et al. (2006), p. 511. 
89  Cf. Backhaus et al. (2006), p. 534. 
90  Cf. Bortz (2005), p. 578; Backhaus et al. (2006), p. 512; Büschken/ Thaden (2000), p. 363. 
91  The clustering result might be affected by the order of the objects. 
92  Cf. Bortz (2005), p. 580. 
93  These 12 institutions did not answer this question. 
94  Deleted manually, as only 4 criteria were answered 
95  These institutions are defined in this method as the "missing value" due to the lack of values. When integrated into 
an iterative process by "pairwise"-exclusion the answers could be integrated. 
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4. Results of the Empirical Study 
 
4.1. Definition of clusters and attributes within the sample  
 
Life insurance companies, pension funds/ staff pension funds pension schemes of the liberal 
professions for members of professional associations were asked to classify the 36 different Real 
Estate Asset Management services in being part of Real Estate Asset Management  

o in a ―real‖ sense 
o in  a ―wider‖ sense or  
o not being part of Real Estate Asset Management. 

 
In the analysis can be found that the respective institutions, each, value different meanings to the 
variables. These valuations serve as a starting point for the cluster analysis – which was described 
before – and are the basis for the naming of the clusters (compare figure 7).

96
 

 
Figure 7: Definitions of functions in Real Estate Asset Management  
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Definitions of functions in Real Estate Asset Management (n = 55)

Cluster 1 ("Strategists") Cluster 2 ("Operatives") Cluster 3 ("Generalists")

 
 
Source: own illustration (1 equals „Real Estate Asset Management in a real sense―, 2 equals „Real 
Estate Asset Management in a wider sense―, 3 equals „no/ low relation to Real Estate Asset 
Management―; n = 55) 
 
In determining the significance of the variables in the clustering, it can be seen that they are highly 
significant or significant except the variable implementation of market and site analysis

97
, preparation 

of feasibility studies
98

 and risk management at the object and process level
99

, and therefore the 
classification made can be seen as useful. The different clusters focus different ideas of a Real Estate 

                                                           

96  Cf. for the detailed study with all the results and all the applications Trübestein (2011) 
97  Statistical significance: 0.287. 
98  Statistical significance: 0.466. 
99  Statistical significance: 0.406. 
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Asset Management and therefore likely also different approaches of remuneration structures (compare 
figure 8): 

o Cluster 1 (―Strategists‖) focus on strategic issues. They value the strategic aspects as being 
part of the Real Estate Asset Management, while the operative aspects are not seen as main 
competencies 

o Cluster 2 (―Operatives‖) focus on operative issues. They value operative aspects as being part 
of the Real Estate Asset Management, while strategic aspects are not seen as core 
competencies 

o Cluster 3 (―Generalists‖) focus on strategic and operative issues simultaneously 
 
Figure 8: Classification of the clusters and attribution to functions of the Real Estate Asset 
Management  
 
 

Cluster 2 
„Operatives“

Cluster 1 
„Strategists“

Cluster 3 
„Generalists“

Functionalities of Real Estate Management

Strategy

Develop.

(general)

Strategy

Develop.

(object.)

Transaction Management Managememt Controlling

 
 
Source: own illustration(n = 55) 
 
Comparing the cluster with the type of investors 
The three formed clusters are investigated by their corporate origins. Compared to the general 
composition of the sample the cluster of "Strategists" has a higher proportion of pension funds, the 
cluster of "Operative" of pension schemes of the liberal professions for members of professional 
associations and the "Generalists" are dominated by life insurance companies and pension funds 
(compare figure 9). 
 
Figure 9: Composition of the clusters by type of investor 
 

Life Insurance Pension Fund

Pension 

schemes liberal 

profesions

number 6 4 2 12

% within strategists 50% 33% 17% 100%

% within type of investor 21% 31% 15% 22%

number 9 3 8 20

% within strategists 45% 15% 40% 100%

% within type of operatives 32% 23% 62% 37%

number 13 6 3 22

% within generalists 59% 27% 14% 100%

% within type of investor 46% 46% 23% 41%

number 28 13 13 54

% within all clusters 52% 24% 24% 100%

% within type of investor 100% 100% 100% 100%

Total

 

Type of investor

Total

 Cluster

Strategist 

Operatives

Generalists

 
 
Source: own illustration (in Cluster 3 one institution is mentioned in ―others‖) 
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Comparing the cluster with the investment volume 
As part of the analysis of the relationship between the level of investments

100
 and the distribution of 

these investments a division into three classes was undertaken. Compared to the general composition 
of the sample the cluster of "Strategists" has a high proportion of companies with small capital 
investment volumes, while the cluster of "Generalists" has medium/ high investment and high volumes 
can be found in the "Operatives". These distributions are comparable to the investments in real estate 
(book-value and fair-value, compare figure 10 and 11). 
 
Figure 10: Distribution of clusters according to investment volume (book-values) compared to the 
composition of the sample 
 

< €1 bn.
€ 1 bn. to 

€ 10 bn.
> € 10 bn.

number 6 5 1 12

% within cluster 50% 42% 8% 100%

number 3 11 6 20

% within cluster 15% 55% 30% 100%

number 3 12 6 21

% within cluster 14% 57% 29% 100%

number 12 28 13 53

% within cluster 23% 53% 25% 100%
Total

 

Capital Volume

Total

Cluster

Strategists 

Operatives

Generalists

 
Source: own illustration (n = 53), discrepancies highlighted 
 
 
Figure 11: Distribution of clusters according to real estate volume (book-values) compared to the 
composition of the sample 
 

< € 50 Mio.
€ 50 Mio. to

 € 200 Mio.

€ 200 Mio. to € 

500 Mio.
> € 500 Mio.

number 8 0 1 2 11

% within cluster 73% 0% 9% 18% 100%

number 7 6 3 4 20

% within cluster 35% 30% 15% 20% 100%

number 7 7 4 4 22

% within cluster 32% 32% 18% 18% 100%

number 22 13 8 10 53

% within cluster 42% 25% 15% 19% 100%
Total

 

Real Estate Volume (book-values)

Total

Cluster

Strategists 

Operatives

Generalists

 
Source: own illustration (n = 53), discrepancies highlighted 
 
 
4.2. Remuneration structures for the real estate asset management 
 
The following part analyses different approaches in the remuneration structures of the Clusters and if a 
variable, performance oriented remuneration structure is used. Therefore the institutions were asked 
about their actual remuneration structure for the 36 variables and their ideal remuneration structure for 
the 36 variables. 
 
General evaluation of the remuneration structure 
It can be followed that the clusters, as shown in the average observation in Figure 12, have different 
preferences regarding individual compensation systems for the analyzed variables. The "Strategist" 
prefer lump sum payment (ratio based) or not performance based variable percentages of 

                                                           

100  The relationship between book values and fair values is significant. 
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compensation compared to the average, which might reflect the impact of strategic decisions for the 
development of the real estate portfolio. The "Operatives" clearly prefer to receive a fix and general 
lump sum payment due to its operational and safety-conscious thought. The "Generalist", compared to 
the average of all cluster, however prefers a lump-sum payment (ratio-based) and a performance fee. 
The acceptance within this cluster is widely spread and may lie in the wide range of services offered. 
 
The lump sum compensation dominates in all studied clusters in terms of compensation structure, 
while the performance fee only takes a minor role. 
 
Figure 12: Importance of forms of compensation (average analysis) for the clusters 
 

Lump sum 

(general)

Lump sum 

(ratio)

Var. pro. rem. 

(not basd on 

performance)

Performance 

based
Total

"Strategists" 33% 28% 28% 11% 9

"Operatives" 49% 14% 17% 20% 20

"Generalists" 33% 25% 17% 25% 14

Total 40% 21% 19% 19% 43

 
Source: own illustration (n = 43), discrepancies highlighted 
 
Determination of the optimal compensation for a Real Estate Asset Management 
The aim of further analysis was to analyse one or more optimal compensation methods for the 36 
strategic and operational services. Therefore, the institutions were asked to value the optimal 
remuneration structure. As seen in figure 12, the variable performance based remuneration has only a 
limited acceptance except for some Real Estate Asset Management services for example optimization 
of operating expenses. The different forms of lump sum payment (in general and in ratio) dominate the 
ideal payment systems (compare figure 13).  
 
Figure 13: Agreement to the performance-based compensation within the cluster 
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Evaluation of an exclusively performance-related payment 
In evaluating different compensation structures, the respective clusters were interviewed in a further 
step for an exclusively performance-based compensation for a Real Estate Asset Management, as this 
form of remuneration is – form a theoretical point of view – a targeting idea to reduce the Principal-
Agent problem and hence to lead to an alignment of interests. Therefore, a performance based 
remuneration system is evaluated based on the 6 mentioned criteria for remuneration systems. The 
relevant criteria in the allocation to the respective clusters are initially tested for significance, with 50% 
of the criteria could be considered as significant. These include the incentive for the contractor (or 
employees) to fulfill the contract

101
, ensuring the "skills" (qualifications) of the contractor

102
 and the 

objectivity of the compensation system
103

. 
 
Finally, it can be stated that the individual clusters in their classification vary greatly even "extreme 
valuations" are undertaken. Furthermore, it is visible that no criterion by a cluster received ―good‖ 
valuations, which can probably be explained by the generally critical attitude of the analyzed clusters 
towards performance-based payment systems. Especially for the ―Operatives‖, a performance related 
payment can not be seen as a way to ensure a competent Real Estate Asset Management (compare 
figure 14). 
 
Figure 14: Evaluation of an exclusively performance-related pay at the cluster level 
 

1,0

1,5

2,0

2,5

3,0

3,5

4,0

4,5

5,0

Fairness Incentive Competence Intelligibility Objectivity Flexibility

Evaluation of an exclusively performance-related payment (n = 33 - 37)

Strategists (n = 8 - 9) Operatives (n = 9 - 12) Generalists (n = 14 - 16)

 
Source: own illustration (1 = accepted… 5 = not accepted; n = 33 - 37) 
 
Comparing the implementation and approval of a performance-based compensation 
The following analysis examines, in how far a performance-based compensation is related to the 
evaluation of individual criteria for a performance-based compensation. Figure 15 shows the results of 
companies that implemented a performance based payment and the level of agreement to the 
proposed criteria, with significance in the relation between performances related payment and fairness 
to the contractors (or employees).

104
 

 
To conclude, a solely performance-based remuneration system has only a limited acceptance and is 
no guarantee for a competent Real Estate Asset Management. Rather, the real reasons for an 
alignment of interests are more diversified than just monetary criteria. 

                                                           

101  Statistical significance: 0.033. 
102  Statistical significance: 0.000. 
103  Statistical significance: 0.000. 
104  Statistical significance: 0.059. 
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Figure 15: Graphical representation of the criteria and implementation of an exclusively performance-
related payment 
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Fairness Incentive Competence Intelligibility Objectivity Flexibility

Criteria and implementation of a performance-related payment (n= 29 - 33)

NO (n = 14 - 18) YES (n = 15)

 
Source: own illustration (n = 29 - 33) 
 
 
5. Conclusion  
 
Referring to the original question asked for an optimum compensation using a performance-related 
remuneration, it can be shown that over all the sample such a payment system for the examined group 
of life insurance companies, pension funds/ staff pension funds and pension schemes of the liberal 
professions for members of professional associations is only of a minor importance.

105
 A (fix) lump 

sum payment dominates the actual and desired compensation structures, so that these forms of 
compensation can be seen as most advantageous structures for the clusters. However, within the 
clusters, distinct preferences of compensation systems can be observed (compare figure 16).

106
 

 
Over all variables across the sample, the cluster of "Strategists" clearly votes in favor of a fix general 
lum sum. In contrast, in the cluster of "Operatives" no clearly distinct preference of a compensation 
system could be identified. Consequently, there is a differentiated view regarding the compensation 
structure. The cluster of "Generalists" in turn attracts a lump-sum payment based on a ratio. Common 
to all three clusters is, however, the opposition to a performance fee. 
 

                                                           

105  30 of 36 variables with less than 10% approval to this form of remuneration. A 34% approval to a performance-based 
compensation can be seen for optimization of capital expenditures and a 21% approval in optimizing the risk/ return 
structure and a 15% approval in the property-specific maintenance strategy. 
106 Cf. The tendency towards an overall compensation is shown clearly when those variables are analyzed (approval of 
about 30% (19 variables). Here dominates a fix remuneration structure (generally) with over 70% of all variables. 
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Figure 16: Average agreement on the individual remuneration systems 
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Source: own illustration (n = 16 – 35) 
 
 
6. Summary and Outlook 
 
The theoretical and empirical analysis of the remuneration structure for life insurance companies, 
pension funds/staff pension funds, pension schemes of the liberal professions for members of 
professional associations based on 36 strategic and operational functions of the Real Estate Asset 
Management in the areas of strategy, transaction management, management and controlling was the 
target of the study. 
 
In the theoretical foundations, based on the Principal-Agent Theory, the advantages of a performance 
based remuneration system for the institutional investor (Principal) and the Real Estate Asset 
Management (Agent) could be pointed out, showing a theoretical reduction in opportunistic behavior 
and an alignment of interests. In a second part, these ideas were analyzed, based on an empirical 
study within the described group of institutional investors.  
 
The analysis was conducted with a cluster analysis using the Ward method and the k-means method 
based on the institutional investor‘s valuation of individual allocation of the 36 functions to the Real 
Estate Asset Management. The cluster analysis resulted in the formation of three clusters: Strategists, 
Operatives and Generalists. In the three different groups, different attitudes towards a remuneration 
structure can clearly be observed. All of the clusters were – to a high percentage – opposed to a 
variable, performance based remuneration system and did not consider this system as a targeting way 
in reducing the Principal-Agent problems like opportunistic behavior. For some selected services, a 
variable remuneration structure is dominantly preferred e.g. optimization of operating expenses. 
 
Finally, the study could show, that an alignment of interest between an institutional investor and a Real 
Estate Asset Management is based on several factors – not only in areas of remuneration structures. 
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Abstract 
 
We present findings from a case study investigating the perceptions and attitudes of small business 
owner-operators regarding their acceptance of advanced Internet innovation and technologies. The 
unique owner-operator perspective is relevant in order to investigate attributes which affect a small 
business owner‘s acceptance of new technologies. Owner-operators serve a ‗dual role‘ as both the 
decision maker and the end user of new technology and innovation. As such they provide a 
dichotomy of perspectives that provides insights into many aspects of business leadership, customer 
service, and operational proficiency. These perspectives are different from the attitudes observed 
during the adoption of advanced information systems solutions adoption at large corporations. 
Findings suggest five key attributes of Internet use and adoption in the observed population. The data 
from this exploratory case study also reveals three areas of disparity regarding adoption behavior 
worthy of consideration by practitioners and academics alike: (1) The inward focus of some small 
business operators, (2) the fact that project costs tend to be considered only superficially, and (3) the 
micro SME as a change agent. This research is significant and accretive by capturing the ‗voice‘ of 
small business owners and some franchisees in regard to Internet acceptance and by providing a 
strategic look at how the micro SME is significantly different than larger businesses. 
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mailto:Zsolt.Ugray@usu.edu
mailto:K.O@aggiemail.usu.edu


2011 Global Business Conference at Sibenik 

 

407 

Strategies for Achieving Profit in the Turbulent Surrounding 
 
   
 
Jasmina Veleska, M.A.                              
General Manager at Doo Drvomont – Prilep          
Mosa Pijade 1/14g 
7500 Prilep, Macedonia 
Phone: ++389 70 302 846 
E-mail: jasmina_veleska@hotmail.com   
   
Nada Sekulovska, Ph. D. 
Professor at University ―Kiril and Metodius‖ 
Faculty of Economy-Skopje, Macedonia 
Phone: ++389 78 228 027 
E-mail: nadas@eccf.ukim.edu.mk  
 
 
 
Abstract  
 
―A lot of companies worldwide believe that the best way to make money is saving the world. Guess 
what? They might be right. ―

1
 

 
Many companies, in both developed and undeveloped countries are in their breakthrough for an 
enormous transformation. The world crisis that hit the world in the end of 2007 and in the beginning of 
2008 brought public suspicion in the whole economic system. The principles that companies used to 
apply before have been changed. New opportunities were open in order to build a new era of leading 
businesses, an era where the business success won‘t be measured only with the terms product, 
production process and profit. It is likely that none of the companies would succeed without the 
mentioned things; nonetheless the business success will be measured with ethical, environmental, 
and social factors. Corporate leadership won‘t be measured only with the profit that will be made but 
also with the application of the new principles. The old global trends, the competition pressure, and 
the social changes as well are reshaping the game rules for leading a successful and profitable 
business. Strategies that will be discussed below are a framework to each company in order to apply 
the new game rules in the direction of returning the trust and continuing to build competition 
advantages and long term opportunities for growth and development in the turbulent surrounding, 
without forgetting the fact that we actually contribute for a better world.  
 
  
Keywords 
 
Strategy, profit, surrounding, success, values 
 
 
 
 
 
 
  

                                                           

1 Kofi Annan, from a speech to the World Economic Forum annual meeting, New York, February 4, 2002 
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1. Internal Surrounding vs. External Surrounding  
 
Nowadays the term external surrounding is often used as an offset of the term internal surrounding. 
The term internal surrounding stands for the situation inside the company, the level of their internal 
mechanism, the financial state of the company, the degree of the qualifications of the staff. The 
internal surrounding includes the processes of producing goods and services which are under the rule 
and management by the very company. Internal surrounding factors are: the structure of the 
enterprise, the aims and the objectives, the production technology, people with their abilities, needs 
and qualifications. 
 
The external surrounding is a sum of the external conditions, the activity factors and the 
characteristics of the surrounding. External surrounding refers to the degree of the development of the 
economy on world, national and local level, technical and technological settings for functioning in the 
business sphere, stereotypes for superiority in the expenditure, the norms, the principles of behaving 
in the society, the traditions and the mental spirit which dominate in the business relations, the degree 
of the political and social stability on national and world level, the degree of the law measurements 
which are applied in the development of the economy, the unasked and unwanted processes that 
happen in the environment and the natural forces that produce the mentioned processes the state‘s 
control, the influence of the legislature and the regulatory framework for leading a business ( the 
labour law the commercial law) the control of the export and import, the control of the trade, the 
competition, the expenditure and the labour resources.  
 
The surrounding under an indirect influence means action of the factors that don‘t have a direct 
influence on the business. However, those are: the economy state, the scientific and technical 
progress, the socio-cultural and the political changes in the society, the natural geographical and 
demographical indicators.  
 
 
2. New Rules in the Turbulent Surrounding  
 
 ―Never before in the 33 years of the World Economic Forum‘s history has the situation in the world 
been so fragile, as complex and as dangerous as this year. We feel that we are living in a new world – 
with new rules and new dangers, but certainly also with new opportunities….Today we need a new, 
an enlarged concept of business leadership! ―

2
          

                     
In the past years, the concept of leading a business has changed drastically. It is very hard for the 
companies to survive in the surrounding of the 21

st
 century, which is a surrounding with many risks 

and many new opportunities for making profit and making a competition advantage in the future. 
There can be a failure very easily because of an insufficient knowledge in order to use the new 
opportunities and to transform the risks into advantages. Nowadays, changes are indisputable both in 
the external and internal surrounding in each enterprise.  
 
The motto ―the winner takes it all‖ doesn‘t function today. The new rules that would function in the 21

st
 

century would be team work that would increase the productivity and the success of the company, the 
management with knowledge and the maximum investment in each employee. In the developed 
countries and in the undeveloped ones as well, the governments are the ones that are supposed to 
be blamed for the existing inequality on national and global level. Exhausting the natural resources is 
still a compelling factor that influences on the behavior changes in leading a business. In order to 
meet the needs of millions of people for having a better access for the elementary surviving resources 
as energy, water, food without polluting and impoverishing the natural treasures and in addition to this 
we must change the approach to business and set a new policy in management if we want to 
maintain many businesses that depend on these natural treasures. This means implementing new 
technologies, more effective production systems that exhaust the natural treasures less, new 
frameworks for using the treasures, better knowledge management, new price mechanisms that 
respond to the real price of the natural resources. This means that governments must take the role of 
leaders who will make these principles reality. We must change business constantly and we must use 
the new opportunities that are brought together with the changes. All these factors are described as ‗a 

                                                           

2  Klaus Schwad, president, World Economic Forum, 2008 
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perfect storm‘. Businessmen must face the perfect storm and lead their businesses with a new 
compass. 
 
In the future, successful companies will be those that focus on creating values for the stock holders 
and creating values for the public good as well, through combining the economic opportunities with 
the ethic, social and environmental ones.  
 
 
3. What Do Changes Mean for the Business?  
 
In this complex and unstable global surrounding there are two significant things for the corporate 
leaders and their companies. 

3
 

1. New expectations 
2. New leaders‘ challenges 
 
In this kind of turbulent surrounding, all participants in business are expected more and more to do 
the following things: 
 
Investors from the multimillionaire institutions and those from small investing companies as well, look 
for better corporate transparency and responsibility. They still expect better financial performances, 
but they also strive for honesty and accentuating the values of the Executive bodies in the company. 
Investments are socially responsible and they follow the trends of the Green Economy. The only aim 
for this is to create a better world for everyone.  
 
Buyers still look for a better quality and a better value of the goods and services for the money they 
spend on. But now they want to know how products are produced, how employees and the 
environment are treated in the process of products and service delivery to their final consumers.  
 
Employees, especially young and ambitious staff look for a better balance between their work and 
their life and they also strive for professional improvement and promotion. They‘re still motivated by a 
good salary and benefits, but they want more to work in an environment where they are motivated 
respected and their opinion and knowledge matters.  
 
Government is directed towards the private sector in many countries, in order to help solving the 
public and social problems and after that solving problems connected with the national safety and 
security, terrorism, drugs, and money laundering. In one word, it‘s a struggle against the black 
economy. They still control businesses through taxes and other regulatory policies. However, they 
strive more and more to involve business corporations in production of products and services for 
social goals.  
 
Media is the basic mover for each business practice. They still follow the financial results, but 
nowadays they focus more on what hides behind the official digits, exploring and asking questions. 
They more often publish articles about ethic and social failures. As a result of the enormously great 
capacity for communication through the Internet and the global media, the news for corporate 
behavior may influence on decreasing or increasing the reputation of the company and the eminency 
of the brand. They can overnight transform a small local problem in a public world crisis.  
 
The public is more and more interested in increasing the political power, the influence of the big 
businesses and the way they function. They need answers for a lot of questions. What do big 
businesses do for the global problems that the Earth faces with? Who controls the power of the big 
businesses? Who supervises the big businesses? 
 
In order to keep the reputation and the trust, company leaders make efforts to produce goods and 
services that will satisfy buyers and they also make efforts to please the more and more bigger 
aspirations of the investors. Leaders must face the contradictory mixture of economic and political 

                                                           

3 Profit with Principles, Ira A Jackson, Jane Nelson, Published by Doubleday, Random House,Inc. 2004. Page  
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insecurity, the competition pressure, new challenges and opportunities, the increased public distrust, 
big expectations from both the market and the society.

4
 

o They should please the financial analysts and both investors and buyers, employees, 
politicians, regulatory measurements, local communities and the public; 

o Demonstrating short-term profitability and long-term growth and development; 
o Producing more products and services without damaging and exploiting the natural resources;  
o Production with low costs, but with high quality, looking for a brand, making difference 

between markets, enormous offer of the same products and services; 
o Decreasing the costs and the redundancy, keeping and attracting talented and skilled 

workers;  
o Working more transparently, responsibly, innovatively as never before, now in this kind of a 

competitive surrounding, when the competition follows every step and tries to expel you from 
the market, and finally following changes in their basic principles of the economy. 

 
 
4. Setting Principles in Practice  
 
Using practical examples, we‘ll show in the text below how companies cope with the new game rules. 
Seven strategies for a success in companies in turbulent surrounding  
 
 
4.1. First strategy - harness innovation for the public good 
 
The possibility to transform an idea in a profitable solution is a leading option towards a successful 
business. Innovations are the bloodstream of every company for acquiring competition advantages, 
creating values and an ongoing growth. Companies understand the need for integration of the ethic, 
sociological, social and natural reasoning about the process of the innovation and the efforts for 
exploration and development. However, the qualitative and quantitative innovation that the world 
needs in order to prosper won‘t happen unless there is a sense for entrepreneurship, investments of 
the private sector, abilities, technologies, funds, information networks, the results and the regulatory 
policies of the governments to solve the challenges such as the global warming, the ever-growing 
poverty and exploitation of the natural resources without having a purpose-built plan.   
 
There are many innovations that contributed to the society and the nature and they would also 
contribute for achieving financial results for the company: 

5
 

1. Embed into core business strategy; 
2. Invest in social entrepreneurs; 
3. Support institutional innovation; 
4. Implement support systems and incentives. 
4.1.1. Case Study 1. Toyota – product innovation for environment protection  
 
Today, Toyota is one of the top four companies for producing cars. The success of Toyota is due to 
the flexible production, setting good relations with the suppliers and buyers, innovations, team work, 
management practice directed towards constant improvement which is seen not only in the production 
of cars with high quality, but also in protection and preservation of the environment. The management 
concept of Toyota is ‗eliminating the waste‘. They achieved this by producing a car which is 
innovative, economic and competitive. In 1997 Toyota is the first company that produced a hybrid car, 
combining the petrol and the electric current. The car was called Prius and it emitted 90% less burnt 
gases and it had lower fuel consumption than any car in the world. That car offered better usage of 
the petrol, lower petrol consumption, modest accelerators capacity and lower negative effects to the 
environment. Toyota was awarded for the design of this car and for the protection of the environment. 
Nowadays Toyota enhances the cooperation with the competitors in order to raise the public 
awareness for increasing and spreading the market for the innovations that will protect the 
environment. 
 

                                                           

4 Business to Business – Marketing Research, Martin P.Block, Tamara S. Block. 2005.  
5 National Innovative Capacity, Chapter 2.2 in the World Forums Global Competitivness Report, 2002, Michael  E. 
Porter, Scott Stern 
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Eco innovations‘ purpose is not only to conquer the unconquered markets by supplying the new 
products, but also to increase the overall market by offering products that will do less harm on the 
environment. 

6
 

 
 
4.1.2. Case study 2. Procter&Gamble – product innovation in benefit of poverty  
 
Procter& Gamble is a company that produces home appliances and gadgets. It was founded almost 
170 years ago and it was a pioneer in the popularization of the concept for consumption brand and 
brand marketing. Today it has a portfolio of 300 products, available in 160 countries in the world. 
Recently, P&G focuses on decreasing the costs, setting competitive assets and starting to grow again 
after the weak economic results due to the World Economic Crisis. Innovations are the basis of the 
policy of this company for the growth and the development in the future. The company‘s policy is to 
produce new products for all economic levels, from the rich to the poor. Through a good management 
team that has focused on reducing the expenses, producing save and healthy products, they follow 
the trends for environment protection and improve people‘s lives. The new types of partnerships – 
untraditional alliances enable them to produce products of economic value for the poor customers. 
After four years of partnerships and investments in research and development P&G launches new 
products. The first of them is Pure Water Purifier, developed in cooperation with the American Center 
for disease control and prevention. This product allows access to clean drinking water. It should be 
taken into consideration that 5000 children die in the undeveloped countries every day because of 
illnesses caused of contaminated drinking water. The simple use of this product and the low price 
may save millions of lives. This company also negotiates with the help centres when there are 
emergency cases for using this product in cases of wars, natural disasters such as the tsunami and 
the earthquake in Japan. 
 
While collaborating with health centers, P&G makes efforts to produce a product for hygiene and 
decreasing the degree of children‘s mortality Pakistan and China. We are talking about an anti-
bacterial soap. This soap is a low cost product and it has a low price on the market Thus, the poor 
countries can afford the use of this soap. The company makes efforts through the marketing research, 
the marketing capacity and the partnership with many funds, succeeds to survive and make profit in 
this turbulent surrounding.

7
 

 
 
4.1.3. Case study 3: Nestle‘s life ventures fund 
 
In the 90‘s many analysts didn‘t consider Nestle as an interesting company to invest in. They thought 
it wasn‘t a revolutionary place but an evolutionary one which had a need of long-term investment 
instead of making profit for a short term. It seemed to be boring instead of being interesting. However, 
Nestle‘s management board didn‘t worry about this. Their policy was developing a long-term business 
instead of making a short-term profit. Their motto was ‗innovation-renovation‘. Their research centers 
all over the world made this company a centre for producing food and nutritive products for the whole 
world. This network of factories everywhere in the world respects the framework for health and safe 
environment. The nutritive products are implemented in the research process and in the development 
of the company. Nestle‘s newest innovation is launching Life Venture Fund that supplies the company 
with new scientific discoveries, technology and knowledge through investing a small amount of the 
capital. The fund is led by an independent management team and is specialized for food and science 
about life, about packaging and commercial applications without forgetting the constant growth as a 
basis of company‘s success

8
 

 
 

                                                           

6 ―The Man Behind Toyotas Green Machine‖ interview with Hiroyuki Watanabe, Business Week online, November 13, 
2000 
7 George Carpenter (director, sustainable development at Procter& gamble) quoted in P&Gs 2002 Sustainability Report 
8 Peter Brabeck Letmathe (chief executive officer, Nestle) statement in The Nestle Sustainability Review, 2002 
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4.2. Second strategy – put people at the centre 
 
Putting people at the centre explains the quality of the relations among the staff, buyers, investors, 
local partners, employees from the supply chain, and other people that help for the success of the 
enterprise or help through the process of managing. 
 
We need measurements for ensuring that the company management doesn‘t have negative effects, 
but there are positive ones for the health of people, for the security, the quality of life, their 
participation in the success of the company, and their personal development and potential as well. 
In order to be successful, the strategy of setting people at the centre of every company, we must take 
into consideration the following things: 

9
 

1. Identify key stakeholders and what matters to them; 
2. Understand the emerging human rights agenda; 
3. Protect basic health, safety and quality of life; 
4. Enable people to participate in the company‘s structures and success; 
5. Build personal potential by enhancing skills and employability through a process of longlife learning 
and development of the diversity. 
 
 
4.2.1. Case study 4: Citygroups effort to promote diversity 
 
The concept of the diversity lies in the heart of Citygroups‘ success: products and services diversity, 
locations diversity, staff diversity. In the 90‘s Citybank went through hard times but today is one of the 
most profitable companies. This means that the success lies in promoting the diversity. The list of the 
managers in Citygroups looks like mini United Nations. 98% of 250000 employees are locally 
employed throughout the countries where the company has branch offices. In many countries this 
company is considered as a business academy since thousands of their employees after their 
working life in the bank, open their own private businesses or they work in the Ministry of Finance or 
Economy. That means they acquire a lot of knowledge. Two out of five managing positions are held 
by women. Almost 50 % of the employees are women. Social investing programs in the bank are 
directed towards education and improving economic conditions in the undeveloped countries. In 1996 
Citybank launched a program about investing micro firms throughout the world. Most of the 
entrepreneurs that used loans from this bank are women. This trend was applied in almost 40 
countries

10
 

 
 
4.3. Third strategy - spread economic opportunity 
 
The best investment that every business should make is to create and maintain a long-term growth 
and to spread the economic opportunities. This enables to set better relations among all participants 
in the business and to create better business opportunities for implementing new products and 
services to new markets. Economic opportunities spread through the chain of suppliers, through 
creating new job positions, investing in the development of small enterprises, helping the society to 
build own economic assets, supporting the education by trainings, financing and technologies. 
Spreading economic opportunities:

11
 

1. Create employment opportunities; 
2. Invest in small enterprise development; 
3. Help low income communities build their economic assets; 
4. Promote e-inclusion initiative; 
5. Support education and youth development. 
 
 

                                                           

9 Profit with Principles, Ira A Jackson, Jane Nelson, Published by Doubleday, Random House,Inc. 2004.  
10 Citigroup, This is Diversity at Citibank, Annual Diversity Report, 2001 
11 Profit with Principles, Ira A Jackson, Jane Nelson, Published by Doubleday, Random House,Inc. 2004. 
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4.3.1. Case study 5: The Coca Cola system: spreading economic multipliers 
 
Coca Cola‘s success doesn‘t lie only on the legendary way of building the brand, on the innovations, 
on the marketing experts and their creativity, but in the way they set the global supply chain. The 
extraordinary supply chain spreads the economic opportunities of the company. The company has a 
portfolio of 300 products, produced and distributed via a local business system which is consisted of 
300 products in more than 200 countries. These local producers aren‘t managed by the very 
company, but they‘re managed by local the countries they operate. The connection between these 
independent producers and Coca Cola Company is ―the most valuable strategic asset‖. 
  
The success in the company depends on the success of the local partners in the countries. Building 
management skills, marketing capacities and business networks between local entrepreneurs is 
important for the company. That allows creating economic opportunities and building more powerful 
entrepreneur companies in the countries where the company works. The company spreads the 
economic opportunities. The company‘s system supports 6 out of 30 working posts in the local 
countries. The company invests a part of the profit in the development and in the modernization of the 
entrepreneurs in the poorest countries. The company invests in programs for improving the quality 
standards in the very process of production. This enables firms to be more productive and more 
competitive in the local markets. These investments helped in China, Russia and Poland to reform the 
local companies with new technology, to invest in structural changes through setting international 
management standards. Buyers and public opinion are the most important part of the whole process 
of success and development. That depends on the work of the company‘s local partners and 
spreading the economic opportunities in order to ensure long-term competitive assets for Coca Cola 
Company.

12
 

 
 
 4.3.2. Case study 6: Starbucks: working with coffee growers 
 
Starbucks in the last 30 years from a small private company in Seattle has grown in a global brand 
that nowadays is highly appreciated on the stock market in Japan and America. It owns more than 
7500 coffee bars throughout 33 countries in the world. This company has achieved growth in sale in a 
sequence of 123 months. This hasn‘t been achieved by any company so far. The company‘s success 
lies in the relations with the partners as Barnes& Noble bookstores, the Starwood and Marriott hotel, 
PepsiCo, Dreyer‘s Ice Cream, Kraft Foods and United Airlines. These partnerships are very important 
for the development of the company. One thing that is different in this company is that it implements 
innovative business relations with unprofitable organizations such as: CARE, Conservation 
International, Trans Fair USA and Magic Johnsons Development Corporation. 
 
These partnerships aren‘t only from philantropical perspective, but also from perspective to help the 
company manage better the global supply system, to conquer unconquered markets and to spread 
the economic opportunities. Starbucks collaborates with small coffee producers. The company pays a 
good price in order to buy coffee of high quality. This helps to encourage small coffee producers to 
produce the best coffee grains that the company buys from Latin America, Asia and Africa which 
speaks for the values of the company striving to produce and sell the best coffee in the world by 
investing together with Magic Johnson, naming themselves Urban Coffee Opportunities in order to 
open coffee bars in the poor parts of America.

13
 

 
 
4.4. Fourth strategy - engage in new alliances 
 
Today, companies appreciate the systematic nature of the relations among the business, the 
government, the alliances, the nongovernmental organizations, the cultural institutions, the society, 
and the nature. Enterprises adapt to the environment very easily and they constantly create 
partnerships in order to achieve growth and development on the market. Alliances are the key for 
joining the business leaders, the government and the civil leaders in joint efforts in order to achieve 

                                                           

12 Beijing University, Economic Impact of the Coca Cola System ,2003. 
13 ―25 Ideas for a Changing World‖ , Business Week, August 25, 2002 
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better exploitation of the resources, better economic efficiency, increasing the political legitimacy, and 
all of that refers to the public interest. Joining in new partnerships includes: 

14
 

1. Building alliances that will increase the possibilities to achieve the business objectives;  
2. Building alliances for increasing the philanthropy;  
3. Using alliances for creating progressive public policy;  
4. Focusing on goals, processes and a progress.  
 
 
4.4.1 Case study 7: Nike and Global alliance for workers and communities 
 
Only a couple of brands in the history have attracted so many passionate fans. One of those brands is 
Nike. Nike is an innovative company directed towards the buyers, with iconic brands and products 
that are characterized with high quality and design. For many anti global activists this company is 
transnational and it produces the products in the poorest countries where employees are usually paid 
very little and work in very bad conditions. People who work for Nike think that‘s a company with a 
very good global supply network in many countries and a developed management team which is 
directed towards a production of best quality products, fighting the competition by researching and 
designing. The company strives to satisfy buyers‘ needs and takes care for the working conditions, 
attracting new customers, new workers and socially responsible investors, tending for a good quality 
and values of the products and people‘s lives as well. Nike proved this in 1999 when together with 
International Youth Foundation, the World Bank and some smaller partners launched Global Alliance 
for Workers and Communities. The aim of this organization is to improve the working conditions for 
the employees involved in the global production system, supporting the supply chain, promoting the 
collaboration among the private, the non-profitable and the public sector.

15
 

 
 
4.5. Fifth strategy - be performance driven in everything 
 
Successful companies are familiar with the whole management of the company. They take part in the 
implementation of the management structures, the systems and the tools in order to achieve great 
results in the ethic, sociological, social and financial spheres. Companies set clear objectives and 
severe measurements for ruling and achieving goals, causing affection in the eyes of the public for 
their success. Companies don‘t only show a corporate effectiveness, but they create a frame for a 
financial stability. Thus, they set a basis for an increased trust between the company and the 
investors.

16
 

1. Achieving devotion starting from the top of company‘s management  
2. Setting clear goals  
3. Informing the public for the progress  
4. Devotion to constant learning  
 
 
4.5.1. Case study 8: Shell – establishing new performance targets in response to changing  
            expectations 
 
In the 90‘s very few people classified Shell as a well managed, an innovative and an effective 
company. Starting from their bad reputation and changing the management board, this company was 
totally transformed. In the course of time in this process of transformation Shell survives two crises in 
a sequence. The first crisis was social. The second crisis was because of the human rights that 
seriously damaged the company‘s reputation. The company was obliged to make fundamental 
changes in governing, managing and organizational changes. Recently the company has brought a 
set of basic principles about development and growth, directed towards business plans, public 
releases, making profit, value for the customers, environment protection, and the right usage of 
resources, respecting and protecting the employees, contributing to the community and society and 

                                                           

14 Profit with Principles, Ira A Jackson, Jane Nelson, Published by Doubleday, Random House,Inc. 2004. 
15 Nail Fitzgerald, address by co chairman to Unilever annual shareholder meeting, May 8, 2002 
16 Profit with Principles, Ira A Jackson, Jane Nelson, Published by Doubleday, Random House Inc. 2004. 
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collaborating with the investors. Shell has learnt from the 90‘s crisis that they should follow the 
changeable customers‘ needs and the changeable community‘s expectations.

17
 

 
 
4.6. Sixth strategy – practice superior governance 
 
In this kind of turbulent surrounding, companies face changes and social expectations, new 
governmental regulations and a voluntary initiative from the industrial sector. Superior governance is 
defined as a whole legitimity and a total acceptance of the investors and the stakeholders. This 
means a complete transparency of the company, liquidity, integrity and independence in all key 
spheres of the corporate governance: ethic, social and financial. The superior Governance ensures 
the transparency and absence of venality between the business and the governments which is called 
public governance.

18
 

1. Master the art of ―and‖; 
2. Strengthen the board of directors; 
3. Implement systems to ensure integrity; 
4. Cooperate to raise industry standards; 
5. Clean up bribery and corruption; 
6. Engage transparently in the political process. 
 
 
4.7. Seventh strategy – pursue purpose beyond profit 
 
The aim of each company is to produce products and services that satisfy the buyers‘ needs, and 
then make profit. Principles, values and aims all together present basic things which every company 
strives for, even though sometimes it might finish with competitive disadvantages, missed 
opportunities and increased costs   What Business Leader say about Purpose and Profit

19
 

 
― The reason good people stay at a company is that it is a great place to work.....Secondly, people like 
to work for good leadership. So creating a culture of leadership that people like is the key. And the 
third is, are you working for higher purpose than a paycheck? Our higher purpose is to change the 
way the world works, lives and plays.‖ 
1. Align words with actions; 
2. Engage employees; 
3. Learn from outsiders; 
4. Have the courage of conviction; 
5. Emphasize purpose and values even more in tough time; 
6. Build in accountability systems.

20
 

 
 
5. Conclusion 
 
Business leaders face complex economic challenges, political insecurity and changeable social 
expectations of the community. In conditions of economic insecurity, higher pressure for making profit 
and values for the stakeholders, international risk and insecurity, business leaders step in front with 
their companies in order to increase the operational efficiency, to reduce costs, to increase 
productivity and quality, to satisfy customers, innovations, better transparency, integrity, increasing 
the collaboration among leaders in the private sector and public authorities. Companies must show 
and prove that they are society oriented. This means communication, consulting, collaboration among 
stakeholders, employees and customers, setting ethic, economic, social effects and environment 
protection. These are some of the solutions for making profit and development in this kind of complex 
surrounding. 

                                                           

17 Malcolm Brinded, Shell s head of exploration and production, quoted in the Financial Times, page 22. ―Shell Forced to 
Hold Annual Report‖ March 19, 2004 
18 Profit with Principles, Ira A Jackson, Jane Nelson, Published by Doubleday, Random House,Inc. 2004. 
19 John Chambers, Cisco Systems 
20 Profit with Principles, Ira A Jackson, Jane Nelson, Published by Doubleday, Random House,Inc. 2004. 
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We can‘t expect and of course we shouldn‘t expect that the business will solve all economic and 
social problems in the world. Companies can‘t solve global dilemmas national terrorism and poverty. 
However, there isn‘t a more powerful means for raising prosperity and opportunities from a marketing 
system which is led by effectively regulated principles that are accepted by companies and business 
leaders. Acting together with governments and public organizations, companies have resources, 
technologies, creativity, communication networks and skills for dealing with problems in order to 
produce products and services that will improve people‘s life and at the same time they will reduce the 
harmful influence on the environment. This is how companies try to make the world a better place for 
living and still be profitable and competitive. 
 
If companies apply these strategies, there is no guarantee that they would make profit. There isn‘t a 
simple solution in a complex world that everything constantly changes. The highest risk is not to do 
anything about it. However these strategies inspire business leaders to make choice and to try them 
in their own companies and after all they may make profit. 
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Abstract  
 
This paper reveals the main features of technology transfer under the CDM (Clean Development 
Mechanism) market. The key findings include, first, the main investors as well as inventing countries 
of CDM projects were Germany, USA and Japan. In addition, the technology transfer will be a key 
issue of CDM projects. Germany, USA, Japan and Denmark were the top four suppliers while the 
main recipients are China, India, Brazil and Mexico. Furthermore, the trend of technology transfer is 
diversified from China, India, and Brazil to relatively new recipients such as Thailand, Vietnam and 
other Southeast Asia. Finally, the EU policy can reduce the uncertain of the CDM market as well as 
increase the demand of renewable energy.  
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1. Introduction  
 
This paper reveals the main characteristics of technology transfer operations under the CDM market. 
CDM is an active and emerging market which getting more and more importance under the Kyoto 
Protocol in recent years. This market is the only way industrialized nations can cooperate with 
developing countries because of its key-driver status of technology transfer. In other words, by 
participating in the CDM projects, especially those involved in the technology transfer, industrialized 
countries help developing nations to abate the Greenhouse Gas (GHG) emissions and to accomplish 
the sustainable development. It goes without saying that developed countries outrage developing 
countries in many ways when it comes to the resource of developing the environmental-friendly 
technologies, R&D, and so on. By taking part in the CDM projects, developing countries get up-to-
date technologies from transfer while industrialized nations get more CERs (Certified emission 
reductions) to benefit them in the emission trading schemes. Technology transfer will be the key issue 
of CDM projects in the future as long as EU ETS (European Union Emission Trading Scheme) commit 
to co-operate renewable energy technology into those projects to reduce substantially the emission of 
GHG. In order to observe technology transfer closely, the analysis of information provided by patents 
and the data of projects would be introduced to this paper. By looking at the performance of two data 
sets separately and combined together, it helps to display the technology transfer with aspects of 
recent development, strategies, and the trend it is heading on.  
 
 
2. Background  
 
Before we start analyzing the data, two downsides that would affect the development of technology 
transfer under the CDM market should be mentioned: uncertainty and risk. The uncertainty of CDM 
market comes from the situation that after 2012, there will be no compulsory regulations to force the 
Annex I countries to reduce the GHG emissions. Given the fact that CERs are traded under the EU 
ETS, ETS will be the biggest and one of the key factors that has huge influence on CDM market. 
Accordingly, the regulations of EU ETS after 2012 would have certain degree of effect on the demand 
and the cost of CO2 under CDM. However, the complete regulations of EU ETS have not been made 
so far, and the cost might be on CDM. On the other hand, the indefinite regulations after 2012 raise 
the risk of participating in CDM projects because the policies are changeable, including both 
international and domestic policies. For example, the monitoring methodologies in international 
policies might be altered after 2012, and the completely new methodologies in domestic ones might 
be come up with and interrupt the proceeding projects. Despite the downsides, the CDM market is still 
cardinal for the technology transfer, and by reviewing the data of patents and projects, the picture of 
technology transfer under CDM market would be drawn as below.  
 
 
3. The Technology Transfer under the CDM Market  
 
Before discussing about the technology transfer under the CDM market, an overview of energy 
market and CO2 emissions will help to understand better about the importance as well as the 
meanings of technology transfer.   
 
 
3.1. The overview of energy market and CO2 emissions  
 
In general, the energy demand will increase in the future because people will consume more and 
more energy and drive the need to soar. Figure 3.1.1 shows that, if all other conditions remain the 
same, the primary energy demand will increase by the time period 2007 to 2050 in OECD and non-
OECD countries. Compare to the OECD countries, the energy demand in non-OECD countries 
sharply increases from 2007 to 2050, they accounts for 89 percentage of the increase in world energy 
demand in this scenario (IEA, 2010). The difference in energy demand between OECD and non-
OECD countries is attributed to their level of development. Almost all of the OECD countries are fully 
developed - they have good economic conditions, focus on the environmental problem in the early 
stage, and employ many environmental policy instruments and technology innovation to reduce the 
emissions in order to reach the compliant goals. On the other hand, almost all of the non-OECD 
countries are still in need of developing their infrastructure such as transportation, buildings, and 
industry to catch up with those who are already fully developed. No doubt that they have more energy 
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demand and will be the main party contributed to the energy consuming.  
 
Figure 3.1.1: OECD and non-OECD primary energy demand in the Baseline scenario  

 
Source: IEA (2010), Energy Technology Perspectives 2010: Scenarios & Strategies to 2050, 
IEA/OECD  
 
Besides, it is reasonable to infer that the energy demand and the CO2 emissions will move in the 
same direction. In other words, if all other conditions remain the same, the increase of the energy 
demand will increase the emissions of CO2. Figure 3.1.2 shows that the global CO2 emissions in the 
baseline will be increased naturally by the time period 2007 to 2050. However, many countries 
promise to abate the CO2 emissions to their compliant goals and finally reduce the total CO2 
emissions as a whole to reach the blue map scenario. Under this blueprint, non-OECD countries like 
China, India and Brazil will be the main contributors to reduce the emissions by adopting the new 
innovated technology and many other approaches to improve the energy efficiency (IEA, 2010).  
 
Figure 3.1.2: Global CO2 emissions in the Baseline and BLUE Map scenarios 

 
Source: IEA (2010), Energy Technology Perspectives 2010: Scenarios & Strategies to 2050, 
IEA/OECD  
 
Note: Industry includes blast furnaces and coke ovens, as well as the non-energy use of 
petrochemical feedstocks. Industrial-process emissions are excluded. Other includes agriculture, 
fishing and forestry. All material derives from IEA data and analysis.   
 
The scenarios of the energy demand and the CO2 emissions mentioned above disclose that 
technology transfer from OECD countries to non-OECD countries is essential if the goal of reducing 
overall CO2 emissions under Blue Map wants to be accomplished. Following, this paper is going to 
analyze the technology transfer under the CDM market by two approaches – projects analyzing and 
patents analyzing. Section 3.2 is going to discuss about the CDM projects and section 3.3 is going to 
talk about the patents.   
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3.2. Analysis of the CDM projects  
 
Data Source 
Before analyzing, we should look at the sourcing and the definitions that will be used in advance. The 
data of the CDM projects derives from the paper ―The contribution of the Clean Development 
Mechanism under the Kyoto Protocol to Technology Transfer‖, released by the United Nations 
Framework Convention on Climate Change (UNFCCC) in 2010, is collected the data until 30 June 
2010. In addition, the definitions of the technology transfer under the CDM projects are made by the 
project participants who claim in the project design documents (PDD). There are three types of 
technology transfer: Technology transfer of equipment only, Technology transfer of knowledge only, 
and Technology transfer of equipment and knowledge. In this paper, three types of technology transfer 
are employed and projects involved in any one type of technology transfer will be counted as transfer 
projects. However, some project participants do not mention or indicate the technology transfer in 
PDD and thereby cause the difficulty to recognize those projects as related to technology transfer. 
Therefore, this paper only studies the projects which are clearly indicated to be involved in technology 
transfer by PDD

1
.  

 
Analysis 
The figure 3.2.1 shows that the number of transfer projects in countries like India, Brazil, and China 
were sharply decreased in comparison with the transfer project number in all countries, which 
revealed only the slightly decreased form 2006 to 2010. However, 30 percent of the projects were 
expected to be involved in technology transfer (see table 3.2.1), and China, India, Mexico and Brazil 
were the top four host countries among all other countries.  
 
Except Mexico, China, India and Brazil had relatively low proportion of technology transfer projects in 
comparison with other countries - they only had no more than 25 percent of transfer projects, far 
behind Indonesia, Malaysia, Thailand, Vietnam and Chile, which had more than 50 percent of projects 
involved in technology transfer - although they were one of the four biggest host countries in CDM 
projects. Mexico was the only top four host countries that had high proportion of technology transfer 
projects (see Table 3.2.1).  
 
Figure 3.2.1: The Trend of technology transfer (By number of projects) 

 
Source: The contribution of The Clean Development Mechanism under The Kyoto Protocol to 
Technology Transfer, UNFCCC, 2011 
 

                                                           

1 Many of the projects are proceeding.  
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Table 3.2.1: Technology transfer for projects in selected host countries 
 

Country Number of 
projects  

The approximate number 
of projects involved in 
technology transfer 

The percentage of the projects 
involved in technology transfer 
in countries  

Brazil 338 84 25% 

Chile 69 35 51% 

China 1993 378 19% 

India 1254 163 13% 

Indonesia 100 59 59% 

Malaysia 127 76 60% 

Mexico 165 136 82% 

Republic of Korea 72 36 50% 

Thailand 115 92 80% 

Vietnam 106 77 73% 

All others 645 380 59% 

Grand Total 4984 1516 30% 

Source: Author‘s calculations, based on the data sources.  
 
In addition, about 84 percent of the CDM projects involved in the technology transfer were invested by 
the Annex I countries while the other 16 percent of them were from the Non-Annex I countries (See 
Table 3.2.2). Germany, USA and Japan were the top three investing countries in Annex I countries as 
well as in the world. They supplied 41 percent of the CDM projects. In Non-Annex I countries, the 
leading sources were China, India, Korea, Taiwan, Brazil and Malaysia. Together they supplied 16 
percent of the overall projects. Besides, China and India were the top two suppliers in Non-Annex I 
countries and together they supplied 10 percent of the overall projects. China also was the rank fifth 
supplier in the world.  
 
Table 3.2.2: Leading source of the technology transfer 
 

Countries The percentage of projects The approximate number of the 
projects  

All Annex I  84% 1274 

Germany 17% 258 

USA 14% 212 

Japan 10% 152 

Denmark 10% 152 

Spain 6% 91 

Canada 5% 76 

UK 4% 60 

Other Annex I 18% 273 

All Non-Annex I 16% 242 

China 7% 106 

India 3% 46 

Republic of Korea 1% 15 

Taiwan 1% 15 

Brazil 1% 15 

Malaysia 1% 15 

Other Non-Annex I 2% 30 

Source: Author‘s calculations, based on the data sources.  
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3.3. Patent analysis 
 
Data Source 
Again, we should look at the sourcing and the definitions that will be used before analyzing. The data 
source of the patents derives from the paper ―Invention and Transfer of Climate Change Mitigation 
Technologies on a Global Scale: A Study Drawing on Patent Data‖, written by Antoine Dechezleprêtre, 
Matthieu Glachant, Ivan Hascic, Nick Johnstone and Yann Ménière in 2010. Dechezleprêtre (et al.) 
employed the EPO/OECD World Patent Statistical Database (PATSTAT) and extracted all patents 
from 1978 to 2005 in thirteen climate–mitigation fields. These fields included seven renewable energy 
(wind, solar, geothermal, marine energy, hydropower, biomass and waste-to-energy), methane 
destruction, climate friendly cement, thermal insulation in buildings, heating, electric and hybrid 
vehicles, and energy-efficient lighting.  
 
Analysis 
 
Table 3.3.1: Top 12 inventors, with average % of total inventions (2000-2005)  
 

Country Rank Average % of world‟s inventions 

Japan 1 37.1 % 

USA 2 11.8 % 

Germany 3 10.0 % 

China 4 8.1 % 

South Korea 5 6.4 % 

Russia 6 2.8 % 

Australia 7 2.5 % 

France 8 2.5 % 

UK 9 2.0 % 

Canada 10 1.7 % 

Brazil 11 1.2 % 

Netherlands 12 1.1 % 

Total  - 87.2 % 

 
Table3.3.2. Export rate of inventions by inventor country (2000-2005)  
 

Inventor Country Export rate of inventions 

Netherlands 89.9% 

UK 60.3% 

France 46.1% 

Germany 56.1% 

Canada 56.9% 

USA 42.3% 

Korea 24.5% 

Japan 21.7% 

Australia 15.8% 

China 6.8% 

Brazil 6.9% 

 
Table 3.3.1 shows the top twelve inventor countries. The total proportion of innovation in those 
countries accounted for 87 percentage in the average of world‘s inventions from 2000 to 2005. Japan, 
USA, Germany and China were the top four inventing countries in the world. They had more than 65 
percent of innovations in the world‘s average. In other words, half of the innovations all over the world 
were from the top four countries.  
 
Table 3.3.2 displays the top twelve export innovation countries from 2000 to 2005. The top five export 
innovation countries were Netherlands, UK, France, Germany and Canada. Looking at the Table 3.3.1 
and Table 3.3.2 together, it is clear that the top 12 inventing countries and top 12 export countries 
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were significantly difference. This dissimilarity was caused by many reasons. For example, the bad 
performance of diffusing technology abroad like Japan, Korea, and Australia, the changing of policy 
priority like China

2
, and so on.   

 
Figure 3.3.1: Share of technology flows from OECD to non-OECD countries in total flows, 1978-2005 

 
 
Figure 3.3.2: Share of climate-related innovation in the top 4 inventing countries  

 
Note: Chinese patent data is not available before 1985.  
 
The share of climate technologies as well as the all technologies flows from OECD to non-OECD 
countries in total flows were increased from 1978 to 2005 (See Figure 3.3.1). Figure 3.3.2 shows that 
the share of climate-related innovation from 1998 to 2005 in Japan, Germany and China were slightly 
increased. In 2005, Japan became the top one inventing countries while the USA was the last one of 
the four, ranked behind China.   
 
 
4. Key Findings and Conclusion 
 
First of all, according to the data shows on patents, the main investors as well as inventing countries 
of CDM projects were Germany, USA and Japan. Besides, the flows of climate technologies from 
OECD to non-OECD countries were gradually increase between years 1978-2005. Of which projects 
related to climate technology, China was the third inventing country, better than other inventing 
nations such as USA (rank 4), South Korea and Russia. The other fact uncovered by data was that 
EU and North America were the leaders of technology export countries under the period of 2000-

                                                           

2 China changed their policy priority to innovate non-environmental technologies to foster their economic growth.  
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2005. This fact also corresponded to the fact that EU and USA were the main investors of CDM 
projects.  
 
In addition, based on the data shows on projects, it is oddly that the numbers of technology transfer 
projects under CDM market were decrease, from year 2006 to year 2010. However, within all of the 
CDM projects, almost 30 percent of them were directly link to technology transfer, and if we rule out 
the projects that did not indicate or mention about technology in their documents, there were 40 
percent of CDM projects that involved technology transfer (Stephen Seres, Erik Haites and Kevin 
Murphy, 2010). Observed on this proportion, no doubt that technology transfer was, and much likely 
will be, a key issue of CDM projects. To further look at the details of technology transfer projects, we 
found out that Germany, USA, Japan and Denmark were the top four leading source countries while 
the main recipients are China, India, Brazil and Mexico. For the recipients, Mexico hosted more 
technology transfer projects than the other three countries.   
 
Finally, data analysis based on patents and projects suggested that the main investors are the key 
suppliers of technology transfer, and the percentage of technology transfer were equal to or above the 
50 percent of projects if ruled out the recipients of China, India, and Brazil. The reason to exclude 
those three nations is because after those years of top recipients of technology transfer, China, India 
and Brazil have already had the capability to develop their own technology innovation and have their 
own R&D. Therefore, the trend of technology transfer is diversified from these three countries to 
relatively new recipients such as Thailand, Vietnam and other Southeast Asia.  
 
Data analysis also suggested that the trend for demand of energy and carbon emissions, if all other 
conditions remain the same, will be increased, so that the adoption of the climate-related technologies 
will be extended in the world and brings another opportunity for CDM market to further develop. 
However, China, India and Brazil, which used to be the biggest recipients, should be substitute by 
other less-developed countries to host the main technology transfer projects.  
 
Technology transfer is a key point of developing environmental-friendly technologies to safeguard our 
earth place. To do so, the policies made by EU can reduce the uncertainty of the CDM market as well 
as increase the demand of renewable energy. The profitability will be brought to the investors if they 
aim at R&D of renewable energy and cooperate with recipients under CDM projects. 
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1. Introduction to the Virtual Office 
 
Business environments throughout the world are changing dramatically due to the strains of a 
global recession.  As costs increase and revenues decline, those involved in work activities in 
both the private and public sectors seek innovative methods to enhance efficiency throughout 
their operations.  One such method is the rapid rise of the virtual office.  Many businesses have 
found that a virtual office can significantly increase productivity and lower costs, if done effectively.  
However, the mere implementation of a virtual office without attending to the requisites for 
successful implementation may lead to disappointing outcomes in the short term.  This paper 
identifies the critical steps for successful implementation of a virtual office work environment, and 
presents case examples of increased efficiency and cost savings.   
 
A Virtual Office (VO) is a fully functional worksite that connects workers to the business activity in 
the least cost and most effective manner, but does not require the worker to come to a central 
office site to connect to the business activity.  Workers may work from home or from locations 
closer to home, thereby providing more flexibility and lower costs to the organization.  Having a 
VO differs from telecommuting, which usually means someone is just ‗working from home‘.  A VO 
is an intentional activity that is part of a management design to increase productivity and lower 
costs throughout the business.   
 
 
2. Implementing a Successful VO 
 
The successful implementation of a Virtual Office requires adherence to the following steps: 

o Determine Management Readiness – Management of workers is an essential component 
of the Virtual Office, but is done with little face-to-face contact.  New strategies are 
needed to keep management abreast of work activities so that adjustments can be made 
and workers can remain at high levels of productivity. 

o Assess Technology Requirements – Businesses need to assess systems to determine 
their effectiveness in providing workers access to their work and their customers. 

o Develop Metrics – Each position transitioned to Virtual Office should have standard 
metrics.  Metrics facilitate measurement of key factors such as productivity, quality, 
absenteeism, and retention. 

o Implement, Evaluate, and Adjust – Each position transitioned to Virtual Office should be 
evaluated after an adequate amount of time (approximately one to three months) to 
assess whether to make the transition permanent.  Adjustments (i.e., technological 
changes, additional training for employees, new measurements, etc.), if needed, can be 
made during this evaluation. 

 
 
2.1. Management readiness  
 
Management readiness depends in large part upon an education management team to guide the 
transition and implementation.  Managers must be aware of the benefits of a VO if they are to 
commit to its successful implementation.  Benefits accrue to three different beneficiaries:  to the 
employer, to the employee, and to society.  These benefits have been further defined by the US 
Department of Education for its VO Program as follows: 
  

Societal Benefits Employer Benefits Employee Benefits 

Increased family involvement 
in community and schools. 

Reduced absenteeism and turnover. Increased job satisfaction. 

Improved conservation of 
transportation fuels. 

Reduced administrative costs 
associated with office space (rent), 
utilities, equipment, and parking.  

Commuting time 
reduced/eliminated. 
 

Reduced air pollution, 
commuter trips and traffic 
congestion, thereby improving 
the environment.  

Continuity of essential government 
functions in the event of national or 
local emergencies, such as a natural 
disaster or pandemic.  

Increased flexibility in coordinating 
work schedules with personal and 
family priorities. 
 

Improved employment 
opportunities for individuals 
with disabilities. 

Improved employee morale and 
motivation. 

Employee's ability to capitalize on 
peak productivity periods. 
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Reduced wear and tear on 
roadways. 

Improved service to internal and 
external customers. 

Improved quality of life. 
 

Increased employment 
opportunities for retired 
individuals. 

Increased employee productivity. Reduced costs for transportation, 
food and clothing. 

 
(Virtual Office Implementation Toolkit, Arizona Health Care Cost Containment System, et. al., 
2007) 
 
These benefits must be considered and assessed before implementation of a Virtual Office 
program.  If they are not embraced as both desirable and achievable, then the time is not right for 
VO.   
 
 
2.2. Assess technology requirements 
 
The successful implementation of VO is heavily dependent upon availability of secure high-speed 
internet communications.  Much more of the communication between workers and management, 
as well as between workers and the work place itself, will rely upon email and a Virtual Private 
Network (private access to a company server) access.  The more recent emergence of ‗cloud 
computing‘ is also becoming an essential element of VO success, as the cost to maintain and 
service in-house servers increases.  These technologies are widely available, but not always so.  
It is important to each worker‘s needs to carefully access the technology, and to convey a clear 
understanding of how best to use it. 
 
 
2.3. Develop metrics 
 
There are many ways to measure savings from implementation of a Virtual Office.  It may be that 
the only cost is that of assessing the move to a VO, which will require some management and 
worker time.  Once that analysis is complete, a VO program involves primarily just measuring 
savings.  Suggested metrics for measuring savings are identified below: 
 
 
2.3.1. Reduced sick leave 
 
One can calculate the reduction in leave days before and after implementation of VO, as a worker 
is much more able to work from a home location than from a central office setting.  
 
 
2.3.2. Increases in productivity 
 
One may calculate the difference in productivity from implementing a Virtual Office as compared 
with productivity from within the traditional office setting.  This may involve measuring and 
comparing metrics like a) how many applications were processed in a month, b) how many calls 
were handled in a month, c) how many cases were processed in a month, etc.  
 
 
2.3.3. Space reduction savings 
 
Space reduction savings accrue when space is no longer needed by the organization.  Space 
reduction savings can be measured when space is vacated and no longer paid for.  The closing of 
an office building should be considered a savings as well as reverting leased space back to the 
landlord.  Savings also accrue by reducing or eliminating the lease expenses, utilities, janitorial 
and maintenance costs. 
 
 
2.3.4. Annual vehicle miles, pollution, commute time and fuel saved 
 
Many workers drive alone to work alone.  A reasonable estimate of those who drive alone would 
be 70 percent of the workers in any given workplace. The average commute distance can be 
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determined prior to implementation of the VO.  Use these figures to calculate the number of miles 
saved per year.  For example, if your business has 20 VO workers who commute an average of 
33 miles round trip with 248 working days per year, the calculation of miles saved would be 
20*248*0.695*33 = 113,758 commute miles saved.  Vehicle emissions tests show that one pound 
of pollution is emitted for every thirty miles driven (USEPA, 2011).  Using the Commute Miles 
example above, the calculation of pounds of pollution saved would be 113,758/30 = 3,792 pounds 
of pollution saved per year. Multiply the number of vehicle trips saved per year by 72 and divide 
by 60 to get the annual number of hours saved by VO in one year.  The calculation of commute 
time saved would be 20*248*0.695*72/60 = 4,137 hours saved per year. 
 
 
2.3.5. Gasoline saved 
 
Divide the number of vehicle miles saved per year by 21 (average vehicle miles per gallon, 
USEPA, 2011) to get the number of gallons saved per year.  Multiply this number by $3.62 to get 
the annual fuel cost savings (Higgens, 2011). 
 
 
2.3.6. Non-quantifiable savings of virtual office  
 
Daily stress reduces employee productivity, and driving to work is one of the most stressful parts 
of our workday. Driving on congested roadways has physical and psychological costs as well. 
Recent studies show that the stressful commute to and from work has diverse effects on blood 
pressure, mood, tolerance, frequency of illness, work absences, and job stability (Schrank, et. el., 
2010).  Perhaps this is one reason why employees are often more productive in a virtual setting. 
 
 
2.4. Implement, evaluate and adjust 
 
A key to success of any business program is to evaluate and adjust following implementation.  
Ongoing assessment of management readiness, technological requirements and cost-
effectiveness can help ensure that the benefits of a Virtual Office environment continue to accrue.   
 
 
3. Emotional Intelligence and other Inter-personal Considerations   
 
Moving to a virtue office working culture ameliorates some human-relations challenges while 
exacerbating others.  In this discussion we draw upon both the literature and our own experiences 
with training virtual teams comprised of employees still working in the traditional, ―on site,‖ office 
environment, but managing the dynamics of teams comprising fellow employees domiciled in 
multiple, geographically separated work sites.  The challenges are similar in that they involve the 
complexities and difficulties of effective communication among employees who rarely, if ever, 
know each other from working together in close proximity.  In many cases physical contact is 
limited to once-yearly team confabs which, more often than not, are over-scheduled with technical 
and strategic-planning exigencies.  Rarely do fellow team members get the chance to become 
acquainted at more than a superficial level.  Email exchanges, phone conversations, and video 
conferencing all fall short of achieving the depth of visceral connection that we associate with 
effective working relationships. 
 
 
3.1. Upgrading the rare face-to-face gatherings 
 
When far-flung team members come together for their infrequent meetings, intentional time needs 
to be budgeted for building familiarity and connectedness among the individuals comprising the 
work teams.  This is not accomplished with a superficial two-hour ―team building‖ exercise on 
Friday afternoon after the group has invested four days passively absorbing technical updates and 
policy revisions.  Indeed, the first order of business for employees who neither see each other 
regularly, nor have previously developed close working relationships, is to invest in relationship 
building.  In our work with corporate clients and MBA students at Seattle University, we routinely 
recommend a minimum of two full days, ideally off-site and overnight, for achieving an acceptable 
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level of group cohesion and relational trust, familiarity and connectedness (Weis and Prussia, 
2003).  
 
 
3.1.1. Experiential training offsite  
 
We recommend that geographically separated team members, as well as employees physically 
separated by a virtual office work configuration, invest in a minimum of two full days and one 
evening engaged in a purposeful relationship-building regimen.  And because the slope of the 
relationship-building curve really turns steep after a full day of intense inter-personal encounter, 
we strongly advise budgeting three days and two nights to accomplish thrice what can be 
accomplished in two days and one night – three times the impact by adding another day.  The 
effects on employee retention alone yield a return that compensates many times over for the 
offsite time and direct financial investment in training.  In our work with fully-employed MBA 
students, largely professionals in their late 20‘s to late 30‘s, the financial yield to Seattle University 
from profoundly enhanced retention rates is over 100 times the incremental investment (Prussia 
and Weis, 2003-2004).    
 
For example, in the four years subsequent to implementing a required relationship-building 
regimen for new MBA students (as part of a course on ―Leadership and Team Development‖), we 
captured an incremental $3.2 million USD on improved retention rates alone (as compared to the 
four years prior to this implementation).  The investment in developing the new curricula was 
negligible, estimated to be approximately $8,000 for a summer grant to support a faculty 
member‘s time in program development.  The ongoing return is even higher, as we pass on the 
incremental costs of the group-building retreat (3 days and 2 nights) to our students.  Each retreat, 
attended by between 26 and 30 graduate students, yields an incremental average 2.8 retained 
students, or $126,000 in additional tuition spread over 2 ½ years.  The average cost of each 
retreat is $10,500, but this incremental cost is over-reimbursed by charging our MBA students an 
additional course credit for the experience, which comes to $20,900 for each class.  Hence our 
true yield is the over-reimbursement ($10,400) plus the $126,000 incremental tuition, or $136,400.  
Since the actual on-going investment is a negative $10,400, the rate of return is theoretically 
infinite.  If we were to bear the investment (i.e., not charge our students for the class), the return 
would be $126,000 / $10,500 = 1,200 percent over an average 2 ½ years, or 480 percent per year 
(Weis, 2001).   Although the analysis for financial return may differ for employee retention rates, 
the same approach that we used for students can be applied to determine the rate of return on 
investment for emotional intelligence programs geared to employees.   
 
 
3.1.2. Emotional intelligence training 
 
The other critical training that compensates for employees who are physically separated and 
working together virtually is training in emotional intelligence (EQ) awareness and behaviors.  
Under the most ideal interpersonal circumstances, where employees see each other daily and 
work regularly in physical proximity, EQ skills, exhibited throughout the work culture, can make all 
the difference for organizations that must attract, hire, retain, and motivate the best talent 
available.  We find among our clientele, drawn from a largely engineering and scientific industrial 
environment (Boeing, Microsoft, Dendreon, Fred Hutchinson Cancer Research Center, etc.), that 
hiring the top engineers and scientists in the world is a non-negotiable imperative.  Keeping and 
―turning on‖ those top engineers demands attention to the fundamental skill set of emotional 
intelligence.  The ―bad news‖ is that EQ skills do not routinely adhere to those who possess 
technical brilliance.  The ―good news‖ is that it can be taught and honed (Weis and Arnesen, 
2007) 

 
 

3.1.3. T-Group training for authentic communication 
 
All of the myriad challenges of open, authentic, clear communication are exacerbated by the 
physical separation that is the essence of the virtual office.  Special efforts are required to assure 
―authentic data flow‖ among individuals in the virtual office environment.  For the past 60 years the 
only consistently effective methodology for enhancing authentic communication among people – 
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whether physically ―in-person‖ communication in the pre-virtual traditional workplace setting, or 
communication complicated by the media of email, phone, and conferencing – is the T-Group 
pioneered by the National Training Laboratories in 1947.  A discussion of the specifics of T-group 
training is beyond the scope of this discussion.  Its importance and effectiveness, however, have 
become even more apparent with the recent break through discoveries and conclusions from 
neuroscience, specifically neuro-plasticity.  The T-group remains the only documented 
intervention for directly training the brain‘s limbic system.  Furthermore, an effective T-group 
program is most assuredly within the reach of an organization‘s training budget and training 
agenda (Weis, Hanson and Arnesen, 2009). 
 
 
4. Lessons from Implementing the Virtual Office at Sound Law Center 
 
Sound Law Center, LLC is a group of six attorneys involved in mediation and arbitration of 
environmental and land use disputes.  The group also provides training of elected officials and 
government workers in mediation and in how to conduct hearings.  Sound Law Center (SLC) 
serves primarily cities and counties in the Puget Sound region of Washington State. 
 
The attorneys at SLC come from a variety of backgrounds.  Prior to joining SLC, all worked in a 
traditional office environment with receptionist, secretarial pool, bookkeeper and paralegals.  
When SLC was first formed over seven years ago, it, too, retained a receptionist, bookkeeper, and 
paralegals.  By that time, the role of secretary had been eliminated as each attorney was adept at 
producing documents without need of typing or transcribing assistance.  SLC did add the role of 
editor to help ensure documents are produced to the highest professional standards. 
 
SLC was organized as a Limited Liability Corporation.  This was done, in part, to provide flexibility 
in our management structure.  Each attorney contracts with the LLC as an Independent 
Contractor to provide services.  Common expenses are paid by the LLC; individual professional 
expenses are paid (and deducted from income) by the Independent Contractor.  SLC initially 
leased office space in a five-star office building in the Pioneer Square area of Seattle.  Total 
overhead expenses of lease and personnel exceeded $25,000 USD each month.  These 
expenses needed to be deducted from income prior to any attorney receiving compensation; each 
attorney then had additional expenses to deduct.   
 
After about two years of operation, the lease for SLC Offices came up for renewal.  After a series 
of meetings with SLC Attorneys, it was determined that we should allow the lease to expire and 
move to a virtual office environment.  We were led on this journey by one who was initially our 
bookkeeper, but now was assigned the role of Business Manager in charge of the transition to a 
virtual office.  We first determined that each individual was actually comfortable with and in favor 
of giving up an office for working at home, at a library, or a coffee house.  To the surprise of the 
older attorneys, it was learned that most were highly supportive of this change.  They found that 
commuting and parking and showing up each day could be a real challenge, and preferred the 
freedom to do work when and where they wanted.  We also determined we could significantly 
lower common costs, perhaps as much as $15,000 each month (the cost of office space and 
paralegal help).  SLC was ready to make the transition.   
 
We needed to upgrade our computers and network to make the transition smooth.  We retained 
the services of a computer technician skilled in remote access and networking.  He met with us 
several times to determine our needs.  He then set up a ‗dummy system‘ of VPN access, a library 
of documents on a server, and access to records on a cloud computing platform.  After several 
weeks of using and fine tuning this system, SLC made the transition.  Now, all documents can be 
accessed remotely and financial records, members calendars, and project timeline information is 
stored ‗on the cloud‘ for access at any time.  We continue to enhance and refine this system, but it 
already far eclipses are most optimistic projections.   
 
SLC also found a small office space to house our technology, and to provide document assembly 
and conference capabilities.  Computer stations may also be scheduled for work if one chooses to 
do so.  Efficiency of document production has increased leading to a marketing advantage as our 
costs of services decreased compared to those in traditional offices.   
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SLC Member satisfaction is measured each month at the time of invoice submittal and payment.  
Each member is given an opportunity to submit comments as to what is working well and what 
can be improved.  Improvements are implemented regularly.  SLC also retained an expert in 
Business Communications after our first year of the virtual office experience.  This individual 
talked to each SLC Member in confidence, and shared the results of her surveys.  We were 
pleased that all who work with SLC – and SLC clients – gave high marks for the virtual office 
experience.   
 
SLC provides regular office outings for its members to interact socially and to enhance 
professional skills.  These are an important component to the ongoing success of SLC.  They 
might include a Legal Education seminar where an outside speaker is brought in, or a golf outing 
where prizes are offered to participants.  These are enjoyable events, optional for each member.  
Nearly all have 100 percent attendance.   
 
Over the past five years of virtual office experience, SLC has cut overhead significantly (by as 
much as 60 percent), has increased productivity (by as much as 50 percent), and has increased 
satisfaction of SLC Members.  It is an experience that has worked well for SLC, and could work 
well for others.  
 
 
5. Summary and Conclusions 
 
Many companies are seeking methods to decrease overhead and increase employee satisfaction.  
A transition to a Virtual Office environment is one way to do this in a manner that can significantly 
decrease overhead and just as significantly increase employee satisfaction.   
 
A successful transition must pay attention to management readiness, technology requirements, 
and how to measure increases in employee productivity and satisfaction.  Once implemented, the 
benefits must be measured to allow for a continued commitment to the virtual office environment.  
A focus on providing enhancement to employee emotional intelligence quotients is an important 
aspect of a transition to a virtual office environment. 
 
Many companies are making a successful transition to the virtual office environment.  With careful 
preparation and attention to details during and after the transition, we believe that most 
organizations could enjoy the benefits of a virtual office environment.      
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Abstract 
 
There is not a single country in the world that has not experienced crisis. However, some countries 
return to the path of recovery rather quickly while other countries   struggle with it for much longer. 
Numerous factors can affect in what way and for how long will a country cope with crisis, such as 
fiscal policy, monetary policy, openness to external markets, level of economic development, level of 
indebtedness, political system in place etc. This paper proposes that one of the key factors might be 
the influence of entrepreneurs. While during turbulent times ―rational‖ economic agents will disinvest 
(for purposes of risk avoidance) in this way feeding the crisis even more, entrepreneurs will (because 
of their propensity to adapt to changing environment and accept relatively higher risks) readily start 
new business ventures. In this regard, entrepreneurs alter business environment by boosting up 
investments, employment and growth, helping the economy to break up the vicious circle of crisis 
before the others.  
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1. Introduction 
 
We are all witnesses of economic downturns throughout the world. Scholars and businessmen are 
referring to it as the global crisis. Crisis has direct and multiple effects on world economies and 
economic agents. Slowdown of economic activities and investments, increase of unemployment, 
decrease of international trade and social unrest are just some of the most important ones. 
 
According to Seeger, Sellnow and Ulmer (1998) there are a few defining characteristics that can be 
ascribed to any crisis. Those characteristics are "specific, unexpected, and non-routine events or 
series of events that create high levels of uncertainty and threat or perceived threat to an 
organization's high priority goals." Thus the fundamental characteristics are that the event is: 

1. Unexpected; 
2. Creates uncertainty and 
3. Is seen as a threat to important goals. 

 
One of the distinctive characteristics of economic crisis is that it occurs more or less unexpectedly. 
History reveals that when crisis is expected it often does not come into existence, because political 
and economic subjects prepare safety nets which mitigate potential effects of it and shorten its 
duration. However, once a country enters into economic downturn, recovery comes very slowly. One 
of the main impediments to recovery is a well-known spiral effect. Economic subjects expecting crisis 
to deepen, cut off their investments which in turn decreases spending and employment causing more 
and more economic agents to do the same. First investments in line for cut-off are the ones bearing 
greater risk, which are most often international business ventures, R&D investments and new product 
innovations. In the end, economic agents trying to behave rationally alter business environment in the 
way it becomes less awarding for business conduct. To a certain degree behavior of economic agents 
described above is rational and expected. 
 
The other main impediment is a spillover effect. In today‘s globalized world it is impossible to find a 
country whose economy is not to a certain degree dependent upon economy of some other country, 
whether it is for importing/exporting purposes, obtaining capital, adequate labor or other factors of 
production. That is why when one country is struck by economic downturn, its effects spread like a 
wave to a number of countries which are in any political or economic way linked to it. This could be 
easily seen lately with Greek crisis spreading to many countries of the Euro zone.  
 
To get out of the vicious circle of crisis, it is important that a critical mass of economic agents starts 
going in the opposite direction, i.e. increasing investments, which will in turn increase production, 
employment and consumption and will also probably have positive fiscal impact and impacts on a 
state of a country‘s current account. This paper proposes that key economic agents in this sense are 
entrepreneurs because of their behavioral traits that allow them to recognize opportunities before the 
others, act fast in a turbulent environment and adapt to a different levels of uncertainty and risk.  
 
 
2. Role of Entrepreneurs  
 
There are numerous papers focusing on entrepreneurship, trying to improve our understanding on 
reasons why they act, how they act, describing their most common strategic options and/or describing 
what seems to be a unique set of psychographic and behavioral traits of entrepreneurs. A different 
kinds of studies have been conducted, both in stable and turbulent environments, however, a 
commonly accepted definition of entrepreneur is still missing.  
 
According to Iyk Nnamdi Ibeh, (1998) the word ―entrepreneur‖ is of French origin. Its antecedents 
include ―entreprendre‖ meaning ―the bold willingness to undertake something‖ or ―to contest rethe 
established order‖; ―aprendre-entre‖, that is, to reconnoiter a town in order to attack it from all sides. 
The entrepreneur has also been characterized as: one attempting the ―ventura‖ fate, quest of oneself 
through uncertainty; and whose punishment or reward could be the ―afortuna‖ storm, risks or money 
(Verin, 1982); ―impetuous, jumping at the opportunities, looking for new challenges‖ (Say, 1803).     
 
All of the quoted authors stress out boldness or willingness to struggle with risk as a key characteristic 
of an entrepreneur. Schumpeter (1962) argued that although risk taking is one of the most important 
traits of an entrepreneur, innovation is the key that distinguishes the entrepreneur from the manager. 
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Technological and product innovation are thus another important end product of entrepreneurial mind. 
 
All of the above mentioned authors stress out risk taking behavior as a common entrepreneurial 
characteristic. Research of other authors reveals that entrepreneurs are not only headless risk takers, 
but experience highly adaptive risk taking behavior (Lawrence, Clark, Labuzetta, Sahakian B, 
Vyakarnum, 2008). In other words, they adapt to changes in the environment and other challenges 
facing their business.  
 
For the purposes of our paper we would like to stress out works of different authors (Kirzner, 1983; 
Bygrave and Hofer, 1991, Caruana et al., 1998) who all agree that the entrepreneur is someone who 
is alert to the opportunity and creates an organization to pursue it. In the same way Slatter (1988) 
defines entrepreneurs as ―individuals putting resources to work in more productive ways so as to 
constitute a challenge to the existing market structure‖. 
 
 
3. Entrepreneurship in Practice 
 
Having in mind all of the above mentioned behavioral characteristics of entrepreneurs, we conducted 
a simple research in order to find out more on how they respond to crisis i.e. unfavorable business 
environment. Some countries have been struck more and some have been struck less during the 
recent global crisis. However, some of the countries have recovered earlier and some are still on their 
way to recovery. Since all the countries have been prepared and acted differently before and during 
the crisis, peak year in which its negative effect was the greatest differ from one country to another.  
 
In order to find out which year was the peak crisis year for Croatian economy, we compared growth 
rates of real GDP (figure 1). It can easily be observed that a peak crisis year was 2009 when the GDP 
fell for almost 6%. Before 2009 we could also observe a sharp decline in the GDP growth rate, 
however, growth was still positive. After 2009 the GDP growth is still negative, but has improved 
significantly according to the previous year (-1.2% in comparison to -5.8%).   
 
Figure 1: GDP – Real growth rate in % 
 

 
 
Source: Croatian bureau of statistics; Croatian chamber of commerce 
 
Effects of crisis can be seen even better in the following figure, depicting industrial production growth 
rates. Again, year 2007 was quite good with growth of industrial production of 4.9%, followed by a 
sharp decline in 2008 to 1.2%, after which it plunged to -9.2% in 2009. In 2010 growth rate of 
industrial production was still negative (-1.4%), but again significantly improved in comparison to 
2009. 
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Figure 2: Industrial production – Growth rate in % 
 

 
 
Source: Croatian bureau of statistics; Croatian chamber of commerce 
 
Latest figure shows changes in total debt of the central government. Rule of a thumb implies that the 
greater government debt the more exacrbated business environment there is. The rationale is 
straightforward – the higher the debt, the higher the interest that has to be paid to the lender which 
implies higher future taxes in order for the debt to be repaid. When government debt is large enough 
in a way country has difficulties to repay it, sovereignity of a country comes into question, political risk 
rises, country‘s credit rating falls bearing many other consequences such as withdrawal of foreign 
investors and strikes, social unrest and riots, which could all be seen in a few European countries 
during the late crisis (e.g. Greece, France etc.). Figure 3 reveals the same scenario as the previous 
two figures, with an exception that after 2009 there was no decrease in total government debt, but 
was in the growth rate of it. 
 
Figure3: Central Government debt 
 

 
 
Source: Croatian bureau of statistics; Croatian chamber of commerce 
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Having in mind deterioration of the business environment caused by the crisis, we could expect a 
sharp decline in the number of registered business entities because many companies went out of 
business. However, not only that the number of registered companies did not go down, it went up 
instead (table 1). The explanation for it is that more companies went into then out of the business. 
One year after the peak of the crisis the proportion of active firms was 51.4% which is the highest rate 
in Croatian history.  
 
Table 1 
 

Business subjects in Croatia 

Year Registered Active 

  

# % 

1995 164.109 Na na 

1996 171.165 Na na 

1997 177.730 Na na 

1998 183.306 Na na 

1999 188.552 na na 

2000 192.034 na na 

2001 195.563 na na 

2002 200.341 88.300 44,1 

2003 206.637 91.581 44,3 

2004 215.682 96.589 44,8 

2005 226.572 97.643 43,1 

2006 239.131 111.072 46,4 

2007 252.645 119.410 47,3 

2008 263.759 132.258 50,1 

2009 269.856 131.886 48,9 

2010 275.154 141.482 51,4 

 
Source: Croatian bureau of statistics; Croatian chamber of commerce 
 
There are many explanations that could explain this phenomenon. Firstly, since in the midst of crisis 
people are staying out of their jobs because of many downsizing taking place, they have to take care 
of themselves and one of the ways to do it is self-employment i.e. entrepreneurial business ventures. 
However, we believe that the key motivator for the people creating new companies is not merely a 
new job, but something else. Entrepreneurs are ready to perceive and seize opportunities in 
unfavorable environment. These individuals accept considerable risk when no one else is ready for it. 
It is difficult to assess how much are they ―rational‖ in their behavior (e.g. in terms of detailed market 
analysis etc.) and how much do they simply follow their gut instinct. Anyhow, entrepreneurs could be 
the key lever when it comes to breaking the vicious circle of crisis and heading towards economic 
recovery. In this regard, creativity and innovation shown by entrepreneurs is a crucial source of 
employment and economic growth when it is most necessary.  
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This paper examines the impact of initial public offerings (IPOs) by Japanese firms on small-and 
medium-sized enterprises (SMEs) within their business network. Empirical evidence suggests that 
IPOs facilitate growth in sales, net income, and accounts receivable of the SME partners of IPO firms.  
Furthermore, the increment of cash holdings stimulates the partners‘ investment activities. An ensuing 
increase in investment is typical of the SME partners that are financially constrained.  These results 
indicate that the IPO and the subsequent increase in transactions enable financially constrained SME 
partners of IPO firms to invest in the project which these firms may abandon because of financial 
constraint. 
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1. Introduction 
 
Understanding the origin of financial constraints and the means of overcoming them is a central 
theme in corporate finance.  Internal financial constraints prevent firms from investing in projects with 
positive NPV projects.  Incomplete market prevent firms, who do not have sufficient capital to invest in 
and have asymmetric information in the market may prevent them from attracting capital against 
outside investors, to invest positive NPV projects because the investors cannot distinguish the 
positive NPV projects from negative NPV projects.  Recent studies argue that the effect of networks 
between agents on mitigating the financial constraints and the subsequent cease of investment has 
been investigated.  Intuitively, a shock affecting one agent will spread to other connected agents who 
have connection with the first one.  This indicates that exogenous shocks of an affecting one agent 
propagate through connections among agents.  Until recently, however, the economic and financial 
literatures have been little concerned with the importance of these connections between agents.  For 
example, Kiyotaki and Moore (1997a) examine the credit multiplier effect of the collateral for loans.  In 
their model, they assume that this effect propagates homogeneously. 
 
Recent theoretical studies indicate that certain shocks propagate through firm networks (Kiyotaki and 
Moore 1997b; Allen and Gale, 2000).  Kiyotaki and Moore (1997b) point out that a small and negative 
temporary shock to the liquidity of one firm causes financial difficulties for other firms and triggers 
financial failure in the overall economy.  Assume the case of small firms and most of their liabilities are 
trade credit. Then, a shock in one firm precludes other firms to pay the trade credit and causes 
subsequent liquidity shocks for their suppliers.  The model presented by Allen and Gale (2000) proves 
that a negative liquidity shock propagates through the network between firms and financial 
intermediates.  The model developed by Kiyotaki and Moore (1997b) is empirically supported by 
Raddatz (2010) who builds a dataset of international input-output relations for 378 manufacturing 
industry pairs and reveals that linkages among industries amplify output shocks. Nevertheless, the 
evidence in Raddatz (2010) is ``indirect'' (Raddatz, 2010 p.100) evidence of Kiyotaki and Moore 
(1997b), because he uses a sector-aggregated dataset and therefore his study cannot examine firm-
to-firm business relationships.

1
 

 
Furthermore, Leitner (2005) shows that exogenous positive liquidity shocks propagate through 
business networks and enable firms facing financial constraints to survive.  Leitner (2005) assumes a 
model in which a firm‘s success depends on the success of the investment of firms to which it is 
linked, since the initial firm lacks sufficient capital to invest.  He also assumes that some firms can 
randomly obtain high endowment, which is determined endogeneity. In such a setting, he shows that 
the success of investment of one firm is dependent on the investment by other connected firms, 
particularly firms with high endowment.  These firms have incentives to invest in other firms because 
investment allows other firms to survive and saves the entire network.  This indicates that the success 
of an agent‘s investment in a project depends on the investments of its linked partners when they lack 
sufficient investment capital. 
 
For SME firms, IPOs by their partner firms and the subsequent expansion of transactions are 
exogenous events.  Although going public is an endogenous event for firms engaging in an IPO, it is 
an exogenous event for their business partners. If SME firms have identified projects but lack 
sufficient capital to invest in them, the IPO of their partner firm enables them to undertake such 
investments.  We can hypothesize that IPOs increase the sales and cash holdings of business 
partners and their subsequent investment activities.  Furthermore, we investigate the effect of the 
degree of financial constraint of connected firms on the increment of investment activity.  Since 
financially constrained SME firms must abandon the investment projects, the impact of their partners‘ 
IPOs on their subsequent investment activity should be relevant for them.  This indicates that 
exogenous increases in sales and subsequent increases in cash holdings mitigate financial 
constraints and increase investment in projects offering positive cash flow. 
 
Using the dataset of Japanese firms, this paper investigates the impact of IPOs on their SME 
business partners.  We find the following empirical results.  First, SME business partners of firms 
initiating IPOs increase sales, cash holdings, and accounts receivable compared to their counterparts. 

                                                           

1An event on one firm (such as filing for bankruptcy) causes an abnormal stock return forsupplier firms (Cohen and 
Frazzini, 2008; Herzel, Li, Officer, and Rodgers, 2008). 
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Second, the partner‘s IPO and the increment in cash increase their subsequent investment.  
Furthermore, this behavior is customary if the firms are financially constrained. 
 
Contributions of this paper are as follows. First, this paper investigates how the positive shock 
affecting one firm propagates through business connections.

2
Such proliferation has been theoretically 

argued; that exogenous shock in one firm propagates through business connection.  However, data 
regarding business connections are difficult to obtain in many countries.  We have available an 
excellent Japanese dataset containing detailed financial data and business connection information.  
This dataset enables us to identify the business partners of firms that engage in IPOs and we define 
them as SME business partners of IPO firms.   
 
Second, we find that financial constraint firms can overcome credit rationing and obtain funds for 
investment through linkages with IPO firms.  This indicates that the business network and the 
exogenous positive shock mitigate the financial constraint and subsequent abandonment of projects 
with positive NPV. 
 
 
2. Data 

 

2.1. Detail of database 

 

We obtain the data of unlisted firms from Teikoku Databank, which covers the period from 1993 to 
2005. This dataset includes annual balance sheet, income statement, and firm-attribute data.  
Furthermore, it includes each firm‘s top five suppliers and customers, thereby enable us to determine 
business connections.  This dataset is constructed for firms with paid-in capital exceeding ¥80 million 
after 1993 and does not include 100% parent-owned subsidiaries, cooperatives, public utilities, and 
financial firms.  
 
IPO firms are identified by the IPO White Book (KabushikiKoukaiHakusho) published by Pronexus. 
We obtained detailed information about the IPO firms from the Equity Issue Dataset included in 
Financial QUEST service, which is provided by Nikkei Media Marketing.  We collect the 
characteristics of firms that completed IPOsbetween 1993 and 2004. Using the Teikoku Database, we 
find at least one business partner for 801 IPO firms. The number of business connections among IPO 
firms and their SME business partners in our sample is 3,834. The average number of SME business 
partners is 4.7, and the median is 2.  
 
We identify the business connected firms with IPOs by following way.  First, from suppliers and 
customers list in Teikoku Dataset, we identify the name of IPO firms and determine these firms as 
Business connected firms. The list included mistypes, and sometimes there are several notations of 
IPO firms, since some firm names are written both in Japanese notation and alphabetical notation.

3
 

Second, if a firm lists an IPO firm among its top five suppliers and customers in the Teikoku Databank 
for the accounting year before or after the IPO, we regard them as having business connections.  
Table 1 shows the number of SME business partners for each IPO. Approximately 93% have only one 
business connection with the private firms, and about 93.9% have 10 or fewer connections.  Six IPO 
firms have more than 50 business partners.  
 

                                                           

2Hochberg, Y., Ljungqvist, A. and Lu, Y. (2007) also examine the positive effect of networks using networks of venture 
capitalists and their investment firms.  They demonstrate that the performance of venture capitalists with a high degree 
of network is superior.  
3For example, ―WOWOW,‖ the broadcasting service company that went public on April 20, 2001, on The Tokyo Stock 
Exchange (TSE) MOTHERS Index is indicated in several ways.  It sometimes is notated as WOWOW and sometimes 
as ―wa u wa u‖ (In the original dataset, it appears in Japanese Kana characters).  We also verify firms with Japanese 
lowercase and uppercase letters.  For example, ―wa u wa u‖ is noted as ―waluwalu,‖ where ―lu‖ is the small capital of ―u‖ 
and the pronunciation is similar.  We interpret these varying names as applying to the same firm. 
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Num. of Firms Num. of IPO firms Cum.

1 302 37.7

2 - 5 362 82.9

6 - 10 88 93.88

 11 - 20 30 97.63

 21 - 30 6 98.38

 31 - 40 7 99.25

 41 - 50 0 99.38

 51 - 6 100

Total 801

Table 1 Number of business connected

firms of IPO firms

 
 
 
2.2. Identification of matching samples 

 

We identify the matched firms through the following steps.  First, for each industry year, we divide the 
sample into quintiles by size (Total Assets).  If total assets of the closest firm exceed those of target 
firms or are less than half those of the target firm, we exclude them from our sample.  Second, for 
each target firm, we pick up comparable firms in the quintile to which the target firm belongs and 
determine a firm having the closest ROAt − 1 as a matched firm.  
 
Descriptive statistics of the matching procedure are shown in Table 2.  The mean and median of IPO 
Proceeds-Connected Firms Ratio are negative. Since theIPO Proceeds-Connected Firms Ratio is a 
natural logarithm, this indicates that the size of IPOs is relatively larger than the total assets of their 
business partners. 
 

ObsMean St. Dev. 10% Median 90%

Target Firms

Partner IPO Flag 1 0 1 1 1

Ln (Asset) 15.06 1.33 13.45 15.08 16.63

zROA 0.01 0.12 -0.04 0.00 0.09

Ln(Relative Size of IPO) -7.57 2.17 -10.12 -7.81 -4.59

Matched Firms

Partner IPO Flag 0 0 0 0 0

Ln (Asset) 15.16 1.32 13.52 15.16 16.76

zROA 0.01 0.08 -0.03 0.00 0.07

Ln(Relative Size of IPO) -7.66 2.15 -10.16 -7.83 -4.81

Table 2 Summary Statistics

 
 
 
 
3. Estimation Strategy and Definition of Variables 
 
To examine the impact of IPOs on their business partners, we demonstrate the following estimations. 
First, we estimate the impact of a firm‘s IPOs on the sales and cash growth of its business partners.  
 

 

 

 
 
Here, the left-hand variables are one-period ratios of growth in sales, cash, income, and accounts 
receivable divided by total assets at the beginning of the period.  Partner IPO Flag is a dummy 
variable which takes the value of 1 if their SME business partners went public in the prior accounting 
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period and 0 otherwise.  Since our sample consists of IPO firms and their SME business partners, half 
the observations take the value of 1. If the effects of the IPO propagate through network relationships, 
the estimation of β1 is positive.  Ln (Asset) is the natural logarithm of total assets of business partners.  
ROA is the difference of ROA minus that of the year-industry median.  ROA is defined as the 
operating return divided by total assets at the beginning of the period.  To control the size of IPOs on 
the SME business partners, we use Ln (Relative Size of IPO) as a control variable. Ln (Relative Size 
of IPO) is defined as the natural logarithm of the ratio of IPO proceedings divided by the total assets 
of SME business partners.  
Next, we investigate the effect of the IPO on investment activities of a firm‘s business partners and the 
impact of financial constraint.   
 

 
 
The left-hand variable is the growth rate of PPE (property, plant, and equipment) at period t+1 divided 
by total assets at the beginning of the accounting period. We use Cash Growth, Partner IPO Flag, the 
interaction term of Partner IPO Flag and Cash Growth, Ln (Asset), ROA, Ln (Relative Size of IPO).  
Cash Growth is the growth rate of cash holdings divided by total assets at the beginning of the 
accounting period.  Partner IPO Flag x Cash Growth is the interaction term of Partner IPO Flag and 
Cash Growth.  We divide the sample by the degree of financial constraint.  Cash holdings are used to 
indicate the extent of financial constraints (Fresard, 2010).  We calculate the difference between cash 
holdings of firms and the industry-firm median cash holdings.  If the difference is negative, we 
determine the firm to be financial constraint firm.   
 
 
4. Estimation Results 

 

This section shows the results of multivariate estimations.  The sample consists of business partners 
of IPOs and their matching firms.  First, Table 3 reports the impact of IPOs on the increase in sales of 
business partners.  Left-hand variables are Sales Growth at periods t and t+1.  The coefficient of 
Partner IPO Flag is positive and significant in both estimations.  This indicates that firms having 
business relationships with IPO firms can increase their sales. The coefficient of Ln(Asset) is negative 
and significant, indicating that the impact of IPOs on the SME business partners‘ greater if the latter 
are smaller.  The coefficient of Ln(Relative Size of IPO) is positive and statistically significant.  This 
indicates that as the relative size of IPO proceeds exceeds the total assets of firms, the increase in 
their business partners‘ assets is greater.   
 

Column 1 Column 2

Sales Growtht Sales Growtht+1

Coef. St. Err. Coef. St. Err.

Partner IPO Flag 0.021 0.005 *** 0.021 0.006 ***

Ln (Asset) -0.017 0.003 *** -0.018 0.003 ***

zROA 0.504 0.076 *** 0.254 0.114 **

Ln(Relative Size of IPO) 0.010 0.002 *** 0.009 0.002 ***

Number of Observations 6308 5767

R squared 0.118 0.054

Table 3 Effect of IPOs on the increase of sales growth of their business partners

Dependent variables are sales growth at t  in column 1 and t+1  in column 2.  ***,

**, and * indicates the statistically significant at 1, 5, and 10% level.  Standard

errors are adjusted for heteroskedasticity.  
 
Table 4 reports the impact of IPOs on the increase in cash holdings of SME business partners of the 
firm engaging in the IPO.  Consistent with our hypothesis, the coefficient of Partner IPO Flag is 
positive and significant in both estimations. This indicates that firms having business relationships with 
IPO firms can increase their sales. 
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Column 1 Column 2

Cash Growtht Cash Growtht+1

Coef. St. Err. Coef. St. Err.

Partner IPO Flag 0.685 0.214 *** 0.503 0.209 **

Ln (Asset) -0.473 0.116 *** -0.919 0.118 ***

zROA 19.731 2.845 *** 12.431 3.202 ***

Ln(Relative Size of IPO) 0.385 0.074 *** 0.289 0.069 ***

Number of Observations 6308 5767

R sq 0.091 0.066

Table 4 Effect of IPOs on the increase of cash holindgs of their business partners

Dependent variables are sales growth at t  in column 1 and t+1  in column 2.  ***,

**, and * indicates the statistically significant at 1, 5, and 10% level.  Standard

errors are adjusted for heteroskedasticity.
 

 
Furthermore, we show the impact of IPOs on the increase in accounts receivable of business related 
firms.  Using international trading data between sectors, Raddatz (2010) examines the increase in 
trade receivables among firms linked in a sector network.  Table 5 shows the impact of IPOs on the 
business partners‘ increase in accounts receivable.  The coefficient of Partner IPO Flag is positive 
and significant in Column 1 but not statistically significant in Column 2.  This indicates that IPOs 
provide short-term increments in trade receivables of the SME business partners. 
 
 

Column 1 Column 2

Account receivablet Account receivablet+1

Coef. St. Err. Coef. St. Err.

Partner IPO Flag 0.670 0.203 *** 0.116 0.200

Ln (Asset) -0.355 0.110 *** -0.773 0.114 ***

zROA 11.287 3.087 *** 9.718 2.557 ***

Ln(Relative Size of IPO) 0.434 0.068 *** 0.258 0.066 ***

Number of Observations 6308 5767

R sq 0.051 0.049

Table 5 Effect of IPOs on the increase of accounts receivable of their business partners

Dependent variables are sales growth at t  in column 1 and t+1  in column 2.  ***, **, and

* indicates the statistically significant at 1, 5, and 10% level.  Standard errors are

adjusted for heteroskedasticity.
 

 
Table 6 shows the effect of IPOs on the investment activities of the SME- business partners of firms 
engaging in the IPO.  We use Partner IPO Flag, Cash Growth, and their interaction term as 
explanatory variables. The left-hand variable of Panel A (B) is the increase in PPE at the period t 
(t+1). In both Panels, Column 1 is the estimation results of the entire sample. To show the impact of 
the degree of financial constraint of SME business partners on usage of investment, Column 2 (3) is 
the estimation results with firms whose cash holding ratio is greater (smaller) than the year-industry 
median.  Coefficients of the interaction term are positive and significant in Panel A. Moreover, the 
coefficient of Column 3 is greater than that of Column 2.  
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Column 1 Column 2 Column 3

PPE Investmentt PPE Investmentt PPE Investmentt

All Firms Cash > median Cash < median

Panel A Coef. St. Err. Coef. St. Err. Coef. St. Err.

Sup. IPO Flag X Cash Growth 0.079 0.036 ** 0.075 0.038 ** 0.122 0.061 **

Partner IPO Flag 0.269 0.183 0.178 0.239 0.393 0.298

Cash Growth 0.064 0.026 ** 0.080 0.029 *** 0.043 0.046

Ln (Asset) -0.391 0.098 *** -0.320 0.140 ** -0.483 0.133 ***

zROA 5.473 1.863 *** 5.527 2.221 ** 5.775 2.102 ***

Ln(Relative Size of IPO) -0.048 0.056 -0.064 0.076 -0.030 0.087

Number of Observations 6267 3375 2892

R sq 0.039 0.066 0.025

Table 6 Effect of IPOs on the subsequant investment activities of their business partners

Column 1 Column 2 Column 3

PPE Investmentt+1 PPE Investmentt+1 PPE Investmentt+1

All Firms Cash > median Cash < median

Panel B Coef. St. Err. Coef. St. Err. Coef. St. Err.

Sup. IPO Flag X Cash Growth -0.015 0.032 -0.036 0.035 0.006 0.059

Partner IPO Flag -0.135 0.185 0.300 0.251 -0.558 0.285 **

Cash Growth 0.071 0.027 *** 0.088 0.030 *** 0.005 0.044

Ln (Asset) -0.566 0.106 *** -0.698 0.151 *** -0.417 0.127 ***

zROA 10.945 2.094 *** 9.372 2.386 *** 14.513 2.390 ***

Ln(Relative Size of IPO) -0.060 0.058 -0.084 0.081 -0.053 0.084

Number of Observations 5734 3080 2654

R sq 0.043 0.049 0.038

Dependent variables are sales growth at t  in Panel A and at t+1  in Panel B.  Column 1 is the estimate result with entire sample and

Column 2 and 3 is the estimate result wieh subsample estimation.  ***, **, and * indicates the statistically significant at 1, 5, and 10%

level.  Standard errors are adjusted for heteroskedasticity.  
These results indicate that if firms go public and their cash holdings increase, this increases their 
investment activity, which in turn increases their SME business partners‘ investment if the latter are 
financial constraint.  This is consistent with the prediction of the Leitner (2005) model, which shows 
that an exogenous positive productive shock increases the investment activities of financial constraint 
firms.   
 

 

5. Conclusion 
 
This paper examines the impact of IPOs on their SME business partners. Empirical evidence 
suggests that a firm‘s IPO increases the sales, net income, and accounts receivable of its business 
partners following the IPO.  Further, the increment in cash holdings causes subsequent investment 
especially if the firms are financially constrained.  These results indicate that a firm‘s IPO and the 
subsequent increase in transactions by partners in its business network enable financially constrained 
partners to continue investment in projects with attractive NPV. 
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Abstract 
 
Understanding needs and expectations of shareholders in a cultural heritage site is crucial for an 
effective heritage management plan. The main objectives of the research are to research the 
perception level and degree of the visitors‘ effects on Alanya Castle from the perspective of residents 
and to make recommendations for tourism decision makers. The survey was conducted with a face to 
face interview between April and May 2011 on the 160 households residing in the area by choosing 
one person from each household. 85 people in total have given positive reactions to the questions 
asked. The findings of the research suggest that traffic problems and visitors management putting a 
damper on the authenticity of the area are seen as the most essential issues among the whole effect 
categories. However, temporary and permanent crowd, wear and tear, and visitor attitudes to the local 
people are not seen as very essential. 
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1. Introduction  
 

Along with the knowledge and experience, identification of the shareholders‘ roles and contribution to 
cooperation are essential for the maintenance of a successful governance and cooperation model on 
a specific area subjected to visits. This cooperation is associated with the presence of all the related 
shareholders, taking responsibility, and presenting their own approaches and free wills in decision 
making process. Two critical factors are required for cooperation. Firstly, relation with the problem that 
needs to be solved. Secondly, belief in the necessity of the relationship that needs to be established 
with the other groups and the perception degree of this necessity (Çiraci, Turgut, and Kerimoğlu 
2008).  
 
Insufficient local government support and funds, different reactions of some zoning shareholders, 
negative behaviors of the folks, behaviors and attitudes of the visitors are among the difficulties that 
might be encountered in cultural heritage management. That‘s why, it is essential that folks, supplier 
shareholders, local governments and visitors work more and put more effort for a sustainable cultural 
heritage development and management (Arthur and Mensah 2006).  
 
For the management of cultural heritage in reserved areas, administrators should know very well what 
cultural values they have in their landscape and guarantee that their methods ideally protect and 
enrich both the physical existence and abstract meanings of these values. However, as the values are 
dynamic and they develop and change, the information and evaluation regarding these values should 
always be kept up-to-date. And this means that management strategies should be open to change 
(Lackwood, Worboys, and Kothari 2006). Uslu and Kiper (2006) emphasize that for the protection of 
natural and cultural heritage, the concept of protection should be integrated with development and 
evaluation. In addition to this, they state that law and organization alone wouldn‘t be enough to 
maintain the protection, and that protection and maintenance of the values are in concern of several 
people and organizations.  
 
In this framework, establishing cooperation among the shareholders of the cultural heritage 
management, participation of the local people and visitor management are reviewed in the study. Main 
objective of this research is to research the perception level and degree of the visitors‘ effects on 
Alanya Castle from the viewpoint of the residents. In this context, there are also suggestions on visitor 
management issues for tourism decision makers in the study. 
 
 
2. Literature Review 
 
2.1. Establishing cooperation among the shareholders on visitor management issues 

 
Professional tour guides and entrepreneurs are one of the most important shareholders in the 
preparation of cultural heritage management plans. Professional tour guides play an important role in 
tourism industry as they are the information and recommendation sources having a comprehensive 
knowledge of visitor experiences and the conditions effecting the environment. They have an 
important influence on the experiences of the tourists, their stay and the income from tourists. 
Moreover, tour guides make a connection between the visitors and places visited. Tour guides are the 
ones who are responsible for informing the visitors about cultural heritage and they are supposed to 
make the visitors feel the experience of the heritage area (Poria, Reichel, and Biran 2006).  
 
Entrepreneurs enable the qualification of the improvement of consultancy, group policy and 
management objectives. Organizing a panel in order to maintain information and opinion exchange 
mechanism for the group that will work together might be helpful for the establishment of management 
objectives including the desired conditions and activities. All kinds of information exchange should be 
established between the administration team and entrepreneur group for a successful management 
plan (UNESCO 2002). 
 
Participation of local administrations and other partners in the determination and application of local 
development strategies develops the local economy. Without local participation, a sustainable success 
and an effective cultural heritage management could not be accomplished (Arthur and Mensah 2006). 
The reason for that is the important role of local administrations on road, structuring and 
communication issues required for visitor management of a specific area.  
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On the other side, providing the local people‘s participation in the preparation process of the protection 
and management plan is an important factor for the accomplishment of a successful visitor 
management plan. People‘s adoption of the works to be done will be helpful to maintain the ease of 
application. Being in a struggle with the local people eliminates cooperation opportunities among the 
shareholders and this situation makes the application of the plan harder and reaching the planning 
objectives more difficult. Cultural heritage assets should be worked in concert with the local people. 
The people should not be made to pay for the visits to the cultural assets; because, as Garrod and 
Fyall (2000) state, cultural heritage assets have multiple economic effects that can influence the whole 
people. The way how the people can be enabled to participate in the planning studies should be 
determined by a variety of strategies in the management plan. Enabling the local people to participate 
in the process will ease the acceptance of the suggestions and save time. Brain storms to be made 
with the folks, public meetings, survey studies revealing their expectations and general trends are 
some of the meanings that can be helpful. 
 
 
2.2. Visitor management 

 
Despite the fact that it is not very common around the world yet, the increasing interest and 
recognition in the cultural heritage areas cause an inevitable increase in the number of the visitors. 
Ease of access, decrease in the plane ticket prices, desire to spend the time differently, increase of 
the customers‘ trust for vacation reservations and increase in the promotion of cultural heritage areas 
are also efficient in this increase. As Leask and Fyall (2006) state, even the political and security 
crises could only stop this increase temporarily.  
 
When culture tourism is considered in reserved areas, visitors and cultural heritage are correlated. 
Visitor management is the applications in cultural heritage management plan that will enable the 
visitors to have a qualified experience. It is a management segment maximizing the visitor experience 
quality while helping the all management objectives of the area to be accomplished (Abacilar 2008). It 
is essential that the way a cultural heritage area can be managed is determined on a knowledge base, 
followed continuously and evaluated to meet the needs of the chosen markets in order for the increase 
of the visitor experiences. Visitor needs should be watched closely and analyzed meticulously. After 
these needs are accurately determined, the most satisfactory and convenient methods should be used 
to meet these needs for the visitors, exhibiters and the area. Insufficient or wrong information not only 
create the possibility of making wrong decisions, but also may cause redundant deformation, wear and 
tear in the visiting place (Boniface 2003). 
 
As Abacilar (2008) stated traditional visitor management approach is generally focused on the 
management of cultural heritage sources and control of the visitors. In this context, visitor 
management is a lot different from traffic or pedestrian management. It aims finding solutions to 
spread the experiences while increasing the area‘s reputation and life quality of the residents. Visitor 
management is the coordination of human influx and related to the management of the situations 
caused by a mass of people. In other words, it is the art of conveying people in time and place. At this 
point, it is important to know the meaning of high number of visitor concept.  

 
 

2.3. Types of visitor effects 
 

Cultural heritage areas are widely exposed to several negative visitor effects. According to the report 
prepared in 1991 by British Tourist Department (as cited in Bonifece 2003), visitor effects are 
categorized as excessive crowd, wear and tear, traffic issues, effects on the local people, and effects 
of visitor management on the authenticity of touristic places. 
 
Excessive Crowd: Excessive crowd issue is mostly related to the visitor bearing capacity of the area. 
When a touristic place becomes excessively crowded, visitors would be crammed in the place and as 
a result everyone would have difficulty in moving. When the visitors couldn‘t move, lines start to 
appear in the lanes. We may come across with this situation at certain places such as the entrances to 
area, around the popular exhibitions, stores, resting places and lavatories.  
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In many places around the world, while several cultural heritage areas suffer from influx of visitors, 
some of them face capacity limitations (Boniface 2003). Techniques regarding the maintenance of 
visitor management in an area and management of visitor attraction centers are composed by a 
variety of concepts. The most used concept on this issue is bearing capacity. The concept of bearing 
capacity attracts attention to the question how many people the area can hold without the risk of 
deformation. The problem of the bearing capacity is that it changes from a place to place and a time to 
time. When it is considered that there are always different acknowledges among the entrepreneurs, it 
is quite difficult to get the needed information to calculate this capacity and make comparisons.  
 
As Orbaşli (2000) stated, bearing capacity is examined in three groups as physical, ecological and 
social. Physical bearing capacity, called as quality bearing capacity by the World Tourism 
Organization, is usually concerned with the answers to the questions whether there is enough place to 
meet the visitors staying overnight, how many vehicles fill a park place, how many campers can put up 
at a place. Ecological bearing capacity is the toleration level of the ecosystem to the human priorities 
while providing sustainable functions. Social bearing capacity is a physiologic and socio-cultural 
concept, and it shows the reactional experience in an area and how many people can cause 
deformation (UNESCO 2000).              
 
Wear and tear: This visitor effects group includes the situations such as running over, touching, 
moisture, heat, picking and writing on the walls. Running over refers to the visitors‘ walking on the 
delicate parts of the area including meticulously mowed grass, antique carpets in the mansions and 
roof of the historical monuments. Lots of building and materials are exposed to wear and tear. 
Running over might be intentionally or accidentally. The possibility of this situation to happen is higher 
especially when the area is crowded. On the other side, the possibility of the visitors to touch on 
purpose is very high despite the fact that they are especially asked not to do so. On the other hand, 
moisture and heat are unintentional conditions for the visitors; however, when the area is open for a 
large number of visitors, moisture and heat is inevitable. The main problem is not the heat and 
moisture which can be easily controlled, rapid changes in the environmental conditions that may occur 
as the visitors wander around the area. 
 
Wear and writing on the walls are intentional actions considered from the point of the visitors. Picking 
may differ from stealing on small scale from souvenir shops or cafeterias to precious exhibition pieces. 
Although first stated situation might be thought as a minor problem for the protection of the area, it 
may cause problems in regards to the cash flow and financing of the attraction center. Likewise, 
writing on the walls may vary from being a minor stain on the ambiance of the area to be a very 
important issue for the protection of the area (Fyall et al. 2003).       
 
Traffic issues: Most of the visitors go to visiting places by bus or by car. However, lots of places, 
especially cultural heritage areas are constructed before the cars were invented. That‘s why they are 
not designed to be able to handle the traffic caused by the visitors. Some areas where the visitors 
cause traffic are located in the city centers that can increase the already existing traffic problems. 
Primary of the traffic issues are traffic jam, pollution caused by the exhaust fumes, high risk of 
accident, damage of the grass and thresholds caused by bad parking, cars parked carelessly, buses‘ 
blocking the way and damages on the buildings caused by vibrations. We come across with the traffic 
issues as permanent or occasional situations highly seen in the tourism season. On the other side, 
increasing influx of visitors to the cities considered relatively small that have cultural heritage areas, 
will make the already existing traffic problems here more explicit and complicated. 
 
The effects on the local people: The increasing visitor demand on a specific area has various effects 
on the local people. Except for the badly parked cars and the possibility of the tour buses to block the 
car access to the surrounding areas, probable inconsiderate and anti-social behaviors of the visitors 
are among these effects. This situation may vary from the visitors‘ unintentionally entering into the 
private properties of the local people to their disturbing acts resulting from taking excessive alcohol at 
entertainment venues. Visitors might be charged with of rudeness and disrespectfulness. A large 
number of visitors cause stampede in local facilities such as shopping or rest and service areas. In 
conclusion, the people may get the feeling that they are surrounded by the visitors and they might 
have the idea that visitors have a negative effect on the local people (Fyall et al. 2003).    
 
On the other hand, it is also possible that the effects might occur on the contrary. That is, the local 
people might have a negative effect on the visitors. For example, the visitors may get the feeling that 
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they are not welcome due to the attitudes of the residents towards them. And this inevitably causes 
the pleasure taken in the tour made in the area to decrease, and even cause them not to experience 
again or not to recommend anyone.  
 
The effects on the authenticity of the touristic places: Visitors may also have some authentic effects on 
the visited areas. These are; 

o Provision of visitor facilities that might have a harmful effect on the ambiance of the touristic 
place (direction signs or banisters) 

o Adaptations made to increase the influx of visitors around the touristic area that might be 
considered architecturally inconvenient or may create the feeling that they don‘t fit in with the 
architectural integrity of the area,  

o Adaptations enabling the disabled visitors‘ access that may require the use of inconvenient 
equipments or materials (elevators or platforms), 

o The need for taking necessary measures conflicting with the protection  
o Objectives of the area for the health and safety of the visitors, 
o Unlicensed guiding made without authorization or sticking to the history of the area. 

 
The effects on the authenticity of the touristic places may cause worse consequences than excessive 
crowd, wear and tear, traffic issues and the effects on the local people. The reason for that is, taking 
measures might actually increase the possibility of worsening the situation although solutions might be 
found for visitor effects. In that case, a dilemma occurs not only in regards to the visitor management 
on how to manage the visitor effects, but also if these should be managed or not.  
 
 
3. Research Method 
 
Research is made on the historical castle located in the district of Alanya, one of the regions especially 
busy with mass tourism. Aladdin Keykubat, Sultan of the Seljuk Empire, had Alanya Castle built in 13

th
 

century. The reason why this study was made on Alanya Castle are listed as the followings: the 
historical importance of the castle and its place in the tourism of Antalya and Alanya; the management 
of the area has been given to Museum Directorate of Alanya by the Ministry of Culture and Tourism 
and managerial activities have started; positive attitudes of the museum administration towards the 
research and Alanya Castle is a candidate for being taken in the UNESCO World Heritage List. 
According to the statistics of Ministry of Culture and Tourism (www.kulturturizm.gov.tr), Alanya Castle 
was visited by 333,313 people in total in 2010, 268,988 of them were fee-paying and 58,845 of them 
were pay-free visitors. 2011 entrance fee is 10 Turkish lira or approximately €5. Within the scope of 
this research, visitor management part of the cultural heritage area management is discussed. On the 
condition that an active and efficient visitor management is applied, satisfaction and the number of the 
visitors would increase.  
 
There are two streets on the Alanya Castle as Tophane Street and Hisariçi Street. According to the 
information acquired from the street headmen, there are 100 households in Tophane Street and 60 in 
Hisariçi Street. The households residing in the castle compose the universe of the survey. 85 
households out of 160 have given positive reactions to the survey. Prepared questions have been 
asked to the participants face to face by the surveyors between April and May 2011.  
 
There are primarily demographic questions oriented to determine the age, education and marital 
statuses of the participants. There are also questions oriented to learn their occupations, how long 
they have lived in the castle, the reason why they live in the area and their opinions about the castle 
entrance fee. Finally, the participants are asked to evaluate the visitor effects categories as ―very 
important‖ or ―not very important‖. Temporary and permanent crowd, wear and tear, temporary and 
permanent traffic issues, visitor attitudes towards the local people, attitudes of the local people 
towards the visitors, and visitor management overshadowing the authenticity of the area are included 
in the categories. For example, evaluation of the traffic issues as ―very important‖ by the participants 
shows that the local people have traffic problems. On the other hand, high frequency level of the 
visitor attitudes towards local people means that local people are not uncomfortable with the attitudes 
and behaviors of the visitors.  
 
While there are householders permanently living in the castle, there are also householders that have a 
house in the castle but live there at certain times of the year. It is among the limitedness of the survey 

http://www.kulturturizm.gov.tr/
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that the householders live in Alanya center and plateaus but the castle. The feedback of the surveys 
made on castle householders is a statistically acceptable rate (53%) when the limitedness is 
considered. Findings of the research are statistically analyzed. 

 
 

4. Findings 
 
In Table 1, demographic data of the participants is shown. According to these data, 61.5% of the 
participants are male and 38.5% of them are female. When we look at the age groups, it is seen that 
the age range of 26-45 makes up the majority with a percentage of 41.2 and it is followed by the 
participants aged between 43 and 65 with a percentage of 27.1. Viewing the educational statuses of 
the participants, it stands out that most of them are elementary and high school graduates. Frequency 
levels for these are respectively 42.4% and 42.4%. In respect of their marital statuses, 58.1 percent of 
the participants are married and 48.2 percent of them are single. 

 
 

Table 1: Demographic characteristics of the people living in Alanya Castle  
 

  N % 

Gender  
Female  33 38.5 
Male  52 61.5 

Age  

Younger than 14 1 1.2 
14-25 18 21.2 
26-45 35 41.2 
46-65 23 27.1 
65 and over 8 9.4 

Educational status 

Elementary  36 42.4 
Highschool 36 42.4 
Associate degree 5 5.8 
Bachelor‘s  degree   7 8.2 
Master degree 1 1.2 

Marital status 
Married  44 51.8 
Single 41 48.2 

 
In terms of occupation, 47 percent of participants were states that their job is self-employed person 
and they are in some way connected to tourism industry. The reason behind is that restaurants and 
souvenir shops are operated by the people living in the Castle area. Housewifes and students are also 
most popular jobs among participants, with a percentage of 18.8 and 9.4, respectively. 

 
Table 2: Occupation of participants 
 

Occupation N % 

Self-employed/tourism 40 47 
Housewife 16 18.8 
Students 8 9.4 
Retired 7 8.2 
Public servant 6 7.1 
Accountant 3 3.6 
Laborer 3 3.6 
Other 2 2.4 

Toplam 85 100 

 
42.4% of the householders have been living in the Alanya Castle for 1-15 years, 20% of them for 16- 
30 years, 18.8% of them for 31- 45 years and 18.8% of them for 46 years and more (Table 3). It has 
been understood in the face to face negotiations that there people who settled in the castle later 
because of its natural beauty besides the ones who were born and lived there. Number of the outside 
comers has risen along with the settlement of the business owners and workers established in the 
castle.    
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Table 3: Settlement durations of the participants in Alanya Castle 
 

Settlement durations in the castle N % 

1–15 years 36 42.2 
16–30 years 17 20.0 
31–45 years 16 18.8 
46 years and more 16 18.8 

Total 85 100 

 
In accordance with the information given by the participants regarding their reasons of living in the 
castle, 55.2 % of them live in the Alanya Castle as they were settled there and 21.3 % of them live due 
to business. On the other hand, 23.5 percent of the participants prefer living in the area due to liking, 
Tophane love, the view, historical wealth and quietness (Table 4). 

 
Table 4: The reasons of the participants to live in the castle  

 

Reasons to live in the castle N % 

Settlement  47 55.2 
Business  18 21.3 
Other  20 23.5 

Total 85 100 

 
While 67.1 % of the householders in the castle think the castle entrance fee is high, 28.2 % of them 
think it is fair. On the other hand, 4.7 % of the participants state that they find the entrance fee low. 
They also state under the part reserved for their opinions regarding the entrance fee that there should 
be no entrance fee for the residents and students or there should be more fair rates. 

 
Table 5: Opinions of the participants about entrance fee 

 

Entrance Fee  N % 

Fair   24 28.2 
Low  4 4.7 
High 57 67.1 

Total  85 100 

    
Table 6 shows the evaluations of the local people about the effects of the visitors on Alanya Castle. 
According to this, traffic issues are marked as of highest importance with the rate of 86 % among all 
visitor effects. This is followed by temporary jam caused by the traffic in and around the touristic area 
(75.7 %) and other traffic related problems with the rate of 67.2 %. These findings show that 
increasing influx of visitors in the research area increase the visitor problems of the local people. And 
this finding is generally in compliance with the literature. At least two reasons can be put forward in 
regards to the expression of the traffic issues mostly. Firstly, historical and narrow roads of the castle 
cause jam. Secondly, structural and quantitative differences of our transportation means with the ones 
of ancient ages.  
 
Except for the traffic issues, visitor management overshadowing the authenticity of the area is 
evaluated as highly important by the participants with the rate of 61.9 %. As an example to this, 
souvenir stands causing visual pollution that are set up by the local people in front of the castle 
entrance and constructions incompatible with the historical pattern can be shown.  
 
On the other side, among all categories of the effects temporary and permanent crowd, visitor 
attitudes towards the local people, wear and tear aren‘t seen as very important problems. The possible 
explanation of this finding is that temporary or permanent crowd doesn‘t directly interfere with the daily 
lives of the people living in the area as it does in traffic, there isn‘t any potential income expectation for 
local people resulting from the increasing visitors and crowd, and besides, wear and tear doesn‘t 
cause a direct loss on the local people.     
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Table 6:  Visitor effects on Alanya Castle  
 

Effect type  Not very important 
(%) 

Highly important 
(%) 

Temporary crowd Whole of the area 56.4 54.6 
Parts of the area 58 42 

Permanent crowd Whole of the area 64.1 35.9 
Parts of the area 62.8 37.2 

Wear and tear Running over 55.0 45.0 
Touching  63.7 36.3 
Moisture  63.5 36.5 
Heat 60.4 39.6 
Picking 57.5 45.5 
Writing on the walls 57.9 42.1 

Temporary jam in traffic  In  the touristic area 24.3 75.7 
In the neighborhood 24.3 75.7 

Temporary jam in traffic In  the touristic area 14 86 
In the neighborhood 14 86 

Other traffic issues  32.8 67.2 

Visitor attitudes towards the local people  55.4 44.6 

Attitudes of the local people towards 
visitors 

 48.2 51.8 

Visitor management Overshadowing the 
authenticity of the area 

 38.1 61.9 

 
 

5. Conclusions and Recommendations 
 

The management plan to be applied on Alanya Castle is planned to solve the problems of visitors and 
enable them to visit the castle more actively and efficiently. To achieve this objective and establish 
visitor management, problems of the visitors visiting the castle should be determined and solved along 
with the investigation of the local people‘s opinions about the possible problems visitors may cause. 
 
Every new investment to be made for the visitors will increase the number of the visitors; thereby it will 
increase the income of the castle. Hence, it will contribute to the increase of the budget spared for the 
protection of the castle. Moreover, a properly planned and effectively applied visitor management will 
help the castle to be better protected.  
 
Findings of this study have shown that traffic issues and visitor management overshadowing the 
authenticity of the area are thought as very important problems; on the other side, temporary and 
permanent crowd, wear and tear, and visitor attitudes towards the local people aren‘t seen as very 
important problems.  
 
When the conclusions of the study are viewed, it generally resembles to the studies made on visitor 
management in the literature. The reason of the differences seen in highly stated traffic problems is 
that cultural heritage areas have the regional and cultural remains of the lands they belong to. 
According to the data acquired, the suggestions made in order to be able to establish and apply an 
efficient visitor management, correct the deficiencies, and maintain the sustainability of visitor 
management can be summarized as the followings:        

o Bus entrance into the castle should be prohibited as the castle road is narrow and has a 
historical pattern. Parking lots should be arranged for small vehicles that will not damage the 
historical pattern and will not set back the traffic instead of buses. 

o A tour route should be prepared for the castle with a study made in cooperation with 
professional tour guides and archeologists, and visitors shouldn‘t be allowed to go out of this 
route. This route should be plotted and provided to the participants for free at the tourism 
information office that will be founded at the entrance of the area. 

o Going up to the castle can be maintained by teleferic that will be built in order for the visitors 
to see the area from up above. Coming down can be performed in company with the 
professional tour guide. In that way, historical pattern would not be worn down. 

o On the other hand, in order for the visitors to walk and wander in a free area, this route 
should be on a different way than the traffic way. 
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o The municipality should bring new arrangements for public transport vehicles and ensure 
that the traffic isn‘t set back. 
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Abstract 
 
The environment that surrounds the organizations shapes the competitive environment. In order to 
evaluate the business performance, the competitor‘s performance should also be taken into 
consideration. Hotel sector is one of the sector that the competition is so high especially because of 
the similar products and services they offer to the customers. This study aims to make an analysis 
about the efficiency of 5 star hotels and resorts in Antalya region of Turkey. In this study Data 
Envelopment Analysis is used which is a non-parametric technique suitable for using different input 
and output variables and providing a comparative efficiency scores for each business unit. The 
efficiency scores are also used to search whether there could be any differences between the hotels 
with different structural features. The results show that some significant differences exist between the 
firms with different structures and efficiency scores.  
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Hotel business, efficiency, data envelopment analysis 
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1. Introduction 
 
To reach the superb performance, organizations are using different models, techniques or frameworks 
modified according the structure of the organization. Almost all profit and non-profit organizations have 
two main performance related objectives; effectiveness and efficiency. First one is related to what 
extend the goals are met and the second one is about using the right amount of resources to get the 
maximum benefit. Strategies developed to obtain these two main objectives need to be evaluated also 
periodically whether they are successful or not. The environment that surrounds the organizations 
shapes the competitive environment. Hence, when talking about the performance, the competitor‘s 
performance should also be taken into consideration. That is why many techniques developed to 
evaluate the performance via comparing it with the other firms in the market.  
 
Beside the strategies developed and applied, the structure of the organization is also affective to reach 
desired performance. It is because of the necessity that the strategy pursued should be in harmony 
with the structural features of the organizations.  This study aims to make relations between 
performance, which is going to be used as efficiency to make comparison with rivals, and the structure 
of the organization. Hotel sector was chosen to provide homogeneity so that the comparison can be 
made between the firms. 
 
 
2. Efficiency Measurement in Hotel Sector with Data Envelopment Analysis (DEA) 
 
Because of the different characteristics compared to manufacturing sector, it is hard to measure the 
service productivity (McLaughin ve Coffey, 1990; Klassen et.al., 1998). On the other hand, managers 
of accommodation establishments give more insight to the issues like resource allocation, market 
penetration and profit maximization in order to be efficient and effective (Reynolds, 2003). This leads 
managers to focus on the resources that create sustainable competitive advantage (Philips, 1999). 
The current performance measurement systems which are heavily dependent upon the traditional 
accounting data are not perfect according to the resource dependency perspective (Barney, 1991; 
Wernerfelt, 1984). To be competitive in the business one should evaluate itself according to the 
performance of rivals in the market.  
 
The mostly used techniques whose main aim is to provide a compatible performance score under the 
productivity theory are stochastic frontier approach, malmquist technique and data envelopment 
analysis (DEA). Among them DEA has been used widely because of its many advantages. 
 
DEA is a non parametric mathematical model to evaluate the relative efficiency and to determine 
production frontier(s) (Banker, 1993). It is a linear programming based technique that aims to calculate 
the relative performance of different units which uses incomparable complicated inputs and outputs 
(Dyson et al. 1990). 
 
Koksal (2001) broadened these definitions and defined DEA as a technique used in measuring 
efficiency of organizations when inputs and outputs cannot be expressed with a common unit. This 
statement helps us to explain the reason of wide usage of DEA in different sectors like nonprofit 
organizations, municipalities, stores, banks, libraries, and hotels. 
 
DEA was firstly introduced by Farrell in 1957 but in the literature it has been referred by Charnes, 
Cooper ve Rhodes (1978). DEA has been improved by many authors foremost by Banker (1984) and 
used in many study (Tavares, 2002). Therefore many DEA models are seen in the literature 
developed for different purposes. To choose the right model differs according to the nature of 
production technology. In general, model can be categorized as; orientation (input, output), return to 
scale (CRS, VRS etc.) and type of measures (Radial, non Radial, Hyperbolic etc). However two 
models have been used widely which are CCR (Charnes, Cooper and Rhodes Model) and BCC 
(Banker, Charnes and Cooper Model). The efficiency studies of the hotel sector are shown at Table 1. 
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Table 1: Efficiency Studies in Hotel Sector   
 
Authors Methods  Unit of 

Analysis 
Inputs Outputs  

Morey and 
Dittman  (2003) 

DEA 
(Allocative) 
 
 

56 Hotel 
(USA) 

(1) nu. of rooms; (2) 
av.occup.rate; (3) av.room rate  

(1) total room revenue; 
(2)customer satisfaction 
index 

 

Johns et.al. 
(1997) 

DEA 
 
 

15 Hotel 
(UK) 

(1) nu. of rooms; (2) total 
working hours; (3) total 
food&bev. cost; (4) overhead 
expenses  

(1) total nu. of room sold;(2) 
nu. of cover opened;(3) total 
beverage revenue 

 

Anderson et al. 
(2000) 

DEA 
 
 

48 Hotel 
(USA) 

(1) total nu. of full time 
employee; (2) nu of room; 
(3)casino expenses (4) cost of 
food &bev.; (5) hotel 
expenses;(6)other expenses  

(1) total revenue  

Tarım et al. 
(2000) 

CCR DEA 46 Hotel 
(Turkey) 

(1) total investment; (2) 
overhead expenses; (3) 
number of stuff 

(1)loyal customer rate; 
(2)occup.rate; (3) net profit 

 

Hwang ve Chang 
(2003) 

CCR DEA and 
Malmquist 
 
 

45Hotel 
(Taiwan) 

(1) total nu. of full time 
employee; (2) nu of room; (3) 
total area of food and 
bever.;(4) total operating cost  

(1) Room revenue; (2)Food 
and bev. revenue;(3) Other 
revenue  

 

Barros and 
Mascarenhas 
(2005) 

DEA - (VRS and 
CRS)  
 
 

43 Hotel 
(Spain) 

(1) total nu. of full time 
employee; (2) total investment; 
(3) nu. of room 

(1) sales; (2) total number of 
customer; (3) number of 
nights spend 

 

Barros (2005) DEA (VRS and 
CRS) 
 
 

43 Hotel 
(Spain) 

(1) total nu. of full time 
employee; (2) employee cost; 
(3) nu. of room; (4) total area 
as square meter; (5) book 
value; (6) operating expense; 
(7) other expenses 

(1) sales; (2) total number of 
customer; (3) number of 
nights spend 

 

Keh et al. (2006) DEA (Allocative 
-VRS) 
 
 

49 Hotel 
(Asia-Pacific) 

(1)total expenses ; (2) nu. of 
room; (3) marketing expenses 

(1) Marketing expenses; (2) 
room revenue; (3) food and 
bev. revenue 

 

Köksal ve Aksu 
(2005) 

DEA (CRS) 24 Hotel 
(Turkey) 

(1)Total investment;(2) Nu of 
stuff ; (3) Annual operating 
expenses 

(1) Net profit (2) Ocup.rate; 
(3) Rate of repeat guests  
 

 

 
 
3. Research 
 
The research was done in Antalya located in the South of Turkey which is known as main holiday 
tourism center of the country attracting about 10 million international tourists annually. 5 star hotels 
and resorts were chosen as research unit in order to ensure the comparability of the efficiency scores. 
Top managers of 41 hotels accepted to be included in the research.  
 
 
3.1. Efficiency variables and calculation 

 
The efficiency scores of hotels were determined by Data Envelopment Analysis (DEA) which is a non-
parametric mathematical modeling technique. It is widely used in the literature when the aim of the 
study is to determine the efficiency of whole homogenous group and also the efficiency of a unit in the 
group, using various inputs and outputs. Input and output oriented DEA can be designed according to 
the aim of the study. Input oriented model exposes that to which extent each company in the analysis 
can use their resources efficiently when no change is assumed with their outputs. Output-oriented 
model, on the other hand, counts that to what extent each company can increase their outputs on 
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condition that their amounts of inputs are unchanged. For our case the input-oriented model can be 
more meaningful because of the structure of the tourism sector in the region. Notwithstanding, the 
output oriented model is also developed to check if any difference occurs between the scores of two 
models. Another reason of applying output oriented model is the number of firms which identify 
themselves as pursing differentiation strategy is high so they may need to be analyzed according to 
the output they produce. The main aim of differentiation strategy is to increase the revenue rather than 
to decrease the expenses.  
 
The main prerequisite of applying DEA is that the units should have similar characteristics in order the 
analysis to be meaningful when the efficiencies of units are compared to each other. In this study, this 
prerequisite was secured. Other prerequisite of DEA is that the minimum number of decision units 
should be at least 20 and 3 times than the total number of inputs and outputs. The number of units is 
41 and the number of inputs and outputs are 5 so this prerequisite is also secures in this study. 

 
Variables: 

In the literature there are various variables used as input and output variables. The choices of 
variables differ according to the aims of study, characteristics of units to be analyzed and the different 
environmental settings. In this study, the variables are determined considering the literature, features 
of hotel sector and the availability of data.  

  
Table 2: Variables used in the study 

 
 
 
 
 
Payroll Expenses: As a service sector hotels give high priority to their staff in terms of both quantity 
and quality. It is, therefore, a key element for these companies to employ right amount of staff with 
adequate skill and abilities. The cost of payroll expenses constitutes big portion of total costs of hotels. 
Many efficiency studies use either number of staff or the payroll expenses. It could be more beneficial 
to use the payroll expenses where available.  
 
Food & Beverage Expenses: Another main cost item for hotels is food & beverage expenses. Hotels 
generally have many food and beverage outlets. The unproductivity of food production process can 
affect the business performance seriously.   
 
Other Operating Expenses: This includes sales expenses, energy expenses, room amenities 
expenses, general administrative expenses and other expenses. 
 
Number of Bed:  Despite the number of room were used in many studies, the number of bed and so 
the revenue per bed could give more reliable results.  
 
Total Revenue: As used in most of the studies, total revenue is used also in this study as output. 

 
Although more than one output variable used in most of the studies in the literature, in this study one 
variable - total revenue-  is used as output as in studies of Anderson et.al. (2000). Total number of 
customer or night spend are also valuable output variables but the main of the businesses is mostly to 
increase the total revenue not the number of customer or the night spend. By this way the risk of 
evaluating the companies which have more customers but less revenue as efficient is eliminated. The 
DEAP 2.0 software was used to produce the efficiency scores. 
 
 

INPUTS 

 Payroll Expenses 

 Food&Beverage 
Expenses 

 Other Operating 
Expenses 

 Number of beds 

OUTPUT 

 Total Revenus 
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3.2. Findings 
 
3.2.1. Structure of hotels 

 
The profiles of 41 companies of which the study was conducted can be seen at Table 3.  
 
Table 3: The profiles of companies 

Pension Type N 

Bed and breakfast 5 

Half Board 9 

All Included 27 

Operation Type  

Owner-Operator 25 

Renting  10 

Management Contract 5 

Franchising 1 

Hotels operating  

1 10 

2-3 13 

4-5 10 

6-7 5 

8 and more 3 

Nationality  

National 34 

International 7 

Age  

1-5 9 

6-10 15 

11-15 12 

16+ 5 

 
The profile of luxury hotel sector of Turkey shows that this sector is relatively young sector. The 
development of hotel sector in Turkey mostly depends on the operations of international hotel groups 
at 1980‘s. National hotel companies have grown gradually especially for two decades and this is 
reflected in this study with the figures that nearly 80% of total companies surveyed are national 
companies and nearly half of them operate at least four or more hotels. Another point to underlie is 
that hotels are mostly operated by the owners. Since the respondent hotels located in resort areas of 
Turkey (mainly in Antalya) the main pension type is All Inclusive. 
 
 
3.2.2. Efficiency scores 
 
In the research, efficiency of each hotel is calculated in terms of constant return to scale, variable 
return to scale and scale efficiency by DEAP 2.1 software program. Total revenue, as an output 
whereas, payroll expenses, food & beverage expenses, other operating expenses, and number of 
beds are used as inputs. All the data are average monthly data.  
 
The positive and significant correlations between the efficiency scores (Table 4) indicates that both 
input and output oriented efficiency scores can be used. Therefore, input oriented efficiency scores 
are used because it is more suitable for the market conditions.  
 
Table 4: Correlations between the efficiency scores of different DEA models  
 
 Output  Scale Input  Scale 

 
Output VRS 
 

Input VRS 
 

Output  Scale  
 

1.000 .557
** 

(.000) 
-.408

** 

(.008) 
-.532

** 

(.000) 
Input  Scale 
 

 1.000 .318 
(.043) 

-.174 
(276) 

Output VRS 
 

  1.000 
 

.812
** 

(.000) 

 
   **  Significant at 0.01; *   Significant at 0.05 
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Input oriented DEA model shows that only three firms are efficient (efficiency score is 1) according to 
the CRS-DEA whilst VRS model indicates that 7 firms are using their resources efficiently. On the 
other hand 3 firms are scale efficient. Average efficiency scores of 41 firms, in terms of CRS, VRS and 
Scale efficiencies are 0.44, 0.69, and 0.65 simultaneously.  This means, for instance according to VRS 
scores, the firms are using their resources, in average, with 69% efficiently. For these firms to be 
regarded as efficient, they should decrease the inputs by 31 % provided that their current total 
revenues unchanged. 

 
Table 5: Efficiency Scores – Summary Table 
 

Efficiency 
Scores (%) 

Nu. of 
hotels  

Percentage 
(%) 

30-50 5  12.2 

51-70 19  46.3 

71-85 7  17.1 

86-100 10  24.4 

 
As it is seen from Table 5, the performance level of 60% of hotels, in terms of using the resources 
efficiently, is below 70%. Only nearly 25% of hotels reached the performance level greater than 85%.  
 
 
3.2.3. Relationship between efficiency and structure 
 
Efficiency scores of hotels were compared in terms of their different profiles. The region of Antalya 
where the majority of hotels studied is in a popular resort destination in Turkey. However, in the region 
some hotel owners prefer to close their hotels because of the low season.  On the other hand results 
shows that hotels that are open whole year are more successful than the ones which are closed in low 
season. Not surprisingly, the international hotel companies use their resources more efficiently when 
compared to national companies.  

 
Table 6: Relations between efficiency scores and structure of hotels 
 

Seasonality N Mean  Std.Dev. Rank Mean 

Open less than 12 months 11 0,57 0,140 13,91 

Open 12 Months  30 0,73 0,196 23,60 

      Mann-Whitney U 87 

      Z -2,301 

       P 0,021 

Nationality     

National Company 34 0,66 0,182 19,24 

International Company 7 0,84 0,198 29,57 

      Mann-Whitney U 59 

      Z -2,084 

       P 0,037 

Number of Beds     

300-650 13 0,888 0,10 32,15 

651-900 14 0,600 0,07 16,57 

901 > 14 0,610 0,22 15,07 

      Chi-square 16,697 

      Df 2 

       P 0,000 

 
Another interesting result is that smaller hotels which have less than 650 beds seem to be operated 
efficiently when compared bigger hotels.  
 
No significant performance differences are found between the hotels in terms of pension type (all 
inclusive, half board, bed &breakfast) and management style (owner-operator, franchising, 
management contract, renter-operator).  
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4. Conclusion 
 
Because of the high competition and seasonality, the evaluation of performance of hotels against to 
each other is more meaningful. This analysis may also give more insights when determining the 
problem areas to be fixed. As a non-parametric technique, Data Envelopment Analysis (DEA) ensures 
the comparability of the companies in terms of inputs they use and the outputs they produce. In this 
research main objective was to make a comparison between the hotels of different structural choices 
which share the same resources and produce the similar products. The results show that most of the 
hotels (approx. 60%) operate their business less than 70% efficiency. This means that these firms, at 
least, should use 30 % less inputs to produce the same amount of outputs to be competitive in the 
sector.  
 
According to the structure and efficiency relation analysis, the companies which operates whole year 
are more efficient than the ones which are closed in the low season. This is an important result 
because some hotels in the region close the hotels to decrease the expenses but this will in turn also 
decrease the efficiency which may result in to decrease the profitability in the long run. The results 
also show that international chain hotels are more efficient than the national hotel companies. This can 
be explained by the fact that these companies benefit from the economies of scale and professional 
management structure. Lastly, it is found in this research that small sized hotels are more successful 
than the big sized hotels in terms of efficiency. This indicates that the investors should be more careful 
when determining the size of the hotel that they want to build in the region of Antalya.  
 
For the next research, the study can be done in different destinations with different input and output 
variables. 
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